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The Soviet Economy in 1988: 
Gorbachev Changes Course 

Summary 

In 1988, prompted by another year of slow economic g row th , 

con t inu ing disappointment in his e f fo r ts to modernize and reform the 

economy, and r is ing consumer d issat is fact ion, General Secretary Mikhai l 

Gorbachev reassessed and revised his economic pol icies. Gorbachev remains 

committed to his or ig ina l vision of a revi ta l ized economy. He has, however , 

apparen t l y concluded that he cannot realize th is v is ion as rap id ly as he once 

t hough t possible, nor proceed d i rec t l y along the path he in i t ia l ly p lanned to 

fo l low. 

Accord ing to our estimates, the Soviet economy grew by only about 

1.5 percent in 1988--the second s t ra igh t poor year ly showing. Meanwhile, 

Soviet media indicated tha t the campaigns to modernize indus t r ia l p lan t and 

equipment and reform the economic system and even the once much-vaun ted 

ant i -a lcohol campaign were not only fa i l ing to meet the leadership s 

expectat ions but were occasioning major d i s rup t i ons : 

Only 68 percent of the state's p r i o r i t y projects scheduled fo r 

commissioning last year were actual ly completed and the g row ing 

backlog of un f in ished const ruc t ion test i f ied to widespread waste 

of investment resources. 

A l though economic perest royka has yet to include such radical 

moves as the el imination of pr ice subsid ies, the economic reforms 

that have been in t roduced repor ted ly have been confus ing to 

planners and managers accustomed to Brezhnev-era ways of 

conduct ing t he i r business. 



Reduced state revenues combined wi th increased state spend ing 

fo r inves tment , defense, and subs id iz ing unpro f i t ab le factor ies 

and farms subs tan t ia l l y boosted the budge t de f i c i t and, in t u r n , 

i n f l a t i ona ry p ressu res . 

Consumers grew more d issat is f ied and more w i l l i ng to voice t h e i r 

compla in ts- -a development d r i ven home to Gorbachev d u r i n g a 

much-pub l i c i zed t r i p to Siberia where he faced crowds of a n g r y 

consumers. 

Recogniz ing that a cont inuat ion of these problems would th rea ten both 

the USSR s economic we l l -be ing and his own pol i t ica l s tand ing , Gorbachev 

launched a number of major pol icy changes des igned to increase subs tan t i a l l y 

the p roduc t ion of consumer goods and serv ices , reduce the budge t de f i c i t , 

and postpone reforms tha t would requ i re sacr i f ices on the consumer s p a r t . 

These sh i f ts were ref lected in : 

The approva l of a 1989 plan tha t g rea t l y increased the p r i o r i t y 

of consumpt ion. 

A subsequent decision to cut state investment fo r the f i r s t t ime 

sjnce World War I I . 

The promise of a 14 .2 -percen t cut in overa l l defense 

expend i tu res over the nex t two years . 

The leadership 's move to pu t retai l p r i ce re form on hold 

i nde f i n i t e l y . 

The adopt ion of th i s package of measures does not s ignal the 

abandonment of modernizat ion or economic re fo rm. The cu tbacks in 

investment are to come p r ima r i l y f rom large, expens ive pro jects such as land 

reclamation. At the same t ime, the leadersh ip has rea f f i rmed its commitment 

i i i 



to re too l ing Soviet p lants w i th modern equ ipment . S imi la r ly , Gorbachev is 

proceeding w i th reforms such as land leasing and the encouragement of 

p r i va te - sec to r i n i t i a t i ves . StilJ, he has c lear ly modif ied his program in an 

e f f o r t to increase popu lar suppor t f o r pe res t royka and reduce its d i s r u p t i v e 

impact. 

The sh i f ts t ha t Gorbachev has implemented, in our v iew, have the 

p o t e n t i a l - - i f susta ined — to boost consumer wel fare and b r i n g a sense of o rde r 

to the economy. A successful d i ve rs ion of resources f rom defense to 

consumpt ion, in p a r t i c u l a r , could do much to increase worke r incent ives and 

ease in f l a t i ona ry p ressu res , t he reby pav ing the way fo r the eventual 

implementat ion of key economic re fo rms. E f fec t ing such a d i ve rs ion , 

however , wi l l be no easy task g iven the inef f ic ienc ies tha t plague the Soviet 

economy. 

Gorbachev , moreover , is l i ke ly to face pol i t ica l as well as economic 

obstacles to p roceed ing w i th his p rog ram. He wi l l inc reas ing ly be held 

persona l ly responsib le f o r any of i ts f u t u r e f a i l u res . Th is s i tuat ion 

obv ious ly increases the p ressure on Gorbachev to produce resu l t s . 

