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The Soviet Economy in 1988:
Gorbachev Changes Course

Summary

In 1988, prompted by another year of slow economic growth,
continuing disappointment in his efforts to modernize and reform the
economy, and rising consumer dissatisfaction, General Secretary Mikhail
Gorbachev reassessed and revised his economic policies. Gorbachev remains
committed to his original vision of a revitalized economy. He has, however,
apparently concluded that he cannot realize this vision as rapidly as he once

thought possible, nor proceec directly along the path he initially planned to

follow.

According to our estimates, the Soviet economy grew by only about
1.5 percent in 1988--the second straight poor yearly showing. Meanwhile,
Soviet media indicated that the campaigns to modernize industrial plant and
equipment and reform the economic system and even the once much-vaunted
anti-alcohol campaign were not only failing to meet the leadership s
expectations but were occasioning major disruptions:

Only 68 percent of the state's priority projects scheduled for

commissioning last year were actually completed and the growing

backlog of unfinished construction testified to widespread waste

of investment resources.

Although economic perestroyka has yet to include such radical

moves as the elimination of price subsidies, the economic reforms

that have been introduced reportedly have been confusing to

planners and managers accustomed to Brezhnev-era ways of

conducting their business.



Reduced state revenues combined with increased state spending
for investment, defense, and subsidizing unprofitable factories
and farms substantially boosted the budget deficit and, in turn,
inflationary pressures.

Consumers grew more dissatisfied and more willing to voice their
complaints--a development driven home to Gorbachev during a
much-publicized trip to Siberia where he faced crowds of angry

consumers.

Recognizing that a continuation of these problems would threaten both

the USSR s economic well-being and his own political standing. Gorbachev

launched a number of major policy changes designed to increase substantially

the production of consumer goods and services, reduce the budget deficit,
and postpone reforms that would require sacrifices on the consumer s part.
These shifts were reflected in:

The approval of a 1989 plan that greatly increased the priority

of consumption.

A subsequent decision to cut state investment for the first time

sjnce World War |1,

The promise of a 14.2-percent cut in overall defense

expenditures over the next two years.

The leadership's move to put retail price reform on hold

indefinitely.

The adoption of this package of measures does not signal the

abandonment of modernization or economic reform. The cutbacks in

investment are to come primarily from large, expensive projects such as land

reclamation. At the same time, the leadership has reaffirmed its commitment




to retooling Soviet plants with modern equipment. Similarly, Gorbachev is
proceeding with reforms such as land leasing and the encouragement of
private-sector initiatives. Still, he has clearly modified his program in an

effort to increase popular support for perestroyka and reduce its disruptive

impact.

The shifts that Gorbachev has implemented, in our view, have the
potential--if sustained--to boost consumer welfare and bring a sense of order
to the economy. A successful diversion of resources from defense to
consumption, in particular, could do much to increase worker incentives and
ease inflationary pressures, thereby paving the way for the eventual
implementation of key economic reforms. Effecting such a diversion,
however, will be no easy task given the inefficiencies that plague the Soviet

economy .

Gorbachev, moreover, is likely to face political as well as economic
obstacles to proceeding with his program. He will increasingly be held
personally responsible for any of its future failures. This situation
obviously increases the pressure on Gorbachev to produce results.
Moreover, his decision to alter the pace of economic restructuring has made
him vulnerable to second guessing--opponents and bureaucrats could see
Gorbachev's temporizing as a sign of weakness and become even more
recalcitrant. Although the regime has portrayed the defeat of a sizable
number of party officials--several at high levels--in the March 1989 elections
as a warning to those who are resisting Gorbachev's reforms, the
unexpected repudiation of so many party officials almost certainly has
strengthened pressure on Gorbachev from more conservative leaders who
view his political reforms as a threat to party authority. On the other

hand, the election of a bloc of radical reformers beyond Gorbachev's control-



sin--gives those who have

-such as former Moscow leader Yel't

reform a new forum in whi
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The Soviet Economy in 1988:
Gorbachev Changes Course

This joint CIA-DIA report is the fourth in a series examining General
Secretary Mikhail Gorbachev's efforts to revitalize the Soviet economy and
the implications for defense. In particular, it assesses the major policy
shifts Gorbachev initiated in 1988 to get his program on track. The first
part of the paper details the economy's performance in 1988 and the status
of the modernization and reform programs. The paper then discusses
Gorbachev's backtracking on economic reform and his move to shift resources
to consumer goods production. Finally, we consider whether these changes

are likely to be successful.

