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PREFACE

This is the final report of a project to reexamine the utility and
feasibility of using instruments of international economic relations to
develop leverage on Soviet policy. The research was sponsored by the
Under Secretary of Defense for Policy.

The report should be of interest to sections of the policy and intelli-
gence communities concerned with U.S. policy toward the USSR and
Eastern Europe, East-West economic policy, and U.S. relations with its
Western allies.

The author is grateful to his Rand colleagues Michael Kennedy,
John Van Oudenaren, and Charles Wolf Jr. for insightful critiques of
the draft. Their comments and suggestions were invariably thought-
provoking and in many cases led to reworking of the original. Of
course, the author alone is responsible for the final product.

Access_lop Por

NTIS GRARI g
"7IC TAB

i+ announged 0

ol antif1oat ot

. stribution/
tvallabil !tychsln A

“iAveil asd/er

Lot Special




SUMMARY

This report presents a reevaluation of the use of leverage on Soviet
behavior by means of the instruments of East-West economic relations.
A conceptual framework is presented in Secs. II and III, centering on
the ideas of leverage and denial as policy tools and on the opportunities
and constraints offered by Soviet economic dependence and vulnerabil-
ity. Sections IV through VI analyze the actual use of the major export
instruments—grain, credit, and gas pipeline technology—during the
early 1980s. Section VII takes up the issue of consensus in the
Western alliance as a condition of successful East-West trade policy.

Economic measures for international suasion, to influence a state's
policy in particular directions, may be used in strategies of benefaction,
granting benefits, or denial. Strategies of denial aim to impede welfare
improvements or economic growth of the target economy or the growth
of specific economic sectors, usually the military. The extent of denial,
severity of means of implementation, and the accompanying level of
international hostility may vary from an effort at total impedance to
one of only minimal impedance. Most contemporary discussion is con-
cerned with partial impedance, usually to constrain Soviet military
allocation. Partial impedance may be achieved in two channels: selec-
tive denial, limitations on specific Western exports thought to advance
Soviet military production; and general denial, degradation of aggregate
resource availability to the Soviet economy. A leverage strategy may be
directed toward either impedance or promotion of growth and welfare,
as seems politically appropriate, or these purposes may be joined
sequentially; it is specifically aimed at changing the target state’s
behavior. Denial and benefaction policies may also affect the target
leadership’s calculations and behavior, but the primary purpose of
denial is to impede accumulation of the wherewithal to pursue inimical
policy; and the purpose of benefaction is to affect behavior only in the
long run through the transformation of the society.

Apart from the general problem that is posed by the West's highly
imperfect understanding of the Soviet leadership’s thinking and the
process of top-level policy formation, denial and leverage strategies
wthUSSRMhnmpomntdaMM Soloetwoeon
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denial and face the difficulty of distinguishing permissible “normal”

trade from the “strategic” trade that should be controlled. When it

aims to curtail the growth of Soviet military power as a route to ulti-

mate behavioral change, denial suffers from the limitation that connec-

tions among constraining resource availability, inducing Soviet cut-

backs in military spending, reducing Soviet military power, and chang-

ing Soviet behavior are uncertain or involve considerable time lags. It

is not clear that denial alone, without a prospect of withdrawal of the

restriction or even of extending positive inducements, would be suffi-

cient. Leverage also has serious drawbacks—the difficulty of sizing the

appropriate “dosage” of denial (with or without the bestowal of bene- i

fits) and of defining what Soviet behavior modification would be worth f

the outlay of a particular “dose.” ‘

The ability to carry out strategies of denial or leverage depends in

good part on the susceptibility of the Soviet economy to such pressure.

Recent estimates indicate that Soviet participation in foreign trade is :

far higher than was previously thought—the ratio of total two-way ‘

Soviet trade to GNP was about 20 percent in 1980. However, most ) |

Soviet trade is with other socialist countries and the third world, and
| participation in trade with the West is much lower. Trade participa-

tion is not necessarily trade dependence, which might be measured by

the opportunity costs of reducing participation. The evidence is not - A

clear cut, but Soviet dependence seems real although not overwhelm- ] \‘ -

ing. Finally, dependence does not necessarily constitute vulnerability, J

which concerns the structure of the external markets and the Soviet

will to resist the foreign pressure and assume the attendant coets.

Consideration of the elements making up the difference between

dependence and vulnerability suggests that the West’s best chance for

success in a leverage strategy lies in connecting major economic bene-

fits or penalities with fairly minor political objectives. Most leverage

mmofthmhvehmmdthomemhnhga—weakwonomc

untmmu nnd important political goals—e.g., a mmor reduction in

strategios are examined: the U.S. sale of grain to the USSR, the
and the gas pipeline controversy.

. sale of grain to the USSR. The 19680 embargo on grain
nluw peualise the USSR for its invasion of Afghanistan
and to deter further aggressive action. The embargo was largely cir-
with the ald of Argentina, Australia, Canada, and the

of
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European Community. It has been claimed that U.S. farm income and
employment generally were reduced as a result, although the claims
seem exaggerated. Accordingly, the embargo was viewed as a failure.
Continuation of grain sales to the USSR was also justified on the
grounds that such sales “sop up” Soviet hard currency earnings, which
would otherwise be used to purchase Western technology.

An opposing view argues that Soviet grain imports, contrasted with
oil and gas exports, are a rational expression of comparative cost
advantages and disadvantages. The Soviets clearly benefit by import-
ing grain from the West, although the size of the gain is limited by
Soviet reluctance on political grounds to allow full dependence. The
relative resource drain involved in the continuing high level of invest-
ment in food production amounts to a partial vindication of the 1980
U.S. embargo, although in terms different from those envisioned at the
time. Political arguments can be mustered with equal plausibility for
unrestricted sales or in favor of long term embargoes. Neither policy
course promises a clearly favorable political outcome for the United
States. The issue is moot at the present time. Administrative-
legislative action has stripped grain sales of their leverage potential.
Legislation passed in 1981-19882 would make an embargo expensive in
compensation to farmers and directly prohibits restraints on exports
that are scheduled for delivery within nine months. A long term grain
agreement with the Soviet Union was signed in August 1983; it assures
the sale of 9-12 million tons annually for five years. The U.S. govern-
ment also explicitly forswore the right to use those sales for foreign
policy purposes. However, because Soviet food production problems
are likely to endure as will the need for measures short of war to deal
with aggressive Soviet behavior, the foreign policy potential of grain
sales will probably be reconsidered from time to time.

The Polish debt. Along with the Urengoi-Western Europe gas pipe-
line, this was the most hotly debated issue in East-West economic rela-
tions in 1981-1982. The central question was the wisdom of deliber-
ately triggering defauit, for which there were two main lines of political
justification. The first stressed the need to punish Warsaw for the
imposition of martial law, to secure the amelioration of the martial law
regime, and to deter further repression in Poland. The second and
more popular set of arguments was that default would force the USSR
to accept responsibility for discharging Poland’s obligations to the
West, which would also take its toll on the Soviet military buildup; and
it would express a protest against the Soviet Union’s moral responaibil-
ity for the Polish crisis. Those who opposed declaring default worried
sbout the stability of the international financial system and feared a
*“credit-panic” that would do more damage to the West than to Poland

G b o rmm




and the USSR. The debate was confused by failure to directly address
how the default would take place and what effects it would have on the
declarer, the other Western creditors, and Eastern Europe and the
USSR. These questions were also difficult to answer because of the
large uncertainties involved.

Although the flow of new credit to Poland did dry up substantially,
Poland succeeded in forcing the banks to recycle much of the interest
due on the loans rescheduled in 1982 and 1983. Moreover, the Western
governments inadvertently eased Warsaw’s balance of payments prob-
lem not only by refusing to reschedule the official Polish debt due but
also by failing to trigger default. The credit crunch was marginal for
the USSR, and the Kremlin cut its direct foreign aid to Poland. It
seemed highly unlikely that a declaration of default would induce the
Politburo to (a) bail out Poland, whose standard of living was regarded
by ordinary Russians as purchased at Soviet expense, (b) save capital-
ist bankers from the consequences of their own folly, and (c) send a
signal of readiness to support other East European economies that
might experience financial difficulty (which the USSR could not possi-
bly do). It was much more likely that Moscow would exploit a default
declaration to force Poland to bear its own recovery costs.

The Western governments spoke of the Polish debt as providing lev-
erage for the West, but none of them pursued a deliberate and sys-
tematic policy of either leverage or denial. Hence, the denial of credit
to Poland and the Communist bloc was only partial, and the leverage
potential of Polish need for credit was weakly exploited. It is plausible
that Poland was too important to the Kremlin for a leverage policy to
succeed in restoring the status quo ante December 1981. That, how-
ever, was not the only possible goal of a leverage strategy, which could
have aimed at amelioration of the martial law regime. If leverage is
created by asymmetrical dependence, there could not be many situa-
tions with as great potential for leverage as the Polish debt crisis. The
West could not even test that potential, because it could not agree on
either the desirability of the objective or the strategy for pursuing the
goal.

The gas pipeline controversy. There were three elements in the
American opposition to the gas pipeline deal: negation of potential
Soviet leverage (European dependence on the USSR for gas), general-
ized resource denial (with regard to Soviet hard currency earnings from
gas sales to Europe in the mid and late 1980s), and sanctions for nega-
tive le.erage (prohibition of sales of gas equipment in connection with
martial law in Poland). Europeans were skeptical about the third com-
ponent because it was not introduced until 1982, penalized them more
than the adversary, and was not powerful enough to induce Jaruszelski




and Brezhnev to loosen their hold on 8o important a prize to the Com-
munist world. American opposition suffered from the additional handi-
caps of late development of alternative energy plans, failure to offer
alternative markets for the sales of pipe and equipment, and European
indignation over the U.S. extension of extraterritorial controls on sales
of compressors and asaociated equipment.

An important characteristic of the Poland-related effort at leverage
was the unimportant role of positive inducements, contrasted with the
reliance on cost-imposing sanctions. Nor was leverage an issue in the
pipeline debate before martial law in Poland. The largest project in
the history of East-West economic relations was brought into being
without an attempt by the West Europeans to act in concert, even for
the minimum objective of improving the terms of the agreement, let
alone for the purpose -of exerting political leverage. The wasting of
that opportunity must suggest that leverage, as distinct from benefac-
tion, is a dead issue in Europe; the scope for U.S. action is correspond-
ingly and sharply reduced.

The Western alliance displayed sprawling disarray in response to the
challenges of the several international crises of 1980-1982. The roots
of the disagreement lie in the far greater importance of East-West
trade for Western Europe than for the United States, but more impor-
tant are the differences in fundamental outlook on East-West relations.
In matters of security, arms control, and economic relations, the
Reagan administration’s policy has been perceived as a threat to the
renewal of detente, the Europeans’ hope of being able to project some
vision as to how the East-West conflict might be transcended.

There are fair prospects for some limited agreement on particular
issues—strengthening COCOM and the procedures for controlling
transfer to the East of sensitive technology, the need for an alliance
energy policy, and limiting the subsidy element in East-West trade.
The most useful contribution the alliance can make to dealing with its
bedrock conflict on East-West economics is to institutionalize and
make permanent the examination of the issues, which was begun in
November 1982. The harmonization of views that can be expected in
the Atlantic alliance is thus necessarily limited. It is possible to ham-
mer out a compromise on the specifics of policy without agreement on
principle; but in the absence of such an agreement, the compromise
inevitably will be a lowest common denominator.

Under these conditions of defect inherent in the pure strategies and
the disappointing experience of recent years, the only possibility for
effective denial over the long term is selective impedance of the Soviet
military effort. There appears to be little possibility of patient,
obstinate pursuit of long term leverage. Prudence and realism indicate
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that economic policy in the 19808 can play only a marginal role in the
Western strategy of East-West relations. Feasible objectives of
Western policy are limitation of Western economic dependence and
vulnerability, reduction of the West’'s subsidization of the Soviet
economy, and narrowing of the direct contribution to Soviet military
power. More ambitious hopes of using the West’s vast economic power
to alter Soviet behavior are sadly incompatible with the realities of
Western national and alliance politics.

- e P AT A iR

i

1
A




CONTENTS
PREFACE . . .. ... .. . . . . i it iii
SUMMARY ... . e v
FIGURESAND TABLES ............ ... ..., xiii
Section
I. INTRODUCTION ........ ... . .. 1
Planofthe Study . . ... ...................... 1
East-West Trade in American Policy ............. 2
II. LEVERAGE AND DENIAL AS INSTRUMENTS
OF POLICY ......... ... 8
WorkingConcepts . .................couvon.. 8
The Limitations of Suasion Strategies . . . .......... 11
! II1. SOVIET VULNERABILITY TO EXTERNAL {
) ECONOMICPRESSURE ................... 21
‘ Soviet Trade Participation and Dependence . . .. ... .. 21
Dependence vs. Vulnerability . . ... .............. 27 .
IV. GRAIN SALES BETWEEN ENCOURAGEMENT : %,
ANDEMBARGO . ............ovinnn.... 30 : &
Leverage Efforts inthe 19708 . . . . ... ............ 30 '
The Embargo of 1980 and Its Aftermath ........... 32
Who Benefits from Grain Sales? ................ 35
The Future of Grain Sales as a Foreign Policy Tool . . . . 44
V. THE POLISH DEBT, 1981-1983 ... ............... 45
Negotiating the Rescheduling Agreements . ......... 46
The DebateonDefault . ...................... 51
LessonsoftheCrisis ........................ 65

VL. A NOTE ON THE GAS PIPELINE CONTROVERSY ... 68 |




xii

VII. ALLIANCE COOPERATION: FACING REALITIES ... 71

Crisisand Consensus . . .............covvuv.., n
Mainsprings of Dissension . . . . .. ............... 72 )
WhatIsToBeDone? . ............ ... . ..., 75
[
VIII. CONCLUSION . ... i i 77




FIGURES

Two-Way Trade of the USSR at Current Prices with Five
Western States, 1973-1979 .. ... ... ... ... . . . . ...
Herzfeld's Curve of Technology Export Control . .........

TABLES

Soviet Trade with Western Countries, Selected Years,
1970-1982 . . . ... . e e e e
Ratios of Foreign Trade at Domestic Prices to Soviet

National Output, 1960-1980 . ... ....................
Production, Net Imports, Utilization and Changes in Stocks

of Grain 1971/72-1981/82 . ......... ... ..t viireunn
Poland’'s Hard Currency Debt, End 1981 . ..............




Y

~—

I. INTRODUCTION

PLAN OF THE STUDY

This report attempts a reconsideration of the poesibilities of exercis-
ing leverage over the Soviet Union using the instruments of East-West
economic relations. Leverage and East-West trade have been subjects
of debate in the West almost since the end of World War Il. The
literature of the debate is voluminous and still expanding,' although
there is a clear majority view skeptical of the utility or feasibility of
leverage generally and in East-West relations especially. The purpose
of the present study is to ask whether economic leverage can yet be an
important part of U.S. policy in the light of the East-West and West-
West crises of the early 1980s. On the whole, the study arrives at a
mixed judgment on the utility of leverage; regrettably, however, it
upholds the conventional wisdom on the score of its feasibility.

The analysis is set out in three parts. The first, comprising Secs. II
and III, presents the conceptual framework of the study, centering first
on the ideas of leverage and denial as policy tools and then on the
opportunities and constraints offered by Soviet economic dependence
and vulnerability. The second part, Secs. IV through VI, examines the
use of the major economic policy instruments—grain, credit and gas
pipeline technology—in the Afghan and Polish crises. The emphasis is
on the first two instruments, as technology controls have not been
much concerned with leverage. Section VII cunsiders the painful issue
of consensus in the Western alliance as a condition of successful East-
West trade policy.

This is a study of the use of leverage in the 1980s. It seemed useful
to preface such a discussion by some historical background. The fol-
lowing brief sketch of the evolution of American policy on East-West
trade is intended only to highlight a few themes that seem relevant to
examination of the policy problem in the 1980s.

1A companion paper to the pressnt study offers a succinct but pointed review of the
ish language literature of the debats. Judith C. Fernandez, “Modeling Economic
" The Rand Corporation, N-2085-USDP, May 1984, Sec. IIL
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EAST-WEST TRADE IN AMERICAN POLICY?

From the inception of America’s troubled relationship with the
world’s first communist state, U.S. policy on trade with the land of the
Soviets has oscillated between two approaches. One, business-
pragmatic, has reflected periodic interest by American business in com-
mercial opportunities, both real and imagined. Another, political-
ideological, sought to deny advantages to a mortal adversary or to use
trade power to affect his behavior. Changes in Soviet policy and in
other exogenous factors have surely contributed to the fluctuating pat-
tern of Soviet-American trade relations, but the bifarious American
approach played the largest role in this development in the period after
World War II.

For two decades after the final dissolution of the wartime alliance,
the cold war and the U.S. controls that were enacted because of it sti-
fled Soviet-American trade. The Soviet Union traded predominantly
with its socialist allies. But even as Soviet trade with Western Europe
and Japan opened up, the United States lagged behind. With the
exception of 1964 (the year of the first major Soviet grain import), it
was not until 1972 that the United States began to account for more
than 1 percent of total Soviet trade turnover. As late as 1970, U.S.
exports to the USSR made up only 4 percent of the total from the
“industrially developed capitalist countries” (IDCC), and U.S. imports
from the USSR came to only 3 percent of the IDCC’s imports. In that
year, Great Britain, the Federal Republic of Germany, Finland, and
Japan each accounted for 2-1/2 to 3 percent of total Soviet trade turn-
over, the United States for only 0.7 percent.?

The 1960s were a time of reevaluation and slow reorientation of U.S.
East-West trade policy. The business community contended that it
was being unfairly deprived of trade opportunities that were being
snatched up by Europe and Japan. A growing body of opinion saw pol-
itical benefits in expanded trade. The report of President Johnson’s
Special Committee on U.S. Trade Relations with East European Coun-
tries and the Soviet Union (the “Miller Report”) concluded;

Over a considerable period of time, when taken with the process of
chnpdu.dyundorny,thomtimhmmntoftmdam
influence the internal development and external policies of European
Communist societies along paths favorable to our purpose and to
world peace.... In the long run, selected trade, intelligently
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negotiated and wisely administered, may turn out to have been one of
our most powerful tools of national policy.*

Underlying the new interest in reviving contacts with the USSR was a
sense that the fundamentals of a cold war trade policy were no longer
realistic. The “Miller Report” declared reassuringly that

gains from nonmilitary trade with the United States are unlikely to
reloase additional resources for Soviet military expenditures. The
USSR accords overriding priority to military expenditures. Any
change in total resource availability in the USSR through trade
would, under present policies, affect its civilian economy, not its mili-
tary budget.®

Pressures for liberalization of East-West trade led to a loosening of
the cold war's stringent controls in the Export Administration Act of
1969, which replaced and considerably expanded the Export Control
Act of 1949 and its 1962 amendments. The most important difference
was the deletion of export controls for the purpose of restraining the
“economic potential” of the trading partner, putting the major
emphasis on the restriction of goods that would make a large contribu-
tion to Communist military potential. Another important change was
the new conviction that “foreign availability” (presence of alternative
suppliers) would have to be considered in applying national security
controls on exports.

In the early 1970s, optimism about the potential for growth in East-
West trade was rampant. Secretary of Commerce Maurice Stans, for
example, reported after a fact finding visit to Moscow in the fall of
1971 that U.S.-USSR trade, which averaged only $200 million yearly,
had a potential of $5 billion both ways by 1975. Several major trade
deals did emerge in those years, beginning with the grain and livestock
feed sale of 1972 and the half billion dollars worth of heavy equipment
sold to the USSR for construction of a truck factory on the Kama
River, 600 miles east of Moscow. Others followed and still bigger deals
were being negotiated (e.g., the “North Star” project for delivery of
huge quantities of Siberian natural gas to the East coast of the United
States).

