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Gorbachev: Stecring the USSR
Into the 1990s: -

This paper is intended as a perspective on the kinds of decisions on
cconomic policy that Genceral Sccretary Mikhail Gorbachev must make
over the next few years and the implications of these decisions for the
USSR's defensc and foreign policy and for Gorbachev's political position.
In this context, judgments regarding Gorbachev's situation will appear
somewhat less sanguine than those found in carlier CIA papers, for two
princtpal rcasons. First, the papers reporting on Gorbachev's progress
through the winter of 198687 focused primarily on his success in
consolidating his power rather than the concrete and difficult choices he
would face in exercising his power. Second, since the plenum of the Central
Committee in Januam 1987, an accumulation of evidence from Soviet
sources suggests that indifference and opposition on the part of party and
government leaders and the average worker are more deeply rooted than
was thought six months ago. Noncthcless, as this June's plenum of the

‘Central Committee suggests, Gorbachev scems determined to overcome

thesc constraints. Gorbachev's road, however, will be rough, and he has
warned that the next few years will be critical for his program. .

it
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Key Judgments

Infarmotion available
a3 of 30 June 1987
was used in this report.

Gorbachev: Steering the USSR
Into the 1990s"

In the next year, Sovict lcader Mikhail Gorbachev and his Politburo will
have 10 agree on adjustments 10 the current (1986-90) five-year plan o
cope with emerging shortfalls and 10 correct imbalances. Mcanwhile, the
future of economic reform is being worked out, and the Soviet leaders will
be attempting to formulate their resource allocation guidelines for the
1991-95 plan. The USSR’s planning cycle calls for these guidelines to be
given to the cconomic planners by about mid-1988. This will be a tough
call because not all the returns will be in from measures already
implemented. { '

e

Adjusting the 1986-90 Plan

The present five-year plan has virtually no slack that would permit more
attention to onc of the major sectors of the economy without some impact
or offsetting adjustments in other areas. For example, the growth in overall
volume of investment, while higher than i+ the two previous five-ycar
plans, still appears low in comparison with the production targets. Taken at
face value, the plan indicates that the Soviets expect a sharply increasing
ratio of output per ruble of investment. But if the efficiency gains from the
*human factor™ campaign do not materialize, the leadership will have to
decide whether to push for faster investment growth in the present plan to
keep its industrial modernization program on track. Such a step could force
the USSR to consider permitting a buildup of debt to the West to finance
more imports. And sustained higher rates of investment would not be
fracihta in our view, without holding military procurement relatively flat.

.
.

Similarly, allocations to the consumer in the current five-year plan,
particularly goals for consumer durables, have been held down against a
promise of better things to come in the 1990s as the hoped-for benefits of
industrial modernization are realized. The leadership, however, wiil have to
be careful to avoid the kinds of shortages that in the past have had a damp-
cning cflect on labor incentives—particularly because so much of the
present plan appears to bank on increasing productivity through a motivat-
cd work force.

~




Reforms

In the case of reforms, what has been accomplished so far amounts to a set )
of partial measures. Soviet Jeaders will need to consider adjustments to |
thosc measures already implemented and how to implement the more
comprchensive changes in the organization and management of the
economy that Gorbachev called for at the Central Committee plenum in
June 1987. It will be particularly important for the leadership to avoid the
kind of backsliding that has brought past reforms to a standstill. Gorba-
chev has been searching for a formula that encourages more initiative at
lower levels while permitting control tg be maintained from the center.
This is a delicate balance at best: carlﬁn the 1965 and 1979 reforms, for
example, the ministrics began to reassert their control over enterprises by
multiplying the number of plan targets and limiting their use of discretion-
ary funds. And the natural inclination of local party officials will be to ex-
ercise the same kind of petty tutelage over enterprises that they have in the
past. Preventing this will require a fundamental restatement of the
responsibilities of ministries and party organizations,

According to guidelines approved by the Central Committee on 26 June
1987, the next phase in improving organization and management will
involve curbing the powers of central economic authorities, developing
genuine wholesale trade, reforming the, price system and financial and
credit institutions, and introducing stronger incentives for enterprises to
use their increased independence in ways that satis{y the guidelines set out
in the state plan. Gorbachev could also expand the permissible boundaries
of private production and allow greater wage differentiation. Even with the
best leadership intentions, improving worker incentives will depend mainly
on whether workable arrangement. in these areas can be developed and on
how the labor force reacts to them. Elastic work rules and narrow wage dif-

ferentials have beame an important part of the “'social contract™ in the
Soviet Union. L

LS Al

Formulating Resource Guidelines for 1991-95

The leadership’s perception of progress on the industrial modernization
program—cspecially in the machine-building sector—will be a critical
factor in its outlook on the next five-year plan. If by next year this program
does not anpear to promise growth large cnough Lo give gencrous incre-
ments to consumers and defensce as well as investment, the lcadership will

»
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be forced 10 decide whether civilian machine building should get morc
funding in the 1991-95 plan. Another factor that could contribute to
pressures for higher investment than originally envisaged for 1991-95 .
would be a dwindling of the impetus to growth from tightening labor
discipline and wceding out poor managers. And a key unknown may be
whether the construction and machine-building basc will be adequate in
scale and quality to support a large increase in investment withant o
cutback in the defense plan submitted by the General Staff,

Foreign Help i

So faf, Gorbachev has had little success in obtaining help for his economy
from abroad—<ither from Eastern Europe or the West. The Soviets have
had trouble getting their East European allies to shoulder more of the
burden of the USSR's resource development and the Warsaw Pact’s force
modernization. Meanwhile, although the cxtent to which the leadership
planned on increasing imports from the West during the 1986-90 plan
period remains an uascttled question, Moscow’s ability to buy more
Western machinery or farm products has eroded badly because of the
decline in world energy prices and the lower value of the dollar. At this
juncture, the Soviets appear to be counting heavily on joint ventures with
Western firms. They are currently negotiating with about 100 Western

companies, alth~noh only a few of these negotiations appear to be in their
fina] stages. .

The Potential Pitfalls ...

A wide range of special interests and sensitivitics will impinge on Politburo
decisions over the next few years. First of all, military support for the
modernization of civilian industry could crode substantially if the external
threat asscssment now being offered by military leaders becomes starker
because arms negotiations [ail to constrain NATO defense programs and
bilateral US-Soviet relations worsen. In the reform arena:
~ A relaxation in the tautness of the economy would help innovation and .
casc a transition to new cconomic arrangements, but Gorbachev stands in
the way. From his first days in power he has stepped up the pressure on
workers, managers, and burcaucrats.




 Ministries are not likely to casily accept a lesser role in administering the
economy. They probably will try to entrap their cnterprises in 2 new web
of rules and requirecments, while idcological conscrvalives will fight an
expansion of private economic activity.

< Genuine clections for party-statc offices would evoke the specter of
factionalism and be seen as a threat Lo the top-down direction of the

society and the econnmy that has characterized “democratic centralism™
for 60 years.

«++ And A Helpful Environment

The invr.stmcnt/defcnsb decisions to be made would, of course, be general-
ly much casier if cconomic growth turned upward sufficiently to ease the
resource bind and diminish some of the fears of the fence sitters in
Gorbachev's Politburo. At the same time, arms control agreements and
improved US-Soviet relations that reduced both the momentum of NATO
military programs and the influence of the Soviet military-industrial
complex would give Gorbachev more room to mancuver. Soviet success in
thesc areas would in turn raise Western interest in granting credits to

Eastern Europe 2~4 ~~¢~hlishing joint ventures in both the USSR and
Eastern Europe.®

Somewhat paradoxically, however, better economic performance and a
favorable international climate would both strengthen and weaken the case
for more ambitious economic reform. Reform is easier to implement when
annual GNP growth is high, but the urgency attached to a refarm program
lcnd._'=:lo fade when the economy is doing relatively wcll.‘

Gorbacher’s Next Steps

At considerable risk to his political future, Gorbachev is gambling that his
policies will rejuvenate the USSR's economy and society. The problems he
is encountering have not yet derailed his program or diminished his

determination to change the system radically. But even his supporters arc
concerned that he will necd to win new victorics before long if he is 10 sus-
tain the momentum for change he has gcncralcd.‘

o
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Thus, we believe that Gorbachev cunnot work out the next steps toward re-.
newal at his leisure, Devclopments during the past year have increased the:
chances that he will act boldly to sustain the momentum of his program.
Because he seems determined to protect a modernization program that is
already underfunded and because the milestones for fashioning the 1991-
95 economic plan are fast approaching, Gorbachev is likely to seck arms
control agreements in the final years of the Reagan administration rather °
than wait for the next election. Moreover, the weaknesses of the reform
measures undertaken thus far are likely to become clearer over the next
few years. We think Gorbaghev is likely to move forward rather than --

retreat and push through more radical reforms so that they will be in place .

for the 1991-95 plan period. In this context, Gorbachev sces publicity and 4
elections at Jower levels as 2 way of exposing and disciplining those who
will not or cannot implement his program. In the cconomy, workers {

probably will have a gr=~*~r 3y in choosing trade union officials, foremen,’
and even managers.

The Consequences of Failure

Gorbachev has already asked the military and the population to curb their
appetites in return for more later. If his programs do not work out, other
leaders could appeal to these constituencies, The risks in a more radical re-
form and a rewrite of the social contract ase that confusion, economic
disruption, and worker discontent will give potential opponents a platform
on which to stand. Gorbachev's position could also be undermined by the *
loosening of censorship over the written and spoken word and the :
promotion of limited democracy. If it suspects that this process is getting
out of control, the party could well exeent~ an abrupt about-face,
discarding Gorbachev along the way.




BLANK PAGE




Contents
Paée :
Prcface iii
T Key Judgmcn-lsm' - TR
lmtoduchon - - T ) ;
T Sclunz a Course o T 2 :
) Investment Slralcgy' T 2 3
T Encouraging Sustained ‘o'}a'wtﬁ in Productivity 3
- Progrcss So Far Under Gorbachey [ T
o - Reform Measures 3
R Economy T 5
- o The Consumer o 8
...... Adjustments to the Reform Package 9
Adjusting to Reforms Under Way 9
« Complementary Decisions on Labor Incentives 11
Passible Extensions of Reform 1
- The Climate for More Drastic Reform 12
Adjustments 1o the Present Five-Year Plan 13
Investment Policy 13
Consumer Policy - 15
DefenscPolicy 15
Sctting Guidelines for Resource Allocation in 1991-95 15
Formulating the Decfease Plan 17
- Controlling the Defense Burden 18
Enlisting Forcign Help for His Economic Prozram - 20
Eastern Europe T 20
o Western Hclp. T T 21
Cost Avoidance 22
- TN - . e et e 3
oo ‘-Th—c Prlmacy of Domcsuc Prozrcss o 22
T T Thepotential Pithalls T 23
- " “The lnﬂucncc of External Dcvclopmc'r;l_sm' - 24
T Gorbachcv s Pnormcs -.“_‘_ __.:-_;____‘ 25 e
Reverse Blank xi




w

v

PRGN

Gorbachey: Steering the USSR
Into the 1990s (

Introduction

Mikhail Gorbachev was named General Sccretary of
the Communist Party of the Soviet Union in part
because an aging Soviet leadership recognized that
something had to be donc to lift the USSR out of the
cconomic growth slowdown and the political stagna-
tion that charactcrized much of the Jast half of
Brezhnev's rule and the bricf Andropov-Chemenko
stewardship. The “correlation of forces™ had been
shifting against the Sovict Union:

¢ Growth of Soviet GNP dropped from an average of
4.0 percent per year in the period 1966-75 10 2.3
percent in 1976-80, and to 2.2 percent per year in
1981-84.