1988 Economic Performance: Few Bright Spots

According to our estimates, after a spurt in 1986 the Soviet economy

grew by about 1.5 percent in both 1987 and 1988 (see box 1), a rate

-

Inset 1
Intelligence Community Estimates vs. Official Soviet Claims

Although Soviet media commentary ond leadership statements on last
year's economic results have been highly negative, the officially reported
growth of Soviet CNP--5 percent--is substantially above the Intelligence
Community’'s estimate, as well as high by historical Soviet standards. As
in the past, Moscow's official statistics exaggerate actual growth both
because of their failure to correct completely for inflation and their
understatement of agriculture's Influence on overall economic performance®.
Soviet leaders have become Increasingly critical of the official growth
statistics and our estimate of the growth of Soviet GNP last year--about 1.5
percent--is currently more in line with leadership statements of the
economy's performance thon the growth figures reported by the state
statistical authorities.

* See Revisiting Soviet Economic Performance Under Glasnost: Implications
for CIA Estimates, SOV 88-10068, September 1988, Central Intelligence
Agency.
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reminiscent of the pre-Gorbachev "stagnation years™ (see figure 1).
Although the regime could take some comfort from the acceleration in the
growth of labor productivity last year--as enterprises disgorged surplus
labor and used the savings to raise wages and salaries--the performance of
most sectors of the economy was extremely discouraging to Soviet leaders
(see Appendix A for a detailed discussion and Appendix B for selected
tables). A disappointing harvest did much to slow the economy's growth--
farm production fell by an estimated 2 percent. Record highs in the
production of meat, milk, and eggs were more than offset by a grain
harvest that--according to Soviet statistics--was about 8 percent less than in
1087, a potato crop that was the worst since 1951, and stagnating vegetable

and fruit production.

Not all of the blame for slow growth, however, can be attributed to
agriculture. Our estimates indicate that industrial production increasec by
only 2-2.5 percent last year--not much better than the sluggish rates
registered throughout most of this decade. This continued low growth might
have been acceptable to the leadership if it had been caused mainly by
enterprises halting production in order to retool--a development that might
promise more and better output in the future. Unfortunately for the
Soviets, such was not the case. Instead, supply disruptions, failure to
bring new capacity on line, and confusion generated by reform measures
such as wage reform and self-financing constrained output in most branches
of industry. The crucial machinery sector continued to fag as even high-
priority state orders for many types of machinery were not fulfilled.

Although energy production grew by about 3 percent according to our

10ur estimates for 1988 are preliminary, and, as with previous estimates,
will probably be revised slightly as more complete information on the past year's
economic performance becomes available to us.



Figure 1
USSR: Growth of GNP, 1965-88
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estimates--a respectable rate in light of the continuing difficulties of oil and
coal extraction--the much ballyhooed Soviet campaign to conserve energy

showed few positive results.

The Soviet leadership has expressed increasing alarm over the lack of
economic progress. Premier Nikolay Ryzhkov in a year-end review of the
economy painted an especially gloomy picture. Although some of the
economy's problems were due to circumstances beyond Moscow's control--the
Armenian earthquake (see box 2), for example--Gorbachev placed much of
the blame on the failure of his own policies to take root. In a speech to
scientists and cultural figures on 6 January 1989, he said that progress in
the modernization program was being made only "very slowly” and that
economic reform is "still encountering resistance.” Yet the leadership
currently seems most worried about the growing inflationary pressures
caused by large state budget deficits and the consequent consumer
discontent. In his 6 January speech, Gorbachev labelled this "the key
question,” while on 14 January 1989, Premier Ryzhkov said that the USSR's
"most important task...[is] to satisfy the Soviet people's steadily growing

needs."

