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ALLOCATION OF RESOURCES IN THE SOVIET
UNION AND CHINA—1983

TUESDAY, JUNE 28, 1983

CoNGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON INTERNATIONAL TRADE, FINANCE, AND
SecurIiTYy Economics oF THE JOINT Economic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, in executive session,
at 10 a.m., in room SD-138, Dirksen Senate Office Building, Hon.
William Proxmire (vice chairman of the subcommittee) presiding.

Present: Senator Proxmire and Representative Lungren.

Also present: Richard -F. Kaufman, assistant director-general
counsel; Ron Tammen, administrative assistant to Senator Prox-
mire; and Charles H. Bradford, assistant director.

OPENING STATEMENT OF SENATOR PROXMIRE, VICE CHAIRMAN

Senator PROXMIRE. I am pleased to welcome Maj. Gen. Schuyler
Bissell, the Deputy Director of the Defense Intelligence Agency, to
the opening of this year’s hearings on the allocation of resources in
the Soviet Union and China.

10TH YEAR OF ANNUAL HEARINGS

lgg‘ilis is the 10th year of this annual exercise, which began in

I believe our hearings and the information we have been able to
put into the public record have proven to be very valuable. They
have enriched our understanding of the economic trends in the two
largest Communist nations, and they have helped put forth in a
candid and comprehensive manner the estimates and judgments of
the intelligence community. :

The views of the spokesmen for the intelligence agencies have
often provoked comments from others in public and private circles
and have sparked discussions in Congress and the media. The pub-
lished hearings have been used in innumerable scholarly and popu-
lar writings. The hearings have thus achieved one of our primary
objectives; namely, broadening and increasing the quality of the
public dialog about the Soviet and Chinese economies.

Our efforts would not have been possible, at least in their
present form, without the active cooperation of the Central Intelli-
gence Agency and the Defense Intelligence Agency. We are most
grateful for that cooperation and the high degree of professional-
ism the agencies have brought to bear on the hearings.
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I am happy to note that I have chaired each of the hearings in
this series for the last 10 years, assisted by Richard Kaufman of
the committee staff, who has been responsible for their planning,
coordination, and their final publication.

In this morning’s proceedings I would like to focus our attention
on two important Soviet trends, although there are many other
areas of importance that will be discussed.

SOVIET ECONOMY

The first concerns the state of the overall Soviet economy and its
prospects. Western experts have long noted the downward trend of
Soviet GNP growth rates since the 1950’s. By the late 1970’s the
Soviet growth was far below the postwar average. Since 1976 it has
averaged about 2 percent.

Experts draw different conclusions about the slowdown. Few, if -
any, see a return to the high growth rates of the 1950’s. Some be-
lieve the slowdown will grow worse. Most, I would say, expect
growth to continue in the 1- to 2-percent range.

There has been a tendency for some Government spokesmen to
describe the Soviet company as one in crisis, a basket case in
danger of collapse. My view is that this exaggerates the seriousness
of Soviet economic problems, which are serious enough without ex-
aggeration. I do not think it serves a useful purpose to magnify
their economic difficulties out of proportion, and I think it is coun-
terproductive to deceive ourselves about the strength as well as the
weakness of the Soviet economy.

I sense that in recent months a new consensus has been formed
within our Government that views Soviet economic problems as se-
rious but not necessarily fatal. According to this view the Soviets
will likely muddle through the next few years with growth rates of
about 2 percent, and there could be some improvement if certain
reforms are made.

SOVIET DEFENSE SPENDING

The second issue concerns the growth of Soviet defense in the
past 5 years or so.

In February of this year the CIA concluded that Soviet military
procurement has been just about level; that is, it has not gone up
or down since 1976. Further, the absence of growth and procure-
ment has slowed the growth of total Soviet defense to about 2 per-
cent annually.

That slowdown is reflected in one of the tables you have pre-
pared for us, and I have included it in this statement so as to call
attention to it. The table shows that while upward growth contin-
ues in Soviet defense programs, there has been a gradual slowing
of the rate of growth. It was 4 percent in the early 1970’s; 3 percent
in the mid-1970’s; and now it is a 2-percent growth rate.

This trend roughly corresponds to the trend for Soviet GNP
during the 1970’s and raises many questions about the causes of
the slowdown, the relationship of the defense sector to the rest of
the economy and its relevance to détente and the arms negotiation.

General Bissell, you may proceed as you wish. Then we will ask
you questions.
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STATEMENT OF MAJ. GEN. SCHUYLER BISSELL, USAF, DEPUTY
DIRECTOR, DEFENSE INTELLIGENCE AGENCY, ACCOMPANIED
BY JEROME WEINSTEIN, CHIEF, INDUSTRIAL ECONOMIC SEC-
TION; JOHN B. MALLON, CHIEF, ASIAN ECONOMIC SECTION;
NORBERT MICHAUD, CHIEF, STRATEGIC DEFENSE ECONOMICS
BRANCH; LLOYD CORNING, CHIEF, ENERGY BRANCH; SAM
CRAWFORD, CHIEF, MILITARY PRODUCTION BRANCH; AND LT.
COL. DEAN DICKERSON, USAF, LEGISLATIVE LIAISON

General BisseLL. Thank you very much, Mr. Chairman.

My testimony today will cover the Defense Intelligence Agency’s
assessment of Soviet and Chinese military economic performance
and trends. It will highlight the key points of the unclassified back-
ground paper which was provided to you earlier. This testimony is
presented at the secret level.

[Slide.]

&

DIA BRIEFING FOR THE
SUBCOMMITTEE ON INTERNATIONAL
TRADE, FINANCE, AND SECURITY

ECONOMICS OF THE JOINT
ECONOMIC COMMITTEE OF CONGRESS

G0287.1

General BisseLL. The leadership of both the Soviet Union and the
People’s Republic of China has confronted a range of economic
issues, including serious resource constraints, which have impacted
on national defense needs. Each country has reacted to these eco-
nomic issues in divergent ways. I will begin with the Soviet re-
source allocations and trends.

[Slide.]



STRATEGIC
RESOURCE ALLOCATIONS
IN THE SOVIET UNION
'AND CHINA IN THE 1980's

Go258.1

General BisseLL. Last year we portrayed a Soviet economy con-
fronted with serious pressures, nonetheless maintaining growth of
the defense sector with performance in some other sectors continu-
ing on a downward trend. That picture has not changed. However,
the accession of Yuriy Andropov to the position of General Secre-
tary following the death of Leonid Brezhnev in November 1982 ap-
pears to have created a new environment, one in which the leader-
ship is more willing to acknowledge the scope and nature of the
economic problems, and appears more willing to accept the necessi-
ty of limited change as a precondition to improved overall econom-
ic performance.

[Slide.]



PROSPECTS FOR DEFENSE GROWT,

e NEW ENVIRONMENT
e RECOGNIZING PROBLEMS
7@ CONSIDERING CHAN

STRATEGIC ECONOMIC OBJECTIVES

General BissgLL. It is important to note, however, that the lead-
ership’s strategic economic objectives have not changed. A strong
economy with a vigorous industrial base continues to be essential
to provide the Soviet Union with its military requirements for
achieving strategic superiority and to permit the projection of
power and influence throughout the world, including Third World
nations.

[Slide.]



‘$) STRATEGIC OBJECTIVES

Mm\\
STATUS ~

MILITARY PRODUCTION

STRONG ECONOMIC/INDUSTRIAL BASE

G0258.34

DEFENSE INDUSTRIAL BASE

General BisseLL. In pursuit of these national objectives, the
Soviet Union has developed a massive defense industrial base. Pro-
duction over the last 15 years has experienced growth rates which
have far exceeded the growth of Soviet industry and of the entire
economy.

[Slide.]

3} STRATEGIC OBJECTIVES

e o R

STRONG ECONOMIC/INDUSTRIAL BASE

G0258.38

General BisseLL. According to Soviet data, the machinery sector
of industry, which produces military material and producer and
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consumer durables, is growing faster than and represents an in-
creasing share of industry as a whole. In the machinery sector the
defense portion grew faster than the civil portion, and as a result
represents an increasing share of machinery output as well as em-
ployment. Additionally, output per worker, a measure of labor’s ef-
ficiency, is growing more rapidly in the defense machlnery sector
than in the civil machinery sector.

[Slide.]
é, TOTAL MACHINERY
=7 AND DEFENSE MACHINERY GROWTH
200 |~ 7% ANNUAL GROWTH

TOTAL 100
MACHINERY
(1970=100) o

1970 1982
100%

CIVIL SHARE OF
MACHINERY SECTOR

(11% GROWTH)

DEFENSE 50%
MACHINERY EFENSE SHARE OF:

ACHINERY SECTOR:

...... 2|
1970 1982

{ 59%

G0258.40

General BisseLL. Corresponding to the growth in output and
labor force, the productive capacity of defense industry, as meas-
ured by the size of the final assembly facilities for weapon systems,
expanded by more than [security deletion] million square meters
since 1970, or at a rate of about 3 to 4 percent annually.

Such physical plant expansion is generally indicative of plans to
produce either greater quantities of weaponry or weapon systems
of such increased sophistication that additional floor space is re-
quired to maintain capacity. The enlarged production capacity also
provides the Soviets the option to accelerate defense production
quickly.

Senator PrRoxMIRE. General, would you go back to that previous
table.

What is the plus [security deletion]? What do they represent?

General BisseLL. This is in millions of square meters.

Senator ProxMIRE. Does that indicate what kind of proportionate
or percentage increase?

9General.BISSELL. That is the measure of the relative growth since
1970.

Sgnator ProxMire. That is just an absolute square meter meas-
ure?

General BisseLL. Yes, sir.
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Senator PrRoOXMIRE. There is no indication of whether that is a 2-
percent or a 10-percent or a 20-percent increase?

General BisseLL. No, sir. The percent that we referred to merely
talks to the overall expansion from the period since 1970 of how
many square meters they had at the time versus what we estimate
their total capacity is now.

[Slide.]

{ é? % GROWTH OF SOVIET MILITARY PRODUCTION FACILITIES
N 1970-1982
(IN MILLION SQUARE METERS OF FLOORSPACE)

MILLION M2
{1)
—
{1)
I
{1082
1470 o
1{70' ‘9°|2
MISSILES ARMY AIRCRAFT NAVY

G0258.22
(1) Security deletion.

General BisseLL. Most military industrial facilities normally op-
erate substantially below their actual capacity, suggesting that
should they find it necessary to do so output of military material
could be increased without additional investments for new capac-
ity.

[Slide.]
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(é,} SOVIET MILITARY INDUSTRIAL

- CAPACITY UTILIZATION
1982
QUTPUT
TANKS 2,500 (1)
FIGHTER AIRCRAFT 770
ICBMs 175
SUBMARINES 8

*BASED ON PROVEN OUTPUT FOR PRESENT PROGRAMS:
OTHER BUILDING WAYS/FACILITIES MIGHT BE MADE
AVAILABLE.

G0258.14

(1) Security deletion.

MILITARY RESEARCH AND DEVELOPMENT

General BrsseLL. In addition to the high levels of growth in de-
fense ministries and the significant expansion of military produc-
tion facilities requiring large capital investments, there are consid-
erable outlays being made in military reseach and development. It
is currently estimated that the number of new weapon systems and
major modifications to be developed and introduced during the
decade of the 1980’s exceeds the number of systems introduced in
either of the previous two decades. A modification is defined as
major when it significantly alters the performance of a piece of
equipment or changes its mission.

[Slide.]
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‘5 SAMPLE OF NEW MAJOR WEAPON SYSTEMS
>’ UNDER DEVELOPMENT DURING THE 1980's

NEW MAJOR MOD

® AIRCRAFT:
® FIGHTERS
® BOMBERS
® NAVAL SYSTEMS:
® SUBMARINES
® MAJOR SURFACE COMBATANTS
® MINOR SURFACE COMBATANTS (1) ()
® GROUND FORCES:
® FIELD ARTILLERY
® TANKS
® MISSILES:
® SAMs
® ICBMs
@ CRUISE

G0258 18

(1) Security deletion,

General Bisserr. The results of this research and development
effort in areas such as automated controls, computerization, struc-
tural materials, and signature reduction technology are now being
incorporated into the new Soviet weapon systems. Many other sys-
tems are currently under development and are expected to reach
initial operating capability by the end of the 198(’s. These new
weapon systems many of which represent an entirely new genera-
tion of technologically advanced weaponry, are larger, more com-
plex and sophisticated, and possess significantly greater capabili-
ties than the systems they are replacing.

[Slide.]
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!5,‘! NUMBER OF MAJOR WEAPON SYSTEMS
Y7 INTRODUCED OR PROJECTED, BY DECADE*

(1)

1960s 1970s 1980s

*NEW OR MAJOR MODIFIED WEAPON SYSTEMS
REACHING INITIAL OPERATING CAPABILITY

G0258.39

(1) Security deletion.

MILITARY PRODUCTION LEVELS

General BisseLL. The production of military materiel over the
past years has remained at extremely high levels. For many
weapon systems production has increased. In some cases, substan- '
tially. Shown here are some of the various types of equipment for
which production increased during the last 5 years.

[Slide.]

29-570 0—84——2
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ﬁ’:’i;.,/ﬁ SOVIET MILITARY PRODUCTION
= INCREASES (1978-1982)

EQUIPMENT TYPE 1978 1979 _1980 _1981 1982
® INFANTRY COMBAT VEHICLES 2,800 2,600 3,200 3,200 3,300
- ® TOWED ARTILLERY 1,400 1,500 1,400 1,600 1,700
® ANTI-SHIP CRUISE MISSILES 800 900 1,000 1,000 1,000

® ANTI-TANK GUIDED MISSILES
(THOUSANDS) 35 40 45 60 625

® ARTILLERY-TYPE ROCKET

LAUNCHERS 5§50 600 700 700 700

60258 17

General BisseLL. For some other systems, while production has
shown some year-to-year fluctuations, the long-term pattern has
been relatively constant, showing little or no change in production
levels. Some examples of these are shown here.

[Slide.]

SOVIET MILITARY PRODUCTION - LEVEL
OR MINOR FLUCTUATIONS
(1978-1982)

EQUIPMENT TYPE 1978 1979 1980 1981 1982
® MINOR SURFACE COMBATANTS 50 55 65 45 55
@ NAVAL SUPPORT SHIPS 5 7 8 5 4
® LONG-RANGE BOMBERS 30 30 30 30 30
® ASW AIRCRAFT 10 10 10 10 10
® COMBAT CAPABLE TRAINERS 50 25 25 25 25
@ HELICOPTERS 650 750 750 750 750
® SRBMs 250 300 300 300 300
® SAMs (THOUSANDS) 53 53 53 53 53
©® BALLISTIC MISSILE
SUBMARINES 2 2 2 2 1

G0258 16

General BisseLL. Over the same period production of several
types of weapon systems has declined slightly. Shown here are
some of these examples.
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Senator ProxMIRE. Do you make an overall judgment based on
these three categories, the increase, the stable and declining pro-
ducgion? Or are they too disparate to make that kind of compari-
son?

General BisseLL. I think our impression is that these are subject
to change, depending upon various factors that influence the R&D
and production cycle and replacement cycle. Some have been rela-
tively stable over time, but there are others that have had a tend-
ency to decline and others that have had a tendency to increase,
showing perhaps a different emphasis or different points in the
overall production process.

Senator PRoxMIRE. What really hits you right away is the drop-
off in tank production. The Soviets have a tremendous advantage
over us in number of tanks. Is it in general that the equipment
that they have tapered off a little bit is in that area where they do
have superiority already? They are producing a lot more tanks
than we are even now.

General BisseLL. That's right, sir. And that could be. By the
same token, we have noted [security deletion]. I would say that if
you drew a trend line, that shows a decline. I would have to say
that is an assessment of their feeling of where they stand relative
to the United States at this point in that particular weapon
system.

Senator Proxmire. Thank you.

[Slide.]

e,

SOVIET MILITARY PRODUCTION
DECLINES (1978-1982)

3 '.'""“

o

a %
LS
’am’-‘

EQUIPMENT TYPE 1978 1979 1980 1981 1982
® TANKS 3,000 3,500 3,100 2,000 2,500
® APCs 1,600 1,900 1,900 1,000 500
® ARMORED RECCE VEHICLES 1,100 1,200 1,200 1,000 700
® SELF-PROPELLED ARTILLERY 1,000 800 600 700 700
@ MAJOR SURFACE COMBATANTS 1 11 11 9 8
® ATTACK SUBMARINES 1" 10 " 9 7
® FIGHTER/FIGHTER-BOMBERS 1,250 1,300 1,300 1,350 1,100
® TRANSPORTS 400 400 350 350 350
® ICBMs 225 225 250 200 175
® SLBMs 250 200 200 175 175
® MILITARY GROUND-BASED
RADARS 1,000 1,000 900 900 800
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General BisseLL. Some weapon systems have declined in produc-
tion, as we had expected. Shown here is an example that illustrates
some of the factors contributing to lower levels of production in
new systems. One factor is simply the cyclical nature of weapons
production. As older weapon systems are phased out of production
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their follow-on or replacement systems will not reach full produc-
tion immediately, but will be phased in over a multiyear period.

New Soviet systems are substantially more complex and contain
some of the most advanced technology available and therefore re-
quire more time to produce. Further, problems in research, devel-
opment, and testing have slowed the entire weapon cycle.

As the Soviets continue to strive to achieve the latest state of the
art in military technology, delays will possibly become more pro-
nounced. More significant, perhaps, in accounting for declines in
production is the fact that the new weapon systems are more capa-
ble than older ones, and therefore the Soviets are not replacing the
latter on a straight one-for-one basis.

[Slide.]
‘3 WEAPON SYSTEM
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(1) Security deletion.

General BisseLL. Soviet defense industry provides not only for
the Nation’s domestic military forces, but also supports the strate-
gic objective of projecting power and influence.

[Slide.]
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STRONG ECONOMIC/INDUSTRIAL BASE

G0258.37

MILITARY SALES

General BisseLL. This is partly accomplished via military sales,
which is the Soviet Union’s leading instrument of economic pene-
tration. Arms sales to Third World countries serve to make those
countries dependent on the Soviet Union for such things as spare
parts, training, and future deliveries. The capability to export large
quantities of military equipment derives from apparent Soviet
plans to include export requirements into their usually long pro-
duction runs, which permit them to quickly implement arms sales
decisions, and should the need arise, to provide materiel from their
own reserves. The Soviets’ willingness to make major sales conces-
sions has helped to make them, since 1980, the world’s largest arms
exporter to the Third World.

[Slide.]
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G0258.7

General BisseLL. During the 1978-82 period over $38 billion
worth of Soviet military equipment was delivered. The main recipi-
ent countries were in the Near East and accounted for over $25 bil-
lion or some 65 percent of the total. The rapid increase in the value
of arms transfers during this period can be attributed to high level
Soviet decisions to sell higher priced, more sophisticated equip-
ment.

Senator PrRoxMIRE. Do you have any data on the amount, if any,
that was sent to Central America?

General BisseLL. Not at my fingertips. We do not have the hard
data for you. We can get that for you for the record.

Senator ProxMIRE. Thank you.

[The following information was subsequently supplied for the
record:]

SovIET MILITARY SALES

During the period 1978-82, the USSR provided only one Central American nation
with military aid. In 1981, the Soviet Union began supplying Nicaragua with mili-
tary equipment that, by the end of 1982, totaled [security deletion] million.

[Slide.]
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{‘?S‘. SOVIET MILITARY DELIVERIES

X7 BY AREA, 1978-1982
(BILLIONS OF US DOLLARS)

e EAST ASIA AND PACIFIC 3.2

e LATIN AMERICA 2.6
e NEAR EAST AND SOUTH ASIA  28.7
e AFRICA 4.0

THIRD WORLD TOTAL 38.5

G0258.19

General BisseLL. Based on multibillion dollar military assistance
agreements in [security deletion)] 1982, continuing high levels of de-
liveries can be expected in the future. Further, the Soviet Union’s
commitment to supply its clients with modern military equipment
and to maintain its position as a reliable supplier has been demon-
strated by [security deletion] in 1982.

[Slide.]



18

,r‘“gu, SOVIET MILITARY ASSISTANCE
N7 AGREEMENTS FOR 1982
(BILLIONS OF US DOLLARS)

¢ |IRAQ
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e OTHERS

THIRD WORLD TOTAL 9.9
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(1) Security deletion.

General BisserL. The cost of supplying the material required by
the Soviet military and developing its forces is enormous. To meas-
ure the magnitude and growth of Soviet defense activities, esti-
rn:[aéesd of the dollar costs and ruble expenditures are developed.

lide.]
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‘3) STRATEGIC OBJECTIVES

STRONG ECONOMIC/INDUSTRIAL BASE
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DEFENSE COSTS IN DOLLARS

General BiIsseLL. It is estimated that since 1970 the total dollar
cost of Soviet defense programs has risen in real terms, marking
continuous growth in the overall level of Soviet military activity.
The observed phenomenon of slowing growth, from 4 percent annu-
ally in the early 1970’s down to about 2 percent annually most re-
cently, is partially accounted for by the fact that as each annual
increment is added to a progressively larger base the growth rate
slows. In 1981 alone the estimated dollar cost of the Soviet defense
program was in excess of $220 billion. Much of this expansion
stems from the acquisition of a variety of much more costly, sophis-
ticated weapon systems such as peripheral attack missiles, inter-
ceptor aircraft, tanks, tracked vehicles, artillery, and major surface
combatants.

Senator PROXMIRE. General, could you put that chart in the big
statement? It is not in this statement. It is a very helpful chart.

General BisseLL. That can be put into the unclassified part.

Senator ProxMIRE. Fine. As I understand it, what that chart tells
us is that the period 1970 to 1974 the average annual growth rate
was 4 percent?

General BisseLL. That’s correct.

Senator PrRoxMiIRE. In the following 5 years it was 3 percent, and
from 1978, the last 4 or 5 years, it has been 2 percent.

General BisseLL. I think for the whole period it averages about 3
percent.

[Slide.]
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o~ UPWARD GROWTH CONTINUES IN
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PROJECTED COSTS

General BisseLL. The projected acquisition trends for new Soviet
systems under development drive estimated dollar cost of the
Soviet defense program up at a rate close to the historical norm of
at least 3 percent per year.

[Slide.]
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General BisseLL. With the incorporation of new and more expen-
sive technologies into the deployed Soviet forces, we expect the
dollar cost for procurement of the strategic forces to increase by
about [security deletion] percent per year, as shown here, while the
procurement cost for the general purpose forces is expected to in-
crease by about [security deletion] percent per year. The expected
increase in strategic force procurement will be led by bombers and
missiles, and the expected increase in general purpose forces by
aircraft for the tactical air forces.

Senator PrRoXMIRE. Why is the range so big? These are projec-
tions I am talking about now. You have got a big range in the pro-
jection, and the outside top increase would be sharper than any
yolu hrfwe had since 1972. Is there a particular reason for that possi-
bility?

Mr. MicHAUD. The lower part of the range is based on a continu-
ation of historical trends. The higher part of the range is based on
the highest projection that we have made for those forces. The
rates of growth that the general just quoted is a midpoint in that
range at [security deletion] percent.

Senator ProxMIRE. Why would it not be possible for it to go
down? The floor is the continuation of the present 2 percent. You
assume it cannot go below that, is that right?

Mr. MicHauD. Well, there is a possibility, but the intelligence
community is in agreement that there is going to be an upward
trend in the growth in these forces in the next few years.

Senator ProxMIRE. You are projecting 3 percent. Why is that?

Mr. MicHaup. The 3 percent is the continuation of past trends.

Senator ProxMIRE. It has been 2 percent lately, has it not? So
you are projecting a higher rate.

Mr. MicHAUD. For the total, right.

Senator PROXMIRE. Why is that?
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Mr. MicHaup. There are a number of new systems that are
coming in that are very expensive, including the Blackjack aircraft,
the SSNX-20, and there will be some MIRV’ing of weapon systems.
We expect a lot of activity in strategic forces.

Senator PRoXMIRE. But you are projecting 3 percent for all de-
fense, not just strategic forces.

Mr. MicHAUD. That is right.

Senator ProxMIRE. But they are not all increasing in cost, are
they?

Mr. MicHAUD. No; there will be some forces that may have a
lower rate of growth than the strategic forces. As shown here, stra-
tegic forces would be growing faster than most of them. The sup-
port forces may have a lower rate of growth than the 3 percent.

Senator ProxMIRE. But why are you projecting 3 percent when it
has been 2 percent for the last 5 years?

Mr. MicHAUD. Why are we projecting 3 percent?

Senator PrRoxMIRE. Yes. All of a sudden you project 3 percent as
the floor instead of 2 percent when it has been 2 percent. If you
continue the projection of the last 5 years, it would be 2 percent.

Mr. Micaaup. Well, this is a period where the procurement
levels have leveled off, as we indicated in the earlier graphics. As a
result of the relatively low procurement rates of growth in the last
few years this has impacted on total defense expenditures and re-
duced the growth in the totals to 2 percent from 3 percent. With an
upswing in procurement over the next few years we fully expect
the total defense expenditure to be back at 3 percent.

Senator PROXMIRE. Is it not true that you were projecting 3 per-
cent in the past and you were wrong, you were too high, and it
turned out to be 2 percent?

Mr. MicHauD. Yes, sir; there were some weapon systems that
came in a little later than we expected them to come in, and we
fully expected the new systems to be coming in in 1981 and 1982,
and they will now be coming in 1983, we suspect. We have already
seen one new system come in in the last month. Introductions have
been extended somewhat, and that has affected the growth rate in
procurement.

Senator ProxMIRE. You do not think this is a late pattern that
they will continue to come in?

Mr. MicHAUD. No; we see them definitely under development and
under test. They just have not hit the procurement stage as yet.

General BisseLL. I guess there are two factors. One is, looking at
the period since 1970, it has gone from 4 percent, to 3 percent, to 2
percent. There is a possibility that it could increase or the rate for
the next 5 years could continue at 2 percent. But in looking at the
longer period of what has been the historic average of that, I think
we feel a little more comfortable that that would be the pattern at
this time that we would forecast based on the new systems that we
see developing. It may develop that 2 percent will be a more signifi-
cant trend as it projects for a longer period. But if you look at the
longer period, right now we have actually averaged 3 percent.

Senator ProxMIRE. All right. Go ahead, General.

[Slide.]
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DEFENSE SPENDING IN RUBLES

General BisseLL. We estimate defense expenditures in current
ruble terms in order to capture the Soviet leadership’s perspective
and to measure the share of the total economy committed to the
defense sector. These estimates are based on [security deletion]
about defense spending and published Soviet data.

We estimate that in current prices Soviet defense expenditures
rose from 50 billion rubles in 1970 to about 100 billion rubles in
1981, or at an average annual rate of about 7 percent.

The increase in defense expenditures is in part attributable to
rapidly rising costs of Soviet weapons systems.

Senator PROXMIRE. Let me make sure I understand. When you
say current rubles, you are talking about unadjusted for inflation,
is that right?

General BisseLL. Yes, sir. We do have an inflation factor. We are
actually talking about current rubles as opposed to constant, which
would be without an inflation factor.

Senator ProxMIRE. These are not constant price increases?

General BisseLL. No, sir.

Senator PrRoXMIRE. Give that to us later.

General BisseLL. All right, sir.

The general trend toward larger, more sophisticated equipment
is translated into much more expensive weaponry.

[Slide.]
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General BisseLL. Defense growth exceeded the 5-percent average
annual increase in current price gross national product.

DOLLAR AND RUBLE ESTIMATES COMPARED

Senator PROXMIRE. I am sorry, General. I do not mean to delay
you too much. I would like to go back to that other chart. It does
seem to conflict with what we have had earlier in the chart we had
before. That shows a steady increase from 1971 to 1981. We just
had a chart showing that procurement actually declined in its rate
of growth 4-3-2. This, however, shows a steady growth. Is the dif-
ference because the previous chart was based on real expenditure
and this is current, not allowing for inflation? Or is there some
other explanation? .

General BisseLL. The other chart which shows the percent of
growth and the total cost is done in U.S. dollars and is a dollar esti-
mate. The ruble estimate is an effort to cast what the Soviet lead-
ership perspective might be in terms of putting the cost into a
level-of-effort situation in rubles, and it has an inflationary factor.
At least the DIA includes inflation as part of that overall process.

Senator PrRoXMIRE. The confusing thing is that the earlier chart
showed a slowdown; this shows no slowdown at all; it shows a
steady rate of increase, 7 percent, right through for 10 years;
whereas the other showed a regular slowdown of 4, and 3, and 2,
this does not show it.

It seems to be a contradiction.

General BisseLL. Well, we are working in two different method-
ologies and in two different evaluation systems.

Senator ProxMIRE. Which one would you feel is—you are saying
this is from the Soviet perspective, but which one should we assume
is the accurate one?
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General BisseLr. I think that for the purposes that we use it
most frequently the dollar figure is the most reliable one for our
purposes in aggregating the cost of production.

Senator PROXMIRE. I do not mean for you to take the time to do
this now, but for the record, I would appreciate it if you could
insert in the available information an explanation of the difference
between the ruble measure and the dollar measure.

General BisseLL. All right.

[The following information was subsequently supplied for the
record:]

RuBLE/DoLLARr CosTING

The dollar measure of Soviet defense programs used by the Intelligence Communi-
ty is an estimate of what it would cost, using prevailing U.S. prices and wages, to
produce and man a military force of the same size and with the same weapons as
that of the U.S.S.R., and to operate that force as the Soviets do.

Because this measure is in terms of U.S. cost, [security deletion].

Estimates of ruble defense spending are developed in order to replicate the Soviet
perspective, and to measure defense expenditures in the context of the overall
Soviet economy. The ruble expenditure estimate is a measure of [security deletion].

Where the U.S. dollar cost estimate of [security deletion).

DEFENSE AND GNP GROWTH RATES

General BisseLL. Defense growth exceeded the 5-percent average
annual increase in current price gross national product, resulting
in an increase of the defense share of gross national product from
12 to 14 percent in 1970 to 14 to 16 percent in 1981, using current
prices includes some inflation. However, there is substantial uncer-
tainty about its magnitude. Any inflationary effects will be reflect-
ed in both GNP and defense expenditure measures. If defense
spending continues to outpace economic growth, the defense share
will continue to increase, further aggravating the Soviet Union’s
economic problems and making it more difficult for the Soviets to
achieve their long-term goals for securing economic growth at rates
fulfilling both domestic and foreign requirements.

Senator ProxMIRE. Is it true that it has not been outpacing eco-
nomic growth since 1976? The economic growth since 1976 has been
2 percent and that has been the rate of growth also of the Soviet
defense expenditures?

Mr. MicHAUD. Mr. Chairman, the growth in the GNP in constant
terms and in the dollar expenditures are about the same. What we
are presenting here is the growth in the GNP and in expenditures
in current ruble terms. So they are two different sets of compari-
sons that you are making. We would not want to compare the
dollar growth in defense expenditure with the GNP growth in
rubles. What we want to compare are likes, and in this case we are
comparing in current terms the GNP and the defense expenditures.

Senator ProxMIRE. Based on data, General, we have compiled a
GNP growth from 1977 to 1981 with a [security deletion] percent
change; total defense activities, [security deletion]; defense procure-
ment, [security deletion). That is what we seem to have derived
from the information that was made available to us, the intelli-
gence data. That would indicate the defense activities, instead of
going faster than GNP, have gone less fast since 1977, and that de-
fense procurement, as compared to the overall defense activities,
has grown even less.
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Mr. MicHaup. All of our statistics are presented in current
terms. I think what you are referring to are some growth rates in
constant prices.

Senator ProxMIRE. That is correct. This is intelligence data. In
constant prices, then the defense activities have been growing less
than the GNP and defense procurement has been growing less
than either.

Mr. MicHaup. The GNP growth rate we have not calculated in
constant terms. That’s the CIA calculation. I believe they are
saying that the growth rate in GNP is about [security deletion] per-
cent, and I do not know what their calculations in ruble terms are
because they have not published it yet. So I am really not in a posi-
tion to make——

Senator ProxMIRE. Well, I do not want to delay you too long. I
know Mr. Lungren will have questions, too, a little later. What we
have, based on overall intelligence data, is GNP growth, 1977 to
1981, [security deletion] percent; total defense activities, [security
deletion] percent; defense procurement, [security deletion].

General BisseLL. T would think in constant dollars those figures
would be very close in that respect.

[Slide.]
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General BisseLL. While the defense sector has exhibited the most

rapid_ growth, the rest of the economy has not stood still.
[Slide.]
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{@ STRATEGIC OBJECTIVES

G0258.35

ECONOMIC PERFORMANCE

General BisseLL. Soviet gross national product continues to in-
crease, albeit more slowly than in the past. Again, the slowing rate
of growth is in part due to the same arithmetic phenomenon of
adding increments to a progressively larger base.
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General BisseLL. Soviet economic performance for some key in-
dustrial products is shown here. Results have been mixed. There
have been positive developments in some sectors, such as agricul-
tural machinery, growing at 3 to 5 percent annually, and some
other machinery equipment, like forging and pressing equipment,
growirg more than 4 percent per year. While steel production con-
tinues to be cited for its poor performance, with output levels actu-
ally falling slightly, production is strong in many key metals and
specialty steels, such as aluminum and titanium, which are impor-
tant inputs to military production.

[Slide.]
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CONSTRAINTS ON ECONOMY

General BisseLL. This is not to suggest that the economy 1s with-
out its problems, some of which are indeed serious. As resources
have become more scare and costly, the leadership has c_or:rec.tly fo-
cused its attention on the need for more effective utilization of
these resources—labor, capital, raw materials, and energy.

[Slide.]
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§) ECONOMIC PROBLEMS

® MORE COSTLY RESOURCES
¢ PRODUCTIVITY
® AGRICULTURE
® TRANSPORTATION

i
G0258.6

General BisseLL. In addition, the productivity of capital is falling,
as shown by output capital ratios for Soviet industry, a measure of
how much output is obtained per unit of investment capital. The
reasons for the decline are many and varied, ranging from large
amounts of unfinished capital construction, to the need to replace
extensive amounts of old equipment.

[Slide.]
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General BisseLL. Another fact affecting economic growth is the
rising cost of material resources as they become more difficult to
reach, extract, process, and transport. In addition, as the Soviets
strive to improve production, the demand for higher quality inputs
and the need for greater technological sophistication increases.
More investment is required in these areas in order to meet indus-
trial needs, creating further demands on capital.

[Slide.]
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General BisseLr. There has been a marked slowdown in th
groyvth of the labor force, which directly affects the economy’s ca?
pacity to expand and which is further exacerbated by low levels of
labor productivity. Food shortages and inadequate supplies of con-
sumer goods have contributed to low labor productivity by reducing
incentives for workers. In addition, high levels of underemploy-
ment, manual work in all sectors of the economy, and man-hours

los[tS lt(:i ni)nproductive activities further reduce productivity.
ide.
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3 MANPOWER
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¢ SLOWDOWN IN LABOR FORCE GROWTH
¢ LOW LABOR PRODUCTIVITY
® LACK OF INCENTIVES
- @ UNDERUTILIZATION OF WORKERS
¢ LACK OF MECHANIZATION
® MANHOURS LOST:
® HARVEST SUPPORT
¢ LOW MORALE
¢ SHOPPING DURING WORK TIME
¢ "SECOND ECONOMY" ACTIVITIES
¢ ALCOHOLISM ’

General BisseLL. Also constraining industrial growth is the over-
burdened transportation network, the congestion of which is in
large part a consequence of poor agricultural performance. The
Soviet leadership has made decisions to insure the prompt move-
ment of massive amounts of imported grain and foods as well as
the domestic distribution of food supplies. As a result of the in-
creased demand for and shortage of available rolling stock, normal
rail service throughout the economy has been disrupted. Analysis
[security deletion] shows that disruptions to essential rail services
in the industrial sector have randomly affected a wide variety of
industrial enterprises. These disruptions have often meant repeat-
ed shortages of metals, minerals, fuels, wood products, and numer-
ous component parts.

[Slide.]
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General BisseLL. These leadership decisions have been necessary
because of unusually poor results in grains and most other foods
over the past 4 years. As shown here, poor grain harvests contin-
ued in 1982. It should be pointed out that four consecutive poor
harvests are unprecedented in Soviet history. A turnaround in ag-
ricultural production would alleviate many of the strains on the
transportation sector and improve worker incentives through more
abundant food supplies. All told, some of the pressures on the econ-
omy could be relieved, which could translate rather quickly into
higher growth rates.

{Slide.]
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General BisseLL. One of the brightest spots in the economy is the
performance of the energy sector. Natural gas production continues
to grow at a rate of 7 to 8 percent annually, and the U.S.S.R.
should, within a few years, become the world’s leading producer of
natural gas. Proved Soviet natural gas reserves are the largest in
the world, equating to over 200 billion barrels of oil.
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General BisseLL. Soviet petroleum production continues to grow,
though at a moderate rate of less than 1 percent a year. We expect
production to reach or only narrowly miss the 1983 planned goal,
based on production for the first quarter of 1983, which was report-
ed to be 2 percent higher than for the same period in 1982. We also
expect the U.S.S.R. to meet its 1985 target.
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General BisseLL. Soviet coal production showed a sharp turna-
round in 1982, following several years of declining production. We
expect the modest 1983 goal to be attained, but the 1985 target may

" not be realistic. Constraints on Soviet coal production are due not
to insufficient coal reserves, but to shortcomings in the industry’s
infrastructure and management.
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General BisseLn. Production of electric power has been growing
at a rate of 3 percent over the last several years. Production goals
for 1983 will probably be met, although some problems in installing
nuclear capacity may have some effect.

[Slide.]
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General BisseLL. The long-term outlook for energy production is
dependent not only on the Soviet Union’s productive capacity, but
on its energy reserves. The magnitude of these reserves, shown
here, indicates that the Soviets have the potential for continuing
long-term growth.

[Slide.]
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FOREIGN TRADE

General BisseLL. As economic growth has slowed and industrial
productivity has fallen off, the need for hard currency earnings has
increased, not only for the purchase of food and agricultural com-
modities, but also for technological advanced machinery and equip-
ment to improve industrial performance.

Soviet hard currency earnings from oil sales increased because
the volume of oil exports rose even as world oil prices were sharply
declining. This, coupled with reduced food purchases, slightly im-
proved the Soviet’s hard currency position in 1982.

[Slide.]
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General BisseLL. Hard currency expenditures by the Soviets are
concentrated on imports of machinery and agricultural commod-
ities. Imports of technology and machinery from the West, consid-
ered necessary for the development of heavy industry and agricul-
ture, have received renewed priority. Expenditures of almost $7 bil-
lion last year on Western machinery and equipment indicate that,
as has been seen in the chemical machinery industry, the Soviets
find it more expeditious to purchase from the West rather than de-
velop their own capabilities to manufacture essential capital goods.

Although overall agricultural imports are down slightly, hard
currency outflows for such commodities remained quite high. The
Soviets have not changed their policy of importing huge volumes
both of grain and other food commodities to make up for domestic
shortfalls. They have been able to accomplish this balance of hard
currency earnings of about $40 billion last year, a figure expected
to[isnlgcxl'ez}se to about $45 to $55 billion by the late 1980’s.

ide. .
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ANDROPOV

General BisseLL. Short-term measures that have been taken
since General Secretary Andropov came to power, such as the labor
discipline campaign, being taken to address the problems in areas
such as agriculture, transportation, and productivity, may provide
some relief but will not remain effective over the long run. Solving
these problems beyond 1985 will call for additional resources some
of which will also be required by the military for continuing expan-
sion. Since the resource base will be growing more slowly not all
sectors of the economy will be able to expand at the same time at
high rates. This not only makes the decisions about future growth
more difficult, but also imperative at this time.

{Slide.]
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ECONOMIC GROWTH-DEFENSE DILEMMA

General BisseLL. The defense effort remains the most important
Soviet objective and is expected to retain its top priorities and high
growth rates in the short term. With slowing economic growth,
however, the Soviet leadership, including the military, is faced.
with a dilemma for the next 5-year plan period. It involves a trade
off of either continuing with high rates of defense growth or slow-
ing the rate of defense growth to provide for defense growth in the
longer term. Continued high defense growth during the next 5-year
plan could mean lower economic growth and lower defense growth
into the 1990’s.

[Slide.]
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General BisseLL. As indicated by this quotation, Soviet military
leaders are aware of the need for a strong economy with continued
growth, especially in the industrial base, which provides the mili-
tary with its resource requirements and production needs, and of
the dilemma which now faces them.

[Slide.]
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General BisseLL. The choice of an economic strategy that will re-
store higher levels of growth, while not a new issue, is obviously a
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crucial one for the Soviet leadership. Past high rates of growth,
such as those in the 1960’s, were achieved by using ever-increasing
quantities of relatively cheap and plentiful resources in the produc-
tion process. As we have already shown, such resources are now
more costly and difficult to obtain, which are contributing factors
to the slowing growth of the economy since the mid-1970’s.

Realizing that past strategy is a detriment to higher rates of
growth, the Soviets have developed an alternative growth strategy
based on higher rates of productivity and on greater technological
improvements.

[Slide.]
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General BisseLL. Although the Soviets have been talking about
this new strategy since the 1970’s, little has been achieved because
of structural economic problems and resistance to change. A
mature industrialized economy needs a more decentralized deci-
sionmaking structure. This would permit the Soviet leadership to
use economic tools that foster greater efficiency and productivity.
At the same time, the economy requires greater sectoral balance in
order to provide a stronger base for economic growth.

These concepts, however, have provoked considerable opposition
from those sectors traditionally benefiting from the current eco-
“nomic structure.

"The Soviet leadership’s interest in an effective growth strategy
reflects their concern over the ability of the economic base to support
the strong and continuing commitment to the defense effort. Faced
with a defense growth dilemma, both political and military leaders
are divided on which course is best for defense and the economy over
the next 5 to 20 years. Should the Soviet’s choose to continue on their
present course, the high rates of defense growth will most likely
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mean further declines in overall economic growth. The industrial
base would continue to erode and could eventually adversely affect
rates of growth in the defense sector. S

If short-term remedies are successful, the Soviets may adopt in
the future only marginal changes to the economic structure. Such
changes in the past have not facilitated longrun economic growth,
but could provide a noticeable improvement over the present eco-
nomic situation.

If General Secretary Andropov is serious about providing the eco-
nomic growth necessary to support the defense effort, the leader-
ship will need to consider and implement fundamental changes.
The military leadership’s desire for greater defense potential in the
long run may lead them to accommodate such changes. The diffi-
cult part of making these changes is finding a politically acceptable
course which maintains the existing party power structure with
the attendant overall centralization of the Soviet system.

Senator PrROXMIRE. Before you go into the Chinese analysis,
which both of us, I am sure, are very anxious to hear about, if it is
all right with Congressman Lungren, we could go ahead with ques-
tioning now on the Soviet before we get into the Chinese.

DEFENSE INDUSTRIAL BASES OF THE UNITED STATES AND THE SOVIET
UNION

First, do you have any kind of comparison between the defense
industrial base of the United States and the Soviet Union? We
have a rough GNP comparison. GNP is so comprehensive that it
does not mean a great deal, in my judgment, as to the military ca-
pabilities. It does not mean as much as it would if we also had the
comparison of the industrial base on both sides. Do you have any-
thing like that?

General BisseLL. I do not believe that we do, although there may
be something our experts will know about.

Mr. Crawrorp. We publish each year, the Secretary of the De-
partment of Defense does, a comparison of NATO-Warsaw Pact
military production, comparing the United States and Soviet pro-
duction rates. Would that be adequate?

Senator ProxMire. That’s not exactly what I had in mind, be-
cause the military base would include much more than the mili-
tary-production capability. For instance, in World War II we were
able to convert our enormous capability of producing automobiles
to producing tanks rather quickly, and we were able to use other
facilities for producing planes and so forth. The result was that we
had an immense production. I just wondered if there was anything
like that that would compare, including the potential production
on both sides. , ‘

I realize I am asking for something that may not have been
worked up at all, but it seems to me it would be more useful, be-
cause the GNP includes all kinds of things, every play on Broad-
way, every movie, and so forth as part of GNP. It has nothing to do
with military potential.

Mr. CRawFoRD. Mr. Chairman, in preparation for this testimony
we looked into the relative capacities and the percent of capacity
that the Soviets and the United States were operating. Such things
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as our tank industry. We found that the two were operating at ap-
proximately the same rate of capacity. However, the Soviet basic
capacity is much, much larger than our own. I can give you the
precise figures.

Se?nator ProxMire. The Soviet—what capacity is larger than our
own?

Mr. CrawrorD. The Soviet capacity to produce tanks is much
larger than our own. But the percent we are operating at is very,
very similar. It is true in World War Il we were able to convert the
River Rouge plant’s vast civil facilities to military production.

Senator PROXMIRE. I am not sure you understand what I was
asking. I was asking for the total capacity. I realize that they
produce more tanks; we produce more of a few other things.

General BisseLL. I think, in answering your question, Mr. Chair-
man, that whereas we may have some particular categories of
things where we have done comparison of capacity, there is prob-
ably, at least to my knowledge——

Senator ProxMIRE. Well, whatever you can put together I would
appreciate.

[Thé: following information was subsequently supplied for the
record:]

COMPARATIVE INDUSTRIAL CAPACITY

As an foreign intelligence agency, DIA does not hold information on the defense
industrial base of the United States. [Security deletion.]

The following data on the active Soviet military materiel producers is offered as a
series of indicators as to the size of that base. These annual levels of output could be
reached about 24 months after industrial mobilization without opening any addi-
tional facilities.

ITEM

Tanks Fighters
Other Armored Vehicles Helicopters
Towed Artillery ICBMs
Self-propelled Artillery IRBMs
Bombers

{Security deletion.]

MILITARY BURDEN

Senator PROXMIRE. Another question I have relates to the—you
had a chart showing a tradeoff between a bigger defense buildup
on the one hand and an industrial buildup on the other. Although
the Soviet Union puts much more of its gross national product into
the military than we do, a country like Israel, for example, puts
twice as much of their gross national product into the military as
the Soviet Union does, and we put as much as 50 percent of our
gross national product into the military in 1944 at the height of
World War I1. .

I just wonder if that is the same kind of limitation that was im-
plied there. In other words, if they wish to put more than 14 or 16
percent of their GNP into the military, could they not really do
that without hurting their industrial base, if they had to?

General BisseLL. I think the impression of our analysts and their
position is that if they continue to do that for an extended period

29-570 O—84—4
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here in the short term that it will eventually impact on their
longer term growth rate.
Senator PrRoxMIRE. How can Israel do this year after year?
General BisseLL. Israel’s investment is due to a great deal of sup-
port and external assistance, primarily from the United States. I
think that is one of the underlying supporting features of that, as I
understand it.

DEFENSE SLOWDOWN

Senator ProxMIRE. In my opening remarks I referred to a table
you provided, which you showed in your oral presentation, which
does not appear in your longer written statement. We have already
gotten you to agree to put that in. The table shows the slowdown in
the growth rate of Soviet expenditures for defense from 4 percent,
to 8 percent, to 2 percent over a period of about 12 years. What are
the causes of the slowdown and what significance do you place on
the slowdown in the Soviets’ expenditure for defense?

General BisserLL. I think there were two causes that we men-
tioned. One is the adding of increments to an increasingly larger
baseline would have some impact on narrowing or reducing that to
some degree. I think another concern that we have that is ex-
pressed in this is the rate at which new weapons complete their
R&D process and are introduced into the operational forces, and
the rate at which that is done could have a significant impact on
that growth or that apparent growth at any point in time.

We could find, as we collect more data on those production rates
downstream, that as the new systems which we expect——

Sg}nator ProxMire. Why do they have to stretch out that produc-
tion?