= Although these rates were roughly comparable to
those prevailing in the West, the level of Sovict
GNP was little more than half that of the United
States. In per capita terms the USSR’s position
among major industrialized countries was even
worsc (sce figurces | and 2). Continued Sovicet growth
in the 2- to 3-percent range would prevent the
USSR from closing the GNP gap and might cause
it to widen.

» Soviet leaders became increasingly concerned over
the USSR’s (and CEMA’s) technological position as
microclectronics-bascd technology transformed

manulacturing processes and weapons design in the
West.

Unrest in Poland, economic stagnation and even
recession in much of Eastern Europe, and “counter-
revolution™ in Afghanistan, Angola, and Ethiopia
imperiled the stability of the Soviet empire and
increased the cost of maintaining it.

. China's_’domc.slic reforms and its dcalings with the
Unilted States worricd Moscow.

Figure 1
Gross National Product, 1985
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= Even the military gains accumulated in the 1970s
were tkicaicned by the Carter-Reagan defense
buildup and NATO's modernization ~¢ its conven-

tional and theater nuclear forces.
B
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Figure 2
Per Capita GNP, 1985
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This congruence of adverse trends appears 1o have
convinced a divided Politburo, cven though it was still
dominated numecrically by holdovers from the Brezh-
ncv years, to pick a younger, morc aggressive man to
be General Secrctary, Nonctheless, the Gorbachev
Politburo—at least in its first months—probably was
united morc by a scnsc that new policics were needed
than hv agrcement on what the policics should-be.

-

{n 3 recent assessment,’ the CLA described in gencral
terms the progress Mikhail Gorbachev has made in
his program for perestroyka (renewal). The asscss-
mient discussed the combination of controversial poli-
cy dircctions and burcaucratic resistance that “will
foree increasingly clear choices between settling for .«
hall measures .. . or forcing the Politburo to make
some difficult decisions.™ This asscssment extends and
amplifies our initial benchmark report on Gorbachev's
policics and position. It outlincs his cconomic strategy
and options in greater detail, discusses the military
and military-economic considcrations that Jimit his
freedom: of action, and revicws the role that forcign
policy devclopments can play in helping or hindering
his program. In particular, the assessment focuses on
Gorbachev's ncar-term agenda—the decisions that
will have to be made during the next few vears and
the factors influencing these decisions.

Setting & Course

Investment Strategy

Gorbachev has reversed the course of investment
policy sct out in the last hall of Brezhnev's adminis-
tration. The five-ycar plans during the latc 19705 and
carly 1980s had called for low rates of growth of ncw
fixed investment to facilitate (rcad **force™) “inten-
sive™ (productivity-based) cconomic growth, This “low
investment™ strategy appears, in (act, to have been as
much a rationalization as it was an cconomic strategy.
An alternative course featuring higher investment
would have roquired difficult decisions on resource
allocation at 2 limc when cconomic growth was
stipping. Characteristically, the Brezhnev Politburo
sidesiepped these choices, hoping that all of the links
in the cconomy would “do better” and provide the
planncd growth in consumption and defensc with
smaller increments in investment. But merely stress-
ing innovation and the rcequipment of existing lac-
torics (ailed 1o offset the drag on productivity caused

* D1 Intchligence Assaasment

Febeuary 1987, Gorbachker’s

Pomestic Challeage: The Looming
Prohlems, (L) \
),




by an immense aging stock of plant and cquipment
and undcrinvestment in key sectors like metals and
machinc building. The dismal results of the low-
investment strategy cncouraged the development of a
“high iavestment™ lobby—onc member of which
{Nikolay Ryzhkov) is now Gorbachev’s Chairman of
the Council of Ministers, and another (Abcl Aga-
begyan) one of his principal cconomic advisers. .

The basic idea behind the new investment strategy is
to rencw the Sovicet stock of plant and equipment by a
combination of high rates of investment and increased
rates of retirement of old plant and equipment. Be-
causc the cxisting stock of fixed capiltal is so large,
however, its rencwal will 1ake time. Sovict planners.
therefore, do not count on a large, immediate impatt™
on cconomic erawth in the midterm—perhaps three to
cight years.

Encouraging Sustained Growth in Productivity
Gorbachev and his spokesmen have repeatedly assert-
ed that, although higher investment growth rates
represent the quantitative dimension of the modern-
ization program, the qualitative dimension is decided-
ly more important. By this they mean that the returas
on investment depend heavily on the technological
level of the new plant and equipment being instalicd
and the cfficiency with which it is uscd. In the first
instance, the leadership is rclying on what might be
called “administercd technical progress™—stricter
quality controls, morc internal review of ncw product
designs, and more the-~o* screening of proposed
investment projectss

Another avenuc toward accelerated technical progress
i3 the attempt to stimulate the introduction of new
technology and the production of better products
through incentives that lead enterpriscs and R&D
institutes to be more creative. To shape the or\ganiu-
tion and administration of the cconomy (or in Sovict
pariance, the “cconomic mechadism™), Gorbachev is
scarching for a combinalion of organizational changes
and cconomic levers that will encourage this kind of
initiative at lower levels, while permitting control to
be maintained from the center. Other Sovict leaders
have said this was their goal but cither could not find
the formula (Khrushchev) or rejected it upon sccing ils
implications for the role of the party in the cconomy

(Brezhnev). Indeed, toward the end of its rule, the
principal preoccupation of the Brezhnev lcadership
was to hold on to powcr—an objective for which any

major shakcups ol the system would have been scen as
thicatening ~ °

Gorbachev, however, has called for “radical reform™
(by Soviet standards) and seems disposcd 1o g0 beyond
the tinkering with the system that satisfied his prede-
cessors. But a great deal of unccrtainty surrounds his
ultimate economic reform objectives. Indeed, Gorba-
chev admits that his refar~ nrogram is being worked
out “on the march.” :

The other part of Gorbachev's long-term program for
accelerating productivity stresses incentives to work
harder and more cflectively. He has picked upon a
recurring theme in Soviet cconomic debate—that
worker pay should be tied more directly to contribu-
tions to production. As a result, wider income differ-
entials arc likely to be a feature of the economic
mechanism that is developed under Gorbachev's lcad-
crship. Sovict leaders recognize, however, that the
incentive cffect of higher incomes will be degraded
considerably if thcy cannot be used to buy goods and
services that the population wants. The lcadership's
declared strategy is 1o have iavestment grow more
rapidly in the 1986-90 plan period, sctting the stage
for consumptic~ ~rowth 10 outstrip investment growth
in the 1990s.

Progress So Far Under Gorbacher .

Reform Measures

Gorbachev's call for a radical reform of Sovict eco-
nomic maznagcment at the party congress in March
1986 marked the first lime such a dramatic remedy
had been preseribed by any Soviet official in recent
ycars. In the moaths since the congress, he has lurther
cscalated his rhetoric, comparing the reform to a
“revolution™ and describing it as 2 major turning
point in Sovict history. His strong commitment to
reform also is rcflected in a changed political




cnvironment that has turned economists whose ideas
werc once considered outside the mainstream into
- establishment figures!

Reorganiting the Bureaucracy. A corncrstone of Gor-
bachev's reform cfort has been his altempt to recorga-
nize and streamline the central cconomic burcaucra-
cy. His insistence that this burecaucracy shift its focus
{rom day-to-day management to stratcgic planning
and coordination has been reflected in a number of
organizational changes. Central coordinating bod-
ics—in the formy of -burcaus, statc committees, and
commissions—have been established to oversee minis-
trics responsible for the agro-industrial sector, civilian
machine building, cncrgy, construction, “social de-
velopment,” and forcign trade. Two new organiza-
tions—the Statc Committee for Computer Technol-
ogy and Information Science, and the Ministry of
Atomic Encrgy—also have been established to per-
form work that previously had been scattered among
several agencies. N

These moves all sccm aimed at improving Moscow's
ability to coordinate activilies in a given cconomic
scctor, but they also have crecated another manage-
ment layer and have generally done little to mecet
Gorbachev's stated goal of paring the size of the
economic burcaucracy. Morcover, the agro-industrial
reorganization, which did climinatc a number of
ministries and somc positions, proved to be highly
disruptive. Hopes for reducing the size of the burcau-
Cracy now appcar<o rest on a conversion 1o the “two-
tier™ management structurc advocated by Gorbachev.
which climinates the all-union industrial associa-
tions-—the burcavcratic layer between the ministrics’
higher management und the production cnterprises.

. P
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Increasing Enterprise Autonomy. Gorbachev has as-
serted repeatedly that better economic performance
requires a combination of stronger and less detailed
central planning and morc autonomy for the cnter-
prisc. Enterpriscs are to be financially independent
and to make a greater share of decisions regarding
production and investment. Thus far, the main reform
under way in this area is onic begun under Andropov
and cxtended by Gorbachev on | January 1987 1~ all
of industry and some other sectors (scc insct)

A

The Experiment in Enterprise Autonomy

The Soviet experiment in industrial management
lavnched under Yuriy Andropov in January 1984 is
designed 10 increase productivity, promote innova-
tion, and improve product quality by Increa.'ting ths
enlerprise manager's incentive and ability 1o pursu
these goals. Specifically, the experiment:

* Reduces the number of enterprise performance indi-
cators and makes the satisfaction of customers’ .
demands for new and betier product?—as reflected

in delivery contracts—the major measure of enler-

PNFe success.

« Iacreases the rewards for fulfilling plan targets ond
the penaltices for failing 10 do so.

* Gives the enterprise monager greater control over
investment funds and material rewards for his work
Jorce.