Slow Progress on Perestroyka

To judge from media commentary and leadership speeches, the Soviets
were counting on continued positive results from their "human factor”
campaign to achieve higher overall growth and effect some tangible
improvements in living standards during 1988. They also expected their
program to retool civilian industry to begin to bear fruit. Finally, they
hoped that new economic reforms would get the economy on the path to

economic vitality. In each of these areas, however, they were disappointed.
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Inset 2

Economic Impact of the Armenian Earthquake

The Armeniaon eorthquoke of 7 December 1988 dealt o0 severe economic
blow to o republic olready hobbled by months of ethnic unrest ond economic
dislocation. Before the earthquoke, Armeniao's economy was suffering from
work stoppoges and disruptions resulting from ethnic closhes between
Armenians ond Azeris.

The earthquoke killed an estimated 25,000 people aond left 500,000
homeless, with domage to the region's industry, rail lines, road system,
and power lines. Economic recovery will cost billions of rubles and toke

several years:
. Moscow plans to construct about 5 million square meters of housing

over the next two yeors, at an estimated cost of over 3 billion
rubles, or 5 percent of annual Investment [n national housing

construction,
- The length of time needed to rebuild damaged factories suggests

that Armenian industriol capacity will not be fully restored for ot

least four yeaors.
- Armenion ogriculture will falter until destroyed irrigation systems

are rebuilt,

Although the damaoge to the small Armenian economy will have only a
maorginal effect on national economic performance, It will still strain

Corbachev's economic program:
. The costs ossocioted with reconstruction will increase the Soviet

budget deficit oand probobly exceed the 8-billion-ruble cost of the
Chernobyl' cleonup.

- The diversion of food and consumer goods to the stricken region
will threoten already limited supplies of some of these commodities
In other republics.

- Moscow's Intervention In the economy to relieve the effects of the
eorthquoke will further retord on olready deloyed prograom to
Increase enterprise independence ond move toward economic
decentralization,

"Humon Factor” Caompaign. To give momentum to the economy,
Gorbachev first relied on his "human factor" campaign, which included a
series of measures to increase personal accountability, improve worker
attitudes, and "weed out" incompetents. The most visible of these measures
were his campaigns for discipline and against corruption and alcoholism.
During his first year in office, for example, 25 economic ministers and state
committee chairmen were replaced as Gorbachev made clear his intention to

hold government and party officials more responsible for their performance.



The Soviet press during 1985 and 1986 also indicated that as a result of the
anti-alcohol campaign, there had been a marked decrease in absenteeism,

fewer industrial accidents, and increased productivity overall.

Gorbachev continued to press parts of his "human factor” campaign in
1988. With the trial of former General Secretary Brezhnev's son-in-law
Yuriy Churbanov last summer, Gorbachev again put officials on notice that
corruption would no longer be tolerated. Similarly, the leadership continued
to pay lip service to the issues of discipline and the need for greater
efforts by workers. However, in at least one critical area--the anti-alcohol
campaign--Gorbachev appears to have retreated in 1988. The apparent
reason for this retreat was his recognition that the campaign had been less
effective than originally claimed and had led to unforeseen problems. In
contrast to earlier official claims that per capita alcohol consumption declinec
by 60 percent during the first three years of the campaign to reduce
drunkenness, recent statements by Soviet officials indicate that the drop was
less than half that amount as a result of a surge in illegal production.
Home distilling of alcohol also contributed to widely-publicized sugar
shortages, and the loss of revenue from taxes on official alcohol sales added
to the budget deficit, perhaps by as much as 10 billion rubles per year.
For these reasons, Gorbachev has allowed state production of alcohol to

increase over the past year.