It cannot be said that the liberalization of controls and expansion of
contracts led to an actual burgeoning of U.S.-Soviet trade. True, trade
turnover rose nine times between 1970 and 1980, but the initial base
was insignificant (Table 1). The relative and absolute importance of
U.S.-Soviet trade remained small in most years. In the peak year of

“Report of the Special Committes on U.8. Trade with East European Countries and
the Soviet Union,” Department of State Bulletin, May 30, 1968, p. 855.
*Thid., p. 849.
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1976, when grain sales were large, Soviet imports from the United
States accounted for 7 percent of its total imports, 19 percent of Soviet
imports from all IDCCs. (Two-way trade in that year fell more than
$2 billion and 40 percent short of Secretary Stan’s forecast for 1975.)
Grain sales also brought a temporary peak in 1973. In other years,
trade turnover with the United States generally lagged behind that of
Germany, Japan, Finland, France, and Italy. The highest level of
Soviet exports to the United States was 350 million rubles in 1979,
that is, under $500 million; U.S.-Soviet trade was largely a matter of
Soviet imports.

Soviet leaders blamed U.S. government restrictions, particularly cit-
ing the role of the Jackson-Vanik amendment in preventing the
president from granting the USSR’s exports most-favored-nation
status. The Jackson-Vanik and Stevenson amendments in 1974 effec-
tively closed off the possibility of large credit flows to finance Soviet
development. Very likely it was recognition of this prospect that led
Mosecow to denounce the U.S.-Soviet trade treaty negotiated over the
previous two years.

The resuits of the denunciation of the trade treaty were not as clear
cut as might be assumed. With 1974 as the base for comparison, Fig. 1
shows the change in two-way trade at current prices between the
USSR and the United States, West Germany, Britain, France, and
Japan over the next five years. Soviet-American trade in 1974 was 40
percent below the 1973 level, the year of major grain sales. In the two
years after the collapse of the trade treaty, turnover more than tripled;
a 30 percent drop in 1977 was followed by an 85 percent increase in the
following two years. Overall, the level of two-way trade in 1979 was 3.8
times the 1974 level, whereas for France it was only 2.8 times higher;
the increases for Britain, West Germany, and Japan ranged downward
to 50 percent. However, in the 19708 Soviet trade with its other major
Western partners grew more smoothly than with the United States,
whose trade pattern shows much more fluctuation. OQil purchases from
the Soviet Union played an important role in German and French
trade, where imports from the Soviet Union increased more rapidly
than did exports to the USSR. U.S. exports to the Soviet Union, the
dynamic element of Soviet-American trade, were heavily grain and
food-dependent. It seems likely that had U.S. credit resources been
opened to the Soviet Union on concessionary terms, U.S. exports to
the USSR would have expanded still more rapidly, but this would have
been at least in part at the expense of the other major Westcrn sup-
pliers. There were limits to the Soviet import capability.

The phenomenal expansion of bank and government lending to
Eastern Europe and the USSR in the mid-1970s created one of the two
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major problems of alliance policy in East-West economic matters dur-
ing the second half of the decade. Fears about the East’s ability to
repay its growing debts became the front running question in East-
West economic relations. It became widely accepted in the West that
East-West trade growth was bound to slow down markedly. But com-
petitive rivalries in the Western camp and unwillingness to fully credit
the few Cassandras warning of impending debt-service problems !
prevented any coordinated effort to develop a common strategy.
The other major issue of the period was technology transfer, which
arose in two contexts. The first and most durable was the growing
; awareness of the duration and cumulative scale of the Soviet military
: buildup. Congress as well as the administration began to be more sen-
‘ sitive to the possible contributions of Western exports of goods, ser-




vices, and know-how to the Soviet military buildup. A 1977 report by a
Senate subcommittee headed by Senator Jackson warned that “our
current situation can be judged as acute hemorrhaging.” The second
context was the attempt to find leverage in the sales of capital goods
and technical know-how to ease Soviet internal repression and control
Soviet external aggression.” The Carter administration tried to make
human rights a centerpiece of American foreign policy, and the repres-
sion of Soviet dissidents created a series of challenges to U.S. policy.
The issues of the two contexts became intertwined and at times con-
fused, especially under the pressure from the business sector and others
worried about the unravelling of detente.

In the late 1970s the balance the U.S. government sought to main-
tain between its interest in improving East-West relations, centering
on the negotiation of the SALT II agreement, and its desire to contain
Soviet expansion and defend human rights, tipped perceptibly in the
former direction. Then came the invasion of Afghanistan, followed two
years later by Polish martial law, and in the early 1980s the U.S.
government under two administrations followed a policy of penalizing
the Soviet Union for its foreign policy behavior. Detente seemed in
shreds.

————

‘Mrol?cchnolqytotheSothUmnandEumEum Selected Papers,
Compiled by the Permanent Subcommitiee on Investigations of the Committes on
Governmental Affairs, U.S. Senate, Washington, D.C., 1977, p. 2.

"Por the besic statement of the Carter administration’s approach, see Samuel P.
Huntington, “Trade, Technology and Leverage: Economic Diplomacy,” Foreign Policy,
Number 32, Fall 1978, pp. 63-80.




II. LEVERAGE AND DENIAL AS INSTRUMENTS
OF POLICY

WORKING CONCEPTS

This study is about the uses of economic power and economic
instruments to further Western interests in the East-West arena of the
global competition with the USSR. The major instrument the United
States and its allies wield to deter Soviet behavior threatening Western
security is military power. Diplomatic contacts with the Soviet Union
and with other states, propaganda, and other forms of political persua-
sion are also used for deterrence or to effect policy change. This study
examines a third class of instruments, used intermittently over the
period since World War Il but drawing particular attention recently—
economic measures. The intended purpose of such measures will be
called suasion, influencing Soviet internal or external policy in particu-
lar directions.!

In theory, international economic relations can be left to the dic-
tates of the market, but in actuality every government intervenes to
shape market flows to some extent. Where purposeful intervention is
directed at other states, rather than at domestic actors and for national
welfare alone, it is useful to distinguish three strategies of international
economic policy—benefaction, denial, and leverage. Benefaction—using
economic instruments to confer benefits on another state—
characterized much of Western thinking in the 1960s on the subject of
aid to developing countries. The rationale of benefaction rests on the
belief that economic aid results in, or at least contributes to, changes in
the economic and political structure of the recipient society that
enhance the weifare of both donor and recipient. An analogous set of
beliefs characterized the views of many advocates of detente in the
1970s.

Benefaction is usually intended to accelerate growth of the recipient
state’s economy or to improve the welfare of its population. A sharply

"This report is not concerned with the views of thoss who deny the legitimacy or
desirability of exercising sussion through trade. That attitude can be encapsulsted in &
formuls variously attributed to Dwight Eisenhower and Hubert Humphrey: “The United
States should trade anything with the enemy that can’t be shot back at us.” It is a basic
sssumption of this repoct that the use of trade to temper Soviet behavior is a valid ezer-
cise of U.S. national policy.




contrasting strategy of denial would aim to impede welfare improve-
ments or economic growth, either that of the target economy as a
whole or of specific sectors of the economy, usually the military. At
one end of the spectrum, in terms of extent of denial, severity of means
of implementation, and level of international hostility, the impedance
sought may be total.? The first-order policy objective would be to seal
off the target country from international economic contacts so as to
deprive it of all gains from participation in international trade.
Toward the other end of the spectrum, which must necessarily be fuzzy
in definition, the denial would be highly selective and applied reluc-
tantly; the impedance desired would be minimal and directed only
against military technology. It is, of course, in between the extremes
that most of the interesting cases lie.

Where the impedance sought is total or nearly so, we appear to be
dealing with all-out “economic warfare.” Charles Wolf has pointed out
that this term “does not have a very precise technical meaning, and the
loose and diverse ways in which it has been used in the media and else-
where have not contributed to resolving these ambiguities.” Wolf draws
attention to the extremely broad definition of the term in the Encyclo-
pedia of the Social Sciences, which includes conferral of economic favor
(by which “a country may expect in return reciprocal favors in the
form of political support, or alliance, or perhaps neutrality”), along
with measures of coercion through denial, as the modes of “economic
warfare.” Wolf rightly notes that under such a definition, subsidization
of credits to the benefit of a recipient country could be viewed as
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Soviet military resource allocation. The constraint may be attempted
in two channels: (1) selective denial—limitations on specific Western
exports (overt or covert, witting or unwitting) of military end products
as well as of goods, services, and know-how that might be used to
advance Soviet production of miliwary goods and services; and (2) gen-
eral denial—limitations on aggregate resource availability to the Soviet
economy that would be expected subsequently to affect allocations to
the military.

The effect of efforts to promote or impede another state’s economic
growth or welfare may be to alter the calculations and behavior of its
leaders. But this is not the primary purpose of either strategy.
Benefaction could only expect to affect leadership behavior in the very
long run through transformation of the society; the cardinal goal of
denial is to impede the accumulation of the means to pursue inimical
policy. A purposeful strategy directly aimed at affecting leadership
behavior will be called leverage. Leverage may be directed to either
impedance or promotion of growth and welfare, as seems politically
appropriate, or these purposes may be joined sequentially.

Apart from its direct focus on behavior alteration, the distinctive-
ness of a leverage strategy is the possible readiness to grant benefits as
well as to threaten or carry out threats of denial. Denial has been
clearly dominant and the inducement of reward notably absent in the
leverage episodes of recent years. The imbalance can be criticized jus-
tifiably. However, leverage must be distinguished from benefaction.
Leverage may use the inducements of reward, but its rationale requires
the implicit threat of penalty, at least of the withdrawal of rewards.
Huntington argued that “for the Soviets, as for others, leverage works
most effectively when applied in the form of a carrot rather than a
stick.” But the policy he was advocating included centralized control
over East-West relations within the U.S. government and the ability to
close the “technological door™ to Soviet trade as circumstances
required.® Leverage too is at bottom a coercive strategy: It “emanates
only from the threat, use, or anticipation of use of negative incentives
for compliance.” The instruments in which negative incentives are
embodied may be used interchangeably in either denial or leverage.
Depending on the conditions of the problem, the scope of application
and the intensity of implementation, embargo, boycott, export controls,
credit restrictions, etc. may be found in both strategies. Punitive sanc-
tions alone may be successful only against weak targets; against major

SHuntington, “Trade, Technology and Leverage,” pp. 72, 75-76.
SAriel Lovite and Athansssios Platias, Mmsmsw D.pond.monm
Cornell University Peace Studies Program,

Imports. An International Perspective,”
Ocecasional Paper No. 16, June 1983, p. 3.
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powers, sanctions may have to be balanced by positive incentives. The
balance between reward and punishment is the main tactical issue of
leverage.

With regard to the time dimension of the three suasion strategies,
leverage is often thought of as episodic, where either the attainment or
evident frustration of the leveragor's limited objective brings the
episode to an end. Leverage with regard to the USSR may also be
framed as continuous policy, as in the Kissenger rationale of detente:
U.S. rewards and punishments would be meted out in a continuous
process, assessing and reacting to Soviet policy. However, another
strand of the detente logic is associated with Kissinger: the theme of
interdependence, which operates in the long term.” The “web of inter-
connectedness” between East and West is spun over a prolonged period
of time; when the strands are clearly perceived, aggressive behavior
appears self-defeating because it risks the interruption of valued
economic benefits. Such a long term policy runs the risk of sliding into
pure benefaction. If short term Soviet noncooperation is explained
away or disregarded because of expectations for the longer run, even
the implicit threat of denial will become less and less credible. Denial
may also be a continuous policy (as in the 19508); but th2 goals must
be seen as achievable only in the longer term, because the resource flow
constraints work slowly if at all. Alteration of Soviet policy and
behavior could end the sanctions; a strategy of denial would, thereby,
have been converted into one of leverage.

From time to time sanctions are levied against the USSR in reaction
to particular crises, as in the cases of the invasion of Afghanistan or
the imposition of martial law in Poland. It is necessary to distinguish
between actual strategies of suasion, whether leverage or denial, and
the expression of outraged opposition. The need to make concrete an
unwillingness to accept some act of Soviet aggression in silence
responds to domestic and international political realities, but it does
not necessarily lead to recognizable strategies of leverage or denial.

THE LIMITATIONS OF SUASION STRATEGIES

A companion study to the present report develops the theory of lev-
erage in an articulated, disaggregated model of its operation; it also
contrasts the effects of leverage on production, consumption, and wel-
fare in the target state with the effects of the strategies of benefaction

"He believed the U.S.-USSR bilateral cooperation agreements of 1972 “could over
time establish vested interests in peace.” Henry Kissinger, White House Years, Little,
Brown, Boston, 1979, p. 1354,
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and denial.® But all the strategies of suasion have important limita-
tions, and the rest of this section is devoted to that theme.

To begin with, all the strategies have a common constraint. What-
ever the approach and the combination of economic (or political)
instruments, expectations of modifying Soviet behavior should be lim-
ited, even modest. A general problem that any approach to changing
Soviet policy must face is the West's highly imperfect understanding of
the Soviet leadership’s perceptions of the outside world, its mindset
and pattern of thinking, and its process of top-level policy formation.
The ultimate poverty of Western Sovietology, despite its genuine rich-
ness of insight, introduces uncertainty into all considerations of
exercising suasion on the USSR.

With regard to the particular strategies, we need deal only briefly
with benefaction, which stipulates an endogenous process of transfor-
mation of the polity leading to change in external behavior. The
rationale of benefaction is, of course, not a scientifically testable propo-
sition. [t is particularly speculative applied to the USSR and Eastern
Europe. If the West continues to debate the validity of benefaction in
East-West economic relations, despite the dubious results of detente in
the last decade, it is not because of new evidence on change in com-
munist society. Many Europeans seek to improve relations with the
East, but because they fear nuclear war or for other political reasons,
they are inclined to support measures of economic aid to the Commun-
ist countries to revive detente. Thus, they are led to argue the
economic rationale of benefaction because it is the necessary implica-
tion of a policy whose motivations are entirely political (see Sec. VII).

Denial for partial impedance may constrain selectively or generally.
The selective constraints aim at transfer of technology and restraining
the growth of Soviet military capability. Throughout almost 40 years
of debate on East-West trade, there has been a consensus on the
desirability of preventing transfers of military technology. It is hard to
find advocates of selling missiles to Moscow. Machinery and equip-
ment specialized to the manufacture of military hardware are also part
of the consensus, as is the know-how of military production. But this
narrows the scope of the controversy only slightly. The issues of tech-
nology transfer policy remain:

o How does technology transfer benefit the Soviet Union?
e Are contributions to Soviet civil sector development good or
bad for the West?

SPernandes, “Modeling Economic Leverage.”
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e Do benefits accrue to Moscow from transfers of “low” as well as
“high” technology? How do they differ?

¢ How can one differentiate transfers that aid the Soviet military
from those that do not?

e Is the Soviet economy capable of profiting from technology
importa? If not, do Soviet leaders still believe the transfers are
valuable” (In short, does the issue matter at all?)

e Can Soviet interests or needs be exploited to reap Western pol-
itical gains or is the USSR impervious to external economic
pressures?

¢ What are the costs of manipulating trade for foreign policy or
security purposes and how can these costs be minimized?

An enduring issue of the debate concerns “dual-use” technology—
designed for civil use but with military potential. A now classic exam-
ple offered by advocates of stricter controls is the Bryant gear-grinding
machines exported to the USSR in the early 1970s, which are said to
have contributed to the rapid improvement of the accuracy of Soviet
ICBMs. If there is anything new in the recent phase of this continuing
debate, it is that much of the U.S. public and the publics of other
Western states to a lesser degree believe that the Soviet Union is
engaged in a concerted, large-scale effort to obtain Western technology
by licit and illicit means, with a view to modernizing its military capa-
bility.

Nevertheless, short of shutting off all the taps completely, this does
not resolve the “dual-use technology” problem; it only heightem the
importance of decisions on where to set the bounds. The most impor-
tant innovation in this regard was the proposal by the Bucy Report to
distinguish between commodities and technologies as objects of control
and to concentrate control energies on the “critical technologies.”
That approach was incorporated into the 1979 Export Administration
Act, and it is now a fundamental of the government’s export control
system. However, the focus on critical technologies does not solve
“dual-use” dilemmas; it only removes them to another level of the
input-output hierarchy.

Chnlu Herzfeld has suggested a scheme for ranking types of trade

SUUURN
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trol appropriate to each.!? He distinguishes the following categories of 5
trade: i

1. General trade 5

2. Civil technology of minor strategic or military significance ;
(e.g., refrigerators) 3

3. Civil technology of major economic-strategic significance (oil :
drilling equipment, food)

4. Dual-use technology (high performance computers, aircraft
technology, advanced communications)

5. High-technology, infrastructural materials (microelectronics
manufacturing and test equipment)

6. High technology of direct military use.

His visualization of the curve of required controls is shown in Fig. 2.
Herzfeld’s scheme acknowledges the existence of a broad band of dual-
use technology with considerable permissiveness appropriate at the
lower ends of the range. He stresses the importance of detailed assess-
ment of the effects of different types of technology and the different |
levels of sophistication of technology, in particular civil and military
uses. Of course, such assessment must necessarily rely on judgment in }
many cases; this approach therefore retains the potential for dispute )
over the boundaries between civil and military relevance. L )

This cursory review of the technology transfer issue as a vehicle of -
selective denial has focused on the problem of the civil-military contin-
uum. But as Herzfeld's typology of trade reminds us, much of the con-
troversy in recent years has flared around the issue of “strategic”
importance. The gas pipeline and related energy issues were fought
over in part under this rubric, and Sec. VI examines that controversy
briefly.

The transition from “military” to “strategic” importance as a cri-
terion of export controls often marks the crossover from selective to
general (or more general) denial. Both may be aimed at the Soviet
military effort and constitute modes of partial impedance, but general
denial necessarily involves “collateral damage” to civil activities.
Credit restrictions, for example, are likely to constrain a range of
imports, including purely civil goods and services. (Control of dual-use
technology has the same effect, of course.) Advocates of general denial
that is in fact directed at the Soviet military effort hope to achieve
their goal by affecting Soviet resource allocation policy. But partisans

19Charies M. Herzfeld, “Some Aspects of Technology Transfer,” in The Conduct of
East-Wast Relations in the 1980's, Part 2, Adeiphi Paper. London, International Institute
of Strategic Studies, forthcoming.
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Fig. 2—Herzfeld’s curve of technology export control

of controls over “strategic” goods, other than for defined leverage goals,
are only incidentally concerned with the structure of Soviet resource
use. They appear to proceed beyond concern with Soviet military
power to the goal of reduction of Soviet economic power. This was the
rationale of the U.S. Export Control Act of 1949 with its subsequent
amendments. Many Europeans fear that this is now also the philoso-
phy of the U.S. government.

But if reducing Soviet economic power is the objective, it is pointiess
to attempt to define and identify strategic goods. If the lines of parti-
tion between civil and military are hazy, those between strategic and
nonstrategic are veiled in an almost metaphysical fog. Baby diapers
seem intuitively nonstrategic but it is hard to be convincing why they
differ in kind from food. “What objectively strengthens the USSR the
most,” a French industrialist queried plaintively, “the sale of wheat to
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feed its population or the sale of computers?”!! The “strengthening,” in
fact, originates in the gains the Soviet Union derives from trade that
involve access to products that cannot be produced at home and
improvements in efficiency derived from resource reallocations permit-
ted by trade.!? Both of these components contribute to moving the
USSR to a higher level of satisfaction (higher utility surface, in
economists’ jargon). It is not self-evident that selling diapers to the
Soviets would reduce their gains from trade relative to imports of an
equal volume of food or computers. The answer depends on the
specific economic conditions—international patterns of supply and
demand and relative prices. Thus, proponents of controls to weaken
Soviet economic power or reduce its growth should in fact be concerned
with all traded goods and services and their relative contribution to
Soviet gains from trade.'®

This approach has the virtue of internal consistency but the disad-
vantage of political candor; it smacks of “economic warfare,” which
proponents of denial of “strategic” goods disclaim advocating. They I
assert that “normal” trade is permissible and even to be encouraged,
where economic benefits to the trade partners are mutual and equal.
But where the goal is to degrade the power of the adversary, whosee
hostility is systemic and embodied in the full range of his domestic and
foreign policy, it is difficult to define a range of “normal” trade that
does not contribute to the adversary’s capability. This is an inherent Y
conundrum of general denial that still seeks only partial impedance.

In one sense, denial seems to have an important advantage over lev-
erage because it appears less demanding of Western policy capabilities
than is leverage: There is no requirement for a Soviet behavioral
change that is clearly a concession, whether explicitly acknowledged or
not, to external pressure. Instead, the direct effect sought is on Soviet
military power, which, it is expected, then leads to behavioral changes.
However, denial seems more demanding than leverage in terms of the
number of links that must be traversed between constraining resource
availability and affecting Soviet behavior:

1. The connection between resource availability and defense spend-
ing is uncertain. This is true, first, in the sense that any observed

B
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! "Quoted by Jean-Michel Quatrepoint in Le AMonde, October 21, 1981.