Konstantin Chernenko paid lipservice 10 the experi-
ment and exiended it 1o additional branches of
indusiry. Mikhail Gorbachev put additional teeth in
its provisions for improving product quality and
modernizing capital cquipment and ordered that the
experiment vo into cffect industrywide in January
1987

In his effort 10 increase the authority and responsibil-
ity of industrial enterpriscs. Gorbachey’s most signifi-
cant achicvement may turn out to be 2 new law,
approved at 2 Junc 1987 session of the Supreme
Soviet, This law codifies the enterprises’ rights and
gives them legal protection from bureaucratic med-
dling. Other measures that have been introduced are
more limited in theic coverage. They give sclected
enterprises the right to:
* Dcal more dircctly with their supplicrs, rather than
funncling their requirements through authoritics in
Moscow.




« Trade directly with forcign firms,

e Basc their production plans on trade orders from
customers.

» Excrcise greater financial autonomy »»d retain a
larger percentage of their profits. |

Although these measures represent a significant step
toward increascd enterprisc autonomy, many of them
apply to only a small number of enterprises or contain
other cestrictions that limit their impact:

e The decree allowing enterprises to acquire their
supplics through “wholesale trade™ applies primari-
ly to enterprises of “nonproduction™ ministries, like
the Ministry of Culiure, and excludes most of thosc
in the industrial sector, where the supply problems _
Gorbachev has complained about have been most
acute.

Although 70 cnterprises have been given the right to
engagce directly in foreign trade, that right is imited
to “above-plan™ production, and thc enterpriscs can
keep part of the resulting revenues only if the
Foreign Trade Bank approves of their intended use
of the funds.

The decree allowing enterprises’to base their pro-
duction plans on orders from their customers applies
only to clothing, textiles, and shoes and is weakcned
by its failure to allow coterprises 1o choose their own
suppliers and by the continued priority assigned to
centrally_set targets.

Only a limited number of cnterprises will switch this
year 1o the kind of “‘complete financial autonomy™
practiced experimentally by plants in Sumy and
Tol'yatti, and that autonomy will not include any
price-sctting authority. Many Arms do not carn
cnough profits to be self-supporting.

The objectives and limitations of these and other
rcform initiatives in both the farm and nonfarm

seclors arr cansiderced in somewhat greater detail in
table I

Decenitratizing Agricultural Authority. As part of his
clTort 10 decentralize authority in the agricultural
sector, Gurbachev tald the 27th Party Congress in

February 1986 that collective and state farms should
be given greater control over the salc of their above-
plan production. Hc conveyed the impression that a
major reform on this issuc was in the works by calling
it a contemporary version of Lenin's “tax in kind"—a
historic measure that put an ¢nd to the statc’s confis-
cation of all farm surpluses and establiched stable,
rclatively low procurcment targets. ¢

Ly
When the decree was published in March 1986, its
chicf decentralizing ¢flort was to allow local officials
1o sct their own targets for produce intended for “local
supply”™ and to exchange (ood products with other
regions, instead of channeling their requests through
Moscow, Farms were also given ¢* 2 cight to sell an
increased percentage of their planned production at
collective farm markets and through consumer co-
operatives. The tax-in-kind symbolism was completely
abscat from the language of the decree, however, and
there were no indications that the targets for statc
procurements would be substantially lowered or that
prices would be effective guides to decisionmaking—
neecssary steps for any maior decentralization of
production controls.

Most important, thcre was no followthrough on Gor-
bachev's stated intention to provide an environment
that rclates reward to effort. This requires a pattern
of incenlives (2nd penaltics) to induce farm managers
and enterpriscs providing goods and services to farms

to carry out their functions effectively and promptly.

The Economy

As the new cconomic program was being put into
place, Soviet economic performance was better but
not brilliant (sce figure J).? In Gorbachey's first year,
the outcome was respectable after a bad start in the
first quarter. Improved weather, after a severe winter,

* The recent record is spclied out in some detail in Gorbochev’s
Maodernization Program: A Stotus Report, an unclassificd papcr
prescated by the Central Intelligenoe Agency and the Defense
tntclligence ‘Agency for submission to the Subd iftec on Na-
lional Sccurity Economics of the Joint Economic Commitiee,
Congress of the United States. 19 March 1987, (30 !




Table 1
Gorbacher’s Reform Initiatives s

Category Objective

Enterprise autonomy To allow enterprises to make mor; ;hy:;o’-.day deci-

sions with lcss interference from the ministrics.

" Limbtathons

Enterprises still reccive a fairly detailed set of pro-
duction targets. Their docisionmaking is (urther
“guided™ by performance indicators, assigned sup-
plics, controls on invesiment, wage norms, and ad-
ministered prices.

Wholesale trade To reduce ceniral controls W?E 'd‘i;xribulion_;f‘

enterprise supplics and to expand the use of contracts
belween enterpsises.

There it 00 specific timctable for the shilt (o whole-
sake trade and no guaranice that the reforms will
eventually allow enterprises to choase their suppliers
(recly. For the present, enterprises will only be able

to influence marginaily the quality of the goods they - -
teceive.

Seif-financing To allow enterprises to keep o larges share of l.bci.r'
profits, which can be used for operating expenses and
investment,

Enterprises will have difficulty obtaining investment
supplies because of the centralized supply system.
Many firms do not carn cnough profits to be sclf-
supporting. There is no provision for the redistribu-
tion of capital funds ta more “cfficient™ enterprises.

Bankruptey To allow the . quidation of enterprises that operate al

a lass.

The current price system is designed to cnable the
avesage enterprise to carn a profil. Given an adminis-
tered price system and indi not noces-
sanily teflecting cfficiency, the basis for making
Jodgments about liquidation is uncertain,

Wages To create pay differentials and a closer relationship

between workers’ pay and the amount and quality of
work they produce,

Pay increases will depend upon entecpriscs’ ability to
finance them from funds related to produciivity
increases. Wage “normatives”™ will be sct by superior
organs.

Agticulture To increase scll-inancing, give farms greater controt

over the disposal of their product, and encourazc the
workers® intcrest in final harvest results.

These goals continuc to conBlict with the irrational
price system foc [arm products and industrial inputs,
high procurement targets, and centralized allocation
of material resources. '

Private activity To increase incentives for individual, famil-y, and

small group busincsses.

-”_To aliow & fimited number of mlcrpn;cs 1o conduet
trade dircctly with foreign partacrs and promotc joint
ventures with Western Brms.

Foreign trade

These are cautious regulations—much more restric.
tive than thosc cnacted in Eastern Europe. Participa-
fion i3 limited, for cxample, to houscwives, students,
pensioners, and state } working in their frec
time,

Central control remains tight over most forcign -
trade, and firms perticipating. in joint ventures are
insvlated from the rest of the cconomy.

¢ See forthcoming SOYA Rescarch Paper, Economlc Reforn Un-
der Gorbachev: A Sct of Progress (ndicators.
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cased pressures throu ghout the economy. This minire-
cavery continued in 1986, Soviet GNP increased by
4.2 percent, industrial production climbed by 3.6
percent (the fastest growth since the mid-1970s), and
agriculture rebounded with a 7.3-percent gain, {asgely
on the stren- " ~f large increments in the grain and
potato crops.

Almost all of the improved performance, however, can
be traced to actions taken by Gorbachev’s predeces-
sors. Brezhnev and then Andropov relaxed the five-
year plan constraints on new fixed investment im-
posed by the “intensive growth” philosophy, removing
some of the bottlenccks that had plagued the cconomy
in 1979-82. Andropov initiated the campaign to cn-
{orce tighter discipline in (he werkplace that also

NN 787

contributed to higher industrial growth after 1982,
and Brezhnev's farm program seems to be having an
increasing impact, especially on the scale of fertilizer
s~~Yiraviong and the balance in livestock rations.

Gorbachev's contribution to better cconomic perfor-
maace consists of his pumping up the discipline
campaign, which had flagged somewhat under Cher-
nenko, his initiation of an antialcohol campaign, and
his shakcup of the ministerial burcaucracy. The fruits
of his reform initiatives and his investment policy will
not be evident for a few more years. Nonctheless, as




General Secretary (or the last two years, Gorbachev
can and is taking credit for a start on the uskoreniye
{acceleration) that he has set oul as & national objec-
tive.

In his public appearances toward the end of 1986 and
at the January 1987 Central Committee plenum,
however, Gorbachev stressed that not al) the econamic
signs were pasitive. He noted in particylar that little
progress had been achieved in raising the quality of
industrial products, especially machinery. Throughout
1986, in fact, the machine-building complex was
sdmonished for its failure 1o meet goals far product
quality, output mix, and delivery schedules, and, in
April 1987, a Pravda editorial declared that it was
“absolutely intolerable" that so little progress had
been made in improving quality and accelerating
technical pro;rmi

The difficulties in improving quality standards from
above are illustrated by the operation of an ambitious
quality control system introduced in some sectors of
industry on | January 1987. The new system, known
as State Acceplance:
o Covers 1,500 industrial enterprises that we estimate
are responsible for roughly 15 percent of all indus-
trial output and nearly one-third of the production
of the critical machine-building sector,
Augments existing plant quality-control forces with
an independent stafl of state-appainted inspectors
who have the final authority over matters of quality
at the plant.
¢ ls similar to, and may have been modeled after, the
program used by the military for many years (o
ensure the qualily of defense ;oodsﬁ

State Acceptance has already jolted indusiry. Accord-
ing to the Soviet preas, the new inspectars rejected
approximately 10 to 20 percent of the products sub-
mitted. These ltems, accarding to Saviet law, were
excluded from monthly production Agures. As a
result:

* Many plant directors and workers did not receive
their usual bonus payments for moeting the plan,
which reduced their monthly income by as much as
one-third.

» Industria! performance dropped markedly. With
machinery production 5 percent below levels (or
1986, largely as a result of State Acceptance, we
estimate that civilian industrial output during the
first quarter of |987 grew by barely | percent in
comparison with first-quarter 1986,

Moscow presumably hopes that the disruption caused
by the program’s initial shock will prove temparary
and that the imposition of higher standards will over
lime improve the quality of econamic growth. Indeed,
circumstantial evidence suggests that Gorbachev may
have intended Siate Acceplance as an administralive
measure 10 discipline industry in a manner similar to
the antialcohal campaign. Over the long haul, howev-
er, the new system is only the first step in an uphill
battle against poor quality. Even if successfully ap-
plied throughout industry—a risky step, given the
considerable disruption even a limited introduction
has caused—the new system can only ensure that
products meet some acceptable level of quality. As
currently designed, State Acceptance cannol tackle

“’ue of advancing technology 1o Western levels.