Modernization Progrom. Soviet media reports also indicate that after
three full years, Gorbachev's program to reequip Soviet industry with more
modern machinery has failed to live up to expectations. On the positive
side, the proportion of investment used to retool and reconstruct existing
enterprises continued to increase in 1988. Also, newly introduced machinery

models were said to constitute 11.4 percent of machine building output,



compared with a planned level of 9.2 percent These successes, however,
have not been accompanied by comparable increases in commissionings,
production capacity, or across-the-board improvements in product quality or
in the technology embodied in new products. In fact, only 68 percent of
the state's priority projects scheduled for commissioning last year were
actually completed, with shortfalls in all sectors of the economy (see figure
2). Consequently, the total value of uncompleted construction projects
increased by 8.7 percent over 1987. In addition, according to lzvestiya
commentator Yuriy Rytov, scheduling and supply miscalculations resulted in
over 14 billion rubles worth of equipment simply waiting to be installed at

the end of the year

Confusion accompanying implementation of decisions to reorganize the
construction industry on a regional basis, to shift construction activity
toward housing and other social-cultural purposes, and to switch
construction organizations to self-financing undoubtedly contributed to the
growth in unfinished construction. In addition, local officials and
enterprises took advantage of increased autonomy to restart pet construction
projects Moscow had halted in 1986 and 1987--in effect dissipating scarce
construction resources. The pace of factory modernization suffered--
commissionings of computerized processing centers and robotized lines
actually fell--and shortfalls appeared in the planned output of heavy
electrical machines, turbine generators, chemical machinery, metal-working

machine tools, and ball bearings.

To make matters worse, much of the machinery produced in 1988 failed
to meet Moscow's expectations for higher quality. Prime Minister Ryzhkov
again complained that machine tool builders made too many manually operated

machine tools and too few numerically controlled ones. According to the
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Soviet press, almost a quarter of newly produced machines purporting to
meet world technological standards failed to do so. This trend must be
particularly worrisome to Soviet leaders, as they struggle to overcome large-

-and in many areas growing--technological lags behind the West (see figure

3).

Economic Reform. Meanwhile, Gorbachev's economic reform package--
which faced its first real test in 1988--did little to help matters. Almost
without exception, implementation of the reforms (see table 1) proved to be

disruptive.

Among the reforms introduced or extended last year were measures
designed to:

Slash the number of centrally mandated output targets--now

known as “"state orders”--and give the enterprises more authority

to make their own production decisions.

Reduce the central rationing of supplies and gradually replace it

with a system of "wholesale trade” that allows enterprises to

freely purchase their supplies from other enterprises,

manufacturers' outlets, or territorial supply organs.

Institute a system of economic accountability ("self-financing™)

that allows the enterprises to keep a larger percentage of their

profits in return for footing more of their own expenses.

Encourage the formation of independent businesses (cooperatives)

to improve the quality and availability of consumer goods_and

services.

Expand long-term leasing arrangements in agriculture to

encourage greater individual initiative and responsibility.




Figure 3
Estimated Soviet Lag Behind the United States
in Key Technologies

Approximate length of US lead in years
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production of technologies like those in series production in the United States.
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Table |
Sovict Foonomic Reforms: A Status Report

Major Purpose

Enterprises will bear full economic
responsibility for the results of their
activity.  Investment will be financed
through an enterprise’s own resources.

Republics and local governments will have a
greater role in forming their own budgets and
will be expected to cover a greater share of
their expenditures.

Enterprises will producc only a portion of
their output in compliance with mandatory
state orders and will be given greater latitude
in determining the rest.

Only “scarce” producer goods and supplics for
state orders will be rationed by the state.
Other supplies will be distributed through a
wholesale trade system to allow frce purchasc
and sale between suppliers and buycrs.

Fntire wage and salary structure in the
production sector is to be overhauled.  Increases
will depend on an enterprise’s ability to finance
them and be tied to increases in productivity.

