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begin to consider whether and how the Summit could facili-
tate successful conclusion of the negotiations.

Other Priority Issues

MTN Implementation - Our trade strategy for the 1980s should

build upon the successes of the 1970s. In particular, the
Summit participants should agree to work for full and
effective impiementation of the MfN agreements by all
signatories. The manner in which the MTN codes are applied
will determine £he shape’ and effect reness of GATT discipline
over nontariff barriers in the decade. MTN implemen-
tation has in general been proceeding satisfactorily but
sustained effort is needed over the coming years.

-

Trade .in Services - International trade in services can

contribute to the same economic benefits as trade in goods,
including economic efficiency, economic growth, increased
employment and productive investment in the world economy.
In the past 30 years, services trade has increased at an
ext: > inary pace, reflecting the growing service-oriented
1 E the advanced economies. The inte ational rules
and procedures which have developed ovér the past several

decades with respect to goods, for the most part, do not
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A second question is that of the most appropriate
institutional vehicle for initiating and carrying out work
on the topics which we identify as needed to be addressed.
We will want to take advantage of the dynamism and competence
of the new Director-General of the GATT. On some topics,
however, such as services and investment issues, we have
made a constructive beginning in the OECD and we should en-
courage that institution to play a continued role. We must
at the same time recognize that the launching of initiatives
in the GATT before there is a broad consensus among the major
developed countries could result in the kind of polarized
North/South type of dialogue we want to avoid. On all
issues we will want to encourage the GATT and the OECD to
work more closely together than they have in the past.

These considerations lead us to suggest that we
consider asking Emile van Lennep, acting in his personal
capacity, to consult with representatives of'key developed
and developing countries, to develop an agenda of trade
issues for the 1980s, and to report back to the 1982 OECD
Ministerial. The Summit could endorse this approach.

A meeting of GATT trade ministers, at the right
moment and with careful preparation, could be very useful

to pursue.
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S | NSC #1992
MEMORANDUM
NATIONAL SECURITY COUNCIL

INFORMATION April 13, 1981

MEMORANDUM FOR RICHARD V. ALLEN
FROM: HENRY R. NAU

SUBJECT: East-West Paper for the
Ottawa Economic Summit

In my weekly report, I promised you a copy of the revised
East-West paper for the Summit which we worked on over the
weekend; it is attached. The Secretary of State is reviewing
it and a decision will be made by COB today on where the
paper will be discussed for Cabinet approval. If you feel
strongly about this paper being considered by the NSC, I
suggest that you confer with Haig and present a unified
position Es;this question to the Vice President.

I have red-lined the key sentences of the paper for quick

reading.
Attachment: ﬁ>
a/s xp 4)\







East~West Economic Relations:

A Prudent Apprcach

Economic relations with the Soviet Union and the Eastern

— il

European countries should be conducted within the context of

R

the broad political-security objectives of the Western allianc

These objectives include:
-- to nurture cooperation among the Western allies and
purposes
enhance the commonality of alliance/and approaches toward the
Soviet Union and Eastern Eurocope;

-=- to strengthen Western defenses in order to deal with
the reality of a more rapid Soviet buildup in military power;

-- to couﬁter the projection of Soviet power both direct
and indirect in Eastern Europe, Southwest Asla, northern Afric
Central America, and Indo-China:

-=- t0 seek to influence Soviet behavior to contribute pos.
to a pluralistic, free and peaceful world;

-- to foster diversity in Eastern Europe by promoting dom
liberalization and foreign policy independence from the Soviet
Unicn.

The Soviet Union and its Warsaw Pact allies remain the
Principal threat to Western security. The Soviet Union
continues to devotée . an excessively large share of its gross
national product to the military sector. This enhancement of
Soviet power coincides with aggressive Soviet foreign policy
behavior -- open aggression in Afghanistan, visible threats

on the borders of Poland, deplovment of theater weapons in

iwve

tic




Europe (SS-20s) and support for leftist revolutions and
terrorism (e.g., Libya, Ethiopia, Angola, El Salvador).
Whenever possible the Soviet Union, with the support of other
states of Eastern Europe, most notably the GDR and Bulgaria,
seeks to exploit indigenous discontent to bring to: power
elements which are hostile to Western political and economic
institutions and in the process to enhance the Soviet Union's
world position.

At the same time, the Soviet Union and some of its Warsaw
Pact allies are unusually vulnerable at home, particularly in
the economic area. All studies of the Soviet economy show at
best very slow.érowth in the early 1980s; some foresee
sharp declines in GNP. Economic difficulties in Eastern
European countries are also severe and will exert a further
claim on Soviet resources.