To spur technological advance, the USSR has adopt-
td measures to strengthen the R&D establishment
and especially its ties 1o industry. There is a new
emphasis on Academy of Sciences' suppart for the
machine-building sector, and 20 interbranch scientil-
ic-technical complexes, each headed by a lead agency,
have been set up o tackle scientific problems of
national importance. For the longer term, invesiment
projects are being given stricter technical review to
ensure that they incorporate the best available tech-
nology. Meanwhile, the 1986-90 plan sets extremely
high goals for the production of computers, new
mucth, robotics, and other advanced equip-
ment

The Consumer

The leadership's policy toward the Soviet consumer
has been to look for ways of improving his lot that do
not cost a greal deal. The Consumer Goods and
Services Program adopted in October 1985 ssts out



impressive goals for the year 2000, but the seclors
turning out these goods and services—except far
housing-—cannot look forward 1o substantial increases
in investment allocations in the 1986-90 plan period.
Insiead, Gorbachev is trying to deal with particular
problem arcas by other measures. New laws extend-
ing the boundaries of private activity and permitting
the formation of producer caaperatives are intended to
increase the supply of services by drawing in addition-
al labor to the service sector and encouraging the
recycling of scrap products. At the same time,
machine-building enterprises are being ordered 10 set
up service centers to repair the appliances that they
manulacture, snd all enterprises have been given
targets for providing other services

Nonetheless, Gorbachev does not have much to brag
about regarding consumer well-being in the last two
years. Whether in independent Western estimates or
in Soviet calculations, per capita consumptian has
grown slowly (table 2). The sutharities have been
unable ta provide enough ather goods and services (a
oftset the huge decline in legal sales of alcohol—
which weighs heavily in family budgets in general and
the food component in particular.

How the Soviet population views Gorbachev's contri-
bution 1o its welfare is unclear. In the public mind, he
is probably perceived as an activist trying ta get the
country moving again and ax the person reaponsible
for the antialcohol campaign and an increasingly
demanding work environment. Attacks on govern-
ment bureaucrats and party big shots are likely 1o be
popular, but, accarding to some Soviel sources, Gor-
bachev's preaching about a new attitude joward work
is finding an increasingly sour receplion-

Adjustments to the Reform Package

In general, the changes that Gorbachev and reform-

minded economists have been advocating would:

« Streamline the central buregucracy and shift its
focus {rom day-to-day management to sirategic
planning and coordination.

* Increase the suthority and responsibility of industri-
al and agricultural enterprises.

» Improve workers' inosntives.

~ [ncrease the Rexibility of prices.

» Expand the role of Linitiative in both state
and private ucton.m
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Table 2

USSR: Growth in Per
Capital Consumption
and Real Income

Average annya|
PeIcentage growih

1981-82 198)-84 1985-8¢
Per capita cansumption 0.1 1.4 0.2
{CIA estimate)
Food -0 1.0 -29
Food, sxcluding aicohalic 0.0 1.6 23
bevarages
Noaload 0.7 2.0 33
Services 1. 1.3 20
Real incams per capina 1.7 2.8 240

(Soviel calculatiaon)

¢ Thers is ¢ growing tuspicion smong Western snslysts that the
Cantral Statistical Administration manipulsied the accounting of
rea) incomas (as well as retail trads and national income) for the
pariad 1905-86 1o sxcluds or minimizs the eflects on reporied
performance of reduced alcohal production and consumplion and
highsr prices for alcabol.

Taken together, the management reforms initiated
since the party congress in March 1986 are intended
to give Soviel policy a decided push in these direc-
tions. One standard against which to judge the pro-
posed reforms is how far they shift decisionmaking
power down the hierarchy of the economic mechanism
that links central authorities, ministries, associations,
state enterprises, and households. So far, the higher
level authorities still dominate, with most of the
decisions governing ecanomic activity still centralized
as in traditional centrally planned economies.

Adjusting to Reforms Under Way

What has been accomplished 3o far can be described
as s set of partial reforms (soe inset). The first set of
decisions facing Soviet lsaders will involve the adjust-
ments necessary Lo extract the most benefit from
these partial reforms. Among the adjustments that
shauld be made are:

* A price revision ta once again bring prices more in
line with costs. This Is needsd 10 provide a better
basis for the decentralized decisions permitted un-
der the sxtension of the industrial experiment; the
most recent revision was in 1982-83.



Partial Versus Comprehensive Reforms

The following 1abulation compares the partial
economic reforms the Soviets have undertaken with
what would consiitute comprehensive reforms:

Partial Reforms

Comprehensive Reforms

Adminisirative decentralization

Economic decentralization

Phased introduction of reform measures and selective
experimenits

Simultaneous introduction

Parameiers (norms) changed frequently (for example,
taxes and subsidies)

Parameters 1o be left unchanged for years

Detall of plan targets reduced

Abolition of ,gbligatory enterprise targeis

Limited fresdom given to entarprises 10 negotiate
conlracls

Enterprises choose their own suppliers

Managers given more control over wage fund and
decentralized investment

Removal of most conirols over wages and investment

Sales and prafits given more imporiance as perfor-
mance indicators '

Prafit is sole parformance indicator

Some producers given right to engage In foreign trade

Direct participation by firms in foreign trade

Wholesale prices revised to reflect costs more closely,
but not to balance supply and demand

Price system changed 10 better reflect both costs and
supply and demand and 1o be more fexible through
deconirol of cenirally fixed prices

Private activity encouraged on household agricultur-
al plots and in sarvice secior

Unclassified

Wida-scale use of family in agriculture

o Actions by the state supply network to make avail-
able the goods required to support (s) investment
that is no longer included under the centralized
state plan and (b) private production of goods and
services

It will be equally impartant that the Politburo resist
the backgliding that has brought past reforms 10 a
standstil’ Early in the 1965 and 1979 reforms, for
example, the ministries begsn 10 expand (heir control
over enterprises by multiplying the number of plan
targets and limiting enterprise use of supposedly
discrelionary funds. In these earlier instances, the

State Planning Committee (Gosplan) and the minis-
tries quickly decided that decentralized investment
was aggravating the already troublesome excess de-

mand [or investment goods W ing used in
ways that did not suit them

The Politburo will aiso have to resolve the question of
the praper rale of the party. Given the importance
that the General Secretary has attached to accelerat-

ing economic growth and raising the quality of pro-
duction, the natural inclination of loca! party officials
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will be to exercise the same petty tutelage over

enterprises that they have in the past. To prevent this
will require a fundamental restatement of the respan-
sibilities of ministries and party orunizatiom.ﬂ

In part, Gorbachev's challenge with respect ta the
parly resembles that inherent in his investment strate-
gy. He can renew the party ranks just as he can the
cauntry's capital stock. The trick is Lo substitute new,
more cflective members [or the aging leaders that
have retired or have been dismissed from party ser-
vice. At the same (ime, however, the Soviet leadership
must come Lo grips with the question of how to square
an activist—and hence, centralized—party role with
an economic mechanism that grants greater decision-
making power to the individual enterprise

Complementary Declsions on Labor Incentives

Soviet leaders appear 1o agree that labor incentives
have weakened with the natrowing of wage differen-
lials over the past two decades, the slower growth in
the iabor force, and the failure to match rising
incomes with an appropriate mix of goods and ser-
vices. They hope that the modernization program will
free some labar and that the Food Program adopted in
1982 and the campaign to improve the service sector
will eventually case shoriages in retail markets. But
they have only taken a few steps on the road toward
tying earnings more directly to contributions to pro-
ductioni

Through wage decrees, planners are removing some of
the inequities that have developed over the years—for
example, abysmally low wages for workers in health,
education, and scientific resaarch—and engincers’

_ wages that are less than those of assembly line
workers. To differentiate earnings according to pro-
ductivity is far more difficult in production enter-
prises, which work under unequal conditions in terms
of the quality of their squipment and ths svenness of
their aupplies. In this connection, the effort to convert
to a collective contract or brigade contracting sys-
tem—under which small groups of workers establish
their own production plsn and decide on how bonuses
should be divided—seems 1o be sputtering. Moreover,
increasing income differentials and correcting wage
distortions will necessarily be g slow process as long as
the USSR holds to what a leading Soviet sociologist

has termed the "accepted principle’’—no one's wages
can be reduced. Under this constraint, noninflationary
growth in income differentials depends on increasing
the production/net imports of cansumer goods and
services. Gorbachev will have to commit & good deal
of his energy and suthority if a wage system more
responsive (o differences in individual producllvny is
to be introduced -

_ Passlble Extensions of Reform

At the plenum of the Central Committee in June
1987, Gorbachev won approval of “The Main Provi-
sions of the Fundamental Restructuring of Economic
Managemen!." A package of measures following up
on these guidelines is supposed 1o be approved by the
beginning of 1988. As Gorbachev noted, these
changes in planning and management will have to be
in place in time to be reflected in the 1991-95 plan—

especially any having to do with the way the plan is
compiled or requiring a new array of pricesi
Qorbachey seems bent on pushing decentralization in
the Sovist Union, and relying more on economic
levers and leas on adminiatrative assignments. Il he
sticks to this course, he will have 1o find ways of
atiaining two key objectives set out in the June 1987
guidslines—developing a genuine wholesale trade sys-

tem and introducing stronger incentives for enter-
prises to use their increased independence in ways

“tilfy the guidelines set out in the state plan.

Wholesale Trads. The principal benefit from develop-
ing wholesale trade would be to relieve central au-
thorities of the burden of planning the production and
distribution of millions of products. By relying more
on contracts negotiated (reely and directly between
suppliers and customers or on orders given to whole-
sals bases that in fact offer a choice of products, the
production plan could be developed {rom the ground
up. Ons prominent Soviet economic journalist sug-
gested that three-quartsrs of the turnover of producer
goads could be handled through wholesale trade. This
would, howevsr, be 8 controversial decision. Planners
in the USSR generally believe that the way to ensure



balance in the economy is to increase the number of
physical output targets. Similar measyres have been
tried in Eastern Europe and abandoned, primarily

because averly taut plans created imbalances tha
higher authorities felt compelled ta lddml-

Incentives. Some of the most important possible

changes suggested in Soviet publicatians to support

decentralized management and improve the incentives

structure include:

» Reliance solely on profits as a8 measure of success
and failure.

* Allowing enterprises to be declared insalvent or
bankrupt.

