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Key Judgments °

Information available

as of 2 October 1991

was used in this report.

Soviet Defense Industry:
Confronting Ruin

We estimate that the real value of Soviet defense industry’s production
declined about 10 percent between 1988 and 1990. Cuts in weapons
production have not been offset by increased civil production (see figure 1).
[;‘ ) gindicaws weapons output continued to
zcline during the first six months of this year, and the defense-industrial

sector’s total production of civil goods probably fell as well. We believe
defense industry’s output will continue to shrink in the second half of 1991,
perhaps at a precipitous rate. This decline has undermined the sector’s
ability to finance conversion, even as the economic pressure to convert
increases. As a result, many defense-industrial facilities are desperately
secking solutions—including Western financial commitments—to stem a
hemorrhage of their best workers and to stave off insolvency.

The Gorbachev leadership initially thought that conversion would be
manageable because defense industry already produced some civil goods
and had relatively advanced production facilities and a skilled labor force.
However, the leadership assigned new civil production responsibilities ina
haphazard fashion—often without regard for whether a plant had any '
experience in similar types of production. Many defense-industrial plants—
increasingly responsible for their own financing—are currently suffering
severe cash-flow problems as a result of falling military orders and
disruptions in supply chains. Monetary assistance from traditional central
sources had eased the fiscal pain of some defense plants, but the nation’s
deteriorating financial condition increasingly hinders the government's
ability to help plants stay solvent.

In the wake of the failed coup, defense industry will contract dramatically

- and be fundamentally restructured. The weapons orders that sustain the

industry will continue to decline—perhaps abruptly—as republics exercise
their new political power and as their economic priorities and nascent
institutions emerge. Defensc-industrial plants’ survival will depend on their
commitment to conversion, the availability of Western financial assistance,
and the political and economic objectives of the republic leaders—
especially in Russia and Ukraine:
« The failed administrative approach to conversion is probably dead. The
market will now force defense-industrial plants to operate efficiently and
respond to consumer demand for civil products or go bankrupt.

_« Defense industry is now at the mercy of a new group of leaders who are

critical of its operations and intend to streamline, reorient, and privatize
the sector.

iii Seeret—




Figure 1 .
Estimated Defense-Industrial Production, 1988-90

« Unless and until Western aid is provided, defense industry will have little
funding to retain and retrain workers and retool facilities for civil
manufacturing.

The defense industry that emerges from the current upheaval could well re-
semble the weapons industry of some West European nations—republics
may own the largest final-assembly and component plants, but these will be
on a short financial leash. Defense industry's size will be determined by
what is left of the procurement budget and by the prospects for exports—it
will be expensive to maintain much excess (and increasingly obsolete)
capacity for mobilization. The base of the future defense industry could,
perhaps, consist of the most modern of the current 150 major final-
assembly plants and possibly a couple hundred component plants
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Even cut back to this size, however, the defense industry would have the
potential to produce in substantial numbers a wide range of technologically
advanced weapons. Certainly the huge pool of talented and well-trained
engineers, technicians, and laborers ensures the availability of core person-
nel well into the future, and, while much of today’s physical plant and
equipment is obsolete by Western standards, there are pockets of excel-
lence. Defense industry’s capability early in the next century will depend
primarily on the republics’ ability to overcome daunting problems in the
transition and eventually to provide a stable market environment—to
manage their political interrelations, marketize and privatize their econo-
mies, downsize and convert defense industry, and then to marshal the
latent capabilities of the residual weapons production resources.
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Scope Note

Reverse Blank

This paper tracks the halting progress of conversion and examines how
defense industry's financial condition deteriorated as it attempted to
respond to central guidance and market forces simultaneously and how
defense industry will most likely respond to further cuts in weapons
production, greater decentralization, and possible foreign assistance. It
considers these issues in light of the unsucc=ssful 19 August coup
engineered against the Gorbachey leadership by hardliners from the party
and the military-industrial complex. By also updating our analysis on the
changing composition of defense industry’s output, this paper continues the
effort to test the validity and usability of published Soviet defense-
industrial and budget data. Other papers in this series include the D1
Technical Intelligence Report SOV 89-10085 " 7] December
1989, USSR: Estimating the Composition of the Defense Industry’s N
Output; DI Research Paper SOV 90-10026 C -

June 1990, Defense in the 1989 Soviet State Budget: Still Not Credible;__,

L . ~land DI
Research Paper SOV 91-10021 [ _J, May 1991, The Sovier
Release of Defense Spending Data to the United Nations: Less Than Meets
the Eye. '
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Soviet Defense Industry:
Confronting Ruin ~ -