Allows sclected ministries and enterprises to
engage directly in foreign trade and enter
into joint ventures

Will be made more flexible and will better reflect
supply and demand, probably rcsulting in higher
prices for foods, housing, and consumcer scrvices.

1988 Results

Lnterprises producing 60
pereent of output in the
cconomy reportedly
operated on self-financing.

Not yet introduced.

State orders made up R6
percent of industnal
production

Only 4 percent of industnal
output was distnbuted
through wholcsale teade.

Contrary to the reform,
wages rosc by 7 percent
while labor productivity
only rosc by § percent

25 percent of exports and
44 percent of imports were
conducted dircctly by
cnterpnises.

Not scheduled to be
implemented.

1989 Goals

Rcform is to be extended to 100
percent of industry and agriculture;
planners “hope” to complete
changeover of nonproduction sphere
to samec principles.

Reforms to be introduced in Estonia,
[ atvia, |ithuania, Belorussia, Moscow
City, Tatar ASSR, and Sverdlovsk
Oblast.

Statc orders are to make up 40
percent of industrial production

About 10 percent of total
industrial production under
wholesale trade.  50-55 percent of
sales through state supply nctworks
operated on wholesale trade.

No announced goal. 1988 goal
was 60-70 percent of work forcc.

Reginning | Apnil, all enterprises have
nght to engage in direct foreign trade
subject to some constraints not yct
disclosed.

Nonc. To begin only after full
public discussion.



Given the enormous bureaucratic inertia that plagues the Soviet
economy, even well conceived and well implemented reforms would inevitably
have been disruptive. The disruptions occasioned by these reforms,
however, also reflected a number of problems in both their design and their
execution. The most serious of these were caused by the decision to
introduce a package of fundamentally interdependent measures gradually and
sequentially, leaving full implementation of two of the most essential reforms-
-in pricing and wholesale trade--until last. The result was a series of
"disconnects” that reduced the effectiveness of the package as a whole. For
example, the attempt to implement self-financing before reforming the price
structure meant that profitability could not be used as an accurate measure
of enterprise efficiency. It was partly to compensate for these pricing
inequities that the ministries continued to prop up unprofitable enterprises

and rely extensively on state orders, undermining the intent of the reform.

Implementation of the reforms was also made more difficult by their
introduction in the midst of a five-year plan that had been adopted before
the reforms were worked out. As a result, enterprise managers were askec
to undertake major reforms while at the same time meeting high output
targets. Holding the ministries responsible for meeting those targets
virtually guaranteed their continued interference in enterprise

decisionmaking.

These design problems were compounded by execution of the reforms
in ways that distorted their original intent. For example:

Bureaucratic foot-dragging on the conversion to wholesale trade

forced an even greater dependence on the central supply system

than was envisaged by the 1988 plan.




Some private businesses set their prices at exorbitantly high
levels--a move that discredited the cooperative movement in the
eyes of many consumers.

When centrally-set state orders were reduced, ministries stepped
in to establish their own state orders that often accounted for
much--if not all--of an enterprise’'s capacity, thereby
circumventing attempts to decentralize production planning.
Leasing arrangements were interpreted by many farm managers in
ways that gave the individual farmer no more incentive to

increase his production than he had under the old system.

Growing Popular Dissatisfaction

While the leadership’'s efforts to restructure the economy were
floundering, the regime encountered growing popular discontent over its
failure to improve living standards. In laying out the 1986-90 Five-Year
Plan, Gorbachev had originally told consumers they would have to sacrifice
in the short run until economic reform and the industrial modernization
program began to yield results. The regime stuck to this policy through
most of 1986 and 1987, but speeches by Gorbachev and other senior officials
during 1987 signalled their realization that Soviet workers expected more
goods and services up front. To counter growing skepticism among the
population as to the benefits of perestroyka and otherwise build support for
the regime, the Soviet leadership had promised to improve the availability of
goods and services--especially food--and the quality of life during 1988.
Indeed, in laying out the plan for 1988, Gosplan Chairman Talyzin said that
consumer goods production was to be "considerably in excess” of the 12th

Five-Year Plan targets for that year.