PROCUREMENT

Maybe it would help if I asked the next question along with this.
It seems to me that the Soviet military procurement has been more
or less level since 1976 and that the leveling of procurement ac-
counts for the slowdown in overall defense growth. They are spend-
ing more on personnel, more on research, more in other areas, but
not on procurement.

General BisseLL. I think one of the underlying features of the
continued impact or growth is the same thing we have experienced
in our weapon systems as we evaluate what it costs them to do
their weapon systems. As we see them producing much more so-
phisticated and complex weapon systems we impute to them a
highgr cost in producing those weapon systems, as we have experi-
enced.

Senator ProxMIRE. Do you agree that there has been a leveling
in procurement?

General BisseLL. In the total dollars, sir, and the amount of
equipment?

Senator ProxMIRE. Total dollars.

General BisseLL. The chart that we have shown reflects that, the
movement toward that percentage.

Mr. MicHAUD. At about [security deletion] percent growth.

Senator PROXMIRE. In procurement?



45

Mr. MicHaup. We feel that there is positive growth in the pro-
curement line still, whereas CIA says it is [security deletion], very
little growth.

Senator PRoxMIRE. You think it is a little higher than the CIA?

Mr. MicHAUD. We think it is a little higher.

Senator ProxMIRE. They say its around [security deletion] or
maybe a little bit higher, but not much, and you say it could be
[security deletion] percent.

Mr. MicHAauDp. We think it is between [security deletion] percent.

Senator ProxMIRE. The committee staff has calculated the
growth rates for the period of 1972 to 1981, showing the trend in
the first 5 years and the second 5 years of that period. The table
compares the growth of GNP, total defense and military procure-
ment. It highlights the fact that the slowdown in the defense sector
seems to correlate with the slowdown in the GNP. Do you agree
that there appears to be a correlation?

Mr. MicHAUD. We think there is probably some connection be-
tween the leveling off of procurement of weapon systems and the
declining growth in the economy. Part of this stems from the prob-
lems they have been having in agriculture, and the fact that they
have had to devote such a large percentage part of their transpor-
tation systems to handling of foodstuffs has had an impact on de-
fense industrial activities. We think this is a result. Rather than a
change or shift in priorities away from defense, it is an attempt to
try to cope with their food problem that they have had in the last 3
years.

Senator ProxMIRE. The chart I have here, which the staff put to-
gether from intelligence data, shows the GNP growth in 1972-76
was [security deletion] and the total defense activities was precisely
the same, [security deletion]. The next 5 years, 1977-81, GNP
growth slowed very dramatically, to [security deletion], a little
more than [security deletion]. And total defense activities slowed
even further. They slowed to [security deletion]. So that would indi-
cate that there was a parallel production in both GNP growth and
also defense activities.

Mr. MicHAUD. The declining growth in constant ruble defense ex-
penditures is a CIA calculation. We do not think that is in the
proper way of calculating the burden. We think it is much more
appropriate, as we do here in the United States, to use the current
ruble expenditures and the current GNP calculations. What they
have done is made considerable adjustments to eliminate the infla-
tion rate, and in so doing have added another element of uncertain-
ty in their whole calculation for purpose of burden calculation.

Senator ProxMIRE. Yes, uncertainty. But if you disregard infla-
tion—after all, what we are looking for is the real growth. We cor-
rect virtually all of our statistics for inflation so that we know
whether there was a real increase. When we report an increase in
the gross national product it is always in real terms, never in cur-
rent terms. If we say it is in current terms, then we know it does
not mean much. Once we correct it for inflation we have something
we can rely on as an actual increase.

General BisseLL. I think the CIA estimates, though they have not
been published as yet, still show—the range of rate that they show
is still the same, [security deletion]. That is their estimate.
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Senator ProxMIRE. I want to ask just one more question.

DEFENSE SECTOR NOT INSULATED

Do the trends suggest that the defense sector has not been insu-
lated from the slowdown in the economy, and that if Soviet officials
did not plan the slower defense production growth rate they at
leasg did not take steps to assure continuation of the earlier faster
rate?

Mr. MicHAuD. I do not think it is a question of accepting it, sir. I
think it is the result of the conditions in the economy, having to
cope with the transportation and agricultural problems. That is
why we predict that they are going to be back in the 3-percent
growth stream in the future. We feel that defense is still the No. 1
priority and we retain its past historical growth rates.

General BisseLL. I think in the context that you present that,
yes, it shows that defense has not been insulated, that it has been
adversely affected along with the gross national product.

FUTURE ECONOMIC GROWTH

Senator ProxMiRE. When you say it will grow 3 percent in the
future, you're saying that you estimate the GNP will also grow 3
percent, is that right?

Mr. Micaaup. We have not made any projections on GNP, but it
is quite possible that they will get back to the 3-percent level. As a
matter of fact, the results of 1983 so far have exceeded their plan
for the first 4 months at 4.4 percent. If that is continued through-
<1)s1)1§3the year, they will achieve in excess of 4-percent growth for

Senator Proxmire. How reliable has that kind of flash estimate
been in the past? Have they not had to readjust it?

Mr. MicHAuDp. Not their actual figures; they have adjusted their
plan figures, of course, as time goes on. But their actual figures,
once they have published them, they stay by them pretty much.
Minor adjustments for statistical discrepancies.

Senator ProxMiRE. I call on Mr. Lungren.

GNP COMPARISONS

Representative LUNGREN. Just one preliminary question I have,
and that is GNP. How viable is the comparison between our GNP
and the GNP of the Soviet Union? It occurs to me that, as the Sen-
ator suggested, our GNP includes those plays that open on Broad-
way as well as those that close. We are a consumer-oriented socie-
ty. They, because of the makeup of their leadership, have not had
that. Are we really looking at things that are similar enough that
they give us a handle on it?

Mr. Micaaup. GNP is calculated in the intelligence community
in two ways. The CIA does it in great detail, looking at every sector
of the economy, adding to a total. Of course, they are susceptible to
the Soviets published statistics, as we are. We tend to accept the
aggregates, the national income statistics and add to it the service
sector and depreciation, which they, of course, do not consider as
part of their industrial output.
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So we generally accept the published Soviet national statistics as
being valid. Both agencies do that.

General BisseLL. But there is a considerable difference in the
makeup of their society and their investment and our society.

FUTURE DEFENSE GROWTH

Representative LUNGREN. When the Senator was talking to you
about the average annual growth rates with respect to overall de-
fense expenditures and based on the committee staff analysis how
that has gone down even faster than the rate of growth of GNP,
and particularly in the area of defense procurement, I did note
that in paragraph 8 of your testimony you say that “it is currently
estimated that the number of new weapon systems and major
modifications to be developed and introduced during the decade of
the 1980’s exceeds the number of systems introduced in either of
the previous two decades.” I would assume that if your assumption
is correct that we could look for increased rate of growth of defense
procurement in a major way. Is that right?

General BisseLL. It could be influenced by a number of factors.
One would be the rate of acquisition and the cost of those particu-
lar weapon systems which we give credence to being more complex,
more costly to produce. It also could be influenced by the rate at
which they are introduced to replace existing inventories. So it is
possible that these systems, much as we are influenced with a fixed
amount of resources, would be fewer.

Representative LUNGREN. I was just trying to get a fix on it here.
If you indicate they are going to introduce more and actually have
them online in one decade than we saw the two previous decades,
it would seem to me that you are talking about some increase in
procurement.

General BisseLL. There is certainly the potential for that. What
we say is we have seen more new systems under R&D and testing
that the Soviets will buy some quantities of. Again, the question of
how fast they will buy them and how fast they will equip their or-
ganizations could be paced by the resource decision, how much
they are going to invest.

MILITARY BURDEN

Representative LUNGREN. With respect to comparison of the
United States and the Soviet Union in terms of percentage contri-
bution to defense, is there a distortion in such a comparison by
virtue of the fact that we have what we now call an All-Volunteer
Force, we actually have to pay our people in comparison to their
;?ffs of pay? Is that a substantial distortion? Or is it a distortion at

Mr. MicHaubp. If anything, that would tend to understate the
Soviet burden of defense, because we use in the ruble instance the
actual ruble pay that the Soviet soldiers get. So in the sense we do
tend to understate the burden to the Soviets of their military.

Representative LUNGREN. What is the comparison between what
we pay our soldiers and what they pay theirs?
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ALCOHOLISM

Mr. MicHAUD. The average U.S. pay versus the average Soviet
pay? I am afraid I couldn’t answer that question offhand. I can pro-
vide you the information. I imagine it is probably about $15,000
versus probably 800 to 1,000 rubles on the Soviet side.

Representative LUNGREN. I noticed one thing that appeared on
one of the charts that you did not actually state, General, was talk-
ing about some of the difficulties the Soviets have in their whole
industrial economy, and one of the problems related to worker pro-
ductivity, and you attributed that to a number of causes, one of
which was alcoholism. I have wondered about this, because I have
read the articles. I read something by Solzhenitsyn lately that talks
about it. Frankly, if you read it literally, it looks like everybody is
on the sauce all the time. Sometimes it tends to make me think of
how outsiders must look at the United States with respect to our
drug problems and our alcohol problems. '

Is it a greater problem with the Soviet Union than our alcohol
and drug problem is to the United States? Are those of us who are
looking for problems in the Soviet Union overstating it when we
talk about that as a contributing factor to their lack of productivi-
ty? Is it getting worse? Is it the same? Or is there any way that we
can actually gage that at the present time?

General BisseLL. I think our impression is that from the degree
of concern, at least expressed by General Secretary Andropov, they
have focused on it as one of their major concerns, and we have
seen references in the literature to the fact that this is a signifi-
cant and a serious problem. Some of the other factors include just
the time spent in queues or in lines to try to compete for the avail-
able, limited numbers of consumer goods and things that add to
this factor.

I do not know that we have gaged it relative to the United States
as to how serious a problem it is. We know that it is, for example, a
serious problem with their forces in Afghanistan, both alcohol and
drugs. I think we have to give it credence as being a significant
problem.

Representative LUNGREN. I think alcoholism and drug abuse is a
serious problem in the United States, but I would not suggest it is
such a serious problem that it is absolutely creating difficulties for
our overall industrial output based on workers’ contribution. Is it
worse than that? Or is it something that we are just sort of raising
as a problem but not as a significant problem?

Mr. WEINSTEIN. Some studies that have been done over the past
few years show that the primary cause of mortality for prime-age
males in the age 20 to age 44 category are such things as alcohol-
ism, industrial accidents, which are often tied to alcoholism.

Representative LUNGREN. They do not have an OSHA.

Mr. WeinsTEIN. No; they do not. Also, heart disease, which is
also directly related to the degree of alcoholism.

So it is a serious problem in terms of affecting overall industrial
production, not only quantity, but quality of production as well.
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WESTERN TECHNOLOGY

Representative LUNGREN. General, with respect to the Soviet
Union’s use of Western products or Western technology in poten-
tial military applications, have we seen a slowdown or an increase?
Or has it remained rather constant in terms of its contribution to
their increases in military capability over the last 5 years? Has
there been any change in pattern on that?

General BisseLL. I think that we have only recently, within, I
guess, the last 2 years, become aware of the extent to which the
Soviet Union was capitalizing on Western technology through vari-
ous means. The full impact of that, in terms of the savings in R&D
costs and in modification of their equipment to counter our capabil-
ity as well as enhancing their own systems’ capability, has really
been major. Though we are more aware of it today, I am not cer-
tain that we have been able to stem the flow.

Representative LUNGREN. One of the concerns I have, again
going back to GNP growth figures and how it affects the Soviet
Union versus how it affects our ability to make military applica-
tion, a lot of our advances not only occur in the strict military side,
but we have that on the consumer side where we spend trillions of
dollars virtually in developing many advances in the high-tech
field that are utilized for nonmilitary purposes but could have mili-
tary application. If the Soviet Union sort of can short circuit that,
that is, they become ready purchasers of what is developed here, a
downturn in GNP may affect our ability to accelerate even further,
but if those things are available for purchase, the Soviets are still
able to capitalize on it.

MILITARY PRIORITY

Some have stated that the Soviet Union has something close to a
war economy. I do not want you to utilize those words if you think
those are in appropriate words. How would you respond to a state-
ment like that based on the figures that you have today? It is obvi-
ous they place a higher economic priority on overall defense as a
percentage of their total economic picture. But how would you re-
spond to a statement such as that? Is their economy truly driven
by the military complex? Or is that overstating it?

General BisseLL. I think the way I would choose to answer that
is my impression is that the soviets primary instrument of national
influence or power is the military arm and their military forces.
They do not really have an ideology that is very attractive else-
where in the world; they certainly have not moved anywhere in a
very significant way with economic assistance. So their entree to
the world, their status as a superpower, depends almost exclusively
on their appearance as an overwhelming military power, and
therefore it is their overriding priority to maintain superpower
status and compete throughout the world for influence in those
areas where they have interest.

I don’t think that they are going to change that thrust very sig-
nificantly unless they find some other way either economically
and/or ideologically to present themselves.
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FUTURE DEFENSE GROWTH

Senator PrRoXMIRE. General, in your written statement you say at
page 64:
In the medium term (5 to 10 years), the required growth in other economic sectors

needed to stabilize the economy could mean slightly smaller increases in the defense
sector, in order for defense growth to continue to increase in the long term.

Are you suggesting that the Soviet defense may continue to in-
crease at about 2 percent annually over the next decade as opposed
to the earlier higher rate? You expect about a 2-percent increase
over the next 10 years. You have said there will be a bigger in-
crease this year, but I am talking about the longer term.

General BisseLL. I guess the question is whether we foresee that
it is going to be 2 or 3 percent over the next 5 to 10 years.

Senator PROXMIRE. Ten years.

General BisseLL. I think the base upon which we have made our
projections actually is over the period from 1970 to now, which is
about a 13-year period, and that on average has been about 3 per-
cent. That is what we have projected on out. It could be that what
we are seeing now in terms of a downturn is more fundamental
than we have fully apppreciated. As I say, we have given credence
to things such as the cyclical introduction of new weapons systems
and those sorts of things as factors. But it could very well be 2 per-
cent.

Senator PrRoxMIRE. You say ‘‘slightly smaller increases in the de-
fense sector.” Smaller than what? If you have slightly smaller in-
crease in the defense sector and you have had a 2-percent increase,
I do not see how it could be 3 percent in the future.

Mr. WEINSTEIN. One of the problems—our analysis here is pri-
marily based on looking at our current ruble projections, our cur-
rent ruble estimates of defense spending, not of the estimated dol-
lars costs. So when we look at Soviet policies we are trying to look
at it from the perspective of the Soviet leadership, that is, in cur-
rent rubles.

Senator ProxMIRE. Can you give us an estimate of what growth
rate you are projecting? It is 217 3? 3%?

Mr. WEINSTEIN. We are really talking in relative terms. We are
trying to stay away from specifics because, as you well know, eco-
nomics is not terribly great at accurate projections over the next 10
years, what will be in 10 years.

Senator ProxMIRE. It is possible that Moscow has already adopt-
ed a policy of slower defense growth in order to strengthen the
economy? And if so, does that not alter the view that the Soviets
are t;‘ying to achieve military superiority in the near or medium
term?

Mr. WEINSTEIN. We have not seen any evidence yet of anything
that would suggest a policy decision to slow defense. we do not see
any resources being allocated away from the military; we continue
to see a large chunk of their national resources devoted to the de-
fense sector.
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IMPEDE SOVIET ECONOMIC GROWTH

Senator PrRoXMIRE. Is it your view that because a strong economy
would help Moscow strengthen its military that we should do what
we can to impede Soviet economic growth or refrain from doing
anything that would help it grow?

General BisseLL. In my view, yes, sir. I think that anything that
we do to assist their economic growth for at least the near term or
intermediate term is going to be translated into their primary in-
strument of national policy, which is military forces.

TWO-PERCENT GROWTH RATE

Senator ProxXMIRE. In your statement you describe the Soviet
Union as stagnating, its economy stagnating with a 2-percent
growth rate. Is defense also with a 2-percent growth rate?

Mr. WEINSTEIN. In terms of the resources committed to the de-
fense sector, no. We continue to see—and here again, this is the dif-
ference between the dollar and the ruble measure. Qur ruble meas-
ure, which is attempting to show what the Soviets themselves
commit in the way of economic resources, we continue to see that
growing at fairly rapid rates, along with the historic trend of cur-
rent ruble expenditures of around 7 percent.

Senator Proxmire. Our problem is you seem to be saying that
the gross national product of the Soviet Union has been stagnating
at a 2-percent rate of growth. Then you say that the 2-percent
growth rate for defense is not stagnating. It seems like you have a
different standard for GNP than you have for defense. This is your
table. I am talking about working table 19.

RUBLE ESTIMATE

Mr. WEINSTEIN. These are dollar costs, estimating what it would
cost to produce these same things in the United States as opposed
to comparing a Soviet ruble measure with another Soviet ruble
measure.

Senator Proxmire. Would there be a difference in rubles? Would
there be a T-percent increase in rubles? Or does the 7 percent apply
to the current?

Mr. WEINSTEIN. We believe that in current terms, measured in
rubles, it is about 7 percent.

INDUSTRIAL PRODUCTION

Senator PROXMIRE. You mention in your written statement, page
37, that industrial production rose to 4.4 percent for the first 4
months of 1983. How likely is it that that rate will be maintained
throughout the year? And how do you explain the improved per-
formance?

Mr. WEINSTEIN. It is probably unlikely that that rate will be
maintained throughout the whole course of the year. The early
period of 1982 was particularly bad, so the comparisons are very
favorable. However, these growth rates are substantially above
even what was planned, and should they be able to maintain some-
where close to that for the course of the year, they will have very
good performance. In terms of what accounts for it, we believe that



52

a large part of that is Andropov’s labor discipline campaign. That
kind of thing has some short-term impact. He has made it fairly
clear that he has some interest in providing better circumstances
for the workers. Some of the steps he has taken have had some
positive effects. '

Senator PROXMIRE. You say in your regular presentation, as I
recall, that you did not expect this to be long term; it was a short-
term spurt, and you did not expect it to continue, certainly not at
that rate.

Mr. WEINSTEIN. No, we do not.

AID TO EAST EUROPE

Senator PrRoxMIRE. What significance is there in the fact that the
Soviets spent $15 billion for economic aid to East Europe in 1982?
These costs were lower than they were in 1981.

Let me also ask, does the United States and the West have an
interest in seeing these costs rise or fall?

General BisseLL. I think you have to look at it in several con-
texts. In terms of the military threat posed by an opposing alliance,
to see the difficulties that the Eastern European countries are in
should give us some solace in that it puts an added burden on the
Soviet Union in terms of how they will meet those requirements or
whether they will meet them at all.

I think in my own view that we should allow them to try to dem-
onstrate the lack of efficiency of their system by trying to solve the
problems associated with that.

Senator ProxmIRE. How do you interpret the fact that while U.S.
sanctions against Poland were taken in part to increase Moscow’s
economic burden of helping Poland the Soviets reduced their for-
eign aid to Poland in 1982?

General BisseLL. I think certainly the trade relationship between
the Soviet Union and Poland as well as the relationship between
the parties were under particular stress at that point in time. I can
only surmise that this contributed to the reduction in the normal
discourse there and the normal trade activities that would have
caused a net reduction there. Perhaps even some indirect pressur-
ing on the leadership.

Mr. WEINSTEIN. I would add one thing to that. Some of the East
European countries were required to divert some of their trade to
Poland, diminishing somewhat the impact on the Soviet Union im-
mediately.

Senator PrRoxMIRE. Congressman Lungren, do you have any more
questions? ,

ARMS SALES TO THIRD WORLD

Representative LUNGREN. I would just like to ask a couple. You
mention in your testimony, General, about the Soviet Union
having a substantial increase over the last number of years in
arms sales to the Third World. In fact, how are these Third World
countries able to afford these arms? Does the Soviet Union extend
them rather good purchasing arrangements? Are the Soviets losing
on that? Are they willing to lose money on these for the influence
in the Third World?



53

General BisseLL. Their policies and approach to the Third World
is varied. In many cases they have—in the early days they have
used barter. We have reason to believe that at least some portion
of the recent Libyan purchases have involved a bartering of Libyan
oil for weapon systems that were provided. But basically, they are
very opportunistic in the way in which they provide military arms,
giving the equivalent of grant aid or very long term, low interest
loans to finance their exports.

CONVERSION TO CONSUMER PRODUCTION

Representative LUNGREN. You mentioned that with the Andro-
pov accession to power we now have a leadership that is more will-
ing to acknowledge the scope and nature of economic problems, ap-
pears more willing to accept the necessity of limited change as a
precondition to improved overall economic performance. If the
leadership had the mind to, would it be possible for the U.S.S.R. to
shift very easily their resources into production of consumer goods?
Are they of a structure at the present time that they could make
such a shift if political pressures demanded it?

General BisseLL. I would turn it over to a more expert witness.
But I believe that their system is so structured and the investment
that they have to work with right now would make it difficult for
them to do that rapidly. I think it would take some time, even if
_ they made_a_decision,- to- actually -modify their infrastructure to

achieve such purposes.

Mr. WEINSTEIN. I think the general is quite right. Also, one of
the thoughts that comes to mind, of course, is taking resources that
are being used for military production and changing those to civil-
ian production. But in general they are not substitutable one for
the other, so that it would be very difficult in the short term to
make those changes.

Representative LUNGREN. Is part of that because of the highly
centralized nature of decisionmaking in their industry?

Mr. WEINSTEIN. That is part of the problem. Also, it is simply
some of the production functions, the technological relationships. It
is very difficult to take a plant that produces missiles and convert
it to producing refrigerators.

Representative LUNGREN. Thank you.

Senator ProxMIRE. I do apologize to Congressman Lungren and
to you, General, because I do want to ask two more questions very
quickly. They do not relate to what we have been asking before.

MILITARY INFLUENCE UNDER ANDROPOV

Does the military establishment have more or less influence
under Andropov than under Brezhnev? Do you have any idea, any
feel about that?

General BisseLL. I think the situation is a little too early for us
to be able to tell precisely if there has been a shift. I think that
their committee structure, with the military representation, they
are equally heard in all the fora and they are equally influential. I
do not know that we are in a position yet to determine if there has
been a significant or noticeable shift.
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Senator ProxMIRE. Can you identify the elements in the Politbu-
ro more inclined toward arms control under Andropov than they
were under Brezhnev?

General BisseLL. We will take a look at that for the record.

Senator Proxmire. Will you take a look at it and give us your
opinion for the record?

[The following information was subsequently supplied for the
record:] .

PoLiTBURO MEMBERSHIP

[Security deletion.]

ECONOMIC TRENDS IN CHINA

General BisseLL. Now shifting attention to a short discussion of
economic trends in the People’s Republic of China. In an attempt
to overcome fundamental economic problems, the Chinese leader-
ship is attempting to build the foundation for a future society that
' wi[lélgéve] China a strong voice in both regional and global affairs.

ide.

CHINA'S ECONOMY
IN THE 1980s:
BUILDING
‘THE FOUNDATION
FOR THE FUTURE ...

General BisseLL. In order to illustrate how the Chinese are going
about this modernization drive, I will be focusing on the plans and
results of both the domestic and international aspects of the Chi-
nese economy plus their interrelationships with military develop-

ment.
[Slide.]
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e DOMESTIC
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e MILITARY

G0257.2

General BisseLL. Like almost all other countries, China has been
constrained by numerous economic problems aggravated by the
world recession. Acknowledged new difficulties such as unemploy-
ment, inflation, and budget deficits have been compounded as the
push for modernization has intensified the pressure on the major
St?slf'télr?l problems that you see reflected on this slide.

ide.
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General BisseLL. In order to alleviate these problems in the long
run, the Chinese are in the midst of the sixth 5-year plan, which
runs from 1981 through 1985. The major bottom line goal of this
economic plan, which was announced only last year, is to lay the
foundation and begin building the framework of the 20-year objec-
tive of quadrupling the annual value of industrial and agricultural
output by the year 2000. The most important features of the 5-year
plan include a modest annual economic growth rate of about 4 to 5
percent, slower growth of the national budget at about 3 percent
annually, capital investment emphasis on energy and transporta-
tion, a substantial increase in foreign trade, plus various internal
reforms to stimulate productivity.

[Slide.]
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General BisseLL. China’s announced economic growth in 1982 ex-
ceeded the plan and was considerably above increases in 1981. Al-
though these advances look good on the surface, they have caused
imbalance problems and pressures on transportation and other
service sectors. In addition, even though energy output increased,
shortages continued to exist.

[Slide.]
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General BisseLL. Specific 1983 tasks include the areas of concen-
tration shown on this vu-graph. In short, China is persisting in its
efforts to restructure the economy to meet its long-run objective of
modernization. Although economic data for 1983 are only prelimi-
nary, early indications are that last year’s growth in output is con-

tinuing but structural imbalances remain.

[Slide.]
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FOREIGN AID

General BisseLL. In addition to the domestic economy, foreign aid
is a vital aspect of China’s international relations that also is being
utilized in the modernization drive. In keeping with the severe cut-
back in foreign aid commitments in 1981, last year’s extensions
were a record low of only $41 million. It seems clear that the Chi-
nese are attempting to minimize foreign outlays to conserve re-
sources for domestic development.

[Slide.]
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General BisseLL. At the same time that Beijing is cutting back
on its foreign aid extensions there is a push for increased foreign
assistance to China. This type of aid is sought both through bilater-
al arrangements with other countries and multilaterally from
international organizations and banking consortiums. Assistance
consists of loans at low interest and long repayment plans plus
grants with no repayment. Although there is the potential for
China to receive large amounts of assistance, especially from inter-
national organizations, they have so far been cautious for three pri-
mary reasons. Not only does Beijing fear overextending itself, but
there is concern over the country’s ability to effectively absorb out-
side help. At the same time, China does not want to cause an as-
sistance backlash with other developing countries which might
accuse Beijing of monopolizing large amounts of the limited aid
that must be shared.

[Slide.]
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General BisseLL. Recent Chinese foreign trade is another indica-
tor of how Beijing has been conservative with its limited resources.
Since 1980 both total Chinese imports and imports from the United
States have been cut back while exports have continued to expand.
As a consequence, the record high $6.4 billion surplus last year has
enabled them to plan in the next few years for sizable future im-
ports of technology and equipment, pay for sending students to the
West, plus other activities designed to modernize all sectors of their
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FOREIGN TRADE

economy, including the military.

[Slide.]
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General BisseLL. An important aspect of long-range defense mod-
ernization is the continuing importation of industrial technologies
which often have either direct or dual use application to the mili-
tary. [Security deletion.]

MILITARY SPENDING

Chinese military expenditures have not been expanding signifi-
cantly. Our estimate of total Chinese defense outlays is shown here
in comparison with the figures announced by Beijing. As can be
seen, the trend is very similar with a surge in 1979 for their war
with Vietnam and generally level since then. The estimated value,
however, is about [security deletion] the announced numbers be-
cause numerous categories such as research and development, pro-
curement, construction, and retirement pay are excluded by the
Chinese.

[Slide.]
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(1) Security deletion.

General BisseLL. Although at this time there is no dollar esti-
mate of total Chinese military outlays, data for the procurement
sector has been derived. As can be seen, since 1972 the value of
Chinese procurement in constant terms [security deletion] dollars
annually except for the 1979 Vietnam border war.

Senator PrRoXMIRE. You put that last chart in dollars and the So-
viets you put in rubles. Is there any reason why you are discrimi-
nating?

General BisseLr. This is a military procurement chart, and that
is the1 lway we normally estimate. Soviet procurement is in dollars,
as well, sir.
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Senator ProxMIRE. I thought you had indicated the rubles were a
preferable indicator of the growth rate.

General BisseLL. We estimate procurement of Soviet hardware in
dollars. This is a chart that refers to and goes back to the 4-3-2.
That’s all based on dollars, and this is roughly analogous to that as
the procurement aspect.

Senator ProxMIRe. OK.

General BisseLL. Another indicator of the relatively low priority
given to the military is this index comparison of defense procure-
ment and industrial production. As is evident, the Chinese empha-
sis on heavy- and light-industrial growth has resulted in a steady
increase in the civil sector while the military has been basically

evel.

[Slide.]
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General BisseLL. Military weapons production has been at a mod-
erate level for the last several years for numerous reasons. As &
might be expected, older, unsophisticated systems are being slowly
phased out, but technology and financial constraints have limited
the quantities of more modern weapons. As part of its overall de-
fense policy, however, a large production capacity exists and in
some cases is being utilized to produce weapons, equipment, and
ammunition for export. In addition to earning valuable hard cur-
rency, these sales are helping to keep defense production plants
active.

[Slide.]
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General BisseLL. In 1982, for example, Chinese military aid deliv-
eries totaled [security deletion). The major recipients and the value
of deliveries are shown on this View-Graph.

[Slide.]
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General BisseLr. The expenditure analysis along with other intel-
ligence indicates that military modernization remains as a relative-
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ly low priority. Certainly these are areas that are receiving priority

funding and other resources must wait for other economic sectors

to develop. Even with foreign technology imports, constraints on

improvements will make rapid advancements very difficult. Conse-

quently, military modernization will continue to.be a long and slow

process. '
[Slide.]
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- General BisseLL. The Chinese experience has apparently now
- convinced the Beijing leadership that simplistic, short-run resolu-
tions to their complex. problems do not exist. China clearly has
severe economic problems that limit its resource allocation options.
The People’s Republic of China has taken the view that most of its
overall military requirements are being met with low- and
medium-technology weapon systems. They believe that over the
long run industrial modernization is the only realistic alternative,
with the military having to wait for other sectors to develop first,
before the high-technology systems will be available to them. Indica-
tions are that this trend will continue.
[Slide.]
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TECHNOLOGY TRANSFER

General BisseLn. Mr. Chairman, this concludes DIA’s presenta-
tion on the resource allocation issues in the Soviet Union and
China. As we have discussed, both countries have economic prob-
lems, and the Chinese have made a decision to maintain the low
priority of military modernization. The Soviet leadership, however,
is continuing its historic commitment to the military.

Senator PROXMIRE. [Security deletion.]

General BiIsseLL. [Security deletion.]

Senator PROXMIRE. [Security deletion.]

General BisseLL. [Security deletion.]

Senator ProxMIRE. [Security deletion.]

General BisseLL. [Security deletion.]

Senator ProxMIRE. [Security deletion.]

General BisseLL. [Security deletion.]

Senator ProxMIRE. {Security deletion.]

At any rate, will you provide for the record the discussion of
China’s acquisition of Western technology together with examples
of actual acquisitions?

General BisseLL. Yes, sir.

[The following information was subsequently supplied for the
record:]

TECHNOLOGY ACQUISITION BY CHINA
[Security deletion.]
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NUCLEAR CAPABILITIES

Senator ProxMIRE. I understand the Defense Department has not
made public a complete breakdown of China’s nuclear weapons, in-
cluding a breakdown of its inventory, numbers of warheads, deliv-
ery systems, throw weight, characteristics such as accuracy. What
is the policy in this regard?

General BisseLL. It is not made available to the public?

Senator ProxMIRE. You have not made public a complete break-
down of China’s nuclear weapons, its inventory, its number of war-
heads, delivery systems. We have that on the Soviets; our own is
well known; why don’t we have that on China? We assume it is a
relatively minor nuclear power, but it is still one of the six nuclear
powers in the world, and I cannot see why we should not have that
information.

General BisseLL. [Security deletion.]

Senator PROXMIRE. [Security deletion.] We do not make any
bones about the fact that the English and the French have nuclear
capability. We talk about it; we know what it is; we publish it.

General BisseLL. There may be a useful relationship in terms of
-presenting this data. It may be something that we just need to look
at for a policy determination.

Senator ProxmiIre. Will you think this over and respond for the
record to that at a little greater length?

General BisseLL. All right.

Senator Proxmire. Thank you.

Will you provide for the record a breakdown of China’s nuclear
weapons, including a complete breakdown of its inventory? What I
want is inventory, number of warheads, delivery systems, throw
weight, and characteristics such as accuracy.

[Th((ia following information was subsequently supplied for the
record:]

CHINA'S NUCLEAR INVENTORY
[Security deletion.]

1982 ECONOMIC GROWTH

Senator ProxMIRE. Last year you indicated the Chinese economy
would grow at about 4 percent, far below the rapid rate necessary
for it to begin achieving its objectives. Yet it grew 9 percent accord-
ing to your statement. Its overall good performance surprised many
West‘:?ern experts. How do you explain China’s rapid growth last
year?

General BisseLL. Obviously we underestimated.

-Mr. MALLON. Mr. Chairman, not only did the Chinese surprise
us, they surprised themselves. They had a very good record har-
vest, -plus their industrial output both in terms of light industry
and heavy industry exceeded their expectations by a considerable
amount.

Senator ‘PrRoxMIRE. But the reasons. Was this because of decen-
tralization, for example?

Mr. MALLoN. That was one of the reasons.
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Senator ProxMIRE. Incentives that were provided for producers
so they could keep some of what they produced and so forth?

Mr. MaLLoN. Yes, sir. That is part of the reason. Obviously, in
the case of agriculture weather was a factor; they had basically
good weather throughout the year; there were some cases where it
was not good, but basically it was very well received. They also re-
ceived additional investment from overseas. And their output
through their decentralization and their incentive program, as you
mentioned, was up considerably.

Senator ProxMIRE. Did you give us an estimate—perhaps you
have—of what their growth rate is likely to be in 1983 and 1984?

Mr. MaLLoN. We did not give an estimate, but we would expect it
to be about 4 to 5 percent.

Senator ProxMIRE. You go back to what you mistakenly estimat-
ed last year? You do not think they will be able to sustain that 9
percent?

Mr. MaLLoN. We do not think that they want to.

Senator PROXMIRE. You do not think they want to?

Mr. MaLLoN. No, sir.

Senator PROXMIRE. Why not?

Mr. MaLLoN. Because it is causing severe structural imbalances.
A great amount of this growth in 1982 was through the heavy in-
dustrial sector—they produced machine tools, they produced steel,
they produced other heavy industrial products. They cannot absorb
these various products in their economy. They are having transpor-
tation problems; they are having absorption problems. '

Senator ProxMiRE. Have you made any comparison with how
that stacks up with the Japanese who had an enormously rapid
rate of growth during much of the 1960’s and 1970’s?

Mr. MaLLoN. During the period of the 1960’s the Japanese were
much more of a consumer oriented economy than the Chinese are.
Much of what the Chinese are doing today really is not in the same
ball park that the Japanese were in the 1960’s.

Senator PROXMIRE. Another surprising aspect of its 1982 perform-
ance was that heavy industry grew faster than the lighter indus-
tries despite China’s avowed policy of promoting faster growth of
lighter industries. What is the reason for that?

Mr. MaLLON. Part of the reason is there was heavy investment in
the heavy industrial sector caused by the decentralization. The
heavy industrial facilities each had the opportunity to invest much
more than the central authorities had hoped.

Another aspect is simply in their accounting procedures. A large,
heavy industrial facility, for example, is now starting to produce
light industrial products such as electric fans, washing machines,
bicycles, perhaps other types of consumer goods. When this compa-
ny reports its statistics to the central statistical bureau, this is re-
ported as a heavy output because it is a heavy industrial facility.
So the statistics are somewhat misleading.

MARKET SOCIALISM

Senator ProxMIRE. I have one other question. I have already
asked it in part, but I want to be a little more detailed and specific,
Perhaps the most significant development in China’s economic



67

policy has been the encouragemer\lt of decentralization and the pro-
motion of private enterprise. Would you discuss these develop-
ments, give us your views on how far they are likely to go and
their implications for China’s system of central planning?

Mr. MaLLoN. Some people characterize the Chinese economy as
market socialism. ,

Senator PrRoxMIRE. Market socialism?

Mr. MaLLoN. Yes, sir, it is not strictly socialism in that every-
thing is publicly owned and centrally controlled. It is growing
toward a more market society in that decisions by the managers
are based on the market. In other words, there is no longer a quota
system for many of the industries and many of the other facilities.
There is rather “How much can you sell? How much of this par-
ticular product can you provide to the consumer?”’ If you make a
product and it does not sell, then the profit of that particular facili-
ty will be less; bonuses for the individuals and the amount of cap-
ital available for reinvestment by that particular company or in-
dustry will not be as great if there is less profit. The central au-
thorities are saying to the individual enterprises, “You show a
profit, turn part of that profit over to the State, keep part of the
profit for bonuses for the workers, and keep part of that profit as
reinvestment capital.”

POPULATION CONTROL

Senator PrRoxMIRE. I promised that would be the last question,
but there is one other. We are all familiar with the drastic efforts
of the Chinese to solve their terrific population problem. They have
1 billion people, I understand. The biggest country in the world by
far. It has been a serious problem for them. I understand they are
adopting very drastic means of holding down their population—one
child per family and so on. You indicate you do not think it will
work. Why will it not in a system like China where they have such
a tremendous control of their people? Why would not a system like
that work when it is obviously in their interest to be able to do so?

Mr. MaLLoN. In the case of the cities it probably will work.
There is a much stronger control of the population in the cities;
housing is much scarcer in the cities; jobs are much more con-
trolled in the urban areas. In the rural areas you have two factors:
One, you have the minority population, which comprises only about
6 percent of the Chinese population. But there are no controls on
the minorities; there is no limit of this one child per family for the
minorities.

Senator PROXMIRE. The minorities?

Mr. MarLoN. The non-Han. The majority of the Chinese people
are Han. That is their ethnic background. Six percent of the total
population are non-Han and are called the minorities: The Mongo-
lians in the north, for example; plus there are various Asiatic
groups in the south and in the west; and there is no restriction on
the number of children in these minority groups.

The other factor is that for the individual family in the rural
area they do not see having one child as an advantage. In fact,
they see that as a disadvantage. The fewer hands that you have
means the fewer number of people that you will have in the fields
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to work and to provide food. It is a form of old age insurance, plus
it is very practical in today’s sense of being able to have more
f[.)eop%e work and more people to provide income for the-individual
amily.

To a certain extent the Chinese policy of changing the structure
of the rural communes away from everybody working toward one
common goal and putting all of the grain and other products to-
gether and then drawing that which you need is changing to a
work incentive program where you receive a particular portion of
what you work for. If you have a smaller family, your income is
going to be less; if you have two or three children, or four children,
then you are going to be able to receive more income. :

- Senator PrRoxXMIRE. Thank you. v
. [T}ie briefing paper attached to General Bissell's statement fol-
ows:
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ECONOMIC ASSESSMENT OF THE SOVIET UNION AND CHINA

SuBMITTED BY MAJ. GEN. ScHUYLER BisseLL, DEpuTy DirECTOR, DIA

SUMMARY
USSR

The Soviet Union's resource allocation pattern continues to reflect the
leadership's commitment to a strong defense establishment. The economic base
is expected to provide for further increases in the military effort and also
support a slowly rising standard of 1living. Historically, these goals were
easily attainable, so long as the nation had relatively cheap and plentiful
resources to add to the production process.

By the end of the 1970s, however, it became increasingly more difficult
for the economic base to provide for both rapid growth in defense and
improvements in the lives of the average citizen. Several factors combined to
complicate the economic picture. Several years of poor agricultural
performance, which necessitated large imports, contributed to further
conge;tion in an already overburdened transportation sector. The growth of
the labor force slowed, and was compounded by low labor productivity. New
capital investment was becoming less efficient, rather than more productive.
However, the growth of the military effort continued, with the result that a
rising share of economic output was being allocated to the military.

The rate at which the defense sector will be enlarged is not certain
because the Soviet leadership has not yet effectively dealt with these
problems. On the other hand? industrial growth is continuing in key sectors
and the natural resource prospects are good. vuri Andropov, succeeding the
Jlate Leonid Brezhnev as General Secretary of the Communist Party of the Soviet
Union in November 1982 appears to have created a new environment for dealing
with the economy. There now appears to be more willingness to openly

acknowledge the nature of the economic problems and to discuss a range of
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possible changes within the context of centralized planning, which would
improve overall industrial performance. Some actiens taken since November,
albeit relatively minor, appear to be having positive results. Nonetheless,
debate on major economic strategies and structural changes continues, and it
will probably be some time before any decisions are made, and even longer
before any possible changes could be implemented. One thing, however, is
clear: a strong economy in the long run is still a major objective but only
if Soviet defense options are not adversely affected.

PRC

China's resource allocation patterns emphasize more of the overall growth
of the economy than growth of the defense sector. The Chinese have decided
that short term modernization of the defense sector as a whole is not as
important as improving the long term prospects of the economy and of the
defense sector. Industry, agriculture, and other civil sectors have a higher
priority in the short term. At the same time, however, domestic research and
development combined with Western technology imports are being utilized to
improve selected military areas. The long term Chinese plan is to develop a
firm foundation for the economy and greatly alleviate infrastructure
bottlenecks and inefficient management.

In the post-Mao ~petiod since 1976, 'the Chinese have had serio&s/
difficulties in develéping and implementing a realistic economic schemé.
Early attempts to promote z-apidv growth were soon abandoned as unobtalnable.
An official retrenchment policy advocated ‘readjustment and reorganization of
both the domestic and international economic sectors. The current Five Year
pPlan, covering the years 1981-85, is much more pragmatic and its
implementation has resulted in moderate advances iIn some Sectors. The long
range economic goal of quadrupling the value of agricultural and industrial
output, however, will be very hard to obtain because numerous ' fundamental

problems must be overcome. In the meantime the defense sector will likely

receive added emphasis as the civil economy improves.
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1. INTRODUCTION: "SOVIET UNION

Soviet military power is a point of national pride and an important tool
of the current Soviet leadership. . Military strength provides the major
justification for Soviet claims to superpower status, and it is an area in
which the USSR has made major gains in an effort to achieve strategic
superiority. These factors help to explain the traditional Soviet willingness
to support a large defense establishment. The accession of Yuri Andropov to
the position of General Secretary of the Communist Party of the Soviet Union
(CPSU), following the death of Leonid Brezhnev in November 1982, has not
changed the nation's strategic objectives. However, if improvements in the
economic structure do not occur, the Soviet defense establishment is unlikely
to be able to sustain high rates of growth for very long without undermining
its own economic base. The degree of economic stagnation; the perceived need
to rescue the economy in order to support the defense effort in the future;
and the extent to which the leadership is willing to decentralize economic
management, at least at the lower levels to improve economic efficiency are
factors that ‘will determine the amount of structural and systemic change
Soviet leaders are willing to entertain. Although it is much too early to
predict what changes will occur over the next several years, the new General
Secretary appears to have created a new environment--one in which the
Jeadership is more willing to openly acknowledge the nature and scope of the
economic problems, and appears more willing to accept the economic necessity
of limited change as a precondition to improved overall economic performance.
However, we do not exﬁect Andropov to undermine the Party's authority or

forfeit political control in major economic decisionmaking.
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2. SOVIET MILITARY SECTOR
a. Military Industry

A1l evidence continues to point to the fact that. the military retains
top priority with regard to resources. The key sector 1in the national
economy, the machinery industry, which is the source of most military hardware
as well as producer and consumer durables, continues to achieve the most rabid
growth in the economy. -The machinery sector consists of 20 machinery
ministries--9 producing primarily for defense purposes and 11 for civilian
uses.* Al though thé defense and civilian machinery ministries overlap
somewhat in their production, manufacture of civilian products is a secondary
part of the work'of the defense sector. The fulfillment of all national
weapon acquisitions plans is mandatory. In the event of a crisis, the entire
work force of the defense machinery ministries can be directed to meet
expanded military requirements. Also, the rate of expansion in the defense
machinery ministries fol/‘lows more from military than from civilian
imperatives.

In 1982, the machinery industry grew by 5 percent, and was, in fact,
the fastest growing sector of Soviet industry. Further, it can also be
surmised from Soviet statistics that the defense machinery “sector actually
grew faster than thé machinery sector as a whole. The defense - machinery

sector now accounts for 60 percent of total -machinery output.

*As used here, the defense and civilian machinery sectors refer to the
Machinebuilding and Metalworking Branch (MBMW) of the USSR industrial sector, -
hereafter designated as the machinery sector. The nine machinery ministries
that produce primarily defense products are referred to in the .text as the
defense machinery sector; the other 11 are collectively called the civil
machinery sector. The Soviet military industry complex is vertically inte-
grated from basic industry to end-product. There are also cfvilian industrial
enterprises that are totally dedicated to supporting military producers.
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An additional set of economic indica}ors provides similar evidence of
defense continuing as a top priority. Since 1965, employment in the defense
machinery sector has grown consistently at higher rates than has employment in
the civilian machinery ministries.

The work force in the defense machinery ministries, the principal
producers of the nation's military equipment, expanded 62 percent between 1965
and 1981, while that in the civilian machinery ministries rose only 35
percent. This disparity between the two industrial sectors is yet another
indicator of the strong long-term Soviet commitment to defense.

‘Using - the defense machinery ministries as a proxy for the Soviet
defense industrial sector, employment in the sector grew from 5.5 million to
8.9 million from 1965 to 1981. More than two-thirds of the growth in the
machinery sector work force between 1965 and 1981 is accounted for by the
defense sector (figure 1).

A demographic constraint on the expansion of the overall Soviet labor
force has slowed the growth in defense machinery employment in recent years;
however, the slowdown has been significantly greater in the civilian machinery
sector. The defense sector now employs about 60 percent of the Soviet
machinery workers, and it is absorbing almost all of the current additions to
the machinery industry labor force.

Labor productivity is also' growing more rapidly in the defense
machinery sector than in the civilian sector. This disparity in growth rates
suggests that productivity-improving investments, increases in specialized
labor, and improvements in technology have been concentrated in the defense

sector as well.
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Figure 1. USSR: Employment in Defense and Civilian
Ministries of the Machinery Sector
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While the growth rate of defense machinery employment is now less than
in past years, it is still expanding at roughly 1.5-2 percent per year in
contrast to growth in the civilian sector of less than 1 percent. Given the
sharply reduced rate in labor growth projected for the 1980s, planners will
have to allocate much of the additionally available machinery manpower to
defense if the defense sector is to continue to grow. ‘

Defense machinery output can be expected to continue to expand at
about 4 percent per year, given the modest assumptions that defense employment
will increase at least 1 percent per year and that output per worker will
increase on the average by about 3 percent per year. 4

The implications for the Sov;iet economy of a growing proportion of the
nation’s labor resources going to the defense sector are rather serious. With
less than l-percent growth in the labor force projected for the 1980s,
continued increases in defense employment could preclude any increase in the
civilian machinery labor force. Growth in civilian machinebuilding output
would then depend solely on increasing productivity. As a result, the poten-

tial growth of the general economy, which- relies on machinery, will be

~—

lessened.

Such a commitment to defense is especially remarkable in the face of
slow economic growth, more bottlenecks in key economic sectors, and difficul-
ties in maintaining living standards. Instead, defense's share of national
resources appears to be increasing at a time when machinery resources are
needed to bolster investment and output of civilian consumer goods.

Other indicators of Soviet intentions also show that a continued
upward trend in military spending is likely. The high priority Soviet leaders

place on military power (even as economic growth has slowed) has resulted in
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continued ipcreases in expansion of military production facilities. There has
been no significant reduction, to date, in the rate of expansion of such
facilities. Investment in defense industries continues to be large--account-
ing for about half of total industrial investment--and has maintained this
share for more than a decade.

Finally, data from the Eleventh Five Year Plan, 1981-85, indicate
that the current stress on defense machinery is 1ikely to continue. The value.
of output of the defense machinery ministries is to increase by roughly 43
percent during the plan period, compared to 35 percent for the civil machinery
ministries (table 1) and 26 percent for industry as a whole. By 1985, based
on these plan data, the defense machinery sector will increase its share of
total nachinery output to 62 percent (figure 2).