Moreover , his decision to a l ter the pace of economic r e s t r u c t u r i n g has made 

him vu lne rab le to second guess ing—opponents and bureaucra ts could see 

Gorbachev 's tempor iz ing as a s ign of weakness and become even more 

reca l c i t r an t . A l t hough the regime has p o r t r a y e d the defeat of a s izable 

number of p a r t y o f f ic ia ls — several at h igh levels — in the March 1989 elect ions 

as a wa rn ing to those who are res i s t i ng Gorbachev 's re fo rms, the 

unexpected repud ia t ion of so many p a r t y o f f i c ia ls almost ce r ta in l y has 

s t reng thened p ressu re on Gorbachev f rom more conserva t ive leaders who 

view his pol i t ica l reforms as a t h r e a t to p a r t y a u t h o r i t y . On the o the r 

hand, the elect ion of a bloc of radical re formers beyond Gorbachev 's c o n t r o l -
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The Soviet Economy in 1988: 
Gorbachev Changes Course 

This jo int C IA -D IA repor t is the f ou r th in a series examining General 

Secretary Mikhai l Gorbachev's e f fo r ts to revi ta l ize the Soviet economy and 

the implications fo r defense. In pa r t i cu la r , i t assesses the major pol icy 

sh i f ts Gorbachev in i t ia ted in 1988 to get his program on t r a c k . The f i r s t 

pa r t of the paper detai ls the economy's performance in 1988 and the status 

of the modernizat ion and reform programs. The paper then discusses 

Gorbachev's back t rack ing on economic reform and his move to sh i f t resources 

to consumer goods p roduc t ion . Final ly, we consider whether these changes 

are l ike ly to be successfu l . 

1988 Economic Performance: Few B r i g h t Spots 

Accord ing to our estimates, a f ter a spu r t in 1986 the Soviet economy 

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

Inset 1 
Inte l l igence Community Estimates vs . Of f ic ia l Soviet Claims 

Although Soviet media commentary and 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 CNP last year—about 1.5 
percent—is currently more in line with leadership statements of the 
economy's performance than the growth figures reported by the state 
statistical authorities. 

* See Rev is i t ing Soviet Economic Performance Under Clasnost: Implicat ions 
f o r CIA Estimates, SOV 68-10068, September 1988, Central Intelligence 
Agency. 
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remin iscent of the p re -Gorbachev " s tagna t i on years " (see f i g u r e 1) . 

A l t hough the regime could take some comfor t f rom the accelerat ion in the 

g row th of labor p r o d u c t i v i t y last y e a r - - a s en te rp r i ses d isgorged surp lus 

labor and used the savings to raise wages and salar ies—the per formance of 

most sectors of the economy was ex t reme ly d i scourag ing to Soviet leaders 

(see Append i x A for a deta i led d iscuss ion and Append ix В fo r selected 

tab les ) . A d isappo in t ing ha rves t d i d much to slow the economy's g row th — 

farm p roduc t i on fel l by an est imated 2 pe r cen t . Record h ighs in the 

p roduc t i on of meat, mi lk , and eggs were more than o f fset by a g ra in 

harves t t ha t — according to Soviet s ta t i s t i cs — was about 8 percent less than in 

1987, a potato crop that was the wo rs t since 1951, and s tagnat ing vegetable 

and f r u i t p roduc t i on . 

Not all of the blame f o r slow g r o w t h , however , can be a t t r i b u t e d to 

a g r i c u l t u r e . Our estimates ind icate t ha t i ndus t r i a l p roduc t ion increased by 

only 2 - 2 . 5 percent last year —not much b e t t e r than the s lugg ish rates 

reg is te red t h r o u g h o u t most of th is decade. Th is cont inued low g row th migh t 

have been acceptable to the leadersh ip if i t had been caused mainly by 

en te rp r i ses ha l t ing p roduc t ion in o r d e r to retool —a development t ha t m igh t 

promise more and be t te r o u t p u t in the f u t u r e . Un fo r tuna te l y fo r the 

Soviets , such was not the case. Ins tead , supp ly d i s r u p t i o n s , f a i l u re to 

b r i n g new capaci ty on l ine, and confus ion genera ted by re form measures 

such as wage reform and s e l f - f i n a n c i n g cons t ra ined ou tpu t in most b ranches 

of i n d u s t r y . The cruc ia l mach inery sector con t inued to lag as even h i g h -

p r i o r i t y state o rders f o r many t ypes of mach inery were not f u l f i l l e d . 

A l though ene rgy p roduc t ion grew by about 3 percen t accord ing to ou r 

' O u r estimates fo r 1988 are p r e l i m i n a r y , and , as w i th prev ious est imates, 
wi l l p robab l y be revised s l i gh t l y as more complete in format ion on the past yea r ' s 
economic per formance becomes avai lab le to us. 
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estimates — a respectable rate in l i g h t of the con t i nu ing d i f f i cu l t i es of oil and 

coal ex t rac t i on—the much ba l lyhooed Soviet campaign to conserve energy 

showed few pos i t ive resu l t s . 

The Soviet leadership has expressed increas ing alarm over the lack of 

economic p rog ress . Premier N iko lay Ryzhkov in a yea r -end review of the 

economy painted an especial ly gloomy p i c t u r e . A l t hough some of the 

economy's problems were due to c i rcumstances beyond Moscow's c o n t r o l - - t h e 

Armenian ear thquake (see box 2 ) , f o r example — Gorbachev placed much of 

the blame on the fa i lu re of his own policies to take root . In a speech to 

sc ient is ts and cu l tu ra l f i g u r e s on 6 Janua ry 1989, he said tha t p rogress in 

the modernizat ion program was be ing made on ly " v e r y s lowly" and tha t 

economic re form is "s t i l l e n c o u n t e r i n g res i s tance . " Yet the leadersh ip 

c u r r e n t l y seems most w o r r i e d about the g r o w i n g in f l a t i ona ry p ressures 

caused by large state budge t de f i c i t s and the consequent consumer 

d i scon ten t . In his 6 J a n u a r y speech, Gorbachev label led th is " the key 

q u e s t i o n , " whi le on 14 J a n u a r y 1989, Premier Ryzhkov said tha t the USSR's 

"most impor tant t a s k . . . [ i s ] to sa t i s f y the Soviet people's s teadi ly g row ing 

needs . " 

Slow Progress on Peres t royka 

To judge f rom media commentary and leadersh ip speeches, the Soviets 

were coun t ing on cont inued pos i t i ve resu l ts f rom t h e i r "human f a c t o r " 

campaign to achieve h ighe r overa l l g row th and e f fec t some tang ib le 

improvements in l i v ing s tanda rds d u r i n g 1988. They also expected t h e i r 

p rogram to retool c iv i l ian i n d u s t r y to begin to bear f r u i t . F ina l l y , t hey 

hoped tha t new economic re forms would get the economy on the path to 

economic v i t a l i t y . In each of these areas, however , t h e y were d i sappo in ted . 