Consumers, however, had little cause for satisfaction in 1988 Per
capita consumption grew, according to our estimates, by only about 1.5
percent and would have been stagnant had consumption of state-produced
alcohol continued to fall. Reduced farm output, processing, marketing, and
distribution problems, and the inadequacy of storage facilities resulted in
food shortages and widespread consumer complaints. According to the Soviet
press, "interruptions in the supply of beef" affected 80 percent of the major
cities. The availability of nonfood consumer goods improved only slightly as
well, and industry continued to be criticized by Soviet |leaders for the poor
quality of its goods. According to Premier Ryzhkov, the Soviets estimate
that the unsatisfied demand for consumer goods last year amountec to
approximately 90 billion rubles--by our estimates about 20 percent of total

consumer purchases of goods and services.

The goods that were available, moreover, were often priced higher
than in previous years. Indeed, since Gorbachev became General Secretary
in 1985, prices in collective farm markets--where a large share of meat,
fruit, and vegetables is purchased--have risen almost 20 percent, due to
poor supply of these goods in state stores and rising consumer demand.
Similarly, average prices for manufactured goods have risen sharply,
primarily because many enterprises either artificially labelled some of their
products as "new," allowing them to increase prices, or stopped

manufacturing cheaper varieties of a given item.

The difficulties with mounting inflationary pressures last year were
due primarily, however, to the emergence of large-scale budget deficits,
resulting from a rise in state spending for food subsidies, defense,
investment, and the support of unprofitable enterprises, and near stagnation

in the growth of government revenues. We estimate that in 1988 the deficit

n



rose to roughly 9 percent of Soviet GNP (see figure 4). Moreover, as part
of the wage reform package introduced in 1988, enterprises were given much
more control over wages. This allowed enterprises to raise wages far in
excess of productivity increases, thereby contributing to increased demand

for consumer goods that were already in short supply (see figure 5).

All of these factors led during 1988 to a growing disparity between
consumer expectations and actual results (see table 2). The most striking
example of popular dissatisfaction came during Gorbachev's much-publicized
trip to Krasnoyarsk in September 1988, where he was besieged by local
residents complaining of poor housing, food, schools, and hospitals.

Indeed, commentary in the Soviet press and widespread worker expressions
of unhappiness suggest that Soviet citizens saw themselves worse off in 1988

than previously.

Rethinking Strategy

The lack of progress on economic perestroyka and the surge in
consumer discontent last year highlighted for the Soviet leadership the
seriousness of the problems the USSR faces, as well as the extent of the
economic and social disruptions to be expected during the transition to a
"reformed” economy. Indeed, we believe that the growing recognition that
his campaign to revitalize the economy was simply not working has led
Gorbachev to alter his basic approach to solving the country's economic
problems. In the clearest manifestation of this shift in course, Gorbacheyv
has acknowledged that consumer welfare must be substantially improved soon
if the regime is to develop broad-based popular support for perestroyka.
He put forward a 1989 Plan that gives consumer welfare a higher priority
than did previous plans: production of consumer goods is slated to grow by

7 percent, rather than the original target of 5.7 percent. Minister of Light



Figure 4
USSR: Estimated State Budget Deficit, 1981-88
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Figure 5
USSR: Comparison of Reported Growth in Average Monthly Wo%es‘
With Lstimated Growth in Real Per- Capita Consumption
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The decline in per- capita consumption in 1986 reflects
the drop in alcohol consumption.
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Table 2
Summary of Selected Indicators of Consumer Welfare

Performance Popular
Measures' Perceptions
Indicators® 1986 1987 1988 1988
Total Consumption - 0 0
Meat 0 0 0
Other foods
- Vegetables 0
- Fruit +
Durable goods + 0 0 0
Clothing 0 0 0 0
Personal care and repair services 0 + + 0
Housing 0 0 + 0
Health care - 0 + C
Inflation 0
+ = improvement 0 = no significant change - = deterioration

! Performance is measured by comparing an indicator's rate of growth with
the growth rate achieved during 1981-85, the five-year period that preceded
the Gorbachev era.