The Soviet defense industry has grown steadily and consistently over

Ithe past 20-25 years. Their military industrial base is by far the world's
largest in number of facilities and physical size, and it produces more indi-
vidual military systems in greater quantities than any other nation. Physical
growth and the commitment of large quantities of financial and human resources
are its most dynamic aspect.

Production plants appear to be continually active, suggesting that as
old weapon programs are phased out, new ones are begun, leaving little
downtime or long periods of layoffs and inactivity. The cyclical process, the
continuing facility growth, and the high rates of production keep the arms
industry in a high state of readiness to meet any contingency.l

-There are approximately 130 major final assembly plants involved 1in
producing Soviet weapons as end products. 1In addition, over 3,500 identified

individual installations provide support to these final assembly plants.
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Table 1
Machinery Output
(1980-85)
Ministries 1980-1985 Growth
{percent changes)
Automotive Industry 25
Electrical Equipment Industry* (40)
Tractor and Agricultural Machinebuilding 50
Instrument building, Automation Equipment, 30
and Control Systems
Heavy Transport Machinebuilding 31
Machine Tool and Toolbuilding Industry 40
Chemical and Petroleum Machinebuilding* (40)
Machinebuilding for Light and Food Industry 26.9
and Household Appliances
Costruction, Road, and Municipal 30
Machinebuilding

Machinebuilding for Animal Husbandry and 43.5
Fodder Production
Power Machinebuilding* (40)

Total Civil Ministries 34.8

Total Defense Ministries 43.4

Total Machinery Ministries 40

*Due to lack of data, these ministries' shares of total machinery output
in 1985 is assumed to be the same as for 1981. This probably resuits in an
underestimate of the defense ministries' growth rate and share of output
because all three of these ministries have grown more slowly than total
machinery in recent years.
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Figure 2. Planned Increases in Output, in Percent,
for the Eleventh Five Year Plan (1981-85)
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The growth in total floorspace has averaged about 3 percent per year in the
defense industry in the past several years. Such physical plant expansion is
generally indicative of plans to produce either greater quantities of weaponry
or weapon systems of such increased sophistication that additional floorspace
is required to maintain capacity. The enlarged production capacity also
provides the Soviets the option to accelerate defense production quickly.
b. Military Production

In the last five years, production has increased for some types of
weapon systems, in some cases substantially. This is particularly the case
for antitank guided missiles (ATGMs), with annuél production up over 78
percent, and artillery-type rocket launchers up over 27 percent. Table 2 sum-

marizes these increases over the 1978-82 period.

Table 2
Soviet Military Production - Increases
(1978-82)

Equipment Type 1978 1979 1980 1981 1982
Infantry Combat Vehicles 2,800 2,600 3,200 3,200 3,300
Towed Artillery 1,400 1,500 1,400 1,600 1,700
SRBMs 250 300 300 300 300
Antiship Cruise Missiles 900 900 1,000 1,000 1,000
‘Antitank Guided Missiles 35,000 40,000 45,000 60,000 62,500
Artillery-type Rocket 550 600 700 700 700

Launchers
For several other types of equipment, production over this b5-year
period has remained stable, or shows some minor year-to-year fluctuations. If
should be noted that in many categories, production levels are quite high

(table 3).
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Table 3

Soviet Military Production - Level
or Minor Fluctuations

(1978-82)

Equipment Type 1978 - 1979 1980 1981 1982
Minor Surface Combatants 50 55 65 45 55
Naval Support Ships 5 7 8 5 4
Long-range Bombers 30 30 30 30 30
ASW Aircraft 10 10 10 10 10
Combat-Capable Trainers 50 25 25 25 25
Helicopters 650 750 750 750 750
SRBMs 250 300 300 300 300
SAMs ) 53,000 53,000 53,000 53,000 53,000
Ballistic Missile Submarines 2 2 2 2 1

Finally, some weapon systems have declined in production (table 4).
Several factors contribute to these production declines, although not alt
necessarily are applicable to each instance. One factor is simply the cycli-
cal nature of Soviet weapons production. As older weapon systems are phased
out of production, follow-on, or replacement, systems will not reach full
production immediately but will be phased in over a multiyear period. The
newest Soviet systems are substantially more complex and contain some of the
most advanced technology available, thus requiring more time to produce. More
significant, perhaps, in accounting for declines in production, is the fact
that the new weapon systems are more capable than older ones, and consequently

the Soviets are not replacing the latter on a straight one-for-one basis.

10
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Table 4
Soviet Military Production - Declines
(1978-82)

Equipment Type 1978 1979 1980 1981 1982
Tanks 3,000 3,500 3,100 2,000 2,500
APCs 1,600 1,900 1,900 1,000 500
Armored Recon Vehicles 1,100 1,200 1,200 1,000 700
Self-propelled Artillery 1,000 800 600 700 700
Major Surface Combatants 11 11 11 9 8
Attack Submarines 11 10 11 9 7
Fighter/Fighter-Bombers - 1,250 1,300 1,300 1,350 1,100
Transports 400 400 350 350 350
ICBMs 225 225 250 200 175
SLBMs 250 200 200 175 175
Military Ground-based 1,000 1,000 900 900 800

Radars

The Soviets have systematically imp’lemented' their technological
advances--taking advantage of emerging technologies--to improve their tactical
and strategic forces. The following are samples of new weapons development
milestones and achievements since 1970, which jllustrate the fruits of their
massive research and development efforts.

- Fighter Aircraft: Six new series of advanced fighter aircraft
have become operational. These include the new close air sup-
port fighter-bomber Su-25/FROGFOOT, and the new MiG-25 variant

FOXHOUND A Tookdown/shootdown interceptor.

11
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Bomber Aircraft: Two new bombers, the highly versatile BACKFIRE
and the FENCER A, which has capabilities as both a fighter-
bomber and a mid-range bomber, have reached operational status.
The new BLACKJACK strategic bomber is now undergoing test
flights.

Transport Aircraft: Some 10 new types of transport aircraft,
including the widebody I1-86/CAMBER and the I1-76/CANDID, have
become operational. A new widebody transport is in prototype
production. An AWAC version of the CANDID is likely to reach
operational status in the very near future.

Helicopters: The USSR has produced approximately two new series
of helicopters every 5 years. This includes the extremely cap-
able Mi-24/HIND attack helicopter and the Mi-26/HALO-A heavy-
1ift helicopter. The HALO-A, which bec‘ame operational in 1982,
is about twice the size of the largest US helicopter and more
than doubles the Soviet Mi-6/HO0K's 1ifting capacity.

Ballistic Missiles: The USSR has deployed three new intercen-
tinental ballistic missiles (ICBMs), one new long-range INF
missile, two new short range ballistic missiles (SRBMs), and
four new submarine-launched ballistic missiles (SLBMS)--a total
of 10 new ballistic missile systems. In addition, there have
been 13 ICBM modifications and 5 SLBM modifications. Two ney/
ICBMs are now being test-flown, and testing of others is
expected to begin within the next year.

Cruise Missiles: Soviet cruise missile development efforts have
averaged about four new systems every 5 years over the past

decade. Technological advances have permitted the progressive
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development of missiles with longer ranges, increased reliabil-
ity, and increased accuracy.

- Air-to-Air and Air-to-Surface Missiles: The Soviets have devel-
oped and fielded four new air-to-air missiles and eight vari-
ants. 1In addition, they have developed seven new tactical air-
to-surface missiles.

- Surface-to-Air Missiles: The Soviets have developed and deploy-
ed six new surface-to-air missile systems since 1970.

- Submarines: The Soviets have developed and deployed a total of
14 new submar‘ine classes since 1970, The new classes include
the full range of nuclear-powered SSBNs, SSGNs, SSNs, and diesel
attack submarines.

- Major Surface Combatants: Since 1970, the Soviets haye develop-
ed and deployed at least 10 major classes of surface combatants,
jncluding the nuclear-powered KIROV Class cruiser, the KRASINA
Class cruiser, the KIEV Class guided missile aircraft carrier
and the UDALOY Class and SOVREMENNY Class destroyers.

- Other Surface Combatants: Additionally, the Soviets have devel-
oped a steady stream of patrol, mine warfare, and amphibious
assault classes of combatants--an average of two new classes
each year. The IVAN ROGOV Class amphibious assault ship is cap-
able of carrying an entire naval infantry battalion and support-
ing vehicles, including air-cushion vehicles.

- Tanks: For nearly two decades, the Soviets have been developing
an average of one new tank every 5 years. During the 1970s,

they developed and fielded first the T-64A and then the T-72
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with their 125-mm smoothbore gun, automatic loaders, and optical
fire-control systems. A laser rangefinder is in use on some of
these tanks. The Soviet Union's newest tank, the T-80, is now
being fielded.

- Other Amored Vehicles: Since 1970, the Soviets have produced an
impressive series of armored combat vehicles--an average of one
new system every 2 years.

- Field Artillery: Since 1970, the Soviets have developed and
deployed nine new artillery weapons systems--at least five of
which are self-propelled. The new gun systems range in caliber
from an 85-mm antitank gun to a 240-mm mortar. Several of the
new systems are able to fire nuclear-warhead ammunition.

¢. Military Exports and Assistance

Since 1980, the USSR has been the world's leading arms exporter. In
1980, for example, the USSR signed mititary agreements valued at $14.7
billion, while US agreements totaled $10.7 billion. During 1978-82, over $38
billion worth of Soviet military equipment was delivered. Near East and South
Asian countries were the main recipients, with 75 percent of the total
(table 5). The rapid increase in arms transfers during this period can be
largely attributed to the sale of more sophisticated and higher priced equip-
ment such as MiG-23 and MiG-25 jet fighters, I1-76 transports, Mi-24 combat

helicopters, surface-to-air missile systems, and T-62 and T7-72 medium tanks.
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Table 5

Soviet Military Deliveries by Area, 1978-82
(millions of US dollars)

East Asia and Pacific 3,200
Latin America 2,600
Near East and South Asia 28,700
Africa 4,000
Third World Total 38,500

As shown in table 6, the USSR delivered a variety of equipment during
the 1978-82 timeframe, including: over 22,000 tanks, APCs, armored cars, and
artillery pieces; over 50 guided missile boats; nearly 2,400 combat aircraft;
and at least 6,300 surface-to-air missiles. Libya, Iraq, and Syria were the

main recipients.

Table 6
Major Soviet Items of Equipment Delivered,
1978-82
Ground
Tanks and SP Guns 6,530
APCs and Armored Cars 8,070
Artillery Pieces 7,800
Naval
Major Surface Combatants 32
Minor Surface Combatants 127
Submarines 7
Guided Missile Boats 53
Air
Supersonic Combat Aircraft 2,150
Subsonic Combat Aircraft 216
Helicopters 1,030
Other Aircraft 340
Missile
Surface-to-Air 6,530
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.- -Based on military assistance agreements for 1982, continuing high levels of
deliveries can be expected in the future.

These advanced weapons have required more extensive training, as re-
flected in.the number of military trainees in the USSR (table 7).

Table 7
Forje’lgn Military Trainees in the USSR
‘ 1978 1979 1980 1981 1982

East Asia and Pacific N/A N/A N/A N/A N/A
Latin America 2,000 2,050 2,000 2,010 2,000
Near East and South Asia 2,000 2,260 6,600 5,950 5,550
Africa 2,235 2,680 2,310 1,770 1,290

Third World Total 6,235 6,990 10,910 9,730 8,840

Also, because these weapons have required more maintenance, larger
numbers of Soviet military advisers and technicians are now in developing
countries. The number has grown from over 12,000 in 1978 to more than 20,100
by the end of 1982. As is true for exports, the Near East and South Asia
region has the largest number (table 8).

Table 8

Soviet Military Advisers and Technicians Abroad
_ (minimum estimate)

1978 1979 1980 1981 1982

East Asia and Pacific 800 1,500 3,000 3,000 3,000

Latin America 2,100 2,100 2,090 2,500 2,630

Near East and South Asia 6,830 11,110 12,100 11,640 11,030

Africa 2,560 2,940 3,270 3,350 3,470

Third World Total 12,290 17,650 20,460 20,490 20,130
16
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The Soviet arms transfer program has peen a success and is the major
military means for projecting power and influence in the Third World. Arms
exports have provided the Soviets with an entree into developing countries,
and the USSR has also profited economically from its arms exports, earning
much needed hard currency. In 1981, the USSR earned approximately $5 billion
in hard-currency payments from arms sales. Soviet financing terms, although
less preferential than in the past, are still generally more lenient than
those of the West, thereby increasing the attractiveness of the Soviet Union
as an arms supplier. The USSR continues to lead in the delivery of major
items of equipment to the developing countries. The Soviet Union maintains an
edge over other armms exporters in the speed with which supply and delivery
decisions can be made and carried out. Although the Soviets are generally
tough bargainers, they at times make major sales concessions when the politi-
cal situation warrants such actions, and have earned a reputation for follow-
ing up sales with prompt deliveries of large quantities of equipment.

d. Military Spending

The cost of supplying the material requirements to the Soviet military
and of maintaining its forces is enormous. Although the Soviet Union includes
a figure for expenditures on defense in the state budget published each year,
this datum is not an accurate indicator of the magnitude of its defense activ-
ities. The specific items covered by the "Defense" appropriation are not re-
vealed by the Soviets, and no breakdown of expenditures by military services
or resources has been given in recent years. It is known that a detailed
"estimate" (smeta) of expenditures on items for military use is compiled each
year. The Soviets, however, have not made this “estimate" public, but they
have indicated that it is not defined in the same manner as the pubiished

"Defense” budget.
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The level -and trend of the published “"Defense" budget in the past two
decades ‘have not matched the observed changes in Soviet military manpower,
operations, and weapons procurement. Rather than leveling off or declining in
the 1970s and 1980s as the “Defense" budget indicates, Soviet military activ-
ities have actually expanded fairly steadily year to year.

The unreliability of published Soviet data on military spending makes
it necessary to estimate the level and trend of their military effort using
other approaches. Both the Soviet ruble and the US dollar are used as common
denominators.

(1) Ruble Expenditures

‘ At a ‘time when the Soviet Union is undergoing some economic diffi-
culties, the issue of the future ‘defense commitment becomes very important.
Sirce the early 1960s, the Soviet leadership has consistently given defense
the top priority when allocating available resource;. In recent years, the
defense burden has been increasing steadily as economic growth slowed. It is
increasingly more difficult to sustain the growth of military programs. Thus,
it is important for HesteLn analysts to duplicate as closely as possible the
economic data with which the Soviet decisionmakers make choices and tradeoffs.

The Intelligence. .Community has generally used. direct costing in
measuring Soviet military expenditures. Through this method, defense spending
*is estimated by.a detailed identification and ‘direct costing of the activities
and components--procurement, construction, 0&1, and R&D--that make up the
Soviet. defense program-each year. Constant 1970 rubles are used in this ap-
: proach to measure real-changes in defense activities and to remove the effects

of changing costs and prices.
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Unfortunately, lack of data prevents the Intelligence Communi-
ty from moving the price base forward. Therefore, other less detailed method-
ologies must be used to estimate current Soviet military spending levels.
Current ruble defense spending estimates are important because it is likely
that Soviet leaders use cost estimates and budgetary data reflecting current
prices in making key resource allocation decisions. Constant ruble estimates
are of little use in replicating the economic environment in which the Soviets
leaders operate.

DIA's estimate of Soviet defense spending in current prices is
based on the hypothesis that defense has absorbed a constant share of the
state budget since 1970. Based on this assumption and other evidence, Soviet
mi'iitary spending in current rubles rose from about 50 billion in 1970 to
roughly 100 biliion in 1981 or at a nominal rate of 6 to 7 percent annually.
Current price GNP was growing at about 5 percent annually.

] This resulted in the economic burden of defense rising from 12
to 14 percent in 1970 to 14 to 16 percent in 1981, due to the more rapid
growth in defense spending than GNP. These defense spending levels are based
on the Soviet concept of defense, which is probably broader than the US con-
cept and may include such activities as the civilian space program,'mi:litary
construction and railroad troops, and the internal security forces of the KGB
and MVD. _

) A1l available evidence and various residual methodologies
using Soviet economic statistics were examined to verify or contradict the
military sp'ending trends. A1l of these various approaches are consistent with’
a Soviet defense spending level of roughh‘r 100 billion rubles in 1981 and.
average nominal defense spending increases of 6 to 7 percent throughout the

1970s.
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Table 9 shows the growth over the 1970s of the major components of
FNE, or Financing the Natis;na] Economy. (The 1980 figures are plan data.
Actual spending for these categories is not .available. Actual growth rates
would be somewhat higher, since actual total spending for FNE was 12 billion
rubles higher than the planned 1980 level.)
‘Table 9

- Financing- the: National Economy (FNE)
(billion rubles)

Percentage Average Annual
1970 1980 Plan Increase Growth Rate

Total FNE 74.6 149.3 100 .7 (actual 8)
‘Industry and

Construction 30.5 68.3 124 8
Agriculture 12.4 24.1 94 . 7
Transportation and

Communication 3.1 7.7 148 10

Trade 6.3 3.1 -49 -4
Municipal Services 6.5 9.2 42 4
Résidual 15.8 36.9 134 9

Once -again, except for the very small transportation and communication sector,

“ the two components -that exhibited the greatest growth were industry and con-
struction and the FNE residual--the two sectors within FNE where most military
~ spending would be located.

Soviet leaders have acknowledged the negative effects of high mil-
itary spending on the economy and o\n the USSR's standard of 1iving but to date
have been consistently willing to pay the price. Some also realize that the
Soviet military in the long run is only as strong as the rest of “the economy
(emphasis added):

The sharpening of the interﬂationa] situation compels the so-
cialist state-to increase mi]%\tary production and consumption,

easing of tension permits a decrease, a fuller utilization of
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economic might for raising the standard of 1living of the
workers and the development of the national economy. It is

impossible to allow, on the one hand, a reduction of military-

economic might for in this case the defense capability of the

country would be threatened; on the other hand, an excessive

increase in military-economic might cannot be allowed because

in the final analysis this could slow the development of the

very foundation of military power--the economy--and do

irreparable harm to defense capability.*

Deputy Premier V.N. Makeyev, who oversees consumer goods production, said in a
speech at the All-Union Ideological Conference in April 1981 that consumer
production has b;en held back by the considerable expenditure; necessary for
defense . ** ‘ \
Certain Soviet economists concerned with the economic comitment/tb
defense have measured defense expenditures as both a share of the state
budget and as a share of national income. Recently, for example, Major
General N. Tabunov wrote: .
The founders of Marxism-Leninism-pointed to the dependence
of a state's military might upon économic conditions. The
maximum capabilities of an economy which can be employed for

strengthening a nation's defense and repelling aggression

*A.1. Pozharov, The Economic Foundations of the Defense Might of the
Socialist State, Moscow, 1981, p. 115.

**Y N. Makeyev, "The 26th CPSU Congress on a Further Rise in the Soviet
People's Well-Being," Za Vysokoye Kachestvo I Deystvennost' Ideologicheskoy
Raboty, ed. Ye. M. Tyazhel 'nikov, Politizdat, I98I. Translated as FOUD 19/82,
JPRSL/10587, 15 June 1982, p. 169.
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expresses the military-economic potential.  The share of
military consumption in national income usually serves as

the-criterion for assessing this.*

-National income -is the Soviet measure of -the economic output of the Soviet
Union. -It is roughly equivalent to the Western measure of . economic output--
gross national product (GNP) minus services (such as education and health) and
depreciation. -Table 10 compares  the growth of national income and defense
- spending over the 1970s.

Table 10

- soviet National - Income

1970 1981 - percentage - - Average Annual
.-{billion current rubles) Increase ~Growth Rate
National Income 285.5 474 66 4.7
(Consumption &
Accumulation)
-Military 50 100 100 6.5 \
Spending

The~ev‘idence presented S/hOVlS'that .Soviet defense spending grew
significantly faster than national ;ncome over the 1970s. This resulted in an
increase of the defense burden from 17-18 percent - of - national income .in 1970
to 20-22 percent in 1980.

The economic burden of =defense_presented is strictly financial--a
ratio of estimated military spending and son/le measure of economic output.

Financial estimates cannot measure the total “true" costs of military spending

*(J) N. .Tabunov, "National Defense ~Might: Essence and Structure,”
Kommunist Vooruzhennykh- Sil, No. 7, April 1982.
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in a nonmarket economy such as the Soviet Union's, where centralized control
distorts economic relationships. No attempt is made here to measure, for
example, the economic impact of the high priority that the Soviet Union's
command economy allocates to defense which guarantees that the best material
and personnel go to the military. Given these unknown costs of quality and
performance, the real economic burden of defense is probably higher.

By Western standards, the Soviet version of national income is a.
faulty measure of a country's economic output. Thus, to measure the Soviet
Union's economic capacity to support the military more accurately, it is
necessary to construct an estimate of Soviet GNP. Estimates of Soviet GNP are
also useful when comparing defense burdens between countries. Table 11

presents DIA's estimate of Soviet GNP for 1970 and 1981.

Table 11
Soviet Defense Burden - GNP

1970 1981 Percentage Average Annual
{billion current rubles) Increase Growth Rate
Estimated - 387.5 650 68 4.8
Soviet GNP
Military 50 100 100 6.5

Spending

On 1 January 1982, Soviet industry underwent a major price
revision that may have a bearing on the defense burden. Prices for many
commodities in the Soviet Union have been relatively fixed since the late
1960s, while costs escalated. This led to lower profits and even losses for
many enterprises. The 1982 price\ revi's—ion raised the prices for many
industrial commodities (and lowered them for products whose production costs

declined) to cover these increased costs and improve economic efficiency. It

23



99

is not yet known how the 1982 price revisions affected the price of military
hardware. But the defense burden when calculated in the new 1982 prices will
probably rise because of the rapidly increasing costs of producing the newest
weapons .

Soviet military spending and the defense burden are higher when
measured in current rubles--what the Soviets actually ‘spend--than in the
- Intelligence - Community's -standard constant 1970 prices. This is probably
because costs for the military increased faster than the rest of the economy.
In 1981 Soviet defense spending was roughly 100 billion rubles in current
prices, and 14-16 percent of Soviet GNP was devoted to the military. Because
Soviet economic growth has slowed, the .economic burden of defense is growing.
If present trends continue, the Soviets will be allocating 17 to 19 percent of
GNP to defense by 1985. Most of the civilian sectors of the economy are in
dire need of added resources. Civilian industry, consumers, agriculture, and
transportation aré all competing with defense for a larger share of the pie.
* Soviet leaders must be increasingly concerned over the rising share of
economic output that defense is taking, but they appear to be accepting the
economic  burden  of increased defense  spending because of  the
political/military advantages -‘that have accrued as a result of increased
Soviet military capabilities.

(2) Dollar Costs -

The estimated dollar value of Soviet defense activities represents
what it would cost in the US to hire the manpower, procure the hardware bought
by the Soviet military, and operate that force as the Soviets did in a
particular year. The activities covered by the estimated dollar costs include

those military functions that would be funded in the us by the Department of
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Defense, the Department of Energy, and the Coast Guard, but exclude retirement
costs. These estimated costs are denominated in constant dollars in order to
remove the effects of inflation and reveal the underlying trends in physical
quantities and activities. Dollar costs are useful in determining the overall
size and trend of Soviet military act%vities in terms familiar to US
policymakers and in making comparisons with US expenditures on similiar
activities. The cost of Soviet military activities in 1981 was in excess of
$220 bitlion. US outlays for similar military activities in 1981 totaled less
than $180 billion. '

It is estimated that since 1970 the total dollar cost of Soviet
defense programs has risen in real terms at an average annual rate of about 3
percent, marking continuous growth in the overall level of Soviet military
activity (figure 3). Much of this expansion stems from the acquisition of a
variety of more costly, sophisticated weapon systems, such as peripheral
attack missiles, interceptor aircraft, tanks, tracked vehicles, artiilery, and
major surface combatants. These weapons are the end products of an extensive
research and development effort during the 1970s.

The projected acquisition trends for the new Soviet systems under
development drive the estimated dollar cost of the Soviet defense'progrmn up
at a rate close to the historical norm of about 3 percent per year.

With the incorporation of new and more expensive technologies into
the deployed Soviet forces, it is expected that the dollar cost for
procurement of the strategic forces, led by bombers and missiles, will
increase by about 5 percent per year. The procurement cost for the general
purpose forces is expected to increase by about 4 percent per year, with
significant increases in the acquisition of aircraft for the tactical air

forces.
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Average Annual Growth Rates
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Figure 3. .Growth in Soviet Defense Programs, 1970-81
(Estimated 1981 Dollar Costs)
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3. SOVIET ECONOMIC TRENDS
a. Systemic Factors Affecting Economic Performance
The Soviet economy has continued expanding, albeit more slowly than in
the past (table 12) and more slowly than specified by the Eleventh Five Year
Plan targets. Overall economic performance has not met the expectations of
the leadership, primarily as a result of several economic factors that began
to change markedly during the 1970s. Essentially, high economic growth rates
no longer can be achieved by putting more and more resources into the
production process.
(1) Capital

The first major factor of change has been the slower growth in
capital productivity and capital formation. While investment in machinery,
equipment, building, and related infrastructure continued to grow, several
negative factors‘ were becominé evident, A large portion of investment
remained tied up in unfinished, unproductive construction projects. For
example, while total capital investment in 1981 was approximately 138 billion
rubles {(in comparable prices), the volume of unfinished construction stood at
about 108 billion rubles. With respect to investment, Soviet economists
themselves point to the need for extensive retooling of old, often obsolete,
equipment; the need for increased investment in environmental protection
equipment; the poor results from large investments in agriculture in the past;
and the failure of the work force to take advantage of new equipment to raise
productivity.

The results of these factors are that increments to the capital
stock in at Teast some secfors are falling in real terms; the rising costs of
capital are driving Soviet economic growth potential downward from its already

low level; and the growth in capital productivity is slowing as indicated by
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Table 12

Growth of Major Economic Indicators
(Percentage of annual ‘increase)

1970- Plan
1975+ 1976 1977 1978 1979 1980 1981 1982+**  1981-850

National Income 4.62 6.17 5.16 4.17 4.28 4.06 5.10** 2.60 -
{current prices)

Gross National 3.80 4,70 3.10 3.40 0.70 1.30 2.20 1.80 4.00
Product

Gross value of 7.42 4,90 6.00 4.40 3.61 3.49 3.40 2.80 4.70
Industrial Qutput

Gross Value of 0.80 6.47 4 .00 2.72 -3.12 -2.49 -0.99 4.10 2.50
Agricul tural
Qutput

Capital Investment 6.97 4.52 3.64 6.05 0.69 2.22 3.00 4.50 2.00

Sources: Narodnoye Khozyaystvo 1978, 1980, 1981. Moscow -News, January 24, 1982.

*Average annual rate of growth.

**At least 2 percent of this increase is due to price increases announced in
September 1981.

*kkpreliminary.

@rverage annual growth as a percentage of 1980.
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declining output-capital ratios since 1970 (table 13). Only in the machinery
sector, which includes the defense sector, is output per ruble of investment
in 1981 at levels near those of 1970.

Table 13

Trends in Qutput-Capital Ratios
in Soviet Industry
(1970 ratio = 100)

1970 1975 1977 1979 1980 1981

A1l industry 100 94.7 90.9 85.2 82.4 79.3
Electric Power 100 99.3 98.7 95.5 94.7 92.0
Fuel Industry 100 93.0 87.3 77.8 72.6 68.3
Ferrous Metallurgy 100 89.5 84.0 77.8 73.1 70.1
Chemical and Petrochemical 100 104.4 103.8 92.4 89.0 86.8
Machinebuilding 100 107.5 105.6 103.9 101.2 99.3
Forestry, etc. 100 - 89.0 82.4 73.1 69.9 68.6
Construction Material 100 92.2 85.3 77.4 74.3 72.3
Light Industry 100 86.2 81.8 76.9 74.8 72.0
Food Produce Industry 100 90.9 83.8 78.5 74.5 72.2
Flour Mitling 100 73.6 68.6 61.4 57.3 53.6

Source: Calculated from data in Narodnoye Khozyaystvo 1981 pp. 155, 169.
Comparable price output and fixed™ productive assets are used 1in the
calculation, in accordance with Soviet practices.

(2) Labor

The second major factor to change in the 1970s has been the
outlook for growth of the labor force. Growth in manpower will decline in all
sectors of the economy in the upcoming years due to low birth rates in the
USSR. H\hﬂe about 2 million persons joined ‘the tabor force each year from
1976 to 1980, this increment will average only 600,000 annually during 1981 to
1985, .and by 1985, the annual increment will have fallen to 400,000
(table 14).
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Table 14

Increments to Soviet Working-Age Population
‘(miliion persons, annual average)

1971-1975 12.7
1976-1980 11.1
1981-1985* 3.2

1986-1990* 2.5
*Estimated on thg basis of demographic trend -projections.

More important than an absolute lack :of manpower in its impact on
. growth is the .extremely 1low .level of .-labor ‘productivity. By Western
--standards, there is serious ~underemployment in-all sectors of ~the economy.
Overstated Soviet estimates put labor productivity in industry at 56 percent
of the US level, while agriculture is on'ly\20 to 25 ‘percent. . This is due, in
part, :to the fact that over half of all workers in -Soviet findustry,
construction, and agriculture work manually. The defense sector is also beset
with this problem, where labor 1is used in place of equipment in the event of
mechanical breakdowns, which are frequent. Increasing the -amount of capital
input per .workér, however, has not and will not automatically turn the
‘- ¢ituation around. Man-hours lost to harvest support, low morale, -shopping
-during work hours, .participation in act_ivities of the “second économy,” and
alcoholism -would also have to" be reduced substantially to overcome’ the
negative manpower trends.

These -factors - have resulted in a steady drop in the .growth of
.total labor productivity.in the economy a§ a whole. For the industrial labor
force, there has also been a concomitant decrease in growth, from a 4.5-
percent annual average rate in 1971-75, to a 1.9-percent annual average in
1976-80. . The yearly rate had actually dropped below 1 percent by 1979 (see
table 15).
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Table 15

Growth in Labor Productivity
(average annual percentage)

1971-75 1976-80 1981-85
(plan) .
TOTAL 2.1 1.0 3.4
Industry - 4.5 1.9 4.5
Defense Industry 1.1, 1.1 -
Construction 2.4 1.2 2.5
Transportation 3.5 1.3 2.1

The new teadership, faced with disappointing economic performance,
has stressed the need for increased worker productivity and stricter
enforcement of discipline among workers and managers alike. In an unusual
move, Andropov, shortly after taking office, engaged in direct dialog with:
workers. During a highly publicized visit to a Moscow machine tool factory,
he stressed the need for increased worker discipline, implying that much more
than embt_y slogans and exhortations are needed to solve the country's economic
problems .

(3) Resources

(U) The third major factor that became evident during the 1970s
was the increasing difficulty of obtaining raw materials due to harder
accessibility and greater costs of recovery. As rich deposits of ores and
energy sources in the western portions of the Soviet Union became depleted,
development of Siberian resources became necessary. Although this area of the
country is still endowed with abundant natural resources, these eastern areas
suffer from harsh climate, underdeveloped or nonexistent infrastructure (such
as roads, housing, schools, retail trade networks), and a very small pool of

available labor.
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(4) Transportation

The railroads, which provide the major year-round mode of
transport in the USSR, appear to have reached capacity. Shortages of rail-
cars, shortcomings in the maintenance and use of transport facilities, and
inadequate distribution of available rolling stock, have caused problems for
industrial. shippers--both civil and _defense. Although total freight turnover
for all modes of transport 1lncreased 1.2 percent in 1982 over 1981, rail
turnover declined 1 percent for the same period, indicating that Soviet
railroads carried less freight despite an expanding economy. Rail transport
prob]ems‘became so serious that General Secretary Andropov singled them out,
for special criticism in a speech to the Central Committee, and in his first
of many personnel changes in the economic management area, he dismissed the
Minister of Railroads.

Faced with strained capacity in the rail sector, the government
jmposed restrictions on entire rail systems and on the use of railcars in
order to give priority to the movement of certain goods, particularly grains
and other foods. These decisions, however, disrupted shipments of raw
materials, intermediate goods, and finished products to customers. These
disrupted deliveries had a "rippie" effect on the entire economy, causing
production delays and shortfalls in almost every sector.

b. Agriculture
The major recent development in agriculture was formal announcement qf
the National Food Program by the late General Secretary Brezhnev at the
Central Committee Plenum on 24 May 1982. The impetus was three consecutive
major harvest shortfalls, including some nongrain crops, followed by another

poor year in 1982. As shown in table 16, estimates of grain production
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averaged 190 million tons, which was about 30 million tons a year below
expectations for the 5-year -period. Soviet ‘failure to publish 1981 and 1982
_results is indicative of leadership sensitivity over this situation. Efforts
to cushion the impact of domestic shortfalls have included record imports of’
. grains and other-food products, as shown in table 17.

Table 16

Soviet Grain Production
(million metric tons)

- 1978 1979 - 1980 1981 1982
237 180 189 160 180
Table 17

Soviet Grain Imports
(million metric tons)

1976- - 1977- 1978- 1979- 1980- 1981-
1977 1978 1979 - 1980 1981 ‘1982
10 18 15 30 35 45

Hard-currency outlays-for food, only half of which-were for grains in
the 1980-82.-period, have also reached unprecedented levels, as shown .in-table
_18. - In fact, over the past ‘3 years, over $9 billion in hard currency annually
" has been required to.pay for food imports, an amount equal to earnings from
-0i1 exports to the West.

Table 18
- Soviet Hard Currency Outlays for

Agricultural Products
($ billions)

1977 1978 1979 1980 1981 1982
-(preliminary)
3.2 3.8 5.5 9.0 12.0 10.0
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Other Teasures taken to stabilize the availability of food include
some rationing on a selective basis and special distribution of food at work
places in order to improve worker morale and reduce work hours lost to que&ing
for food. The lack of incentives due to poor food supplies is believed to be
an important factor in the below-plan growth of labor productivity, which was
to account for 85 to 90 percentAof the Eleventh Five Year Plan increases in
output.

Leadershib concern over disgruntled consumers in general and
increasing incidents of tabor unrest in particular has been mounting since
1979. Andropov's labor discipline and anticorruption campaign has been
partially designed to cope with some of these problems. In the early months
of 1983, there was a noticeable improvement in food supplies in several major
cities. Also, over the same time period, there was a significant improvement
in‘overa1l economic performance.

(1) Agro-Industrial Emphasis

The Food Program is wide ranging in concept, with special emphasis
on industries supporting agriculture, on farm management, and on raising rural
living standards. The effort to improve food supplies differs somewhat from
past programs by its attempts to reduce the huge losses between field and
retail markets (said to be as high as one-fifth of production) and by
emphasizing the entire agro-industrial complex involved in the procuring,
storing, transporting, and processing of food as well as supporting the civil
machinery ministries. Ministries responsible for tractor and agricul tural
machinery, machinery for animal husbandry and feed production, heavy transport
machinery, food machinery, and pulp, paper, and food packaging.are expected to

make the Food Program a success.
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To -assist the civil machinery sector in meeting its additional
respons1bi'|1t1es major leadership speeches at special Party plenums and Party

congresses pertaining to -the Food Program have emphasized the need for support

from defense and heavy industry. In this context, Brezhnev, in his October

1980 speech calling for a Food Program, said, "I have in mind scientists and
designers working in defense branches.... The Council of Ministers joint’ly
with specialists should be instructed to determine precisely what scientific
and design .collectives of defense industry could assist civil machine
building." Andropov, in his first speech as General Secretary in November

1982, endorsed the Food Program: “The task is not only to increase the

~production of consumer goods, but also to improve their quality considerably.

This app‘liés not only to 1light. and local industries but also to plants in the
heavy and defense industries."*
(2) Financial Aspects
It is planned that between 33 and 35 percent of the nation's
investment during the Eleventh -and Twelfth Five Year Plans (FYP) will be
allocated to development of the agro-industrial complex under the auspices of
the "Food Program."

A total of 233 billion rubles is to be invested in the agro-

industrial -complex during the Eleventh FYP, about 3.8 percent less than the

242 billion rudbles invested during the Tenth FYP (1976-80). of this
investment the amount allocated to supporting industries during the Eleventh

FYP will be 43 billion rubles, compared to 71 billion rubles under the Tenth

*Most, if not all, industrial enterprises .subordinate to the defense
industrial -ministries produce in addition to military goods, a range of
producer and consumer goods as a normal part of their activities.
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FYP. These trends may simply reflect the extremely poor  productivity
resulting from past heavy investment in the agricultural sector, and not a
change in emphasis on the importance of the food situation.

In a related move, additional payments of 3.3 billion rubles are
to be paid from the state budget for use by unprofitable kolkhozes and
sovkhozes. These funds are for rural housing, schools, clinics, roads, and
other social projects to improve the low standard of rural living. According
to the Minister of Finance, in 1980 fully half of these farms were
unprofitable. Consequently, the agricultural subsidy in the state budget has
again increased, rising from. 30 billion rubles in 1980 to 46 billion rubles in
1983, now more than 10 percent of the total state budget.

A direct result of these developments in agriculture is increased
pressure to raise food prices. In February 1983 a major increase in the price
of nonstaple foods was implemented. However, the leadership views a major
increase in the price of staples such as bread, flour, and potatoes as being
politically too sensitive due to the potential for adverse worker reaction.

c¢. Industry

Industrial output continued to inc?ease in 1982, although the rate of
growth has slowed somewhat from the preceding year. Overall, performance was
positive, with some sectors showing solid gains, but other sectors criticized
for below-plan levels of output. The machinery sector, as in past years,
showed the most rapid growth in industry. While the metallurgy sector has
been repeatedly rebuked for 1its poor performance 1in producing steel,
production of many metals and specialty steels, which are key inputs to the

military production sector, continues to increase (table 19).
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Table 19

“Selected Key Indicators of
Industrial Production

- Agricul tural Machinery

Tractors {million horsepower)
Grain Harvesting Combines (thousands)
Cotton Harvesters (thousands)

Transportation Equipment

Diesel Locomotives (million horsepower)
Electric Locomotives (million horsepower)
Freight Cars (thousands)

Motor-Vehicles (thousands)

Other Machinery

Excavators (thousands)

Metal-cutting Machine Tools*
(million rubles)

Forging and Pressing Equipment*
(mi1lion rubles)

Turbfnes (mi1lion kilowatts)

- Metallurgy

Steel (million metric tons)*
Aluminum (thousand metric tons)*
Nickel (thousand metric tons)*
Titanium (thousand metric tons)*

- Energy
0i1 (million tons)

Natural Gas-(billion cubic meters)
Coal (million tons)

1980

47.0
117
9.1

148
2735
247
60

603
435
716

*Highly supportive of defense industries.
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1981

47.9
106

cuv

6
219

~ - W W

42.3
2047

597
15.6

148
2830
255
62

609
- 465.3
704

1982

47.
113.

58.

2173

- 42,
2068

612

17.

147
2850
260
63

613
501
718

O N0
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The most recently available reporting on industry, for the first 4
months of 1983, indicates that the industrial sector increased production by
4.4 percent, as against the 1983 planned increase of 3.2 percent. Further,
labor productivity in industry for the January-April period also exceeded plan
targets, increasing by 3.6 percent versus the 2.9 percent increase called for
in the annual plan. The plan for the 4-month period was fulfilled by all
industrial ministries, with the exception of the Ministry of the Coal
Industry, which failed to meet its labor productivity targets. These data
suggest that some improvements are possibly being made in areas which have
posed problems in the economy for the past several years--spot shortages of
industrial materials and fuels resulting from transportation bottlenecks, low
growth in labor productivity, and low capital productivity.

d. Energy
' One of the brightest spots in the economy is the performance of the
energy sector (table 20).
Table 20
Soviet Fuels Production

Plan Plan Plan

1970 1975 1980 1981 1982 1983 1985 1990

0il 353 491 603 609 613 619 630 630
(million tons)

Natural Gas 192 289.3 435 465.3 501 529 630 780
(bil1lion m3)

Coal 577.4 645 716 704 718 723 765 775
(million tons)

Electric Power 741 1039 1294 1326 1360 1405 1555 1900

(bi1lion kilowatt
hours)
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Natural gas production continues to grow at a rate of 7-8 percent
annually, and the USSR should, within a few years, become the world's leading
producer -of - natural gas. Production in 1982,-at 501 billion -cubic meters
(m3), was almost 8: percent .over that of 1981. -Production currently is running
~significaﬁt'|y-above plan and should-exceed the 1983 goal of 529 billion m3 by
7-8 percent. Proved Soviet natural gas reserves are the largest in the world,
equating to over 200 billion. barrels of oil. Production is constrained only
by the limits of the pipeline system, which is being ever expanded.

Natural gas production will continue to grow through 1990 and beyond.
The production goal for 1985, projected at 630 billion m3, should easily be
met and could be'.surpasséd 1f production continues at its current rate. The

. share. of natural- gas in '50v1et fuels consumption is also expected to grow
marked]y during this decade.

The Urengoy Export Pipeline  ("Yamburg Pipeline"), scheduled to begin
delivering Siberian natural gas to Western Europe by 1984, is currently under
construction, with over 80 percent of the pipe already in ptace. Initial
testing of the pipeline should take place this fall, but full operation, with
all compressor stations operational, .would require 2 to 3 years. The "Export
Pipeline" is but one of six large-diameter natural gas pipelines slated for
construction during this five year plan period. Al ofvthese lines originate
at the supergiant Urengoy gasfield in West Siberia which, by 1985, will
provide over half of the country's gas production. Three of the six lines
have already been completed, and construction continues on the "Export

Pipeline" and the remaining two lines.
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Soviet petroleum production continues to grow, though at a moderate
rate of less than 1 percent per year. Production for 1982 reached 613 ‘mi'IHon
tons, slightly below plan but 0.6 percent over that of 1981. Plans for 1983
call for growth of around 1 percent. Output should reach or only narrowly
miss the goal of 619 million tons. Production for the first quarter of 1983
was reported to be 2 percent higher than for the same period in 1982.

The USSR is expected to meet its 1985 oil production target of 630
million tons. This represents an annual production growth of less than 1
percent and should be reached. DIA expects production to level off at around
630 million tons per year between 1985 and 1990, with a probable resurgence of
growth after the end of the 1980s.

After peaking at 724 million tons in 1978, Soviet coal production fell
nearly 3 percent by 1981 to 704 million tons. Production began to rise again
in 1982, however, reaching 718 million tons, 2 percent more than in 1981, The
modest 1983 goal of 723 million tons can be attained, but the 1985 goal of 765
million tons is probably unreachable; a more realistic figure for 1985 would
be 735-740 million tons. Constraints on Soviet coal production are due to
shortcomings 1in the industry's infrastructure and management, not to
insufficient coal reserves.

Production of electric power has been growing at a rate of about 3
percent over the last several years. 1In 1982 it approached 1,360 billion kWh
and is planned to reach 1,405 billion kWh in 1983. Production for 1983 will

probably come very close to planned targets, although some problems in
installing nuclear capacity may be expected.

soviet plans call for production of electric power in 1985 of 1,555

billion kWwh, but this goal is probably not attainable at the present rate of
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-growth. Output will-:probably be in the 1,480-1,520 billion kWh range, or
about 95 to 97 percent.of plan fulfillment, which is as close to plan as they
have been able to -achieve in -the past. Production shortfalls will likely
result from insufficient installation of nuclear capacity.

As shown in- table 21, the Soviet Union possesses vast reserves of energy,
- including the-world's'llargest reserves of coal and natural gas. 'Based on the
‘magnitude of these reserves, the Soviets.have the potential for - continuing,
‘Tong-term growth.

Table 21

Soviet Energy. Reserves

"Coal 5.7 trillion metric tons
‘Natural Gas 36 trillion cubic meters
0il 80-85 billion barrels

e. External Economic Situation

The Soviet .hard-currency : payments position improved somewhat in 1982
over the.previous year. :By year end, the net estimated Soviet.hard-currency
debt to the ‘West decreased by -almost "$2.5 billion to. approximately "$10
. billion. - The Soviets have continued -to be successful in maintaining a debt
service ratio of under 20 percent, - reflecting their -basically strong

international financial position.
. The Soviet hard-currency trade balance also .improved in 1982 (table
22). They have also maintained a conservative position in their external
economic relations, reflected in their cautious imports of much-needed Western
goods - and constantly expanded exports of energy products and other hard-

currency earners.
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Table 22

USSR: Hard . Currency Trade
(miTlion US dollars)

1981 1982
X* Lo Balance X* o Balance
TOTAL 23,800 27,800 -4,000 26,200 27,400 -1,200
Argentina 43 3,297 -3,254 38 1,700 -1,600
Australia 8 387 - 319 10 371 - 361
Brazil ) 23 742 - 719 252 601 - 349
Canada 36 991 - 955 15 1,006 - 991
France 1,816 1,198 618 1,626 925 701
Italy 1,787 721 1,066 2,059 892 1,167
Japan 558 1,592 -1,034 553 2,135 -1,582
UK 465 618 - 153 593 549 - 4
us 132 1,196 -1,064 113 1,512 -1,399
FRG 2,615 1,945 670 2,967 2,126 841
Others 16,315 15,113 1,202 17,974 15,583 2,391

*X = exports, M = imports.

Despite a substantial downturn in international petroleum prices, the
Soviets were abie to increase hard-currency earnings from crude and products
to over $14 billion, compared with $12 bil.ion during the previous year.
smaller crude deliveries to other Communist countries, plus record Soviet
jmports of Libyan crude available for re-export have helped energy sales to
provide nearly half of the USSR's export revenue in 1982, with petroleum

products representing almost 40 percent of the total.
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In spite of both record oil production and unprecedented ha}'d-currenc,
earnings from this commodity, the Soviets have shown concern about the a}d ]v:sle
consequences that a continued drop in oil prices may have on their Z;Zridl-"/
currency earning prospects. -Earnings from natural-gas, upon which the Sovieté'

. are counting heavily for future export earnings, were not substantially higher

than -in 1981 -due to the contractual ‘linkage between oil and gas pri'ces and
decreased demand. Other nonenergy exports (such as gold gnd some metals) also
experienced depressed price levels, hindering expanded earning;‘.\‘ IMh't'le hard
currency earnings from arms sales continued to be at the .$5 billion level,
prospects %or significant increases from -this source are not gr‘éat due to
financial problems in most recipient countries. 7

In 1982 imports of agricultural products, which have been -the cause of
.major hard currency expenditures since the late 1970s, fell in value by about
$2 billion, causing a reduced need for short-term credits from the West. This
reduction helped to offset increased official credits for .machinery and
equipment, including that needed for the export gas pipeline. ‘Machinery

. -purchases from the West, which had fallen off between 1977 and 1981, resul ted

in record oyt'l'ays of approximately $6.8 billion dollars. These additional
expenditures were partially offset by the reduced agricultural imports and
-energy sales.

The mllera'I]' improvement in the Soviet Union's hard-currency position
has not occurred without substantial cost to Moscow. The limits in grain
imports have been felt in cutbacks in the availability of meat and dairy
- products - for the average consumer. The increase in ~hard-currency petroleum
exports have forced reductions in exports to East European clients. These and

- other austerity measures have had major repercussions on the already strained

economies of Eastern Europe.
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The Soviet Union has incurred huge costs supporting the East European
economies. Primarily due to preferential prices for Soviet raw matérials,
especially oil, the trend in Soviet economic assistance to Eastern Europe has
risen dramatically over the last decade. Totaling less than $500 million in
1973, the level reached about $20 billion in 1981 and roughly $15 billion in
1982. While Soviet assistance fell in 1982, the economic cost of subsidizing
the East European economies is still very sizable.