2. 



In set 2 
Economic Impact of the Armenian Earthquake 

The Armenian earthquake of 7 December 1988 dealt a severe economic 
blow to a republic already hobbled by months of ethnic unrest and economic 
dislocation. Before the earthquake, Armenia's economy was suffering from 
work stoppages and disruptions resulting from ethnic clashes between 
Armenians and Azeris. 

The earthquake killed an estimated 25,000 people and left 500,000 
homeless, with damage to the region's industry, rail lines, road system, 
and power lines. Economic recovery will cost billions of rubles and take 
several years: 

• Moscow plans to construct about 5 million square meters of housing 
over the next two years, at an estimated cost of over 3 billion 
rubles, or 5 percent of annual Investment In national housing 
construction. 

• The length of time needed to rebuild damaged factories suggests 
that Armenian industrial capacity will not be fully restored for at 
least four years. 

• Armenian agriculture will falter until destroyed irrigation systems 
are rebuilt. 

Although the damage to the small Armenian economy will have only a 
marginal effect on national economic performance, It will still strain 
Gorbachev's economic program: 

• The costs associated with reconstruction will increase the Soviet 
budget deficit and probably exceed the 8-billion-ruble cost of the 
Chernobyl' cleanup. 

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

• Moscow's Intervention In the economy to relieve the effects of the 
earthquake will further retard an already delayed program to 
Increase enterprise independence and move toward economic 
decentralization. 

"Human Factor" Campaign. To g ive momentum to the economy, 

Gorbachev f i r s t rel ied on his "human fac to r " campaign, which inc luded a 

series of measures to increase personal accountab i l i t y , improve worke r 

a t t i t udes , and "weed ou t " incompetents. The most v is ib le of these measures 

were his campaigns fo r d isc ip l ine and against co r rup t ion and alcoholism. 

Dur ing his f i r s t year in o f f ice , fo r example, 25 economic ministers and state 

committee chairmen were replaced as Gorbachev made clear his in tent ion to 

hold government and pa r t y of f ic ia ls more responsible fo r the i r per formance. 



The Soviet press d u r i n g 1985 and 1986 also ind icated tha t as a resu l t of the 

ant i -a lcoho l campaign, t he re had been a marked decrease in absenteeism, 

fewer i ndus t r i a l acc idents , and increased p r o d u c t i v i t y overa l l . 

Gorbachev cont inued to press par ts of his "human f a c t o r " campaign in 

1988. With the t r i a l of fo rmer General Secre tary Brezhnev 's son - in - l aw 

Y u r i y Churbanov last summer, Gorbachev again p u t o f f ic ia ls on not ice tha t 

c o r r u p t i o n would no longer be to le ra ted . S imi la r l y , the leadersh ip con t inued 

to pay l ip serv ice to the issues of d isc ip l ine and the need fo r g rea te r 

e f f o r t s by w o r k e r s . However , in at least one c r i t i ca l a rea - - t he ant i -a lcoho l 

campaign — Gorbachev appears to have re t rea ted in 1988. The apparen t 

reason fo r th is re t reat was his recogn i t ion tha t the campaign had been less 

e f fec t i ve than o r i g ina l l y claimed and had led to unforeseen prob lems. In 

con t ras t to ear l ie r o f f i c ia l claims t ha t per capita alcohol consumpt ion dec l ined 

by 60 percent d u r i n g the f i r s t t h ree years of the campaign to reduce 

d r u n k e ness, recent statements by Soviet o f f ic ia ls ind icate t ha t the d r o p was 

less than half tha t amount as a resu l t of a su rge in i l legal p r o d u c t i o n . 

Home d i s t i l l i ng of alcohol also c o n t r i b u t e d to w ide l y -pub l i c i zed suga r 

shor tages , and the loss of revenue f rom taxes on o f f i c ia l alcohol sales added 

to t he budget de f i c i t , perhaps by as much as 10 b i l l ion rub les per y e a r . 

For these reasons, Gorbachev has al lowed state p roduc t i on of alcohol to 

increase over the past yea r . 