. 13Por & discussion of trade strategies in terms of geine from trade, see Fernandss,
“Modeling Economic Leverage,” Sec. II. International trade, in principle, yields guins to
both buyer and seller. How the gains are distributed depends on market conditions.

1*This would provide s more theoretically defensible, although difficult to quantity,

definition of stretegic goode—those providing Soviet guins from trade above some LR
accepted threshold. %
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change or nonchange in military spending can have an ambiguous
interpretation: What would have been the case had there been no
denial may remain known only to the Politburo. But the link may be
weak for important policy reasons. Even if total import resource sup-
ply from the West were cut off, the Kremlin might wish to maintain
the previous defense level (or growth rate) while cutting back on non-
defense. Of course, the Politburo cannot indefinitely squeeze consump-
tion and investment without endangering political stability or future
growth, including future defense growth. However, political stability
might be protected by measures of discipline—some form of neo-
Stalinism, perhaps—which might also raise productivity and ease the
resource allocation dilemma. Even if such a change in regime internal
policy were not possible and “something had to give,” the point at
which the change in preferences with respect to external policy would
take place cannot be predicted.}

2. It has been suggested that denial as a strategy of suasion is likely
to be effective, if at all, only in the long run, because the connection
between defense spending and military power involves time lags. It is,
of course, not the Soviet Union's military spending that concerns us,
but its military power. Military power is to military spending some-
what as capital is to investment. Investment growth can fall to zero,
yet capital will continue to grow indefinitely. If Moscow froze its mili-
tary investment (procurement and construction) at any given level, all
other characteristics of its military machine kept constant, Soviet mili-
tary power would continue to increase. If the Politburo decided to cut
back the level of spending, an act unprecedented since the 1950s,
Soviet military power would decline, but at a slower rate.!® Soviet
behavior might not change until considerably after the effects on the
stock of military capital became apparent, not only to Soviet leaders,
but to adversaries as well. It now appears that the CIA has revised
downward its estimates of Soviet military spending in the late 1970s,
reflecting a levelling off of the estimated value of procurement.!® The
nature of the estimating proceas is such that it took a few years for this
important change, if such it is, to be observed. There is apparently
considerable uncertainty about the causes of the change, but few would

“Por a fuller discussion of these iseuss, see Abraham 8. Becker, The Burden of Soviet
D-Imu A Political- Economic Eseay, The Rand Corporation, R-2752-AF, 1861, and
Becker, “Sitting on Bayonets? ThoSovhtDofouoBud.nnndelEeomw
Dlh-ln. Soviet Union, 10, Parts 2-3, 1983, pp. 287-300.
51f operation and maintenance costs were also frosen or reduced, military capital
might be less well maintained, thereby affecting military power.
18oviet Defonse Trends, A Staff Study Prepared for the Use of the Subcommittes
on International Trade, Finance and Security Economics of the Joint Economic Commit-
tes, Congrees of the United States,” smlmpe
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argue that it has been accompanied by a mellowing of Soviet rhetoric
or behavior.

3. Although reduction of Soviet military power may be viewed as an
end in itself, denial as a strategy of suasion aims to curb aggressive i
Soviet behavior. Undesirable Soviet behavior is not a simple function
of defense spending or even of military power. It is not easy to estab-
lish a correlation between growth of Soviet power and increases of
Soviet nastiness. In the past, the Kremlin's perception of its own
weakness was often associated with promotion of international tension.

4. The Soviet leaders would have no incentive to alter their
behavior if they were able to cope painlessly with the effects of denial,
even or especially in the long run, which allows time for adjustments.
Kremlin occupants have a natural tendency to reason that any sign of
Soviet yielding would only intensify Western pressure. There is con-
siderable debate about the vulnerability of the Soviet economy to exter-
nal pressure; that subject is addressed in Sec. III. To induce alteration
of the Soviet leaders’ behavior, if they are able to adjust successfully to
long term resource denial,'” would at the minimum require a Soviet
perception that the West not only has a credible capability to restrict {
the resources available to Moscow but is also prepared to withdraw the i
restriction in response to desired Soviet behavior. Depending on the ‘
success of the Soviet adjustment efforts but also on the value of the .
concession required of the Kremlin, readiness to cease inflicting pain [N o
might not be sufficient either and might have to be supplemented by %
positive incentives. In short, denial alone may not be sufficient for 13' '
suasion. Whatever the international political context of the moment,
it is doubtful that denial alone would be able to force alteration of
Soviet behavior with respect to issues and areas of “vital” concern to !
Moscow—for example, in Eastern Europe. The Polish crisis brought
this question to the forefront in recent years (see the discussion in
Secs. V and VI).

Any leverage strategy will also have limited powers of suasion on the
actions of a superpower. There is no consensus among analysts or pol-
icymakers as to whether the addition of carrots to sticks would make a
difference where “vital” Soviet interests are concerned. (One reason is
that a systematic strategy of this kind has never been attempted.) If
the Politburo yielded, it might ask itself if the Western sanction would
actually be withdrawn or the ante raised—would the West link a dif-

e Aty s

Successful adjustment bere means limiting the political damage caused by the out-
put changes forced on the economy by the denial measures. Of course, if the government
were also able to limit the reduction in sconomic potential linked to the act of denial,
there would be even less resson to accede to the foreign pressure.
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ferent aspect of Soviet policy or behavior to the termination of the
sanction or bestowal of benefit? Moscow would be likely to believe
that Western success in a leverage attempt would inevitably lead to
repeated efforts to exert leverage, with probably more damaging sanc-
tions levied or threatened in succeeding rounds. This logic would pro-
bably be offered in Kremlin councils even in regard to Western pres-
sure on minor Soviet interests. With respect to “vital” interests, only
extraordinary weakness would prevent the argument from dominating
the debate.

Leverage has at least two additional serious drawbacks—the difficul-
ties of sizing appropriate “dosage” of denial (with or without bestowal
of benefits) and of defining the Soviet behavior modification that
would be worth the outlay of a particular leverage “dose.” Konrad
Adenauer opposed President Kennedy’s grain sale in 1963 except as a
quid pro quo for the destruction of the Berlin Wall.!® These difficulties
were in the forefront of the 1974-1975 debate on the linkage of Soviet
Jewish emigration and the U.S.-USSR trade agreement.'® They have
remained centra] in subsequent dmcuunons of the problems of affecting
Soviet behavior.?

The character of the problems involved may be further illustrated by
consideration of the oft-suggested linkage of economic relations and
arms control regulations between the United States and the USSR.
Could constraints on resource availability of the type discussed here be
adapted for use as a tool of arms control negotiations? Resource denial
measures might lead to reconsideration by the Politburo of the priority
it attaches to defense spending and thereby to greater willingness to
make arms control concessions. Thus, denial might be seen as having
an arms control payoff. However, using the threat of resource denial,
alone or even in conjunction with promises of resource grants, as a tool
of leverage in arms control negotiations is unpromising because it is

“Angela Stent, From Embargo to Ostpoliti, The Political Economy of West
Gcrvmm23 -Soviet Relations, 1955-1960, Cambridge University Press, New York, 1981, p.
1

¥Henry Kissinger complained that the Nizon sdministration’s efforts to develop a
strategy of advance in Soviet-American relations on a broad policy front were criticised
for the very notion of linkage, when the intended connection was to Soviet foreign pol-
icy, but some of the same critics demanded linkage with Soviet domestic structure—*“s
far more ambitious form of linkage™—on the issus of East-West trade. White House
Years. p. 1272.

®An interesting contemporary example is the discussion of the extent of Soviet
responsibility for the spread of revolutionary sentiment in Central America and what the
United States can do about that connection. Senator Moynihan, convinced that “the
decisions about Nicaragus are made in Moscow,” urged threatening the Soviet Union
with a grain embargo and a declarstion of default on Polish debt, “and as many other
unpleasant things as we can arrange.” Washington Post, July 25, 1983.
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extremely difficult to define the “exchange rate™ between quid and quo.
It is hard enough for each of the negotiating parties to estimate trade-
off rates between different elements of a strategic weapons package—
what is the worth of one side’s cutting back on cruise missile deploy-
ment relative to the other side’s dismantling of heavy ballistic missiles?
The problem seems insoluble when posed in terms of economic lever-
age: By how much should the West reduce new credit flows to the
East if the Soviets refuse to reduce the number of their heavy missiles
by x percent? Not only is the appropriate tradeoff likely to be unclear
to the West, but there will be equal or greater uncertainty about its
magnitude as perceived in Moscow. If, as many believe, the West is
handicapped in its ability to bargain with the Soviet Union under such
conditions of uncertainty, there would be a danger of squandering the
West’s economic benefit coin in these negotiations. Once expended on
arms control concessions, the leverage would not be available for other
purposes.

There is no denying the difficulty of answering the questions, how
much leverage and for what? The difficulty is aggravated by the
discordance of views within the United States and among members of
the Western alliance, a factor that is a major barrier to the successful
prosecution of denial as well (see Sec. VII). Modifying Soviet behavior
must surely depend heavily on convincing Moscow that cost-imposing
sanctions will not be withdrawn arbitrarily or prematurely and that
equivalent penalties are likely to be imposed in any future cir-
cumstances similar to those in which the original penalty was levied.
There is no cheap substitute for consistency of long term goals and
constancy of their pursuit, and American foreign policy has not dis-
tinguished itself on either count. This may well have contributed to
the “dissensus” in the alliance on East-West relations, but the intra-
West conflicts represent a further major obstacle to the development
and implementation of successful suasion strategies.
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III. SOVIET VULNERABILITY TO EXTERNAL
ECONOMIC PRESSURE

Strategies of influencing Soviet behavior by means of economic
instruments require that the USSR be responsive to the external
economic pressures, positive or negative. Such accessibility would
appear to result from the importance to the Soviet economy of foreign
economic relations, particularly those that can be influenced by the
wielders of leverage or denial. However, raising the issue of the proba-
bility of success in affecting Soviet behavior introduces a political
dimension. The debate on East-West trade policy often fails to dif-
ferentiate clearly between economics and politics and even among the
economic factors alone. This section will attempt to distinguish first
between participation in and dependence on trade, and second between
purely economic measures of trade importance and what is the ultimate
concern of the policy strategist, political-economic wvulnerability to
external economic pressure.

The first two concepts are straightforward, readily definable
economic indicators. Trade participation refers to the quantitative
importance of foreign trade in the economy and is measured simply as
the ratio of the value of foreign trade flows to aggregate output, usually
gross national or gross domestic product (GNP or GDP). A more sen-
sitive measure of the economic importance of trade, trade dependence,
would be the opportunity costs of reducing trade participation, in terms
of the costs of substituting domestic goods for imports (a reduction in
export proceeds would ultimately translate into an analogous sacrifice).
However, even high dependence by the target atate need not result in a
submission to foreign pressures. Trade vulnerability, the likelihood of
having to submit, depends on many variables, political and economic,
external and internal to the target state. Vulnerability is far more dif-
ficult to measure than the purely economic indicators of trade partici-
pation and trade dependence, and the discussion below of Soviet vul-
nerability will necessarily be somewhat general.

SOVIET TRADE PARTICIPATION AND DEPENDENCE
Soviet participation in international trade, especially trade with non-

communist countries, has changed dramatically since World War II.

The Stalinist economy was fundamentally autarkic in spirit and




objective. Trade with the external world might periodically increase
because of special circumstances—for example, imports of capital
equipment for the early industrialization effort (and even exports of
grain in the midst of domestic famine to finance that drive). Lend-
lease imports during World War Il were obviously an emergency meas-
ure. But the policy objective was essential self-sufficiency, and the goal
contributed to but was also bolstered by pervasive suspicion of the cap-
italist world. In the 30 years following Stalin’s death, Soviet trade pol-
icy has been transformed. Trade turnover is almost 40 times higher in
current prices and nine or ten times higher in physical volume, accord-
ing to Soviet statistics. Soviet political leaders and trade officials
speak approvingly of the international division of labor and the bene-
fits that the USSR may derive from it. Thus, Soviet attitudes to
involvement in international economic relations seem to have turned
from hostility and reluctance to positive acceptance. The results of
that change are visible in sharply increased trade flows, a network of
commercial agreements, participation in trade fairs, exchanges of dele-
gations, etc.

Nevertheless, it remained conventional wisdom that trade played a
fairly minor role in the economy as a whole. The USSR was a con-
tinental power with a largely self-sufficient economy. The undoubted
change in Moscow's view on the utility of economic intercourse with
the outside world had not greatly affected the low dependence of the
USSR on foreign trade. This view has now been challenged by
Viadimir Treml in association with Barry Kostinsky. In Treml’s
words, “the old perception of the Soviet economy as self-sufficient and
isolated from the rest of the world should be revised. The Soviet
economy has become relatively much more open to external market
forces and displays significant dependence on external markets.”! This
conclusion is based on estimates of the domestic value of Soviet trade
turnover that show it to be considerably higher than Soviet published
values at “foreign trade” prices. The latter represent essentially world
market prices (lagged and otherwise adjusted with respect to Eastern
Europe) translated to rubles at the official exchange rates. However,
the exchange rates are arbitrary; values at actual domestic prices,
estimated by Treml and Kostinsky, depart substantially from the fig-
ures at foreign trade rubles.

The participation rates implied by the Treml-Kostinsky estimates,
shown in Table 2, are generally higher than rates obtained with trade
values expressed in foreign trade rubles. The gaps between the two
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Table 2 :
RATIOS OF FOREIGN TRADE AT DOMESTIC PRICES TO 4
SOVIET NATIONAL OUTPUT, 1960-1980

(In percent) !

NMP Rat ios GNP Ratios ]

i

Imports Exports Turnover Imports Exports Turnover :

1960 8.3 3.7 12.0 6.6 2.9 9.5 !
1965 8.1 4.3 12.4 6.0 3.2 9.2
1970 8.6 6.3 14.9 6.5 4.8 11.3
1975 15.0 6.3 21.3 10.7 4.5 15.3
1980 20.1 6.9 26.9 14.5 5.0 19.5

——T

SOURCES: Foreign trade values at domestic prices through 1978
were estimated by Vladimir G. Treml and Barry L. Kostinsky and
the series extended to 1980 by Treml. See the latter's statement,
"Measuring the Role of Foreign Trade in the Soviet Economy," in
Committee on Foreign Relations, U.S. Senate, The Premises of
Egst-West Commercisl Relations, Washington, D.C., December 1982, ; ,

| p. 98. I have calculated the GNP ratios using the Treml-Kostinsky z

foreign trade values and dividing by ClA estimates of GNP for i
1960, 1970, 1976 and 1980, published in ClA, Soviet Gross
Nat ional Product in Current Prices, 1960-80, SOV 83-10037, ”
March 1983, p. 2. A GNP value for 1975 was computed from the o
1976 figure using the relative increase for 1976 over 1975 at .
1970 prices estimated by CIA, 4.8 percent (Joint Economic Commit- :
tee, U.S. Congress, USSR: Measures of Economic Growth and
Deyvelopment, 1950-80, Washington, D.C., December 1982, p. 58).
GNP in 1965 at current prices was calculated on the assumption
that the rate of change at current prices between 1960 and 1965
was equal to the product of real growth, 27.8 percent (CIA
estimates at 1970 prices from USSR: Measures of Economic
Growth, p. 53), and the implicit GNP inflator, calculated by
CIA as growing at 2.3 percent per year in tl'e 1960s (Soviet
Gross Nat jonal Product in Current Prices, p. 6), or 12.04
percent in five years.

NMP = net material product.

sets of rates are relatively large. The ratio of total turnover at foreign
trade prices to net national product (NMP) in 1980 is only 20 percent,?
compared with 27 percent when imports are valued at domestic prices.
The participation rates have grown over the past two decades, espe-
' cially on the import side: Imports were only 8 percont as large as

TW8U 8868R, Narodnoe Ahosisistvo SSSR 1083-1963, Moscow, 1983, pp. 417, 877.
uxm.mmmummwmmmmmmu
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NMP in 1960 and that ratio has since jumped to 20 percent. Almost

all of the change took place in the 1970s, when the Soviet Union

became much more involved with international trade than probably in

any previous period of its history. The higher participation rates :
implied by the Treml-Kostinsky estimates place the Soviet Union in a ]
category comparable to some of the major trading nations of the West.
The Soviet import rate is lower than those of the European Commun- i
ity nations or Sweden, for example (27 percent in 1980), but it is
higheg than the U.S. rate (8 percent) or even that of Japan (12 per- !
cent).

The Treml-Kostinsky results have been criticized by Jan Vanous of
Wharton Econometric Forecasting Associates (WEFA).* Vanous argues
that a dependency ratio is properly calculated when both trade
numerator and output denominator are valued at domestic scarcity
(shadow) prices; the Treml-Kostinsky calculation must be greatly
biased because of distortions in the Soviet price system. \ anous recal-
culated the participation rate in 1980 at what he believed to be an
approximation to world market prices (and related to GNP rather than
NMP), with the following results: [

Participation Rates (%)

World Market Treml-Kostinaky A .
Prices Domestic Prices ﬁ'.‘.. X
Imports 41 15.0 )
Exports 8.0 5.2

Vanous concluded “that the correct interpretation of the Kostinsky- i

Treml study is that it shows how seriously distorted and irrational the
domestic Soviet relative price structure is. The study does not provide
good information on the dependence of the Soviet economy on foreign
trade.” Vanous concedes that the perception of Soviet decisionmakers
may be shaped by results like those produced by the Treml-Kostinsky
study, but this would show “just how seriously misled the Soviet
decisionmakers may be by their own statistics.”

3Western rates are calculated from values of imports and GNP in dollars in CIA,
Handbook of Economic Statistics 1962, pp. 38 and 82.

‘In the WEFA bulletin, Centrally Planned Economies Current Analysis, No. 58, July
14, 1982, reprinted in Committes on Foreign Relations, U.S. Senate, The Premises of
East-West Commercial Relations, Washington, D.C., December 1982, pp. 85-98.
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Vanous is of course correct in calling attention to the deficiencies of
the Soviet price syatem, but the solution should have been, in principle,
to adjust the ruble values to an approximation of the theoretical
requirements, following the lead of Abram Bergson, who adjusted the
components of his independent estimates of Soviet national income
and product.® Vanous’s dollar translation instead imposes an alien set
of scarcity relations bearing only an incidental relation to those pre-
vailing in the USSR.® Treml has counterargued that on “index-number
problem” grounds and assuming the USSR imports commodities that
are relatively expensive to produce at home, the import/GNP ratio is
bound to be lower at external than at domestic prices.” It is likely,
therefore, that even after adjustment for Soviet price distortions, the
calculated import participation rate would be greater than at external
prices, and possibly considerably so. Most likely, the export participa-
tion rate will not differ much in the two calculations.

Even if the Treml-Kostinsky participation rates are correct, their
interpretation in terms of trade dependence of the economy is not
self-evident. To begin with, only a third of all Soviet imports come
from the West; the other two-thirds originate in Eastern Europe, other
socialist countries, and the third world.® Soviet rates of participation
with respect to trade with the West are consequently much smaller
than the figures of Table 2—perhaps half as high in the more interest-
ing case of imports.? Second, the guidance supplied by any given parti-
cipation rate is less clear than that provided by defense/GNP ratios as
measures of defense burden. On the whole, low defense/GNP ratios
can be taken to signify low real defense burdens; but a low participa-
tion rate does not necessarily mean low trade dependence, if depen-
dence means high costs of substituting domestic goods for imports or

SAbram Bergaon, The National Income of Soviet Russia Since 1928, Harvard U~iver-
sity Press, Cambridge, 1961.

$As Tremi correctly notes in his rebuttal to the WEFA critique, Vanous has in fact
calculated s hybrid ratio: Soviet trade at world market prices divided by Soviet GNP at
U.S. prices. “U.S. domestic prices of goods traded internationally are probably close to
world market prices. However, a large subset of U.S. goods and services ie not traded
outside of the country and the prices of this subsst do not reflect world market forces.”