The Soviet Union incurs two major types of economic costs in support
of Eastern Europe: 1implicit subsidies and trade surpluses.

Implicit subsidies are the result of the intra-CEMA pricing formula,
which bases raw material prices on a 5-year moving average of world market
prices. Due to the price formation system, the East Europeans have been able
to purchase through barter arrangements Soviet o0il and other primary
commodities at prices below world market levels. In 1981, oil exports alone
represented about a $10 billion Soviet subsidy to Eastern Europe. That is,
the East Europeans imported oil from the USSR in 1981 at a price equal to the
average of world market prices in the years 1976-80; or, at roughly 50 percent
of prevailing world prices. Total export subsidies to Eastern Europe are
estimated at about $16.6 billion in 1981 and over $12 biliion in 1982.

The second major form of economic assistance falls under the rubric of
trade surpluses. Although bilateral trade within CEMA is supposed to be in
balance, Moscow has run trade surpluses with Eastern Europe in every year
since the mid-1970s. These surpluses, in effect credits since trade is
conducted on a clearing account basis, have grown from about $100 million in
1974 to over $4 billion in 1981 and about $2.7 billion in 1982.

The economic crisis in Poland has been yet another drain on the Soviet

Union, although less so in 1982. Soviet assistance to Poland since 1980 has
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totaled roughly $7 billion: about $5 billion in trade credits and close to $2
billion in hard-currency aid (table 23).
Table 23
Soviet Trade Credits to Poland

Rubles Dollar Equivalency
(millions) (millions)
1979 P 120 184
1980 810 1,247
1981 . 1,710 2,377
1982 716 988
1983 1,000 1,380
(planned)

Although Soviet economic assistance to Eastern Europe (table 24) is stil
very extensive, it nevertheless did decrease by about $5 billion in 1982. The
primary reason for this decline was a marked increase in the cost of Soviet
.0i1 and other raw materials to Eastern Europe (Romania excluded), caused by a
further adjustment of' the intra-CEMA pricing mechanism. Thus, while the East
Europeans are still given preferential rates (excluding Romania), the ‘degree
of Soviet subsidization of oil -and other resource deliveries is decreasing as
intra-CEMA prices reflect the -steep rise of world oil prices that occurred in
1979.- Another major factor that contributed to a fall ‘in economic assistance
was the substantial reduction of Soviet trade surpluses vis-a-vis Eastern
Europe. From a- high of over $4 billion in 1981, Soviet credits to Eastern
Europe decreased by about 40 percent in 1982, largely in respon'se to tougher
. Soviet- demands for more balanced trade.- A slight drop in Soviet oil..exports

to Eastern Europe in 1982 also caused a decline in Soviet economic support.
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Table 24

Soviet Economic Assistance to Eastern Europe*
(millions of dollars)

Total Total Implicit 0il Price Trade
Year Assistance Subsidies Subsidy Surpluses
1978 3,875 3,725 1,600 150
1979 7,500 6,600 3,800 900
1980 18,100 16,500 10,200 1,600
1981 20,400 16,000 9,800 4,400
1982 15,250 12,500 6,300 2,750

*DIA/CIA estimates.

In addition, support to other client states, such as Cuba, Vietnam,
and Afghanistan, have caused the Soviet Union to incur direct costs for
purchases of foodstuffs for these countries, and indirect costs through
subsidized supply of refined. petroleum products to these countries, thus
foregoing potential hard-currency earnings. It has been estimated that in
1982 the cost of aid to Cuba and Vietnam alone was over $6 billion. 1In the
case of Afghanistan, the Soviets are forced to support both their own military
presence and the war-ravaged Afghan economy. The burden of these economic
responsibilities has been reflected in Soviet recalcitrance to increase
economic support to other Jeftist-oriented revolutionary regimes. In 1982,
as in the past, Soviet aid activities in the Third World, except in
politically critical areas, have been on a much smaller scale than those of
the West. Commercial trade was concentrated in those countries that were able
to provide needed agricultural commodities, particularly Brazil and Argentina.
4. SOVIET ECONOMIC STRATEGY FOR GROWTH

The Soviet Union is facing some difficult choices among competing policy
options. The choice of a path will be affected by a combination of challenges
and difficulties at home and abroad, unprecedented since World War II, that

coincides with leadership maneuvering in the post-Brezhnev stage.
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In response to declining economic growth,\the Soviets have been asserting
their intention over the last 10 years to. follow..a development strategy of
intensive growth, but have to- date been unwilling to recognize or accommodate
the changes in the economic structure which must occur to implement such a
strategy.* The new leadership under Andropov may be in a better position to
effect change in the mid-term, possibly as early as the Twelfth Five-Year
Plan, .1986-90. The question remains as to why the Soviet leadership might at
this time or in the near future decide to finally take the steps necessary to
jmplement this development strategy, rather. than to continue to let the
economy stagnate.

There are several reasons which may make such a policy not only more
desirable but economically and militarily necessary. The first is simply a
matter of national pride. The Soviets have long touted their system as a
model for economic productivity and the ideal system to achieve economic
abundance.  Although they have made considerable strides when compared to
their situation in the years following World War II, they are far behind the
rest of the world in providing for the economic needs of the people and in
efficiently running an economy capable of sustaining continued growth and

- production. The embarrassment of their economic situation, alone, could

*For the purposes of this paper, a distinction is made between the overall
Soviet system and structure, which is the Soviet state and the various
subsystems and structures that make up the whole. The economic structure and
system, while distinct from the political, are closely related, and a change
in the former will often impact to some degree on the latter. The system is
defined as the method by which the structure operates; the structure is the
manner in which the systemic elements are organized and interrelated.
Fundamental change is seen as an alteration in the structure which fis
significant enough to bring about change in the system.

47



123 -

provide impetus for the Soviet leadership to take corrective measures,
although by itself would not likely induce the fundamental changes required by
the new development strategy of intensive growth.

The most important motivating factor, however, in forcing fundamental
change is the priority of the military itself. The defense-producing sector
is depéndent upon heavy industry, which, in turn, is dependent upon the
economic base that supﬁorts it. A decline in the amount of capital available
for new productive gapaéii; could eventually result in declines in heavy
industry production as available new capacity is used up. A reduction in
heavy industry output means reduced growth in defense production.and threatens
the very force structure on which the Soviets base their military power, If
the Soviets intend to maintain the defense effort as their primary objective
and to provide the necessary priorities for defense production in the Tong
term, they will ultimately be forced to implement nfully the corrective
economic measures required for continued economic growth.

a. Economic Development: Extensive Vs. Intensive

The fundamental economic issues currently facing Soviet decisionmakers
are essentially the same questions debated during the 1920s and early 1930s,
and again in the 1960s. The basic issué then and now is the choice of a
development strategy that will allow for continued economic growth. The
outcome of the early industrialization debates favored rapid industrialization
at the expense of other sectors, such as agriculture, transportation, housing,
and light industry. From the political perspective, industry's faster
development was viewed as necessary for two reasons: first, rapid development
of industry controlled by the state would prevent the return of capitalism;

second, it would provide the means to support a military buildup to defend the
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USSR against surrounding hostile imperialist powers and to enhance the Soviet
position in the international arena. From the economic perspective, rapid
industrialization was chosen as the fastest method to bring about the nation's
economic development.

The exploitation of other sectors, primarily agriculture, in favor of
jndustry, especially heavy industry and defense-related production, has meant
unbalanced sectoral growth. Despite the priority given the industrial sector
in Soviet development strategy, the interdependence of sectors still remains.
Growth is required in the other sectors to support the accelerated growth in
the industrial sector. If not, the retarded sectors, such as agriculture and
transportation, will eventually be unable to support the level of development
attained in the industrial sector and will ultimately slow not only growth in
industry but throughout the economy. The Soviets must at some point rectify
the imbalance if they want to continue economic development and prevent
economic stagnation.

Up through the 1960s, the Soviets had exclusively pursued an extensive
development strategy favoring rapid industrialization. Such a strategy
required the investment of ever-increasing quantities of resources in the
production process. The fact that these resources (labor, capital goods, and
natural resources) were relatively cheap and plentiful at the time enabled the
Soviets to achieve relatively high economic growth rates.

The increasing scarcity and cost of economic resources since the mid-
1970s has been recognized by the Soviet leadership in their decision to switch
from extensive to intensive development. In intensive growth strategy,
increased rates of growth are achieved through higher rates of productivity
and technological improvements (quality) to inputs, as opposed to achieving

economic growth through the application of more and more readily available
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resources. One of the major goals of the Eleventh Five Year Plan, 1981-85, is

to achieve approximately 90 percent of national economic growth through

improved tabor product{vify, a startling admissioh_l;y_th-e Soviets of their
need to rely on intensive rather  than extensive economic .development.
However, Soviet attempts - to improve labor productivity and to achieve
technological improvements, both domestically and through imported technology,
have been less than successful.

The Soviets' problems in implementing an 1intensive development
strategy are twofold. First, the new strategy is incompatible with the
existing economic structure, which was designed to take advantage of extensive
growth. The second problem stems from leadership resistance at all levels of
Soviet economic ‘management to many of the features inherent in the concept of
intensive growth itself. Greater sectoral balance and rational economié
mechanisms (prices, prof'its, wage systems, accountability) require new
attitudes toward decentralization and sectoral priorities in investment and
resource allocation, and toward "market" concepts alien to Marxist ideology.
Consternation over sectoral priorities has naturally produced considerable
opposition to change from those sectors traditionally receiving high
priorities. '

The military and defense industrial sector, which has grown both very
secure and very powerful under the umbrella of primary national objective,
would most 1likely protest sharply any suggestion of change in priorities, even
should such change benefit all sectors in the long run, including their own.
Any attempt to implement serious change that would improve consumer  welfare
and thus potentially boost labor productivity would require the infusion of
productive resources on which the defense sector has always had, and continues

to have, first claim. These resources include not only large increments of
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investment, raw materials, and additions to the labor force but also the most
highly trained and skilled workers in the country, as well as the most modern
and productive technology and equipment, whether produced domestically or
acquired from abroad.

Demands from the consumer sector, on the other hand, are beginning to
put the same pressure on allocation choices that military-industrial demands
have made in the past and continue to make on the Soviet leadership. These
pressures from the nondefensg-related sectors become especially acute when the
total amount of available investment funds and resources is growing much more
slowly than in the past. " This is not to suggest that resources would
necescarily be reallocated from the defense to the civil sector. It is
conceivable that the increments going to the defense sector could become
smaller, translating into a slower overall growth rate for defense than in the
past, but still maintaining a definite positive rate of growth. Such a policy
would then permit increments to other sectors to grow at somewhat faster
rates, allowing for greater balance while providing for defense's continuing
priority. The need to stimulate the economy as a whole and to provide for
future industrial growth ultimately will determihe the amount of sectoral
balance Soviet leaders agree upon.

b. Problems Implementing Growth

Since the current economic system and structure is incompatible with
the new strategy of intensive growth, this raises a second major issue which
the Soviet leadership must address. The current economic structure, which is
highly centralized and controlled from above, was designed to achieve rapid
growth through accelerated industrialization. By consolidating management of

economic resources, the Soviet leadership has sought to insure that resources
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would respond quickly and directly to the needs of the administration, -
especially those required for mititary development.

Centralized, directive planning was considered by the Soviets to be
the most effective method of qirecting the total national economic effort
toward rapid industrialization .and military buildup. However, the Soviet
centralized planning structure reduces, without totally eliminating, the role
of money, prices, and profits. Market-type tools such as these would help
rationalize the -economic mechanism, produce greater efficiency, provide
incentives for greater labor productivity, and introduce responsibility into
the system. These are the elements required for intensive growth. A new
structure which would provide for an intensive growth development strategy
would most 1likely reduce the degree of centralization 1in economic

-decisionmaking at the lowest levels at least and offer an atmosphere conducive
“to the use of some of the economic tools necessary for greater efficiency and
productivity.

On 12 July 1979, a joint party-government decree was issued which made
changes in planning and industrial management. This move was not aimed at
structural change but rather at rationalizing the existing structure through
greater centralization and tighter controls for administering the economy.
The role of GOSPLAN was upgraded and plans were made even stricter. The
latest move has been the formation of new organizations designed to streamline
the current structure but which, instead, appear only to add new layers onto
the already centralized, overburdened bureaucracy. One such organization is
the Territorial Production Complex (TPK), created in some areas to carry out
integrated regional economic programs, primarily for raw materials and energy
development. Although the enterprises under a TPK are functionally

interretated and grouped together geographically, they are still
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administratively distinct and are controlled by their respective ministries,
whose interests may or may not coincide with those of the regional TPK. The
ability of the TPK to operate independently of these ministries has not yet
been demonstrated. The difficulties of providing horizontal integration
within a vertical structure and of integrating regional needs into national
plans are stumbling blocks the Soviets have been unable to master. It is
doubtful, therefore, that the TPK will be able to provide sufficient
restructuring to accommodate the new development strategy.

Similar to the TPKs in some respects are the special target programs
that have been set up to handle the major problem areas or priorities in the
Soviet economy. There are 15 of these target programs, 4 of which are
regional development plans. One of the most visible of the target programs is
the "Food Program," which was publicly acknowledged as the highest priority
problem in the Soviet Union by Brezhnev, and which Andropov agrees must be
completed.

The need for fundamental reform within the agricultural sector is
explicitly acknowledged by Soviet leaders, especially in the midst of a fourth
consecutive poor harvest. The controversial concept of rayon agro-industrial
complexes (RAPOs) is supposed to be an integral part of the Food Program to
provide needed structural change. However, the documents outlining the role
and powers of RAPO do not yet provide the operational means for the concept to
be effectively implemented. The debate surrounding the issue has been highly
visible and does not bode well for the future of the program.

The “Food Program," like the other target programs, is an attempt to
pull together an entire production complex in order to address a specific
problem area. In this case the desire is to integrate the agro-industrial

complex, including all those industries with both backward and forward
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linkages to agriculture,* and to put them under centralized control for
planning, management, and resource allocation decisions. This has led to the
creation-of central commissions in the national Council of Ministers for most
of the target programs. GOSPLAN has also taken on the role of “"ministry” in
some cases for special projects that are being allocated:resources separately
from allocations made to the ministries normally responsible for such
programs . .This entire. process appears to have added to the already
complicated and cumbersome centralized planning .process. and administration,
No real structural reform is likely 'to result from the process .and. further
economic .development will be difficult to achieve with only marginal changes
such as these.

Two points are noteworthy in the context of ‘target programs and the
» “Food'Program,"-in particular. First, the Soviets have failed so far to come
to grips with the food problem, because they are trying to improve agriculture
- without changing the structure. The RAPO concept has yet to provide effective
structural change which could help solve this problem. At the same time, the
Soviet leadership has been forced to acknowledge the much higher .productivity
of private plots, and has .encouraged, within limits, the production of certain
high-demand - food products,. such- as meat, poultry, eggs, and fresh vegetables.
.Private plots are an excellent example of intensive, as opposed to extensive,
growth in the.development of the- agricultural sector. That is, productivity,

or output per worker on the private plot (wherein the worker receives direct

*The “Food Program" -excludes ministries producing equipment for -food
production and the USSR Ministry -for Production of Mineral Fertilizers. The
general term “agro-industrial complex" in the Soviet Union includes these
elements, as well as other industries related to agriculture and food
production.
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and immediate benefit from his own labor) is shbstantiaﬂy higher than in the
collectivized sector of agriculture. Soviet 1'eaders, however, have limited
the size of and benefits -to these private plots, because open and
unconditioned endorsement of private agriculture would, in effect, be a major
structural change, and the leadership has not yet agreed to let this occur.

The second inéeresting point about target planning is that it appears
to be a consistent and logical solution to Soviet economic problems undef the
Brezhnev administration. Ruling out structural change Soviet leaders took for
a model the one area that has progressed steadily despite the economic
slowdown. That model is the management of the military-industrial complex,
which over the years has developed a strong organization and structure unique
to its own production requirements, and which target plans strongly resemble.
The defense-producing sector of the economy has achieved increased
productivity--precisely what is required throughout the entire economy.

Further, the target programs currently being developed are similar in
many respects to the Military-Industrial Commission (VPK), by serving as focal
points for integrating, monitoring, and directing high-priority programs
through the system. _The VPK has filled this role for the military by bringing
together the defense industrial ministries, the Ministry of Defense, the
party, and GOSPLAN's planners, for all aspects of the economy affecting
defense production. It is conceivable that this method of management was what
Brezhnev had in mind when he made his plea in 1980 for the defense sector to
help the civil sector. It is interesting to note that the transfer of Ya.
Ryabov from party secretary for defense industrial affairs to GOSPLAN deputy
chairman coincides with the development of target planning. Ryabov's

familiarity with defense management could well have influenced and continued
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to . affect -the development of these -programs ~thr'oqghout‘ the .economy -as an
alternative to structural change. Ryabov is also the chairman of two GOSPLAN
commissions for target programs: the commission for use of secondary raw
.materials for the food program and the commission for the comprehensive use of
minerals.

The reform measures put forward by Soviet leaders give the appearance
of leadership action and fundamental change, but have avoided the real issues
of development strategy and genuine structural chénge. This is probably the
result of both.the attitudes of the top leaders and bureaucratic resistance to
substantive structural changes. Opposition to structural changes -in many
cases exists because of vested bureaucratic interests in the present
structure. In addition, however, resistance on the part of some leaders is
tied directly to the development strategy now required for economic growth.
If  structural change is thwarted, the development strategy and its inherent
jmplications for ‘resource allocation and sectoral growth priorities will also
be undermined. Many opposed to structural change are, in effect, oppdsed to
the ramifications of the intensive growth development strategy.

Ultimately, the decision to implement a new development strategy and
to undertake the necessary economic structural change will be based on the
political leadership's willingness to give up some degree of political control
for economic efficiency. Failure to resolve the conflict between the two has
stymied structural change because the shape of the structure depends on how
the economy is to be controlled. Until the Soviets resolve this economic
management problem, it will be almost impossible to move onto the issues of

structure and development strategy.
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One maj.) ,ource of economic inefficiency witf‘n'.ﬁ the Soviet system is
duplication of je,ponsibility both within the state structure and between
state and party aitities. It is also a major barrier to the introduction of
market-type mecnan{sms, osecause such policies would entail at least some
loosening of po)itjcal control over economic management.

At the gymy time that the Party leadership at all levels realizes the
risk of reducing efficiency through too detailed political control, it is also
convinced of the reed to infuse political direction into the efforts of even
the smallest ecqnoyic unit. For the Soviets of today, the problem beccmes one
of deciding to what degree political control should be sacrificed for an
increase in ecopgnic efficiency. This would entail some adjustments in
political percepipns if they wish to attempt structural change and implement
an intensive grqwih strategy. The challenge is whether this can be carried
out without befng seen as a threat to the party itself. It is uncertain
whether the party is willing to mandate change that would, to some degree,
reduce its contrgl over the economic mechanism.

c. Debate Qvey Alternatives

Soviet acgnomists have responded to the call for solutions to the
USSR's sluggish economic performance with a wide range of proposals for
change, such as ghifts in resource allocations, programs to enhance labor
productivity, anj reorganization. These proposals form the bulk of options
open to the leadership for consideration. However, there is no one thread of
consistency running throughout the leadership that would allow them to be
grouped or neat]y ;lassified on the various positions taken on these issues.

There ara many among the leadership who still express support for

continued high.pr]or'lty investment in heavy industry, despite the need to
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prbmote intensive growth and its requirements. Before his removal from the
Secretariat at the November 1982 Plenum, Kirilenko, in his public statements,
had placed considerable stress on the heavy industry sector, as has
Shcherbitskiy, Tikhonov, and Ustinbv.

On the other hand, Chernenko's public statements tend to place
-relatively strong emphasis on the need for more investment in and greater
promotion .of consumer sectors, such as light industry and agriculture. This
may partially reflect his call to the party.to stay in tune to the populace
and prove to the consumer that the regime can provide for his needs. It is
also the primary means of providing material incentives required to increase
labor productivity. Chernenko defends this position by maintaining that if
popular needs are ignored for the sake of production, not only people but
production will suffer, too. 1In this connection, Chernenko has been the major
spokesman for the "Food Program," which calls for large fnvestments in
agriculture and 1its infrastructure.’ Gorbachev, the Central Comnittee
secretary in charge of agriculture, has also emphasized the needs of the
agriculture sector, as well as the newly appointed full member of the
Politburo, Aliyev.

The investment priority issue divides those who favor continued high
growth in defense expenditures and those who appear to consider slower
military growth as desirable. A policy favoring slower military growth would
allow reallocation of investment funds within the economy to promote growth in
other sectors. One argument being made in the Soviet Union is that if the
defense sector grows more slowly now, to allow the other sectors to catch up,
they will be better able to support the defense effort and will allow for even

greater growth in the defense sector in the future.
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On the other hand, some among the Soviet military establishment have
been concerned about reduced investment in industry because of the impact this
would have on future production capabilities to support the military. The
investment plan in defense production has been criticized, fearing that
development of future weapon systems is not being adequately provided for.

These views were firmly reiterated in a 9 December 1982 article in
Krasnaya Zvezda by Major General Gurov. This latest article, however, was
balanced by a call for cost-effective use of the resources that are made
available to the defense sector. This position ties in very closely with that
of Ustinov and the late Brezhnev in their attempts to reassure the military
establishment that defense remains the first objective of the nation and to
reaffirm the correctness of party Aeconomic policy and the ability of that
policy to adequately meet defense needs. Brezhnev, in an unusual appearance
before military generals on 27 October 1982, seemed to respond to some
military concerns by pointing out that competition in military technology has
“sharply ini’.ensified," and it would be "inadmissable to lag in this
competition." At the same time, though, Brezhnev asserted that the party was
providing for the military's existing needs and that they should make the best
use of what they were given. In addition, Ustinov in a 12 July 1982 Pravda
article, and again in a November 1982 Kommunist (No. 11) article, stressed the
party's leading role 1in military affairs and policies, and that the
correctness of such policies, including economic policies, was indisputable.

Interestingly, in this debate on investment issues, Andropov currently
appears to be straddling the fence. Although he has supported heavy industry
in the past, his present emphasis appears to be on those areas required to

break bottlenecks in the economy, such as transportation, unfinished
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construction, and retooling and modernization of machinery. The Food Program
1

is still considered important, but it seems to have lost some ground since

a long-term program not intended or designed

to provide immediate, quick fixes for agricultural problems. The primary

Brezhnev's death, -and is seen as

emphasis now appears to be focused on agricultural infrastructure and food-
producing indﬁstries, rather than on direct investment in agriculture itself,
On the other hand, Andropov's repeated emphasis on the need to approach the
issues of detente and arms control from a position of military strength, and
his strong reaffirmation of support for the military and of the need to
provide for adequate defense, suggest continued support for these objectives
in the future. This rather balanced approach on investment issues provides
Andropov with considerable flexibility by not ruling out, early on, some of
the policy options which the 1leadership can use to approach the problems
involved in the stagnating economic situation.

With 1ittle shift in investment among sectors expected in at least the
short term, the various leadership -positions on the problem of ‘productivity
take on added significance. Traditional exhortations to the worker, increased
propaganda and party agitation, and idgo]ogical motivation are still
- prescribed by some leaders; however, many leaders, feel that stronger measures
will be needed to achieve results. Such measures include negative as well as
positive 1incentives which that workers to increase production. Some
suggestions, such as the “1ink" system of agricultural production, which ties
the worker's income directly to his production, have the added benefit of
promoting worker and manager responsibility for production.

Since his promotion to General Secretary, Andropov has approved a

nunber of measures that appear to be quite innovative in their attempt to
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raise productivity in the short term. In addition to giving the green 1ight
to agricultural "links," Andropov has also increased the use of local markets
as distribution points for food which is perishable and which suffers great
losses in transportation and from inadequate storage facilities.

Andropov, also appears to bg¢ focusing on improving performance in the
industrial sector by linking higher wages to increases in labor productivity
and by improving industrial management.* In addition, Andropov's early
personnel shifts suggest a tough new crackdown on economic corruption,
blackmarketing, and Tow levels of labor discipline.

In terms of implementing the strategy of intensive growth, the
continued emphasis on military growth, in the short term at least, will
reinforce investment priorities for heavy industry and the military complex.
Reallocation of investment funds is therefore highly unlikely. Sectoral
priorities will most likely remain relatively stable, as a result, for the
remainder of the Eleventh Five-Year Plan period. The benefits to be derived
from implementation of intensive growth in the short term will depend largely
on any gains to be realized from the measures put forward by Andropov to
increase labor productivity and managerial efficienéy. Long run growth will
depend on Soviet ability to effect structural change.

None of the top Soviet leaders in the Politburo and Secretariat have
expressed opposition to the party's overall directing role in the economy.

Many of them have even endorsed a stronger party role in economic management.

*Andropov has proposed changes in the wage fund which are designed to
increase the output of consumer goods by the machinery sector (whose primary
output is military hardware and capital goods) without requiring either
changes in existing priorities or changes in resource allocation. Further,
his recent removal of the Minister of Railroads can be seen as a warning to
other industrial managers to improve the efficiency and responsiveness of
their organizations (or, in Soviet terms, greater discipline).
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Increased .party participation is viewed not only by the top leadership but by
lower Party levels as well as a solution to overcoming bureaucratic inertia
and red tape found throughout the centralized ministerial structure. Other
leaders, however, are apparently .opposed to party “interference" in economic
areas, calling on the -party, instead, to provide the jdeological impetus for
improving economic performance.

The highly centrali..d, ministerially organized economic ‘structure has
been ‘considerably resistant to change, both to the structure and its system of
‘operation. Part of the reason is the ability of this organization to serve
the defense- industrial complex. The structure alsc forms the power base of
the ‘ministries, who as a whole, are strongly opposed to any loss of control at
any level.

Many ‘of -the top leadership, however, appear to be supporting various
forms of decentralization, -giving greater decisionmaking - responsibilities to
Jower levels for microeconomic decisions. "“Changes .such as these, have in
general been resisted by ‘ministerial officials. The latest organi zational
proposal , - the rayon’ agro-industrial -complex has ‘caused considerable debate
among -top Party and ministerial officials alike.

Andropov's public -statements on the jssue -of -economic management
appears to reflect his experience in Hungary as Soviet ambassador prior to, as
well as after, the 1956 uprising. While advocating stricter and tighter
discipline among leaders, managers, and workers, he 'seems to support -greater
decentralization -of .decisionmaking and responsibility for economic production

at the lower levels of economic management. -While in Hungary, he oversaw the
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institution of the New Economic Mechanism (NEM)* that gave new life to the
Hungarian economy. In his speech at the 1982 November Plenum, Andropov
emphasized those aspecté of the economy that require change. He noted that
the transition to intenzive econo%ic development is proceding too "slowly.
White emphasizing that planning gpd management from the center must improve,
Andropov acknowledged that more independence should be granted to associations
and to industrial and agricultural enterprises at the microeconomic level,
with the provision that their responsibility must be increased as well. The
major macroeconomic decisions would remain at the top levels of decisionmaking
and would be highly centralized. This idea is the fundamental underpinning of
the NEM concept, that incorporates many of the changes that would be
necessary to implement intensive growth.

In addition, Andropov gives heavy consideration to implementing the
reforms that the Soviets have already achieved on paper but not in practice.
The recent measures on consumer goods and wage funds reinforce this pattern.
Such measures could be quite effective while giving the 1eadershiﬁ greater
time to consider major structural adjustments over the long run.

5. CONCLUSIONS: SOVIET UNION

The Soviet leadership currently is faced with difficult decisions about
the future course of the economy while sustaining its military effort. The
slowing of economic growth because of low productivity, among other reasons,
endangers the long-term objective of maintaining a military force capable of

providing a base for Soviet international legitimacy. Unless the Soviets are

*The NEM is an experiment in decentralization which allows the use of
indirect economic regulation through market forces at the microeconomic level,
while still providing for formulation of state plans and determination of
macroeconomic goals by central authorities.
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able to improve the economic system, their ability to. sustain growth in the
defense sector will be undermined, particularly in the long run. To achieve
their objective, the Soviets will need to realize a rate of economic growth
capable of sustaining the desired level of defense growth.

The development strategy necessary to improve economic growth requires
fundamental changes to the economic system. Past attempts at increasing
growth by only marginal changes have not been successful. The top Soviet
leadership has not only generally recognized the need for a new development
strategy based on higher productivity but has looked and continues to look at
the various options for instituting changes in the economic structure in order
to implement the development strategy. In addition to focusing on increased
productivity and better use of resources in general, this strategy stresses
increased responsibility and responsiveness at all levels in the economic
system. A

Such changes are likely to be resisted and to generate economic management
conflict. Successful implementation will require a leadership willing to
force the system to change. Despite initial resistance to structural change,
military and defense industrial managers could eventually ‘be convinced to
promote the implementation of structural changes when it becomes apparent to
them that future growth in defense production is dependent on sustained
overall economic growth.

In the short run (3 to 5 years), changes in economic priorities and
policies, especially with respect to defense, are not expected to occur.
Growth in defense spending will continue during the rest of the 1lth FYP
(1981-85) at 8 to 9 percent in current prices. Any significant alteration or

shift in resource allocations would require major changes in the middle of the
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11th FYP, and although not without precedent, it -would be more typical of
Soviet decisionmakers to include such changes, if they occur, in the .12th FYP
(1986-90). In addition, Soviet systemic -inertia-and considerable resistance
. to change, both of which would nged to be overcome, argue against any radical
changes being conceived and implemented within-the shorter timeframe.

In the medium term (5 to 10 years), the required growth in other
economic sectors- needed to stabilize the economy could mean slightly smaller
increases in the defense sector, in order for defense growth ‘to continue to
increase in the long term. If changes are brought about in the 12th FYP, the
time needed to implement them and to get the economy back:on course will
probably -show little visible results in improving actual economic performance
for .the mext 8 to 10 years. During this time, the economy most likely will
..experience continued stagnation, as bureaucratic -inertia -and resistance is
overcome and new behavioral patterns are developed in the management strata.

In the long run (10 to 20 years), the only real solution to the
economic growth -probtem will. -be -structural changes which .allow for -sustained
economic growth. Such changes would provide for continued and higher ‘growth

in defense production in the future.
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6. INTRODUCTION: PRC

Change is evident in China's search for the correct formula for successful
modernization, and in the country's interaction with the rest of the world.
Since the early 1960s Chinese leaders have stressed the continuity of their
policy: strategic independence, economic self-reliance, and opposition to
hegemonism. Both change and continuity exist as China's post-Mao leadership
has attempted to - overcome numerous economic problems by reform and
reorganization--both internally and with help from abroad.

China's general economic objective is to quadruple the gross annual
value of industrial and agricultural production by the year 2000. To achieve
this objective, it would have to have an average annual increase rate of over
7 percent throughout the entire period. Agriculture, energy, transportation,
education, and science are the major targets for economic development in the
first decade and serve as the basis for future development in the second
decade.

To meet even the limited goals of its current Five Year Plan (1981-85),
formidible problems of inflation, unemployment, energy shortages, budget
deficits, and a difficult world market will have to be overcome. Beijing is
searching for the best combination of c¢entral planning and market-oriented
reforms that will increase productivity, raise living standards, and improve
technology without exacerbating the problem areas.

The plan for the domestic economy in 1983 shows a modest growth,
indicating a concern for improving efficiency rather than short-term gains in
output. For example, the Chinese expect industrial production to rise by 4

percent, and the productior of selected steel products will be cut to
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reduce inventories while grain and cotton output are projected to rise by just

over 2 percen

t. In addition, slow growth in the energy sector (a 3-percent

increase in coal) may be a constraint on the already modest targets. The

following other points address.major areas of the economic outlook for 1983:

N

Inflation is expected to-continue at about 10 percent, some six
points above Chinese estimates.

Steps will be continued to correct the supply system problems
and to build up its infrastructure, but will not achieve success
in overcoming unwanted inventories unless they target economic
demand instead of gross output.

Beijing will continue to incur substantial budget deficits until
the government- begins to halt or reduce price subsidies to
peasants and wage subsidies to urban workers.

Rising consumer expectations from the earlier increases in the
standard of 1iving will cause concerns.

Unemployment will be an increasing problem in 1983, as jobs must
be found each year for 5-6 million high school and college
graduates as well as for former employees of obsolete and
wasteful factories closed down as part of the economic
readjustment.

China's irrational price system will continue to hamper progres-
sfon until Beijing changes its price system to more accurately
reflect the relative scarcities of commodities.

Current plans to restrict the population to 1.2 billion by the
year 2000 appear unrealistic, particularly in 1983, when the
population will grow to more than the 14-million target.

N
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- The current international recession will pose difficulties in

- China's meeting its goal of maintaining and expanding access to
Hes;tern markets, especially as other nations put up trade
protection barriers.

- China will continue to encourage foreign investment through
joint ventures, cooperative production projects, '~ and
compensation trade.

- China's capacity to absorb foreign technology will remain
constrained by shortages of qualified managers and technical
people.

Perhaps the largest problem facing the central leadership will be
efficient implementation of the plan by industrial and commercial managers.
Often opposing interests of loca)l and central authorities cause a seemingly
permanent dilemma. Beijing, for example, likely will find it very hard to cut
back local dinvestment spending.  Although some gains in control have been
made, the central leadership must continuousiy keep controls tight if they
expect to meet their goals.

7. CHINESE ECONOMIC MODERNIZATION
a. Post-Mao Planning, Policy, and Problems

Economic modernization requires the establishment of a reasonably
well-conceived set of plans and policies in order to be effective. In
addition, stability or at least careful transition is needed over the long run
to provide continuity without the costs of mismanagement. In China's case,
however, no single consistent development strategy has prevailed for very

long, with policy shifts occurring almost constantly from one period to
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another. As a result, sectér priorities, modernization techniques, and
management organization have all changed dramatically--often very quickly.

Following the death of Mao in September 1976, and the subsequent purge
of .the "Gang of Four," the "Four Modernizations" economic development program
promoted in 1975 by Zhou Enlai was reinstated to recoup the losses of the
Cultural Revolution. This program prioritized the four major economic
sectors, with agriculture first, followed by industry, science and technology,
and national defense. The ambitious 1976-85 10-year plan (announced in 1978}
proposed massive acquisitions of Western machinery and technology coupled with
‘a movement away from the long standing position against incurring foreign debt
and collaborating with foreign companies in joint ventures. Formal commercial
links were expanded to promote trade, thousands of students were sent to
Western schools, and Western experts and firms were invited to conduct
industrial seminars. The new open-door policy was begun at an opportune time

. because industrialized countries - were experiencing tagging growth rates at
home. ‘

The "great leap outward" policy brought dramatic increases in totalv
trade, but the Chinese incurred large deficits. Shortages of experienced
engineers and managers, the lack of an adequate infrastructure, coupled with
financial constraints.all, limited China's capacity to absorb Western impbrts.
Wwhen it became obvious that the goals were much too high and virtually
impossible to reach, however, a new plan known as the Three Year Retrencﬁment
(1979-81) -was . adopted. This scheme suspended many -contracts ‘with Japan,
France, ‘and West Germany and ordered a moratorium on new major contracts,

shifting capital -investment in the metallurgical, chemical, and- machine
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building industries to shorter term increases in agriculture and 1light
industries in order to obtain a more balanced economy and faster development.

In June 1979, the leadership established new organizations to manage
foreign investment and trade and adopted new measures to encourage foreign
investments and to lure foreign private capital. A further cutback in the
heavy industrial area came in 1980. This new flexible, pragmatic policy of
spurring Western technology within its limits of ability to pay and absorb
appears to be working: trade has a positive balance which provides funds to
obtain new equipment; limited capital construction investment has been
renewed; the pace of modernization is increasing; and China continues to avoid
overdependence on any other country. Nevertheless, a number of factors will
continue to hinder progress:

- The demand for higher living standards will tend to curb the
growth of food exports. '

- The pressures of domestic demand and inadequate production
capacity will limit the growth of 1ight industrial
manufacturing, particularly at the higher end of the technology
scale.

- Rising protectionism by Western countries will hinder expansion
of textile exports.

- Thé long lead time necessary to increase crude o0il production
plus a substantial rise in domestic demand will inhibit the
rapid growth of petroleum exports.

China's leaders 1likely will continue to suffer economic setbacks,
while policy shifts will be constantly required to adjust and adapt ideas to
fit seemingly endless problems. It appears, however, that if the current
pragmatic Tleadership (or 1its successors) maintains control, significant

advancement will be possible. 70
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b. Sixth Five Year Plan

Since the idea of S5-year plans was borrowed from the Soviet Union in
the early 1950s, China has lived through five generations of 5-year plans.
Two were ignored, two were discarded by the "red tides" of the Great Leap
Forward and the Cultural Revolution, leaving one lasting 2 1/2 years--the
first (it covered the 1953-57 period, but was not published until 1955}. The
current plan is the sixth and covers the period 1981-85, although it was only
promulgated in December 1982. After 2 years of debating the issues -and
monitoring austerity measures, the Chinese feel the plan is realistic enough
to work.

‘The major economic goal established in the fall of 1982 by the 12th
National Party Congress was to quadruple the total. annual output value of
industry and agriculture within 20 years. The Sixth Five Year Plan is to lay
a solid foundation--the more important features include:

- A modest projected industrial and agricultural growth rate of 4
to 5 percent per year.

- A state budget running a small annual deficit, with expenditures
rising at 3.3 percent per year. Capital outlays are projected
“to stay relatively flat at US $24 billion per year but with the

‘portion devoted to key central projects increased.

Nearly 40 percent of total capital investment is targeted for
the bottlenecked energy and transport sectors of the economy.

- An 8.7 percent average annual increase in foreign trade.
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- High attention to the issues of production efficiency increases
and product quality increases as reflected by a targeted 2-per-
cent annual increase in labor productivity and a 2.6-to 3.5-per-
cent decrease in energy consumption per unit of output.

- Measured reforms 1in wages, prices, and taxes to stimulate
productivity.

- Moderate improvements in social welfare and living standards
(the goal is to keep them commensurate with the pace of economic
growth).

The overall tone as well as the specific targets distinguish the Sixth
Five Year Plan from earlier ones. There is a notable absence of political
rhetoric and a definite fostering of more realistic targets.

The plan stresses technical transformation of existing enterprises and
increasing production by tapping existing potential as opposed to building new
enterprises and expanding startups. This will be done by bringing science and
technology into full partnership with the production progress, which, in turn,
'will be developed through the training of professionals and the education of
workers.

Finally, the plan stipulates three important measures for the next
3 years:

- Replacement of profit-delivery with fixed taxation to give
enterprises the incentive to strive for good business results.

- Full planning for the role of cities in the field of economic
organization (to 1imit separation of urban and rural areas and

to limit the number of leaders involved).
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- Reforming the commodity circulation system to promote commodity
production and exchange (de§e1opment of a state-owned collective
individual commerce and self-marketing mechanism).

The goal of the Sixth Five Year Plan {is efficiency leading to faster
growth in improving economic. conditions, and the results of the past 2 years
show. a good beginning. . To quadruple agricultural and .industrial -production by
the year 2000 will require an annual growth rate of over 8 percent from 1986
through.2000. This,-in turn, will require a sixfold to eightfold increase in

--energy. production over.that same -period. It is doubtful that the Chinese will
be able to overcome the energy constraint. Moreover, expansion of the
production base. will make it increasingly difficult to raise the economic
. growth rate. The Chinese apparently realize ‘that the only real ‘wiy to over-
come this constraint 1is to . increase production rapidly .through technical
- innovations.throughout the economy in all of the‘existing; 400,000 ent;erprises.
Since -the- Chinese are short of both financial and managerial/technical human
resources,. total technical .transformation will be difficult to obtain.
- Although. sTow .and steady progress will be made, the. quadryp]ing goal unlikely
will be met.

c.. Government Reorganization
The 12th Chinese Communist Party Central Committee in early September
instituted several organizational and personnel changes that will advance the
- political goals of de.facto leader Deng Xiaoping and strengthen the-authority
of his proteges. - These changes represent a major step in the consolidation of
power -of Deng and his. reformist wing of Tleadership. However, party

conservatives -apparently gathered - enough strength to block some of
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Deng's key objectives. He has restructured the party to preclude an
overconcentration of power in the hands of a few leaders, but he did not
achieve significant immediate success in turning over the reins to a younger
group of successors. The 12th National Party Congress achieved not only
organizational changes that should help the reformists to solidify their
economic policy line but also personnel changes that reflect the degree of
their accomplishments.
d. 1982 Economic Performance

According to Chinese announcements, the value of China's “total
product of society,” roughly equivalent to gross national product, increased
in 1982 by 9 percent compared to 1981. Agricultural production attained a
record 11 percent growth in value with grain production reacning 353 million
metric tons--8.7 percent more than 1981 and 6.4 percent over the previous
record set in 1979. China's industrial output increased at a 7.7-percent
rate, but heavy industry, which had a planned growth rate of only 1 percent,
grew at a suprisingly high 9.9 percent and created extra demands of the
infrastructure. In addition, China finished the year with a healthy trade
surplus and a decreased budget deficit.

Capital construction investment was far beyond desired levels and grew
by about 25 percent, with budget-financed capital construction investment
dropping below 50 percent of total ;apita] investment. The share held by
heavy industry increased significantly while the priority sectors of educa-
tion, agriculture, science, and energy declined. Industrial capacity was
expanded during 1982 despite the apparent inefficiencies tied to over 41 per-
cent of scheduled projects remaining unfinished and more than a quarter of

newly added fixed assets failing to go into operation by year end.
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Domestic retail sales rose by 7.3 percent in real terms, while retail
prices remained relatively stable with only a Z-percént growth during the
year, much less than the announced growth in per-capita incomes of 13 percent
for the rural population and 5.8 percent for those in urban areas. Jobs were
found for 6.7 million people, and the population grew 1.45 percent, an
increase over the 1981 rate of 1.4 percent.

Most gains in economic' efficiency came from the agricultural sector
which flourished at 7 percent above plan and 11 percent higher than in 1981.
This progress can be largely attributed to good weather and the awarding of
jncentives to boost production by 1inking income more directly with increased
output, expanding the farmer“s decisionmaking power, .and giving him a freer
hand in marketing own-quota production.

Industrial output exceeded the state plan_ by -3.7 percent and the 1981
output  level by 7.7 percent. Light industry production growth of 5.7 percent
was greatly overshadowed by heavy industrial output, which kept 1light
industry's share of the grogs value of industrial output to only barely above
50 percent.

The Chinese claim to have shrunk their budget deficit from US $11.6
billion in 1979 to about $1.8 billion in 1982. However, much of this decrease
appears to have come from creative accounting techniques such as counting
revenue bond sales, foreign loans, and transfers from localities with budget
surpluses. Nevertheless, state revenue was greater than expected because
income from taxation exceeded the targeted level. Revenue for transportation
increased in 1982 as well, but that from industrial enterprise stayed at the

1981 level. This added revenue was quickly used up by a large rise in
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spending on culture, education, public health, administrative costs, and in
outlays for agricultural incentives. In all, the deficit was not as high as
in recent years.

Supply shortages continued in 1982. Aggravated by China's inefficient
distribution system, factories have been closed down for relatively long
periods because of shortages of raw materials or other inputs. Shortages of
consumer goods forced consumers to save recent income gains, as indicated by
the striking growth in bank deposits of 31.5 percent in urban and 44.5 percent
in rural areas from 1978 to 1982. In contrast, the industrial system
encourages unneeded production. By targeting gross output value instead of
economic demand, unwanted inventories have accumulated in many areas; for
example, selected finished steel products. In spite of the continuing
hindrances to a better economic system, China made new successes in its
national economy in. 1982 because of the full-scale implementation of
}eadjustments, restrictions, and reorganizations.

8. CHINESE CIVIL BASIC INDUSTRY TRENDS
a. Energy Production
(1) Fuels

China made modest progress in increasing overall energy output in
1982, but natural gas production was down again for the third year in a row as
shown in table 25. The 1982 statistics reflect government policy in the Sixth
Five Year Plan (SFYP) to emphasize the coal sector while maintaining the
current level of oil production, at least until 1985. Natural gas is stiN

only a minor energy source except in Sichuan Province.
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Table 25
PRC Energy Production (1970-82)
1970-78 1979 1980 1981 1982

Coal (million metric tons) 330-618.0 635.0 620.0 620.0 666.0
0i1 (million metric tons) 30-104.0 106.2 105.9 101.2* 102.1
Natural Gas (billion m3) 3-14.3 14.5 14.3 J12.7* 11.9
Electric Power (billion 107-256 280 301 309 . 325

kilowatt hours)

*Revised figures.

Beijing's projections in the plan call for an overall annual
growth in industrial production of 4-5 percent and a concurrent growth in
energy output of only 1.4 percent. -The government recognizes that these
growth rates are incompatible and decided that the difference will have to be
‘made up through conservation of energy--oil in particular. In fact, Beijing
currently gives energy conservation a higher priority than energy resource
development. In the past, China encouraged ‘the growth of small, native-
designed industrial plants all over the country, a practice that bred
inefficiency and waste. Current plans are to shut down or merge plants that
waste energy; to renovate, where possible, using energy efficient technology;
to substitute coal for oil in- heavy industry; and to make fuels more expensive
at the -local level. Beijing hopes to reduce oil consumption by 20 million
metric tons a year by 1990.

Beijing's commitment to maintaining a coal-based economy fis
predicated upon large proven coal reserves that are accessible and convenient

to actual and potential consumers. Emphasis in the Sixth Five Year Plan will
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be an increasing coal production at existing mines through mechanization, mine
consolidation, and improved administration. Target provinces include Shanxi,
Hebei, Nei Monggol, Liaoning, Anhui, and Shandong. The production goal for
1985 is 700 million metric tons. New coal bases, currently planned or under
development, will not provide any significant output before 1985, but are
projected to be a major factor in China's push to double coal production by
the end of the century.

In April 1983, Beijing announced that China would build its first
coal slurry pipeline, between the Jungar opencut coal mine in Nei Monggol and
the coal port at Qinhuangdao. The pipeline will also serve a new Shanxi mine
at Pingshuo. Both of these mines are new coal bases under development. The
pipeline will be more than 700 kilometers long and carry up to 30 million
metric tons of coal per year. Beijing has expressed interest in building
several other coal slurry pipelines to supplement rail transport, a bottleneck
that continues to hamper movement of coal from mine to consumer. As in other
industrial sectors, foreign loans and technical assistance remain crucial in
China's plans to modernize its coal industry.

There were a few noteworthy developments in the oil sector in
1982. China managed to increase oil output slightly, but no major increases
are expected in the next 3 yearsf Beijing committed itself only to maintain-
ing 0il1 production at the 100-million-metric-ton-per-year level through 1985.

The recent drop in crude oil prices and the subsequent loss of
export earnings will hurt China's efforts to acquire foreign technology and

assistance. In 1982, the PRC exported nearly 20 million metric tons of crude
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- 0i1 and refined petroleum products valued at more than US $5 billion. In
1983, foreign exchange earnings from the same export level will drop about
$700 million. '

‘Beijing continues to negotiate with foreign oil companies seeking
offshore exploration and development rights in the South China Sea. Progress
toward successful agreements “has been slowed most recently by the problem of
dividing production and brofits. Furthermore, the continuing worldwide crude
oil surplus, uncertainty over future crude oil pricing, and oil company budget
constraints make the Chinese offshore somewhat less attractive than it was in
1980 and 1981. Nevertheless, a possible breakthrough occurred in May 1983,
_when China awarded an offshore concession to a five-member consortium headed
by British Petroleum. No details on the contract are presently available and,
although no US firms were -involved, the agreement ma; provide an adequate
model for other contracts and hasten conclusion of negotiations for other
concessions.