The combination of Soviet militancy and economic vulnerability

D

creates a unigque need and opportunity for the Western allies to

pursue more competitive policies toward the Soviet Unien across

a range of issues.

As the Western allies seek to deter further aggressive Soviet

actions in Poland and elsewhere in the short-term and to redress

the military balance with the Soviet Union over the near term

NS

(5 or 4? ), they must explicitly recognize the relati 1ip

between these objectives and the conduct of economic relations

with the Soviet Union and Eastern Europe. These economic relations

may enhance Soviet military capabilities directly, transfer



technology not otherwise available which makes a significant
contribution to military capabilities indirectly, and contributes
more broadly to the Soviet ability to sustain levels of military
expenditure far in excess of those Western countries with dif-
ferent domestic constraints may be able to match in the future.
Further, certain economic relations with the East may lead to
levels of dependence which increase Western vulnerability to
political influence and coercion by the Soviet Union; and
other economic relations may offer an opportunity to influence
future Soviet and Eastern European economic and political behavior
Given these considerations, the Western countries must
review systematically policies toward economic relations with
the Soviet Union and the Eastern European countries to take
account of the different political~security conditions which
prevail today and to influence the future course of Soviet policy
in Europe and around the world.

Under what guidelines should the Western allies collectively

estrict, manage or utilize the influence of their economic

relations with the Soviet Union and Eastern Europe to advance

broader Western political-security objectives?

In answering this fundamental question, distinctions can
be made with respect to four areas of economic relations:

1. -
and technology:;

2. foreign policy and contingency controls - controls on

selective or overall trade designed to further political ob-

jectives, including signaling éisapproval of Soviet actions,



punishing the Soviet Union and its Warsaw Pact allies, or

exercising leverage over these countries;

L////’ 3. management of economic security - management of the
levels and terms of trade (e.g. subsidies) to limit:dependence
on markets or resources of the Soviet Union and Easterm
Europe or to reduce vulnerability, arising from such dependence,

to the exercise of Soviet leverage over the West.

U/// 4. utilization of economic influence - coordination of Western
trade and financial policies with respect to Eastern European coun-
tries and in the longer-run, the Soviet Union to influence these

institutions of the international economic system.

The most restrictive approach to economic relation; between

East and West would impose limits on relations in the first
three areas and hold out little prospect for meaningful progress
in the fourth area. The least restrictive approach would
promote trade énd financial flows in the fourth area, expecting
to maximize positive influence, and impose limits only on strategic
trade. Neither of these extreme approaches seems well suited
to the present period.

'\ Present circumstances call for a prudent and more

1w v 1
assumptions and principles. Specifically, such an approach

should seek to:

-- review the adequacy of strategic controls and improve

the enforcement of these controls;




\

-- recognize that foreign policy controls are a vital aspect
of contingency planning and impose these controls primarily
in crises, if possible in connection with agreed objectives and
fo;:specified period of time (otherwise avoid imposing such
controls);

-- foster discussion and review of levels of depencence
on Eéstern resources and markets, and development of collective
measures to protect against vulnerability from this dependence
ie. Soviet threats to disrupt economic relations designed to
extrzact political concessions from the West (the Soviet Union's
equivalent of tﬁe "oil weapon")..

- conceré policies to enhance adherence by Eastern European
countries to rules and discipline of economic relations as

practiced in the West.

Strategic Controls

The Western allies have administered controls.on trade in
strategic goods and technology with the Soviet Union and Eastern
Europe for more than 30 vears through the Coordinating Committee
(COCOM). Despite its informal nature, COCOM has been relatively
successful in slowing the transfer of military significant
technology to the East. The West has protected important
lead~-times over the Communist countries in the development
and application of militarily significant technologies and has

added to the costs of Soviet developments in the military sector.



After the Soviet invasion of Afghanistan, the COCOM
partners discussed a range of issues involving stricter controls
on the export of strategic goods and technology to the Soviet
Union and adopted a policy in practice not to seek exceptions
in COCOM to sell embargoed goods to the Soviet Union. This
discussion has focused a number of issues which need to be
further reviewed and studied by the Western allies:

-= Should the no-exceptions policy become a permanent
feature of COCOM, at least during the near-term period in which
the West seeks to overcome Soviet military advantages?

~- Are the COCOM partners controlling the right goods
and technologies?

-- Is the existing list of COCOM=-embargoed items adequate
and up-to-date in relation to the advance of technological
developments in certain areas? (For example, COCOM controls
on manufacturi;g technology and software are somewhat ambicuous.)