"Treml's response, which appeared in a WEFA Current Analysis, August 6, 1982,
“Measuring the Role of Foreign Trade in the Soviet Economy,” was reprinted in The
Premises of East-West Commercial Relations, pp. 98-101. See also Sec. IV of his paper,
“Soviet Dependence on Foreign Trade,” for the 1983 Colloquium of the NATO Econom-
ice Directorate, “External Economic Relations of CMEA Countries.”

"However, part of Soviet importa from Eastern Europe originate in the West too.

'mwmmmmbpmmpmwmmem
chare of total imports, because Moscow permits East Europsan exports to the Soviet
Union to be overpriced relstive to the world market for goods of comparable quality.
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doing without exports.!® This would not be true, for example, if a few
commodities (or commodity groups) dominate in either exports or
imports, or if the dominant imports have few substitutes in use and
constitute a high fraction of total internal supply of these goods. Both
of these conditions relate in greater or lesser degree to the Soviet
Union.

The basic issue of trade dependence is tradeoffs. As in the case of
defense burden, tradeoffs are only crudely measured by shares of
national output, even where relative price weights are meaningful. For
this purpose one needs some kind of quantitative model of the
economy, preferably disaggregated, that explicitly allows for interindus-
try relations. In such a model, dependence would be gauged by the
concrete sacrifices/gains of output that would result from changes in
trade flows. Several Western scholars have examined the role of East-
West trade, particularly technology transefer, in the Soviet economy.
These studies, as Hanson notes, “have varied considerably in scope,
aims, methods, and conclusions.” Reviewing the major contributions,
Hanson finds that macroeconomic analysis provides contradictory and
inconclusive evidence on the importance of machinery imports, but
case studies of technology transfer to particular industries suggest
these imports have much greater utility. “The lesson of the industry
case studies,” he concludes, “is that the Soviet civilian economy has
derived benefits from technology imports that are large enough to carry
some weight with Soviet policymakers.”!! The conclusion is measured,
befitting the difficulty and ambiguity of the data.

Hanson's review covers the evidence for the 1960s and the 1970s of
the objective role of trade and especially technology imports. Evidence
on Soviet perceptions suggests that at least for a time in the 19708 the
Soviet leadership attached high value to Western imports as a means
of accelerating the modernization of the economy. The U.S. govern-
ment has stressed the importance of Western technology in the Soviet
military modernization effort.'? Presumably, this reflected a recognition
of the unfavorable tradeoffs involved in substituting domestic for
imported products—the definition of high trade dependence set out at
the beginning of this section. More recently, however, there were high

1%The converse is less likely to be true: High participation rates tend to signify high
dependence on foreign trade.

UPhilip Hanson, “The Role of Trade and Technology Transfer in the Soviet
Economy,” in Abraham 8. Becker (ed.), Economic Relations with the USSR, lssues for the
Western Alliance, Lexington Books, Lexington, Mass., 1983, pp. 39-43; the quotations
are from the first and last pages of this segment, respectively.

13849, for example, Stephen D. Brysn, “Strategic Technology and National Security,”
Journal of Electronic Defense, May 19883 (28), pp. 45-82.
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level Soviet criticisms of the policy and some falloff in actual import
volumes.!® However, the aggravated retardation of Soviet economic
growth in 1979-1982 and the poor prospects of substantially improving
on that record over the rest of the decade may revive Moscow’s interest
in Western capital and technology.!* In the meantime, the USSR has
concluded a series of long term agreements to insure a steady, if lim-
ited, supply of grain (see Sec. IV). Soviet dependence is real if not
overwhelming.

DEPENDENCE VS. VULNERABILITY

Whatever the actual level of Soviet dependence or its perception on
the part of Soviet leaders, the various efforts at turning this depen-
dence to Western advantage during the last ten years have generally
failed. Soviet dependence has not brought with it much vulnerability
to external trade pressures. For any given level of dependence, vulner-
ability depends in part on the structure of the import and export
markets—“dependence” is a characteristic internal to the trading
economy, but “vulnerability” is partly an exogenous factor. In
1979-1982, the USSR sold an increasing share of its exports (at Joreign
trade prices) to noncommunist countries. That should have made it
more vulnerable, but the behavior of the customers suggests the shoe
was on the other foot. In 1979-1981 the Soviets also bought an
increasing share of their imports from noncommunist countries. In
this share the fraction of hard goods was falling and that of food was
rising. But the food suppliers acted as if they were in perfect competi-
tion, and the expected Soviet vulnerability faded in the din of the
foreign exporters’ domestic pressures for maintaining or increasing
sales.

3Hanson, “The Role of Trade and Technology Transfer in the Soviet Economy,” pp.
30-38, on Soviet views and pp. 24-30, on trade patterns. Nevertheless in the last half of
the 1970s, the import participation rate increased from 15 to 20 percent of NMP.
According to WEFA calculations based on the Treml-Kostinsky estimates, the share of
machinery imports from the West in the squipment component of domestic investment
was 3-8 percent in 1965-1974, 9 percent in 1875, and 8-10 percent thereafter. (Daniel L.
Bond and Herbert 8. Levine, “The Soviet Machinery Balance and Military Durables in
SOVMOD,” Joint Economic Committes, U.S. Congress, Soviet Economy in the 1980's:
Problems and Prospects, Part 1, Washington, D.C., 1983, p. 307.) Treml cites Soviet esti-
mates that “around 1980” imports from all sources accounted for 20 percent of invest-
ment in machinery and equipment. (Treml, “Soviet Dependence on Foreign Trade.”)

MAbraham 8. Becker, “East-West Economic Relations: Conflict and Concord in
Western Policy Choices,” in Uwe Nerlich and James A. Thomeon (eds.) The Future of
East-West Relations: U.S. and German Approaches to Soviet Power, forthcoming. To be
published also in Atientic Quarterly (London), Vol. 2, No. 1.




Even if the external market structures are favorable to the exertion
of pressure, the pressure may not succeed: The factor of difference is
the political will to resist the pressure and assume the attendant costs.
Vulnerability to economic pressures, much like the importance of the
defense burden, is ultimately a political question. The fundamental
criterion of vulnerability is therefore political and perceptual rather
than statistical or economic, especially because of Western inability to
imperil the survival of the Soviet economic system. The issue is what
costs Soviet leaders are prepared to accept:

Any economy experiencing even a total embargo in its trade with the
world can, under moderately skillful political and economic leader-
ship, contain the damage caused by that embargo if it is relatively
well-endowed with natural resources, can produce most of what it
imports (albeit at a higher cost to society), and learn to produce that
which it needs, but does not produce at the time the embargo is
imposed. The Soviet economy is, like it or not, in that position for
all commodities except possibly food.'*

Even a total interdiction of food exports to the USSR would entail
economic deprivation and political costs but would be unlikely to bring
about economic or political collapse.

Because vulnerability is really a function of perceptions, the likeli-
hood that trade manipulation will be effective depends on Moscow's
evaluation of the costs of yielding. Presumably, the resource costs of
accepting (or circumventing) the sanction, the costs of rearranging pro-
duction plans and substituting for badly needed imports or traditional
hard currency earning exports, will play some part in the calculation.
But there will be a limit to the escalation of these costs, because even
with the severest sanctions, assuming the economic system survives,
major disruptions will take place in the short and medium term. With
time, as the economy adjusts, the effects will dissipate, probably in
exponential fashion. This does not mean that Moscow will never yield,
only that the likelihood of yielding will be greater if the political dis-
utility of yielding is perceived to be tangibly smaller than the economic
costs of adjusting to the sanction.

Accordingly, the West's best chance for ..ccess lies in connecting
major economic benefits or penalties with fairly minor political objec-
tives of trade manipulation. The history of such efforts over the last
few decades has generally featured the reverse linkage, weak economic
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Dimensions of Economic Behavior, Foreign Policy Ressarch Instituts, forthcoming.

a1 s




| :

29

instruments with important political goals of Soviet domestic or foreign
policy change—e.g., a minor reduction in grain availability for Soviet
withdrawal from Afghanistan. But it is the eye-catching Soviet
transgressions that focus Western attention and trigger economic sanc-
tions. Trade manipulation for less than headline crises is difficult to
organize and sustain in a democracy.

In the final netting, Soviet vulnerability is smaller than the statis-
tics of trade participation and dependence imply.




IV. GRAIN SALES BETWEEN
ENCOURAGEMENT AND EMBARGO

“Only the stupidest calves choose their own butcher.” Konrad
Adenauer in 1963, opposing the sale of wheat to the USSR.'

r S o s A OB SRl 18t

Ability to exert economic leverage or to deny resources is usually
thought to result from an asymmetry of trade dependencies. The tar-
get state has a greater dependence on imports (exports) than the state
wielding leverage or denial has to export (import).? Because food is a
basic human requirement, major food producers and exporters have
often been seen as having potential power over food consumer-
importers. Russia was historically a net exporter of grain on a sub-
stantial scale, and with minor exceptions this was true of the Soviet
Union as well until the 1970s. But as Soviet farm production failed to ' '
keep pace with rapid growth of consumer demand, encouraged by sub-
stantial increases in money income, the USSR became a steady net
importer of grain, mostly from the United States. There was, conse-
quently, a widesprend U.S. belief in the 1970s that Soviet agricultural -
weakness constituted a vulnerability to external pressure, a basis for \ v
exploiting U.S. agricuitural strength to the West’s political advantage. ‘L
However, as a result of the grain embargo of 1980-1981 and the subse-
quent development of American policy, grain sales have been virtually
ruled out as a weapon in the competition with the USSR. This section
summarizes how that unexpected development came about and exam-
ines the logic of the choice.

LEVERAGE EFFORTS IN THE 1970s

The West was slow to recognize the sea change that took place in
Soviet grain trade policy as the Soviet leadership became committed to
improving the consumer’s diet. The major emphasis was on increasing
meat production, hence the derived requirement for increasing quanti-
ties of feed grain. Periodic harvest shortfalls pointed up the inade-
quacy of the Soviet agricultural base and moved the Politburo to accept

iQuoted by Angela Stent, From Embargo to Ostpolitik, p. 123.

Rstending the of the previous section, the wislder of leverage may
nevertheless pursus his goal higher dependence than that of the target, given suf-
ficient political will.
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the necessity for dependence on foreign supplies as supplements to
fluctuating domestic output. This picture became clearer only in the
second half of the 19708, and the most serious effort to use grain as a
leverage tool came only in 1980. However, on several earlier occasions,
Washington perceived Soviet needs for grain imports and attempted to
exploit the opportunity to U.S. advantage.®

e In June 1971, President Nixon encouraged U.S. agricultural
exports to the Soviet Union as a reward for apparent Soviet
pressure on Hanoi to be forthcoming on the Vietnam peace
plan.

o A year later a similar Soviet effort was rewarded by U.S. action
to facilitate negotiation of a grain agreeme:..*. On August 1,
1972, the United States agreed to sell the Soviets on credit a
minimum $750 million worth of grain over a period of three
years.

e U.S. threats to suspend grain sales were seen as curbing Soviet
interference in the Middle East disengagement negotiations in |
the first part of 1974. Washington also believed that the disas-
trous Soviet harvest of 1975, resulting in the need for substan-
tially increased grain imports, stayed Moscow’s hand in the
1975 Middle East peace negotiations. t\_ -

g hY

The size and the purchasing methods of the first major Soviet ven-
ture into the international grain market in 1972 were unexpected and
triggered cries in the United States of a “Great Grain Robbery.”
Memories of this incident and nervousness about the domestic price
effects of large sales to the USSR led to an “informal” Ford adminis-
tration embargo on sales in the summer of 1975, on the expiration of
the 1972 agreement. Secretary of State Kissinger attempted to convert
that act and the Soviet needs into a lever for obtaining Soviet oil at a
large discount from the OPEC prices. But he was frustrated by Soviet
purchases of grain from other suppliers and intense oppoeition by the
American farm lobby on the eve of the presidential election campaign.*
The embargo was lifted in October, when Washington and Moscow
signed a five year trade agreement. The agreement provided for
minimum annual purchases by the USSR of six million tons, Soviet
right to purchase an additional two million tons without consulting the
U.S. government, and the possibility for negotiating further Soviet pur-
chases.

These opiscdes are reviewed in Dermot Healy, The Grain Weapon, Centrepieces
Numbsr One, Contre for Defonse Studies, University of Aberdeen, Spring 1982.
‘An analysis of the 1978 episode is provided in Roger B. Porter, “The U.8.-USSR
mw Some Lessons for Policymakers,” Public Policy, 20:4, Fall 1981, pp.
1.
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The 1975 grain agreement was intended to help insure an orderly
and reliable market over its five year span, but it also institutionalized
a response to a fundamental Soviet need. The regularization of supply
could have been viewed as the basis for positive leverage, and the pro-
visions for negotiated, above-minimum sales might have been seen as
potential negative leverage. However, no further attempts were made
in the 1970s to utilize the leverage potential of the grain agreement. In
December 1975 and January 1976 Secretary Kissinger and U.N.
Representative Daniel Moynihan urged President Ford to suspend
grain sales in connection with Soviet involvement in Angola, but the
President demurred for both domestic political reasons and the desire
to protect SALT and detente. President Carter was similarly urged by
his national security adviser, Zbigniew Brzezinski, to use grain sales as
a weapon against Soviet intervention in the Ethiopian-Somali war in
the summer of 1978 and the persecution of prominent Soviet dis-
sidents. On the advice of Secretary Vance and in defense of SALT
again, the President chose to confine himself to some constraints on
technology transfer.

THE EMBARGO OF 1980 AND ITS AFTERMATH

President Carter viewed the Soviet invasion of Afghanistan in
December 1979 far more seriously. In January 1980, among other
actions, he levied a partial embargo on grain sales to the USSR. At
the time of the invasion, the Carter administration had agreed to sell
the USSR a total of 25 million tons of grain. President Carter then
refused to sell the 17 million tons above the eight million to which the
Grain Agreement bound the United States.® The Soviets managed to
pick up all but perhaps six million tons of the embargoed amount from
other producers—particularly, Argentina, Australia, Canada, and the
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tion were only marginally affected.® Because there was also no notice-
able change in the Soviet stance with regard to Afghanistan, the world
judged the embargo a failure.

A major additional argument of the embargo’s detractors was that it
caused losses in U.S. farm income, and that charge became generally
accepted. The farm lobbies had initially accepted the need for the
embargo with some reluctance; but as farm income fell in 1980, they
led & vociferous campaign to rescind the sanction. That position was
accepted by the Republican Party in the presidential campaign. Ful-
filling his campeign promise, President Reagan lifted the embargo soon
after assuming office, on April 24, 1981.7

The 1980 embargo was by definition an act of denial whose proxi-
mate objective was to punish the USSR by reducing its meat supply,
but it did not emerge from a strategy of denial. Neither was it an
integrated application of leverage. The action could be explained as an
expression of protest over the Soviet invasion of Afghanistan. There
appeared to be little thought of maintaining the embargo over the long
term to force the Soviets into expensive import-substitution, in the
hope of putting pressure on the military budget. There was a hope
that the costs imposed on the USSR would act as a deterrent against
further or future aggression. But the conditions for termination of the
sanction were not spelled out—the Carter administration considered it
quixotic to link the embargo explicitly to evacuation of Soviet forces
from Afghanistan—so the act’s leversge potential was undeveloped.

It will be argued below that the embargo was in fact a partial suc-
cess, although not in terms of the Carter administration’s goals or
expectations. But even the failure in those terms, resulting from
Soviet circumvention of the sales ban, was not preordained. A recent
study of the embargo, based on personal interviews with key actors in
that experience, suggests that the Soviet circumvention was made pos-
sible by maladroit U.S. hnndlm;ofthenogotutnonsmthothcrmp
pliers, particularly Argentina.® Whatever the validity of that argument,
however, the embargo induced the USSR to diversify its grain supply

*Numbers of head of livestock changed as follows in 1980 compared with 1979 and in
1981 compared with 1980: cattle, 0 and +0.7 psrosnt; hogs, —0.7 and ~0.1 percent; sheep
and gosts, ~1.3 end +0.7 percent. Mest production declined 1.3 peroent in 1980 and
increased 0.7 percent in 1981. TeSU, Narodnoe Mhosigistvo SSSR 1923- 1988, Moscow,
1982, pp. 271-278. CIA esimates a 3.2 percent drop in meat production in 1980 and &
1.3 percent recovery in 1081 (Hendbook of Economic Statistics 1962, p. 36).
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products and Soviet flshing in American waters remained in force.

%30ha C. Roney, “Grain Embargo as Diplomatic Lever: CmMolthU.&
Soviet Bmbargo of 1000-81," MMMMWIM' Problems ond Prospects,
Part 3, pp. 130-183.
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base. By now Moscow has concluded bilateral multi-year grain agree-
ments not only with the United States, but also with Argentina, Brazil,
Canada, and Thailand; there is an annually negotiated agreement with
Australia. As a result, the Soviet Union is assured of about 10 million
tons of grain a year apart from the contracted amounts forthcoming
from Australia and the United States. In 1981-1982, the United States
supplied only a third of Soviet net imports, compared with 65 percent
in the period 1975-76 to 1979-80.° In the fall of 1982 the U.S. Depart-
ment of Agriculture expected that the United States would supply only
about 10 million tons of wheat and coarse grains combined, out of a
total projected Soviet buy of 34 million tons.!® Should the United
States decide again to embargo grain sales to the USSR in response to
whatever objectionable Soviet action, this network of agreements will
constitute a formidable barrier to securing the cooperation of foreign
exporter-producers.

In addition, U.S. policy and law are now clearly set to a repetition of
the 1980 episode. Administrative and legislative action since the
President’s revocation of the embargo has barred the door to U.S.
foreign policy use of agricultural exports with a triple lock. Under an
amendment to the Agriculture and Food Act of 1981, any future res-
triction on the export of an agricultural commodity for reasons of secu-
rity or foreign policy, impoeed other than in connection with a suspen-
sion or restriction of all U.S. exports, would require extensive compen-
sation to the producers. Further, a December 1982 bill bars the
president from prohibiting or restricting the export of any farm com-
modity under contract at the time he announces any restriction on
international trade, if the contract calls for delivery of the commodity
within nine months of the imposition of the restriction.!' The third
lock is the Long Term Grain Agreement with the USSR, signed in the
summer of 1983. The agreement raises the annual minimum sales level
to nine million tons and allows an additional three million tons of sales
without consultation. Like the 1975 agreement before it, the 1983
agreement forswears the right to curtail sales of these 9-12 million tons
for foreign policy purposes (Article II):

During the term of this Agreement, except as otherwise agreed by the
Parties, the government of the U.S.A. shall not exercise any discre-
tionary suthority available to it under United States law to control

oid,, p. 128.

1°8yrne and others, “U.8.-USSR Grain Trade,” p. 67.

U Congressional Querterly, December 18, 1983, p. 3083 and January 15, 1983, p. 87.
The bill does allow for an in time of war and national emergency, and the
president bas considerable in deciding what constitutes an emergency.




exports of commodities purchased for supply to the USSR in accor-
dance with Article 1.'?

U.S. farmers are eager to sell and the U.S. government is now bound !
by law not only to sell the contractual minimum under the grain agree-
ment without political strings, but to execute all agricultural export
contracts. An unidentified official of the U.S. Department of Agricul-
ture said that “it would have to be a very serious thing, a national
emergency, a severing of diplomatic relations, almost a state of war for
the United States to curtail supplies.”!?

Thus, although the Soviet need and willingness to import large
amounts of grain create an opportunity for the use of grain trade in
support of foreign policy objectives, the objective conditions are highly
unfavorable for such a course. But would manipulation of grain sales
be justified? Whose national interests are served by selling or not sel-
ling to the USSR? Was Adenauer right? These questions are
addressed in the rest of this section.

WHO BENEFITS FROM GRAIN SALES?
f The analysis below of the advantages and disadvantages of grain

sales to the USSR is involved and ultimately inconclusive. The answer "y -
to the question, Do the Soviets benefit by importing grain from the \ y
West, is surely yes, although the Soviet gain is smaller than it could be. ] 13.

But it is not self-evident that the Weet would benefit by denying the
Soviets grain over the long term. Whether positive or negative
responses are appropriate—indeed, whether any conclusion can be
more than speculative—depends on several factors, not just the effec-
tiveness of an effort at denial, but also the likelihood that sales or their
denial will trigger specific economic or political consequences. How-
ever, the economic costs to the United States of levying an embargo,
apart from short term adjustment pains, seem to have been exag-
gerated. Still, if important interest groupe believe they have been
harmed, whatever the economist’s view of the reality, the political
consequences can be serious, as was demonstrated in 1980.