In other offshore activity, a joint Japanese and Chinese venture
continued to drill successfully in Bo Hai, and thé French company, Total,
announced its first commercial-scale oil discovery in the Tonkin Gulf. Both
groups could be producing oil by 1986. The only US firm to have signed an
offshore exploration and development contract with the PRC began its first
well off the southern coast of Hainan in January 1983.

(2) Electric Power

Electric power capacity and production rose again in 1982, but

power shortages are still widespread. Growth of the electric power sector has

been unable to keep pace with the increasing demand for electricity.
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Although many large powerplants are under construction and the transmission
system is being expanded and improved, inadequate power supplies will hamper
the economy for several years.

Development of the electric power sector has a high priority, and
the SFYP provides for increased exploitation of China's enormous hydroelectric
potential and extensive coal deposits. The plan calls for construction to
begin or continue on 15 large hydroelectric powerplants and 45 large thermal
powerplants, mostly coal fired. Numerous small- and medium-size hydroelectric
and thermal powerplants will also be built. In addition, construction will
start soon on China's first nuclear powerplant, a small domestically designed
plant south of Shanghai. A larger imported nuclear plant will probably be
built near Hong Kong. A1l of these plants will add nearly 40,000,000
kilowatts of generating capacity when “completed; however, only about
12,900,000 kilowatts of this will be in operation by the end of the current
Five Year Plan. China's generating capacity at the end of 1982 was about
70,000,000 kilowatts.

China's present electric power transmission system of unconnected
regional, provincial, and local networks, using mainly 220-kilovolt and
smaller Tines, is inadequate. These networks will be interconnected to form a
unified, more efficient national network. Several 500-kilovolt transmission
lines have recently been built or are under construction, and more will .be
required to transmit power from the new powerplants now under construction to
distant consumers. The use of high-voltage direct-current transmission is
also planned. This method is more efficient and less expensive for trans-
mitting large amounts of power over long distances than the normal alternating

current method.
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Until China's electric power system can be sufficiently expanded
and modernized, power shortages will continue to plague many areas. Stringent
conservation measures will be necessary.

b. Strategic Metal Industries
(1} Introduction

The strategic metal industries will remain vital to Chinese
economic development. Despite high priorities for development, the steel,
aluminum, and copper industries encounter major problems reéulting from poor
plant design, inadequate and outdated technology, and a chronic lack of
developmental capital. Table 26 provides data on metal production from 1977
through 1982.

(2) Steel Industry

The expansion and improvement of the steel industry remains
critical to Chinese modernization plans. Although China produced about 4 per-
cent more steel in 1982 than in 1981, the increase merely reflected a return
to the 19_80 Tevel of production. This was proceded by a l-year downturn,
created by the emphasis of the retrenchment period on light rather than heavy
industry.

To insure a future increase 1in steel production capacity,
construction of the new Baoshan Iron and Steel P'Iaﬁt is continuing. Upon
completion of the first stage, probably in 1985, that plant is expected to
provide an additional 3 million metric tons of steel, almost 9 percent of
China's current production.

A policy of renovating existing steel plants to increase produc-
tion and/or product quality has also been announced. Although the size of the
investment has not been determined, plans have been revealed to improve some
of China's most important steel-producing facilities, su;:h as Anshan, Benxi,
Ma'anshan, and Beijing Shoudu. 81
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Aluminum
(refined)

Copper
{refined)

Steel (semi-
finished)

*Not available.

1977
400,000

300,000

23,740,000

Table 26

China Metals Production

1978
400,000

300,000

31,780,000

(metric tons)

1979
415,000

320,000

34,480,000

1980
415,000

320,000

37,120,000

1981
415,000

320,000

35,600,000

1982

37,150,000
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A shift of emphasis-~from the production of carbon steel to the
produqtion of speciality steels--has also been reported. An increase in the
produ(;tion of alloys, stainless steels, and other specialty steels will reduce
China's import requirements and provide many of the materials critical to the
development of the aerospace and other specialized industries.

{3) Aluminum Industry

The Chinese aluminum industry has experienced substantial growth
through significant expansion of existing facilities and the construction of
new plants. The industry has been consistently unsuccessful in satisfying
domestic needs, however, and China must continue to import‘refined aluminum.
China's current structure of industrial.priorities--emphasizing light rather
than heavy industry--does not assist the aluminum industry's development.
Since the Chinese leadership apparently recognizes the importance of aluminum
a; a strategic material vital to both military and civilian industries, it is
anticipated that this industry will receive emphasis, including attempts ;‘.o
obtain infusions of foreign capital, gquipment, and technology. An example of
such emphasis and - foreign aid is the 80,000-ton-per-year aluminum refinery
completed by a Japanese firm at Guiyang in Guizhou Province. '

(4) Copper Industry

The Chinese consider copper to be one of the more 1mportanAt areas

for expansion in their heavy industry program, as evidenced by'the recently

completed copper smelter in Tongling. However, future expansion will be
highly dependent on foreign aid and the acquisition of new technology. More-
over, China probably will promote development of 1its copper industry by

employing methods to reduce the strain on capital investment funds. These
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methods include seeking loans at reduced interest rates, joint ventures with
other nations, and exchanges of raw material for foreign technology and
industrial hardware. Like the aluminum industry, copper imports will continue
at a high level, currently about one-third of the PRC consumption, because of
chronic domestic inability to satisfy demand.
9. CHINESE INTERNATIONAL ASPECTS
a. Economic Assistance Provided

China continued to restrict its economic aid extensions to 1less
developed countries (LDCs) in 1982 by halving again what it had reduced by
almost 80 percent in 1981 as shown in table 27. Fluctuations in aid
extensions have characterized the Chinese record of the past 10 years. The
early 1970s showed an annual commitment above the 10-year average annual
extension amount of slightly above $250 million. The smaller extensions of
aid since 1976, with the exception of the 1980 rebound, reflect the country's
apparent decision to minimize overseas expenditures.

Table 27

China: Economic Aid Extended to Foreign Free World Countries
(mil1ions of US dollars)

Year Value
1973 ] 600
1974 282
1975 410
1976 181
1977 210
1978 219
1979 125
1980 402
1981 77
1982 (tentative) 41
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The PRC's interest in the developing countries of Africa and Asia’ is
an attempt to check the Soviet's drive for expansion, increase commercial
markets, and gain multicountry support for international issues. As table 28
indicates, China's assistance to Africa in the last decade was some 65 percent
of all its aid for LDCs. That assistance, however, has been decreasing in
both the North African and Sub-Saharan sectors as aid to South Asia and the
Middle East has correspondingly ilncreased.

Table 28
China: Geographic Distribution of

Economic Aid Extensions, 1973-82
(millions of US dollars)

Amount of Aid Extensions Percent of Total

Region . 1973-82 1978-82 1982 1973-82 1978-82 19
North Africa 175 20 0 7 2 1]
Sub-Saharan Africa 1,480 430 10 58 50 25
East Asia ) 90 65 0 4 8 0
Europe 0 0 0 0 0 0
Latin America 25 5 0 0 1 0
Middle East 200 125 0 8 14 0
South Asia 580 220 30 23 25 75

TOTAL 2,550 865 .40 100 100 100

A closely related Chinese assistance activity is the number of economic
technicians placed in host countries. Although there are domestic constraints,
China increased its presence in less-developed countries last year, bringing the
total back up to the 1978 level as shown in table.29. Part of the reason for
this 1is that China is reimbursed for some construction workers. Although
technician support 1is basically a commercial venture, the number of workers is

included in the compilation of economic technicians.
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Table 29

China: Economic Technicians in
Foreign Free World Countries, 1973-82

Number of

Year Technicians
1973 23,000
1974 23,000
1975 25,000
1976 20,000
1977 24,000
1978 22,000
1979 13,000
1980 14,000
1981 17,000
1982 22,000

The geographic distribution shown in table 30 of Chinese economic
technicians over the past decade shows a shift of emphasis from Africa to the
Middle East. By comparison, the number of Soviet economic technicians is
increasing in Africa and decreasing in the Middle East. While the total
numbers of technicians did not change appreciably from the mid-1970s to 1982,
they mask a 40-percent drop in the 1977 to 1981 period.

Table 30

China: Geographic Distribution of
Economic Technicians, 1973-82

Average Annual Number Percent of Total
of Technicians to LDCs Technicians for Period
Region 1973-82 1978-82 1982 1973-82 1978-82 1982
North Africa 925 1,285 1,915 5 7 9
Sub-Saharan Africa 15,285 10,110 6,865 74 57 32
East Asia 120 175 275 - 1 1
Europe 155 125 280 1 1 1
Latin America 100 110 40 - 1 -
Middle East : 2,990 4,805 11,090 15 27 51
South Asia 940 1,140 1,260 5 6 6
TOTAL 20,515 17,750 21,725 100 100 100
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b. Economic Assistance Received

Throughout its history, China has had a cyclical pattern of
involvement with the rest Qf the world. One explanation {s that relations
with the outside world are necessary for China to strengthen itself to resist
foreign encroachment, white the other explanation is that political, economic,
and cultural relations with foreigners contaminate society, disrupt the
political order, and reduce China's independence and sovereignty.

The recent acceptance of foreign aid began with concessional,
interest-free loans from Australia, Belgium, and Japan 1in 1979 for
agricultural and civil engineering projects, capital goods purchases, and
industrial equipment. These aid propoéals were popular with donor nations
because of their relatively small outlays and because they were potential
facilitators to entry into the Chinese market. Early this year, China
approached Japan with a much higher single loan proposal of some $5.6 bitlion
to finance one-half the cost of 12 i.ndustrial projects, including dqﬁb'le-
tracking a section of their rail system, the construction of a hydroelectric
power station, and the construction of an aluminum refinery. Al though
negotiations are continuing, Beijing believes multilateral assistance will be
more important than that received bilaterally.

China extended 1its bilateral access to funds through membership in
international development and financial organizations. Following admission to
the United Nations in 1971, China stated that per-capita gross national
product (GNP) was $450, which placed it as a donor nation to the United

Nations Development Program (UNDP). In 1979 Béijing recognized its mistake
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and formally declared the "real® figure as $210 per capita GNP--one of the
Towest in the world. As a result, China became a net recipient of UN aid and,
according to the Chinese, through 1982 had received about $230 million from
that organization to fund about 200 projects. More than 30 of the projects
have been reportedly completed and have involved such diverse sectors as
industry, agriculture, transport and communications, culture, education,
public health, population, energy resources, scientific research, and child
welfare. A specific example of this type of assistance was the set of
computers purchased with an appropriation from the UN fund for population
activities, which is being used to compile and analyze data from China's
census of July 1982.

China's membership in the International Monetary Fund and World Bank
in 1980 has already had a far-reaching impact on these organizations and on
China's role in the world economy. Because the aggregate size of a member's
economy determines 1its capital share, the PRC could eventually receive
substantial assistance at a relatively low cost to China, but at a potentially
high cost to other borrowers. Beginning in mid-1983, for example, China
qualifies for a sizable amount of the recession-reduced lending pot of the
World Bank's international development association affiliate that makes long-
term, no-interest loans to poor countries. If China were to take complete
advantage of these 1loans, less would be available for other developing
countries and a political backlash from them would likely result.

Most recently, the World Bank agreed to provide a US $70 million loan
to the Investment Bank of China to reloan to domestic enterprises for
revamping small and medium-size factories. Other loans (to US $200 million)
have been for higher education and engineering development to help alleviate

their persistent shortage of trained manpower.
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In “June 1982, the Chinese Investment Promotion meeting sponsored by
the Ministry Foreign Economic Relations and Trade and the United Nations
Industrial Development Organization was held in Guangzhou. Over 400 business-
men and personnel in banking, industry, and commerce from 23 countries and
regions participated in talks on 121 Chinese projects. Letters of intent for
70 projects were signed indicating that additional assistance will- likely be
Aforthcoming. The Beijing 1leadership clearly {s attempting to avoid
overcommitments and therefore will continue to be cautfous while at the same
time trying to obtain whatever practical at low cost.

c. China: Trade Relations

China's foreign trade has experienced dramatic 'changes in recent
years, almost doubling from $20 billion to $38.2 billion between 1978 and
1980. It almost leveled off to only a 4-percent increase in 1981, and then
almost reversed itself by falling 3 percent in 1982 as shown in table 31.
Much of this dramatic increase in trade was attributed to China's 1978 and
1979 decentralization of the foreign trade apparatus by allowing local
enterprises to engage in trade directly with foreigners. This unleashed a
large demand for Western capital and consumer goods and provided incentives
for locals to market abroad. Consequently, the government lost control over
foreign exchange expenditures, hindering central formulation of trade plans
and foreign exchange flows. The recourse taken was to require all Chinese
organizations with deposits in foreign banks to remit those deposits to the
Bank of China by March 1981. Perhaps even more important, however, was the
dramatic shift from a small trade deficit in 1979-80 to a large trade surplus
of $3.6 billfon and $6.4 billion in 1981 and 1982, respectively. This
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new trade surplus, coupled with other hard-currency earnings from such sources

as overseas remittances and tourism, enabled Beijing to plan for additional

imports and development projects that only recently were prohibitive. Part of

this new purchasing power could be felt in the national defense sector as

funds become available for military and dual-use technology and equipment.
Table 31

Chinese Trade, 1978-82
(billions of US dollars)

1978 1979 1980 1981 1982

Chinese Exports 10.1 13.5 18.9 21.6 22.4
Chinese Imports 10.3 14.4 19.3 18.0 16.0
Balance -.2 -.9 -.4 3.6 6.4
Total Trade 20.4 27.9 38.2 39.6 38.4

The trade dectine has been felt most by Communist countries, which
have moved from a 15-percent share of the total China trade market in 1978 to
a 7 percent share in 1982, with declines in both exports and imports. This
shift is illustrated in table 32. DIA expects, however, that 1983 trade with
East European countries and the USSR will rebound sharply if their new, larger
trade agreements are fulfilled. Less developed countries (LDCs) have largely
made up the share lost by the Communists duh‘ng this S5-year period, as their

market share has grown from less than one-third to 38 percent.
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Table 32
China: Percent Share of Market with Trade Partners 1978-1982

Region 1978 1979 1980 1981 1982
Non-Communist Countries
Developed Countries 54 57 57 58 55
(us) (5) (8) (13) (14) (14)
Less-Developed CO'untries 31 30 33 36 38
Communist Countries 15 13 10 6 7

China's recent trade has emphasized light industrial items such as
textiles, tires, hardware, and canned goods in return for raw and semifinished
goods such as cotton and fruits. Table 33 shows the current commodity

composition of Chinese trade for 1981, the last year complete data is

available.
Table 33
China: Commodity Composition of Trade, 1981

Exports Percent Imports Percent
Manufacturing 57 Industrial Supplies 52
Agriculture 24 Capital Goods 29
Extractive 19 Foodstuffs 16
Consumer Durables 3
TOTAL EXPORTS 100 TOTAL IMPORTS 100

On a micro level, major 1981 exports and their percent of the total were:
crude oil (15 percent), textile yarn and fabric (14 percent), clothing and
footware (11 percent), chemicals (6 percent), metals and metal products
(6 percent), petroleum products (6 percent), machinery and equipment

(4 percent), other manufactured items (10 percent), animals, meat, and fish
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(5 percent), and fruits and vegetables (5 percent). A detailed geographic
distribution of the value of exports for 1978-82 is in table 34. Imports in
1981, on- the other hand, were non-electromachinery (15 percent), grain (12
percent}, chemicals (11 percent), textile fibers (11 percent), textile fabrics
(9 percent), iron and steel {9 percent), transport equipment (5 percent), and
electric machinery (6 percent). Similar to table 34, a detailed geographic
distribution of import values for 1978-82 is in table 35.
.d. Foreign and Security Policies

China seeks to become the predominant power in Asia, and ultimately a
credible if not equal international competitor with the US and the Soviet
Union. China now lacks the economic and military elements of national power
to enable it to exert a major influence in international arenas. Instead,
China relies heavily on a constantly dynamic foreign policy and diplomacy to
safeguard ‘and further its national interests vis-a-vis the superpowers.
Security is foremost among those interests and forms the underpinnings of
Beijing's progress toward modernization goals. Since 1982, Beijing's foreign
policy has been significantly adjusted to downplay the visibility, if not the
importance, -of the US relationship and to portray itself as an independent
power capable of dealing as an equal with both the US and the Soviet Union.
This distancing from the US stems from Beijing's uncertainty over the degree
and reliability of the US commitment to security cooperation and bilater§1
relations--difficulties over Taiwan and technology transfer issues are sympto-
matic. A Chinese perception that US rhetoric exceeds its resolve in dealing
with Soviet aggressiveness--China advocates a much harder 1line--has
undoubtedly also been factored into Beijing's calculation for initiating talks

to ease tensions with the Soviet Union.
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Table 34

Exports, By Area and Country
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Table 35

China: Imports, By Area and Country
(billions of US dollars)

1978 1979 1980

WORLD 10.3 14.4 19.3
Non-Communist 8.8 12.5 17.4
Developed 7.3 10.2 13.5
East Asia & Pacific 3.6 4.5 6.1
North America 1.3 2.2 4.5

us .8 1.7 3.8
Western Europe 2.3 3.4 3.0
Less Developed 1.5 2.3 3.9
Southeast Asia .4 .9 2.0
South Asia .1 .1 .4
Middle East .2 .2 4
North Africa .1 .1 .1
Sub-Saharan Africa .2 .2 .2
Latin America .6 .8 .7
Communist 1.5 1.9 1.9
USSR 2 .3 .3
Eastern Europe 9 1.2 1.2
Other 3 .5 .4

NOTE: Figures do not add due to rounding.

94

1981
18.0
16.7

N W ot

~N w
w AN P N B o (5,0 - I e ] ~

U~ =

1982
16.0
14.7

- R WS
sowow

—



170

China has renewed its Third World strategy as part of the effort to
establish 1ts credibflity as an independent player with a constitgency of
developing nations which, collectively, and with China's assistance, can
influence the superpowers. In reality, China has given up its pretensions to
Jead the Third World and has some commonality politically with such nations.
As a major power Beijing will seek to maintain a pivotal role with respect to
both superpowers in order to develop flexibility. Beijing will, however,
continue to regard the Soviet Union as its greatest threat and likely will
remain committed to its Western orientation and affiliations for security and
modernization reasons.

Moreover, continued emphasis will be placed on acquiring Western tech-
nology and assistance for modernization. This will keep China tied to Western
markets and generally disposed toward maintaining close relations with the US,
Japan, and Europe.

The Sino-Soviet bilateral talks will continue because of the mutual
desire to relax tensions. However, neither side has changed its fundamental
perceptions of the other or its long-term goals. Beijing sees the Soviets as
following a containment strategy employing military pressures and alliances
designed to weaken China. Beijing's agreement to participate 1in
“consultations” with Moscow and to permit a widening of bilateral contacts in
selected areas is consistent with espousal of a more independent line toward

the "two superpowers." This new approach is designed to demonstrate Be1j1ng}s
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ability to deal with the Soviets from a position of strength, deny Moscow the
propaganda advantage of contrasting China's intransigence with Soviet
"overtures,” and complicate US planning with the possibility of a Sino-Soviet
rapprochement.

DIA expects any movement toward Sino-Soviet normalization to be very
slow, with step-by-step improvements contingent on reciprocal concessions from
each side. Chinese conditions include diminished Soviet support to Hanoi and
the early withdrawal of Soviet troops from Afghanistan, but DIA estimates no
significant movement in these areas. A limited, mutual troop withdrawal along
the common border and in Mongolia is a possibility, but not 1ikely in the near
term. Progress in economic and cultural relations will probably continue as
Tow-cost, politically visible means of easing tensions.

10. CHINESE MILITARY ECONOMIC TRENDS
a. Military Expenditures

Annual budgetary allocations p'rovide analytical insights into the
priority for China's modernization of its military forces. The Chinese
reveal very little useful military information in their official
pronouncements. In 1979, China unveiled its national budget for the first
time in 20 years and also provided an outline of spending for 1977 and 1978.
These announced defense expenditures and those since then are shown in table

36 along with their proportion of the Chinese national budget.
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Table 36 .

Announced Chinese Defense Spending, 1977-1983
(bi1lions of yuan*)

Announced Percentage of
Year : Defense Expenditures National Budget
1977 14.9 17.7
1978 16.8 15.1
1979 22.3 17.5
1980 19.4 16.0
1981 16.8 15.1
1982 17.9 15.7
1983** 17.9 14.2

*One yuan equals approximately US $.51.
**Planned.

The Chinese only provide a single figure for defense sbending for each
year, without elaborating on which programs have been funded and without
defining the range of defense activities. Their figures clearly represent
only a portion of total defense spending as it would be defined in the US
budget, and appear to be analogous to the single-figure defense entry in the
Soviet state budget which seriously understates actual defense spending.

.DIA estimates of Chinese defense spending differ markedly from those
reported for defense in the Chinese national budget. A building-block model
incorporating direct-cost techniques suggests that the Chinese have

understated total defense spending--as defined in US terms--by about half.
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Table 37 is an index of estimated annual military spending. These
outlays grew by over 50 percent between 1967 and 1971, apparently in response
to growing tensions with the Soviet Union. However, a significant spending
decline occurred between 1971 and 1973, which may have been associated with
the Lin Biao episode and the warming of relations with the US. Spending rose
between 1973 and 1975 as Deng Xiaoping used his influence to emphasize
military modernization and enhanced training for the forces. However, with
the purging of Deng, the Chinese ‘leadership - entered a period of
indecisiveness, and military spending appeared to hit a plateau lasting
through- 1978. Military spending soared to its highest level in 1979 as the
Chinese engaged Vietnam in a sudden and intense border war. But the war was
of brief duration, and the military has been subjected to a very austere
budget since that then.

Tabte 37

Estimated Chinesé Defense Expenditures
(indexed to 1967 Yevel)

Spending ' Spending
Year Level Year Level
1967 100 1976 > 144
1968 : 105 - 1977 142
1969 118 1978 144
1970 146 1979 164
1971 - 153 1980 48
1972 136 -1981 139
1973 134 1982 (tentative) 143
1974 138
1975 146
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Military spending in China is taking a much smaller share of the
annual state budget than it did.a decade earlier. Table 38 shows that between
1967 and 1971, defense procurement and industrial production both grew at
about the same average rate. Since 1971, industrial production has more than
doubled--driving GNP--while the estimated 1982 level of defense procurement
showed a 25-percent decline. Thus, as China's GNP has been growing, the share
allocated to the military each year has been proportionately declining. The
implication of these estimates is that military modernization has been
subordinated to deve]opment>of China's economy since the 1971-72 period.

Barring an increased Soviet threat and a reprioritization of economic
allocations, the military budget probably will continue to be limited by a
policy of austerity. The national industrialization program will ultimately
benefit the military, because greater capacity for providing China's weapon
requirements will be attained.

b. Military Weapons and Equipment Production
(1) Introduction

China has produced military weapons and equipment for its armed
forces at low levels for the last 5 years, and some production lines are
active because of export orders. Some follow-on equipment of improved design
is being produced, and other equipment is ready for serfal production;
however, these systems are still dated when compared to US and Soviet systems.
The Chinese are continuing to strive for modernization of its armed forces,
using indigenously produced equipment obtained from foreign technology rather

than relying entirely on foreign hardware.
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Table 38

Defense Procurement and Industrial Production
(indexed to 1967 levels)

Defense Industrial
Year Procurement Production
1967 100 . 100
1968 97 109
1969 115 132
1970 166 156
1971 172 173
1972 120 191
1973 123 216
1974 132 225
1975 143 248
1976’ 138 248
1977 129 284
1978 130 322
1979 162 349
1980 135 380
1981 119 395
1982 (tentative) 129 411
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Defense research and development organizations as well as the
jndustrial ministries that produce military materiel have been reorganized to
improve efficiency, to improve coordination, and in some cases to integrate
civil and military production in order to increase flexibility, save
resources, and raise efficiency.

(2) Ground

China produces over 35 ground force combat systems ranging from
tanks to rifles. The more significant systems for the period 1978-82 is shown
in table 39. The Chinese are producing two medium tank models that are
evolutionary improvements of an older design, while development of an improved
tank, ‘two light tanks, and an armored personnel carrier (APC) continues.
Towed artillery pieces similiar to Soviet models and self-propelled howitzers
of domestic design are also produced. A continuing trend in artillery
production is the emphasis on multiple rocket launchers that are mounted on
trucks or APCs. China still produces moderate quantities of towed AAA guns in
lieu of the mobile surface-to-air missile (SAM) systems adopted by most
countries. Capabilities to produce more modern armor, radar, trucks, and
artillery will increase because of aggressive acquisition of foreign tech-
nology. China's arms-export drive has resulted in the export of a significant

portion of the army materiel produced in recent years.
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Table 39
Ground Production, 1978-82

1978 1979 1980 1981 1982

Medium and Main Battle Tanks 700 1,000 500 600 1,200
Light Tanks 100 100 100 100 100
Armored Personnel Carriers 100 200 500 500 500
SP Field Artillery 20 50 10 100 100
(100-mm and up)
Towed Field Artillery 300 200 250 400 500
(100-mm and up)
Towed Field Artillery 100 100 100 100 0
{under 100-mm)
Artillery-type Rocket Launchers 400 450 450 450 450
Towed AA Artillery 1,900 2,100 2,000 1,500 1,500
(3) Naval

Construction of a variety of naval ships shown in table 40
continues but at rates considerably reduced from the immediate past. The
Chinese cancellation of the contract with the UK to modernize two Chinese
destroyers with modern missiles and electronics shows that China wishes to
develop its own weapons using modern Hestc;,rn technology, not by purchasing
Western hardware alone. "Experiments with newly developed shipboard
electronics and propulsion have been noted, but DIA expects that significant
technotogical advances 1in naval ship designs and weapons will take

considerable time.
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Table 40
Naval Ship Production, ;978—82

1978 1979 1980 1981 1982

Major Surface Combatants 2 6 4 2 1
Minor Surface Combatants 30 45 20 20 10
Naval Support Ships - 0 0 5 0 0
Attack Submarines 5 5 5 5 3

(4) Aircraft

China continues to produce, at 1low rates, aircraft that are
technologically inferior and obsolete when compared to their counterpart
aircraft of both Soviet and Free World manufacture. During the past 5 years
China has serially produced some 10 aircraft systems--2 bombers, 4 fighters, 3
transports, and 1 helicopter as shown in table 41. The three transports
represent new production efforts, while one of the fighter programs represents
a rejuvenated effort. The helicopter program has been terminated. The trend
in fighter production will continue to dominate China's aircraft industry.
The two fighters expected to dominate the aircraft industry throughout the
1980s and well into the 1990s are the F-7/FISHBED and the F-8/FINBACK. The
future of China's aircraft industry as well as its ability to design
indigenous, advanced, sophisticated aircraft will depend largely on the
country.'s ability to obtain and assimilate the technologies available from

both Communist and Free World manufacturers.
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Tabte 41
Aircraft Production, 1978-82
- 1978 1979 1980 1981 1982

Medium-Range Bombers 30 50 40 25 0
Intermediate-Range Bombers 5 5 5 5 5
Fighter/Fighter-Bombers 200 275 250 125 150
Military and Civil Helicopters 50 - 10 0 0 0
Military and Civil Transports 5 5 0 0 10

(5) Missiles
As shown in table 42 the Chinese produce a variety of missiles
ranging from small antitank and air-to-air missiles to intercontinental
ballistic missiles (ICBMs). Three kinds of ballistic missiles being produced
include an intermediate-range ballistic missile (IRBM), ICBMs, and some models
of a submarine-launched ballistic missile (SLBM), which is in a testing phase.
DIA estimates current combined annual output for these programs will be about
40 missiles per year.
Table 42
Missile Production, 1978-82
1978 1979 1980 1981 1982

ICBMs : ~ 10 10 10 10 10
IRBMs : 20 20 20 20 20
SLBMs 0 0 0 5 10
Antiship Cruise Missiles 225 225 225 225 225
SAMs : 100 100 100 100 100
Air-to-Air Missiles 400 1,000 1,200 1,200 1,200
Antitank Guided Missiles 300 500 2,000 3,000 4,000
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Production of the PRC's antitank missile increased to about 4,000
last year, while the surface-to-air, air-to-air, and naval cruise missiles
maintained their -previous year's moderate production levels.

The -Chinese have continued to develop the Long March 3 space
launch vehicle (SLV). DIA expects this. SLV, based on an existing ICBM, will
be used to place geosynchronous satellites in orbit by the mid-1980s.

China will continue to lag behind the USSR in terms of quantities
of missiles produced, and they will be also inferior in terms of quality and
technological achievement in many areas. While the Chinese will-undoubtedly
attempt to incorporate newer technology into their missile programs, resulting
in modified or new systems, the missiles will continue to be less
sophisticated than those in the West.

(6) Electronics

China's electronics industry is one of the world's largest not
only in terms.of!emp1oyees--over a million--but also in terms of the large
number of factories -(over 2,600). This rapidly progressing industry has a
goal of achieving world standards by the year 2000. Today, however, poor
quality control, lack of incentives, and somewhat obsolescent techniques have
prevented China from competing internationally. However, "much of the
investment in this industry is aimed at capturing a future share of the world
market 1nA electronics. Foreign technology--mainly Japanese--is helping to
modernize portions of the civilian sector of the industry, and this

modernization will certainly benefit both civil and defense production.
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c. Military Aid

The PRC has delivered $4.9 billion worth of military equipment to 53
countries sfnce signing {its first military assistance agreement in 1958.
Approximately 60 percent of all PRC aid has gone to three countries: North
Vietnam--$1.6 billfon; Pakistan--$0.7 billion; and North Korea--$0.6 billion.
A1l deliveries to Nprth Vietnam were grant aid; close to 95 percent of the
equipment was supplied from 1971 to 1975 in support of the Vietnamese war. No
aid has been provided to Vietnam since the end of US involvement there.

PRC equipment deliveries reached a record high in 1982, totaling over
$1 billion. Major recipients were Libya, Iraq, and North Korea. Since 1980,
the value of equipment provided to the Middle East has increased considerably,
due primarily to assistance to Iraq. Asian Communist countries also received

substantial PRC aid. Table 43 shows a geobraphic distribution of military

deliveries.
Table 43
Chinese Military Deliveries
(millions of US dollars)
‘Middle East '
Asfia and Communist and Sub-Saharan
the Pacific Countries North' Africa Africa Total
1958-1972 270 1,800 20 70 2,160
1973-1979 330 500 90 160 1,080
1980-1982 280 200 1,000 180 1,660
TOTAL 880 2,500 1,110 410 4,900
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Grant aid has decreased substantially in recent years, accounting for
only about $6 million of 1982 agreements. Military sales have become a
significant foreign exchange source and will become even more important 1if
they continue at high levels. beh’veries will continue their upward trend as
China. supplies outstanding equipment on order. The types and quantities of
materiel: delivered by Beijing during the 1978-82 period are showﬁ in
table 44.

Table 44
Major Items of Equipment Delivered, 1978-82

Ground

Tanks 400

Field Artillery 2,000

Air Defense Artillery 2,400

(20-mm and above)

APCs and Armored Cars 10
Naval

Minor Surface Combatants 21

Submarines 2

Missile Attack Boats 8
Air

Supersonic Combat Aircraft 340

Subsonic Combat Aircraft 5

Helicopters 5

Other Aircraft 100

d. Technology Acquisition
Even though national defense is stated as the lowest priority in the
Chinese “Four Modernization" program, certain aspects of military advancement
take a high precedence. Western technology imports to these sectors of the

military can be of substantial assistance. For example, key military
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programs including nuclear missile development, targeting, and intelligence
gathering are the most direct and immediate beneficiaries of advanced foreign
technologies. Much foreign equipment and know-how is used to fi11 identified
gaps and bottlenecks in these key programs. Because the best Chinese man-
power and materiel support is directed toward these programs, they are far
more capable of using advanced Western technologies than China's more general
scientific programs in the civil sector. In improving selected operational
capabilities, the filling of such gaps with appropriate foreign technologies
has, therefore, saved the Chinese time, cost, and risk.

China's current emphasis on importing dual-use Western electronics,
computer technology, and component production know-how and equipment, will
lead additionally to more rapid progress in key areas. High-priority missile
programs, for example, require sophisticated electronics for scientific
calculations and onboard microprocessors for improved accuracy and
reliability. China may acquire such dual-use technologies under civilian
auspices and later adapt them to military applications, and vice-versa, or
concurrently.

In addition, China's current acquisition of Western processing tech-
nologies and techniques, numerical control computers, calibration instrumenta-
tion, and other precision manufacturing equipment will improve gradually
China's military-industrial infrastructure. Such technologies eventually will
provide China the means for indigenous production of a broader range of more
sophisticated strategic and conventional weaponry as well as strengthen the

supporting industries.
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11. CONCLUSION: PRC

The leadership in Beijing will continue their struggle to solve the
economic problems of China. They recognize there is no simple, short-term
solution to these complex difficulties and only a long run approach can be
successful. Periods such as the Great Leap Forward, the Cultural Revolution,
and the immediate post-Mao economic plan have all demonstrated the harsh
reality that rapid, sustained growth cannot be accomplished by either clever
slogans or good intentions. Even so, the most careful and pragmatic planning
also will be less than totally successful.

Because the modernization growth strategy will require essential changes
in the framework of the economy, it will be especially hard for the government
to convince the people of the "correct" decisions. At times the changes
considered vital by Beijing will be contrary to what the masses have
traditionally deemed best. The population problem, for example, is an area
where many people have the perceived need for several children as "old age
insurance" while the government has the conflicting need to minimize increases
to relieve pressure on resources. Management reforms and many other economic
adjustments also cause similar incompatibilities. Therefore, fundamental
problems such as poor transportation and insufficient energy production, which
-have been endemic throughout China's history, will not be "solvable” for many
years even under the best of circumstances.

Rapid military modernization of China's large defense force would require
sacrifices that neither the government nor the people are apparently willing
to make at this stage of their history. Since Beijing feels that an attack by

the Soviet Union or other adversary will be unlikely in the near future,
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an immediate enhancement of the military is, therefore, not urgently required.
In the long run, however, as conditions change, the Chinese may feel growing
pressures for a more modern military force.

The leadership expects that the current investment in infrastructure,
basic industries, technology absorption capability, and personnel training
will support defense modernization. Without a more firm foundation, any
significant modernizatfon of the military would drain away scarce financial,
technical, and skilled manpower resources to the detriment of other sectors.
For the Chinese, their decision will be to presently forego short-term
modernizatign of all but the most important sectors of the military for long-

run civil and military growth.

MARKET SOCIALISM

Senator PRoOXMIRE. Mr. Lungren.

Representative LUNGREN. You indicated that the decentraliza-
tion or market socialism, as you call it, has been positive with re-
spect to accelerated economic growth, which outstripped even your
own predictions. Is there not, though, some resistance to this on
the part of some of their leaders at the present time? Is there not
somewhat of an ongoing debate within their top councils? How do
you assess that debate? Do you think that it is going to substantial-
ly change the movement toward decentralization we have seen over
the last couple of years?

General BisseLL. Let me take a first cut at that. I think there
was a considerable amount of speculation that Premier Deng might
not be able to effect this type of change because of the entrenched
bureaucracy and the attitudes, and yet he has over time increasing-
ly been supported and been able to implement this process.

I think there are still, though, factions that would oppose this
and who are resistant to that. But I think he has had some successes,
and that is what has probably allowed it to continue to move at this
point.

Mr. MaLLoN. Thank you, General. You are quite right, sir. There
has been resistance both at the very top level, from the so-called
leftists, and there are still some in the various sectors of the na-
tional political structure and the party structure. However, Deng
seems to have a very good control at this point. The latest National
People’s Congress, which just ended this last week, seemed to rein-
force Deng’s position. There is no indication now of any viable
party struggle that will oust him or his policies from control.

In addition, there is resistance at the managerial level, both from
a provincial and local city and enterprise level, for some of these
changes. A very simple reason—these people have a vested interest
in the current power situation; they are on top. If this is revised
toward a more market socialist type of an economy, then they per-
haps will lose out on their current power structure. :
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Representative LuNGreEN. How far does this decentralization go?
You mentioned that we have some heavy industry plants that are
actually performing light industry functions but they are counted
in that sector. Is that something that is now left to the manager of
a plant? If he wishes to go to light industry, can he do that? Or is
he somewhat confined to the definition of the facility to which he
is assigned? '

Mr. MaLLoN. Normally he does not have that decision to do that
totally unilaterally. A lot of it depends on where the particular fa-
cility is located. If it is in a small, western town or in the central
part of China, then they do not have quite the decision authority.
In the area around Shanghai, although I would not want to term it
autonomous, it is at the same time much more independent than
other parts of China. The facilities there have much more leeway
in what they produce. Again their goal is to maximize profit; it is
not to produce x amount of whatever they were told to do.

FOREIGN AID

Representative LUNGREN. One of the displays that you showed
would, in my judgment, probably bring tears of joy to the eyes of
David Stockman, and that shows the tremendous decrease in for-
eign assistance that the People’s Republic of China has brought
about over the last couple of years. I think it was from 400 million
down to 41 million or something like that.

Mr. MaLLoN. That is correct.

Representative LuNGREN. How much has that changed or, if it
has at all, lessened the influence of the People’s Republic of China
in Third World countries?

Mr. MaLLoN. I would like to answer that in a rather complicated
way. In the first sense, what we displayed was new extensions. In
other words, these are new commitments by the People’s Republic
of China toward various Third World countries. At the same time
that there has been a decrease in these outlays in terms of prom-
ises, there has been, shall we say, a relatively steady dispersal of
aid. The problem is we do not have a good handle on this dispersal.
It is very difficult to keep track of actual deliveries of grain, medi-
cal supplies, a road building crew, or something else that they
promised 2 years ago or 5 years ago. It is almost impossible to de-
termine whether this is actual aid or whether it is just part of
their regular trade.

Representative LUNGREN. So what you are really suggesting to
me is that this trend would be more pronounced as the promises
that were not made become actual?

Mr. MaLLoN. In the future.

Representative LUNGREN. So if at all it is going to affect their
influence on Third World countries, it should affect them in the
upcoming years as opposed to the present; is that right?

Mr. MaLLoN. That is correct.

Also, I think it is very important to recognize that when we talk
about aid there are different types of aid. One is a long-term, low-
interest loan; another is a form of grant aid.

Representative LUNGREN. What is this when you say economic
aid? Is this all types?
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Mr. MarLon. No, this is mixed, but it is officially categorized by
the Chinese and by the recipient countries and by us as aid. The
difficulty is that at one point, say 10 years ago, most of Chinese aid
was free. In other words, it was grant aid. Today very, very little of
that is grant aid. It is more of a longer term loan, low-interest or
no-interest.

Representative LUNGREN. They are moving more toward market
socialism in that, too, I see.

Mr. MALLON. Yes, sir.

Senator Proxmire. Would Congressman Lungren yield for just a
minute on that?

Representative LUNGREN. Yes. :

Senator PrRoxXMIRE. I think you also showed a chart indicating
that their trade was substantial and far bigger than their aid. So
their influence that way might be maintained fairly stable.

Mr. MaLLoN. Yes; that is correct.

Representative LUNGREN. Although you indicate they are run-
nin}flg ?a surplus in that regard right now with trade, is that not
right?

Senator ProxMIgrE. It is roughly $25 billion compared to $50 mil-
lion of aid. :

Mr. Marron. Aid is a very, very small part of the overall inter-
national financial picture.

TECHNOLOGY TRANSFER

Representative LUNGREN. It seems to me from your statements,
General, that you suggest that the Chinese are not going to be able
to modernize, either because of a decision they made or because of
their situation, very rapidly, at least vis-a-vis the United States and
the Soviet Union. Is it because of the fact that they do not appear
to be either now or in the foreseeable future a major military
power—and I mean that in the sense of the United States and the
Soviet Union—that we are not as concerned about technology
transfer? Is that part of the reason for our reluctance to publicize
it? Would it be a reason for us not to be as concerned about tech-
nology transfer to the People’s Republic of China as we are to the
Soviet Union?

General BisseLL. I think we see ourselves in a much more adver-
sarial relationship with the Soviet Union across the spectrum and
around the world than we currently do with the Chinese. I think
we have come from a background where the Soviets and the Chi-
nese once were considered a monolithic Communist bloc, and we
have seen a separation from that, although at current times we see
that there is some potential for an improvement in the overall re-
lationship between the Soviets and the Chinese in their discussions
of their border disputes.

So I think our concern is that, having once been viewed that
way, we would rather not give any reason to disrupt that drift and
try to keep them from working as part of a bloc.

Representative LUNGREN. Just one last question. You indicate
that China has a long-range objective to quadruple its gross annual
value of industrial and agricultural production by the year 2000. Is
that based on overly optimistic projections, in your view? And what
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could we expect from now through the balance of the century? You
have given us what you think is going to happen in the next couple
of years. Can we project any further than that?

Mr. MaLLoN. The Chinese have indicated that they do want to
quadruple the value of agricultural and industrial output value by
the year 2000. That's based on the year 1981, which is the first
year of the current 5-year plan. Such an expansion of quadrupling
would require an annual average growth rate of about 7.2 percent.
Historically they have been able to maintain almost that kind of a
growth rate. The problem will be that as the economy develops the
industrial base, the agricultural base, the overall economic base
will become larger. It is harder and harder to grow at a faster rate
or at even the same rate as the industrial base expands.

Representative LUNGREN. With a more mature economy it is
more difficult to maintain that rate of growth that you have when
you are really just coming from ground zero?

Mr. MaLLoN. That is correct.

In addition, the various parts of the economy that are very cru-
cial to this growth, such as energy, will have to come on line fairly
quickly to provide the base for this expansion into the 1990’s. It 1s
going to be very difficult to meet this quadrupling. As an aside per-
haps, one of the factors is going to be the inflationary factor. If the
Chinese simply say that the value of their industrial and agricul-
tural output in 1981 was x, and then when they reach the year
2000 and they say it is now 4-x, it is very likely, understanding a
}1ttle bit about the Chinese, that this will include the inflationary
actor.

ECONOMIC GROWTH PROJECTION

Representative LUNGREN. You answered half the question. The
other question was, Do you have any projection for what that rate
of growth will be from now until the balance of the century?

Mr. MaLroN. We would expect it to average slightly less than
that. We would anticipate them at this point not being able to
reach that goal of quadrupling.

Representative LUNGREN. Are you talking about 5 to 6 percent as
opposed to 7% percent?

Mr. MALLON. Approximately that. It is very difficult to make any
projections.

Representative LUNGREN. Thank you.

Senator ProxMIrRe. General and gentlemen, I want to thank you
very, very much for an excellent presentation. In the past you have
been very, very good about giving us the sanitized version prompt-
ly. We would appreciate it if you would do that again. We would
like to get that because, as I indicated in my opening statement, it
is very important that we make as much relevant information
available to the public as we can both with respect to the Soviet
Union and China.

General BisseLr. Thank you very much, Mr. Chairman. It is our
pleasure to be here.

Senator ProxMIRe. Thank you. The subcommittee is adjourned.

[Whereupon, at 12:02 p.m., the subcommittee adjourned, subject
to the call of the Chair.]
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[The following additional written questions and answers were
subsequently supplied for the record:]

ResPONSE oF GENERAL BisseLL TO ADDITIONAL WRITTEN QUESTIONS POSED BY
SENATOR PROXMIRE

SOVIET DEFENSE SPENDING

Question. 1. Were the growth rates of Soviet total defense spending and military
procurement, calculated in current rubles, slower in 1977-81 than in the prior five
years? Provide a table showing the growth rates for each year since 1970.

Answer. There was no decline in the growth rates of total Soviet defense spending
during 1977 to 1981 compared to the previous five year period. DIA estimates that
Soviet total defense spending in current rubles maintained an average annual 7 per-
cent rate of growth throughout the 1970s. There has been a decline, however, in the
growth rates of Soviet military procurement from the ranges of 9-11 percent in 1970
to 1975 to about 6-9 percent in 1975 to 1980. DIA’s estimating methodology is most
useful in analysis of long range periods or in analysis of a single year. Due to its
inherent range of error, DIA’s methodology is not capable of accurately measuring
fluctuations in total Soviet military expenditures or in defense procurement and
thus yearly rates of growth cannot be provided.

SOVIET DEFENSE SECTOR

Question. 2. What is the basis for your conclusion that the defense sector grew
faster than the rest of the economy in the decade of the 1970’s?

Answer. Soviet national income or Western estimates of Soviet GNP when de-
nominated in current prices grew at an average annual rate of 5 percent during the
1970s. DIA estimates that in current prices Soviet military spending rose at an aver-
age annual rate of 7 percent during this period. This resulted in an increase in the
Soviet defense burden from a range of 12-14 percent of GNP in 1970 to a range of
14-16 percent in 1981. [Security deletion.]

SOVIET DEFENSE SPENDING AND PROCUREMENT

Question. 3. Do you agree that the rate of growth of Soviet total defense and mili-
tary procurement costs appear to have slowed down in 1976-81, whether calculated
in current rubles or constant dollars? How do you explain the fact that the slow-
down in Soviet defense and military procurement appears greater when calculated
in constant dollars than in current rubles?

Answer. [Security deletion.]

It must be remembered that the constant dollar cost and current ruble estimate
are different methodologies and have entirely different purposes. The dollar esti-
mate is designed to cost Soviet military activities using US prices, technology and
learning curves (experience) in order to make comparisons with US defense forces.
Dollar cost estimates do not measure actual Soviet defense spending, the impact of
defense on the economy, the Soviet perception of defense activities or manufactur-
ing efficiencies in Soviet military industries. The current ruble estimate is designed
to measure what the Soviets actually spend on defense using Soviet current prices
and technology.

ESTIMATING SOVIET SPENDING

Question. 4. Explain the methodology used by DIA to estimate Soviet GNP, de-
fense, and military procurement in current rubles.

Answer. DIA estimates of Soviet GNP in current prices are based on published
Soviet national income statistics which are adjusted to be compatible with the defi-
nition of GNP. National income is the Soviet measure of the economic output of the
USSR gross national product—minus services (such as education and health) and de-
preciation. DIA uses Soviet statistics to calculate values for these other activities
which are not included in Soviet national income and adds them to construct an
estimate of Soviet GNP.

DIA’s current ruble defense expenditure estimate is based on several statements
made by knowledgeable Soviet sources concerning the level of Soviet defense spend-
ing during the late 1960s and early 1970s. At that time, the share of the state
budget devoted to defense—according to those sources—was about 31-34 percent.
DIA believes that defense has taken approximately the same share of the rapidly
growing state budget in later years as it did in the early 1970s. Analysis of the state
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budget and other national accounts shows no civilian components that could ac-
count for the rapid growth in the budget other than defense. [Security deletion.}

SOVIET STATE BUDGET

Question. 5. Is it assumed in DIA’s methodology for estimating Soviet defense
costs in current rubles that the structure of the state budget remained the same
throughout the 1970’s? If so, what is the basis for these assumptions? If not, what
was the assumption about the state budget?

Answer. The Soviets have published a fairly detailed breakout of their state
budget expenditures for each year since 1970. The structure of the expenditure side
of the Soviet state budget has remained fairly constant over this time period. In
fact, the most significant changes are the ever-increasing secrecy with matters con-
cerning the state budget and the rapid growth of large unidentified components
within the state budget. [Security deletionﬁr ’

SOVIET INFLATION

Question. 6. What is your estimate for inflation in the Soviet economy and in the
defense sector during the 1970’s? Was inflation higher for defense than in the rest
of the economy? Did the inflation rate change during the decade?