* Relieving enterprises of the responsibility of finding
employment for redundant warkers.

o Converting completely to self-financing for both
current and capital outlays,

All of these changes would be controversial because

they depart so abruptly from past praciice

The leadership has also sought to incresse the supply
of consumer services, and thereby enhance wark
incentives, by lootening the permissible boundaries of
private production. Should Gorbachev wish 10 mave
further along this path, he could allow {uil-time
members of the labor force ta withdraw entirely from
state employment. A much less likely option would be
to go further and permil owners of private establish-
ments to hire labor. Alternatively, the state might,
through administrative discretion or by decree, widen
the acceptable range of private activity to include, for
example, small-scale manufacturing or subcontract-
ing for state enterprises

The Climate for More Drastic Reform

Because of the barriers that inertia and latent opposi-
tion throw up against economic reforms (see inset on
page 13), the leadership's willingness to mave forward
1o carry out the decisons of the plenum in June is
likely to be influenced heavily by how weli the

economy doss in 1987-88. Reasonably high annual
rates aPgrowth of national income (Soviet style)—say
on the order of 1.5 to 4 percent—might tend to blunt
the incentive for reform.’ Continued shortages of
energy, rew materials, and semifinished products

" This tramalaios inte & 2.5- 10 -parceni growih in ONP-

would also inhibil a transition ta wholesale trade.
Gosplan and the Council of Ministers almast certainly
would want to recentralize distribution of key com-
modities 10 protect the priorities they believe the
national interest requires

Progress in improving worker {ncentives will depend
mainly on whether arrangements that are both eflec-
tive and administratively workable can be developed
and on how the labor force reacts ta them. Elastic
work rules and narrow wage differentials have be-
come an important part of the “social contract™ in the
Saviet Union (see inset on page (4). Mareaver, some
of the notable labor disturbances in the USSR have
been touched off by changes in work norms. The
authorities, therefore, will carefully monitar the re-
ception accogded to an increase in inequality of
earnings. Exiensive experimentation probably will be
the rule aver the next few yuui

Perhaps the most favorable environment for an exten-
sion of the reform would be disappainting macroeco-
nomic perfarmance in the short run—enabling Gorba-
chev to argue that the reforms already undertaken
were inadequate—coupled with an international situ-
ation that permitted a degree of economic slack. Low
growth in nationa) income would signal failure on the
productivity front and perhaps convince the rest of the
leadership that drastic reform was nscessary. A less
tense internationsl situation would permit slower
growth or even reductions in defense pragrams and
couid result in & substantial increase in net imports,
perhaps through success in pushing joint ventures or
greater Soviet borrowing. On bath counts, the taut-
ness in the sconomic plan wauld be relaxed, providing
a better climate for reform. But, if poor performance
continued aver a period in which reforms were being
assimilated, the reform ship would prabably sink. To
keep it afloat, the lsadership would have to be able to

point to some positive rom the change in the
sconomic mechanism
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Resistance and Inertia

Tha recictrure 09 ~Sangs oa the past o the bureau-
eracy I3 highlighted In the followins 2xtract from an
interview given by Tevgeniy Arsbortsumov of the
USSR Académy of Sciences to an ltalian
nswspaperwomarn:

Gorbachev is finding it morc difficult to carry
out his reforms bezavec, sspecially ia the seven-
ics, instances of inertia and distortions accumu-
lated in our secizty—aot only (aults on the part
of individual leaders tu( bad tabits rooted in
2=vznal Strata of society, not just within the
leadership groups. And in 1956 it was not y=t a
vital n=czssity (9 move onto another, intensive,
stagce of development. At thit time, though
changing, socicty rctained the same develop-
ment mechanisms, whercas we now know that
we cannot continuc living as we did until yester-
day—and this is most important. In other
words, reform has now bocome urgent, which is
why he is talking about uskoreniye, the need to
changc as quickly as possible. “Therc is ro other
way," Gorbachev has said repeatedly, whereas
in 1956 history granted us a ccrtain amount of
whae, First of all, the cconomy no longer has the
teserves it did many years ago and furthermore
there is the accumulated resistance of the
groups that manage the cconomy. He and his
team arc convin-d of the nced to surmount
thesc obstacler

Unclassified*

The kind of skeoticism rarqunteeed 04 the »=ginnal
level was captured by the well-kacwn political com-
mentator Fedor Burlatskiy In kis fictional accoust of
a *Polemical Dialogue in Rc:l(uéluriﬂg." Streshnev
is a dzputy oblast =xecutivs corumittec chairman
who, inthe suscessica (o the ch=irmarn’s fab, Iczes out
1o Shirokov, a friend frora party school days.

(Stecshacy): Well, I've listened to you carefully, Vasi-
Iiy, and this is what I have 10 say. Just don’t get .
*Wpset. Nothing will come of all this, nothing!

(Shirokov): Why not?

(Strzshacev). There is a simple argument. This is the
third time in our lives that we've tackled these
questions. The first time was after Stalin’s death. Do
you remember, we were students then, We spoke of
nothing but reforms, democracy, social self~-manage-
ment. What happened? . . . The second time was in
1965, when the Central Commitiec plenum an-
nounced the launch of the ecor.omic rdform. And
again nothing. Everything vanished as though it had
aever existed, as f swallowed by quicksand. But
why? That is something to ponder—why?

(Shirokov): What's the conclusion pou draw from
these examples?

(Streshnev): This is not our way. It contradicts the
whole system.

’

Adjustments to the Present Five-Yeac Plsa

Before the end of 1988, Gorbachev and his Politburo
will have (0 reach agrecmient on adjustments in the
1986-90 plan because the preseat plan is so strained
that substantis' -
be necessary

-tinuing modifications arc likely to

Iavestment Policy

Although investment is scheduled to grow substantial-
ly. the goals embodicd in the plan turned out to be far
less ambitious than implied by Gorbachev's carlicr
statements on the nced for a rapid rencwal of the




" be Caciaml Tavscane ’

A leading sgudent of the Scviet labor force has
dezr'bed 3¢ s0-al contract as follaws:

We undesstand the t=rm “sozial coatrast™ to
m=an not 2 legally enforceable guarantee, but
rather a s=t of mutual expectations by the rulers
and the rul~d. In raturn for puiting tp ~ith the
debilitics of (k= political azd cconomiz system,
the population is provided with the benefits
expected from socialism—{ull employrzent, in-
dividual job security, a relatively egalitarian
distribution of income, and steady imaprove-
meats in material well being. As it has workzd
out in practize, ths contract also has mcant
acceptance by the populace of a largely hidden
sysiem of privileges and perquisites for the
political clite and tolzranze on the pait of the
lcadership of widespread “sccond economy™ ac-
tivity by the populace. Overall, the result has
been the appearance of low-grade welfare states
with relatively low standards of living and low
levels of work effcrt and, hence, of .abor produc-
tivity. (U)

Gertrude E. Schroeder
“Work Effort, Incentives 2ad the Standard of
Living in the Sovict Union and Eastern Europe”™

country’s capital stock (btably at the July 1985
pleaum on science and technology). Much of the
planncd overall growth in investment was concentrat-
ed in 1986. Alter that, total investment is to risc
slowly, while the volume of retirements is to be double
that of *"R1.75 (0 speed up the renewal of fixed
capital.

This investment plan looks like a mismatch when
comparcd with the 1986-90 targets for output. In-
deed, the plan implies a sharp reduction in the
USSR’s incremental capital-output ratio (ICOR) for
branches of ““material™ production—the increasc in

productive fixed capital required per ruble of growth
in Sovict-stylc national income'(see table 3). The
ICOR implicd for 1986-90 i« much lower than any

Jable 3 Billion rubles
USSR: Iacremectal Capital-Output
2eafizs, Past and Plaoned
B I=creazc in Incroasc in ICOR
Material Productive
Production * Fixed
L L Capitals  ~~
s 24 41 .
197680 51 354 st
1T A 420 13
Plan 1986-90 135 471 35
. Encnlully. GNP 1251 the labor component of s3rvices to the
and in 1932 prices. The i~2rs-s 2a tth

prodt.:(non :m’ﬁx:d capital rpr=snt valu=s fa yeur f minus values
in y2ar {1-5].

* §97) estimate pri—=s. Productive £x2d cagial reprments total
fined capital less that found in the so-calied zonpradzctive sphero—
housing, kzalth, education, and the likz

ratio sincc the 1960s. Because the increase in the
nuraber of peoplc working in material production will
be insignificant, the Sovict Union has to be counting
on a combination of large improvements in the quality
of fixed capital and the efficiency with which it is
wisd. This ooy w2l So the 1923-90 plaa’s tatal Haw
becausc, we believe, the collection of actions taken to
improve the quality of investnicnt or mana~=—" -~ will
iot have a Jarge impact during this period.

If efficiency gains sufficient to turn the Soviet [COR
around do not materialize, Gorbachev will have to
decide whether to push for faster growth in invest-
ment during the present five-ycar plan to keep his
modernization program from stalling. This would,
however, raisc potentially divisive issucs. For example,
the USSR might then have to allow a. buildup in its
debt to the West to import more Western equipment,
particularly if world cnergy prices have nat recovered
by then. More important, we belicve sustained high
rates of investment growth are not feasible without
h~t4iag dawn procurement of military hardware.




Consumer Policy

As nated earlier, the consumer was slighted in the
ariginal version of the current five-year plan. The
leadership will have ta waich carefully 10 see that the
flow of consumer goods and services is sufficient to
avoid » return to the shortage-plagued situation of the
carly 1980s and a consequen( dampening of labor
productivity. The authorities have already raised the
goals for housing construction and consumer durables
in the 1987 plan abave those included in the five-year
plan. Further concessions in the (orm of above-plan
investment in agriculture, services, and the soft goods
and food industries may be required—not (o prevent
unrest but to elicit the kind of malivaled work that is
a key element of renewal

The Politburo has one weapon that can be used al any
time (o ameliorate shartages and reduce queuing—
selected relail price increases. Gorbachev has 1aid—
most recently, at the June plenum—that the past
palicy of rigid retail prices except an luxury goods and
alcohal should not be sacrosanct. Articles have also
appeared in the Soviet press explaining why very low
rents for state-owned housing subsidize most thote
who are best able to pay. But the Soviet warker is
accustomed 1o low fixed prices on food and housing.
Indeed, the leadership has not had the nerve to adjust
retail prices to reduce excess demand in consumer
markets since price increases on meat and butter in
1962 sparked strikes and civil disturbances. Whether
the present leadership does 50 will be a test of how

ﬂupport it thinks it has among the warkers.