Modernization Program. Soviet media repor ts also ind icate t h a t a f t e r 

t h ree f u l l yea rs , Gorbachev 's p rog ram to reequ ip Soviet i n d u s t r y w i t h more 

modern machinery has fa i led to l ive up to expec ta t ions . On the pos i t i ve 

s ide, the p ropo r t i on of investment used to retool and recons t ruc t e x i s t i n g 

en te rp r i ses cont inued to increase in 1988. A lso, newly i n t r oduced mach inery 

models were said to cons t i tu te 11.4 percen t of machine b u i l d i n g o u t p u t , 



compared w i th a planned level of 9.2 percent These successes, h o w e v e r , 

have not been accompanied by comparable increases in commissionings, 

p roduc t i on capac i ty , or ac ross - the -boa rd improvements in p roduc t qua l i t y or 

in the technology embodied in new p r o d u c t s . In f ac t , on ly 68 percent of 

the state's p r i o r i t y pro jects scheduled f o r commissioning last year were 

ac tua l ly completed, w i t h shor t fa l l s in all sectors of the economy (see f i g u r e 

2 ) . Consequent l y , the to ta l value of uncompleted cons t ruc t ion pro jects 

increased by 8.7 percent over 1987. In add i t i on , accord ing to Izvest iya 

commentator Y u r i y Ry tov , schedu l ing and supp ly miscalculat ions resu l ted in 

over 14 b i l l ion rubles wo r t h of equipment s imply wa i t ing to be insta l led at 

the end of the year 

Confusion accompanying implementat ion of decisions to reorganize the 

cons t ruc t i on i n d u s t r y on a regional basis, to sh i f t cons t ruc t i on a c t i v i t y 

t oward housing and o ther soc ia l -cu l tu ra l pu rposes , and to swi tch 

cons t ruc t ion organizat ions to se l f - f i nanc ing undoub ted l y c o n t r i b u t e d to the 

g row th in un f in ished c o n s t r u c t i o n . In add i t i on , local o f f i c ia ls and 

en te rp r i ses took advantage of increased autonomy to r es ta r t pet cons t ruc t i on 

pro jects Moscow had hal ted in 1986 and 1987-- in e f fec t d i ss ipa t i ng scarce 

cons t ruc t ion resources. The pace of f a c t o r y modern izat ion su f f e red — 

commissionings of computer ized process ing centers and robot ized l ines 

ac tua l l y fe l l—and shor t fa l l s appeared in the p lanned o u t p u t of heavy 

e lect r ica l machines, t u r b i n e genera to rs , chemical mach ine ry , me ta l -wo rk i ng 

machine tools, and ball bea r ings . 

To make matters worse , much of t he machinery p roduced in 1988 fa i l ed 

to meet Moscow's expectat ions fo r h ighe r q u a l i t y . Prime Min is te r Ryzhkov 

again complained tha t machine tool bu i l de rs made too many manual ly opera ted 

machine tools and too few numer ica l ly con t ro l l ed ones. Acco rd ing to the 



Figure 2 
USSR: Reported Growth in Commiss ion ing 

of New Capital Assets 
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Soviet p ress , almost a q u a r t e r of newly p roduced machines p u r p o r t i n g to 

meet wo r l d technological s tandards fa i led to do so. This t r e n d must be 

p a r t i c u l a r l y worr isome to Soviet leaders, as t hey s t rugg le to overcome la rge-

-and in many areas g row ing - - techno log ica l lags beh ind the West (see f i g u r e 

3 ) . 

Economic Reform. Meanwhi le, Gorbachev 's economic re form package- -

which faced its f i r s t real tes t in 1988--d id l i t t l e to help mat te rs . Almost 

w i thou t except ion , implementat ion of the reforms (see table 1) p roved to be 

d i s r u p t i v e . 

Among the reforms i n t roduced or ex tended last year were measures 

des igned to: 

Slash the number of cen t ra l l y mandated o u t p u t t a r g e t s - - n o w 

known as "state o r d e r s " - - a n d g ive the en te rp r i ses more a u t h o r i t y 

to make the i r own p roduc t i on decis ions. 

Reduce the cent ra l ra t i on ing of suppl ies and g radua l l y replace i t 

w i th a system of "wholesale t r a d e " t ha t allows en te rp r i ses to 

f ree ly purchase t h e i r suppl ies f rom o ther en te rp r i ses , 

manufac tu rers ' ou t l e t s , or t e r r i t o r i a l supp ly o rgans . 

I ns t i t u te a system of economic accoun tab i l i t y ( " s e l f - f i n a n c i n g ") 

t ha t allows the en te rp r i ses to keep a l a rge r percentage of t h e i r 

p ro f i t s in r e t u r n f o r foo t ing more of t h e i r own expenses. 

Encourage the format ion of independent businesses (coopera t i ves) 

to improve the qua l i t y and ava i l ab i l i t y of consumer goods^ and 

serv ices. 

Expand long- te rm leasing ar rangements in a g r i c u l t u r e to 

encourage grea te r i nd i v i dua l i n i t i a t i ve and respons ib i l i t y . 
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Figure 3 

Es t imated Soviet Lag Beh ind the United States 

in Key Technologies 
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Soviet Fronnmir 

Reform Major Purpose 

I'.ntcrprisc P.nterprises will bear full economic 

self responsibility for the results of their 

financing activity. Investment will be financed 

through an enterprise's own resources. 

Table I 

Reforms: Л 

1<>8Я 
Status Report 

Results 

I Enterprises producing 60 

percent of output in the 

economy reportedly 

operated on self-financing. 

Regional Republics and local governments will have a 

sclf^ greater role in forming their own budgets and 

financing will be expected to cover a greater share of 

their expenditures. 

Planning 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. 

Suppjy Only "scarce" producer goods and supplies for 

state orders will be rationed by the state. 

Other supplies will be distributed through a 

wholesale trade system to allow free purchase 

and sale between suppliers and buyers. 

Wages P.ntire 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. 

'""ОЛУЮ1. Allows selected ministries and enterprises to 

trade engage directly in foreign trade and enter 

into joint ventures 

Retail Will be made more flexible and will better reflect 

prices supply and demand, probably resulting in higher 

prices for foods, housing, and consumer services. 