Answer. DIA believes that there has been moderate inflation in the USSR since
1970—perhaps on the order of 2 to 3 percent annually—and that was slightly higher
later in the decade. DIA also believes it possible that inflation was higher in the
defense sector than the rest of the economy. [Security deletion.]

DEFENSE SHARE OF THE SOVIET BUDGET

Question. 7. What level of confidence do you attach to the hypothesis that defense
absorbed a constant share of the state budget since 1970? Discuss the evidence that
substantiates the hypothesis.

Answer. In the early 1970s [security deletion].

ESTIMATING METHODOLOGIES

Question 8. Discuss the relative advantages of the methodologies used by the DIA
and CIA for estimating current ruble expenditures and dollar costs of Soviet defense
and military procurement with respect to technological advances and other factors
that increase costs.

Answer. DIA ruble estimates are based on a combination of [security deletion]
Soviet statements about defense spending and published Soviet statistics. It uses a
possible broader definition of defense than the one used by CIA and is in current
established prices. DIA believes that this approach comes closest to reflecting the
Soviet perspective of its own resource commitment to defense. This approach, in
theory, captures some additional costs due to Soviet production inefficiencies and
changing USSR resource scarcities if these are reflected in Soviet statistics.

[Security deletion.]

Both DIA and CIA methodological approaches include cost changes associated
with more complex weapon technologies in the pricing of individual weapon sys-
tems. DIA believes, however, the use of Soviet-based statistics, rather than factor
costs, may capture to a greater extent Soviet costs due to increasing technological
complexity.

The doﬁar estimates reflect what it would cost in the US to duplicate Soviet
weapons programs. The dollar estimates, therefore, do not at all reflect cost in-
creases experienced in the USSR. The dollar costs do provide a measure of real
ghang?s léls Soviet defense resource allocations that can be compared with US de-

ense funds.

TECHNOLOGY COSTS AND DEFENSE

Question 9. The direct cost methodology used for estimating Soviet defense and
procurement costs in constant dollars has been criticized for not adequately captur-
ing cost increases due to advances in technology. Do you agree with this criticism? If
so0, please substantiate it. :

wer. The current direct costing methodology attempts to capture cost in-
creases due to advances in weapon technology. We are not able to quantitatively
assess the adequacy of the increases, however. Based on some preliminary work at
DIA, and work done by the Systems Planning Corporation (SPC) on costs of succes-
sive generations of U.S. aircraft, we believe more analytical attention is needed on
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this issue. Most of our concern, however, pertains to the adequacy of the ruble-
dollar methodology to capture increasing Soviet ruble costs of producing advanced
technology military equipment.

SOVIET DEFENSE BURDEN

Question 10. State whether the Soviet defense burden has increased since 1976
and provide a table showing the defense burden for each year since 1970.

Answer. The Soviet defense burden has increased from about 13 to 15 percent of
GNP in 1976 to about 14 to 16 percent in 1981. The nature of our estimate does not
allow a detailed calculation of the Soviet defense burden for each year from 1970-81
since we have only calculated a detailed estimate of Soviet current price GNP for
1970 and 1980. The table below, however, provides a rough estimate for the Soviet
defense burden from 1970 to 1981.

Soviet defense burden 1.970L81
[Percent of estimated Soviet GNP]

1970-1973 12-14
1974-1978 13-15
1979-1981 . 14-16

DOLLAR COST OF SOVIET WEAPONS

Question 11. Does the DIA estimate the annual costs of military production on a
weapon-by-weapon basis? If so, provide the cost estimates for the weapons listed in
tables 2-4 in your written statement. .

Answer. Yes. The DIA generates dollar cost estimates of Soviet military produc-
tion [security deletion). It is not possible, however, to provide the dollar costs of the
individual weapon systems listed in tables 2-4 [security deletion].

SOVIET WEAPONS PRODUCTION
Question 12. Provide a table showing annual weapons production excluding weap-

ons transferred to other countries for the weapons listed in tables 2-4.
Answer.

TABLE 2.—SOVIET MILITARY PROCUREMENT (1978-82)

Equipment type 1978 1979 1980 1981 1982
Infantry combat vehicles 2,25 1,500 2,500 2600 2,500
Towed artillery 400 500 400 800 1,300
SRBMs 250 300 300 300 300
Antiship cruise missiles 750 550 825 850 850
Antitank guided missiles* 35000 40,000 45,000 60,000 62,000
Artillery-type rocket launchers 330 350 500 670 500

*Very little data is available on exports or specific quantities exported. Therefore total output is shown.

TABLE 3.—SOVIET MILITARY PROCUREMENT (1978-82)

Equipment type 1978 1979 1980 1981 1982
Minor surface combatants 30 30 35 25 30
Naval support ships* 15 10 10 10 5
Long-range bombers 30 30 30 30 30
ASW aircraft 10 10 10 10 10
Combat-capable trainers*® 80 80 30 40 50
Helicopters* 590 530 655 655 625
SAMs** 53,000 53,000 53,000 53,000 53,000
Ballistic missile submarines 2 2 2 2 1

*Includes equ'?ment produced in NSWP countries for the USSR.
**Very fimited data is available on exports or specific quantities exported. Therefore total output is shown.
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TABLE 4.—SOVIET MILITARY PROCUREMENT (1978-82)

Equipment type 1978 1979 1980 1981 1982
Tanks 2,500 2900 2700 1,200 2,100
APCs* 1,300 1800 180 1,000 600
Armored recon vehicles 800 1,000 1,00 500 600
Self-propelled artillery. 620 17§ 180 350 600
Major surface combatants 10 9 9 7 7
Attack submarines 10 9 10 8 6
Fighter/fighter-bombers 900 825 850 750 550
Transports 350 350 325 250 250
ICBMs 225 225 250 200 175
SLBMs. 250 200 200 175 175
Military ground-based radars 850 750 650 750 500

*Includes equipment produced in NSWP for the USSR

SOVIET GNP

Question 13. How do you define Soviet GNP, and how does your definition and
methodology for estimating GNP differ from the CIA’s? Provide a table showing the
GNP growth rates for each year since 1970.

Answer. DIA defines Soviet GNP as the total value of goods and services produced
by the Soviet Union in a year. While DIAs and CIAs definition of Soviet GNP is the
same, there are differences in methodology. DIA’s estimates Soviet GNP by use of
current, establishment prices because DIA uses Soviet GNP estimates to calculate
current military burden. Military burdens are best calculated by using military
spending and economic output estimates denominated in current prices. DIA’s
Soviet GNP estimates are based on Soviet national income statistics which are ad-
justed to be compatible with the definition of GNP. CIA estimates Soviet GNP for a
variety of reasons and thus has primarily developed factor cost, constant ruble
Soviet GNP estimates. (For a detailed explanation of CIA’s methodology for estimat-
ing Soviet GNP, see JEC, USSR: Measures of Economic Growth and Development,
1950-80, 1982.

Recently, however, CIA has developed a current ruble, establishment price esti-
mate of Soviet GNP for 1980. As the table shows, DIA’s and CIA’s estimates are
compatible and well within a reasonable range of error.

SOVIET GNP CURRENT RUBLE—ESTABLISHMENT PRICE

1970 1980

DIA 387 625
CiA 383 636

DIA has only constructed a detailed estimate of Soviet GNP in current establish-
ment prices for 1970 and 1980. Soviet current national income growth rates are a
close proxy and are provided below:

1971 51
1972 st s ar et 3.6
1978 s 7.7
19T oot 41
1975ttt n s 42
1976... 5.5
19T et es e e 4.3
LOT8c e reer et enes 5.3
TOT ot bR bbb e 2.9
1980, ettt asarene 49
1981t e 4.4
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SOVIET FOOD SHORTAGES

Question 1}. What is the basis for the statement on p. 42 of your written state-
ment that “limits in grain imports have been felt in cutbacks in the availability of
meat and dairy products for the average consumer”? Discuss any civil disturbances
over food shortages that have occurred in the past two years.

Answer. Coincident with the four consecutive poor crop years in the USSR there
was a sharp deterioration in food supplies. These shortages have been most evident
in meat and dairy products, sugar, and coffee. Potato and grain products have been
generally available, however, erratic distribution has sometimes caused serious
shortages of even these basic items. Record levels of food and grain imports helped
offset these shortages but were not able to compensate for domestic shortfalls. [Secu-
rity deletion.]

SOVIET WORKER PRODUCTIVITY

Question 15. What is the basis for the conclusion on pp. 53-54 of your written
statement that worker productivity on private plots is substantially higher than in
the collectivized sector of agriculture? In calculating productivity, do you fully take
into account direct and indirect subsidies provided to private plots?

Answer. According to published Soviet data, private plots produce 25 percent of
the country’s gross agricultural production even though they only utilize 3 percent
of cultivated land. Statistics on private plot yields show that they account for about
the following percentages of total output: potatoes 60 percent, vegetables 30 percent,
meat 30 percent, milk 30 percent, and eggs 33 percent. State farms cultivate vast
areas, and consume far more feed, fertilizers, and capital equipment per unit of
output than do private farmers. Because of the far higher productivity of private
plots from low investment, the State provides feeds, grazing areas, fertilizer, trans-
port, and other support at reasonable prices or at no cost. In calculating productivi-
ty it is not possible to take these factors and other possible indirect subsidies into
account.

RESPONSE OF GENERAL BISSELL TO ADDITIONAL WRITTEN QUESTIONS POSED BY
SENATOR D’AMATO

I0C OF NEW SYSTEMS

Question 1. Please provide the Committee with a chart showing the initial oper-
ational capability dates (IOC’s) of the major new Soviet weapons systems introduced
during the period from 1970 to the present and the IOC dates of major modifications
toEoviet weapons systems during this period.

nswer.
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AIRCRAFT
FIGHTERS
Fencer: Ioc
A [Security deletion.]
B
Gttt sttt s et st s e R e R e et SR R a R TR TR RS e R b e A SR bRt b e e e e nsen
Fiddler C...
Firebar B
Fishbed:
K 1971
L 1972
N 1973
Fitter:
Bt sttt r s s r st Rt bR e bRt a s n e e s enton 1970
C 1973
D [Security deletion.]
E
F
Gttt sttt e a bbb e et e bR A et A s s bR R bR a e ae sttt nba s e emerenaen
H
J
K
Flagon
......... [Security deletion.]

=

(=]
hmmwycw?ﬁ QEETO

:1. kxS

Foxhound A

Frogfoot A....................

BOMBERS
Backfire:
B

Gt

Badger:
C MOD

G MOD.

K

Bear:
F

L€ IO

Brewer E
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TRANSPORTS
Candid:

Moss AWACS........ooorreererrrsirnersreneneens [Security deletion.]

MI-24:
Hind A.... . [Security deletion.]
Hind D
Hind E eeeteeetereresertesetarransarenane
MI-14 HAZE.......cceeeeceeerierireceevienvenseneinseescssessessensessessessensessarsassessssnssessssassessensensrsses
MI-26 Halo......co.coererevmiieecnerirreirenssaenens Heeeeresrestet ettt et st s e et b e st et neet et naeaees
MI-8:
HIp Bttt
Hip G everreereterares e eteeae s reanarns
Hip H . . .
Hip J/K
K27 HELIX Aottt st ese e s enensse s s b seseenes e s st sessae e s st sassen
[Security deletion.}

MISSILES

Air-to-surface

1973-1975
1976
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Surface-to-air (tactical)

[Security deletions.]

[Security deletions.]

1973

1974
1974

[Security deletions.]

[Security deletions.]

[Security deletions.]
[Security deletions.]

Mod 4
SS-19:

SS-N-6:

SS-N-8:

SS-NX-20.

[Security deletions.]
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NavaL SYSTEMS

Ships (new classes)

KRYVAK I frigate 1970
KRESTA 1I cruiser 1970
MOD SVERDLOV cruiser 1971
MOD KASMIN destroyer.... . 1972
KARA CIUISET ...ttt sttt n e e s 1972
KRIVAK II frigate 1975
KIEV carrier 1976
IVAN ROGOV amphibian 1978
UDALOY destroyer 1981
SOVREMENNYY destroyer 1981
KIROV CruiSer.............covrreieevissrescsnesensnene 1981
KRASINA cruiser....... 1983
Submarines/SLBM
SSBN'’s:
DELTA 1/11/SS-N-8 Heneee e rer e b re et erebe e s s s rranas 1973
DELTA III/SS-N-18. . 1978
YANKEE II/SS-N-17*......... 1978
TYPHOON/SS-NX=20......cccetrrmrrrimrrerrrierireienreresssseseseressssssesisessesens 1983
SSGN:
CHARLIE II/SS-N-9.... 1974
PAPA/SS-N-9*............. 1975
OSCAR/SS-N-19 . 1981
NECHO II(CONV./SS—N=12......ooreeeeeeeereeeeeeeeerereeeeeereeseeeseseeeneneens 1978
VICTOR II................... 1973
ALFA ... es s 1978
VICTOR 111 1979
TANGO ...ttt tsrssssss st ssassesssassasinns 1973
KILO.....oiitsttnieeceneneressssasssssnsss s sesessssessessssesesnssons . 1980

*One of a kind. No series production.
GROUND SYSTEMS
Tanks

[Security deletions.]

BMP M 1981......ooorceerteecrecereeeteceeveneeens [Security deletions.]
F1eLp ARTILLERY CANNON

122 MM 251t rens [Security deletions.]

152 mm 253....

203 mm M1975. ... N o
240 mm M1975 -

152 mm M1976

152 MM 255......cooveeeireeecieriesrs ettt en

122 mm M1981

122 mm M1975 ereverreerererrerbestererneren

122 mm M1977

e 1 U

23 M ZSU-28.........coeicrcrrirct sttt beststsssssies s e asasasaas

SpACE SYSTEMS
[Security deletion.]
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UNIT COSTS

Question 2. Please provide estimated unit costs for the systems identified for Ques-
tion 1 above in both dollars and rubles.

Answer. The estimated unit costs for those systems identified in Question 1 can be
released only by CIA. These costs, however, are used by DIA in deriving estimates of
the total costs of the Soviet defense activities.

SOVIET QUALITATIVE CHANGE

Question 3. Please provide a summary narrative description of the most important
qualitative changes and the military significance of these changes to the systems
identified in your response to Question 1 above, as compared to the systems they
replaced in the Soviet inventory. ’

Answer.

AIRCRAFT

Fighters

The Soviets have shown steady, evolutionary progress in the development and de-
ployment of fighter weapon systems. In most cases, new fighters have been added to
the force rather than replacing older aircraft. [Security deletion.]

. l'}‘he most significant, qualitative improvements in fighter aircraft have been the
ollowing:

a. Fitter was designed for use in the ground attack role. Although Fitter perform-
ance is generally not as good as the ground attack versions of Flogger (which was
deployed a few years after Fitter), there have been many variants of the Fitter
built. [Security deletion.]

b. Flogger has been produced in both interceptor and ground attack versions. Both
versions have significantly improved Soviet capabilities. [Security deletion.] Later
versions of the Flogger have a limited look-down shoot-down capability. The ground
attack version of Flogger (Flogger D) was such a radical change that it was given a
separate designator (MIG-27) by the Soviets. At the time of its introduction, this air-
craft was capable of carrying a greater bomb load farther than any existing fighter.
[Security deletion.]

c. Foxbat A is an air interceptor capable of higher speeds and altitudes than any
other Soviet fighter. [Security deletion.]

d. Foxhound [security deletion].

e. Fencer is a two place twin engine attack aircraft with [security deletion] great-
er distances than had been achieved previously. [Security deletion.] The Fencer,
with its all-weather, low-altitude penetration capability, provides the Soviets with a
deep strike/interdiction capability.

f. Forger is the Soviet’s first vertical and short takeoff and landing (VTOL) air-
craft. Although it has limited capability, it has provided the Soviets their first fixed-
wing sea power.

Bombers

a. Backfire B has increased range and [security deletion] capabilities over Badger
and Blinder [security deletion].

b. Backfire C is a modified Backfire B [security deletion).

c. Badger C mod is a Badger C modified [security deletion).

d. Badger G mod is a Badger G modified [security deletion).

e. Badger K is a dedicated Elint reconnaissance aircraft with an improved Elint
collection capability over the Badger F photo/Elint reconnaissance aircraft.

f. Bear F [security deletion].

g. Bear G [security deletion].

h. Brewer E, a modified Brewer C, was the Soviet’s first dedicated tactical ECM
aircraft [security deletion].

[Security deletion.]

Transports

a. Candid A (IL-76) was the Soviet’s first jet-powered military logistic transport.
The aircraft resembles the U.S. C-141A in configuration and has greatly increased
range/payload performance over the Cub (AN-12). The IL-76T has a larger fuel ca-
pacity than the IL-76 and thus has better rangel{fpa load performance.

b. Candid B [security deletion] is a modi 1eX Candid A [security deletion]
equippped with a tail gun [security deletion].

c. Cock B is a modified cock A [security deletion).

d. Coot A [security deletion).
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e. Cub B is a modified Cub (AN-12A) {security deletion].

f. Cub C and Cub D are modified CUBs (AN-12Bs) [security deletion].

g. Moss is a modified Cleat commercial passenger aircraft and is the Soviet’s first
Airborne Warning and Control System (AWACS). [security deletion].

Helicopters

a. The MI-24 Hind A became operational in [security deletion]. It was the first
Soviet armed helicopter and establishes world helo speed records. [Security dele-
tion]. Armament includes 57mm rockets. ATBMs, bombs, and a multi-barrel 12.7mm
turreted nosegun.

b. The MI-14 Haze is a land-based ASW capable helicopter.

c. The MI-26 Halo is the world’s largest transport helicopter capable of carrying
internally two airborne infantry combat vehicles or about 100 combat-loaded troops.

d. The MI-8 HIP is the world’s most heavily armed for support helicopter. It can
be armed with 57Tmm rockets. ATGMs, bombs and a 12.7mm single barrel gun. [Se-
curity deletion.] )

e. The Ka 27 HELIX A [security deletion].

f. The [security deletion].

MIssILES

Air-to-surface
a. The AS-4c [security deletion].
b. The AS-6 [security deletion].

Air-to-air
a. The AA-6c [security deletion].

b. The AA-Tc [security deletion].
c. The AA-9 [security deletion].

Tactical air-to-surface

a. The AS-9 [security deletion].
[Security deletion].

b. The AS-10 [security deletion].
¢. The AS-11 [security deletion].
d. The AS-14 [security deletion).

Sea-launched cruise/ASW

a. The SS-N-2c represents a major redesign of the- internal configuration of the
SS-N-2a/2b [security deletion].

b. The SS-N-3b Mod 2 missile is an improved SS-N-3b Mod 1 missile. [Security
deletion].

¢. [Security deletion].

d. The SS-N-12 [security deletion].

e. The Soviets [security deletion].

[Security deletion].

f. The SS-N-14 [security deletion].

g. The SS-N-15 [security deletion).

h. The SS-N-16 [security deletion].

i. The SS-N-19 [security deletion].

4 _]l The] SS-N-22 is the newest antiship missile deployed by the Soviets. [Security
eletion].

k. The SSC-3 [security deletion].

Surface-to-air (strategic)

a. The ABM-1B system was deployed in 4 locations around the periphery of
Moscow to provide limited defense of U.S. ballistic missiles. It was the first ABM
system ever deployed.

b. The SA-10 surface-to-air missile system [security deletion].

c. [Security deletion].

[Security deletion.]

Surface-to-air (tactical)

The Soviets have developed a massive layered air defense for their ground forces
to provide air superiority over the battlefield. The SA-6 is a low-to-medium altitude
SAM with an assessed range of 30km. [Security deletion] a modified SA-6 with a
more effective missile with double the firepower was deployed. The SA-3 is intended
for low altitude defense with a range of 10-15km. [Security deletion.]
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Surface-to-air (naval)

The surface-to-air missile has also evolved as a critical weapon system for air de-
fense of Soviet naval combatants. Since the deployment of the SA-N-4, [security de-
letion]. Soviet surface ships have incorporated very capable SAM defensive systems.
[Security deletion.]

Anti-tank guided missile

The AT-4 ATGM [security deletion].
Surface-to-surface

a. The introduction of the fourth generation ICBMs (SS-17, SS-18 and SS-19) pro-
vided a major qualitative upgrade to the Soviet ICBM force. Unlike any previous
Soviet systems, these ICBMs use [security deletion] multiple independently target-
able reentry vehicles (MIRVs). Whereas the older systems (and their modifications)
have CEPs [security deletion] and up to 10 MIRVs per missile, thereby placing the
US MINUTEMAN Force at risk. The SS-X-24 and SS-X-25, now in flight testing,
demonstrate increased Soviet interest in solid-propellent missiles. Although the
solid-propellant SS-13 is deployed, the SS-X-24 has a much greater payload [securi-
ty deletion]. The smaller SS-X-25 is expected to be deployed [security deletion]. The
solid-propellant SS-20 IRBM provides a MIRV capability (3RVs) from a mobile mis-
sile transporter-launcher capable of striking targets anywhere in Europe and Asia.
Also, the reaction time of the SS-20 is improved over the SS-4 and SS-5 missiles it
replaces. The operating experience with the SS-20 IRBM is probably transferable to
the new small ICBM.

b.]In the SLBM area, the SS-N-18 also provides a MIRV capability [security dele-
tion).

¢. The newest short-range ballistic missiles (SRBMs), the SS-21, SS-22 and SS-23,
have improved accuracy relative to the older FROG, SS-12 and SCUD missiles they
replace. {Security deletion.]

NavaAL SysTEMS
Ships

Since 1970, the Soviets have introduced ten new classes of major surface combat-
ants and amphibious ships (i.e., over 3,500 tons displacement) and major upgrade
programs for two existent classes. The largest of these, the Kiev class CVHG, intro-
duced in 1976, marks the second generation of Soviet aviation ships. The Soviets
now have, in addition to sea-based helicopters, a subsonic, fixed-wing fighter-bomber
aircraft, designated the Forger, which operates from the Kiev class carriers. The pri-
mary role of the VSTOL capable Forger is surface attack. Other possible roles in-
clude ground force support, air defense, and reconnaissance. Additional KIEV ad-
vancements over the preceeding MOSKVA class helicopter cruises included the ad-
dition of the long-range SS-N-12 antiship missile system and enhanced communica-
tiho_ns capabilities enabling the KIEVs to function as major command and control
ships.

a. The Kirov class, introduced in 1981, is the Soviet’s first nuclear-powered surface
combatant. At 28,000 tons full load displacement, it is the second largest surface
combatant in the Soviet Navy and the largest nuclear cruiser in the world. The
KIROV is armed with four missile systems, two of which are new. For the first
time, the Soviets have deployed a phased-array radar system which functions as the
fire control radar for the long-range vertical-launch (another first) surface-to-air
missile, the SA-N-6. The Kirov class, which will number at least two units, adds
new capabilities to the Soviet Fleet in addition to potentially reducing reliance on
all gun equipped Sverdlov class cruisers and naval auxiliaries as flagships.

b. The Krasina class guided missile cruiser, introduced in 1983, is apparently a
replacement for the small KYNDA Class guided missile cruiser of the early 1960’s,
and, as such, is fitted with longer range antiship missiles and has heavy emphasis
on air defense.

c. Two new guided missile destroyer classes, introduced in 1981, are apparently
intended to replace large numbers of all-gun-armed Skoryy and Kotlin class destroy-
ers built in the 1950’s. The new Sovremennyy class emphasizes surface warfare with
a potent battery of antiship cruise missiles and heavy gun armament, while the new
Udaloy class is specialized for antisubmarine warfare (ASW) with ASW missiles and
two onboard ASW helicopters. Sophisticated air defense systems, involving new mis-
ts)ile systems and high rate of fire 30mm gatling guns (four per ship), are fitted to

oth classes.
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d. The Krivak I class guided missile frigate, introduced in 1970, and the “up-
gunned”, but otherwise identical Krivak II class of 1975, are primarily configured
for ASW. The units are now functionally replacing the all-gun-armed Riga class
frigates built in the 1950’s. Compared to its predecessor, Krivak has more powerful
submarine locating equipment (including a towed variable depth sonar), a stand-off
ASW missile, and better air defense capabilities based on a point defense missile.

e. The lead Ivan Rogov class land ship introduced in 1978 was the world’s first
amphibious assault ship to carry air cushion vehicles as a primary method of troop
delivery. Accordingly, rather than replacing existent units, the Rogovs added a new
dimension to Soviet naval operating capability. It would appear likely that the two
unit class will be succeeded by larger landing ship classes equipped with cushion
:_Z}éicles and/or assault helicopters, although no such follow-on has yet been identi-
1ed.

f. Two limited warship modification programs were initiated and completed
during the 1970’s. Two former all gun Sverdlov class cruisers were converted into
command ships with enhanced helicopter and air defense capabilities, while six of
19 Kashin class guided missile destroyers (IOC 1963) received ASW enhancements
and were fitted with antiship cruise missiles.

Submarines

a. SSBN. The Delta I/II/SS-N-8 introduced the long range SLBM (7,800 to
9,100km) to the Soviet Fleet. This improvement in range of SLBMs from a previous
maximum of 3,000km permitted Soviet SSBNs to be within range of most U.S. tar-
gets without leaving home waters and certainly without the forward deployment re-
quired for the Yankee I, Hotel and Golf classes. The Delta II[-SS-N-18 program in-
troduced the MIRV (3-7 warheads) to the Soviet SLBM with a slight reduction in
range (6,500km). The Typhoon/SS-NX-20 program increased the number of missiles
carried to 20, the MIRV load to 6-9 warheads and missile range to 8,300km. As
Delta Ills and Typhoons have been added to the fleet some Yankee Is, Hotel IIs and
Golf SSGs have been dismantled to compensate for the number of new launch tubes
as agreed to under SALT I, however, total number of RVs and range of missiles
have greatly increased.

b. SSGN. The Charlie II/SS-N-9 program introduced the somewhat longer range
(about 130km) anti-ship cruise missile to complement the 65km SS-N-7 carried by
the Charlie I. The introduction of the Oscar class triples the number of missiles car-
ried per submarine from 8 to 24 and adds new long range (500km) cruise missile. It
gnsl_l 1\?r?(,)bably replace some of the older Echo II Class boats, which carry the 550km

-3s.

c. SSN and SS. The Victor II is a slightly enlarged Victor I Class believed capable
of firing an ASW missile system. The Alfa-class has a titanium hull and a signifi-
cantly increased diving depth capability. It is also the world’s fastest submarine at
40+ knots. The Victor III class is fitted with a towed array ASW sensor, the first
such system for the Soviets. The Tango and Kilo classes are advanced design, long
range, diesel, attack submarines probably intended to replace in part the aging Fox-
trot and Whiskey class SSs.

GROUND SYSTEMS

Tanks

The T-72 introduced a laser range finder to improve first round hit capability. It
also possesses improvement in firepower capability and night vision compared to
previous model tanks. The T-80 is the most modern Soviet tank featuring collective
nuclear biological/chemical protection, enhanced firepower, improved armor protec-
tion and increased mobility.

Infantry fighting vehicles

The BMP M1981 is a new Soviet infantry fighting vehicle that has improved
armor protection and mobility over the standard BMP. Armament consists of a hy-
pervelocity 30mm cannon.

Field artillery cannons

The Soviets are pursuing a comprehensive program to upgrade and expand the
artillery fire support available to ground. The 122mm 251 is a self-propelled, CBR
protected amphibious artillery cannon. The 152mm 283 is also self-propelled and is
possibly nuclear-capable. The Soviets are continuing deployment of nuclear-capable
heavy artillery with the mobile 240mm self-propelled mortar and the 203mm self-
propelled gun. Both provide an increased range over older pieces. Two new 152mm
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guns, one self-propelled and one towed, have been fielded since 1978, are nuclear-
capable and replace older pieces which were not nuclear-capable. [Security deletion.]

Field artillery rocket launchers
The 122mm M1975 [security deletion].

SpACE SYSTEMS

a. [Security deletion.]
b. [Security deletion.]
¢. [Security deletion.}
d. [Security deletion.]
e. [Security deletion.]
f. [Security deletion.}
g. [Security deletion.]
h. {Security deletion.]
i. [Security deletion.]
j- [Security deletion.]
k. [Security deletion.]

PRESENT SYSTEMS AND NEW REPLACEMENTS

Question 4. In our system, programs reaching the end of the research, develop-
ment test and evaluation (RDT&E) process tend to determine the future levels of
military procurement. What major new weapons systems do you see emerging from
the Soviet RDT&E process over the next four years?

Question 5. What existing Soviet systems will these new systems replace?

Answer. The following tables response to the new weapon systems (Question No.
g) within the next four years and the existing system to be replaced (Question No.

).

AIRCRAFT

Fighters

New weapons systems
Fulcrum A (MIG-29)
Flanker A (Su-27)

Bear H
Blackjack A

Condor A
Candid tanker

Ram M
Mainstay A

Mi-28

Existing system to be replaced
[Security deletion.]

Bombers

Bear A/B/C, Bison B/C
Bear, Bison

Transport/Tanker

Cock
Bison tanker

Support

Mandrake, Mangrove
Moss

Helicopters

Hind complement
MisSILES

Air-to-air

Longer range AAM with terminal

homing capability

ALCM (AS-X-15)

AA-3/5/6

Air-to-surface

New capability



Longer range TASM’s

SLCM (SS-NX-21)

[Security deletion.}

[Security deletion.]

[Security deletion.]

[Security deletion.]

Cruise

GLCM (SSC-X-4)
SRBMs

[Security deletion.]

IRBMs
[Security deletion.]

ICBMs
SS-X-24

SS-X-25

[Security deletion.]

SLBMs
[Security deletion.]

Kiev VSTOL carrier (mod)
Krasina cruiser

[Security deletion.]

29-570 O—84—14
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Tactical air-to-surface
AS-10/11

Sea-launched cruise/ASW
New capability

Surface-to-air (strategic)
Complement to SA-3, SA-10

Surface-to-air (tactical)
SA-4a, SA-4b
SA-6a, SA-6b
SA-8a, SA-8b
Surface-to-air (naval)

SA-N-4

New capability

Anti-tank

AT-4
AT-5
[Security deletion.]

Surface-to-surface
New capability

SS-21, Frog (free rocket over ground)
SS-22, SS-12 (Scaleboard)
S8-23, SS-1¢ (SCUD B)

SS5-20

S8-17
SS-11 (in the absence of arms control)
SS-13 and as a mobile ICBM (new
deployment)
S-18

S8-19

Additional capability
Additional capability

NavaAL SysTems

Ships (no new classes)

Improvements/build-up of capability
Improvements/build-up of capability

Submarines

[Security deletion.]
New capability
New capability
New capability
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GROUND SYSTEMS

Tanks
T-80 T-72M
[Security deletion.] T-62/T-64A

T-72, T-64A, T-54/55, T-62
Infantry fighting vehicles

[Security deletion.] BMP
Field artillery cannon
[Security deletion.] D-30
251
M1976
M1981
Field artillery rocket launcher
[Security deletion.] " Unknown
Air defense gun
[Security deletion.] ZSU-23-4
SPACE SYSTEMS
Reusable “Space Plane” [Security deletion.]
Reusable “Space Shuttle” New system similar to U.S. Space
Shuttle.]
[Security deletion] heavy-lift launch
vehicles [Security deletion.]
[Security deletion] medium-lift launch
vehicles [Security deletion.]
Data Relay Satellites [Security deletion.]
Glonass (global navigation satellites
systems) [Security deletion.]
[Security deletion.] [Security deletion.]
Photoreconnaissance satellites [Security deletion.]
[Security deletion.] [Security deletion.]

ESTIMATED PRODUCTION

Question 6.
W};at are your preliminary estimates of the production runs for these new sys-
tems?

Answer.
ESTIMATED FUTURE PRODUCTION PROJECTIONS 1983-90
Equipment . 1983 1984 1985 1986 1987 1988 1989 1990
Tanks
T-80 {includes Mod) 700 1,000 1,500 2,000 2500 3,000 3,000 2500
FST 200 200 200 500
Adtillery: :
122-MM SP Howitzer M-1988 100 100 300
" 122-MM Howitzer M-1987 200 300 500 500 500 500
125-MM AT gun
152-MM Howitzer M-1987 150 150
152-MM SP gun 255 450 440 400 400
[Security deletion.]
Major surface combatants:
CVN-X- 1
CGN-P-IV 1
Cax-Hi 1 1 1

FFG-P-1 . 1 2 2 2
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ESTIMATED FUTURE PRODUCTION PROJECTIONS 1983-90—Continued

Equipment 1983 1984 1985 198 1987 1988 1989 1990

Minor surface combatants:

PTGH-P-1 1 1 3 3 6 6 6
MSI-P-| 1 2 2 3 3 3 3 3
MSF-P-| 1 1 4 3 4 3
MSC-P-|. 1 2 3 3 3 3 3 3
LSM-P-) 1 3 4 4 4 4
LST-P-| 1 1 2 2 2
LPD-P-Ii 1
LCUA-X-I 1 1 2 2 2 2 2 2
LCMA-P-II 1 1 3 3
AQ-P-I 1 1 ) R
AGI-P-1 1 1 1 2 2
Bomber:
Blackjack 1 2 3 3 5 7 9 11
Fighters:
Flanker 25 65 115 115 120 140 140 145
Fulcrum 35 95 135 155 195 175 125 75
Frogfoot 40 50 50 55 60 75 15 60
Long range interceptor 0 0 0 0 0 0 0 0
Supersonic V/STOL 0 5 10 12 12 15 15 15
Catapulted naval fighter 0 0 6 15 20 20 20 20
Peripheral attack aircraft 0 0 0 8 20 3 8 110
ICBMs:
SS-X-24 10 25 90 125 125 180 150 100
Small solid ICBM 10 10 20 30 30 30 10
S$S-18 improved 10 25 40 100 100 100 75 25
S$5-18 class 10 50 100
$S-19 impr. 10 30 5 110 110 110 110 50
$S-19 class 10 25 50 100
Small solid mobile ICBM 10 10 25 60 100 150 200
[Security deletion.]
SAMs:
SA-10 900 900 1,600 1,600 1,600 1600 ,600 1,600
SA-11 (includes follow OR) ...........c.cccoovereeresrecrereone. 35 450 600 600 600 600 600 600
[Security deletion.]
SA-6 (follow-on}) 800 800 800 800 800 800 800 800
SA-8 (follow-on) 2,000 2,000 2000 2000 2000 2,000 2,000 2000
SA-9/13 2,800 2,800 25800 2800 2,800 2,800 2,800 2,800
SA-7/14 25,000 25,000 25,000 25000 25,000 25,000 25,000 25,000
SA-5 (follow-on) 1,600 1,6000 1,600 1,600 1,600 1,600 1600 1,600
ABMs:
ABM-1B
SA-8

*figures represent estimated combined production figures—it is not yet possible to determine how many of each type may be produced.

SOVIET DEFENSE EXPENDITURES BY CATEGORY

Question 7. Please provide the Committee with a pie chart dividing current Soviet
defense expenditures into the following categories: (1) military personnel; (2) mili-
tary retirement; (3) operations and maintenance; (4) procurement; (5) research, de-
velopment, test and evaluation; (6) military construction; and (7) civil defense.

Answer. The following breakout of the estimated total Soviet defense costs in 1981
is presented in terms of both absolute values and percentages and provides an ap-
proximate representation of Soviet resource allocations measured in US dollars (see
pie chart attached).
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1981+
- Military personnel erveree ettt et e sasacnese s seaebeas s [Security deletion.}
Military retirement.....
Operations and maintenance...........c.ccoccecec..
PrOCUIEMENt.....covivireereeerirceirieneriennenisnsnsssssisrinisssesraevens
Research, development, test and evaluation.........cccoveceeeenee
Military construction............ccevveieeeeniennnns
CVI] AEFEIISE.......evneiririrerererieseresevaneeeassesesererreresasseisrssssssertsenesssssssassasssasertsnsestnasasssabensnen **
TOLAL . eeeerereieerereeeseresebesenssrasbtassessesesssesetsosersarasensassebenssssastansanssassrsesensesenersacass $292.0

*Figures are given in billion 1984 dollars.
*+Civil defense is not estimated as a separate category in dollars or rubles.

PERCENT BY CATEGORY

Question 8. Please provide the Committee with a graph showing the relative share
of Soviet total defense expenditures allocated to each of the categories set forth in
Question 7 above from 1970 until the present.

Answer. The following table provides the percentage distribution of the total
USSR dollar costs for 1970, 1975, and 1981—benchmark years that are representa-
tive of the cost shares for the entire 1970-81 period (see the attached graph).

[In percent]

1970 1975 1980

Military personnel MM
Military retirement M M
Operations and maintenance ® m m
Procurement ®»m Mm@
) MmMm
(E I ) B )
= ® &

Research, development, test, and evaluation
Military construction
Civil defense

Total 100 100 100

1 Security deletion.
2 Civil defense is not estimated as a separate category in dollars or rubles. -

DEFENSE ESTIMATE TO 1985

Question 9. Please provide a graph projecting total Soviet defense expenditures ex-
pected in the next four years, subdivided into the same categories set forth in Ques-
tions 7 and 8 above.

Answer. DIA is able to provide only an approximate projection of the total dollar
cost of the Soviet defense program through 1985. A detailed cost projection, by re-
source category, is not yet available.

USSR: TOTAL DOLLAR COST OF DEFENSE PROGRAM, 1982-85 (BILLION 1984 DOLLARS)

1982 1983 1984 1985

Total cost m om0 M
1 Security deletion.

CHANGES IN ALLOCATIONS

Question 10. Have you seen or do you expect any major change in resource alloca-
tion within the total Soviet defense budget among the categories set forth in Ques-
tion 7 above?

Answer. Based on the weapon systems currently in the RDT&E stage, and those
anticipated in the future, DIA expects the dollar costs of Soviet military RDT&E to
continue to account for an increasing share of the total defense cost. As these sys-
tems enter production, the allocation to the procurement category will probably in-
crease.
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SIGNIFICANCE OF CHANGE

Question 11. What significance do you ascribe to any changes you have seen or to
the lack of change in any of these allocations?

Answer. The increase in resources allocated for RDT&E, in both absolute and rel-
ative terms, reflects the growing Soviet interest in incorporating advanced technol-
ogies in their weapon systems.

SOVIET SURGE CAPABILITIES

Question 12. Please provide charts comparing production rates and estimated pro-
duction surge capabilities from I0C date for major Soviet weapons systems of your
choice introduced since 1970. Please provide the same data for equivalent U.S. weap-
ons systems. Tactical aircraft, submarines, and major ground combat weapons sys-
tems are of particular interest.

Answer. See attached chart.

For some systems two entries are shown because the capability for surge produc-
tion is dependent in large measure upon the percentage of capacity being used when
the industrial mobilization order is given.

The effect of mobilization on Soviet ship production will be minimal over a span
of time as short as 24 months. This estimate is based on recognized constraints in
the shipbuilding industry such as procurement lead times of 24 months in many
cases, and construction times from 24 to more than 60 months for major systems.
Production increases would be less than 10 percent for major surface combatants
and submarines, and less than 24 percent for small surface combatants.

Da%a edfor equivalent U.S. weapon systems is not available to DIA and cannot be
provided.

REPRESENTATIVE ESTIMATED PRODUCTION SURGE CAPABILITIES FOR SELECTED SOVIET
WEAPONS SYSTEMS

[Security deletion.]

RUBLE AND DOLLAR ESTIMATES

Question 13. You employ both constant dollar estimates and current ruble esti-
matg’s of Soviet defense expenditures. Why do you maintain these different meas-
ures? -

Answer. The constant dollar estimate is a measure of what it would cost, using
U.S. prices and wages, to produce and man a military force of the same size and
with the same weapons as that of the USSR, and to operate that force as the Soviets
do. Because this measure is in terms of U.S. costs, the magnitude of Soviet military
forces and programs can be directly compared with U.S. military forces and pro-
grams. The use of constant dollars permits a measure of real change in resource
allocations which excludes the impact of inflation. DIA does not develop its own es-
timate of the dollar costs of Soviet defense. Rather, DIA uses the CIA cost-analysis
model and CIA-developed prices for weapons, with DIA data on weapons production.

Current ruble estimates of Soviet defense expenditures are used because DIA be-
lieves that such measures come closest to reflecting the Soviet perspective of its own
resource commitment to defense. Also, current ruble estimates permit these expend-
itures to be measured in the context, and as a share, of the overall Soviet economy.

COMPARATIVE U.S./U.S.S.R. MILITARY PAY

Question 14. Please provide a comparison in both constant dollars and rubles of
the basic pay and equivalent Regular Military Compensation received by U.S. and
Soviet military personnel of equivalent rank, training, time in grade, and time in
service for selected enlisted, non-commissioned officer, warrant officer, company
grade officer, field grade officer, and general officer ranks of your choice.

Answer. DIA does not closely follow pay rates of U.S. and Soviet military person-
nel. CIA would have this type of information.

SIGNIFICANCE OF DOLLAR/RUBLE ESTIMATES

Question 15. You have testified to different rates of growth in Soviet defense ex-
penditures employing the constant dollar and current ruble measures of Soviet re-
source allocation. What is the significance of the different rates of growth shown
using these different methods of calculation?
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Answer. The different rates of growth that result when employing the constant
dollar or current ruble estimate are to be expected because the two methodologies
are different and have entirely different purposes. The dollar estimate is designed to
cost Soviet military activities using U.S. constant dollar prices, technology, and
learning curves in order to make comparisons with U.S. defense forces. The current
ruble estimate is designed to measure actual Soviet defense spending, the impact of
defense on the economy and the Soviet perception of defense activities. Current
ruble estimates of Soviet defense growth are likely to be much higher than U.S. con-
stant dollar growth rates because they include the effects of Soviet inflation, techno-
logical inefficiency and industrial bottlenecks.

METHODS FOR DOLLAR/RUBLE CALCULATIONS

Question 16. Please describe how you derive you constant dollar and current ruble
measures of Soviet defense expenditures. Your answer should address the method of
calculation, not the sources of the data employed in the calculation.

Answer. The DIA uses a building-block method to estimate the dollar cost of the
Soviet defense program. This approach entails the preparation of a detailed listing
of all aspects of Soviet military activity, such as RDT&E, procurement, construction,
personnel, and operations and maintenance. This listing is derived from estimates of
annual military production and from order-of-battle data. These components are
priced in terms of what it would cost the U.S. to produce and man a force of the
same size and with the same weapons as that of the USSR and to operate that force
as the Soviets do. The unit procurement and operating costs for individual items of
equipment are derived either within the intelligence community or from contracts
with U.S. manufacturers of similar equipment. These unit costs are then multiplied
by the appropriate quantities, and the results are aggregated to derive an estimate
of the total dollar cost. A constant price base, with the index series derived primari-
ly from the Bureau of Labor Statistics, is used so that the cost trends reflect actual
changes in the levels of military activity.

[Security deletion.]

SOVIET INFLATION

Question 17. Please provide a graph showing your estimate of inflation for the
Soviet economy as a whole and for Soviet defense expenditures from 1970 until the
present.

Answer. [Security deletion.] ’

Question 18. How reliable is your measure of inflation in the Soviet Union?

Answer. [Security deletion.}

SOVIET BUDGETARY PROCESS

Question 19. Please provide a summary narrative description of the process by
which the Soviet military budget is developed and how it is integrated with other
Soviet resource allocation priorities in the Soviet national economic planning proc-
ess,

Answer. The answer is classified [security deletion] and is on file at DIA, [security
deletion] the Pentagon, [security deletion].

The question cannot be meaningfully answered at the Secret or Unclassified level.

COMPARATIVE U.S./U.S.S.R. ALLIANCE EXPENDITURES

Question 20. Please compare the cost of the Soviet Union’s contributions to the
Warsaw Pact to the cost of the United States’ contributions to NATO during the
period from 1970 until the present.

Answer. DIA has made a preliminary estimate of the annual dollar cost of NATO-
Warsaw Pact defense activities for 1970 to 1981. This comparison shows that the es-
timated dollar cost of the Soviet defense program consistently accounts for almost
90 percent of the total Warsaw Pact costs, while the US defense outlays represent a
declining share of the NATO total—from 60 percent in 1970 to 55 percent in 1981,

SOVIET ARMS CONTROL POLICY AND GOALS

Question 21. Please describe the process by which the Soviet Union sets its arms
control policy and goals.

Answer. The Soviet Arms control policy process is a highly centralized procedure
which involves close coordination and interaction among senior party and govern-
mental leaders and organizations. Most significantly however, the entire process is
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determined by the political goals and objectives of the party hierarchy. In this
regard, the Politburo, as the supreme political authority in the Soviet system,
makes the final decision on arms control policy.

A major participant in the entire process is the Soviet Defense Council, a govern-
ment body which operates basically as a subcommittee of the Politburo. The Gener-
al Staff acts as executive secretariat for the Defense Council. {Security deletion.]

There are numerous party and governmental organizations which contribute to
the policy formulation process. From the Party side, the Politburo employs the staff
of the Central Committee (CC) Secretariat which works closely with officials from
the Ministry of Foreign Affairs, the Ministry of Defense and the Military Industrial
Commission. Additionally, major research institutes such as the USA institute can
make inputs on an ad hoc basis. [Security deletion.]

SOVIET GENERAL STAFF AND ARMS CONTROL

Question 22. What role does the Soviet General Staff play in their arms control
policy process?

Answer. The Soviet General Staff plays a critical role in arms control negotiations
and in strategic policy formulation. The General Staff provides the Defense Council,
the key coordinating and decisionmaking body in the Soviet Union for national se-
curity matters, with technical information [security deletion].

General. Staff officers also directly participate in arms control negotiations, serv-
ing as part of official Soviet delegations. In addition, several top General Staff
spokesmen have played a very vocal role in supporting and elucidating Soviet arms
control policies and positions. The Chief of the Soviet General Staff, Marshal Niko-
lai Ogarkov, frequently addresses arms control issues in his speeches and writings.
Prior to his appointment as Chief of the General Staff, Ogarkov was [security dele-
tion] Ogarkov, in his capacity as the top military leader of the Soviet armed forces,
participates in Defense Council sessions and wields considerable authority—particu-
larly on arms control matters—in representing the viewpoint of the professional
military. Col. Gen. Nikolai Chervov, who is the Chief of a General Staff directorate
[security deletion] has made numerous appearances on Soviet television addressing
arms control issues. He has also authored a number of articles on the topic.

EQUIVALENT U.S./U.S.S.R. ARMS CONTROL AGENCIES

Question 23. Within the Soviet government, is there any organization equivalent
in power and function to our Arms Control and Disarmament Agency?

Answer. To the knowledge of DIA, there is no ACDA equivalent in the Soviet
Union. As described in the Answer to Question #21, power and decisionmaking for
arms control issues resides with the Politburo of the Soviet Communist Party inter-
acting with the Soviet Defense Council.

RAILROADS ROLLING STOCK PRODUCTION

Question 24. Have you identified any recent changes in Soviet railroad rolling
stock production?

Answer. Yes, the total output of rolling stock has been slowly declining since the
peak year of 1976 but the actual carrying capacity of the cars now being made ex-
ceeds that of the 1976 output.

CHANGES IN PRODUCTION.

Question 25. What significance, if any, do you attach to any change or lack of
change in Soviet rolling stock production?

Answer. It appears that the Soviets are attempting to increase the carrying capac-
ity of their rail lines by building large capacity, higher load capacity freight cars as
well as specialized types of cars such as automatic dumping coal cars. Such an ap-
p:i.)lalqh is necessary in order to increase the volume of traffic without building new
rail lines.

DATA ON CHINA’'S DEFENSE EXPENDITURES

Question 26. Why did you not provide data on the Peoples Republic of China’s de-
fense expenditures and systems development in the same detail as you did the data
on the Soviet Union?