-~ Are the existing COCOM criteria, which provide the
conceptual basis for determining whether equipment and
technical know-how should be controlled, adeguate to restrict
the transfer of important, militarily significant "process
know-how" or know-how that is transferred through package deals
involving the systems management and overall integration of
big projects in militarily relevant industrial sectors (metallurgy,
chemicals, heavy vehicular transport, shipbuilding, aerospace,

cormunication, computers, and machine building)?



-~ Are existing national and collective efforts to enforce
COCOM decisions adequate? Is there a need and opportunity for
more intensive consultation and cooperation among the allies
in dealing with:

l. new scientific/technical developments -- are there
end uses, especially military applications, which are not
immediately apparent to the developer;

2. availability -- are comparable technoligies available
from more than one source;

3. intelligence -- wider sharing of intelligeﬁce information
on enforcement of COCOM regulations and on Soviet technological
capacities and military needs;

4. commercial espionage -- how to restrict Soviet acquisition
of technology through other channels:;

5. varying national authorities to control strategic
exports -- review of respective national authorities and
institutions to implement strategic controls.

Several mechanismS exist through which these discussions

may go forward (NAfO, COCOM, OECD, etc.) But the Summit

countries may wish to consider whether the Western allies

need to create a new forum to conduct the high-level policy

raised in this section.




Foreign Policv and Contingencv Controls

Foreign policy controls have been less systematically
discussed and dealt with among the Western allies than security
contrals. PRexspectives diverge on the necessity and effective-
ness of such controls, the objectives to be served by such
controls, the real impact, if any, of such controls, and the
timing and nuance of such controls when used as signals.

The Soviet invasion of Afghanistan and threatened
intervention in Poland have contributed to 2 more intensive
discussion of political or foreign policy controls on exports
to the Soviet Union. After Afghanistan, the United States
imposed a series of unilateral controls:

1. on grain shipments to the USSR in excess of eight
million metric tons per year, the ceiling established in the
US-Soviet long~-term grain agreement;

2. on non~grain agricultural products which might
substitute for grain (e.g., soybeans, vegetable oils and meat);
3. on phosphate shipments to the USSR, blocking full
implementation of a 20-year barter arrangement between the

USSR and Occidental Petroleum;

4. on Olympics-related equipment and services;

from oil and gas equipment): and

6.ondiesel engine assembly line for Rama River truck plant.



The United States then sought to persuade its allies to cooperate
with these embargc measures, particularly the agricultural and
diesel engine assembly line controls.

What is clear from past experience is that such controls
are more effeétive if they are implemented collectively and
that the allies have been able to agree on such controls more
readily in the context of contingency planning for crisis than
in the aftermath of crisis. It may be useful therefore to limit
the consideration of foreign policy controls to contingency
planning. Such consideration might entail not only a
determination 5f what should be controlled under different
types of crisis but alsco what conditions should be fulfilled
before the controls would be lifted (e.g. withdrawal of
offending adversary troops from a par?icular territory or less
stringently, initiation of a peace process to effect such
withdrawal). It should not be expected that firm, precise
agreement will be reached on such actions and goals prior to
the occurrence of the crisis, but essential and highly useful
preparatory work could be accomplished, cocordinating perspectives
in relation to various scenarios and achieving better understanding

of national and collective capabilities to undertake important

1 ti s : 1 . -ach € _»orts

in the case of contingency planning for Poland have proven

fruitful.
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The Summit countries may wish to consider various alternative:

for conducting more svstematically and on a2 more sustained basis,

particularly as long as threats remain actual, studies of the use

of foreign policvy controls on exports to the Soviet Union and othe:

Communist countries in the event of a crisis.

Management of Economic Security

The foregoing discussion suggests_ﬁpgp the basis for allied
agreement on control of trade with the East is strong in the
area of strategic goods and technology and less strong, though
nevertheless potentially significant, in the area of contingency
planning for tAe use of foreign policy controls in crisis
situations. In the trade area more generally, economic and
political interests among the allies differ. Geographically
and historically, Western Europe has longstanding trade and
cultural links with Eastern Europe. The tables in Appendix
A show that Western Europe has a much higher stake in
trade with the East than the United States, Canada and perhaps
also Japan. For Western Europe, this trade is an important
component of domestic employment and industrial revenues.

These differences cannot be ignored, anymore than the obligation
they impbse to ensure that there is broad confidence and clarity

)ng the allies concerning the levels and terms of trade in
their respective economic relations with the East.