Background

The Soviet defense-industrial sector has long been at
the apex of the Sovict command economy, enjoying
near absolute priority on resources (see insct). Because
its immense productive capacity was purposefully
developed to exceed the immediate needs of the huge
Soviet military machine, defense industry has long
been tasked to manufacture consumer goods and
capital equipment. Defense-industrial plants produce
a wide range of manufacturing machinery and have
pioneered the development and production of ad-
vanced manufacturing technologies in Soviet industry.
Defense-industrial plants are major manufacturers of
equipment for the agricultural sector and the railroad
industry. Dual-use items—such as ships, aircraft, and
communications equipment—also come from defense-
industrial enterprises. Finally, defense industry pro-
duces a wide range of consumer goods in large
quantities—from washing machines, to vacuum
cleaners, to automobiles—and defense-industrial min-
istries are the lead organizations for manufacturing
certain goods, such as high-demand consumer elec-
tronics.

The procurement and force cuts Gorbachev set in
motion in December 1988 began to undermine the
traditional basis for defense industry’s sheltered life-
style. Gorbachev's plans to convert defense industry
meant that its civil production would no longer be just
a sideline but would constitute the majority of its
output. Ultimately, defense industry's continued exis-
tence as a separate sector would be determined by
economic—not ideological—criteria. Moreover, mem-
bers of defense industry’s central planning apparatus
and its associated vast and costly party control mech-
anism soon realized that they, too, would have to
justify their jobs on economic grounds.

Defense industry’s support for the orthodoxy the coup
plotters represented was based in large part on fears
that further cuts in weapons production, combined
with pressure to convert and adapt to market reforms,
would lead to the dismemberment of defense industry
and a consequent loss of status and possible financial
ruin. Ironically, the failure of the coup has destroyed

5
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Whkat Is the Soviet Defense Industry?

Through years of extensive investment, the Soviets
have developed an immense defense-industrial base of
3,000 to 5,000 facilities, including about 150 major
final-assembly plants, thousands of component and
material production facilities, and over 1,500 re-
search, development, and test facilities. Defense-
industrial production is heavily concenirated in the
Russian Republic (70 percent) and Ukraine (15 per-
cent), with the rest scattered among other republics.
Within the Russian Republic, three major centers—
Moscow, St. Petersburg (Leningrad), and the Urals
region—have the greatest number of defense-industri-
al facilities.

Traditionally, the Soviets have centrally managed
this complex—- the Military Industriat Commission
(VPK]} has controlled defense-industrial output and
ensured supplies to the sector’s plants. As a result,
the defense industries have been relatively insulated
Jrom the bottlenecks and shortages that have plagued
the rest of the economy. Over the past few years,
however, a combination of factors—conversion, eco-
nomic reform, and the heightened economic chaos
throughout the nation—has reduced the sector’s tra-
ditional insularity and made it more vulnerable to
the country’s economic problems.

Since 1988 the leadership has enlarged the sector by
giving i1 civil plants to meet new civil obligations. The
leadership hoped that extension of defense industry's
traditional resource priorities and application of the
sector'’s highly regarded technological expertise
would quickly modernize long-neglected civil indus-
tries. In March 1988, 260 food-processing and light
industry (textiles and footwear) machine-building
plants were resubordinated to the sector as part of the
food industry modernization program. In June 1989
defense industry absorbed the facilities of the dis-
solved Ministry of the Medical Equipment Industry,
and the Ministries of Civil Aviation and Communica-
tions were moved into the sector.

_Secret—"
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not only many defense industrialists® careers, but also
what slim chance there once was for an orderly
breakup of defense industry. The sector now faces
many radical changes at a time when it is both
insolvent and bereft of leadership. R

Conversion: Soviet Claims . ..

In 1989 the Soviets announced ambitious plans to
increase defense industry’s civil production. These
plans call for the sector’s civil prodaction to grow by
more than 10 percent per year from 1988 through
1995 and for the share of civil production in total
defense industry output to rise from a claimed level of
40 percent in 1988 to 65 percent in 1995.