Not yet introduced. 

State orders made up K6 

percent of industrial 

production 

Only 4 percent of industrial 

output was distributed 

through wholesale trade. 

Contrary to the reform, 

wages rose by 7 percent 

while labor productivity 

only rose by 5 percent 

25 percent of exports and 

44 percent of imports were 

conducted directly by 

enterprises. 

Not scheduled to be 

implemented. 

1989 Coals 

Reform is to be extended to 100 

percent of industry and agriculture; 

planners "hope* to complete 

changeover of nonproduction sphere 

to same principles. 

Reforms to be introduced in Estonia, 

I at via, I ithuania, Bclonissia, Moscow 

City, Tatar ASSR, and Sverdlovsk 

Ohlast. 

State orders arc 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 networks 

operated on wholesale trade. 

No announced goal. 1988 goal 

was 60-70 percent of work force. 

Beginning I April, all enterprises have 

right to engage in direct foreign trade 

subject to some constraints not yet 

disclosed. 

None. To begin only after full 

public discussion. 



Given the enormous b u r e a u c r a t i c iner t ia t ha t plagues the Soviet 

economy, even well conceived and wel l implemented reforms would i nev i t ab l y 

have been d i s r u p t i v e . The d i s r u p t i o n s occasioned by these reforms, 

however , also re f lec ted a number of problems in both the i r design and t h e i r 

execu t ion . The most ser ious of these were caused by the decision to 

i n t r oduce a package of f undamenta l l y i n te rdependen t measures g radua l l y and 

sequen t ia l l y , leaving f u l l implementat ion of two of the most essential re fo rms-

- i n p r i c i n g and wholesale t rade — u n t i l las t . The resu l t was a series of 

"d i sconnec ts " t ha t reduced the e f fec t i veness of the package as a who le . For 

example, the at tempt to implement se l f - f i nanc ing before re forming the p r i ce 

s t r u c t u r e meant tha t p r o f i t a b i l i t y cou ld not be used as an accurate measure 

of en te rp r i se e f f i c i ency . I t was p a r t l y to compensate fo r these p r i c i n g 

inequ i t ies tha t the min is t r ies con t i nued to p rop up unpro f i t ab le en te rp r i ses 

and re l y ex tens ive ly on state o r d e r s , undermin ing the in ten t of the re fo rm. 

Implementat ion of the reforms was also made more d i f f i c u l t by t h e i r 

i n t r o d u c t i o n in the midst of a f i v e - y e a r plan tha t had been adopted before 

the re forms were worked o u t . As a r esu l t , en te rp r i se managers were asked 

to unde r take major reforms whi le at the same time meeting high o u t p u t 

t a r g e t s . Hold ing the min is t r ies respons ib le fo r meeting those ta rge ts 

v i r t u a l l y guaranteed t he i r con t inued in te r fe rence in en te rp r i se 

dec is ionmak ing. 

These design problems were compounded by execut ion of the re forms 

in ways tha t d i s to r t ed t h e i r o r i g i n a l i n t e n t . For example: 

Bureaucra t i c f o o t - d r a g g i n g on the convers ion to wholesale t r a d e 

fo rced an even g rea te r dependence on the cent ra l supp ly system 

than was envisaged by t he 1988 p lan . 
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Some p r i va te businesses set t he i r pr ices at exo rb i t an t l y h igh 

levels — a move tha t d i sc red i ted the cooperat ive movement in the 

eyes of many consumers.. 

When cen t ra l l y - se t state o rde rs were reduced, min is t r ies s tepped 

in to establ ish the i r own state orders that o f ten accounted f o r 

much - - i f not a l l - -o f an en te rp r i se 's capac i ty , t he reby 

c i r cumven t ing attempts to decentra l ize p roduc t ion p lann ing . 

Leasing arrangements were i n te rp re ted by many farm managers in 

ways tha t gave the i nd i v i dua l farmer no more incent ive to 

increase his p roduc t ion than he had under the old system. 

Grow ing Popular Dissat is fact ion 

While the leadership 's e f f o r t s to r e s t r u c t u r e the economy were 

f l o u n d e r i n g , the regime encountered g row ing popu lar d iscontent over its 

f a i l u re to improve l i v ing s tanda rds . In lay ing out the 1986-90 F i ve -Yea r 

Plan, Gorbachev had o r i g i na l l y to ld consumers t hey would have to sacr i f i ce 

in the shor t r u n un t i l economic reform and the i ndus t r i a l modern izat ion 

p rogram began to y ie ld resu l t s . The regime s tuck to th is po l icy t h r o u g h 

most of 1986 and 1987, b u t speeches by Gorbachev and o the r senior o f f i c ia ls 

d u r i n g 1987 s ignal led t h e i r real izat ion tha t Soviet wo rke rs expected more 

goods and services up f r o n t . To counter g row ing skept ic ism among the 

populat ion as to the benef i ts of pe res t royka and o therwise bu i l d s u p p o r t f o r 

the regime, the Soviet leadersh ip had promised to improve the ava i l ab i l i t y of 

goods and services — especial ly food—and the qua l i t y of l i fe d u r i n g 1988. 

Indeed, in lay ing out the plan f o r 1988, Gosplan Chairman T a l y z i n said t h a t 

consumer goods p roduc t ion was to be "cons iderab ly in excess" of the 12th 

F ive-Year Plan ta rgets f o r t ha t yea r . 