Based on analysts' judgments of the perception of citizens in the USSR as
to how living standards changed under Gorbachev--through December 1988--in
comparison with the first half of the 1980s.

All indicators, except inflation, are measured in per capita terms.

B e
Industry Klyuyev has also stated that during 1989-1990, output of consumer
goods would be 9 billion rubles higher than the plan target. To raise the
output of consumer goods, Gorbachev has reverted to the traditional

strategy of bringing additional production resources to bear, as opposed to
relying on increased efficiency. What sets Gorbachev apart from his

predecessors is that these resources are to come primarily from defense.

The Soviet leadership has also realized that it must restore financial
order to the economy, primarily by tackling the budget deficit, before it can

bring inflationary pressures under control. To this end, a high-level




government commission chaired by Ryzhkov submitted a program in mid-
February 1989 for reducing the deficit. Expenditures are to be slashed by
cutting defense spending and--for the first time since World wWar I|l--state

investment.

Gorbachev has also apparently decided to slow substantially the pace
of those economic reforms, such as the elimination of price subsidies, that
would require sacrifices on the part of the consumer. Leonid Abalkin, the
director of the Institute of Economics of the Academy of Sciences and a
leading advocate of reform, recently admitted that the failure to meet
consumer demand, combined with the higher budget deficit, had promptec a
rethinking of priorities that would slow the reform effort, with the first real

results of reform not to be felt until 1995.

Trading Cuns For Butter. Over the past year and a half, Gorbachev
has increasingly called on the defense industries to step up their support to
the civilian sector. In March 1988, he gave them responsibility for re-
equipping most of the 260 plants from a disbanded civilian ministry that
manufactured equipment for food and consumer goods production. In
September, in an effort to increase their incentive to do more for the
consumer, the Council of Ministers passed a decree that allows the defense
industries to retain profits from above-plan production of consumer goods
during 1989 and 1990; previously they had to remit most profits to the
state. At the same time, defense industries were publicly criticized for not
doing more. Ryzhkov warned that anyone who failed to support the

consumer goods program was "making a big mistake."

In the past, attempts to prompt the defense industry to support

consumer goods and the modernization program have been relatively

14



unsuccessful because the leadership did not apply substantial pressure and
was unwilling to pare back military demands. Last year was no exception.
We estimate that Soviet defense spending, as measured in constant 1982
rubles, grew by roughly 3 percent--in line with the growth rates of the
past several years. Procurement of weapon systems was again a major
contributor to growth. Expenditures on ship procurement rose sharply,
caused primarily by an increase in spending on both strategic and general
purpose submarines. Missile procurement--particularly for ICBMs and

strategic surface-to-air missiles--also displayed strong growth.

Last year, however, Gorbachev took several actions that evidently
were intended to lay the groundwork for future military cuts. At the 19th
Party Conference in June, the leadership characterized the threat from the
West as declining, while charging that the expenditures of "huge sums™ on
weapons and the neglect of political means had weakened both the economy
and national security. Numerous commentators, for example, criticized the
deployment of the SS-20 missile as a waste of badly needed resources and a
move that intensified political strains between the Soviet Union and the West.
The Conference's response to such complaints was to mandate that future
improvements in military capability should be based on gqualitative rather
than quantitative factors, and that political considerations be given greater
weight before developing and deploying new weapon systems. Soviet
spokesmen began implying that this would result in lower defense
expenditures, while other officials stated that the increased civilian demands

on defense industries could reduce military production.