Soviet officials originally claimed that they were on
track in meeting their goals, although they have yet to
release a detailed breakout of defensc industry’s total
production. In October 1990, then Chief of the Gener-
al Staff Mikhail Moiseyev said defense industry’s civil
production accounted for 42.6 percent of total defense
industry output in 1989. The Soviets have not yet
indicated what defense industry’s final 1990 civil
production share was, although in August 1990 then
Premier Nikolay Ryzhkov implied that the civil share
would reach 50 percent, slightly exceeding the
planned level.! The State Committee for Statistics
{Goskomstat) report on the economy through Scptem-
ber 1990, however, warned that conversion had *“ob-
viously™ begun to slow down at the end of the third
quarter. The Goskomstat report on the Soviet econo-
my in 1990, released in January 1991, admitted that
there was *“a decline in the overall volume of produc-
tion in defense industries in conjunction with conver-
sion. ... A drop in the production of military output
was not offset by a quite substantial increase in the
output of civilian products and consumer goods.” It
was not until July 1991 that the CPSU Central
Committee Commiission on Conversion claimed that
the proportion of civil output “. . . is now over 50
percent.” ’

"+ Ryzhkov stated that, through July 1990, total production‘in the
defense complex had risen by 4 percent over the first seven months
of 1989, whilc civil output had risen 15 percent and military output
had fallen 4.6 percent. This implics a civil share of 44 percent for
the first seven months of 1989. The draft plan for 1990, released in
October 1989 by Gosplan First Deputy Chairman Valentin
Smyslov. called for the share of civil production to reach 49.2
percent.

ret

After nearly three years of conversion, Sovict claims
regarding the program’s progress and its benefits to
consumers assumed a more realistic tone. Commenta-
tors in 1991 spoke about the number of plants that
will be converted—most recently former First Deputy
Prime Minister Vladimir Shcherbakov claimed that
600 plants would be converted, an increase from the
400 to 500 previously claimed. What they often arc
describing, however, is not a reorientation of military
lines but merely increased production of civil goods on
existing lines or new production using excess capacity
(see inset). Indeed, statements by former Soviet Prime
Minister Valentin Paviov and the CPSU Central
Commission on Conversion suggest that, from 1988 to
mid-1991, conversion—in the strict sense—was re-
sponsible for, at most, one-fifth of defense industry’s
increased consumer goods output. Some Soviet offi-
cials have admitted privately that only a handful of
defense-industrial facilities were to be totally convert-
ed. In contrast with earlier, optimistic statements on
the potential benefits of conversion, defense-industrial
ministers and their enterprise directors conceded in
mid-1991 that conversion is costly, that their plants
are suffering financial hardship, and that time is
required for the nation’s most technologically ad-
vanced sector to shift to increased civil production,
particularly during a move toward a market system.

... And CIA Estimates

To assess the Soviets’ claims and to evaluate their

capabilities to shift defense industry resources from
military to civil production, we independently esti-
mate the value of defense industry’s output of weap-
ons, consumer durables, and producer durables, using
a building-block approach.? Our estimates indicate
that Soviet claims artificially inflate the share of civil
production in defense industry's output. First, defense
industry’s civil output share was increased by burcau-
cratic fiat in 1988, when a civilian machine-building

1 Seg DI Technical Intelligence Report SOV 89-10085 [

December 1989, USSR: Estimating the Composition of the
Defense Industry’s Outpus. The estimates of the total value of
weapons production are taken directly from the CIA’s asscssment
of the quantitics produced of missiles, naval ships, combat aircraft,
and other weapons valued in constant 1982 prices

e e
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Claims and Evidence of Soviet “Conversion"

Claims. Both in public interviews and L.’

he Soviets have made general claims about
the number of plants and R&D facilities undergoing
conversion. Soviet journalists and defense industry
plant managers have also publiclyll, - Jmmed
specific facilities involved in some aspect of
conversion:

Weapons production plants claimed to be 600
converting

Specific plants identified 250
R&D facilities claimed to be converting 205
Specific R&D facilities identified 50

Evidence. We have & ) . o¥including
presso. J—-—Ihat has indicat-
ed increased or new civil production at defense-
industrial facilities and has allowed us to track
conversion at plants where we believe military pro-
duction has dropped or will decline:

Plants producing new or more civil goods 140
Major weapons plants wkere military pro- 35
duction has declined

Major weapons plants where military pro- 3
duction lines have been altered

Specific R&D facilities where some conver- 15
sion activity is occurring

ministry was disbanded and some 260 civil machine-
building enterprises were resubordinated to defense
industry. The Soviets include output from these 260
enterprises when they calculate defense industry’s
civil output. Second, much “civil” output consists of
high-quality capital equipment—such as advanced
machine tools—designed for and used in weapons
production.’ Finally, and most important, a high-
ranking official of the Ministry of the Defense Indus-
try recently revealed that the civil output share is