Delenss Pollcy
When Gorbachev became Genaral Secretary, the
1986-90 plan was in the last stages of compilation.
We know that he remanded the plan repeatedly,
secking more strenuous targets for industria) produc-
tion, but we do not know what, if anything, he did to
the delense plan. In any event, the current five-ysar
plan does not appear 1o have room (o accommodate
@izable growth In military investment (construction
and hardwars procursment). As noted earlier, the
planned volume of new fixed invesiment is already

low relative to the outpul targety, and all
machinery (o the consumer sector are Jean
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This tightness in the 1986-90 plan does not, however,
appear likely 10 impinge on many, if any, of the
military moedernization programs planned far the rest
of the decade, as long as Moscow daes not decide to
accelerate them. Soviet outiays for military procure-
ment have increased at an average rate of 1 percent
per year since the mid-1970s. But the high level of
absolute spending achieved by then fram the massive
force buildup of the late 1960s and the surge of
modernization in the early 1970s has supported the
production and deployment of an impressive array of
military hardwueh

In the late 1970s and early 1980s, mareover, the
Soviets invested heavily in their defense industrial
bage: The plant and equipment needed to produce
almost all of the military systems scheduled (or
delivery in the next five years is already in place, and
the systems themaelves are aiready coming off the
assembly lines. These final assembly (acilities are for
the most part not readily convertible directly to
civilian production, and the short-term economic
gains from sharp cutbacks in any of the major defense
programs are small relative (o the security cancerns
and potential political costs each cutback would al-
most certalnly entail. The competing demands for
labor, materials, and intermediate products such as
electronic companents, hawever, could slow the pace
of some weapon programs and at a minimum are
likely to constrain any significant acceleration

Setting Guldelines for Resource Allocation in 1991-95

At the same time that the Sovict leadership is dealing
with adjustments 1o its present five-year plan, it will
need (o be formulating its resource allocation guide-
lines for tha naxt (1991-95) five-vear plan. To meet
the requirsments of the planning cycle, these guide-
lines shauld be given to ths economic planners about
the middle of next vear. The first major step in the
process—(ormulation of the plan (or development of
the armed farces—should already be under way.



Figure 4
Soviet Five-Yesr Planning Process

Econamic Plan Miicstanes

1906 @ Gosplan reviews ecanomic peclormance and atsesses
tang-term econamic pateniiil

1987

1988 @ Gosplun uses madeis 10 ussess ecanomic growth under
differsnt scenasios

1909 o Csniral Commitise drufls batic guidslines for {ive-year
plan.

« Gasplan drafis caniral figurss for resourcs allacations,
including split belween military and civilian sectors.

o Cantrel Commities/Counci) of Minisiers approve
coniral (igures.

® Ministries and indusiriss revise pisns and trsnsmit them

(o Gosplen.
1980 o Gosplan integraias and adjusts indusiry pians, cslculaies
supply obligstions belwssn seciaes.

o Minisiries and indusiries mesh produclion plans with
contral figurss.

© Qosplun calculutes detailed delivery schedules snd
iransmits them 10 minisiries and industries.

o Ministry of Dafense reviews live-year plan.

® Defenes Cauncil reviews five-year plan. Minisiries and
industriss work au! further detsils for qupply snd detivesy
schedules.

1991 e Final Ieadership spproval of five-ysar plsn.

Nois: inlervals are approximats and very som
o idgs 'm“m‘ pbiig oy somewhal from plenning

Pschaps the most important factor affecting plans for
resourcs allocations in 1991-9S is the perceived pro-
gress in industrial modsenization during the present
five-year pian, especially in ths machine-building




sectos. Does it promisc growth dividends large ereugh
10 give gencrous increatints to consumers and defense
as weil as investment? If noy, does civilian machine
building require more funding? And «iil the ronstmc.
<ing and mashins-huildiag b= supooct a large in- '
~rease in invastment wthout a cutback in tha Aafones
plan submitted by the General Staff_ v

The leaderstip’s ~flort to sct its 1921-95 resource
allecation guidelines will be all the sore difficult
because at the tims the guidaces is neaded—mid-
1983 or so—not all of the retumms from critical parts
of tke present five-year plan will be in. For example,
in holding down allocaticns to the consumer scctor in
the preeent five-y~zy plan, ths l2zdesship is ccunting
an the dissipline campaien plus the promisc of bene-
its to come t2 suztsin worker commitment. Bul, if the
impetus to ecconomiz growth from enforcing labor
discipline and weeding out poor managers dwindles in
the next few years, Gorbachev will Lave to decide
whether a policy shift is nccessary in favor of an
investment growth rate in the 1990s higher than that
underlying the plan goals that have been sketched out
for the year 2000. This will be a difficult call to maks
by mid-1988, cspecially if defense requirements can-
not be predicted with reasonable certainty .-

The Sovicts prepare for weapons production during
the roughly 10 years before the initiation of scrics
production. Thc largest expenditures on these prepa-
rations—including thosc for most of the machincry

and cquipment, tooling jigs, and fixtures—are in-
curred in the last half of this peri~® T - analysis of
developmental programs in trair. , suggests
that the Sovicts would have to invest heavily in the
late 1980s and carly 1990s to support their production
* in the next decade. The level and pace of this

investment will depend on the leadership’s assessment
~€:*  <ternal threat in the late 1990s and beyond.




Controlling the Defense Burden

Pressures for Higher Defense Spending. During the
past several years there have been signs that the
military has been pressing for higher rates of growth
in defense spending. We suspect, in fact, that the hints
of military concern that have been visible reflect a
much larger but so far unarticulated pool of sentiment
within the professional military and probably in ces-
tain civilian quarters as well. Indeed, Brezhnev's
public meeting with the uniformed military in Octo-
ber 1982—which was in effect the party addressing
the military—was, we believe, a reflection of some
behind-the-scenes controversy over the military's
share of the budget. Accompanied by senior civilian
leaders, Drezhnev pledged “10 tirelessly strengthen
the delense of our country.” At the same time, he
talked of the country's economic problems and the
needs of energy, transportation, and agriculture, and
he sounded a theme that Gorbachev would pick up
later when he said it was “‘exceptianally important ta
master already deployed weapons and utilize their full
combat potential.’

Some of this restiveriess prabably iz a natural canse-
quence of the military's having endured a decade-long
stretch of low real growth in spending for the armed
forces. A more clearly defined and substantially more
influential source of pressure, however, is the cancern
on the part of many military authorities that over the
longer ierm the military advanisges afforded the
USSR by its numerical advantage in conventional
farces in the Eurasian theaters may be eroded by

Western in advanced-technology nonnuclear
weapons

In this connection, s sizable body of Soviet milita
writings since the late moﬁ_’
has desoribed ths military balancs between

the United States and the Soviet Unlon as one of
nuclear standofl, and thus ane in which the relatlve
capabllities of the two supsrpowers and their aliiss 10
wagliconventional warfare has again become a poten-
tially dominant factor. Some of the most authoritative
svidencs of this view s found in remarks made by

former Chisf of the General Stafl Nikolay Ogarkoav in

uncWhﬂl In the sarly and mid-
198

Marshal Ogarkoy and Conventional Weapons

In a book published in 1985 (History Teaches Vigi-
lance), Ogarkov argued that the size and diversity of
the nuclear arsenals of the two superpowers had
reached the point 1hat neither could deliver a disarm-
ing first strike; both sides would have sufficient
surviving forces afier receiving an attack by the other
(o deliver a devastating retaliation of such propor-
tions that all-out nuclear war was an unacceprable
option. Ogarkov further asserted that, once nuclear
war was initiated on any scals, escalation was virtu-
ally (nevitable. And in view of NATO's avowed intent
(o employ nuclear weapons f necessary to preveni a
military Yictory by the numerically superior Warsaw
Pact conventional forces, Ogarkov conceded that war
beiween the two alliances was likely to become a
nuclear conflici. (u)

in
his public articies Ogarkav was implicitly urging, we
beiisve, an increass in the resources devoted to de-

fense. Not anly must the nuclear stalemate be main-
tained in the face of reinvigorated Western offort, he
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declared, but also a major commitment of technology
and industrial resourcey must be devoted (o strength-
ening and modernizing conventional forces. The re-
source implications of the line being pressed by
Ogarkov may well have seemed overwhelming to a
party leadership grappling with a sagging economy
and the knowledge that the [USSR's aging industrial
base was causing it to slip further behind the Western
economics. While the evidence is circumstantial, we
suspect that Ogarkav's public airing of these views

was & naior factor in his demotion in September

The argument that defenss requests should take into
coruideration the economic situation ssems to be
having some resonancs in the military. Saviet military
spokesmen have always recognized the importance of
induatry's contributions to defenss, but until recently
they rarely mentioned tha scanamic impact of defense
spending. Now, Sovist officers openly discuss the
oppartunity costs of resources devored to delenss.
Deputy Chisf of the Genaral Staff Makhmut Gar-
eyev, for sxample, wrols in sn unclassifed military
Journal in 1983 that the resources sllocated to the
military “must be kept within the bounds of strict
necessity, so that defanse will be reliabls and wiii not
be extramely burdsnsome for the state over time.”
Another military officer, writing In an unclassified
Ministry of Defense publication, acknowledged that,

in the interplay of resource demands for future
growth, consumer wellare, and the military, “too
much” defense spending is a danger to the state:

11 is necessary to bear in mind that, on the one
hand, insufficient economic suppori of the Sovi-
el armed forces can be a threat 10 national
security. while, on the other hand, excessive use
of economic resources on defense objectives and
unjustifiably large military expenditures inev-
itably lead 10 a slowing of economic develop-
ment. This in turn can reduce the state’s mili-
tary-¢conomic power

Ta stave off criticiam that his plans for industrial

+ modernization are cutting into defense programs,

‘ Gorbachev has argued that future Soviet ability to
compete militarily depends on keeping up with the
West technologically. Even under Brezhnev, the rapid
evolution of new weapon systems heavily dependent
on sophisticated electronics seems to have convinced
Soviet military and civil leaders that the traditional
incremental appraach to weapons development wai no
longer viable in many areas. The leadership reaponded
to this situation with a sharp increase in investment
devoted to the modernization of defense industry in
the mid- and late 19701, notably in the 1ank and
aircraft industries

- To buttress their approach to the militacy budget,

Gorbachev and other Soviet officials have called for
*new thinking” in the formulation of national security
policy. They have emphasized three themes:

o The economic dimension of national security. Sovi-
et leaders have linked an improved economy to the
expansion of the USSR's influence abroad, and
QGorbachev has contended that the challenge posed
by the arms racs to his country's superpower status
is as much ecopomic as It is military.



o The limits af military power. Garbachev has, in
addition, tried to table a cancept of “mutual securi-
ty" that attaches increased weight to political fac-
tors. In elaborating on this theme, political commen-
tator Alsksandr Bovin declared that it is necessary
in international negotiations to take into account the
legitimate interests of one's partner.