The issue in collective management of broader economic
relations with the East is less restriction of trade and financial

flows than careful monitoring of the consegquences of such trade,
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particularly the acgquisition by the Soviet Union and Eastern
European countries of a degree‘of leverage over Western

. countries that permits direct political influence over the
policies"of Western countries or that sharply reduces the
options of Western countries in dealing with Eastern countries.
This is a different concern from that which seeks to use
Western economic relations to influence the Soviet Union

and Eastern European countries (see next section). It deals
with Soviet and Eastern European economic influence over the
West. This influence derives in the first instance from the

level of devendence of the West on Eastern resources or

markets. In purely economic terms, such dependence is reciprocal.
A supplier is beholden to the customer as much as the reverse.
The Soviet Union and its Eastern European allies have as many
economic reasons to preserve such trade as the West. It benefits
them no less than us. Nevertheless, in situations where
political - seéurity interests diverge, it would be unwise
to rely on the mutually beneficial economic consegquences of
trade and financial relations to preserve these relations under
all circumstances. Parties will be constantly searching for
advantage. If the potential, threat or actual decision to
cut off supplies (or market) should result at any point in time
in greater disadvant _: to one party than the other, the
incentive and opportunity to exercise leverage would emerge.

The potential for influence thus ultimately derives from
~=7--y; ility not dependence. Vulnerability results from failing
to review continuously among the Western allies the advantages

and disadvantages of various economic relationships and failing
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to consider measures to protect against efforts by the other
party to manipulate these advantages and disadvantages. In
their economic relations with the East, the Western countries
will have to worry less about the levels of trade and financial
relations the more they consider means to protect against
the vulnerability which derives from these levels. An
essential means to preserve gains in economic relations with
the East therefore is for the allies to enter into discussions
to deal with vulnerability. Unless this is done, the levels
of dependence themselves will become matters of controversy
and act to undermine confidence among the Western allies in
their respecﬁiée economic relations in the East.

The Western allies should observe a prudent concept of

economic securitv in their economic relations with the East.

This concept ;ppplements the more familiar concept of strategic
security but is very different in its premises and application.
Economic security does not necessarily imply the restriction
or even discouragement of levels of trade and other economic
transactions between East and West. Rather, it involves
building in redundancy to protect against the disruption of
supply of critical materials (e.g., natural gas) from
the Soviet Union and Eastern Europe through back-up emergency

r : 1
for development of alternative supplies, etc. 1In some sense,
this might be though of as the equivalent of an "IEA" for
East-West trade (i.e. preparing for short-term supply

disruptions of Eastern resources and developing long-term alternatiwve
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- .

The concept also applies to the development of markets in
. the East for supply of Western goods and financial services
(as opposed to the acquisition of goods or resources from the
East). In this case, management involves consideration of
alternative markets or alternative uses (e.g., stockpiles, .

food reserves, exports of capital goods to developing countries,

protection against excessive financial exposure, etc.) for Western
exports if strategic realities should warrant cutting off exports
to the Soviet Union or Eastern Europe. (It also implies, inci-
dentally, maintaining open markets in the West to reduce pressures

to expand trade with the East.)

There are.a host of issues raised by this concept which
deserve further discussion and study among the allies:

-- Are there alternatives to substantial Western European
reliance on Soviet sources of supply (e.g. of gas, o0il or mineral:
or on Soviet markets? (What is the relationship here between
access to energy resources in the West and Middle East and
decisions to obtain such resources from the East?)

-~ Should the allies continue to subsidize trade with the

East (e.g., concessional export credits) particularly for products
and projects that contribute to potentially troublesome levels

of dependence and vulnerability?

~-- What are the implications of the debt problem for narrowir
Western oﬁtions in dealing with Eastern European countries and
the Soviet Union, especially as long as some of these countries

remain free of the discipline of the IMF and other Western
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institutions? (The point here is can the West afford default
any more than the East and, if not, does the financing of higher
levels of debt contribute more to our potential leverage over
them or their potential leverage over us?)

The Summit countries may wish to adopt the concept of

economic securitv for further discussion and study within

the various existing or perhaps new mechanisms dealing with

Western economic relations with the East.

Utilization of Economic Influence

Considerable trade and financial activity takes place between
East and West which does not raise concerns of strategic or economic
security and which in normal times is not subject to political or
foreign policy controls. This economic activity offers some
opportunity to influence Eastern European countries and perhaps
less so the Soviet Union, aithough recent history would suggest
that such influence is not very great. Economic relations with
the East are neither as significant for improving political and
.security relations with the East, as some argued in an earlier
period, nor as important, if these relations could be reduced, for
adversely affecting the political and security programs of these
countries, as others might contend. Nevertheless, given the more
competitive character of relations today between East and West,
it is useful for the allies to consider how they might orient
their broader trade and financial relations with the East to
maximize influence over the economies and political behavior of
Eastern European, countries and eventually perhaps also the Soviet

Union.
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In thiss consideration, the Western allies should be guided
by several common objectives:

-- to foster diversity among the Eastern European countries

and particularly increased flexibility and independence

from the Soviet Union;

-~ to avoid alleviating the costs to the Soviet Union of

its hegomonial policies in Eastern Europe and its imperial-

istic policies, with the support of some Eastern European

countries, outside Europe;

-- to encourage the Eastern European countries increasingly

to subject their foreign and indirectly domestic economic

activities to the rules, discipline and eventually insti-

tutions of the Western economic system.