* For example, on 30 March 1991 the Minister of the Shipbuilding
Industry told Soviet television that “the shipbuilding industry
satisfies 60 to 70 percent of its own needs in equipment and
machinery.”

artificially high because the Soviets aggregate weap-
ons, industrial goods, and consumer goods using dif-
ferent valuation measures (types of prices). Weapons
and industrial goods are valued using enterprise
wholesale prices, and consumer goods are valued
using retail prices. Retail prices on consumer goods
include both transportation costs and the selective,
highly differentiated, and often massive “turnover
tax." 4

We used the methodology developed in the earlier
report, together with economic statistics the Soviets
released for 1989 and 1990, to update our analysis.
We estimated defense industry’s output of consumer
goods and production machinery and combined these
with our building-block estimates of Soviet weapons
production to calculate defense industry’s production
breakdown for 1989 and 1990. Although the shares
we calculated for the period 1988-90 are somewhat
different from the ones the Soviets have announced,
their trends track well over time with the correspond-
ing CIA estimates (see table). The 1990 share esti-
mate, as well as the production estimates for total
defensc industry output and its output of consumer
20ods, appear consistent with the slowdown in conver-
sion that the Soviets admitted in September 1990.

Despite progress in shifting the balance between
defense industry’s weapons and civil production, how-
ever, defense industry fell far short of its goals for
increased civil output. CIA estimates show that Soviet
weapons production decreased by 10 percent in both

‘1989 and 1990. Defense industry's output of consum-

cr goods increased by 5 percent in 1989 and by 10

- percent in 1990, providing a modest, but much-

needed, benefit to the Soviet consumer. At the same
time, however, defense industry’s output of manufac-
turing equipment, after increasing by 6 percent in
1989, only increased by 2 percent in 1990. As a result,

¢ We earlier hypothesized that the Soviets might have classified
items such as military transport aircraft as civil production—and
not as weapons—thus artificially boosting the share of civil produc-
tion. In view of this new information, this assumption was probably
incorrect -
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Share of Defense and Civil Production in Percent

Total Defense Industry Output
r

' 1988 1989 1990 1991 «
Soviet claims
Dcfense 60 57 . 50% Under 50 -
Civil 40 43 505 Over SO
CIA estimates
Defense 69 66 62
Civil 31 3 38

Producer durables 18 19 21

Consumer goods 13 is 17

s Information as of July 1991.
® Announced plan. '

defense industry’s production of civil goods increased
by 5 percent in both 1989 and 1990. Estimated total
defense industry output—weapons and civil goods—
fell by 4 percent in 1989 and 6 percent in 1990 (sec
figure 2). )

Preliminary Results for 1991

Defense industry’s output was continuing to fall be-
fore the coup attempt. As the overall Soviet cconomy
shrunk and general supply disruptions increased, de-
fense industry was finding it even more difficult than
in 1989 and 1990 to transform the production poten-
tial freed by cuts in weapons orders into additional
civil production. Efforts to convert efficiently were
probably also hindered by conflicting orders to de-
fense industry. In February then Prime Minister
Pavlov called for more capital equipment produc-
tion—relative to consumer goods production—cven
though the original plans to rapidly expand consumer
goods output were apparently still in place. |
Through the first six months of 1991, output growth
rates for defense industry’s production of selected
consumer goods were mixed (see figure 3), and its
total output of consumer goods fell by 2 to 3 percent.
This performance, however, was relatively good com-
pared with that of most other sectors of the Soviet

Figure 2
Defense-Industrial Production of
Selected Goods, 1989-90 -

.‘990 Index: 1988=100
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economy, where activity fell sharply. Defense indus-
try"s output of manufacturing equipment also most
likely dropped in the first half of 1991, and [

+ ) indicates that weapons output
continued to decline—although we have yet to esti-
mate by how much. On balance, defense industry’s
total output continued to fall during the first six
months of 1991, extending its economic slump to two
and a half years.

Defense industry’s output will most likely shrink at an
even faster pace, perhaps precipitously, in the second
half of 1991. Weapons production is likely to be
hardest hit, as the failed coup attempt has given the
republics leverage to initiate immediate cuts. Civil
production will also suffer. The various republics will
most likely issue contradictory instructions to the
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defense-industrial facilities located on their territo-
ries. Moreover, defense industry will not be spared the
cffects of the general chaos spreading throughout the
Soviet economy. * *

The Consequences of Declining Sales
Many defense-industrial plams—-increasingly respon-
sible for their own financing—have suffered severe
cash-flow problems as a result of falling military
orders. For example .