Answer. Detailed intelligence on the People’s Republic of China’s Defense expend-
itures does not exist to the same extent as it does for the Soviet Union.
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SecuritTy EcoNomics oF THE Joint EcoNomic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to notice, in executive session,
at 10 am., in room SD-538, Dirksen Senate Office Building, Hon.
William Proxmire (vice chairman of the subcommittee) presiding.

Present: Senators Proxmire and Sarbanes; and Representatives
Scheuer and Wylie.

Also present: Charles H. Bradford, assistant director, and Rich-
ard F. Kaufman, assistant director-general counsel.

OPENING STATEMENT OF SENATOR PROXMIRE, VICE CHAIRMAN

Senator ProxMIRE. The subcommittee will come to order.

Gentlemen, welcome. I am delighted to see you here this morn-
ing. I am happy to welcome Robert Gates, the new Chairman of the
National Intelligence Council and the Deputy Director for Intelli-
gence for the Central Intelligence Agency to this year’s hearing on
the allocation of resources in the Soviet Union and China.

With respect to the Soviet Union, we have asked that the presen-
tation focus on economic policy changes that have been made or
are likely to be made under the new Andropov government, as well
as on recent economic performance and the prospects for the next
few years.

We also want to discuss the trends, the recent trends in defense
allocations.

Concerning China, we would like you to explain China’s recent
economic performance, its priorities as between heavier and lighter
industries and the reforms which appear to be encouraging decen-
tralization in private enterprise in what appears to be a remarka-
ble growth in China and economic progress in China, compared to
past performance. ) )

Your excellent prepared briefings have been sent to us in ad-
vance of this hearing. I assume you will summarize the briefings,
giving us the highlights and allowing us to use the balance of the
hearings for questions.

I want to urge you to provide us with an unclassified version of
the briefing as soon as possible, so that it can be released to the
general public. Also, I hope the record of this morning’s hearings
can be sanitized quickly.

@211
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We know that we have already heard testimony from your coun-
terpart, the Defense Intelligence Agency, and that testimony, plus
your own, will comprise the published proceedings of this hearing.

By the way, I would like to mention, as I did to General Bissell
before you, that this marks the 10th anniversary of these hearings,
which 1 initiated in 1974. I think we can all be proud of the record
that has been compiled, especially the contributions by the spokes-
men for the intelligence community, such as yourself. With any
luck and continued cooperation, the series will continue.

Mr. Gates, you may introduce the people who accompanied you
and then proceed with your presentation.

STATEMENT OF ROBERT GATES, CHAIRMAN, NATIONAL INTELLI-
GENCE COUNCIL AND DEPUTY DIRECTOR FOR INTELLIGENCE,
CENTRAL INTELLIGENCE AGENCY, ACCOMPANIED BY JAMES
NOREN AND JOSEPH LICARI, OFFICE OF SOVIET ANALYSIS;
LANCE HAUS, OFFICE OF GLOBAL ISSUES; AND ROBIN PHIL-
LIPS, OFFICE OF EAST ASIAN ANALYSIS

Mr. Gartes. Thank you, Mr. Chairman. I am accompanied by four
people: Mr. James Noren and Mr. Joseph Licari of our Office of
Soviet Analysis, on my left; Mr. Lance Haus, on my right, of our
Office of Global Issues, who works on Soviet energy matters; and
‘Mr. Robin Phillips, a specialist on the Chinese economy in our
Office of East Asian Analysis.

As you requested, Mr. Chairman, I have put together a summary
of the overall statement, and I expect that it will run about 20 min-
utes, or thereabouts.

Senator ProxmMIrE. OK. Fine. Go right ahead.

Mr. Gartes. Let me start with the Soviet Union and economic de-
velopments in the past 2 years.

ECONOMIC DEVELOPMENTS IN THE SOVIET UNION

Last year and the year before, growth in the Soviet gross nation-
al product averaged about 2 percent per year, somewhat above the
level attained during 1979-80, but well below both the rate
afhieved during the 1970’s and the rate implied by the 1981-85
plan.

The slowdown in the growth of industrial output was especially
worrisome. In 1981-82, the average annual growth was then 2%
percent, about half the rate called for in the 1981-85 plan. Two de--
velopments during this period were particularly noteworthy. The
slowdown was evident in practically every industrial branch, and
the productivity of labor and capital employed in industry was
down dramatically.

Within industry, the growth of energy production in the U.S.S.R.
has decelerated significantly; while gas output grew rapidly in 1981
and 1982, raw coal output increased in 1982 for the first time since
1978. After three decades of growth, oil production in the U.S.S.R.
has begun to level off, although the prospects for the future are
considerably better than we once believed.

Based on some extensive research over the past 2 years, we now
estimate that the combined output of Soviet oil, natural gas, and
coal will increase by 10 to 12 percent in 1981-85, compared with
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the 22 percent achieved in 1976-80. In the latter half of the decade,
energy production will be about 6 percent greater than in 1981-85.
Oil production probably will plateau by the middle of this decade
and then subside slowly by 1990. All things considered, the energy
picture implies much less of a constraint on growth of the domestic
economy than we thought last summer.

Shortfalls in the general availability of raw materials were a
major reason for the marked slowdown in industrial production in
1981-82. Declining growth in production of coal and its deteriorat-
ing quality, for example, hurt electric power and ferrous metallur-
gy. Shortages of electric power, in turn, impaired the performance
of industrial power customers, and an insufficient supply of steel
products contributed to lower growth in machinery production.

The low rate of growth in machinery output, only 3.2 percent
during 1981-82, is about half the rate planned for 1981-85 and by
far the lowest since World War II. Machine building is a pivotal
sector, producing military hardware as well as consumer durables
and machinery for investment. The hard choices facing Andropov
are most evident in this sector.

The value of agricultural output, almost the same in 1981 as in
1980, increased by somewhat more than 8 percent in 1982. [Securi-
ty deletion.]

Even with the 1982 rebound, farm output was still nearly 7 per-
cent below the 1978 peak year level.

A substantial share of the responsibility for the fall off in indus-
trial growth must be assigned to bottlenecks in the transportation
of both raw materials and finished products. Total freight turnover,
which has increased at an annual rate of 3.5 percent during 1976-
80, actually fell last year. The principal culprit has been the rail-
roads, which shoulder the major part of the transportation burden
in the US.SR. : :

As Andropov noted in his early speeches, much remained to be
done in the area of consumer welfare when he took office. Accord-
ing to our estimates, total per capita consumption increased in
1981 by about 1 percent, but then declined in 1982 by about 1 per-
cent. Meanwhile, the availability of quality foods declined general-
ly. Per capita meat consumption, for instance, was down slightly in
1982 from its peak 1979 level.

The U.S.S.R. substantially improved its hard currency payments
position in 1982, however. By strongly pushing oil exports and hold-
ing down imports, the Soviet Union slashed its hard currency trade
deficit to $1.2 billion or about one-third of the deficit incurred in
1981. By the end of the year, gross hard currency debt had fallen
by an estimated $800 million and totaled about $20 billion. Assets
held in Western banks were a record high $10 billion at the end of
last year.

MILITARY OUTLAYS

Mr. Chairman, I have just reviewed the general performance of
the Soviet economy during the last 2 years. Let me turn now to the
particular issue of the cost of Soviet military programs.
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As we noted in our submission to your subcommittee,! our latest
estimate indicates that Soviet outlays in constant prices have lev-
eled off since 1976 in at least one major area: procurement of mili-
tary hardware. Costs in all all other categories of Soviet defense
conti]nued to grow over the entire 1972-81 period. [Security dele-
tion.

As General Bissell indicated in his June testimony, DIA esti-
mates of weapons production also show flat or declining trends for
major categories since the mid-1970’s. The DIA’s estimate of Soviet
defense spending, which includes inflation, shows substantial
growth in total defense and procurement costs, though at a some-
what slower rate since 1976.

Senator ProxMIRE. When you say “includes inflation,” you mean
it does not adjust for inflation, and therefore, the increase includes
the fact that prices were higher?

Mr. GATES. Yes, sir.

Senator PROXMIRE. So that if there were an adjustment for infla-
tion, then it would show a lesser increase; is that right?

Mr. GATES. Yes, sir. That is right.

REASONS FOR SLOWER MILITARY GROWTH

The continued slow growth since 1976 seems related to a combi-
nation of complex factors, including technological problems, indus-
trial bottlenecks, and policy decisions. We know that a number of
major Soviet weapons ran into technical delays that pushed their
serial production back at least a few years. Raw material, energy,
and transportation bottlenecks appear to have disrupted military
production, just as they did civilian production during this period.

The leadership, either anticipating these problems or in response
to them, may have taken steps to stretch out military procurement.
Moreover, decisions to comply with SALT I and the unratified
SALT II treaty also may have slowed procurement in certain areas.

I should note, however—and it is important to put this defense
issue in context—that the costs of current Soviet military activities
are very large, about 45 percent greater than those of the United
States. Despite the plateau observed in the level of procurement,
Soviet forces have produced some 2,000 ICBM and SLBM missiles,
5,000 tactical combat and interceptor aircraft, 65 SSBN and attack
submarines, and some 31 major surface combatants since 1975.
Thus, even with reduced growth, they could still introduce many
systems and continue to improve their forces throughout this
decade. Indeed, we have noted a continuing expansion of Soviet in-
dustrial capability associated with the production of weapons, and
we also would note the large number of military R&D programs
underway, both of which position the Soviets to return to their ear-
lier rates of defense growth, should they overcome some of these
other problems.

I would also note that this decline takes place in the context of
the overall economic decline and that the rate of spending on de-
fense remains about 13 to 14 percent of gross national product,
where it has been for the past decade or more.

! See submission (briefing paper) beginning on p. 293.
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As the first 2 years of the 1981-85 plan neared completion, it
must have become clear to Soviet leaders that their economic strat-
egy was not working. Nonetheless, on the basis of information pub-
lished in the 1983 plan and what has happened since, we conclude
that Andropov is still basically holding to the course set by Brezh-
nev. In particular, it does not appear that Andropov has acceler-
ated Soviet military spending. There are also no indications of sig-
nificant change in agricultural policy since Andropov took power.
The priority the leadership has given the food program mirrors an
apparent high preoccupation with living standards.

ANDROPOV INITIATIVES

Aside from its agricultural policies, the new regime has shown
concern for the welfare of the population by a flurry of decrees
published this year which call for more attention to consumer-re-
lated programs. Nevertheless, the regime has very little room for
maneuver on consumer issues until the food program pays some
return and until more investment can be spared for the production
of soft goods and consumer durables.

The major new element of economic policy this year is the disci-
pline campaign. Andropov does not believe that greater discipline
alone will cure the economy’s ills, but he sees it as a necessary be-
ginning. Although the campaign is designed to tighten discipline
all around, it so far appears to be directed primarily against blue-
collar workers. In the more sensitive area of reforming planning
and management, the new regime has introduced only some very
limited measures to decentralize decisionmaking in both industry
a_nd agriculture. These are described in some detail in our submis-
sion.

ECONOMIC PERFORMANCE IN 1983

Turning now to the outlook for 1983, we believe that some of the
economic pressures on the Andropov leadership will ease slightly
this year. Based on statistics available for the first 7 months of
1983, we estimate the GNP will rise by 3.5 to 4 percent, well above
the approximately 2-percent rate of growth achieved in both 1981
and 1982.

All major sectors of the economy are doing better this year. The
rebound in industry reflects a comparison with an exceedingly poor
first half of 1982. It also owes much to the better-than-normal
winter and spring weather conditions which eased transportation
blockages and permitted some rebuilding of stocks of fuel and other
inputs less in demand when the weather is mild. We estimate that
industrial production will grow by about 3 percent this year, some-
what more than the 2%:-percent annual rate in 1982,

Following 4 consecutive years of poor agricultural performance a
substantial recovery is in the cards for 1983. We expect total farm
output to increase by about 7 to 8 percent, compared with slightly
more than 3 percent in 1982, and almost no growth in 1981. Bar-
ring a major deterioration in weather conditions, a grain harvest of
about 200 million tons is likely according to USDA projections, the
best crop since the 1978 record crop of 237 million tons. The out-
look for the other major crops is also good.
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On the other hand, the new regime, which apparently came to
power with the support of the military, may well be under pressure
to speed up defense spending. Opening the spigot wider would be
costly. Any sharp acceleration of the level of military procurement
will make it much more difficult for Moscow to solve its general
economic problems. Andropov must soon decide how to approach
the defense spending and resource allocation issue because the
planning cycle for the 1986-90 plan is already underway.

LONGER TERM PROSPECTS

A stronger economic showing this year would help Andropov po-
litically but it would not, in our view, foreshadow a higher rate of
growth over the longer term. As we say in the submission you have
received, the problems that have constrained growth in the late
1970’s have not gone away. In fact, some of them are just reaching
peak severity.

Most important, because of the slower growth of labor and cap-
ital expected in the remainder of the 1980’s long-term growth
would have to be sustained by increases in the combined productiv-
ity of labor and capital. A turnaround in productivity trends is not
likely, however, without fundamental change in the economic
system and until worker incentives are improved. But the regime’s
present strategy for spurring efficiency seems unequal to the task.

For example, long cultural conditioning of the work force and
the difficulty of reversing trends entrenched for the last 20 years
will present substantial obstacles to broad use of increased wage
differentials to stimulate productivity. Serious obstacles also stand
in the way of continued implementation of the discipline campaign.
Public tolerance of a tough discipline drive 30 years after Stalin is
likely to be tenuous and transitory. In the current labor market,
moreover, management will be reluctant to crack down on workers
who can easily quit and find jobs elsewhere, often at higher pay.

POSSIBILITIES FOR IMPROVEMENT

The regime could improve the performance of the economy in a
number of ways. The current investment plan, for instance, is lop-
sided and lacks balance, stressing the development of energy and
agriculture at the expense of most other sectors vital to economic
growth. A greater return could probably be achieved by shifting
more investment to sectors such as machine building, transporta-
tion, and ferrous metal. In this connection, holding down growth in
defense spending would free up resources that could be used to bol-
ster the civilian economy. Some gains could also be achieved by
identifying those areas in the economy where mismanagement and
administrative inefficiency are worse and replacing the managers
at all levels with more competent people.

- The greatest potential for reviving economic growth, however,
lies in more radical measures that would alter Soviet economic
mechanisms. The major constraint, however, in changing the
Soviet economic system is that Andropov and the rest of the leader-
ship, for compelling economic and political reasons, will not dis-
mantle a command economy and replace it with some form of
market socialism. Given Andropov’s emphasis thus far on study
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and small-scale experiments, we think that reforms of organization
and management will have little impact on the economy in the
next years. Indeed, the improved performance in 1983 may even
reduce the pressure for economic change in the shortrun.

DEVELOPMENTS IN CHINESE ECONOMY

Now, Mr. Chairman, I would like to conclude my summary re-
marks with a few observations on recent developments on the Chi-
nese economy.

The Chinese economy today is in much better shape than it was
a few years ago. Progress can be seen in the substantial improve-
ments in personal incomes and consumption, in the remarkable
growth in agriculture, and in the expansion of foreign trade. There
is now a sense of direction and purpose to economic policies. The
new Sixth five-year plan for 1981-85, approved last December, pro-
vides a reasonably well-defined policy framework, something that
had not existed since the 1950’s. During the Culture Revolution,
1966 to 1976, China’s planning apparatus was dismantled, and
plans reportedly consisted of little more than targets for a few im-
portant commodities.

In several respects, however, economic progress has proved elu-
sive. The appalling waste and inefficiency that characterized the
Chinese economy in the 1970’s remains equally serious today. Para-
doxically, management reforms designed to reduce waste by
strengthening the profit motive and decentralizing financial deci-
sionmaking have also made it more difficult to complete urgently
zleeded projects in bottleneck sectors such as energy and transpor-

ation.

Last year the investment plan called for only a nominal increase
in capital construction. By the end of the year, actual spending was
up over 25 percent. Almost half the increase came from unplanned
spending by enterprises financed from retained profits permitted
under new government rules. This surge in investment, as in 1980,
stretched existing supplies of scarce building materials and made it
more difficult to guarantee cement, steel, glass, and the like, to pri-
ority projects.

This failure to meet completion targets for critical energy and
transport projects is at the center of current policy discussions in
Peking. Only slightly less important is how to insure further im-
provements in living standards and consumption in the face of
large investment requirements.

PERFORMANCE IN 1982

1982 was fairly typical of recent years. Overall economic growth
was at least moderate to good. GNP and industrial production each
increased more than 7 percent. Energy production rose by 5.7 per-
cent, easing what is still the major constraint on growth, while ag-
ricultural output, benefiting from favorable weather and a continu-
ation of liberal policies, grew by a remarkable 11 percent.

Despite the fact that increases in personal incomes were slightly
smaller than in 1981, Peking still had problems providing adequate
supplies of consumer goods. Chinese consumers, not finding what
they want in the stores, continued to deposit large sums of money
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in savings accounts, and inventories of rejected merchandise con-
tinued to pile up. The population also was faced with a rise in
urban unemployment, which perhaps reached 10 percent, and an
inflation rate of between 5 and 10 percent.

At the end of 1982, China was in its strongest international fi-
nancial position ever. Foreign exchange reserves stood at over $11
billion, more than double the year earlier total. Most of the in-
crease in reserves, however, came as a result of cuts in imports
which fell by 10 percent. With exports growing by over 3 percent,
the trade surplus reached $6.3 billion.

Import cuts also had.an impact on Sino-U.S. trade. China contin-
ued to run a deficit, although that deficit shrank in 1982. A 21-per-
cent increase in Chinese exports, combined with a 19-percent de-
cline in their imports, reduced China’s trade deficit with the
United States from $1.7 billion in 1981 to $0.6 billion last year. Chi-
nese sales of textiles to the United States were up 34 percent and
the purchases of U.S. grain were up 5 percent on a volume basis. A
60-percent decline in imports of textile fibers seems to have been
unrelated to the Sino-U.S. textile dispute. It appears instead to
?:li)ve been a matter of the Chinese having excessive inventories of
iber. :

PERFORMANCE IN 1983

The first half of 1983 has been a continuation of some of the
more unwelcome developments of 1982. Investment spending has
continued to grow at a 20-percent pace, prodding the regime to
review the construction program and to halt or drop lower priority
projects. Too rapid growth in heavy industry continues to squeeze
consumer goods production. During the first 6 months of this year
heavy industrial output rose by 12.2 percent over the year earlier
period. The annual target is 3.9 percent. Light industry grew by
only 5.4 percent.

REFORMS

Earlier I mentioned management reforms. Since the late 1980’s
China has experimented with management reforms in practically
every sector of the economy. The basic thrust has been to decen-
tralize decisionmaking and attempt to boost production and effi-
ciency.

Reforms in agriculture have shown the most striking success. Es-
sentially, these have entailed a reduction of the government’s role
in production and marketing decisions. Most of these decisions ap-
parently are now made by farm households or by individual farm-
ers. We believe these changes have been very important in agricul-
tural growth since the late 1970’s, but—and this is a major compli-
cation—Peking also has raised prices for agricultural products.
This by itself has probably been a considerable stimulus.

In industry, the reforms have involved strengthening the profit
motive and allowing enterprises to retain a portion of their profits.
Intuitively, this type of reform is appealing, but because of major
irrationalities in China’s price system, the changes have not pro-
duced the desired effects. The reforms, moreover, have also provid-
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ed the funds for enterprises to carry out additional investment, re-
sulting in the overextended construction program mentioned earli-
er.

In another interesting reform, Peking now permits individuals to
open their own businesses, in some instances extending loans and
allowing them to hire workers, usually only three or four, who are
designated as apprentices. This more liberal stance on individual
enterprises has been a very practical one for two reasons: large un-
employment and the extreme scarcity of personal service personnel
such as barbers and appliance repairmen. On the whole, individual
enterprises still are not terribly significant to the Chinese econo-
my, but they have grown rapidly. In 1978, there were only 150,000
individual laborers in urban areas. By the end of 1982, there were
1.5 million. Rapid growth, by any standard.

Other reforms include increased use of domestic bank loans for
investment, raising interest rates to allocate investment more ra-
tionally, encouraging direct contracts between producer and con-
sumer, allowing some product sales at prices that differ from State-
set prices, and providing free markets to allow peasants to sell
their produce in urban and rural areas.

The examples I have cited perhaps give you an idea of the type
of reforms the Chinese are interested in. At this stage, judging
their net impact on economic performance is very difficult. Cur-
-rently, Peking has adopted a more cautious approach to economic
reform. Because there are so many day-to-day problems that
demand attention, and because they want to give more thought to
the reform program, the Chinese leadership has postponed further
major changes in the system until sometime after 1985, the end of
the current “Five-Year Plan.”

Mr. Chairman, this concludes my summary on both the Soviet
and Chinese economies. We would be pleased to take whatever
questions you may have.

[The prepared statement of Mr. Gates follows:]

29-570 O-—84—15
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PREPARED STATEMENT OF ROBERT GATES

" The Soviet Economy

Mr. Chairman, in inviting us to testify on the Soviet
economy, you asked that we focus on economic policy chsnges
under the new leadership and the significance of those
changes, economic performance in 1982 and thus far in 1983,
and the outlook over the next few years. You also requested
that we discuss trends in the Soviet Union's allocation of
resources t§ defense.

A. Let me start with economic developments in the past two
years. Last year and the year before, growth in Soviet
gros§ national product (GNP) averaged about 2 percent per
year, somewhat -above the level attained during 1979-80
but well below both the rate achieved during the 1970s
and the rate implied by the 1981-85 Plan (figure 1).

B. The slowdown in the growth of industrial output was
especially worrisome.

1. In 1981-82, average annual growth was less than 2 1/2
percent, about half the rate called for in the 1981-
85 Plan (figure 2).

2. Two developments during this period were particularly
noteworthy: the slowdown was evident in practically
every industrial branch, and the productivity of
labor and capital employed in induStry was down

dramatically.
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C. MWithin industry the growth of energy production in the

USSR has decelerated significantly.

1.

After three decades of growth, oil production in the
USSR has begun to level off, although-<as I will
explain later--the prospects for the future are
considerably better than we once thought. Production
of oil (including gas condensate) has inched forward
during the current five-year planning period and now
stands at 12.4 million barrels per day.

While gas output grew rapidly in 1981 and 1982, }aw
coal output increased in 1982 for the firsf time
since 1978.

Shortfalls in the general availability of raw
materials were a major reason for the marked slowdown
in industrial production in 1981-82 (figure 3).
Declining growth-in production of coal and its
deteriorating quality, for example, hurt e]ectric
power and ferrous metallurgy. Shortages of electric
power, in turn, impaired thevperformance of
industrial power customers, and an insufficient
supply of steel products contributed to the lower

growth in machinery production.

D. Stagnation in the output of rolled steel products in

1981-82 held back growth in machinery.

1.

Machinebuilding is a pivotal sector, producing
military hardware as well as consumer durables and

machinery for investment,
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The low rate of growth of machinery output--only 3.2
percent annually during 1981-82--is about half the
rate planned for 1981-85 and by far the lowest since
World War II.

The hard choices on resource allocation facing
Andropov are most evident in the this sector. At
current levels of investment, demand for machinery
and equipment for domestic investment is rising by as
much as 7-9 percent per year.

Meanwhile, the regime would like to push production
of consumer durables so as to reduce some of the
unsatisfied demand in consumer markets.

But the 3-percent average annual growth achieved in
1981-82 suggests that the goals for total production
of machinery are unlikely to be met in the near
future.

The pressure on allocations to investment and the
consumer could be eased in the near term in two ways:
by hol&ing down the growth in production of military

hardware and by increasing net imports of

machinery. In the longer term, more investment in

the machinery sector and its supporting branches is

needed.

The growth of output in light industry and food

processing during 1981-82 paralleled that of industry as

a whole.

1.

Despite large imports of grain, sugar, and other farm
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products, shortages of agricultural raw materials
contributed to the weak performance of food
processing and (te a much lesser extent) of light

industry in 1981-82.

The value of agricultural output, almost the same in 1981

as in 1980, increased by somewhat more than 3 percent in

1982. USDA estimates grain production at 180 million

tons last year--an increase of 20 million tons over 1981

but some 55 million tons short of plan.

1.

In the crucial livestock sector, meat output rose
only fractionally in 1982thi1e milk production
turned upward for the first time since 1977.

Even with the 1982 rebound, farm output was still
nearly 7 percent below the 1978 peak-year level. In
fact, the results for 1981-82 have put most of the .
11th Five-Year Plan agricultural production goals

beyond reach.

A substantial share of the responsibility for the falloff

in industrial growth must be assigned to bottlenecks in

the transportation of both raw materials and finished

1.

products.

Plants were shut down intermittently, production
lines were disrupted as machines and workers stood
idle for lack of raw materials, and finished products
piled up on loading docks,

Total freight turnover, which had increased at an

annual rate of 3.5 percent during 1976-80, actually
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fell slightly last year.
The principal culprit has been the railroads, which
shoulder the major part of the transportation burden

in the USSR.

As Andropov noted in his early speeches, much remained to

be done in the area of consumer welfare when he took

office.

1.

According to our estimates, total per capita

consumption increased in 1981 by about one percent--

but then declined in 1982 by almost one percent.

Meanwhile, the availability of quality foods declined
generally. Per capita meat consumption, for
instance, was down slightly in 1982 from its peak
1979 level.

Some signs of unrest--such as short-lived work
stoppages--occurred during 1981-82, but expressions
of discontent generally were contained or averted..
Faced with long lines at state outlets, consumers
dealt with the shortages in ways that did not
threaten the regime--by buying higher-priced foods in
the officially sanctioned free markets, for example,

and through barter and black-market activity.

After coping successfully with an earlier runup of hard

currency debt, the USSR was hit in 1981 by a rising

égricultural ihport bill and the need to provide hard

currency assistance to Poland.

1.

The volume of grain purchases jumped by more than
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one-third, to 39.-million tons. The deficit on
merchandise trade rose to $4 billion, compared with
$2.5 billion in 1980.

2. The gap would have been even higher had Moscow not
pushed exports (mainly o0il)} and trimmed imports
(mainly machinery and equipment) in the last half of
1981.

3. The Soviets improved their hard currency payments

-position in 1982. By strongly-pushing oil exports

and holding down imports, the USSR slashed its hard

currency trade deficit to $1.3 billion, or one-third

of the deficit incurred in 1981.

4. The easing of its hard currency payments position,
coupled with a probable fall in hard currency

assistance to Poland, allowed Moscow to reduce its

hard currency debt in 1982. By the end of the year,

gross debt had fallen by an estimated $800 million

and totaled $20.1 billion. Assets in Western banks

were a record-high $10 billion at the end of last

Jear.

Mr., Chairman, I have just reviewed the general performance of
the Soviet economy during the last two years. Let me now
turn to the particular issue of Soviet military

expenditures. Our approach to defense-spending estimates

yields much more confidence in medium- and long term trends

than year- to year movements. Consequently, I w1l1 dlSCUSS
- T

- our estimates for the period since 1970.
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Our latest estimate of Soviet military expenditures

indicates that defense spending in constant 1970 ruble

prices continues to increase.

1.

Unlike our past estimates, however, the new evidence
incorporated in our present estimate indicates that

Soviet expenditures havg/Tg!q[eg“oEE:kince 1976 in at

least one major area, procurement of military

hardware.
S ———

Total Soviet defense costs, measured in constant 1970
rubles, grew at an average annual rate of 4-5 percent
during 1966-76 (about the same as reported in earlier
estimates).

Qur new estimate, however, shows that like overall

economic growth the rise in the total cost of defense

since 1976 has been slower--about 2 percent a year.

The rate of growth of overall defense costs is lower
because procurement of military hardware--the largest
category of defense spending--was almost flat in

1976-81.

New information indicates that the Soviets did not field

weapons as rapidly after 1976 as before.

1.

Practically all major categories of Soviet weapons
were affected--missiles, aircraft, and ships. This
phenomenon was only partially offset by the tendency
of newer, more sophisticated weapon systems to cost
more.

Costs in all other categories of Soviet defense
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continued to grow at historic rates over the entire
1972-81 period. Operations and maintenance costs,
for example, grew. by 3-4 percent annually; personnel
costs "increased by slightly less than 2 percent a
year. '

Meanwhile, the burden of defense in the USSR--the

share of .GNP devoted to defense--remained roughly

-constant at 13-14 percent through the 1970s because

defense and GNP have grown at.about the same rate.
We had previously forecast that the defense share

would increase by one-percentage point in the early

.1980s.

The slowdown in the growth of military procurement cannot

-be explained by any single factor.

1.

7 2.

Initiaily at least, the absence of growth in mititary

”procdremént might have beeh attributed to natural

tulls in productjon as older‘weapoﬁ'programs were
phased out before néw ohes.began. The extended
nature of the slowdown, howevér, goes far beyond
normal dips in procurement cycles, which usually Have

lasted no more than a year or so.

The continued slow growth since the late 1970s jjﬁﬂQ

instead related to a combination of complex factors

including technological problems, industrial

bottlenecks, and policy decisions:

a. A number of major Soviet weapons ran may have run .

into technical deltays that pushed-their serial
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production back at least a few years.

Raw material, energy, and transportation
bottlenecks could have disrupted'military
production just as they did civilian production
during this period.

The leadership, either»anticipating these
problems or in response to them, may have taken
steps to stretch out military rocurement.

Decisions to comply with SALT I and the

-gﬂzgtifieq‘§ALT 11 treaty also may have slowed

the pace of procurement in certain areas.

The sluggish performance of the Soviet economy in 1981-82

partly reflected circumstances that were beyond the

leadership's control. It stemmed mainly, however, from

resource allocation decisions made earlier and from long

standing flaws in the USSR's system of planning and

administration.

A.

First, I will 1ist briefly some of the external factors

bearing on the economy.

1.

Poor weather, drought in particular, continued to

plague the farm sector during 1981-82 as the USSR

suffered its third and fourth consecutive poor grain

harvests.

To a lesser extent, harsh weather also hindered

construction, transportation, and industry,

especially the production of electric power--a input

critical to all sectors of the economy. -
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Economic performance was ‘affected also by a reduction
in the number of people entering the labor force.
Increments to.the working-age population have been
declining since the mid-1970s because of.the lower
birth rates of the.1960s, an increase in the number
of workers reaching retirement age, and a rising
mortality ~=te among males in the 25-to-44 age range.
A third factor beyond -the leadership's éontro] was
the continued escalation of the cost of extracting,
refining, :and transporting fuels and raw materials.

Even though the Soviet Union is endowed with enormous

‘quantities -and a wide variety of .raw materials, these

N

Some

were

when

Plan
2 pe
1.

materials-in many instances have become increasingly
inaccessible and the cost of exploiting them has
risen sharply.
of the difficulties of the Soviet economy in 1981-82
the result of deliberate policy choices. At a time
investment needs were rising rapidly, the 1981-85

called for investment .spending -to grow by less than

rcent per year,

The marked slowdown, while partly forced .upon the

leadership by production constraints in the capital

goods industries, also reflects a conscious attempt
to switch to a more intensive pattern of growth--that

is, growth through more.efficient use of resources

-and more rapid technological progress.

But the assumption that slower growth in investment
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would be consistent with rising productivity did not

prove out. Capital productivity in industry

continued to decline at the same annual rate of 4 to

5 percent experienced in the last half of the 1970s.

3. Soviet planners also have made costly errors in
allocating investment resources.

a. In some cases, investment in large-scale
capacities for improving the quality of raw
materials such as iron ore has been emphasized at
the cost of modernizihg capacities for finished
products.

b. In other cases the planners have increased the
Soviet capacity for manufacturing intermediate
and finished products while neglecting to develop
the raw material supplies essential to ensuring
full use of that capacity.

Underlying all of the other factors tending to brake

economic growth is the Soviet system of planning.

Economic planning and management are highly centralized,

with key resources allocated by administrative fiat.

1. As the economy has grown in size and complexity, it
has become more difficult to manage. Moreover, as in
previous plans, many of the key 1981-85 goals are
unrealistic, based on projected productivity
increases that cannot possibly be met.

2. The result is to intensify the pressure on lower

level managers to protect themselves through such
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practices as the hoarding of material and labor
resources--and thus to aggravate already serious

bottlenecks.

As the first two years of the 1981-85 Plan neared completion,

it must have become clear to Soviet leaders that their

economic strategy was not working. Nonetheless, on the basis

of information published on the 1983 plan and what has

happened since, we conclude that Andropov is still holding

mainly to the course set by Brezhnev. The possible exception

is investment policy.

A. "Because capital formation is so important in determining

the directions of economic development, investment plans

provide particularly useful clues to Soviet economic

policy.

1,

The investment policy laid down in the 1981-85 Plan
called for the lowest rate of investment growth in
the post-World War Il era--about ﬂ@ percent per year
on average.

Investment was scheduled to rise by nearly ﬂ@ percent
in 1983, slightly above plan. But results for the
first six months indicate that investment may be
growing at a ‘much faster rate. Incomplete returns
indicate that investment increased by 6 percent
compared with first half 1982,

The step-up.in investment_cou]d signify a change in
economic policy.

a. Indeed, the premise that increases in

29-570 O—84——16
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productivity required by the 1981-85 Plan are
-compatible with a slowing rate of investment has
been.challenged vigorously in the Soviet Union
over the last two years.

b. The sharp increase in investment growth in first-
half 1983 could mean that the:proponents of
higher investment spending are.winning out.

Andropov's position on the share of resources that should

e s et B

go to the military is unclear.

1. .In-his-November 1982 ‘plenum speech, he stated only
‘that “"defense requfrements~as usual have been
;sufficiently taken into account.”. During a highly-
publicized visit to a Moscow machine-tool factory,
however, he implied .that a hea]thy.ecbnomy is a
precondition of military -power--suggesting that
defense could no longer count on retaining

- unquestionable priority in the distribution of
‘resources.

2. 'The little evidence that is available indicates

Andropov has not accelerated Soviet military

\ spending, For-example, the Teveling off of weapons

procurement- in recent years - has been accompanied by

an increase in the share of machinery alloted to

civilian uses. That trend, as d above, appears

to have continued in both 1982 and 1983,

3. While we cannot be.sure what Andropov's policy is, or

. will be, Soviet military capabilities will still
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increase substantially over the next several years

even if procurement of military .hardware does not

increase.

The USSR is already investing so much in military
hardware that merely continuing procurement at
the existing level would provide very large
annual increments in holdings of military

equipment. With level procurement, the Soviets,

” for example, have added substantial quantities of

strategic and conventional weapon systems.

To put it another way, defense programs show that
despite somewhat slower growth in recent years
the costs of Soviet defense activ{ties still
exceed those of the United States by a large
margin.' In 1981 the dollar costs of Soviet
defense activities were 45 percent greater than
US outlays; procurement costs alone were also 45

percent largér,

There also are no indications of significant change in

agricultural policy since Andropov took power.

1.

Ptans for crop production in 1983 have been set

largely at the levels indicated originally in the

11th Five-Year Plan, and the General Secretary also

appears to have thrown his full support to Brezhnev's

Food Program.

Mikhail Gorbachev, the Soviet agricultural czar, has

been lobbying hard for the more rapid and effective
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implementation of the part of the program dealing
with structural reorganization, which has been
resisted by the ministries and state committees
involved.

Andropov's support of the Food Program is also
indicated by the continued large share of investment
allocated to agriculture and the sectors supporting

it in 1983--almost one-third.

The priority the leadership has given the Food Program

mirrors an apparent high-level preoccupation with living

standards. Judging from Soviet press reporting on

Politburo meetings, for instance, the Andropov government

has devoted more time to agriculture than dny other

domestic issue.

1.

Aside from its égricultural policies, the new regime
has shown(conéern for .the welf&re,of thg pdpu]ation
by a flurry of decrees has bgen publ%shed tpis year
calling for more attention to consumer-related
programs.

The regime is also continuing the campaign initiated
under Brezhnev to increase the pro&uction of consumer
goods in heavy industry and may intend to import more
machinery for use in consumer industries.
Nevertheless, the regime has little room for maneuver
on consumer issues until the -Food Program pays some

return and until more ‘investment can be spared for

fhe production of soft goods and consumer durables.
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In his June plenum speech, in fact, Andropov stressed
that improvement in the standard of living will be
slow. Increases in income, he has maintained on
several occasions, must be closely linked to

increases in labor productivity.

The foreign trade plan for 1983 suggests that Moscow

e —

still is bent on increasing trade with its Warsaw Pact
L bl

partners and other Communist countries at the expense of

trade with the West.

1.

Eastern Europe, however, has reason to be suspicious
of the renewed emphasis on intra-CEMA ties. The
Soviets have already reduced oil exports to Eastern
Europe, and it is unlike]y that Sovief shipments of
0il or other raw materials will increase in the
future. Eastern Europe may also believe that, given
the USSR's own econ&mic problems, Soviet assistance--
for example, credits in the form of large trade
surpluses--will diminish.

The East Europeans--facing critical economic and
financial problems of their own--will be neither
willing nor able to provide the.USSR much assistance
iﬁ providing substitutes for imports from the West.

On the other hand, Moscow may be more willing now

than in the past to squeeze Eastern Europe. Martial

law appears to have controlled civil unrest in

Poland, and there has been little overt discontent in

any of the other East European countries despite
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harder economic times.

F. The major new element of economic policy this year is the

discipline campaign.

1.

Andropov does not believe that greater discipline
alone will cure the economy's ills, but he sees it as
a necessary beginning. He apparently is confident
that coercion or the threat of coercion can increase
worker discipline and that greater discipline will
raise productivity.

The campaign is designed to tighten discipline all
around, including management discipline. Andropov
has, in fact, fired some allegedly corrupt or
incompetent officials.

To date, however, the campaign appears to have been

B

directed primarily against blue-collar workers. In

particular, the regime has sought to compel workers
to put in a full day's work.

Another phase in the campaign was introduced this
August. A new decree introduced sanctions (loss of
vacation, loss of pay, and even dismissal) against
workers AWOL or drunk on the job and offered
financial rewards to more productive laborers,
Judging from leadership statements, additional
measures to reinforce labor's commitment to better

job performance are ]ikely to be forthcoming.

G. In the more ideological sensitive area of reforming the

planning and management of the economy, the new regime
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has introduced some limited measures designed to

decentralize decisionmaking in both industry and

qgricqlture.

1. A mid-July joint party-government decree is the most
comprehensive step in this direction to date. This
"economic experiment” involves five industrial
ministries and will begin in January 1984, The
decree gives enterprise management more lat1tgpe in
using investment and wage funds, largely in an effgrt
to spur technological change and innovation. It algg
ties worker and management benefits more_closely to
enterprise performance, with contract fulfillment as
a key success indicator.

2. Andropov s endorsement of small labor teams in

industry and agriculture also qualifies as an attempt
to increase local initiative in the decisionmaking
process, this time at the lowest production level.
Theﬁbrtgade organwzat1on of industr1a] labor and

e e e

/ggjigg}]ygmggnjnggt,system_jgr farm workers allows

the enterprises increased flexibility but at the same
time make profits and wages more dependent upon final
results.

Turning now to the outlook for 1983, we believe that some of

the economic pressures on the Andropov leadership shouid ease

S SRNEVISIESS e

slightly this year.

A. Based on statistics available for the first seven months

of 1983, we estimate that GNP will rise by 3.5 to 4
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percent--well above the approximately 2-percent rate of
growth achieved in both 1981 and 1982 and close to the 4-
percent annual rate of growth implicit in the 1981-85
Plan.

1. A}] major sectors of the economy are doing better

Fﬁji\year. After several years of steady decline,
for example, industrial performance has begun to
improve. Industrial production was almost 4 percent
higher in the first seven months of 1983 than in the
comparable period of 1982.

2. The rebound in industry probably owes much to the

—

conditions, which permitted some rebuilding of stocks

of fuels and other inputs less in demand when the
weather is mild. Most important, better weather
appears to have eased transportation difficulties,
thus relieving bottlenecks generally.

3. Other factors that have contributed to improved
capacity, notably in steel and chemicals; managerial
personnel changes; and perhaps greater effort
reflecting a sense that, with the change of
leadership, a period of drift had ended.

4. .In this connection, the discipline campaign probably
pléyed a part in the recovery from the poor
performance of 1981-82.A

B. On balance, however, the role of the Andropov
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administration in the industrial recovery seems to be
minor. The production gains reported thus far reflect in
large part recovery from the poor performance at the
beginning of 1982,

1. Output of-mosgwinqgflljal commodities actually began

e e e e e ——————

to pick up on a seasonally-adjusted basis in mid-

1982, so that the overall contrast between the two

years will not be so favorable to 1983 by yearend

(figure 4).

2. We estimate that industrial production will grow

about 3 percent this year, somewhat higher than the
Zﬁé;;:zgzzm;nnual rate of growth achieved in 1981-
82. Under Andropov, industrial production has
returned to the growth path characteristic of 1978-
82, not to the higher rates of earlier periods.
Following four consecutive years of poor agricultural
performance a substantial recovery is in the cards for

Soviet agriculture in 1983,

1. We expect total farm output to increase by about 7-8

percent compared with somewhat more than 3 percent in
1982 and almost no growth in 1981.

2. Barring a major deterioration in weather conditions,
according to USDA, a grain harvest of_200 million

—_—

tons is likely, the best crop since the 1978 record
S——
of 237 million tons. The outlook for other major
crops is also good.

The new trend we have observed in military procurement,
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Figure 4
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Figure 4 {(cont.)
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* The monthly production indexes are calculated from a smaller
sample of commodities than those represented in the annual
production indexes. The average .trend rate of growth shown for'
1978-82 in this figure will therefore differ from those based on
full-year data. Nevertheless, we believe that the samples used
in extending the monthly indexes are comprehensive enough to
signal changes in growth rates over time, or--as in this figure~-
to compare performance pre-Andropov and post-Andropov.
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together with continuing domestic economic problems and

the recent political succession, does raise important

questions about the future of the Soviet defense effort.

1.

We previously had estimated that defense spending
would continue to grow in real terms through at least
1985.

We still consider that likely. The question is
whether the Soviets will rebound from the procurement
slowdown, so that defense spending will return -to (or
even exceed) the 4 to 5 -percent average annual

growth rate of 1966-76, or whether much slower growth

«in procurement will slow the increase in overall

expenditures for some time.

Because we do not fully understand the causes of the

slowdown, we cannot provide a reliable answer.

The new-regime, which apparently came to power wifh the

support of the military, may well be under pressure to

speed up defense spending to counter a resurgent Western

1.

- military effort.

If a decision has been or is being made to open the
defense spigot wider at the cost of squeezing
civilian investment programs and the consumer, the
Soviets can quickly increase the procurement of
hardware already in production.

It would take time, however, for them to overcome the
technical and manufacturing problems associated with

the development -of new weapon systems. As I said
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earlier, these problems apparently have contributed
to the recent procurement slowdown; some appear
pervasive and will be difficult to correct.

Opening the spigot wider would also be costly. Any
sharp acceleration of the level of military.
procurement will make it much more difficult for
Moscow to solve its general economic problems and
could over the long run erode the economic base of
the military-industrial complex.

What is certain is that Andropov must soon decide how
to approach the defense spending and resource
allocation issue. The planning cycle for the 1986-90
Plan is already under way; Andropov has alluded to it

a number of times in his recent speeches.

VI. A stronger economic showing this year would help Andropov

politically, but it wbu]d not--in our view--foreshadow a

higher growth rate over the longer term. The problems that

have constrained growth since the late 1970s have not gone

away; some of them, in fact, are just now reaching peak

severity.

A.

For example, the increment to the working age population-

-about 389,000 persons-fwill be lower this year than at

any time in the last two decades (figure 5} and will

1.

“continue to diminish through 1986.

Growth of the Soviet capital'stock also will slow

during the 1980s because of the slowdown in

investment that has occurred since 1975.
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2. Given the slower growth of labor and capital-in the
-1980s, long term growth would have to be sustained by
increases in the combined productivity of labor and

capital. A_turnaround in productivity trends is not

likely, however, without fundamental change in the’

EESEETLE_EZEEET and until worker incentives are
improved.
In addition, many of the unfavorable developments that
have converged to slow industrial growth will continue to
do so during the rest of 1980s. Because planned

investment will be inadequate to add capacities needed

for planned growth in output--especially in the
extractive branches where both depletion rates and

investment costs will continue to rise rapidly--shortages

‘of raw materials and a deterioration in the quality of

many materials are likely to continue.

In agriculture, Andropov faces the same problems as

Brezhnev in improving agricultural efficiency:
bureaucratic resistance to changes in organization, weak
incentives for farm workers, insufficent skills in the
farm labor force to manage production and to use and
maintain machinery properly, and a lack of sufficient’
infrastructure (roads, storage areas and the like) in
rural areas.

1. The greatest impediment, however, remains the failure

to allow farms more freedom to make decisions at the

local level about the composition of output and about
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planting and harvesting schedules.
2. Thus, we estimate that, although Moscow is placing
increasing emphasis on ‘agricultural self-sufficiency,

imports of 20-30 million tons of grain and 2-3

million tons of oilseeds and oilseed meal will be
N— e ——

— e ————

needed annually to support livestock expansion plans
-

during the next several years, even with normal
harvests.

On the other hand, we believe that the Soviet energy

situation will not seriously constrain economic growth

during the 1980s. This judgment is based on our latest

study of the Soviet oil industry and our resulting

reassessment of Soviet energy prospects into the 1990s.

The principal conclusions of these two studies are as

follows:

1. The combined output of oil, natufa] gas, and coal
will increase by 10 to 12 percent in 1981-85 compared
with the 17 percent planned for this period and the
22 percent achieved in 1976-80. In the latter haif
of the decade energy production will be about 6
percent greater than in 1981-85.

2. The Soviet Union has thus far averted the downturn in
oil production that CIA had earlier ﬁredicted by
virtue of an enormous development effort that has
tapped a petroleum reserve base largér in size than
we previously believed. The cost of doing this has

been high, but we think that the Sbviéts have already
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allocated enough investment resources to the oil
industry to permit them to come close to their
produgtion target of 12.6 million b/d by 1985.
Because Moscow is likely to continue to increase the
total amount of economic resources going to the oil
industry during the 1986-90 Plan but at a slower
rate, oil production probably will plateau by the
middle of this decade and subsequently decline slowly
to between 11 and 12 million b/d by 1990.

Meanwhile, assuming careful domestic fuel management,
scheduled deliveries of gas to Western Europe through
the new export pipeline, and continued pressure on
other CEMA countries to reduce their dependence on
Soviet oil, total uncongtrained demand for Soviet oil
should continue to hover between 12 and 13 million
b/d through the rest of the 1980s.

A1l things considered, gﬂfLsgffgy”pic;yye implies a

slight cornstraint on growth of the domestic economy,

and, under a low scenario of energy output, reduced

hard currency earnings as well.

The regime's present strategy for spurring efficiency to

overcome the negative trends in the economy seems unequal

to the task. In his public statements; for example,

Andropov has harshly attacked the long-time practice of

wage leveling because it conflicts with the priority the

regime has assigned to raising labor productivity.

1.

But long cultural conditioning in the work force and

29-570 O0—84——117
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the difficulty of reversing trends entrenched for the
Jast 20 years will present substantial obstaclies to
broad use of increased wage differentials.

Serious obsiac]es also stand in the way of continued
implementation of the discipline campaign. Public
tolerance of a tough discipline drive 30 years after
Stalin is likely to be tenuous and transitory. In
the current labor market, moreover, manégement will
be reluctant to crack down on workers, who can easily
quit and find jobs elsewhere, often at higher pay.
Firing workers also goes against the grain of Soviet

doctrine, which guarantees a right to a job.

F. In our judgment, the regime will not be able to rely

substantially on increased imports to relieve resource

pressures in the domestic economy during this decade.

1.