10 



Consumers, however , had l i t t l e cause f o r sat isfact ion in 1988 Per 

capi ta consumpt ion g r e w , accord ing to ou r est imates, by only about 1.5 

pe rcen t and would have been s tagnant had consumpt ion of s ta te -p roduced 

alcohol con t inued to f a l l . Reduced fa rm o u t p u t , p rocess ing, marke t ing , and 

d i s t r i b u t i o n prob lems, and the inadequacy of s torage faci l i t ies resul ted in 

food shor tages and w idespread consumer complaints. Accord ing to the Soviet 

p ress , " i n t e r r u p t i o n s in the supp ly of beef" a f fected 80 percent of the major 

c i t ies . The ava i lab i l i t y of nonfood consumer goods improved only s l i gh t l y as 

we l l , and i n d u s t r y con t inued to be c r i t i c i zed by Soviet leaders fo r the poor 

q u a l i t y of its goods. Acco rd ing to Premier Ryzhkov , the Soviets estimate 

t ha t the unsat is f ied demand fo r consumer goods last year amounted to 

approx imate ly 90 b i l l ion r u b l e s - - b y ou r estimates about 20 percent of to ta l 

consumer purchases of goods and serv ices . 

The goods tha t were avai lab le, moreover , were of ten pr iced h ighe r 

than in prev ious years . Indeed, since Gorbachev became General Sec re ta ry 

in 1985, pr ices in co l lec t ive farm marke ts—where a large share of meat, 

f r u i t , and vegetables is purchased — have r isen almost 20 pe rcen t , due to 

poor supp l y of these goods in state stores and r i s ing consumer demand. 

S im i l a r l y , average pr ices f o r manu fac tu red goods have r isen s h a r p l y , 

p r i m a r i l y because many en te rp r i ses e i t he r a r t i f i c i a l l y label led some of t h e i r 

p r o d u c t s as " n e w , " a l lowing them to increase p r i ces , or s topped 

m a n u f a c t u r i n g cheaper var ie t ies of a g iven i tem. 

The d i f f i cu l t i es w i th mount ing i n f l a t i ona ry pressures last year were 

due p r i m a r i l y , however , to the emergence of large-scale budget de f i c i t s , 

r e s u l t i n g f rom a r ise in state spend ing f o r food subs id ies , defense, 

i nves tmen t , and the s u p p o r t of unp ro f i t ab l e en te rp r i ses , and near s tagnat ion 

in t he g row th of government revenues . We estimate tha t in 1988 the de f i c i t 
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rose to rough ly 9 percent of Soviet GNP (see f i gu re 4 ) . Moreover, as pa r t 

of the wage reform package in t roduced in 1988, enterpr ises were g iven much 

more cont ro l over wages. This allowed enterpr ises to raise wages far in 

excess of p r o d u c t i v i t y increases, thereby con t r i bu t i ng to increased demand 

fo r consumer goods that were already in shor t supp ly (see f i gu re 5 ) . 

Al l of these factors led d u r i n g 1988 to a growing d ispar i t y between 

consumer expectat ions and actual resu l ts (see table 2 ) . The most s t r i k i n g 

example of popular d issat isfact ion came d u r i n g Gorbachev's much-pub l ic ized 

t r i p to Krasnoyarsk in September 1988, where he was besieged by local 

residents complaining of poor hous ing, food, schools, and hospi tals. 

Indeed, commentary in the Soviet press and widespread worker expressions 

of unhappiness suggest tha t Soviet ci t izens saw themselves worse of f in 1988 

than p rev ious l y . 

Reth ink ing St ra tegy 

The lack of progress on economic perest royka and the surge in 

consumer d iscontent last year h igh l igh ted for the Soviet leadership the 

seriousness of the problems the USSR faces, as well as the extent of the 

economic and social d is rup t ions to be expected d u r i n g the t rans i t ion to a 

" re fo rmed" economy. Indeed, we believe that the g rowing recogni t ion tha t 

his campaign to revi ta l ize the economy was simply not wo rk i ng has led 

Gorbachev to al ter his basic approach to solv ing the coun t ry ' s economic 

problems. In the clearest manifestat ion of th is sh i f t in course, Gorbachev 

has acknowledged tha t consumer welfare must be substant ia l ly improved soon 

if the regime is to develop broad-based popular suppor t f o r pe res t royka . 

He pu t f o rwa rd a 1989 Plan tha t gives consumer wel fare a h igher p r i o r i t y 

than d id prev ious p lans: p roduct ion of consumer goods is slated to grow b y 

7 percent , ra ther than the or ig ina l ta rge t of 5 .7 percen t . Minister of L i gh t 



Figure 4 

USSR: Est imated State Budget Deficit, 1981-80 
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Figure 5 
USSR: Compar i son of Repor ted Growth in Average Monthly Waqesc 

W i t h Es t imated Growth in Real Per Capi ta C o n s u m p t i o n Б 
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Table 2 
Summary of Selected Ind ica to rs of Consumer Welfare 

Performance Popular 
Measures

1

 Perceptions 

Indicators
3

 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 + С 

Inflation 0 

+ = improvement 0 = no significant change - = deterioration 

1

 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. 2

 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. 3

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

I n d u s t r y K l yuyev has also s ta ted t h a t d u r i n g 1989-1990, o u t p u t of consumer 

goods would be 9 b i l l ion rub les h i g h e r than the plan t a r g e t . To raise the 

o u t p u t of consumer goods, Gorbachev has reve r ted to the t rad i t i ona l 

s t r a t e g y of b r i n g i n g addi t iona l p roduc t i on resources to bear , as opposed to 

r e l y i n g on increased e f f i c i ency . What sets Gorbachev apar t f rom his 

predecessors is t ha t these resources are to come p r imar i l y f rom defense. 