The administration’s decision to lift the grain embargo in the sum-
mer of 1981 aroused much controversy at home and abroad. Critics of

13=Text of American-Soviet Grain Pact,” New York Times, August 26, 1083. The new
agresmant drope the “secape clause” contained in the 1975 agresment, which allowed the
anﬂummmwmu&mmm-
UClyds H. Parneworth, “U.8. Vow on Grain Delivery,” New York Times, August 26,
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administration policy on East-Weat trade, particularly in Europe, have
accused Washington of hypocrisy in opposing the gas pipeline deal
while eagerly selling grain to the USSR. In its defense, the administra-
tion made several claims: (1) In the words of a Wall Street Journal
editorial (September 24, 1982) “the pipeline involves large subsidized
credits at a time of heavy burdens on Western capital markets,”
whereas U.S. grain sales take place for cash or short term, full
market-rate supplier credits; (2) The gas pipeline deal will increase the
Soviet Union’s hard currency earnings, but U.S. sales of grain sop up
Soviet hard currency, which would otherwise be spent on importing
Western machinery and technology, directly and indirectly benefiting
the USSR's military buildup and the extension of its global empire;!
(3) A U.S. embargo on grain sales would be quickly undercut by other
grain suppliers, as was demonstrated in 1980-1981, damaging only U.S.
incomes and output. The Wall Street Journal found the first of these
arguments persuasive, but it is arguably irrelevant: Even if the loans
had been at market interest rates, the administration probably would
still have opposed the pipeline deal and would have defended its grain |
sales on the second ground, which WEFA calls the “financial drain” :

argument. This and the third claim, which might be called the “leaky !

embargo” argument, are discussed below. '

! To start with the last claim first, the issue concerns the costs to the L -
United States of refusing to sell. Only the resource costs are con- '%{ \
sidered here. Much was made in the 1980 campaign of the damage 3'

done to farm income. Farm income did decline in that year, but that
was because of inflation of farm production costs, not the loss of the
export sales. The declire was 38 percent, reflecting the combination of
almost unchanged gross income and a 10 percent increase in produc- !
tion expenses. However, cash receipts from marketing of food grains :
and feed crops, partly because of the compensatory measures under-
taken by the Carter administration,'® jumped 24 percent in 1980 and
increased a further 7 percent in 1981. The damage to farm income in
1980 occurred in the livestock sector, not in crop production. It is also
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true that corn expom declined 3 percent in the fiscal year 1980 and a
further 10 percent in 1981, but the value of grain expom rose 36-37
percent (wheat and feed grain and their products).!® As was to be
expected given the existence of an international market, increases in
exports to other countries at jeast partially compensated for loss of
sales to the USSR.

Surprisingly large claims about the embargo’s damage to the
economy have appeared in the press. Most of these seem to originate
with a report prepared by a Washington-based research firm,
Schnittker Associates, for the National Corn Development Foundation
(for distribution by the National Corn Growers Association).!” The
report estimates direct costs in the economic sectors affected and to
the U.S. government of $6-8 billion, and indirect costs of $11.4 billion
in national output, 310,000 jobs and $3 billion in personal income lost.
The estimates of the direct costs (particularly on the balance of pay-
ments) raise many questions, but the estimate of indirect costs is hard
to take seriously: It assumes a 5:1 multiplier attached to the value of
the entire volume of embargoed exports to the USSR, as if the grain
had never been produced at all! Regrettably, there does not appear to
have been an independent estimate of the true economic costs to the
United States of the 1880 embargo.!®

With respect to the “financial drain” argument, the issue is whether
sales of grain to the USSR entail a Soviet net resource loss as the
sdministration argued, or an actual gain as some critics claim? The
argument that Western sales of grain sop up Soviet hard currency sug-
gosts that Moscow goes to market with cash but no shopping list,
prepared to buy whatever it is permitted. Alternatively, the image sug-
gosts that if there is a list, the quantities desired are entirely respon-
mtowkotpneu ThuwwldbetnnonlynfSothmnxmpom

react to a Western ufuul to sell it grain—what would be the implica-
tions for Soviet foreign exchange expenditure?

WU.S. Department of Agriculture, Agriculwal Stetistionl Hendbook 1962, Washing-
ton, D.C., 1982, pp. 31, 384, 425, 530.

"Mdblmuxulwﬂommammonm-
nees Activity, Jobs, Government Costs, and Farmers, Mh&mlz 1962
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A 1982 WEFA paper argues that comparative cost analysis refutes
the Reagan administration “financial drain” justification. WEFA rea-
sons that producing grain in the USSR is very expensive relative to the
cost of extracting oil or gas, and these energy exports are far more
valuable per ton than grain on the world market. For example, WEFA
estimates that in 1982 the marginal cost of growing a ton of wheat in
the USSR was 3-1/2 times the cost of producing a ton of crude oil,
whereas on the world market oil was worth 60 percent more per ton
than grain. Thus, it would pay the Soviet Union to divert resources
from the production of grain and produce more oil, which, when
exported, would enable the import of 5.5 metric tons of wheat for each
ton of domestically produced wheat curtailed. On this reasoning, grain
imports, far from damaging the Soviet economy, save large volumes of
resources that would otherwise have to be spent on agriculture and can
be allocated for other purposes.'® “It is hardly surprising . . . that the
Soviets have opted for long-term dependence on grain imports from the
West. In fact, what is surprising is that the Soviet Union imports so lit-
tle grain.” (Italics in original.)® WEFA argues from Western economic
theory that it is rational (resource saving) for the Soviet Union to
import grain from the West, and also that rationality requires carrying
the process further—producing and exporting more oil to produce less
and import more grain.?

If the Soviets recognize the real state of their comparative interna-
tional costs in growing grain (or food generally), they certainly do not
act on it consistently. They have not curtailed domestic production in
favor of increased imports; the foreign low-cost source is, by and large,

0Other critics who deride the administration position as “mercantilist” presumably
have in mind an argument of this kind. The administration’s position is certainly not
mercantilist in the sense of striving for a larger U.S. export surplus; the concern is with
the effect of Soviet imports on the Soviet economy.
OWEFA, “Comparative Advantage in Soviet Grain and Energy Trade,” Centrally
Planned Economies Current Analysis, 2:13, September 10, 1982.
2There are several technical problems with WEFA's calculation of Soviet marginal
production costs. For example, the marginal cost of labor and other inputs is taken to be
totht'mnpprodwtmeostmthoupublwmtbthhuhateootmou
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still only the supplier of last resort; energy investment is growing
rapidly but so is investment in agriculture.?? Whether “the Soviets
have opted for long-term dependence on grain imports from the West,”
limited as it is, is not yet clear, and the relatively small volume of
imports is in fact not “surprising.”

The argument about energy-grain tradeoffs is phrased in terms of
substitution of grain imports for domestic production. However, only a
small proportion, if any, of Soviet imports in recent years belongs in
that category. To a considerable extent, the USSR imports grain after
the production resources are expended and in good part lost, owing to a
combination of bad weather, mismanagement, poor incentives, and
bureaucratic organization. Moscow then looks to the world market to
make up deficiencies in internal supply. When good weather allows a
recovery of harvests, the Kremlin will import to replenish stocks or
allow an increase of average livestock weights, but usually at a lower
level.

Table 3 shows U.S. Department of Agriculture estimates of Soviet
grain production, net imports, utilization, and stock changes over the
past decade. Two patterns in the data are noteworthy: First, the
Soviet Union tends to import mainly coarse grains—roughly three-
fifths of all net imports over the period shown—intended for livestock
rather than direct human consumption. Second, in the ten annual
changes shown, only twice do net imports of all grains fail to increase
after a fall in production or decrease after an increase in production;
coarse grain imports behave as expected in all but one year; stocks
larger than five million tons (this threshold is used because there is a
considerable margin of error attached to such a residual estimate)
change in all years as expected—they are drawn down when production
falls and replenished when production recovers. Accordingly, the
Kremlin has recourse to the international grain market primarily to

%In the late 1970s, investment in energy—meaning largely oil and gas—was
sccelerated in relation to the growth of industrial investment generally, growing from
about 28 percent of industrial investment in 1975-1977 to in excess of 30 percent in
1979. The 11th Five Year Plan apparently contemplated a sharp increase in that share,
mmum-u-m percent by 1965. (Thane Gustafeon, “Soviet Energy Policy:
from Big Coal 10 Big Ges,” in S. Bialer and T. Gustafeon (eds.), Russia at the Crossroads:
The 26th Congress of the CPSU, George Allen and Unwin, London, 1982, pp. 126-127.
lnthollth?hn.inmminpnbmmmuhmmmtofm




Table 3

PRODUCTION, NET IMPORTS, UTILIZATION AND CHANGES IN STOCKS
OF GRAIN 1971-72 THROUGH 1981-82
(Million metric tons)

Total Grains and Pulses Coarse Grains®

Produc- Net Utili- Stock Produc- Utili- Stock
YearP tion® Imports zation Chaunge tion Imports zation Change
1971-72 181.2 1.4 181 2 2.6 3.6 76 0
1972-73 168.2 21.0 187 2 72.5 6.5 79 0
1973-74 222.5 5.2 214 14 101.0 5.9 105 1
1974-75 195.7 0.4 206 -10 99.7 1.7 100 1
1975-76 140.1 25.4 180 -l4 65.8 15.6 84 -3
1976-77 223.8 7.7 221 11 115.0 3.7 116 3
1977-78 195.7 16.8 228 -16 92.6 10.7 109 -5
1978-79 237.4 12.8 231 19 105.0 9.0 113 1
1979-80 179.2 29.7 222 -13 81.0 18.6 100 0
1980-814 189.2 34.3 228 -5 81.0 18.0 101 -2
1981-82° 160.0 46.0 206 0 72.0 25.5 98 0

SOURCE: Angel O. Byrne et al., "U.S.-USSR Grain Trade," in Joint
) Economic Committee, U.S. Congress, Soviet Economy in the 1980s: Probleas
and Prospects, Part 2, Washington, D.C., 1983, pp. 74-75.
a

1 b!eginning July 1.

Includes rye, barley, ocats, corn and millet.

o

“Calendar year basis.
dPreli-Xnary.
®USDA estimate.

buffer the oscillations of domestic production rather than in a con-
scious policy of long term international division of labor.®

In the wake of the Carter embargo, the Kremlin did not rush into a
crash self-sufficiency campaign, but the policy chosen was surely
colored by the embargo experience. The Brezhnev zmm of heavy
investment in agriculture was not accelerated,
announcement of the Food Program at the May 1962 Central Commit-
tee Plenum added considerable political weight. The political frame-
work of the Program was the security threat of excessive dependence
on imports, as Brezhnev made clear:

Bynatil the end of the 1970s net imports accountsd for less than 10 percent of total
supply in all but two years. In the last thres yeass of the period covered in Table 3, the
import/supply percsntages were 14, 15, and 32 percent. In years of favorable harvest it
ssoms reasonsble that the import share of total supply should shrink substantially.

MTe8U S8SR, Narodnos Muosisistvo SSSR v 1982 g, Moscow, 1988, pp. 338-339,
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The Draft [Program] proceeds from the need to reduce imports of
food from capitalist countries. ... As you know, the leadership of
cortain states is striving to turn ordinary commercial operations, such
as grain sales, into & means of puf ‘ing pressure on our country, into
an instrument ofpoliticallrm. We have never put up with that,
nor are we going to do 0.

The objective, however, was to reduce imports, not dispense with them
entirely.®

Despite the USSR's comparative disadvantage in food production,
the Brezhnev regime continued to raise agricultural investment partly
out of concern with the external threat to the security of the Soviet
food supply. But it did not attempt to achieve self-sufficiency because
of the huge costs involved.”’

The Kremlin's reaction may be seen as partly vindicating the
1980-1981 embargo, although in terms different from thoee advanced
by the Carter administration. In early 1980, it was hoped that the
embargo would have a direct effect cn Soviet fodder supplies and there-
fore meat production, forcing a deterioration of a sensitive part of the |
consumer's diet. In the event, meat production fell slightly in that i
year, but a long term result was the allocation of a larger volume of
resources to agricultural investment than would have been justified by {

% Pravde, May 25, 1962.
¥Viadimir Gurevich, an economic observer of the Soviet Novosti news agency,
mnkcd:'l‘ho?ood?mighrquinhndq!wtqlwthpmbhmqudﬁorﬁw o
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confidence in the reliability of Western supply, in order to achieve a
greater degree of self-sufficiency. In a period of sharply reduced overall
economic growth in the USSR, that decision necessarily involved cut-
ting into the share of some other claimant on Soviet national output.
If that claimant was the military, the result would be directly con-
sonant with Reagan administration objectives. Even if the military
were not made to bear the brunt of the reallocation, the action evi-
dently complicated Soviet decisionmaking on resource allocation, and
that too is consistent with current policy objectives. Paradoxically,
then, a failed embargo pushed Moscow in a direction that seems favor-
able tg Western interests, even as currently viewed by the U.S. govern-
ment.

To sum up the merits of the “financial drain” argument: Soviet
imports of grain do expend scarce hard currency, but the imports are
not discretionary. The USSR saves resources buying grain rather than
trying for complete self-sufficiency, but fear of external dependence
limits the extent of the savings Moscow can reap. The Kremlin buys
grain abroad out of perceived need rather than in response to compara-
tive cost and price ratios. By drawing off resources from other sectors,
the Brezhnev-Andropov-Chernenko food program amounts to a partial
vindication of the 1880 U.S. embargo.

The arguments advanced above are, for the moet part, narrowly
economic. The political considerations are surely as important but
considerably more speculative. If the United States sold as much grain
as the Soviet Union was willing to buy at prevailing prices, Soviet con-
sumption levels would rise, thereby possibly strengthening the legi-
timacy of the regime and the stability of the political system. The
same result might ensue from increases in labor productivity and out-
put to which consumption growth could contribute. Also, the self-
confidence of the leadership is probably enhanced by their perception
of the eagerness of the West to sell. However, some Western analysta
believe that economic reform and relaxation of political controls are
only possible in a prospering Soviet economy.*

Suppose, on the contrary, that the United States refused to sell—or
allow others to sell—and had the power to enforce the decision.®® That

¥The vindicstion of the lmnhrphoulym&m because the embargo's
u&hﬁulul deterrence of future Soviet aggression. It would be hard to defend the
thesls that Soviet policy became more restrained in the early 1980s.

®This seoms to raise the hoary question of whether “fat” or “lean” communists are
wllw for the West. The intermittent debate in these terms has not been fruitful, and it
not

mgmumummummmmaum
ing the political power to persuade other praducers to follow the Americen lead.
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is far from the current reality, but at some future point it might appear
more likely. In that case, the Soviet Union would have the choice of
diverting a large volume of resources to assure minimally desired levels
of domestic grain availability or cutting consumption levels. Would
Moacow be likely to take the first option? In response to the 1980
embargo, the USSR insured minimum levels of import availability
through long term trade agreements with several countries, but it also
took steps to try to stabilize and increase domestic production. In the
face of an effective future embargo, if Moscow did not yield to the
external pressure, it might choose to tighten the national belt and
maintain a lower than normally desirable level of supply. Perhaps an
additional effort would be made to raise production, but by less than
the embargo-induced shortfall in total supply. If the Politburo chose to
clamp a lid on consumption, to protect the rate of growth of military
spending or of nonagricultural investment, it may be hazarded that
there would also have to be a considerable tightening of political con-
trols to assure stability. Most Western writers agree that liberalization
of the Soviet system would contribute to a more peaceful world. Few
believe that a neo-Stalinist reaction in the USSR would be good for the
West.

In short, selling grain to the Soviets has an apparent economic-
military disadvantage for the West that may also be a political liability.
Refusing to sell, were the refusal to be effective, would have favorable
consequences if the Politburo then promoted consumption over invest-
ment or defense. However, if the Politburo reversed the priority, the
political consequences could be unwelcome to the West. Neither
course then promises a clearly desirable political outcome, and
Adenauer’s charge merits a Scotch verdict.

Theee are all arguments on the desirability of using grain sales as an
implement of a denial strategy. Apart from the residual uncertainty
sketched out, general denial as a part of policy in “normal” times would
have almost no support in the United States and, despite frequent
allied criticism of the rescinding of the embargo, would probebly be
sharply attacked by America’s allies. But what of the possibilities of
leverage?

This might be secured by offering the USSR stability of supply over
longer periods than five years, with possibly higher tonnage volumes
and perhaps a constraint on price fluctuations in either direction. The
leverage potential might be embodied in provisions for either annually
negotiated above-minimum sales at favorable prices or yearly renewal
of the whole agreement, conditional in both cases on a Soviet political
quid pro quo. There is, of course, an inherent contradiction in such an
arrangement: To attract Soviet interest requires stressing the elements
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of stability, but to make possible the application of U.S. leverage
requires an opportunity to withdraw the benefits being extended. The
more Moscow succeeded in diversifying and stabilizing its sources of
supply, the more it could be expected to lose interest in the American
lure. U.S. ability to persuade major Western producer-exporters to join
it in playing a long term leverage game seems dubious. Even more
doubtful is the prospect of winning U.8. farm support for leverage ini-
tiatives.

THE FUTURE OF GRAIN SALES AS
A FOREIGN POLICY TOOL

In principle, grain sales could be used as a tool of U.S. policy toward
the USSR, for either denial or leverage, but the feasibility of either pol-
icy in real world application is clearly small. Nevertheless, it is prob-
ably wrong to completely write off this instrument of policy. The
Soviets will continue to do things the United States (and perhaps its
allies too) will want to react to with measures short of war; the West
will continue to seek means to influence Soviet policy and behavior.
The arsenal of useful, nonviolent actions at the West's disposal for
these purposes is always smaller than it would wish. In the late 1980s
and even beyond, the Soviet Union will probably still be struggling
with its food problem. The U.S. government may well reconsider the
foreign policy potential of grain sales. From time to time, in particu-
larly irritating circumstances of Soviet misbehavior, an American
president will find recourse to some form of grain denial, as Robert
Paarlberg said of the Carter administration, “an unhappy necessity.”"
But like the 1980 episode, any future replay will probably be more an
expression of American outrage than a systematic effort at denial or
leverage.

3ipgaariberg, “Lessons of the Grain Embargo,” p. 161.
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V. THE POLISH DEBT, 1881-1983

“The West holds a key to future events in Poland, but can’t find the
lock” (a New York investment banker).

Countries as well as companies have occasionally found themselves
unable to meet debt obligations and have sought their creditors’ help to
reestablish their financial footing. Few of these events ever reached
the front pages of the world press in the past. In the early 1980s, how-
ever, external debt crises suddenly mushroomed into a central concern
of international politics. The West’'s attention is focused now on
South American financial problems, but it all began with Poland and
the request by the Polish government in early 1981 to reschedule and
restructure its hard currency debt.

From the beginning, the ordinary financial-economic considerations
of rescheduling debt in Poland were inextricably linked to political
issues. Poland was undergoing extraordinary change in the aftermath
of the August 1980 Gdansk agreement but was also threatening to slide
into chaos. The economy was in turmoil, the Communist party was
rapidly disintegrating, and the government seemed unable either to
cooperate with or repress the burgeoning Solidarity movement; the
threat of Soviet military intervention loomed constantly. In these cir-
cumstances, difficult questions confronted Western policy planners.
What forms of “conditionality” should be attached to the Western
rescheduling offers? Whom would rescheduling benefit, Poland (Soli-
darity) or the Soviet Union? Was rescheduling sufficient or did
Poland in fact need a vast new infusion of capital to survive? With
Jaruzelski's martial law coup in December 1981, rescheduling became
an issue of sharp debate in the West because it was now part and par-
cel of the West's dilemma on how to react to the crushing of the Polish
democratic movement. Should the Poles be declared in default to cut
off their sources of new credit and force the Soviets to bail them out?
Or would triggering default remove the last instrument of Western lev-
erage over Warsaw and endanger the international monetary system to
boot? What would be the effects on other East European countries,
some of whom (Romania, Hungary) were also in various stages of
financial crisis?

This section examines the issue of Western credit to Poland as an
instrument of leverage or denial. Along with the Urengoi-Western
EBurope pipeline, the Polish debt became the most hotly debated issue
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in East-West economic relations in 1981-1982. It illuminates some of ;
the key issues of Western policy in this arena, particularly the relation ;
between leverage and denial.