3 a former small-scale producer of
T-80 tanks
that the plant has had to lay off 10 percent of its
workers and tripled its tractor prices in order to meet
its operating costs. Financially strapped defense
plants have received some of their traditional mone-
tary assistance from central sources, but the nation's
deteriorating financial conditions increasingly hinder
the government’s ability to help defense-industrial
plants stay solvent. -

The Pavlov government claimed to be sensitive to
defense industry’s financial problems. Then First
Deputy Prime Minister Shcherbakov stated in August
1991 that the government was concerned about the
sector's financial problems, particularly their impact
on workers. The only offer of financial assistance he
extended, however, was specific investment for five
priority areas in conversion—civil aviation, commer-

...-cial shipbuilding, space, communications, and new

mctals and materials—which could provide only lim-
ited relief for the financial difficulties of the plants. In
July the Soviets I . of plans
to create a conversion fund in 1992—financed by a 3-
percent tax on defense output—but prospects are dim
that such a fund will materialize. Center and republic
disputes concerning contributions killed a similar fund
created in 1990, and these disputes have been exacer-
bated in the wake of the 19 August coup.

Plant managers® reactions to their financial straits
range from trying to increase civil output, to ceasing
production of military orders that are unprofitable, to
searching for export sales. However, those plants that
try to cover losses in military orders with increased




civil production—such as the St. Petersburg Arsenal,
a producer of naval guns—have complained that sales
of civil goods are not as jucrative. Typically defense
plants are designed for small-scale series production
of goods-——where production occurs on a job-shop
basis and output ranges from less than 100 to a few
thousand units—instead of mass production, where
output can range from a few thousand to tens of
thousands. Batch production does not provide for
economics of scale—which are key to many areas of
civil production, particularly consumer goods. The
Soviet press reports that the costs of producing some
types of food-processing equipment at partially con-
verted factories can run 10 to 5O times more than the
costs at plants that specialize in making such equip-
ment. Defense industry’s attempts to pass on its costs
have been mixed—orders for food-processing equip-
ment have reportedly declined substantially because
customers rebel against what they perceive as price
gouging

At the same time, reduced military orders are increas-
ing the unit costs of weapons, and even plants with
long traditions in weapons production are rejecting
unproﬁtablc military orders

) in August 1990 that officials at
the Khar'kov Malyshev Tank Plant decided unilater-
ally to cease tank production after the Ministry of
Defense reduced its tank order by one-third; however,

that this.decision was reversed

later that year. Delense industrialists looking for
export sales face the twin challenges of overcoming
negative impressions about the performance of their
equipment in Iraq during the Gulf war and the
inability of their traditional customers to pay cash for
their purchases.

The financial bind—as well as the loss of the perqui-
sites and prestige that usually accompany weapons
production—has caused defense industey to lose high-
ly skilled workers. [ . these
workers have sought cmploymcm elsewhere (particu-
farly with privately owned cooperatives), are unem-
ployed, or are attempting to emigrate to the West.
The CPSU Commission on Conversion reported in
July 1991 that many enterprises arc on the “verge of
bankruptcy™ and that defense warkers® relative wages
had slipped sharply. Defense industry’s money prob-
lems have made it even more difficult to provide the

social benefits—better housing and access to necessity
and luxury items—associated with military produc-
tion. In addition, many workers and managers in the
sector believe that working on civil goods wastes their
skills:

-C
Jthcy lost 50,000 workers during the
period 1988-90, and the Ministry of Defense Indus-
try, which lost 70,000 workers during that same
time, feared additional work force losses because 35
percent of its enterprises lacked money to provide
those social benefits needed to retain personnel.

C )the nation's
premier artillery production facility, claimed work-
ers were upset because their jobs were abolished or
changed and wages were lowered, and many left or

joined a privatc cooperative that was renting part of .

the facility.

¢ The Chel'yabinsk Tank Plant lost 30 percent of its
work force after it ceased tank production in 1991.

g o
Jhat his military orders had
dropped 40 percent since 1988, and, although he
hoped to transfer workers to civil production, he
feared many of his specialists would leave.

As financial conditions-at their plants deteriorate and

workers migrate elsewhere, defense industrialists have

expressed fears about their financial ability to man
and maintain the weapons production basc C

E 3 Other plants, such
as the St. Petersburg Arsenal, are concerned that
additional cuts in military orders will force them to
face decisions on closing down weapons production
lines and then determining whether to keep them
intact or tear them down compietely. Some plants
have torn down parts of their mlhtary production
tines—G.