The Soviet leadersh ip has also real ized tha t i t must restore f inanc ia l 

o r d e r to the economy, p r i m a r i l y b y t ack l i ng the budge t de f i c i t , be fore i t can 

b r i n g i n f l a t i ona ry pressures u n d e r con t ro l . To th is end, a h i gh - l eve l 
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government commission cha i red by Ryzhkov submi t ted a program in mid-

Feb rua ry 1989 fo r reduc ing the de f i c i t . Expend i tu res are to be slashed by 

c u t t i n g defense spend ing a n d - - f o r the f i r s t t ime since World War l l - - s t a t e 

inves tment . 

Gorbachev has also apparen t l y decided to slow subs tan t ia l l y the pace 

of those economic re fo rms, such as the el iminat ion of p r ice subs id ies , t h a t 

would requ i re sacr i f ices on the par t of the consumer . Leonid A b a l k i n , the 

d i r e c t o r of the I ns t i t u te of Economics of the Academy of Sciences and a 

leading advocate of re fo rm, recent ly admi t ted tha t the fa i l u re to meet 

consumer demand, combined wi th the h igher budge t de f i c i t , had prompted a 

r e t h i n k i n g of p r i o r i t i es tha t would slow the re form e f f o r t , w i th the f i r s t real 

resu l ts of re form not to be fe l t un t i l 1995. 

Trading Cuns For Butter. Over the past year and a ha l f , Gorbachev 

has inc reas ing ly cal led on the defense i ndus t r i es to step up t he i r s u p p o r t to 

the c iv i l ian sector . In March 1988, he gave them respons ib i l i t y fo r re-

equ ipp ing most of the 260 plants f rom a d isbanded c iv i l ian m in i s t r y t ha t 

manufac tu red equipment f o r food and consumer goods p roduc t i on . In 

September, in an e f f o r t to increase t h e i r i ncen t i ve to do more fo r the 

consumer , the Counci l of Min is ters passed a decree tha t allows the defense 

i ndus t r i es to reta in p r o f i t s f rom above-p lan p roduc t i on of consumer goods 

d u r i n g 1989 and 1990; p rev ious ly t hey had to remit most p ro f i t s to the 

s ta te . A t the same t ime, defense i ndus t r i es were p u b l i c l y c r i t i c i zed f o r not 

do ing more. Ryzhkov warned tha t anyone who fa i led to suppo r t the 

consumer goods p rogram was "mak ing a b ig m i s t a k e . " 

In the past , a t tempts to prompt the defense i n d u s t r y to suppo r t 

consumer goods and the modernizat ion p rog ram have been re la t ive ly 
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unsuccessfu l because the leadersh ip d id not app ly substant ia l p ressure and 

was unw i l l i ng to pare back m i l i t a r y demands. Last year was no e x c e p t i o n . 

We estimate tha t Soviet defense s p e n d i n g , as measured in constant 1982 

rub les , grew by rough l y 3 pe rcen t — in l ine w i th the g rowth rates of the 

past several years . Procurement of weapon systems was again a major 

c o n t r i b u t o r to g r o w t h . Expend i t u res on sh ip procurement rose s h a r p l y , 

caused p r imar i l y by an increase in spend ing on both s t ra teg ic and genera l 

pu rpose submar ines. Missile p r o c u r e m e n t — p a r t i c u l a r l y f o r ICBMs and 

s t ra teg ic su r f ace - t o -a i r missiles —also d isp layed s t rong g r o w t h . 

Last yea r , however , Gorbachev took several actions that ev iden t l y 

were in tended to lay the g r o u n d w o r k f o r f u t u r e m i l i ta ry cu t s . At the 19th 

Par ty Conference in June , the leadersh ip charac ter ized the th rea t f rom the 

West as dec l in ing , whi le c h a r g i n g t ha t the expend i tu res of "huge sums" on 

weapons and the neglect of po l i t i ca l means had weakened both the economy 

and nat ional s e c u r i t y . Numerous commentators, f o r example, c r i t i c i zed the 

deployment of the SS-20 missi le as a waste of badly needed resources and a 

move tha t in tens i f ied po l i t ica l s t ra ins between the Soviet Union and the West. 

The Conference's response to such complaints was to mandate tha t f u t u r e 

improvements in m i l i t a ry capab i l i t y shou ld be based on qua l i ta t i ve ra the r 

than quan t i t a t i ve fac to rs , and t h a t po l i t i ca l cons iderat ions be g iven g rea te r 

we igh t before deve lop ing and d e p l o y i n g new weapon systems. Soviet 

spokesmen began imp ly ing tha t t h i s wou ld resu l t in lower defense 

e x p e n d i t u r e s , whi le o ther o f f i c ia ls s ta ted t ha t the increased c iv i l ian demands 

on defense indus t r ies could reduce m i l i t a r y p roduc t i on . 