NEGOTIATING THE RESCHEDULING AGREEMENTS

According to Susan Sontag, Poland’s current troubles can be
sacribed to “tanks and banks.”! It is now conventional wisdom that in
the 1970s Western governments and banks showered Eastern Europe
with credit that could not be productively absorbed and was in fact
largely misinvested. There is considerably more to the East European
nonsuccess story than Western largesse and communist ineptness—
effects of the Western recession and inflation of the mid and late
1970s, deteriorating terms of trade with both the USSR and nonoom-
munist partners, and internal political constraints, among others.?
Nevertheless, the Gierek regime’s decision to attempt a growth strategy
based on imports of Western technology, along with the “liquid” state
of Western credit markets, especially after 1973-1974, were the neces-
sary conditions for the enormous growth of Polish debt. Warsaw’s |
gross hard currency debt to nonsocialist countries was $1 billion at the
beginning of the 1970s; by 1975 it had risen seven-fold, and in the |

| succeeding five years the 1975 level approximately tripled. Growth of .

the net debt was even more rapid.’ \:‘
\

In March 1981, Warsaw declared a moratorium on external debt

ably earlier. In 1977 Poland’s debt service ratio was already 59 per-
cent, and in the following year it was 79 percent.® Ratios of 25 percent N
or more used to trigger the alarm bells in international bank chambers. '

"The N Mhbm-ryz‘l 1982, cited by Josef Joffe, “Mixing Money and Politics:
and Detente,” in Abraham 8. Becker (ed.), Economic Relations with the USSR.

the Western Alliance, Laxington Books, Lexington, Mass., 1963, p. 16.
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Agreement with the Western governments was achieved quickly, by
the end of April 1981 (the Paris Agreement). Of the estimated $2.6 bil-
lion of official debt due in that year, 90 percent was rescheduled with
respect to both principal and interest over eight years with a four year
grace period. Negotiations with the banks, however, dragged out.
Agreement was supposealy reached at the end of September to
reschedule 95 percent of the $2.4 billion principal due in 1981, again
with a four year grace period and repayment in seven semi-annual
installments thereafter; the other § percent was to be repaid in three
installments over 1982. Unlike the governments, the banks demanded
full liquidation of 1981 interest arrears, amounting to $500 million. It
was not until March 1982 that Warsaw finally cleared its 1981 interest
account and the agreement came into force.

The rescheduling of Poland’s debt falling due in 1982 proceeded
under quite different circumstances, reflecting the influence of the
institution of martial law.® In 1981, governments had taken the first
step and the quick rescheduling of official debt enabled the banks to
begin their negotiations with Warsaw. In 1982, however, the banks
were confronted by the refusal of the governments (the NATO min-
isterial decision of mid-January) to proceed with rescheduling negotia-
tions as a measure of sanction for martial law. For a while the bankers
waited for the governments to act first, but when such action was not
foﬂl:eoming. they reluctantly began negotiations anyhow in the sum-
mer.

The basis of the 1981 commercial rescheduling, unlike that for offi-
cial credits, was full payment of interest arrears before rescheduling of
principal. This was still the guideline as the banks entered the 1982
negotiations, although the Poles were demanding recycling of part of
the interest. The chairman of the Dresdner Bank, however, was firm:
*“I can’t imagine that Poland would be awarded new credits.”” But the

S1n March 1981, Warsaw formally declared & moratorium and requested rescheduling.

is viowed s having met his interest cbligation and ie given a new short term loam.
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banks soon yielded on the principle; the only issue was how much of
the interest arrears would be recycled.® The Poles demanded 80 per-
cent, the banks offered 50 percent. In the end, the Poles accepted 50
percent but extracted the concession of a three year revolving term,
instead of a simple one year term, for the recycled interest.’

In coming to an agreement with the Poles, the banks of the NATO
countries appeared to have broken both with their governments’ and
their own previously held firm principle. They not only rescheduled
Poland’s debt when their governments refused to enter into any nego-
tiations for that purpose, but they extended new loans, which the
January 1982 NATO guidelines had explicitly refused to do. Although
the November 1982 agreement was not all that Warsaw had sought to
achieve, the core represented a deviation from the allied governments’
declarative policy. Why did the banks yield?

One reason was probably the Damoclean sword of formal, involun-
tary default that the bankers perceived to be constantly hanging over
them. Some 500 banks made up the coalition, and the German banks
in particular were fearful that one of the smaller, regional U.S. banks
with little stake in the “larger” goal of international financial stability
would trigger a general move to declare default.'® Some members of the |
group apparently also believed that the Poles were sufficiently '
desperate that they would unilaterally declare a moratorium on debt

e

{ repayments unless they were given new credits. (Actually, Warsaw had -
current account balance of payments (assuming no other capital transactions). With %
recycling, the obligation can be met with a sero current account balance. The only alter- .

natives, apart from rescheduling, are moratorium, forgivensss, or default on the debt. .
%It has been reported that the Warsaw government expected the 1981 rescheduling to .

be followed quickly by new Western credits. For sllegedly misrepresenting that likeli- \

hood, the President of the Polish trade bank was fired in June. Frederick Kempe, “Pol-

ish Debt Puts Western Banks in Bind as They Try to Work Out Rescheduling,” Wall

Street Journal, July 29, 1982.

'lonhou-t.dnw(Novmbors 1962) resembled its 1981 forehear: 95 per-




some limited exchange resources; it was withholding payments of
accrued interest in order to pry a better agreement out of the banks.!!

A second reason was that the sharp edge of the Polish crisis was
being worn off by the development of still larger debt problems in
Latin America. “Purely optically, Poland's debts just don’t look that
awesome any more,” remarked a West German banker.!? Perhaps a
more important factor than just the change in perceived relative scale
may have been a weakening of the negotiating stance of the U.S.
banks. In 1981, they had been harder-nosed than their European col-
leagues, and the less exposed position of the U.S. banks relative to the
Germans had strengthened the American position. U.S. banks were
more heavily exposed in Latin America and the German banks were
quick to point this out: “We've been taken out of the line of fire,” a
West German banker said. “Poland’s debt is large, for an individual
bank here, but it's peanuts compared to what Latin America means to
some U.S. banks.”*?

Bankers were also concerned about follow-on reschedulings. It had
become clear very quickly that Poland was a long way from an
economic recovery that would permit resumption of debt service. Few
doubted that almost all of Poland’s outstanding commercial debt would
have to be rescheduled as it fell due. “There’s no sense in forcing them
to ruin,” a banker declared, “when we have loans coming due in 1983
and 1984 to worry about.”*

Considering Poland’s dismal economic performance in 1982-1983
and its highly uncertain prospects for the future, why would the bank-
ers go through the trouble of prolonged negotiations to postpone pay-
ments they might never receive anyhow? According to one Western
banker, most of his colleagues did not in fact believe that the Polish
loans would ever be repaid. The banks simply had a material interest
in postponing the day they were required to write off the loans. The
further off that day, apparently, the better: Inflation would reduce the
real size of the principal relative to other assets on the banks’ balance
shests. In the meantime, of course, the banks would still be getting

Divederick “Polish Creditors Sesk Debt Accord Before Sept. 10, When
Detavit Could Be * Wall Strest Journal, August 3, 1982

SPrederick Komps, “Poland’s Default Day’ Passss in Silence as Bankers Wrestle
with Woes Elsewhere,” Wall Street Journal, September 13, 1908.

14Torense Roth, “Poland, Banks Agree on Plan for 1962 Debt,” Well Street Journal,
September 18, 1008




some interest. “It’s now come down merely to a game we are playing
with numbers,” the banker said.!®

Finally, and despite the inconsistency of the banks’ behavior with
the NATO governments’ declaratory policy, it does not appear that the
governments were pressuring the banks to act otherwise. Not even the
U.S. government was interested in triggering an involuntary defauit;'®
it was, in fact, paying off the few claims presented to the Commodity
Credit Corporation for missed principal or interest installments. The
general argument was that the Poles should not be permitted to escape
their international financial obligations, and denying them the excuse
for a unilateral moratorium or complete defauit would retain leverage
for the West over Polish internal policy. Bankers privately snickered
over the latter claim, but for obvious reasons they ardently endorsed
the former argument. It was not incredible, therefore, that in the
midst of bitter political struggle within Poland and in the arenas of
East-West relations, the Polish Finance Minister boasted about his
good relations with the bankers. “We speak a common language,” he
declared. “We never talk about politics when negotiating with the
Western bankers. This is good.”’

In any case, the Polish government drew a lesson from the 1982
experience. It informed the Parliament in early 1983 that all of the
principal maturing in the three-year period 1983-1985, as well as
increasing shares of the interest due, would have to be rescheduled.'®
Moreover, Warsaw asked the banks for rescheduling over 20 years with
no payments before 1990; in addition, the Poles requested a larger
share of interest recycled as new credit.!® This was evidently a nego-
tiating ploy, but it worked, for the agreement ironed out in the summer
rescheduled (the now-customary) 95 percent of the 1983 principal, but
with a five year grace period (up from four years) over ten years
(instead of 7-1/2 years), and 85 percent (instead of 50 percent) of the

15Frederick Kempe, “Poland Seeks 20-Year Term to Pay Debts,” Wall Street Journal,
June 14, 1983. See also note 25 below.

'*This was a presidential decision reached soon after martial law was declared. How-
over, the decision did not eliminate the conflict over the policy between parts of the
administration, with the State Department generally ranged against the Pentagon.

""David Buchan and Leslie Colitt, “Krzak Nears Debt Deal with Weet,” Financial
Times, September 15, 1983,

YUChristopher Bobineki, “Polish Debt Repayment Plans Revealed,” Financial Times,
March 33, 1983,

9Well Street Journal, April 26, 1083; and Frederick Kempe, “Poland Sesks 20-Year
Term to Pay Debts,” Wall Street Journal, June 14, 1983,
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interest due was recycled. Poland failed only to get a block reschedul-
ing of its 1984 and 1985 debt.?°

THE DEBATE ON DEFAULT

How should the West have acted in relation to the Polish debt? Or
was there no choice? Were the banks and governments effectively
prisoners of the Polish crisis (“the debtor always has the leverage in
the last analysis—a New York investment banker?’)? Or was there
leverage potential in the crisis that for one or another reason was
allowed to slip by unused?

Motivations for Default

The central question in the U.S. public debate in early 1982 con-
cerned the wisdom of deliberately triggering default. Declaring default
is on the face of it a demand for payment. For that purpose it makes
sense only if the debtor has both an incentive to pay and the means to
do 80.2 The first is often—perhaps almost always—present in interna-
tional borrowing. But the second is frequently abeent, hence the rarity
of default relative to rescheduling. In the Polish case, none of the pro-
ponents of default was under the illusion that the Poles were conceal-
ing substantial hard currency assets; it was universally recognized that
in the short term Polish ability to pay was at rock bottom.

But was Poland insolvent or merely illiquid? Was the inability to
develop a hard currency surplus on current account temporary, because
of the dislocations of 1980-1981, or was the stagnation much more
deeply rooted in the structure of Polish economic organization?

Poland was obviously illiquid, but some bankers at first hoped that
the “discipline” of martial law would quickly remedy the “excesses” of
recent years. If cash flow was the only issue, rescheduling might be
sufficient as well as necessary. But the gap between Polish trade pros-
pects and the required debt service loomed ever larger, even with mar-
tial law and under the repayment schedules that were being discussed

DPgter Truell, “Bankers Agree to Rescheduls ‘83 Polish Debt,” Wall Street Journal,
August 19, 1983. The agreement was signed on November 3. (“Bankers Sign Accord to

recently, the banks have agreed in principle to a block rescheduling of the 1984-1087
commercial debt. (“Progress on Polish Debt Arrears,” Financial Times, March 23, 1984.)
SiRobert G. Kaissr, “The Polish Debt Owed to the West Is Clessic Two-Bdged
Swoed,” Washington Post, December 19, 1981.
BDeclering ¢ delinquent boerower in defenit imposss & penalty by denying further
ascess 10 credit and thersby may also have a deterrent effect on other debtors in similer
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in 1982-1983. Most Western commentators discounted the much-
heralded Jaruzelski reforms. No projections of Polish export earnings
indicated a margin over imports in the 1980s sufficient to keep current
on the interest due on a $25 billion debt, much less to repay princi-
pal.® On balance of payments grounds, Warsaw’s demands in 1983 for
extended rescheduling were hardly surprising.?

If Poland was insolvent, the medium term reschedulings of 1881 and
1982 seemed a waste of time and effort, and we can readily understand
the sense of some of the bankers that they were caught up in “a game
with numbers.” If so, why not call a default a default and end the
charade?%®

The motivations for forcing default were largely political, and there
were two main lines of argument. The first stressed the need to punish
Warsaw for the imposition of martial law, to secure the amelioration of
the martial law regime as quickly as poesible, and to deter further
repressive measures against Solidarity and the population. Declaring
default would mean denial of credit to Poland not just in the present
but also in the indefinite future; this would accomplish the punishment
objective. The goals of deterrence and improvement of the current [
situation presumably required some expectation that the credit

s e s A A

Bin fact, the debt would be increasing in the mid-1080s, if only because of the recy-

cling of interest. In 1981, Poland balanced its trade with hard currency partners and in A

1962-1983 it achieved surpluses of about $1.5 billion annually, according to WEFA (Cen- ,

trally Planned Economies Current Analysis, 4:11-12, February 22, 19684). Including obli- v

gations to governments the arrears in interest alone in 1963 were about twice as large as
trade surplus.
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The moet popular justification of default was the belief that it would
force the USSR to discharge Poland's obligations to the West (and
perhaps also those of other countries in Eastern Europe that might
experience financial crisis). To most proponents of default, the
declaration represented a form of protest against the Soviet Union’s
moral responsibility for Poland’s troubles and an effort to force Mos-
cow to pay for its behavior.

The West has no political or economic interest in making life easier
for a neo-Stalinist regime. The blunt message should be that if the
Russians insist on having such a regime in Warsaw they should pay
the full price for it, which means taking over the full burden of
Poland’s economy and paying ita debts.”

To the cost imposition and vaguely deterrent components of this
strand of support for default might be added the argument of those
who sought measures of general denial of resources to the USSR. If
Moscow were forced to shoulder Polish and East European debt bur-
dens, the economic strain would take its toll on the Soviet military
buildup: The Kremlin could not afford to continue building up its mili-
tary forces at 4-5 percent per year while providing extensive aid to
Eastern Europe and maintsining domestic consumption standards as
well as investment for future growth.?®

In the range of arguments against declaring default, the most
influential if also the most nebulous was the charge that it would
threaten the stability of the international financial system. Prominent
international bankers spoke of a possible “domino effect”—a panicky
move by the banks to impose default on other countries who got
behind in their debt repayments. Others used the term “ripple effects”
and warned that Polish default might engulf all of Eastern Europe and
perhape spill over as far afield as Brazil or Zaire. There was much talk
of “credit panic” with allusions to the 1930s. It was alleged that
default would do more damage to the West than to Poland.

It was difficult to maintain clarity in this debate because of the
inherent uncertainties of a rare event and the abeence of reliable infor-
mation. Two interrelated aspects of the question seemed particularly
murky—the proress of default and the effects of defsult on the
declarer, the other Western creditors, and Eastern Europe.

A!ruw'hm Let It Go Bankrupt,” New York Times, January 11,

¥The Times (Loudon), March 5, 1083, editorial.

, it appeared that the growth of the Soviet military budget had tapered
off to sbout 3 pervenst per yeur.
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How Would Default Take Place?

If the U.S. government wanted to force Poland into default, the
most direct route was simply to invoke the “exceptional circumstances”
clause of the April 1981 Paris agreement. It was not self-evident that a
U.S. government declaration of default on its loans to Poland would
inevitably knock over all the Polish dominoes, public and private. The
argument required, first, that the other 15 members of the Paris Club
follow the U.S. government in declaring default, that the major banks
then invoke force majeure clauses in their loans, and that cross-default
provisions come into play to make the default general. There was
nothing automatic about this chain. It is quite possible that most of
the other governments in the Paris Club would not have followed suit,
and perhaps that was an important factor in the U.S. government’s
decision not to use that privilege.?®

Alternatively, the administration could have called in loans that
became delinquent in 1982, selectively or generally. But if the object
was to trigger a more general default declaration, a more direct route
was available. The U.S. government could have demanded a default
declaration before paying off on government loan guarantees to private
banks. Some bankers argued that in such a contingency, they probably
would swallow the loss rather than comply: Assuming that declaring
default on guaranteed loans to Poland required an equivalent declara-
tion with regard to all other Polish loans in a bank’s portfolio, and if
the banks had more uncovered than covered paper, they would want to
avoid triggering cross-default, in the belief that preventing formal
default increased their chances of eventually being repaid. However,
some of the smaller banks could probably have been persuaded to
accede to the government's demand.

Washington'’s leverage was weakened by the small exposure of both
the private and public U.S. creditors. U.S. government direct credits
and guarantees accounted for less than $2 billion of the total $25 bil-
lion Polish hard currency debt at the end of 1981; the amount of
unguaranteed debt to U.S. private creditors was only $1.3 billion.%®

28ome opponents of defauit contanded that a unilateral U.S. declarstion would result
in other creditor governments being paid off first, if and when the Poles were able to
repay. However, the sense of the Paris agresment was in fact that those who declared
default took precedence in any future repayments over thoss who dic not.

¥=Treasury and State Department Background Paper on Poland’s Financial and
Beonomic Situation for the European Subcommittes of the Senate Foreign Ralations
Committes,” January 27, 1962 (hereafter, “Tressury-State !ackground Paper”). The
official credit outstanding was distributed as follows (billion dollars):

Direct credits and guarantess by the Commodity

Credit Corporstion 1.6
Export-Import Bank loan 244
Agency for International Development loan 008
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U.S. refusal to join other governments in negotiation to reschedule
1982 (and later) official Polish debt could not have been expected to be
sufficient in itself to trigger default. In the first months of 1982, the
banks were reluctant to negotiate a 1982 rescheduling uniess there was
again a comparable, and previously negotiated, arrangement on official
credit. But if the Western governments refused to do so, it would have
been foolish to believe that the banks would not initiate negotiations
for rescheduling at some point.

In brief, the Reagan administration could certainly have forced a
state of default on direct U.S. government loans and perhaps also on
government guaranteed credits. But the link to general default on all
of Poland’'s debt to the West was at least uncertain and possibly
unlikely.

There was much speculation in early 1982 that default would take
place in the United States autonomously. Some pointed to the possible
role of bank auditors and bank examiners of various regulatory agen-
cies. Others counted on the likelihood of Polish arrears on 1982 com-
mercial interest reaching legal thresholds (60 or 90 days—the regula-
tions varied), which would force some banks to declare default. It was
suggested that the Comptroller of Currency could place banks failing to
declare default on a “criticized list,” but this seemed unlikely after the
1981 rescheduling agreement was signed: The blacklisting would then
appear to be based solely on foreign policy grounds, and the banks
might feel confident that they could safely refuse to go along.

If the 1982 rescheduling dragged out, it was suggested that stock-
holders could pressure a bank’s management to take the tax writeoff
rather than wait indefinitely for a dubious repayment. But because the
tax writeoff paid less than 50 cents on the dollar, 2 long as banks
could persuade themselves they had an even chance of having the
interest payments met, they were better off stringing along with the
consortium. Perhaps one or more banks would decide to break ranks
because they perceived a unique and fleeting opportunity to recoup a
large fraction of their outstanding loan balances by access to particular
Polish assets. One or more of the 60 U.S. banks could very plausibly
see reasons to seek refuge for themselves. This theoretical possibility
was magnified by the involvement of another 400 to 450 banks abroad.
In this network, there appeared to be nontrivial possibilities for trigger-
ing the alarm that would spread through cross-default. The probability
of autonomous defsult action seemed inversely related to the
expectation of extracting interest and principal payments from the
Poles. The passing of time without formal rescheduling would erode
such expectations.




The likelihood of autonomous default also depended on one's
interpretation of the cement holding the banks together. Apart from
embarrassment at the acknowledgment of bad judgment and the gen-
eral calculation of a creditor when faced with a debtor having few
assets but some earning power, the bankers’ opposition to default
rested on the fear of “ripple effects.” That fear stayed the hand of
larger or stronger banks who otherwise would have been tempted to
take their tax writeoffs and run. It might have been less effective in
constraining smaller or weaker banks, but they were evidently held in
line by their bigger allies.