J the Chel'yabinsk Tank Plant has allegedly
placed nonconvertiblé equipment in storage

I MR L




Seeking a Solution

As defensc industry struggled to adjust to declining
military orders and meet the leadership’s demands to
produce more goods for the civil economy, the Soviets
looked to internal and external sources for solutions to
case the sector’s financial plight. Despite statements
on decentralizing Soviet industry, Pavlov and his
colleagues continued tc call for centralized manage-
ment of defense industry and to promote state orders
to keep its plants supplied with production materials
and customers for their goods. In August 1991 the
Pavlov government also provided some details of the
“clarified” conversion program it had promised in
June. According to Minister of Economics and Fore-
casting Shcherbakov, the plan directed defense indus-
try’s efforts into five previously noted priority areas
that play to the sector's perceived strengths and called
for defense industry to increase consumer goods pro-
duction and output of medical equipment. Defense
industrialists probably were pleased with this ap-
proach because it required less reorientation of their
plants and workers

During the past year, reformers proposed their own
changes for defense industry that would further
shrink its size and alter its method of operating within
the Soviet economy. First submitted in the fall of
1990, the Shatalin plan proposed that defense indus-
try be scaled down to 20 to 30 percent of its current
size by stripping the sector down to government-
owned weapons final-assembly facilities. All other
industry would be privatized within a market system.
During June 1991, Sovict economist Grigoriy Yav-
linskiy and academics at Harvard University's Kenne-
dy School of Government proposed a plan to reform
the Soviet economy into a market-oriented system—
like the Shatalin plan it also called for streamlining
defense industry and privatizing most of the sector’s
facilities. Both of thesc reform plans died after Presi-
dent Gorbachev tried to merge them with the more
conservative reform programs of the Ryzhkov and
Pavlov governments

After three years of conversion, with results ranging
from limited progress in consumer goods to dismal
failure—particularly in manufacturing machinery to
retool the food-processing industry—Gorbachev and
his advisers opted to scek Western assistance for

defense industry conversion. During the London Eco-
nomic summit of the G-7 nations in mid-July 1991,
Gorbachev admitted that the Soviet Union could not
solve its economic problems without Western econom-
ic assistance and presented defense industry conver-
sion as a priority program for foreign investment. He
proposed a cost of approximately $30-40 billion for
conversion assistance and identified three areas for
foreign investment:

e Commercializing dual-use projects—Gorbachev be-
lieves Western firms could work jointly with Soviet
defense industry on short-term investment schemes
to develop commercial projects for established Sovi-
et capabilities in aviation, shipbuilding, space, and
communications. .

L]

Profound reorientation of defense industry—Gorba-
chev stated that this program would require long-
term investment aimed at transforming a significant
part of defense industry to the output of transporta-
tion systems, agricultural machinery, and a wide
range of consumer items.

* Government-assisted programs for the eavironment
and national security—assistance in these areas
would be aimed at deveioping technologies for safely
climinating chemical, nuclear, and conventional
weapons and establishing early warning systems to
prevent unauthorized or terrorist-instigated
launches of nuclear weapons.

The G-7 nations did not immediately respond with as
much assistance as Gorbachev desired. They took
little action to redirect their traditional forms of
financial aid—loans for specific food or consumer
goods exports—and such aid provides only minimal
assistance to defense industry. The Soviet Union was
promised “special associate status™ with the Interna-
tional Monetary Fund (IMF) and the World Bank,
but this will not make it eligible for the billions of
dollars it requested for conversion.
Gorbachev's proposals failed to address Western govern-
ments’ concerns that the Soviets would use financial
aid to expand conversion without changing the

NI A VER OFIEY
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program’s focus from diversion—the transfer of ex-
pertise or labor or materials to increase a defense
plant’s output of the civil goods it has traditionally
produced—to the replacement of military assembly
lines with lines devoted to civil output. Diversion is
cheaper and casier than replacement—in the short
run—but diversion also cnables the Soviets to retain a
weapons production mobilization base. *

The Soviets subsequently applied for full membership
status in both the IMF and the World Bank; however,
they would be incligible to receive funds from these
organizations until after they were approved for mem-
bership—a process that takes two to five years.
Moreover, the financial benefits of such membership
would not be immediately forthcoming to the Soviets
upon receiving admission to these organizations be-
cause these agencies generally provide financial aid
only after the applicant takes action—such as slashing
government spending, including defense—to address
the root cause of its financial difficulties. Thus,
conversion aid from such international lending institu-
tions could be contingent on the Soviets' first taking
actions that further increase the financial pressures on
defense industry.