On 7 December at the Un i t ed Nat ions , Gorbachev moved f rom hints and 

suggest ions about his plans f o r defense to more speci f ic promises by 

announc ing major un i la tera l cuts in Soviet m i l i t a ry manpower and equipment 
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to be car r ied out d u r i n g 1989 and 1990 (see table 3 ) . Dur ing a meeting w i th 

the T r i l a te ra l Commission in January 1989, Gorbachev expanded upon th is 

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

the product ion of weapons and mi l i ta ry equipment by 19.5 percent d u r i n g 

the same per iod. Soviet commentators subsequent ly said tha t the promised 

cuts in defense spending wi l l be appl ied to the i r " tota l defense 

expend i tu res" rather than to the small por t ion of th is total pub l ished in the 

annual state budget (see box 3 ) . 

For all the Soviets' show of 

some crucial points about 

Gorbachev's pledge remain 

unclear . Moscow has not , for 

example, indicated whether the 

promised 14.2-percent cu t 

applies to 1988 spending levels 

or to the expendi tures planned 

for 1989 and 1990. S imi la r ly , 

i t has not indicated whether 

the defense budget is to be 

reduced in real or only nominal 

t e r m s - - i . e . , whether the cuts 

wi l l be made af ter or before 

the budget is corrected fo r 

in f la t ion . Moreover, the 

Soviets have yet to reveal any 

f igures on the level of t he i r 

total defense spending. This 

cont inu ing silence makes it 

openness on the i r defense spending p lans, 

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

6 Tank Divisions From Eastern Europe 
-4 f rom GDR. 
-1 from Czechoslovakia 
-1 f rom Hungary 

Tanks 
-10,300 to ta l . 
- 5,300 f rom Eastern Europe. 
- 5,000 to be " l i q u i d a t e d , " o thers 

conver ted to t rac to rs and 
t ra in ing vehic les. 

A r t i l l e r y 
-8,500 tota l . 

A i r c r a f t 
-800 to ta l . 
- pa r t s of planes to be used as spares, 
- g r o u n d suppor t equipment to be 

" r e d i s t r i b u t e d . " 

Personnel 
-500,000 to ta l . 
-240,000 f rom European pa r t of USSR. 
- 60,000 f rom Southern pa r t of USSR. 
-200,000 f rom Eastern pa r t of USSR. 

Mongolia 
-3 of 4 g round force d iv is ions to be 

w i t hd rawn . 
- A i r forces to be el iminated. 
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Inset 3 
Glasnost on the Soviet Mi l i ta ry 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 Ministry of Defense 
expenditures for maintaining military personnel, military pensions, logistics, 
military construction, and *a number of other articlesHe 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 -
-includlng 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 5ov/etJ may release defense spending data this year because of 
mounting pressure. Even then, however, It will take time and strong 
political support from Gorbachev 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 In 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. 

d i f f i c u l t to assess the size of the promised defense spending cu ts . Given 

the d is tor t ions that h is to r i ca l l y have character ized Soviet economic and 

f inancia l s ta t is t ics , th is d i f f i c u l t y almost cer ta in ly wi l l pers is t even if the 

Soviets make good on t h e i r pledge to release t he i r " to ta l defense 

e x p e n d i t u r e s . " 

In view of the problems inherent in measur ing Soviet defense 

expend i tu res , moreover, conf i rming the implementation of the promised 

spending cuts wi l l r equ i re substant ia l evidence of reduct ions in Soviet forces 

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



wi l l p rov ide substant ia l pub l i c i t y — both f o r domestic and fo re ign aud iences- -

on speci f ic cu t s . In some areas, national technica l means wi l l p rov ide the 

West w i t h independent conf i rmat ion . In o the r areas, such as research and 

development , cuts in spend ing wi l l be fa r more d i f f i c u l t to moni tor 

If the promised cu t is to be appl ied to a defense budget as large as 

we estimate Moscow's to be - -abou t 15 to 17 percent of Soviet G N P - - t h e n the 

resource savings invo lved would be subs tan t ia l . Indeed, our estimates 

ind icate tha t to reduce t he i r total defense budge t by 14.2 pe rcen t , the 

Soviets would have to go beyond the cu tbacks in mi l i ta ry programs tha t t h e y 

have spec i f ica l ly promised to make. 

By our est imates, only about a t h i r d to a half of the 14 .2 -pe rcen t 

reduc t ion can be accounted fo r by savings associated w i th w i t h d r a w i n g f r om 

A f g h a n i s t a n , comply ing w i th the INF T r e a t y , and c a r r y i n g out the 

reduct ions promised at the UN. A l t hough some addi t ional savings wi l l come 

f rom reduced demand fo r weapons — tha t is, reduced procurement —as a r esu l t 

of the force r e s t r u c t u r i n g Gorbachev promised d u r i n g his UN speech, we 

bel ieve the Soviets wi l l have to do much more than what they have p u b l i c l y 

disclosed to achieve reduct ions amount ing to 14.2 pe rcen t . 

Act ions the Soviets might take to meet t h e i r promise of a defense 

spend ing cu t are l i ke ly to inc lude reduct ions in m i l i t a ry research , 

development , t es t i ng , and evaluat ion (RDT&E) . D u r i n g 1988, Defense 

Min is te r Yazov, Deputy Defense Min is ter f o r Armaments Shabanov, and 

Deputy Foreign Min is ter Bessmer tnykh all c r i t i c i zed the USSR's m i l i t a r y 

RDT&E. Taken toge the r , these cr i t i c isms suggest t ha t f u t u r e Soviet RDT&E 

may be concent ra ted on a smaller number of p ro jec ts , bu t tha t those p ro jec t s 

f u n d e d may be more technolog ica l ly ambit ious than was typ ica l in the p a s t . 