Stability. According to some Soviet officials the
nuclear balance is now sufficiently stable that,
uniess the United States deploya nationwide ballistic
missile defenses, increases in the US arsenal would
not necessarily change it. As early as 1984, Marshal
Ogargav maintained that both sides had so many
nuclear weapons that a further buildup was sense-
loss

Public exposition of these themes may be—and in
some cases clearly is—intended to influence Western
policy. Gorbachev's linkage of “new thinking" on
defense 1o his economic strategy suggests, however,
that he is trying not only to affect Western opinion,
but also to bring Soviet defense and foreign policiss in

line with his perception of the USSR 's sconomic
capabilities and priorities

Meanwhile, Gorbachev has gone on the offensive with
arms control proposals calculated 1o srode support for
NATO military modernization and to eliminate or
constrain the SD] of the United Stages. I would be
difficult if not impassible for him to resist for long the
political and military demands for mare resources for
defense that would result from continuing improve-
ments in US strategic capabilities and in conventional
force technclogies. SDI, In particular, confronts the
Soviets with an extreme form of campetition they
wish to avoid. US deployment of an 8D system would
upsot the stratsgic balance and almast certainly lead
to & new surge in spsnding on strategic systems. A
Sovlet decision 10 proocsed with s space-based ballistic
missile defenss system would be enarmously sxpen-
sivegBvan & decision to counter US effarts by rapidly
expinding Soviet strategic offensive programs (uniess
accompanied by desp cuts in spending for convention-
al foross) would probably be expensive enough to farce
Gorbachev to scale back his modernization goals.
Indeed, many of the rescurces needsd to support sn
SDI system—particularly these involving microslec-

‘ » -
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tronics, computers, and telecommunicalions—have
also been singled oul by Gorbachev as critical to his
modernization program

In effect, Gorbachev must manage the military com-
petition with the United States politically in order to
avoid having to deal with it in ways that could subvert
his economic agenda. The eagerness he has shown to
reach an INF agreement very likely reflects this
strategy. The resource implications of an INF agree-
ment by itsell are minimal. But the larger process of
arms cantrol is seen by Gorbachev as his principal
avenue for politically constraining external pressures
for enlarging the USSR's overal! resource commit-
ment 10 the military—at least until he can beginto
reap same praductivity gains from his industria} mod-
ernization efforts. He probably believes that a suc-
cessful conclusion of a major agreement with the
present US administration will provide momentum to
the arms control process and create pressure for
subsequent movement loward agreements on strategic
offensive and defensive for ¢ United States
moves into an election ysar

Enliating Foreign Help for His Economic Pragram

To support his economic policies and reduce the near-
term strain imposed by the modernization/defense
trade-off, Gorbachev is already looking st the assis-
tance that trade with Eastern Burope and the West

could pra at possibilities for limiting the costs
of empirs. )

Eastern Europe

Present Soviel palicy taward these countries—as in
the past—has facused on getting them to shoulder
more of the burden af Saviet scanomic development
snd Warsaw Pact foros modernization. On both
oounts, the USSR is having trouble implementing Its
policy. Soviet plans io extract mors and better ma-
chinery and cansumer goods from Eastern Burope in
return for Soviet fuel, raw materials, and machinery
have had 10 be reassassed becauss of the sharp decline
In world energy prices, to which Soviet prices are tied.



Because of the continuing shift in the terma of trade
in favor of Eastern Burape, real Soviet imports from
the region are not rising as much as hoped, and the
price in terms of Soviey exports is going up. We
estimate that lower prices may reduce the value of
Soviet energy exparis 1o Eastern Europe by as much

as 20 billion rubles during the cy ve-year
plan—most of it during 1988-90“

During the 1976-80 and 1981-85 plan periods, Soviet
attempis to obtain subtantial increases in East Euro-
pean spending on military modernization foundered,
largely because of the region's economic difficulties

and the skepticism of Bast Burapean leaders regard-
ing the military threst from NATO

Moscow is also promoting integrated wark in science
and technology among CEMA members. In Decem-
ber 1985, CEMA adopled a program calling for

~ stepped-up coaperation in slectronics, automation,
nuclear power, and new materials. To implement the
program, Moscaw (s pushing hard for the establish-
ment of joint production associations that will develop
and produce a variety of products, mostly in high-
technology fields. The Soviets are trying 1o weave a
web of research and machine-building coopsration
and specialization that could heip the USSR's techno-
logical progress appreciably. But Moscow will have to

keep up the pressurs, snd the returns wili necessarily
be deferred for some years

Weetern Help

How much the Sovist Union intended to rely on
increased imports from the West during the 1986-90
plan period is an unssttied question. Sovist commen-
tary at times haa streased the importancs of stepping
up trade within the Bloc and avoiding dependence an
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the West; at other 1imes the benefils of the interna-
tiona! division of labor have been cited in saying that
the East-West ties would also expand. Privately,
Soviet leaders have admitted the greal importance of
access 10 Western technology

Whatever the leadership's intentions, the USSR's
ability to buy more Western machinery or farm
producis has eroded badly because of the decline in
world energy prices. We expect Soviet hard currency
earnings in 1986-90 10 be 10 to 15 percent less than in
1981-85—when favorable prices for energy and raw
maierials allowed the Soviets to purchase record
quantities of agriculiural goods and Western machin-
ery and technology. The decline in Soviet purchasing

. power with respect to Western goods will be even

greater—perhaps about 30 percent—because of the
fall in the value of the dollar and the fact that about
two-thirds of Soviet exports are priced in dallars. An
initial reflection of the deterioration in Soviel terms of
trade with hard currsncy countries was the roughly
15-percent drap in the valume of Soviet imports from
the West in 1986

In another area—preparing the way for joint ventures
with Western firms—the Soviets are hoping for better
luck. A new law published in January 1987 autho-
rized fareign companies to have a 49-percent equity in
Soviet enterprisss. Soviets have described their search
for joint ventures as a way of introducing the many-
facture of products salable on Western markets far
hard currency, gaining quicker access to Western
technology (and svading some export controls), and
learning Weatern management techniques. They are
negotiating with about 100 Western companies, but
only a relatively few negotiations are in the final
stages. Potentiai Western partners are being cautious;
they wani critical questions such as labor-manage-
ment relations, ooats of Soviet labor and raw materi-
als, distribution of investment, and arrangements for
repatriating profita spelled out in individual contract
negotiations. Nonsthaless, if Moscow is willing to
make the concsssions necsssary to make joint ventures
sttractive to the Waeat, the impact on Soviet industrial
performance could be mnﬁ



Another source of larger imports could be increased
barrowing in the West. The USSR has not picked up
this aption since it allowed a sharp buildup of debt in
the mid-1970s. The debt-related trouble that East
European countries encountered, Western sanctions
relaled 10 Paland and Afghanistan, and a basic
reluctance to depend toe much on the West for
machinery (ar even grain) all figure in the more
caulious Soviet attitude toward imports and indebted-
ness

Cost Avoldance
While seeking support from client states and Western

countries, Soviet leaders have talked about reducin
foreign aid commitments. GorbachevF
_!o)d foreign policy oMicials in 1986

that the USSR’s commitments should be reviewed
and changed, if necessary, to correspond 1o what is
possible and essential. Foreign Minister Shevardnadze
reportedly enlarged on this theme, asking whether the
Soviet Union could meet all of the commitments set
out in military treaties—for example, in Latin Ameri-
ca. In another context, Yegor Ligachev has said that
Soviet front organizations and publications centers
abroad were of little use and a large drain on Soviet
resources. The USSR probably has not setfjed on a
new trade and aid policy toward the LDCy, but the
fact that only five countries entered into significant
new development aid . agresments with Mascow in

1986, as compared with about 10to 1§ rin
1981-85, may be a straw in the windﬂ

Outlook

The Primacy of Domestic Progress

The fortunes of Gorbachev's program for the longer
term and his own politica! position will by determined
primarily at homs. Prickly questions of resource
priorities, changes in the soclal coniract, and sven
democracy in the warkplacs, in the party, and in
governmeR will be much mors easily resalved if the
General Secrstary's policies are seen 10 be warking.
{On the other hand, shart-term economic success
probably would not—as srgued sbove—encourage
drastic economic reform.) Whether this is so depsnds
first of all on whether economic growth is sustained at
s higher level. At ons level, faster sconomic growth

would signa) that a combination of human factors,
redirection of investment, and modest economic re-
form is reviving Soviet productivity, ane of the major
abjectives of Gorbachev's policies. At another level,
the Soviet leadership can best balance the competing
interests of institutions, classes, and nationalities
through an acceleration of economic growth. For
example, Garbachev said &¢ a plenary meeting of the
CPSU Central Committee in January 1987 that “the
people will judge our palicy and our reorganization
effory, and do this the more stricily, the more time
goes by, by the palpable results we achieve in securing
practical improvements in ing and living
conditions of the milliom."m

These “practiopl improvemen(a” in the population’s
living standards nesd not refiect much more than an
increasing abundance of food (especially meat, (ruit,
and vegetables), clothing, housing, and more reliable
appliances and a greater availability of simple ser-
vices. For the military establishment, the party, and
the policymaking and government elite, the perspec-
tive is different. Gorbachev has sold his program to
them first an the grounds that it will bring the USSR
10 the frant rank tschnologically, snsuring the coun-
1ry's military competitiveness and embellishing the
reputation of the Saviet socialist model. Second, he
has argued that sconomic reform and socialist democ-
racy are inextricably involved in the modernization
process by fostering innovation and raising efficiency.
The party, government, and military leaders will want
to see whether modernization and reform are, in fact,
resulting in better products. Is the technological basis
being established for the weapons systems needed in
the late 1990s and beyond? Are Soviet manufactured
goods competitive in world markets? On the sidelines,
some skeptical elsments of the party and government
bureaucracy stand ready o sabotage sconomic decen-
tralization, privats activity, and participatory deci-
sionmaking at the enterprise level or in government

and party affairs. They will be looking for signs o
disorder that would justify direct intervention.

2



The Patential Pitfalls

Although the issues on the Politbure's agenda have
already been discuased, the specisl interests and sensi-
tivities that will be involved in these decisions are
worth singling out. First of all, there are the military
and military-economic plans for 1991-95. As noted
earlier, the evidence regarding the strengih of military
support for industrial modernization coupled with
constraints in defense programs is ambiguous. In any
case, such suppart could erode substantially if the
external threat assessment becomes darker because
arms conirol negotiations fail (o constrain NATO
delense programs and bilateral US-Soviet relations
worsen. Moreover, if any rival wished to challenge
Gorbachev, the high ground of nationa) security
would probably be a more at(ractive issue than some

of the issues involving institutional interest iffer-
ences aver what the party shoyld be doing.wY
Decisions affecting Soviet technological development
also promise 10 create divisions. A seemingly straight-
{orward proposal to buy more machinery and technal-
ogy rom the Weat would have a variety of oppanents.
Some highly placed scientists and party officials
argue that Saviet science and research and develop-
ment have been unfairly appraised and that it is
dangerous to become dependent on foreign sources for

technology. Gorbachev himsell, in a visit in May 1987
to the Baykonur space cenler, declared:

Once again a simple but very important ques-
tion comes to mind: Why da we at times try (0
acquire even simple items from abroad {f we are
today capable of resolving such vasi, large-scais
and complex 1asks? Everything seen here leads
once again 1o the deep conviciion: There (s no
reason for us 1o go abroad, hat in hand (n this
way. No embargoes, no ban imposed by certain
Joreign circles on selling us (echnology and
oquipment will slow down the develapment of
our country or the implementation of the great
social and ecomomic plans connecied with re-
structuring and the acceleraiion of our
sconomy.