Gorbachev also offered some specific strategies for
private foreign investment in conversion, including
direct investment in defense industry firms and out-
right purchase of existing enterpriscs and those cur-
rently under construction. Thus far, however, he has
been unable to attract much interest from Western
firms, which have found conversinn to not always be a
profitable undertaking (see inset). The Gorbachev
leadership also pitched conversion to Japan and re-
cently allowed a large group of Japancse government,
financial, and industrial representatives to tour de-
fense-industrial plants as part of discussions on con-
version assistance, [

v

Lessons From the US Experience

US weapons manufacturers have had a great deal of
experience attempting to convert 10 civil production
as they tried to cope with cyclical declines in defense
orders. To tap into that experience, in June 1990 the
Office of Soviet Analysis, together with the United
States Air Force Academy, hosted a conference ana-
Iyzing the lessons of US industrial conversion initia-
tives for the Soviet conversion program. Senior man-
agers from every sector of US defense industry
presented case studies on their companies’ conversion
efforts and shared their evaluations of various Soviet
conversion strategles. '

The US managers highlighted the pitfalls in conver-
sion. They cited two frequent sources of failure—
when a new civil product draws on technologies the
firm has little experience with and when the corpora-
tions’ design practices and overhead costs, keyed to
the requirements of the weapons procurement process,
drive up the price of a civil product Jfar beyond what
could be charged in a competitive market. Both
problems are evident in the Soviet conversion pro-
gram.

Most of the US manufacturers abandoned narrow
conversion projects infavor of a fundamental reorien-
tation of corporate business lines. To accomplish this,
they drew heavily on external financial, technical,

and marketing expertise—readily available in the)S - -

market economy. For this reason, the US managers
doubted that the Soviet conversion program would
succeed without fundamental reform of the Soviet
economy

Aftermath of the Coup

Threatened by conversion’s disruptions and the spec-
ter of market reforms, defense industrialists have
publicly and privately resisted change, and this oppo-
sition led to the participation of key defense industsi-
alists in the 19 August coup against Gorbachev. For
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months, defense-industrial plant managers had com-
plained about their plants’ problem$ with conver-
sion—in September 1990 they signed a letter in
Pravda warning that the sector was in “dire straits,”
and, in February 1991, Sovetskaya Rossiya published
a letter from defense industrialists to Gorbachev and
Pavlov requesting funding for conversion. A strong
indication of defense industry dissatisfaction with
leadership policy occurred in July 1991, when Oleg
Baklanov, a leading defense industrialist who was

- serving as first deputy chairman of the Defense
Council, blasted conversion in a roundtable discussion
printed in Moscow den. Baklanov and Aleksandr
Tizyakov, a defense-industrial careerist and president
of the traditionalist Association of Industrial Enter-
prises, eventually became prominent participants in
the coup against Gorbachev and since then have been
arrested and charged with treason.

The postcoup shakeup has strengthened leaders deter-
mined to implement the radical economic reforms
long resisted by defense industry. Newly installed
Minister of Economy and Forecasting Yevgeniy
Saburov stated the views of reformers when he told
Komsomolskaya pravda on 30 August that “the
defense complex must cease to exist as a kind of single
entity separate from the country’s economy, sucking
Russia’s blood.” Saburov and others such as reform
economists Stanislav Shatalin and Grigoriy Yavlins-
kiy, a member of the interim economic committee
created after the coup to manage the economy, believe
defense industry should be limited to final-assembly
facilities, and the rest of its plants should be priva-
lized. As the leadership’s plans evolve over the next
few months, defense-industrial plants will be stripped
of their traditional priorities, lose their subsidies, and
be forced to balance their books or go bankrupt J

Any reform program from the center, however, will
have to come 1o terms with the aims of the republics,
who are claiming control of defense-industrial facili-
ties on their territory—particularly the Russian Re-
public and Ukraine, where the vast majority of de-
fense-industrial facilities are located. Both the
Russian Republic and Ukraine have claimed jurisdic-
tion over all enterprises within their borders, and the
Russian Republic has stated that it plans to consoli-
date weapons production at selected facilities and

convert other defense plants to civil production. How-
ever, republics that perceive security threats, such as
Azerbaijan and Armenia, might increase weapons
production and convert civil plants to weapons output.
Even if military orders do increase in some republics,
plant managers there will have to face the challenge
of rebuilding their work force and forging new supply
relationships before they can meet new production
requirements.