In implementing these common objectives, the Western allies
must recognize the diversity of their own relations with Eastern
European countries, as well as the diversity of the relations
of individual Eastern European countries with the West. ihe
Table in Appendix A shows trade data for 1979. While Western
trade with the East is more important for some countries than
for other, it is not in general a significant share of total
exports or imports. The share is highest for the FRG where
exporis to the East account for some 6.5% of total ekports
al - 1.5% JR lor . A . did ion of
would have an impact on the FRGs economy especially as much
of the FRGs exports are in chemicals, manufactured goods and
machinery. On the other hand, trade between North America

and Eastern Europe, despite a rather dramatic exgpansion over
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the last decade, is still rather modest; in fact, as a share
of total trade, it has stabilized over the last five years.

Por the countries of the East, Western markets represent
the most significant outlet outside of CEMA. With the exception
of Bulgaria, most of these countries have relatively large
shares of exports going to the West, representing far higher
percentages of their total trade than is the case for Western
trade with the East. All Easti n European countries {(and the
Soviet Union) show deficits in their trade with the West, as
much as one-quarter overall, gi ing rise to the flow of financial
resources that has resulted in the large cumulative debt of
the East.

The commodity patterns of East-West trade also exhibit
considerable diversity (see Tables IV and V). The bulk of
Western exports to Eastern Europe are in food, chemicals,
manufactured goods, machkinery and transport eguipment. Western
Europe exports primarily chemicals and manufactured goods although
France also exports a considerable volume of food and live
animal products to the USSR and Poland. 1In contrast the great
bulk of exports from North America is in feed grains and wheat
with only modest amounts of manufacture. On the import side
fuels dominate the picture for Western Europe with chemicals
the other leading category. Japan's imports are mainly raw
1 terials ané some wood and paper product from the USSR. US
imports are dominated by meat products from Poland and manu-
£ ‘tured goods from the USSR, Poland and Romania.

The West is clearly a more important market for Eastern
Buropean countries than vice-versa. This reality should be

recognized as an opportunity to coordinate Western policies to
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~

increase the influence of Western economic rules, disﬁipline
and institutions on the economies and foreign trade, investment
and financial interactions with these countries. This can be
accomplished in several ways. Four of the countries are
already members of the GATT. While Bulgaria and the GDR are
unlikely to join in the foreseeable future, Western countries
should encourage this as a long-term objective of trade with
these countries. All six countries should be encouraged to
pursue discussions with the West on further trade liberalization
through the GATT mechanism, to adhere to GATT rules and to bring
any trade disputes to the GATT. These dicussions could help
to ease West European vulnerability to a cutoff in fuel imports
and to reduce North America's vulnerability to a shutdown of
one of its principal markets for agricultural exports.

On the financ%al side, the East has come to rely more on
hard currency earnings from exports to the West to purchase
the equipment it needs for growth. But credit has also become
a major component of the expansion of trade. Outstanding Western
loans to CEMA have reached nearly $80 billion. This too is a
two-edged sword. On the one hand, it has drawn the Eastern
European countries into a closer working relationship with
Western financial institutions. The countries of the East are

R X

they become a poor credit risk. They thus have strong incentives
not to let this happen. On the other hand, there is considerable
leverage in the opposite direction. Western banking institutions,
and hence governments, may go a long way to accommodate a

creditor rather than run the risk of default. This tendency

may be accepted as long as the Eastern European countries are
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subjected more and more to accountability based on accepted
rules and procedures in the Western world. Unless this is done,
Western trade and financial flows to these countries weaken
their capacity to progress along sound and fruitful economic
paths and also serve to alleviate the costs to the Soviet Union
of maintaining its relations with these countries. For example,
the Western countries should continue to pursue the gquestion of
IMF membership for additional countries of East Europe, e.g.,
Poland, Bungary, Czechoslovakia.

The Summit countries may wish to consider the need to

establish on an ongoing basis a collective monitoring and review

process to backstop trade and financial negotiations with

Bastern European countries and to coordinate Western efforts to

extend the influence of Western rules, procedures and institutions

to economic relations with these countries.
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