On 7 December at the United Nations, Gorbachev moved from hints and
suggestions about his plans for defense to more specific promises by

announcing major unilateral cuts in Soviet military manpower and equipment
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to be carried out during 1989 and 1990 (see table 3). During a meeting with

the Trilateral Commission in January 1989, Gorbachev expanded upon this

pledge, promising that the defense budget would be cut by 14.2 percent and

the production of weapons and military equipment by 19.5 percent during

the same period.

Soviet commentators subsequently said that the promised

cuts in defense spending will be applied to their "total defense

expenditures” rather than to the small portion of this total published in the

annual state budget (see box 3).

For all the Soviets show of openness on their defense spending plans,

some crucial points about
Gorbachev's pledge remain
unclear. Moscow has not, for
example, indicated whether the
promised 14.2-percent cut
applies to 1988 spending levels
or to the expenditures planned
for 1989 and 1990. Similarly,
it has not indicated whether
the defense budget is to be
reduced in real or only nominal
terms--i.e., whether the cuts
will be made after or before
the budget is corrected for
inflation. Moreover, the
Soviets have yet to reveal any
figures on the level of their

total defense spending. This

continuing silence makes it

Table 3
Promised Soviet Force Reductions in
Eastern Europe, USSR, and Mongolia

6 Tank Divisions From Eastern Europe
-4 from GDR.

-1 from Czechoslovakia

-1 from Hungary

Tanks

-10,300 total.

- 5,300 from Eastern Europe.

- 5,000 to be "liquidated," others
converted to tractors and
training vehicles.

Artillery
-8,500 total.

Aircraft

-800 total.

-parts of planes to be used as spares.
-ground support equipment to be
"redistributed.”

Personnel

-500,000 total.

-240,000 from European part of USSR.
- 60,000 from Southern part of USSR,
-200,000 from Eastern part of USSR.

Mongolia

-3 of 4 ground force divisions to be
withdrawn.

-Air forces to be eliminated.

S ——— |
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inset 3

Glasnost on the Soviet Military Budget?

In the past, the Soviets have released annually a single figure for the
"defense budget.” In August 1987, Deputy Foreign Minister Petrovskiy
publicly announced that this figure represented only Mlnlstry of Defense
expenditures for maintaining military personnel, military pensions, logistics,
military construction, and "a number of other articles He also pledged
that comprehensive defense spending data would be released following a
price reform which would "allow comparability with the West." Other
spokesmen quickly claimed that this would happen In "two or three years."

There have been a number of statements recently In the Soviet press-
-including from government officials such as Foreign Minister Shevardnadze-
-calling for early release of the Soviet defense budget. Pro-reform
elements, who want to use the data to strengthen their case for
transferring resources from production of defense to civilian goods, are
apparently growing Impatient with what they perceive as stalling by
opponents of perestroyka. They have said that they would like to see the
new Supreme Soviet play a greater role in determining allocations to
defense.

The Soviets may release defense spending data this year because of
mounting pressure. Even then, however, It will take time and strong
political support from Corbachev for the Supreme Soviet to shape Soviet
defense spending policies in the face of entrenched military interests.

Meanwhile, claims by the Soviets that they are unable to release their
defense budget because they themselves do not know what they are
spending are increasingly less credible, now that Moscow has announced a
very specific--14.2 percent--promise of a reduction [n total military
expenditures. Indeed, continued Soviet delays In releasing a "true”
defense budget will leave the USSR open to the charge that they are using

the time to devise a plausible but still deceptive or uninformative set of
figures.

difficult to assess the size of the promised defense spending cuts. Given
the distortions that historically have characterized Soviet economic and
financial statistics, this difficulty almost certainly will persist even if the
Soviets make good on their pledge to release their "total defense

expenditures.”

In view of the problems inherent in measuring Soviet defense
expenditures, moreover, confirming the implementation of the promised
spending cuts will require substantial evidence of reductions in Soviet forces

and the flow of weapons and equipment to them. In many cases, Moscow