Qutlook

Defense industry will contract dramatically and be
fundamentally restructured. Economic disarray has
led to a breakdown in the sector's resource base and
redoubled pressure to cut defense spending. Morcover,
the reformers’ victory over the hardliners means that
advocates of a market-oriented economic reform will
be preeminent, so defense industry will have to oper-
ate more efficiently and cost consciously as well as be
responsive to consumer demand. Finaily, the dissolu-
tion of the Communist Party and the ouster of high-
level defense industrialists and military commanders
who directly or indirectly supported the cnup have
deprived the sector of allies who traditionally have
protected its interests during resource or reform deci-
sionmaking.

The political changes and economic turmoil that have
been accelerated by the failed coup have generated
widespread promises of Western humanitarian aid
and made debt rescheduling and Western government
assistance for conversion highly probable. The domes-
tic turmoil makes near-term private investment by
Western firms less likely unless businessmen’s invest-
ments are insured by Western governments.

Unless and until Western aid is provided, however,
defense industry will have to struggle with little
financial relief in sight. The sector's total output is
likely to continue to fall as plants suffer from declin-
ing weapons orders and continue to experience prob-
lems transforming production potential freed by these
cuts into additional civil production. Falling sales will
make it even more difficult to find funding to retain
and retrain workers and retool facilities for civil
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manufacturing and to obtain needed supplies—creat-
ing the potential for a vicious downward spiral.
Problems will most likely be especially severe in cities
such as St. Petersburg (Leningrad) and Moscow and
in the Urals region, where defense industry is the
major employer. Russian leaders, such as the Chair-
man of the USSR Committee for the Management of
the National Economy, Ivan Silayev, have urged that
the state pay the wages of defense industry workers
during the conversion process, but such an action
would both increase the exploding budget deficit and
undercut the immediate financial imperative to con-
vert.

Further, defense industry is at the mercy of a new
group of national and republic le:iders who are critical
of its operations, have stated their intentions to
streamline the sector and implement reforms in its
weapons development and production activities, and
plan to abandon the administrative approach to con-
version. Russian Defense Minister Kobets, even be-
fore the failed coup, had called for virtual dismember-
ment of the defense industry sector—a plan }hat
appears more radical than that advocated last sum-
mer in the Shatalin program. Shatalin called for 70 to
80 percent of defense industry plants—those that
produce all or primarily civil goods or dual-use com-
ponents—to be withdrawn from the defense-industrial
sector and transferred to republic jurisdiction and
privatized. Kobets has gone even further than Shata-
lin by advocating consolidation of weapons production
at a subset of the remaining component and final-
assembly plants and shifting the sector’s other facili-
ties to purely civil production. Under this plan, finan-
cial necessity would ensure that defense sector plants
moved out of defense industry will either convert
quickly or go bankrupt. Moreover, even those weapons
production plants that remain in defense industry
would have to adjust to a decentralized supply system
in which they will not enjoy priority access to materi-
als and skilled workers, and their managers will have
1o scramble to keep their plants supplied.

Recently, some proposals that would dismantle de-
fense industry have emerged, although the need for
arms exports to earn hard currency together with the
military's desire to salvage key weapons programs will
probably prevent a total weapons production halt.
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Russian Republic Vice President Rutskoy, who is in
charge of Russian defense industry conversion, an-
nounced in mid-September that he had proposed
halting weapons production for three years. In early
September, the USSR Deputy Minister of Defense
Industry said the Committee for the Management of
the Economy was considering ending all weapons
production.

Although we cannot predict with certainty either the
exact nature of defense-industrial downsizing or the
rapidity of the process, the defense industry that
emerges could well resemble, structurally, the weap-
ons industry in some West European nations—repub-
lics may own the largest final-assembly and compo-
nent plants, but these will be on a short financial
leash. Defense industry’s size will be determined by
the procurement budget and the prospects for hard
currency exports—it will be too expensive to maintain
much excess (and increasingly obsolete) capacity for
mobilization. The base of such a future defense
industry could, perhaps, consist of the most modern of
the current 150 major final-assembly plants and
possibly a couple hundred component plants

Even cut back to this size, however, defense industry
would have the potential to produce in substantial
numbers a wide range of technologically advanced
weapons. Certainly the huge pool of talented and well-
trained engineers, technicians, and laborers ensures
the availability of core personnel well into the future,
and, although much of today’s physical plant and
equipment is obsolete by Western standards, there are
pockets of excellence. Defense industry’s capability
carly in the next century will depend primarily on the
republics® ability to overcome daunting problems in
the transition and eventually to provide a stable
market environment—to manage their political inter-
relations, marketize and privatize their economies,
downsize and convert defense industry, and then
marshal the latent capabilities of the residual weapons
production resources.
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