The Effect of Default on West and East

It is not known whether the U.S. government was fully aware of
these uncertainties or how seriously it regarded them. Contemporary
reportage indicates that in deciding against a declaration of default in
early 1982, the U.S. government was motivated largely by fears for the
international financial system and concern about the views of its allies:

(The sdministration] consulted Western European leaders and bank-
ers in the United States and Europe. All strongly urged against the
default declaration, fearing that it would set off other default declara-
tions against Poland, particularly in West Germany, which has a
much larger stake than American banks. If this happened, no one
was sure where it might end. The [U.S.] participants were not neces-
sarily convinced that all this would transpire but they recognized that
the situation was tricky and full of imponderables, and they were
under a great deal of pressure from the banking community and the
allies to refrain from declaring a default.?

To what extent, in fact, would the Western creditors have been
threatened by an American default declaration? How likely was a
spillover of default on other East European or even third world debt?
The answers were ultimately speculative, but an examination of the
size and distribution of the Polish debt provides some insight.

For technical reasons, there is some variance in the figures on the
sizse and structure of the Polish debt appearing in the published
sources. Table 4 shows the Polish government’s presentation for a
general notion of the situation at the end of 1981, as martial law was
declared. The total hard currency debt, of all maturities, exceeded $25
billion gross. Of this, a little over $2 billion (apparently all medium
and long term) was owed within the communist bloc. The net debt to

31 gelie H. Golb, “Reprieve on Polish Debt,” New York Times, Pebruary 3, 1962,
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Table 4

POLAND’S HARD CURRENCY DEBT, END 1881*
{(Million U.S. dollars)

Gross, medium and long term 24,306
Owed to: developed West 19,446
developing countries 2,669
subtotal:

nonsocialist countries 22,115
socialist countries 2,191
Gross, short termb 1,147
Total gross 25,453
Deposits in Western banks 764
Net, to nonsocialist countries 22,493°¢

SOURCE: WEFA, Centrally Planned Economies Current
Analysis, No. 70, September 1, 1982, and No. 93,
November 23, 1982.

a

b

Excluding interest arrears.
Owed mostly to the developed West.

“WEFA has evidently added all short term debt to the
medium and long term debt before subtracting Polish
deposits in Western banks to obtain the figure for net
debt. However, between the calculated difference and
the net debt figure in the table is a discrepancy of
$5 million.

nonsocialist countries was only $0.8 billion less than the groes.
According to & U.S. government set of figures, which do not quite
match those shown in Table 4 in date (or probably in source), about 40
percent of the total gross hard currency debt was owed directly to offi-
cial creditors; another quarter represented government-guaranteed
loans; the residual 36 percent was unguaranteed private sector credit.®

Net debt takes no account of bard currency aesets (foreign exchange reserves,
odurdnndnu-u-Jr;anunnunhchuml el

%=Tressury-State Background Paper.”




Accordingly, less than about $10 billion of Polish debt reflected
unguaranteed private sector exposure. As already noted, the U.S. com-
mercial exposure was only a small fraction of this amount, $1.3 billion.
This was shared by some 60 U.S. banks; individual exposure was at
mo:f under $200 million, equal to or less than 5 percent of equity capi-
tal.

The exposure of European, particularly German, banks was in many
cases considerably greater. A wide range of figures on German bank
exposure appeared in the press, but the following figures for the four
leading creditors seem credible (million dollars):%

Total Including

Bank Loans Nonguaranteed
Bank fur Gemeinwirtschaft 420 M43
Commerzhank 400 265
Deutache Bank 310 200
Dresdner Bank 300 180

No matter how it took place, default was not likely to place any of
the American banks in jeopardy. A few German banks were in some-
what greater danger. If additional East European states would default
too, the threat to banks on both sides of the Atlantic could become sig-
nificant. But what would the effects be? Some observers believed in
early 1982 that the danger of a credit panic was substantial, if existing
intercentral bank safety mechanisms were not adequate to contain and
dampen the shock to Euromarket flows that could result from whole-
sale declaration of default on the Polish debt. Others asserted that
contingency plans in fact existed and could be implemented in timely
fashion. Given the substantial state involvement in banking in France

MJulie Salamon and Gary Putks, “Doubts Concerning Polish Debt Payments Raise
Questions About U.S. Bank_hndiu." Wall Street Joun.ul. December 18, 1981, Tln




and Austria, it was expected that those governments would intervene i
at an early juncture. The Federal Republic should also have been able 3
to find the executive and legislative means to cushion the blow to its g
lending institutions.3
As for Eastern Europe—or, more remotely, debtors in the third 1
world—the argument of inevitable spread of the default seemed only }
speculative. Some doubted altogether there would be much of a “ripple
effect” in Eastern Europe, on the grounds that the credit market “now ’
expects it and has already substantially discounted it."*” Among those
who took the prospect more seriously, the threat was sensed only
vaguely; little evidence was produced in public to sketch out the likely
scenarios. Had they been drawn, such scenarios would have built on
the psychopathology of international banking, which was so brilliantly
illuminated over the last decade: rapid withdrawal from exposure even
in markets not immediately threatened succeeding the credit extension
binge of the early and mid-1970s. But governments need not have
behaved as irrationally. Indeed, they were sensible enough to step in
and avert a rescheduling-defsult crisis when Hungary was almost |
stripped of short term liquidity in 1882.3® The presumption of an inev-
itable domino effect in Eastern Europe therefore depended on a belief
in the impotence or indifference of the Western governments. Even in .
early 1982 the assumption seemed unwarranted. A major debt crisis in \:'* .
\

the third world on top of the East European troubles, however, could
have strained Western government resources in a period of general
economic depression. In fairness to the “ripple-effect” opposition to
declared default, one must concede that “the situation was tricky and L
full of imponderables” in Leslie Gelb’s words, and the costs of guessing )




Poland and, depending on one's preferences, to the other communist
countries, including the USSR. East European and Soviet needs for
credit were assumed to be large enough to make the denial of new
loans a painful sanction and possibly sufficient to force a change in
policy.

But if restriction of credit flows was the objective in early 1982, this
was already in progress. Two years of discussion of Polish debt
rescheduling, the Polish economic and political crises of 1980-1981,
and economic recession with high interest rates in the West sharply
altered East-West credit market conditions. If Poland were formally
placed in default, new credits would become available only after provi-
sion was made for rescheduling and repaying the defaulted debt (ignor-
ing the political issue of the internal Polish situation). This was in
fact the case in early 1982: Poland was unable to obtain new medium
or long term loans and had difficulty even rolling over its short term
obligations. Uncertainties about the creditworthiness of other East
European countries also surfaced, especially after Romania opened
negotiations for rescheduling. The supply of credit to all of Eastern
Europe was tight, and the credit stringency affected even the USSR.®
Loans by the Bank of International Settlements area banks, the major
developed country lenders, to Eastern Europe excluding the USSR
declined from $55.1 billion at the end of 1981 to $49.0 billion six
months later, a shrinkage of 11 percent. Soviet debt dropped 9 percent
in the first half and 3 percent in the second half of 1982.4

A state of near default developed in 1982 that approached a situa-
tion of actual default in terms of its influence on the supply price of
credit to Poland and the rest of Eastern Europe (less so with respect to
the USSR). Near and actual default were also closely related in
respect to effects on the lenders. The probability that the West would
be repaid depended on Poland’s future need for credit, as well as on its
hard currency earning capacity. If Warsaw were able to manage
without fresh loans from the West, its incentive to undertake and ful-
fill commitments under rescheduling would be sharply diminished;
formal default would not substantially reduce the likelihood of repay-
ment. With unprecedented shrinkage in total output—net material
product declined in each of the four years 1979-1982, and at an

®The shrinkage of credit flows was in progress sven before martial law in Poland.
Borrowing by communist countries (excluding China) in the syndicsted loan merket
dropped steadily from near $4 billion in 1978 to little over $1 billion in 1981. Finencial
Times, Decomber 23, 1081.

WWEFA, CPE Current Analysis, 3:45/48, June 17, 1983. Thers was aimost no change
in East Buropean loans during the sscond half of 1982. The reduction in the Soviet debt
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sccelerating rate in 1979-1981—and considerable dependence on
Western imports for current production, Poland badly needed new hard
currency loans. In fact, the Jaruzelski regime attempted to extract
fresh credits from the West, as we have seen. Its future needs were
likely to be at least as great. So long as near default was maintained,
the leverage of credit withholding promised to have some weight.
Poland's assets abroad available for seizure were small, which
decreased both the prospect of payoff from formal default and the
debtor’s incentive to prevent it.

As already suggested, the difference between default and near
default in terms of effect on the banks depends partly on tax
provisions—on the point of the default process where losses of interest
and deferred (fractional) payment of principal can be written off
against tax liabilities—and institutional arrangements of financial
regulation. The tightening of credit under near default results not only
from downgrading borrower creditworthiness but also from reduction in
the affected banks' lending ability through depreciation of the assets
represented by the delinquent loans. The differences from the state of
formal default appear to be a matter of degree.

If near default retained the lenders’ leverage without incurring the
possibly large damage to the international financial system, the argu-
ment for formal declaration of fault seemed undermined. Not so,
according to American banker Felix Rohatyn. The credit curtailment
would soon evaporate, he predicted. “The dynamics of the present
situation inevitably lead to new commercial credits to protect the old
ones.™*! To a limited extent, Rohatyn was right, of course, as the com-
mercial reschedulings of 1982 and 1983 showed. He may be proved
even more far-sighted in the future.‘* Whether in retrospect this would
vindicate the proponents of default is, however, another matter, to
which we return shortly. .

far the credit situation has been viewed almost entirely with
respect to the banks. It is necessary to look at the government dimen-
sion, too. The government actions of early 1982 were intended to
tighten the credit constraints on Poland: In fact they appeared to have
a different effect.

In the debate in early 1982 on whether to declare default, a major
opposing argument was that default would deprive the United States of
its loverage over Polish (and Soviet) policy. Of course, default would

m‘:aummc-nwmmwmcwam;mm
. Schisss, “US. Banks Looking to Lend Agsin in Financially Sounder East
Burops,” Wall Strest Journal, March 1, 1984.




not abeolve the Poles of their debt service obligations, contrary to some
of the claims made at the time; Warsaw would remain legally obligated
to pay. Depending on the extent to which other lenders followed the
U.S. government action, defauit would also make it more difficult for
the Poles to gain access to new credits without satisfying political con-
ditions. Nevertheless, critics argued, Warsaw could remove the issue of
external debt management from its policy agenda until it decided to get
back into the credit market and had the means to attract a reschedul-
ing offer from its creditors. Once deployed, therefore, the weapon of
defauit declaration used up the leverage potential contained in the
threat to deploy the weapon. Of course, there was a delicate issue of
credibility in such a position. If the borrower believed that the lender
accepted the argument of loss of leverage on use, the threat to declare
default would rapidly lose credibility. Moreover, those who argued the
superiority of the threat over its execution avoided specifying the con-
ditions under which the threat would have to be executed, strengthen-
ing the impression that they were opposed to declaring default under
most foreseeable conditions.

Once the U.S. government decided not to declare default, an embar-
rassing paradox developed: The public statements declared that
default was avoided in order to retain leverage, but the refusal to
reschedule Polish loans coming due in 1982 released the leverage. A
State Department memo written immediately after the December 1981
coup is supposed to have declared: “We believe our economic leverage
on the Poles is maximized if they must contend with meeting their
Waestern debt obligations.”® And, it was argued, “the suspension of
consideration of negotiations on rescheduling 1982 Polish debt allows
us to pursue the collection of those debts.”* But how? Presumably, it
was hoped that refusal to reschedule would accelerate the drying up of
new credit flows, thereby imperilling Polish recovery chances and
inducing Warsaw to make political concessions in exchange for access
to Western credit.

Throughout 19682 and well into 1983 the NATO governments held
fast to their refusal to negotiate with Jaruselski on rescheduling until
the three conditions of their January 1982 declaration were met. The
offact, however, was to free the Polish government of any need to make
payments of interest or principal on its official debt. Warsaw struggled
through with minimal inflows of new loans. Instead of imposing addi-
tional costs on the martial law regime, the NATO government actions

MM.'OMAWULMOMWDM" Wall Street Journal,
Jamuary 7, 1982
“=Treasury-State Background Paper,” p. 8.




ecased Warsaw's balance of payments problem. No default plus no
rescheduling added up to a reward for bad behavior.® Between the
governments’ passivity and the banks’ growing concessions on
rescheduling conditions, near default appeared to be unravelling.

The Bottom Line: Would the Soviet Umbrella Open?

Even if near default continued to operate, the direct effects on the
USSR, reduced access to credit, were only marginal; and there seemed
to be no force impelling Moscow to help Poland redeem its credit
standing. Near default, therefore, seemed to miss the main point of
declaring default, which was to impose costs on the Soviet Union and
even to alter its behavior in Poland and Eastern Europe. This could
have happened only if announcing default forced the Kremlin to
assume the debts of its floundering allies. But would Moscow have
agreed to extend its umbrella? Little evidence was put forward to sup-
port such a prognosis, and much in the Soviet behavior and condition
cast substantial doubt on it. Why should the Politburo wish to bail out
Poland, whose economic course during the 1970s it viewed with misgiv-
ings and whose standard of living was already regarded by ordinary
Rusaians as bought at Soviet expense?

It is now argued that Moscow has been heavily subsidizing Eastern
Europe by accepting less than world merket prices for exports of Soviet
fuel and raw materials and paying better than world market prices for
East European machinery and consumer goods.*® These are therefore
implicit rather than direct subsidies and reflect the opportunity costs
of Soviet-East European trade flows. The subsidies are largely autono-
mous consequences of CEMA pricing arrangements—particularly the
lag of intra-CEMA oil prices, set on a five year world market average,
behind the sharp jumps in OPEC prices during the 1970s. It is evident
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subsidies may “in part, represent a conscious decision by the Soviet
political leadership to trade at terms favorable to Eastern Europe.™ If
80, Moscow may conceivably take action to ease the pain of East Euro-
pean countries now experiencing a transformation of the direction of
the import subsidy.

Direct Soviet aid to Poland, a factor in 1980-1981, was conspicuous
by its abeence in 1982-1983. After the institution of martial law, the
First Deputy President of Poland’s trade bank claimed that Moscow
had allowed generous repayment terms, including a five year grace
period, on the $1 billion Poland owed the Soviet Union.*® The Soviet
credit of $465 million, given in 1981, he described as a “noninterest
bearing nonrepayable” gift.® Poland’s trade deficit with the socialist
countries grew rapidly in 1980-1981. But the Soviet policy was
reversed after martial law. Warsaw reported the dollar value of
Poland’s gross medium and long term debt to all socialist countries as
only $2.2 billion at the end of 1981; Wharton estimates that six
months later it had decreased by $100 million.%® Aid embodied in the
trade deficit that Poland ran with socialist countries declined sharply.
The trade deficit with the Soviet Union was cut 60 percent in 1982; the
net inflow of resources from the USSR, adjusted for price change, fell
almost 85 percent. This reflected an 8 percent decline in the terms of
trade, following a 6 percent decline in 1981.5!

In Poland’s time of acute need Moscow was demonstrating no
urgency in coming to Warsaw's assistance. The opposite was true; the
Kremlin was cutting its foreign aid to Poland. How could it then be

“Frederick Kempe, “Poland To Complets Payment of Intersst Due in 1981, Enabling
Debt Rescheduling,” Wall Street Journal, March 15, 1982.

SOWEPA, CPE Current Analysis, 2:83, November 23, 1962,

Sithid., 3:31/32, April 20, 1083. Poland's 1963 trade deficit with all the socialist coun-
tries was about the same as in 1982. The USSR granted no further hard currency loans.
WEFA notes thet the Soviets did provide indirect aid: by allowing the Poles not to buy




assumed that a declaration of defsult would induce the Politburo to do
a complete about face? Moreover, why would Soviet leaders wish to be
seen undertaking to save capitalist bankers from the consequences of
their folly? A rescue operation for Poland and Western bankers would
be all the more undesirable for the signal it would send of probable
Soviet readinees to support other East European economies that might
experience financial difficulties. It did not take much knowledge of the
Soviet balance of payments situation to recognize that even if it
wanted to Moscow could not possibly afford to hold its umbrella open
for any and all of its allies caught out in the rain.5?

It was much more likely that Moscow would exploit a Western
declaration of default as a means to force Poland to bear the dominant
share of its recovery costs. Blaming Western perfidy and drawing a
picture of coordinated Western conspiracy in bold strokes, the Kremlin
could demand sacrifice for the sake of preservation of the socialist
commonwealth, not just from Poland but from the other East Euro-
pean members as well. Poland’s trade orientation would surely have
turned sharply to the East, and although that was already taking place
under the near default conditions of 1982, the effects of formal default
could be expected to be much more comprehensive and lasting. It was
difficult to find political comfort for the West in such a development.

Failure to declare formal default, then, did nothing to put the Soviet
Union on the Polish financial hook. But it seems highly doubtful that
declaring default would have succeeded in doing that either.

LESSONS OF THE CRISIS

It is difficult to conclude that Western policy scored a succees in the
Polish debt crisis. Poland was cut off from sources of substantial new
credits, other than short term loans; the credit squeeze did affect most
of Eastern Europe and even to some extent the USSR. However, this
was less the result of a deliberate allied policy to impose costs on the
communist bloc in punishment for the Polish repression than of the
shocked reaction of the banks to the Warsaw government’s moratorium
declaration in early 1981 and their belated recognition of the scale of
their overextension. Martial law was lifted in the summer of 1983 and
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taken place in the internal political situation may be explained as
easily in terms of the regime’s domestic consideration as with reference
to the pressure of the external sanction. In any case, Soviet control
has returned to Poland and appears unchallenged.

A general evaluation of Western policy in East-West relations is not
the concern of this report. Our interest is to assess the implications
for the use of leverage or denial as policy instruments. The starting
point of such an assessment is that although governments, particularly
the United States, spoke of the Polish debt as providing leverage for
the West, they did not pursue a systematic leverage policy. Neither
was there a systematic denial policy. The Polish government claims
that Western sanctions cost the country over $10 billion in lost output
during 1982-1983.5% But the primary damage was done by the credit
freeze, resulting from the undirected action of banks in many different
countries. The banks were not an instrument of U.S. or allied policy
and could not have served as such except in pursuit of their private

Accordingly, the denial of credit was by no means complete and the
leverage potential of Polish need for credit was weakly exploited.
Several factors must be identified as playing an important part:

o The credit squeeze was “decoupled” from the internal Polish
situation by the success of the martial law repression. In both
1982 and 1983, by slashing imports from the West, regardless of
the effect on consumption and investment, Warsaw achieved a
surplus in its hard currency trade balance. The Jaruzelski
government was therefore under less pressure to seek substan-
tial Western economic help.

o Failure of the allied governments to reschedule official obliga-
tions relieved Warsaw of a nonnegligible portion of its debt ser-
vice obligations.

e In the bargaining between the banks and the Polish govern-
ment, it was the latter that was successful in exerting leverage.
In early 1982, it was unthinkable that Poland would be given
additional credits. By the end of 1983, 65 percent of interest
ohliuhommboin;mychdandtboothuhmsofthe

rescheduling were markedly easier. Poland made no concee-

sions on internal policy for these gains. The Western govern-
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¢ The threat of declaring default could hardly have been taken
seriously in Warsaw because it probably recognized both the
intense division within the allied ranks and the U.S.
government’s own hesitations about using the default weapon.
¢ Ultimately, a serious leverage policy would have had to involve
the promise of substantial economic aid along with an effective
threat of credit denial or even subsequent to a declaration of
default. The threat of denial was limited in scope and credibil-
ity, but the promise of aid was conspicuous by its absence. The
U.S. gove:riment would not consider discussing aid to Poland _
while the democratic movement was being crushed.** i

There are seasoned analysts who argue that Poland was too impor-

tant to Moscow for any sanctions to have made a difference in the Pol-

ish events. “To put the matter bluntly,” one writer ass:-‘ed, “U.S.

economic incentives cannot hasten nor penaities compel the Soviet and

Polish governments to return Poland to the pre-December 1981 status

quo.”® That was not the only possible goal of a leverage strategy,

which might more prudently have aimed at a substantial amelioration |

! of the post-December 1981 status. But if leverage is created by asym-
metrical dependence,® there could be few situations in which the

potential for leverage was as great as in the Polish debt crisis. The -

West was unable even to test the possibilities of exploiting that poten- <
tial, because it could not agree on either the desirability of the objec- \
tive or the strategy for pursuing the goal. *

%48ome obesrvers have argued that an offer of substantial economic aid to Poland
before martial law could have saved the democrstic movement or at least postponed the
skeptical that the offer, if made, could have been accepted, or
in sufficient time and amount to have made a discernibie

1
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VI. A NOTE ON THE GAS PIPELINE
CONTROVERSY

The idea of a major project to ship West Siberian gas to Western
Europe emerged in the mid-1970s. A prime attraction to Europeans
was the opportunity to diversify energy sources of supply in the wake
of the 1973-1974 embargo and explosion of oil prices. But the reces-
sion of the late 1970s underscored the second lure of the deal—
opportunity for large sales of pipe, compressors, and associated equip-
ment to the Soviet Union. In tandem these apparent advantages
created a powerful European drive to consummate the deal in the teeth
of American opposition (which, to be sure, did not become adamant
unti! the Ottawa summit conference in July 1981) and in disregard of
Soviet domestic or foreign policy behavior.!