Other Soviets, eapecially those who streas the impor-
tancs of material incentives, are likely—given prevalil-
ing hard currency constraints—io highlight the nega-
tive \rade-offs involved in purchasing more machinery
and less grain and food producu.“

2]

Another trade-off—a relaxation in plan tautness to
encaurage innovation—would bear even more (orcibly
on technological progress but also would be even more
contentious. Here, Gorbachev himself stands in the
way; his actions from his first days in power have been
aimed a1 stepping up the pressure on workers, manag-
ers, and bureaucrats. Loading additional assignments
onto an economic plan has been the pervasive response
of Soviet political leaders. Rather than make choices,
they close the gap between program requirements and
available resources by raising productivity targets
across the board.

Meanwhile, Qorbachev's campaign against inertia
and resistance in the government bureacracy is just
beginning. The turnover in personnel has been high,
but the issues have not really been joined. To the
extent that the ecanomic experiment is implemented
and enterprise aell-financing becomes general, the
roles of ministries and planners will have 1o be
redefined. They will not conform quietly, however;
ministries instead are likely (0 strive to entrap their
enterprises in 8 web of new reporting requirements
and procedural rules. Moreaver, because the current
experiment doss not provide sound signals to the
enterprisea, thers will be snough *irrational” deci-
sions to balster the case of those inclined toward

lmrr centralization in economic administration.

The acceptable bounds for private and cooperative
activity will be worked out incrementally over the
next few years with the implementation of the decrees
lssued in 1986. Bxpanding these boundaries could do
s great deal—and at rslatively low cost—for a con-
sumer program suffering (rom lack of support. None-
theless, Gorbachsy cauld easily evake bitter apposition
by loosening the restrictions on private employment.
Idenlogical conservatives siready consider it a retreat
(rom socialism, and—as is the case with the sconomic
sxpariment—there is so much disequilibrium in price
and cost relationships that a high-incame entrepre-
neurial class could spring up quickly. A highly visible
widening of income differentials of this kind is likely
to be very unpogular with urban workers and party
vmumw



Party conservatives have already fought a rear-guard
action against glasnost and the relaxation of controls
over literature and the theater. Now Gorbachev has
1abled the issue of competitive elections for party
officials from the shop floar to at least the republic
fevel. In the eyes of most party leaders, a little
democracy st the Jocal level is probably acceptable.
But the idea of risking their own posilions in a secret
ballot will surely be opposed, and not just as a matter
of sell-interest. Elections inevitably evake the specter
of (actionalism that would undermine the top-down
direction of the society and the economy that has
prevailed under the guise of democratic centralism for
60 years. No doubt the leadership would do its best to
control the election process, but its success would by
no means be assured. For one thing, Gorbachev does
not now have firm control aver the regional party
apparatus. Moreover, the idea of voting on Russian
and non-Russian candidates in places like Lithuania,
Uzbekistan, and Kazakhstan conjures up all sorts of
unpleasant possibilities. How far Gorbachev means to
go with participatory gavernment and democratic
direction of party affairs is not clear. Nonetheless, if
he is serious he could misplay his hand and become a

victim of a Central it1ee election for the first
time in two decades

The Infiuence of External Developments

Clearly, external developments impinge on all of the
decisions Gorbachev might make. The connection is
direct in matters of resource allocation, bul even
progress on political and culiural reforms depends on
the General Sccretary’s authority, which can be
strengthened or eroded by what happens to his foreign
policy initiatives. This dependence can be seen in
starkest terms bi pastulating two quite different

scenarios.

In the scenario that gives Gorbachev the greatest
scope [or action, the USSR reaches an agresment
with the United Statas that reduces strategic offensive
forcegaand defers testing of & space-hased ABM until
the 2951 century (although & further weakening of
Congressional and popular support for the US admin-
istration's defense programs would serve much the
same purpose). The agreements in (urn help to pave
the way (or a substantisl increase in East-West
economic relations, including libera| credits and a

rising number of joint ventures. Eastern Europe
shares in the revival of commercial relations, reducing
the econamic burden in the Soviet Union of support-
ing Eas! European living standards. Finally, Gorba-
chev succeeds in solidilying a friendly regime in
Kabul that is sble to reduce Lhe scale of Afghan
resistance (0 a talerable level, and better relations
with China and Japan make reductions in military
forces in the Saviel Far East more palatable to both
the military and civilian defense factions

A realization of this scenario or major elements of it
obviously would contribute greatly to Gorbachev'a
program for the USSR. It would give the leadership
the peredyshka (bresthing space) necessary to keep
rising mililary budgets from choking off the recon-
struction of the economy. It would also—although
this is of lesser importance—permil some demabiliza-
tion of peaple in their prime working age at a time
when the Soviet Union is finding it difficult to man
the new machines appearing in the country's factories.
The expansion of trade and the availability of credits
would in turn give Gorbachev a safety valve that
could be used if the pressures built up by domestic
investment programs or economic decentralization
result in shortages of the kind that throttled the
economy in the late 1970s and early 1980s. It would
als0 increase access to Western technology, aiding
Soviet efforts to improve the quality and efficiency of
domestic production. Less 1angible but possibly just as
important would be the impact of foreign policy
successes on Gorbachev's authority in the party. The
scenario outlined here would certainly soften debate
in the Politburo over resource allocation, especially as
it affected defense, while strengthening the General
Secretary's hand in pushing for more far-resching
politic econamic reform—should he decide to
do so.

A distinotly unfavorable foreign policy scenario, how-
ever, can also be postulated. Arms control negotia-
tions go nowhers, and carly deployment of some
version of 8 US ABM system seems assured. Deflense
spending in the United States (aside from SDI) and
non-US NATO rises in real terms. East-Weat politi-
cal differences undermine Moscow's pragrams for
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Joint ventures and expanded teade and foreclose the
possibility of using credits 10 generate the rising
import surpluses that would be useful in offsetling
some of the shartfalls in domestic ecanomic perfor-
mance. This bad-news scenatio would probably lead
(o & new upswing in Saviet military spending. Argu-
ments for the requirements of industrial moderniza-
tion wauld be unlikely to prevail against the support-
ers of larger programs for conventional forces and a
step-up of programs to find an cffective ABM and to

counte rging SDI threat from the United
Slales.w

The impact of higher defense procurement on Gorba-
chev's ecanomic program depends on & number of
things aside from how (ast procurement grows. Of
particular importance will be the degree of success the
USSR will have in holding down requirements for
new capital stock by increasing the productivity of
new machinery and conserving snergy and materials
in the production process. But a gharp rise in the rates
of growth of military purchases from the machine-
building sector would probably bring the scale of
modernizatian dawn (o the levels of the late Brezhnev
yeara. Thus, {avorable developments in the foreign
policy arena could well be a necessary, although nat a
suflicient, condition for the success of Garbachey's
program.

Garbachev'’s Prioritles

Gorbachev cannot work out the next steps toward
rencwal st his leisure. The decisions that have to be
made during the remainder of the 1980s are likely to
force his hand, as will the necessity of coping with
econamic difficulties and political oppasition. Devel-
opments during the past year have increased the

chances that he will ac ly to austaln the momen-
tum of his program

Defonse and Investment. Bacause he sesnu deter-
mined to protect & modernization program that is
already underfunded and becauss (he milsstones for
Pphioning the 1991-95 econamic plan are fast ap-
proaching, Garbachev is likely 10 teak arms conirol
agreements in the last two years of the Reagan
administration rather than wait for the next election.
Should economic grawth flag in the next year or so, he
would be even more tempied to constrain defense in
favar of increasing investment. If, however, NATO
defense programs run out of steam, the urgency of
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arms control for his pragram will diminish in the short
run. But the USSR will still be interested in arms
contral aver the longer term because it will want to

pratect agai dverse military-technological devel-
opments

More Radical Economic Reform. The (oundations of
what one of Gorbachev's principal economic advisers
calls 2 “third wave” of reform are under study. It will
take abaut three years to work oul the interconnec-
lions among economic decentralization, a more flexi-
ble and decentralized system of price seiting, and the
lega’ and financial sanclions necessary to discipline
individual enterprises. Whether a plausible package
can be pul logether is by no means certain. Nonethe-
less, the weaknesses of the reform measures undertak-
en thus far are likely to become clearer over the next
few years. Judging by the advice he is getting and his
aggressiveness in other areas, Gorbachev, more Jikely
than not, will move forward rather than retreat and
insist on carrying out the more radical reform out-

lined in the guidelinet accepied at the 1987
plenum of the Central Commiuee.ﬂ‘
Outlanking Opponenis in the Party and Governmeni.
Gorbachev sees glasnoss and controlled democracy as
a way of expasing and disciplining those who will not
or cannot implement his program. Some form of
contested slociions for party and government posts
almost certainly will be decreed. In the economy,
warkers probably will have a greater say in choosing
trade union officials, foremen, and even managers.

The General Secretary has risen in the pulpit on this
issue;

We need democracy like air. f we fall to realize
that and even f we do realize that but make no
serious s1eps 1o broaden it, to advance it and
draw (he country’t working peopie extensively
into the rearganisation process, our palicy will
¢t choked, and the renswal will peter out,
comrades.

Gorbachev’s closing remarks to the
plenary meeting of the CPSU Ceaniral

Commitiee
20 January 1987




Whether he is a true believer or not, Gorbachev will
very likely manage the democracy campeaign in a way
that helps him identily and get rid of his opponents.
The reporied decision to draft a new party history and

selected liberalization of censorship cauld be very
useful in this eﬂ'orth

The Consequences of Failure. Gorbachev already has
- asked the military and the population ta curb their
appetiles in return for more later. U his programs do
not work out, other leaders could appeal (o these
constituencies. The risks in 8 more radical reform and
a reformation of the social contract are that confu-
sion, antiplan behavior, and worker discontent will
give potential opponents a platform ta stand on.
Another danger to Gorbachev's position could be the
loosening of censorship over the written and spaken
word and the promotion of democracy. If it suspecis
that this process is getting out of control, the party
could well execute an abrupt aboul-face, discarding
Gorbachev alang the way. Thus, by his aggressive-
ness, Gorbachev has increased the dependence of his

pasition on the fortu is programa for the
economy and society.
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