American opposition suffered from several major handicaps:

1. The professed reasons for opposition varied over time. snd the
weight accorded different reasons in the later period also
varied, thus helping to confuse the Western publics and

detracting from the credibility of Washington’s posture. : \_
2. An effort to provide a concrete plan to substitute other energy : -
sources was late in developing and was not able to convince 23,

European leaders of its relevance. Further, there was no visi-
ble attempt to deal with the other attraction of the deal, sales
of pipe and equipment.

3. There was no possibility of preventing the pipeline from being
built, beceuse the Soviets had the technical and economic
capability to use domestically produced (although less effec-
tive) equipment to subetitute for European and American
imports. At best, completion of the pipeline might have been
deiayed by several years.

4. What ultimately assured the determination of the European
governments to proceed with their agreements ai d the col-
lapse of the American opposition was the U.S. extension of
extraterritorial controls on shipment of compressors and asso-
ciated equipment in June 1982. The action brought a storm of

!Actual negotiations on the deal between Moscow and the Europeans began about the
time of the invasion of Afghanistan. Completion of the negotiations with different coun-
tries took place at different phases of the Polish crisis. The post-Afghanistan period was
aleo one of incressing repression of Soviet dissidents.




indignation in Europe, centered on the alleged violation of
sovereign rights but also reflecting the threat to the front-end
sales of pipe and equipment to the Soviets. This vehement
and widespread European rejection of the American position
forced an abandonment of the central effort some five months
later.

At this point, our interest is not in the intra-West conflict that
developed over the pipeline deal, points 2-4 above, but in the leverage-
denial features of the U.S. position. Leverage was not an issue before
martial law in Poland. In the bare year that the Carter administration
dealt with the question, it was preoccupied with other matters—
Afghanistan (to which the pipeline was not unrelated), American hos-
tages in Teheran, and the presidential election. But the focus of what-
ever U.S. opposition developed was the dependence on the USSR that
the gas deal allegedly would have imposed on Europe.? As the contro-
versy wazed in the second half of 1981, more was heard of a Reagan
administration contention that the gas agreements would bring the
Soviets a bonanza of hard currency earnings in the mid and late 1980s,
just when oil exports were expected to fall off rapidly, that would make
possible equivalent levels of acquisition of Western technology.
Finally, after the Jaruzelski coup of December 13, 1981, opposition to
the pipeline became part of an effort to punish the Poles and the
Soviets and to secure a rollback in Poland to the status quo ante.

Thus, there were three different elements in the cumulative Ameri-
can position: first, negation of potential Soviet leverage; then, selective
denial as part of a strategy of generalized resource denial, but still only
to impede Soviet military development; and finally, selective denial for
negative leverage. Because the third component was not introduced
into the trans-Atlantic discussions until 1982, there was considerable
European skepticism about the link between the Polish crisis and the
gas equipment export controls: If the December 1981 sanctions were
triggered by the declaration of martial law, what development in
Poland required the extraterritorial extension of June 18827* More-
over, the Europeans claimed, the controls penalized allies far more
than they did the adversary, for the pipeline would surely be buiit with
or without the imports of European compressors. Europeans suspected

A fortheoming Rand study by John Van Oudenaren deals with the issus of Soviet
“reveres” loverage.

A related complaint dealt with the terms of the agreements—Iloans to the Soviets at
below market rates and easy repayment terme and dubious price protection on the gas

“The U.S. government's response was that it was the absence of any action in Poland
o restore the status quo ants December 13 that required further U.S. sanctions.
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that the U.S. government’s hard-currency-earnings argument was
paramount and in reality much broader in aim, that behind the
expressed goal of partial impedance of the Soviet military effort lay the
true objective of total impedance of Soviet economic stability and
growth (“economic warfare”). Finally, it was argued, the sanction was
useless in a political sense: Jaruzelski and Brezhnev had reestablished
Communist party control in Poland at great cost and risk; no economic
sanctions would be powerful enough to induce them to loosen their
hold on so important a prize to the Communist world.

Whatever the bedrock reasons for American opposition to the gas
pipeline deal in 1981-1982, the minor role of leverage was surely
encouraged by European policy. By the time the Reagan administra-
tion joined battle with its allies at Ottawa, there was little opportunity
to affect the terms of the deal. The Europeans had permitted Moscow
to maximize its own leverage by negotiating each element of the project
separately—financing, supply of pipe and equipment, and sale of gas—
and with each country. It remains a mystery why the largest project in
the history of East-West economic relations was brought into being
without an attempt by the nations making up the second largest
economic power in the world to act in concert, even for the minimum . |
objective of improving the terms of the agreement, let alone for exert- !
ing political leverage. The wasting of that opportunity must suggest

| that leverage, as distinct from benefaction, is a dead issue in Europe.
By the same token, the scope for U.S. action is drastically constricted. L\ 7




VII. ALLIANCE COOPERATION: FACING
REALITIES

CRISIS AND CONSENSUS

Three times in the short space of two years, from December 1979 to
December 1981, the U.S. government requested the support of
members of the Western alliance for measures of economic sanction to
punish an act of aggression. Only in the case of the Iranian hostage
crisis was a potent sanction, the freezing of $12 billion of Iranian
financial assets, under effective U.S. control. But the grudging accep-
tance of extraterritorial controls applied to Iran foreshadowed
America’s allies’ vehement protests when extraterritoriality was applied
in the wake of the Polish crisis in June 1982. In the case of the
Afghan and Polish crises, conflicts of interest and view among the
allies resulted in actions that undermined the effectiveness of the sanc-
tions. Only Bonn among the Western capitals strongly supported '
President Carter’s symbolic gesture, the Olympic boycott. The non-
cooperation of Australia, Canada, and the European Community, not
to speak of Argentina, helped the Soviets circumvent the far more
important sanction, the grain embargo.! Trade ties with Moscow were Lg& .

h

certainly not cut: In 1980, exports to the USSR from France and the
FRG increased 26 and 30 percent respectively; imports from the USSR
jumped by 57 and 43 percent (all at current prices).
After the declaration of martial law on December 13, 1981, President
Reagan announced a group of penalties against Poland and followed .
that with a set of sanctions against the USSR. It took four weeks of : é
discussion in NATO to enable a joint condemnation of the Polish
repression (January 11, 1982). No sanctions were levied against the
USSR until the European Community adopted a watered down deci-
sion to cut back on trade flows in March. Between January 11 and the
arrival of a high level U.S. delegation in Bonn two months later to dis-
cuss the problem, half a billion dollars of state-backed loan guarantees
on West German exports to the USSR were approved; preliminary
approval was given to additional credits of $127 million.?

!Europeans retort that the United States continued to sell grain to Eastern Europe,
despite the obvious likelihood of direct or indirect benefits to the USSR.

=118, Delegation Visits Bonn to Press for Sanctions,” New York Times, March 16,
1982.
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From the European perspective, Washington’s Polish-crisis sanc-
tions were long on costs for the Europeans and short on expense for
the United States. Few European discussions failed to indict the
Reagan administration’s rescission of the embargo on grain sales, the
mainstay of U.S. exports to the USSR, as the mark of the selfishness
and lack of seriousness of the American program.® It was Europe that
depended on capital exports—the main target of the U.S. sanctions—to
balance its imports of oil and gas from the USSR. The climax came
with the June 1982 pipeline controls, viewed as a deep affront to
national sovereignty and an effort to cut off the front-end European
benefits, exports of pipe and equipment.

But the European-American controversy on East-West economics
involved a more fundamental disagreement on basic goals and strategy
of East-West relations. Had Washington volunteered to reinstitute the
grain embargo in mid-1982 to match the European sacrifice on pipeline
equipment, the offer would most likely have been rejected as an act of
“economic warfare,” the bugbear attached to almost all objects of
denial except military equipment and technology. Europe’s negotiation
of the pipeline deal avoided exerting any leverage on the Soviet Union.
Sanctions against Poland were adopted with reluctance and little confi-
dence in their utility; sharply limited sanctions against the USSR for
its part in the Polish crisis were quickly diluted.

These episodes raised questions in the minds of many on both sides
of the Atlantic about the viability of NATO. They certainly put in
question the future potential of Western sanctions against the Soviet
Union—indeed, whether the alliance could agree on any but a minimal-
ist East-West economic strategy. If so, the range for U.S. policy in this
area necessarily would be sharply constrained.

MAINSPRINGS OF DISSENSION

No effort to understand the roots of the Western alliance’s sprawl-
ing disarray on East-West economic matters in 1980-1982 can fail to
note the pronounced differences in East-West trade involvement
between Western Europe and the United States. Imports from the
Soviet Union by the Federal Republic alone were 25 times larger than
those of the United States in 1982. Despite the salience of American
grain sales, FRG exports to the USSR were 37 percent larger than the

SAlmost 20 years before, when the United States jointly with the Federal Republic
sttempted to head off a competitive credit race in favor of Moscow, the British pointed
to the inconsistency betwesn permitting grain sales and refusing to grant credits. Stent,
From Embargo to Osgpolitik, p. 148.
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U.S. volume. German trade with Eastern Europe is similarly much
more important than that of the United States. Germans often note
that they trade more with Switzerland than with the USSR; but even
on a relative basis, East-West trade is far weightier for Bonn than for
Washington. Comparing trade with the East with total trade and
GNP, the German ratios are 4 and 11 times higher, respectively, than
the American ratios.* A German analyst notes that “by virtue of its
size the export sector has considerable clout in the process of [German]
foreign economic policymaking. Its structural economic importance is
converted into political influence through a network of well-organized
and articulate business associations.”®

But the inquiry into sources of the alliance discordance must look
beyond economics to trans-Atlantic differences in fundamental outlook
on East-West relations.® It is not just that Europeans’ tend to frown
on sanctions.® Many of them sense that they no longer share with the
United States a common conception of how to conduct relations with
the Soviet Union and Eastern Europe. Detente is for most Europeans
not just the approach of a particular period but the only viable mode of
managing the vital problem of living on the same continent with the
p Soviets. It provided the only hope of being able “to project some vision

‘Vneshniaia torgoviia v 1962, pp. 9-14; United Nations, Monthly Bulletin of Statistics,
37:17, July 1983, Special Tables D and I, Tables 52 and 62.

SMichesl Kreile, “Ostpolitik Reconsidered,” in Ekkehart Krippendorff and Volker
Rittberger (eds.), The Foreign Policy of West Germany, Formation and Contents, Sage
Publications, London and Beverly Hills, 1960, p. 134.
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as to how the conflict might be transcended.”” The Reagan
administration’s East-West policy—in matters of security and arms
control as well as economic relations—was frequently perceived as
threatening these cherished hopes.

Even the utopisnism of some of the administration’s rhetoric
frightened many Europeans. President Reagan vowed before the Brit-
ish Parliament in June 1982 to launch a political struggle against the
Soviet Union among the people of the bloc. His fervent conviction
that “the march of freedom and democracy” would “leave Marxiem-
Leninism on the ash heap of history” contributed to the image of
American adventurism. Europeans who are fundamentally pessimistic
about the East-West struggle reacted to this intended message of hope
as a threat to irrevocably seal off the possibility of enlisting the
adversary's good will. The first principle in the sacred canon of
detente is that East-West relations combine relations of rivalry with
those of shared interests. Europeans seek to minimize the former and
cultivate the latter. The President’s call for political struggle against
the communist order was widely regarded as both in dubious taste and
dangerously provocative.®

It is an irony of history that much of Europe, particularly Germany
and to some extent France, was wary of the thawing of U.S. cold war
policy under President Kennedy and in the early Johnson years. Pres-
sure by the Nixon administration was necessary to help get the Eastern
treaties, the foundation of Ostpolitik, pushed through the Bundestag.
Having settled into the nest of detente, with only occasional uneasiness
about the ultimate security of this perch, Europeans longed for stabil-
ity. Indeed, stability was transmuted into another sacred principle
(“international security presupposes an orderly, continuous and predict-
able foreign policy”),'! the more so because of the oscillation of U.S.
policy through the rapid succession of one-term presidencies in the
1970s. Germans lamented the Unberechenbarkeit (unpredictability,
unreliability) of American policy, but what they mourned was the devi-
ation from the shared perceptions of the seventies.

id,, p. 17.
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WHAT I8 TO BE DONE?

The Western alliance is no longer dominated by a single power, a
transformation that is likely to be indefinitely durable. The alliance is
not yet a consortium of equal partners, nor are the partners now like-
minded on important elements of their association. As Holst put it:
“We are still groping for the appropriate procedures and machinery to
do justice to this new relationship.”'? But the controversy is not about
procedures and machinery—although, as suggested below, there are
useful measures that might be taken; it is about concept and principle,
about history and strategy, on which compromise is notoriously more
difficult to achieve.

At the close of 1983, the noisy conflict over East-West economic !
policy died down, largely because it was replaced by the struggle in the
streets of Europe over alliance missile deployments. When the basic
identity of the Federal Republic appears to be at stake, East-West
economics takes a remote back seat. At the time the pipeline imbroglio ,_

) was smoothed over by an agreement to study the major economic ! ,
issues (November 1982), a process was set in motion that was hoped
! would lead to greater intra-West cooperation. The watchword of this
operation was to secure agreement on policy without necessarily being
able to agree on assumptions and principles. What are the prospects ‘X -
\
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for limited agreement of this kind?'® Progress has been made and is
likely to continue on strengthening COCOM as an organization and on
the procedures for controlling the transfer to the East of the evidently
sensitive categories of technology. Perhaps in the next five years there
may be visible movement toward development of an alliance energy ~
policy, reducing (or preventing an increase in) the dependence on
Soviet supplies. There is now greater sensitivity to the subsidy ele-
ment in East-West trade deals!* and the self-inflicted wounds of
Western credit competitions. But the dilemma of the benefits and
costs of selling dual-use technology is not resolvable by agreement in
principle. Nor are traditional European export inducements likely to
be abandoned easily.

The November 1982 agreement at least obliged the West for the
first time to examine the issues of East-West trade more or less
comprehensively and simuitaneously. The most useful contribution t*-

1nd., p. 4.

3Por fuller discussion, see the section on “Prospects” in Becker, "East-West
Economic Relations: Conflict and Concord in Western Policy Choices.”

“On the sise of the subsidy, see s forthcoming Rand study by Daniel F. Kohler,
Bcomomic Costs and Benefits of Subsidizing Western Credits to the Eest, The Rand Cor-
porstion, R-3129-USDP, July 1984.
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alliance can make to dealing with its bedrock conflict on East-West
economics is in fact to institutionalize and make permanent this exam-
ination of the issues. It is regrettable that members of the alliance
seem reluctant to adapt the existing economic apparatus to this pur-
pose. Although additional forums for discussion would be necessary to
involve non-NATO states, the fundamental issue is the security dimen-
sion of East-West economic relations; by definition that belongs in a
NATO framework. However, if it is infeasible to place the major
responsibility on NATO for developing and managing Western discus-
sions on this subject, it would be useful nevertheless to keep the issues
under systematic review within the several forums—NATO, OECD,
IEA, COCOM—that have been responsible for the 1982-1983 studies.
These expectations make for limited prospects of Atlantic harmoni-
zation, but the limitation was inherent in the nature of the conflict. It
is possible to hammer out a compromise on the specifics of policy
without agreement on principle, but failing such an agreement the
compromise will inevitably be a lowest common denominator.
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VIII. CONCLUSION

A German analyst ruefully judged that all the concepts of East-West
economic relations are “tired”; they all lack plausibility.! The examina-
tion of elements of the theory of denial and leverage in this report
pointed out important difficulties of both cardinal strategies:

e Selective denial aimed at technology transfer—the persistent
dilemma of control posed by the continuum of civil-military use
e General denial
— The difficulty of distinguishing “normal” from “strategic”
trade
— The uncertainties in the multiple links among effective
resource constraint, military power, and external behavior
e Leverage—the inevitable arbitrariness involved in deciding on
how much leverage and for what objectives.

It was also observed that although the Soviet economy is more depen-
dent on trade than generally believed, a distinction must be observed
between dependence and vulnerability. Taking into account the char-
acter of the USSR's trade partners and Moscow’s willingness to resist
external economic pressures, Soviet vulnerability is appreciably smaller
than trade dependence arithmetic suggests.

The cases reviewed in this study illustrate many of these difficulties
but highlight othorcntwnlwuknmofdonullwommopouhon
The early 1980s saw the failure of attempts to employ oeonomc instru-

to agree on the desirability of the goal and on a strategy to resch the
goal. Behind this abstract generalization, there is the emotion-
intensive controversy among members of the Western alliance on the
besic issues of East-West relations. The gulf between Washington and
the capitals of its allies appears large, despite the small steps that have
been taken to bring the conflict over trade policy under some control.
Osthandel is an integral part of Ostpolitik, we have discovered, and not

just in Germany. In only two brief intervals of its short history has
the Western alliance had a conssnsus on East-West policy—eat the
beight of the cold war and in the heyday of detents. With the end of

¥

1970s Washington became convinced that neither perspective was

'Reinkardt Rummel, “Improving the Implementstion of Political Strategy,” in
Nerlich and Thomeon (eds.), The Future of East- West Reletions.




T8

appropriate and searched for a new policy direction. Europe remains
unconvinced of the need for a major change, and the alliance has
experienced a tug of war for control of the policy rudder.

Under these conditions, the only possibility for effective denial over
the long term is to aim at selective impedance of the Soviet military
effort. Only on this objective can an alliance consensus be reached.
The tendency of the United States to oscillate between flashes of
anger, expressed in partial sanctions that are undercut or otherwise
abandoned, and efforts to restore relations of cooperation with the
USSR leaves little room in this country for the patient, obstinate pur-
suit of long term leverage. Successful leverage can probably be exerted
only with respect to second-order concerns about Soviet behavior, but
public support in the United States for the sacrifices involved in the
application of leverage is unlikely except for issues that Moscow finds
too sensitive for retreat. In Europe, leverage is generally approved only
in its dimension of benefaction, which seriously, perhape fatally, erodes
its potential.

Between their conflicts over basic perspectives and the clash of par-
ticular national interests, the members of the alliance have appeared
paralyzed at critical junctures. Reflecting on the response to the Pol-
ish crisis, a respected German newspaper observed that the Western
democracies

know they cannot get up the courage for an appropriate response.
But they have no idea, and that is not at all to their dishonor, what
an appropriate response should be in such a case. They also know
they are too divided for sanctions, and besides have grounds to doubt
the effectiveness of sanctions.’

In the dualism of confrontation and cooperation, rivalry and shared
intervsts that all members of the West recognize as a living imperative
of their relations with the East, Europe wishes to softpedal the former
and rebuild the latter. Given also the domestic structural handicape of
U.S. policy formation, prudence and realism indicate that economic
policy in the 1980s can play only a marginal role in the Western stra-
tegy of East-West relations. Limitation of Western economic depen-
dence and vulnerability, reduction of the subsidization of the Soviet
economy, narrowing of the direct contribution to Soviet military
power—these are feasible objectives of Western policy. More ambitious
hopes of using the West’s vast economic power to alter Soviet behavior
seem sadly incompatible with the realities of Western national and alli-
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