OQur projections indicate that--barring another round
of spiraling oil prices--Soviet hard currency
purchasing power will not rise significantly through
1990. Consequently the USSR will have difficulty
financing more than modest growth in hard currency
imports unless it is willing to accept a sharp
increase in its debt.

Western credits are one--and a relatively immediate--
means of financin§ additional hard currency

imports. But Soviet debt management policy would
first have to become less—conservative, and Western

governments would probably have to provide
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significantly greater encouragement and guarantees to
Western banks.

3. Nor will the Soviets be able to go much further in
reducing net exports to Eastern Europe., Most East
European countries are struggling to sustain some -
positive growth in GNP while putting their hard
currency balances in order.

The regime could improve the performance of the economy

—— - —

in a number of ways.
~ .

1. Some investment resources, for instance, could be

redirecteg‘to sectors where their payoff is greater
than at the present time. The current investment
plan is lopsided and lacks balance; it stresses
development of energy and agriculture at the expense
of other sectors also vital to economic growth.

2. A greater return could probably be achieved by

shifting more investment to such_sectors as

EEEEIEEPUi]di“Q’ transportation, and ferrous
metals. Finally, holding down growth in defense
spending would free up resources that could be used
to bolster the civilian economy.

3. Some gains could be achieved also by_iggﬂiiiying
those areas in the economy where @igmgﬂgggmgh&ﬂﬂgﬁ

administrative efficiency are worst and replacing the
'———‘r———/-_ \\

managers responsible at all levels with more

——

competent people. Indeed, Andropov has brought in a

somwehat more innovative and more disciplined set of
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officials to various sectors of the economy.
[Ee_greatest potential for reviving economic growth,

however, lies in more "radical" measures that would alter
=2 SRS Lh by S e B A ko .

§gxig}“gponomjqmchhgnisms. Indeed, unless the system

-changes to promote innovation or managerial initiative, a

new generation of administrators would probably fall back

into the practices of their predecessors.

1. While we believe that caution and conservatism
characterize Andropov's approach to economic change,
we cannot rule out the possibility that he might yet
introduce more innovative economic programs.

2. Andropov's freedom of action in his first year as
General Secretary probably has been restricted. He
is bound by an annuai economic plan made before
Brezhnev's death and he is still much indebted to
those who helped elevate him to power.

The major constraint, however, in changing the Soviet

economic system is that Andropov and the rest of the

leadership--for compelling cultural, economic, and
political reasons--will not dismantle the command economy
and replace it with some form of market socialism.

1. A planned economy is all Soviet leaders have ever
known. They do not understand the economic rationale
for markets and believe that, however efficiently
markets may operate at the enterprise level, they
necessarily produce chaotic results on a economy-wide

scale.
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2. Consequently, Andropov is likely to rely primariﬁy on
Brezhnev's legacy of programs and proposals for
change worked out between 1978 and 1982.

3. !s»are likely to see an increase in the number and

variety of reform proposals like the recently-

—_—

announced ecpnomic experiment. In his 15 August
speech, Andropov said that changes would be made
before the start of the 1986-90 Plan but that they
would be undertaken carefully and only after
unhurried evaluation of large scale experiments. In
addition, a high level committee under the leédership
of new Central Committee Secretary Nikolay Ryzhkov
was formed earlier this year to review the party's
options for changing the economic system and given a
year or more to report back.

4, Given the emphasis on study and small-scale

experiments, we think that reforms of organization

and management will have little impact on the economy

during the next few years. Indeed, the improved

performance in 1983 may even reduce the pressure for
economic change in the short ruﬁ.
As we stressed in last December's testimony, however--and

as a prospective growth rate of about 2 bercent a year
R A

implies--the Soviet economy remains viable, Furthermore,
. remains viable. ..t

— e

the strains on that economy may be somewhat less severe
b . .

than we thodght a year ago.

~

1. First, the outlook %or 0oil production looks less

unfavorable. To recapitulate, we now expect that
production will hold roughly steady through the mid-
1980s and then will fall only gradually through 1990.
2. Second, we have revised downward our estimates of how
fast defense spending has been growing, implying
greater availability of resources for other uses than

we had estimated earlier.
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Senator ProxMIRE. Thank you very much, Chairman Gates.
RELIABILITY OF SOVIET STATISTICS

Chairman Gates, I would like to ask a rather basic question
before getting into the substance of your testimony.

The renewal of Soviet growth this year comes at a conspicuously
convenient time for the leadership of the Soviet Union. After all,
they have got a new leadership. They want to show they are doing
well. China’s economy has rebounded somewhat, and they are com-
peting in the Communist world with China. It would not look good
if they had a new leadership and they had no growth or little
growth, whereas China was moving ahead so rapidly.

The United States is in a strong recovery. What I am getting at
is the possibility of having figures cooked. I have been always sus-
picious of figures being cooked in this country. I do not think they
are, because I have gone into this in considerable detail. It would
be very hard to do it and very long. But in a Communist totalitar-
ian dictatorship, it seems to me that cooking the figures is much,
much easier than it would be in our system. We have a probing
press and Congress and so forth.

Does the intelligence community have a way of verifying official
Soviet economic statistics, or are you dependent for your knowl-
edge about the Soviet economic performance on what they tell us?
And if so, is there any possibility that the current surge is the
res1?11t of statistical manipulation? Could this be a Potemkin econo-
my?
Mr. Gates. Mr. Chairman, let me make a couple of general ob-
servations and then ask Mr. Noren to address the issue of the va-
lidity of the statistics that we use. It strikes me that the improve-
ment in the performance of the Soviet economy is consistent with a
couple of developments that would have been very difficult for the
Soviets to invent.

It stands to reason that the Soviet economy would show some im-
provement, in part due to the impact of good weather on agricul-
ture, and second, the effect of a mild winter last winter. There is
no question but what the good weather and good luck have permit-
ted the Soviets to have better than usual harvest this year, for ex-
ample. By the same token, as mentioned in the testimony, a mild
winter alleviated certain problems in the transportation sector, it
allowed the Soviets to overcome some energy scarcity problems
that they had in the preceding couple of years. So I think that
those two aspects are fairly fundamental and underscore, as
anyone in political life appreciates, the importance of luck.

The other consideration that I would point out is the value of the
symbolism of a new leadership itself and the very tough approach
that Andropov has taken on the discipline. He clearly has had an
impact at a number of different levels. We do not think it is one
that can be sustained, but I do not think anyone at this table
doubts that there have been some real short-term benefits from the
application of the discipline campaign, in terms of both people both
working harder, and in terms of being at the workplace and put-
ting forth full effort.

But with those general comments, let me ask——
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CAUSES OF IMPROVED PERFORMANCE

Senator PROXMIRE. Before you yield, let me ask you, how much
of this improvement—what proportion is the result of good weath-
er, good crops? I understood you to say something about a 3-percent
improvement. Was that 19827

Mr. GATES. Jim.

Mr. Noren. The improvement is from 2-percent growth in GNP
in 1982. We expect GNP to grow by 3% percent to 4 percent this
year.

Senator PROXMIRE. I am talking about strictly the improvement
in the crop performance. '

Mr. NoreNn. All right, as for agricultural output, we expect it to
increase about 7 percent, 8 percent this year.

Senator PROXMIRE. 7 or 8 percent, I see.

Mr. NoreN. Insofar as we could allocate the reasons for the in-
crease in GNP, the effect of higher agricultural production prob-
ably would be in the range of three-fourths of the——

Senator PrRoxMIRE. Three-fourths of the GNP was a result of the
improved crops, better weather, and so forth?

Mr. NoreN. The increase in agricultural production—the 6 or 7
percent—would be the result of much better weather.

Senator ProxMIRE. And about 25 percent or one-fourth, the
result of rhetoric and——

Mr. NoreN. Rhetoric, the Andropov initiatives.

Senator PRoXMIRE. It is hard to understand that. It really is. You
know, we are always asking people to work harder and so forth.
That is kind of routine, is it not, in the Soviet Union, too? Do they
not have—whether it is Brezhnev, or whoever it is, saying: “Come
on, fellows you have got to work harder. We want more discipline.
Come to work every day. Do not report drunk,” and so forth. They
have been singing that song year after year, and why should it get
such results in 19827

Mr. NoreN. I think the difference is that, as you say, Brezhnev
had been singing that song in the latter part of his administration. .
But when Andropov came in, he did something about it. He had
the militia checking the stores, checking the movie houses, driving
people out. He had the supervisors in the factories made responsi-
ble if people under their employ were not at work. Then, I think
within a relatively few months, late December, January, February,
that approach was thoroughly disseminated.

Senator PRoXMIRE. What do they do if somebody is not at work,
they are absent? In this country, I presume they just get docked
pay for that day. Is that what they do there too?

Mr. NoreN. They dock the pay, and under some of the supple-
mentary measures that they have introduced, you can take away
some of their privileges, one of them be’ng the length of their vaca-
tion, the admission to certain resorts, the right to change jobs. If
someone has been absent, they can now deny him the right to
change jobs for a period of 6 months.

. LABOR MOBILITY

Senator PROXMIRE. I want to ask you gentlemen about that. You
said that in the current labor market—this kind of surprised me—
it did not shock me exactly, but it surprised me. You said in the
current labor market in the Soviet Union managers would be re-
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luctant to crack down on worker discipline, because workers can
easily quit and find jobs elsewhere, often at higher pay.

That is something that I did not appreciate. I did not realize they
had that freedom of movement and job mobility. Do workers have
that in the Soviet Union? Can they just quit jobs and find them
elsewhere at will, or are they restricted in where they can go and
the type of job they can change.

Mr. NoreN. Up to several months ago, it was a common practice
to quit a job and find a better one. The enterprise hiring a new
worker was eager to have him. What the Andropov administration
is trying to do is to introduce some barriers to this movement,
mainly through requiring someone to stay on the job for 6 months
and also by penalizing enterprises that try to pirate workers away
from other enterprises.

CHINESE UNEMPLOYMENT

Senator ProxMIRE. Now I notice in your—I am going to largely
question in this round or the next couple of rounds on the Soviet
Union but I—because this relates also to the Chinese situation—I
~ wonder if you could explain to me about this urban Chinese unem-
ployment being as high as 10 percent in the cities. That just seems
to be a contradiction of Marxist doctrine, dogma, practice, and ev-
erything we had been led to expect about Communist economies.
They just did not have unemployment. An unemployment of 10
percent, I think you said in your presentation.

Mr. PuiLuips. Mr. Chairman, setting a figure, a rate on Chinese
unemployment is difficult at best. The Chinese have talked about
figures of 4, 5, 6, 7, or 8 percent. They do not refer to it as unem-
ployment. They refer to it as people who are awaiting jobs. There is
no term ‘“‘unemployment,”’ except in some academic essays there.
But we feel that, in spite of the fact that the regime in the past 4
or 5 years has done a lot to pick up the backlog of the previous 10
or 15 years, people that had floated into cities, some illegally, some
legally—in spite of the fact that they have done a lot to pick up
this backlog, there still is a substantial group of people in urban
areas who are unemployed. Some of them are in the cities illegally.
Some of them are—some of them are waiting until their job assign-
ment comes up. They may have graduated from school this year,
but they are not going to be given jobs until next year or the year
after. The problem is not serious at the moment, in that we feel
that it is still under control.

The idea of setting a 10-percent figure is that this is about the
highest of the ranges that the Chinese have mentioned, when they
talk about people still awaiting jobs in urban areas.

Senator PrRoxMIRE. Can you give us any idea of what it would be
for the—of course, China is so colossal with 1 billion people. Can
you give us some notion of what their overall economic—I mean,
unzmployment figure would be compared to ours?

Mr. PHiLLIPS. A rule of thumb is that 300 million people are em-
ployed in the agricultural labor force, another 100 million in non-
agricultural jobs. If 100 million are in urban areas and the unem-
ployment rate is running to about 10 percent, then you are talking
about 9 million, 10 million young people.
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-Senator PROXMIRE. They have 300 million, three-fourths of their
people in what you call the agricultural labor force?

Mr. Puiuips. There are about 850 million people of the 1 billion
people living in rural areas, and of those 850 million about 300 to
350 millions, somewhere in that range, are employed in agricultur-
al-related activity in rural areas. There are another 100 million
people employed in nonagricultural activities, for all practical pur-
poses, urban employment.

So when we say 10 percent, we are talking about 10 percent of
100 million people.

If your question was, how many people are we talking about
being unemployed in urban areas, the figure would be 9 million, to
10 million people. :

Was that your question?

Senator PrROXMIRE. So the remainder of the people—you talk
about 300 million and 100 million. The remainder of the people, I
take it, are children, or elderly, or institutionalized, or whatever?

Mr. PuiLuips. The age structure of the Chinese economy is such
that there are many, many young people around. So that when we
say that about 400, 450 million people are employed, the remainder
are either beyond the employable age or too young.

Senator PrRoxMIRE. I am going to get into questions on defense
spending, but I will yield at this point to Congressman Wylie.

Representative WyLie. Thank you very much, Mr. Chairman, I
have had a busy morning, but I wanted to come to this hearing,
because I thought it might be fascinating and there might be some
inef&rmation to help us make some of the decisions we have to
make.

ANDROPOV INITIATIVES

What do you think of Mr. Andropov’s proposal for economic mod-
ernization?

Mr. GATES. Let me address it generally and then ask Mr. Noren
to comment specifically. I think one of the things that has struck
us has been, apart from the discipline campaign, the relatively cau-
}:‘ious approach that he has taken, in light of the problems that he

aces.

Here is a leader that we believe came into office, at least in some
part, because of a general recognition on the part of the other lead-
ers, that the stagnation of the Brezhnev period had to be ended,
and that there were serious problems inside the Soviet Union that
needed to be addressed. Once they got beyond the consensus on
that point, however, we believe that the leadership is still riven
with divisions about the best approach in dealing with those eco-
nomic problems. And our view is that Andropov at this point has
still not been able to gather behind him a sufficient number of
people in the Politburo to push through any kind of radical change
or even any kind of significant economic reform or change in the
system.

We think he has some ideas on that. We have watched with some
interest and care his views and comments on the Hungarian ex-
periments, and so on. He has appointed these study groups. He has
had people looking at broader options for dealing with the econom-
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ic problems, but so far, in terms of action, he has moved very
slowly and very cautiously. But in terms of what he actually has
done in that respect, let me ask Jim to address that in some detail.

Mr. Noren. Well, I think it is true, he has been very cautious in
his approach. A prime example of that is the economic experiment
that has attracted the most publicity, and that is one that is to be
instituted in selected industries, I think, five, and in a few repub-
lics beginning next January. The measure really is a continuation
of the kind of experimentation that Brezhnev introduced. In fact, it
is to be considered as a follow-on to the decrees on planning and
management of July 1979. It attempts to reduce a few of the plan
indicators. It attempts to heighten the emphasis given to contract
fulfillment. It gives the enterprises a little more freedom in terms
of retaining their own earnings and spending on investment
projects that they deem advisable.

But this kind of experiment has been tried repeatedly. The prob-
lem is, you try experiments on a very limited basis, you give the
enterprise the freedom to carry out some of their own investment.
It is very difficult to make a place for that kind of investment in
the broader planned economy.

It is very difficult for the enterprise which has some money to
spend and wants to make its own decisions to get the materials and
investment resources to carry out the investment. This is the sort
of dilemma that reforms in the past have run up against. And it is
one that this one will have to contend with as well.

Representative WyLie. His new idea or proposal is centered sort
of around an incentive system, is it not, so that those who produce
more will gain more from their production?

Mr. NoreNn. Yes, in a number of articles and in some of his
speeches he has emphasized this. We still have not seen any wage
reform that would, in fact, introduce that idea on a wide scale.
There is some experimentation in industry, introducing something
called the brigade system, in which you break down the work in
the factory into smaller units. A foreman is selected jointly by the
workers and the factory management, and brigade members are
supposed to plan their work, in terms of who does what, make sug-
gestions for better administration of the work, and also have some
say in how the proceeds, the pay is to be distributed. That is still a
very small experiment at this time.

Representative WyLIE. Do you think it is just talk to impress the
rest of the world and maybe to have some psychological effect on
some of the workers, or is there some major groundbreaking taking
place here?

Mr. Noren. He is very serious about this proposal to, in effect,
widen wage differentials so as to make them a bigger factor in in-
centives for the labor force. And it was a bigger factor at times
under Stalin. I think they are, as I say, serious, and I think some-
thing will come out of it.

GRAIN SALES

Representative WyLIE. There are a lot of cross currents, as you
know, since the shooting down of the KAL commercial airliner,
and for a time it seemed as if we might be able to talk business
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with the Soviets about peace in the world and that sort of thing.
Right now, of course, the talk is much more hard-nosed than that
in the United States. And we saw that with the defense authoriza-
tion bill the other day, whereas it passed by a close vote in the
House, the first time we came back from conference, it was not all
that different, it passed by a rather big margin.

What is the significance of the grain sale to the Soviet economy,
and I say that, because in some of the hard talk that we hear,
there is some suggestion that we ought to cut off the grain sales
that we are helping in their economy, at the present time, and that
is just making them stronger for a long-term pull of our own na-
tional security and their security. )

Vghat is the significance of the grain sales, to the Soviet econo-
my?

Mr. GaTtes. Well, this year because of their relatively good har-
vest, projected at 200 million tons, the Soviets will not need to
come into the international grain market to the extent they have
in the past. I think it is important to realize that Soviet purchases
of foreign grain are closely related to their meat program. The So-
viets are not buying, if you will, bread from the West. They are
buying feed grain for their herds, so that they can increase the
amount of meat available to the population.

Because of the good harvest this year, and I think Mr. Noren can
probably provide you the specifics when I am done here, their
import requirement will be less than it has been in the past 4
years; however, if you look back over the past 10 or 15 years, or
even the last 100 years of Russian history, it is one of periodic good
harvests punctuated by one disastrous harvest after another. So
that one can project with some confidence that in subsequent years
there will be a requirement for the Soviets to come back into the
international market for substantially more grain.

That said, however, one has to take into account the alternative
arrangements the Soviet Union made as an outgrowth of the U.S.
grain embargo imposed after the invasion of Afghanistan. The
Soviet Union has made arrangements, long-term grain agreements
with other States, and to a very considerable extent can satisfy its
requirement for imports from non-U.S. sources.

Let me ask Mr. Noren to add to that.

Mr. NoreN. We project this year, in the crop year July-June,
that the Soviets will import 25 to 30 million tons of grain. That
amount we believe they could get entirely from non-U.S. sources,
although they are committed under the new long-term agreement
to buy at least 8 million tons of U.S. grain before October 1984.

A few years ago in the 1981-82 crop year, they imported about 46
million tons. We think, as Mr. Gates said, that from time to time,
harvest conditions will be such that they will need to import in the
range of 40 to 50 million tons, and in those years, U.S. supplies will
be important.

Over the longer run, we think that if they continue with the
meat program, the livestock program, they will need on a continu-
ing basis 20 to 30 million tons of grain per year. Imports of that
magnitude, they certainly could get from non-U.S. sources unless
there is really a bad crop in Argentina, Canada, and some other
countries.
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Representative WyLIE. I understand that you want to intervene
at this point, Mr. Chairman.

CAUSES AND EFFECTS OF DEFENSE SLOWDOWN

Senator PROXMIRE. Chairman Gates, in previous hearings I have
discussed with your predecessors the potential effects of reduced
Soviet defense spending on the Soviet economy.

The immediate medium-term effects of reduced defense outlays
have always been described as rather marginal. That is, if they cut
down on defense, it will not stimulate the economy that much, with
potentially greater effects over the long term. Now that the CIA
has revised its estimates of Soviet defense costs and concludes that
there has been a slowdown in the growth rate of total defense and
a leveling off of procurement of military hardware since 1976, I
wonder if we may be seeing some of the effects of that in the im-
proved economic performance in the Soviet Union.

Can you discuss that?

Mr. Gartes. Let me address it, again, generally, and then ask Mr.
Licari and Mr. Noren to contribute. ,
The slowdown in Soviet procurement growth has accompanied a
general slowing of growth in the Soviet economy. As I mention in
the submission and also in the summary, as a percentage of GNP,
defense spending has remained about constant at 13 to 14 percent
for a decade or more. So at this point, as far as we can tell, there is
no major dividend from reduced defense spending that has become

available to the Soviets for investment in other areas.

What the Soviets now face is a choice in terms of future alloca-
tions, whether to reduce further the growth in defense in order to
make additional investments in other parts of the economy. I
might add that it is my personal view that the military itself is
probably divided on this issue, and it would be divided along the
following lines:

Some in the Soviet military probably understand that their long-
term—— .

Senator PROXMIRE. Let me just interrupt to say that—you see, I
am a little puzzled. It seems to me that they have slowed down
their procurement, which is the main competitor, it would seem to
me with the nonmilitary sector, and there has been growth. So why
would there not be some kind of a dividend, in that sense?

Mr. Gates. Well, we have not seen any appreciable recovery in
economic growth until this year.

Senator PROXMIRE. Is there not a dividend this year?

Mr. Gares. It is conceivable that there might be, but frankly, I
think it is too soon for us to be able to detect anything like that
resulting from resources being diverted from defense.

Representative WyLig. If the chairman would yield on that point.

Senator PROXMIRE. Surely.

Representative WyYLIE. You say there is a slowing down of the
rate of growth in defense spending, and then you say that the per-
centage of GNP devoted to defense has remained constant, though,
at about 13 to 14 percent. That seems inconsistent to me.

Mr. GaTes. There has been a declining rate of growth in the
GNP as a whole.
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Representative WyLik. Oh.

Mr. GATES. So rates of growth of both defense and GNP have
been declining together.

I might point out that, as the submission makes clear, to the
extent there has been a decline in the rate of growth in procure-
ment, I think our judgment is that a desire or a decision on the
part of the Soviet leaders to reduce investment in defense spending
is not the principal factor involved. Other problems in the econo-
my—the fact that they cannot devote enough industrial materials
and investment resources to maintain the rate of growth in pro-
curement, and the problems they are having developing and pro-
ducing high-technology weapons are also important factors.

As I was saying, though, it seems to me that there probably is a
division in the military among those who wish to maximize current
spending on defense and, therefore, make a strong bid to restore
the traditional rate of growth in procurement, and those who may
see that their longer-term capability to compete with the United
States depends on restoring and improving the essential strength of
the economy itself, the steel industry, cement industry, the rail-
roads, and so on. Unless some of the problems in these industries
are corrected, their long-term ability to compete with the United
States is going to be damaged. So I think that there probably will
be—or may well be some divisions in the military along those lines.

Let me ask Mr. Licari to amplify.

Mr. Licarl Sir, let me just add two points to Mr. Gates’ com-
ment. First, I think, is to go back to our discussion about the im-
proved growth prospects for this year and emphasize that the re-
bound effect dominates, in our view——

Senator PRoXMIRE. What do you mean by the rebound effect?

Mr. Licart. The rebound effect would dominate in terms of un-
derstanding the improved growth prospects this year. I do not
think we are talking about a change in the trend of growth, either
returning to earlier trends or raising the trend in growth for the
Soviet economy. We are emphasizing a short-term movement from
what was a rather depressed rate of growth last year, primarily be-
cause of bad weather affecting both industry and agriculture to
what might be a more normal rate of activity for the economy as a
whole. I do not think we can associate that rebound effect with the
shifting of resources among sectors in the economy.

The second point I wanted to add goes back to the procurement
question, and our new estimate which suggests a flattening in the
level of procurement. First, it is important to emphasize that pro-
curement remains very high. We are not talking about procure-
ment levels falling. So the drain on resources—machinery, in par-
ticular—into procurement remains very high. Second, even if there
has been a stretchout in some programs to ease the burden some-
what on the machinery sector, it takes a long time for additional
machinery devoted to civilian uses to work its way into production.
We are talking about gestation periods here of several years before
new plant and equipment becomes really fully productive.

I think, therefore, that even if we were to hypothesize some
easing of the drain on machinery production to defense and some
shifting to civilian uses, it would be too early to see it in growth
performance in 1983.
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DELAY IN IDENTIFYING NEW TREND

Senator PrRoxMIRE. Now let me put some numbers on this, and
maybe I can get a better understanding. In the first place, let me
say, is there some way that the tracking of Soviet defense trends
can be transmitted more swiftly to the Congress? If Soviet military
procurement has been level since 1976 and the growth rate of total
defense has been cut in half, should not the Congress have been
made aware of this before now?

Mr. GaTes. Mr. Chairman, we, ourselves, did not come to appreci-
ate the implications of this development until this year. In our ear-
lier assessments, we had characterized much of the decline in the
rate of growth in procurement since the mid-seventies as part of
the cyclical effect of making the transition from one generation of
weapon systems to another, and that we were in the trough, if you
will, of one of those cycles.

As I say, it has only been within the last 6 to 8 months that we
in the community, and particularly we in the CIA, have come to
believe that something more significant was happening here.

I should add, as I acknowledged at the outset, this is the view of
CIA at this point. We have spent a number of months working
these figures with the Defense Intelligence Agency to identify
areas where we share similar perceptions as well as those where
our assessments differ.

So there really has been no delay in informing the Congress of
this. The materials that have been published this summer by the
Agency really represent the first time that this case has been ar-
ticulated.

Senator ProxMIRE. But here you have a situation where in 1976
there was a GNP growth of about 4 percent in the Soviet Union. In
1977 and 1978, it was about 3 percent; in 1979 and 1980, about 1
percent; and in 1981 and 1982, about 2 percent. And now in 1983
you expect it to be about 3% percent. Over all those years the
growth of defense procurement has been about zero. It seems to me
that is a significant policy shift in the Soviet Union, and also it
does seem to me to indicate a very important difference that we
should have been made aware of. I realize the DIA has a different
view on the Soviet military buildup.

Mr. GATEs. Joe.

Mr. Licarl. Senator, let me mention several points that relate to
the issue that you are raising.

Senator ProxMiRe. Before you do that, let me say there are rea-
sons why I think that the CIA estimate is more plausible than that
of the DIA. In the first place, the DIA has an ax to grind. It is the
Defense Department. They always like to make the Russians 10
feet tall. In the second place, they do not allow for inflation, and
you do. It seems to me that if we want a more precise and accurate
estimate, we should allow for inflation.

Go ahead.

Mr. Licarr In the estimate that existed a year ago we had ob-
served some flattening of procurement in the mid-to-late 1970’s, but
we had expected a normal cyclical return to faster growth in the
following years, a procurement cycle, in a sense. Work done in the
summer of 1982 and the fall of 1983, suggested that this was not
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occurring, for a variety of reasons. Qur expectations had proven
wrong. And as Mr. Gates is saying, as the story developed over the
past year we did try to communicate elements of this story to vari-
ous people in the community and in Congress as well. While we
had observed some tailing off in the rate of growth of procurement
going back to the mid-1970’s, we expected a cyclical upturn. But we
have not seen an upturn in the late 1970’s or early 1980’s.

We are attributing its absence to several factors. We cannot say
what the relative importance of these factors is: technological prob-
lems in R&D; technological problems in serial production of very
complex weapons: economic bottlenecks; an inability to insulate de-
fense from these kinds of difficulties as much as in the past; and
perhaps even policy decisions, either broad-based policy decisions or
very particular ones connected, for instance, to SALT I and SALT
II treaty issues.

As I said the beginnings of this change were observed in our pre-
vious assessments but we were not aware of the extent of the
changes until the work done over the last year.

Senator PRoXMIRE. My time is up. Congressman Wylie.

Representative WyLIE. Thank you, Mr. Chairman.

INCREASE IN MILITARY SPENDING

I would like to follow up on the questions asked a little earlier,
which I think are important, about the CIA estimates as to the
rate of growth of defense spending in the Soviet Union. You have
indicated that it has perhaps declined and that defense spending
has remained fairly constant as a percentage of GNP. I was in on a
meeting or briefing with the Secretary of the Navy this morning in
which we were getting different signals, or at least it is confusing
to me. What I heard there is that the actual amount of money
which the Soviet Union is spending for defense is going up.

Mr. GaTes. Yes, sir. That is accurate. Even if our findings are
completely accurate with regard to the flattening in the rate of
growth in procurement, we still estimate that total defense spend-
ing has increased by 2 percent per year on average since the mid-
1970’s. And a couple of comments made in the summary are prob-
ably worth repeating here. First of all, we are still talking about a
Soviet effort that still is running between 13 and 14 percent of
GNP, that is over twice the percentage of GNP devoted to defense
spending in the United States. Finally, the committee was remind-
ed that the level of procurement, even though it has flattened, is
still 45 percent higher than that in the United States. So even if
the Soviet rate of growth in defense spending is only 2 percent, or
if procurement is virtually flat, the amount of resources that the
Soviet Union is investing in defense is still such that they will be
able to make enormous additions to their military forces and to
achieve substantial modernization of those forces during the re-
mainder of this decade.

MILITARY THREAT

Representative WYLIE. So we do not want to feel that the Soviet
military threat to the United States has declined.
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Mr. Gates. Not in the slightest. These figures do not give a pic-
ture of capabilities of forces, either actual or potential. They are
meant to suggest levels of effort, or levels of emphasis in Soviet de-
fense investment, for example. For capabilities, you need to look at
what they are buying with money they are spending. And that was
what I was referring to when I said that during the period since
1976, when we have seen a slower rate of growth of real defense
spending, we are still looking at a Soviet Union that has purchased
over 2,000 strategic ballistic missiles, 60-some strategic ballistic and
attack submarines, 5,000 combat interceptor and tactical aircraft,
and so forth.

The resources that they are devoting to defense are enormous.
The dollar costs of Soviet procurement and total Soviet military ac-
tivities were both about 45 percent higher than their U.S. counter-
parts. .

Representative WyLie. Well. I think that is a key point, and I
think that we wanted to make it very clear for the record that,
even though there might have been a decline in the growth of
Soviet GNP that still does not give us any hope as to the goal or
aim of the Soviet Union vis-a-vis their military threat. And I think
that that needed to be put in the record at this point.

PETROLEUM ESTIMATES

I understand the Soviets increased their petroleum exports by
something like 15 percent last year; is that correct?

Mr. Haus. Yes, on that order to their hard currency customers.

Representative WyLIE. How can the Soviets increase their petro-
leum exports, when we have been hearing for years that their pe-
troleum resources have been going down? What are the implica-
tions of that or who is being squeezed, and where are the petrole-
um exports coming from?

Mr. Haus. Well, let me answer in the following way: It is really
a two-part question—it needs a two-part answer.

They have been getting additional oil for export this year and
last year, really, from two sources. The first source is by increased
production. Soviet oil production has been growing at around 1 per-
cent a year since the late 1970’s. The second source, however, is by
some degree of success in slowing down the rate of growth in con-
sumption at home. They have also opened up additional oil for the
market, for the hard currency market, simply by squeezing—cut-
ting down—on the rate of growth of shipments to their Eastern Eu-
ropean client states.

The real answer to your question, however, and one that I think
is clear in the submission, is that our estimate of the Soviet oil sit-
uation has changed a bit. It has been in transition for several years
now. We just completed a fairly extensive study that took up about
a year and a half—a complete top-to-bottom look at what the
Soviet situation is. We have revised some of our previous judg-
ments. Basically, in the 1970’s, in the late 1970’s, when we would
have done our original work, we concluded that the Soviets were
running out of reserves, at least accessible reserves, and probably
would be unable to continue the high rate of effort that they had
been making up to that point. That judgment was largely based on
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what the Soviets were saying themselves in the press and in a vari-
ety of unclassified sources.

Since the early 1980’s, [security deletion] we have changed our
minds about several things. Principally, we now believe that the
Soviets do have substantial oil reserves, do have a large enough re-
serve base to permit them to see petroleum production grow for
several more years, perhaps through the end of this decade, if they
are able to make the effort. Now that is a major change. And it is
largely based on new data and the application of different types of
53(’:7}(1)niques that just simply were not available to us in the late

’s.

The second thing that has happened, however, is that the Soviet
leadership did make the conscious decision around 1977 or 1978,
possibly in part spurred by the press the Agency’s estimate had re-
ceived, to commit the resources that were needed. They continue to
do this, and this accounts for a large part of the growth that we
are now seeing, admittedly, it is very halting growth compared to
past years, but it has been the result of the Soviets making the
effort particularly in terms of investment in drilling in a big way.

REVENUE FROM ENERGY EXPORTS

Representative WyLie. Well, I think it is important to get that on
the record, Mr. Chairman, because, as I understand it, roughly two-
thirds of the Soviets’ hard currency income in recent years has
come from oil exports. Is that fairly accurate?

Mr. NoreN. Oil and gas. About 50 percent of hard currency re-
ceipts last year.

Representative WyLIE. Oil and gas, and that brings up the new
pipeline which—how will that relate to the question of oil and the
production of it when it comes in next year, in the Soviet economy,
in general?

Mr. Haus. When the pipeline comes on line—and assuming the
Western Europeans take all the gas to which they are entitled—it
will, in fact, permit the Soviets to earn a substantial amount,
though I do not have the exact figure on the tip of my tongue. It
would depend, of course, on the price of oil and gas at that time.
But it would, roughly, at current price levels permit them to re-
place the earnings from one-third of their current oil hard curren-
cy exports with gas. So it will be significant.

Representative WYLIE. So, in other words, the Soviets are paying
for grain, corn from Iowa, by selling oil to the Germans and
French, and next year they will be paying for it by selling gas to
the Germans and French. Right?

Mr. Haus. That is correct.

CIA AND DIA ESTIMATES COMPARED

Representative WyLIE. OK. Are there still major differences be-
tween the CIA and DIA estimates of Soviet petroleum reserves?

Mr. Haus. Yes, there are. Let me back up a moment on that.
DIA essentially agrees with our estimates of Soviet petroleum
proved reserves, at this time. The difference between the DIA and
CIA lies in their assessment—DIA’s assessment—of the level of the
effort the Soviet are going to be willing and able to make to tap
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those reserves over the rest of this decade. Our economists see a bit
of a squeeze and a series of hard choices that the Soviet leadership
is going to have to make. We believe that the Soviets will probably
take advantage of the gas-sales coming on line to hold down the
growth in investment in the oil industry which will make oil pro- -
duction drop a bit. The Defense Intelligence Agency, however, be-
lieves that the Soviets will continue to make whatever effort is nec-
essary to keep oil production growing.

We are talking about those differences, and I think they have
beelzfl }Illarrowed somewhat over the past year or two, but they are
still there.

BAM RAILROAD

Representative WyLIE. I understand the Baikal-Amur Railroad in
East Siberia is due to come on line very soon or due to be complet-
ed very soon. Will this railroad generate hard currency for the
Soviet Union? '

Mr. NogreN. It will, eventually, sir. What it requires now that
they will have the main trunk line, it requires the development of
feeder lines going north into the resource-rich region and develop-
ment of some of the mineral deposits. We think that will be a
factor in the 1990’s, but not in the 1980’s.

Representative WyLie. Will that affect the Soviet relations with
China vis-a-vis trade?

Mr. NogreN. It is bound to. It is bound to, sir.

Re[‘)?resentative WryLE. For economic, as well as military pur-
poses?

Mr. NoreN. Well, it is—I think we have believed since the begin-
ning that the line had a military purpose as well as an economic
purpose. But the development of resources in the Far East and in
East Siberia is going to be a factor in Soviet trade with China and
Japan, as well.

Representative WyYLIE. Thank you very much, Mr. Chairman.

MILITARY SPENDING AND EFFECTIVENESS

Senator PRoXMIRE. Mr. Gates, the fact is, if it is a fact—at least
that is the position of the CIA—that the U.S.S.R. is spending 45
percent more in dollars and 25 percent more in rubles than we are
in procurement, in total military spending, but that does not mean
that they are necessarily buying 45 percent or 25 percent or any
more military effectiveness, does it? There is no way you can meas-
ure that. Some people allege, they may or may not be right, that
the Soviet Union lacks discipline, its troops lack discipline, the
leadership is poor and the clash between their planes and our
planes, our planes being flown by the Israelis, their being flown by
the Syrians over Lebanon, it was a disaster for them. Our planes
were obviously far, far better.

And so it seems to me that it is very hard to come to any conclu-
sion that any comparisons are going to give us a match or a reason-
able comparison between the military effectiveness of either side.
Is that right?

Mr. Gates. Mr. Chairman, I think that both our own military an-
alysts and American military officers who have had the opportuni-
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ty to observe the Soviets would make the observation that while
the Soviets do have problems and that their effectiveness is per-
haps sometimes not as great as portrayed by some, they neverthe-
less represent a very effective fighting force. Much of their equip-
ment is on a technological par with our own, and in some respects,
particularly in conventional equipment, superior to our own. And
when you add to that the impressive quantitative advantage they
have in some of the conventional forces, particularly in central
Europe, you have a significant military fighting force.

The discipline of Soviet forces generally is regarded, I think, as
pretty good. When you get into questions of initiative and the
ability to deal with changed circumstances, and so on, you get into
areas that are very hard to quantify. By the same token, I, person-
ally, would not equate a Syrian pilot flying a Soviet aircraft with
an experienced Soviet pilot flying a Soviet aircraft.

Senator ProxMire. The Israeli pilots are better than ours?
[Laughter.] .

Mr. Gartes. I will not make that judgment.

Senator Proxmire. They are not as good as the Wisconsin Na-
tional Guard. I will tell you that. [Laughter.]

Mr. GaTtes. So I would say that you are correct—the numbers do
not translate one for one. The fact that their effort is 45 percent
larger, does not mean that they have a 45-percent more effective
fighting force or a 45-percent larger one, in any given instance. But
at the same time, I do not think anyone who works the Soviet mili-
tary problem would denigrate either the technological or the per-
sonnel capabilities of their armed forces.

EXPLANATION FOR THE SLOWDOWN

Senator PRoXMIRE. Now the explanation for the slowdown of the
growth rate and the leveling off of procurement provided in your
briefing is classified, yet I cannot think of a more important
change in the trends, as far as Members of the Congress and the
public are concerned. What can you say in unclassified language to
help the public and Congress understand the possible causes for
the change in the trend, the trend of Soviet procurement, and its
significance.

Mr. GATEs. Let me ask Mr. Licari to tackle that one.

Mr. LicArl Senator, I mentioned that there are a number of fac-
tors that one can cite that we think are underlying the trend.
What we cannot really do, though, I think, is calculate some net
effect and determine what the most important factor was. We can
list factors, which we think are underlying the new trend, starting
with the procurement cycle phenomena, but we think we have to
go further than that. That was the traditional way of explaining
short-term changes in Soviet defense spending, as it related to pro-
curement.

The additional factors we can also cite, are technological prob-
lems in development of various systems, in manufacturing con-
straints in serial production, in the role of economic bottlenecks.

Senator PROXMIRE. Now let me make sure that I understand.
What I asked for is what you can tell us to be unclassified. Unclas-
sified. I realize that is quite a difficult thing for you to do, perhaps,
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but the reason I am asking that is because I think the slowdown in
the growth rate is something that the American people ought to
understand, and as long as it is classified, obviously, it cannot be
disclosed. A

Maybe it would be better to do this. Maybe—because 1 realize
this is delicate and difficult. Perhaps when you sanitize your re-
marks, you can put in the record your best judgment as to what we
can say that would be unclassified to explain this.

Mr. Licarl. Fine, Senator.

Senator PrRoxMIRE. Could you do that?

Mr. Licarr. Yes. Yes. _

Senator PROXMIRE. Very good.

[The following information was subsequently supplied for the
record:]

We cannot attribute the slowdown in the growth of military procurement to any
single factor. Undoubtedly, the natural lulls in production as older weapon pro-
grams are phased out before new ones begin have contributed to the change in the
trend. The extended nature of the slowdown, however, goes far beyond the normal
dips in procurement cycles that we have observed in the past. Instead, the continued
slow growth in procurement since the mid-seventies seems related to a complex
combination of factors, including technical problems, economic bottlenecks, and per-
haps even policy decisions.

New Soviet weaponry embodies more advanced technology than has been typical,
given traditional Soviet practices that emphasize evolutionary design. The Soviets
have undoubtedly experienced more problems in both R&D and serial production of
these high technology systems. For example, the increase in the sophistication of
the electronics and in the quality control required probably is substantially greater
than that incorporated in earlier weapons changeovers. These problems in turn
have probably delayed deployment and caused lower annual production rates for
some new systems.

The period of slower procurement growth corresponded with a period of unprece-
dentedly slow growth for the Soviet economy. Soviet press reporting since the mid-
seventies has been replete with descriptions of transportation snarls, energy short-
ages, and industrial bottlenecks on a scale that seems to suggest increasingly severe
problems for what is traditionally a very taut economy. We believe that the Soviets
are not able to insulate defense production from such general economic problems
and that defense growth may have been slowed by them.

Finally, policy decisions also may have contributed to the slower growth in pro-
curement. Arms control agreements limited the development and deployment of
some strategic weapons. Furthermore, the leadership may have chosen to stretch
out the procurement of certain systems as part of a strategy to alleviate some of the
pressures on the economy.

Senator PRoXMIRE. Now one reason for making as much of your
analysis as possible available for public discussion is that there are
such a wide range of possible explanations. For example, a slow-
down in the growth rate might have been caused by problems in
the overall economy, or they might be the result of explicit policy
decisions. You mentioned the compliance with the SALT agree-
ments, and so forth. So it might be on purpose or it might be the
result of actions over which they had no control or a combination
of the two.

Do you agree that it probably was a combination of economic
forces and policy decisions that led to the slower growth rate of de-
fense costs?

Mr. GaTes. My view is that at this point the principal factors
probably were the result of forces over which they had no control.
The policy factors that we are discussing, apart from whatever de-
cline in procurement that might have been related to adherence to
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SALT I and the unratified SALT II, generally have to do more with
policy mistakes, decisions that were made in the mid-1970’s on in-
vestment that in fact, had a very negative effect on overall econom-
ic development in the latter half of the decade.

I will turn the microphone over to Mr. Licari, but my judgment,
based on what I have been seeing is that the determining factors at
this point, at least, are largely due to forces beyond Soviet control.

Senator PrRoxMIRE. Well, before you turn it over, let me sharpen
my question a little bit by giving an example.

MILITARY EXPORTS

In prior testimony, the DIA spokesman pointed out that Soviet
military exports and assistance has been rising, and that since
1980, the U.S.S.R. has been the world’s leading arms exporter. Does
not the fact that the Soviet military procurement has leveled off
since 1976, while Soviet military exports have been increasing, sug-
gest that a policy decision was made to not interrupt the increase
in arms exports in order to increase the level of Soviet military
procurement for Soviet forces?

Mr. Gares. Well, first of all, again, just to make it clear for the
record, what we are talking about is a leveling of the rate of
growth. You are still seeing an enormous amount of production of
weapons on the Soviet side, probably ample to meet most of their
own requirements, as well as to have sufficient numbers available
for the export market.

Also, although I would defer to Mr. Licari on this, it is not clear
to me that the leveling off has occurred in all systems. You may
have some very big ticket items where procurement has leveled off,
or where the numbers emerging for the field are not as great, but in
other areas, such as perhaps tanks or artillery or something like
that, the rate of production might not necessarily have been flat.

But what I am trying to say is, going back to the response to
Congressman Wylie's earlier comment, we are still dealing with
Soviet production and investment that are enormous. It would
probably give them ample output to meet their own requirements,
while at the same time having something for the export market.

SALT AGREEMENTS

Senator ProxMIre. All right. Well, then, let me ask you about
the possibility that the Soviet decisions to comply with SALT I and
SALT II may have slowed down the pace of procurement in certain
areas? You indicated, I think, that that might be part of it.

Can you explain what areas may have been slowed down in re-
sponse to those two treaties?

Mr. GaTES. One example that I have been given would be the
number of ICBM launchers. Because of the limits placed on the
number of ICBM launchers that can be deployed, they would not
necessarily be buying as many ICBM’s.

Senator PRoXMIRE. But in view of the enormous amount of mili-
tary procurement the Soviet Union has, would that be a significant
element, significant enough to explain the fact that they have fat-
tened their procurement since 1976?

Mr.-Gares. I do not think that it would be a major factor, no.
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Mr. LicArl. Senator, if we recognize though——

Senator ProxMige. I did not mean to say “fatten.” I meant “flat-
ten.” [Laughter.]

Mr. Licarl. Some of these systems you are talking about, related
to SALT I and SALT II, of course are the SSBN’s, which are very
expensive systems. These were, indeed, among the systems that we
saw being delayed in deployment in the last few years. They are
very expensive, very long lead-time systems, and I would say that
they could contribute, certainly to this sense of flattening. They are
not by themselves the sole factor, but certainly the slower rate of
deployment of those systems is a contributing factor. It would show
up definitely in trends.

Representative WyLie. Mr. Chairman, I am going to have to
leave for another meeting. I wonder if I might have permission to
submit about four followup questions for the record.

WSienator ProxMIRE. By all means. Yes, indeed, Congressman
ylie.

Representative WyLIE. It is a very distinguished panel, and I
would like to compliment you for your work here this morning.

Senator PRoXMIRE. Thank you so much, Congressman Wylie.

[The following information was subsequently supplied for the
record:]
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RESPONSE OF ROBERT GATES TO ADDITIONAL WRITTEN QUESTIONS POSED BY
REPRESENTATIVE WYLIE

Question 1: How does the low level of Soviet military pay relative to the
United States distort the comparison of the percentage of Russian military
spending relative to its GNP? In other words, is the actual Russian
military effort, relative to its GNP, even greater than that shown by the
ratios because it pays its military personnel at a much lower rate than
does the United States?

Answer: Our measure of the burden of Soviet defense spending--
the ratio of defense expenditures to GNP--is 13-14 percent for
1982, the most recent year for which we have an estimate.

Costs of Soviet military personnel account for only slightly
more than one percentage point of that figure, Soviet prices
of civilian and defense activities involve subsidies and taxes
that could distort an estimate of this kind. Consequently, our
procedures include an attempt to adjust our estimates of actual
Soviet costs to give estimates more closely akin to real
resource costs.

This is particularly true in the case of military
personnel costs. The bulk of Soviet military personnel are
conscripts who receive a very low wage. Our calculations of
military personnel costs, however, take into account the
housing, medical care, food, and other services provided these
conscripts in addition to their wage and other monetary
allowances. The net result is to cost conscripts at something
close to the total wage received by unskilled labor in the
Soviet Union, which is consistent with their lTow educational
levels. Of course, these adjustments are themselves estimates
and our limited information is more likely to lead to an
underestimate, rather than an overestimate of military
personnel costs. Our defense burden estimate may still involve
some understatement because of our treatment of manpower costs,
but it is 1ikely to be small because of the adjustments we
already make.

Question 2: There is some controversy over how technologically dependent
the Soviet Union is. To what extent is the Soviet Union technologically
dependent on the West? To what extent is the Soviet Union technologically
dependent on the United States?

Answer: Western technology plays an important, if not
critical, role in the Soviet economy. Imported technology has
allowed the Soviets to reduce research time, engineering risks,
and production costs in some key industrial sectors. Certainly
the development of Soviet products such as high-quality
fertilizers, drill bits, and third-generation computers was
markedly accelerated with the aid of Western technology. In
the aggregate, however, Soviet dependence on the West for
imported technology is relatively small, Around 10 percent of
new Soviet machinery and equipment is imported and last year,
for example, one-third of imported machinery and equipment
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(in value terms) came from Western countries. Soviet
technological dependence on the United States is small. Less
than one percent of all imported machinery and equipment came
directly from the United States in 1982. The amount of
American equipment actually reaching the Soviet Union, however,
is undoubtedly higher because transshipments and illegal
transfers are not identified in trade statistics.

Even though the overall share of machinery and equipment
jmported from the West is small, the Soviets rely on the West
for the bulk of their imports in certain important areas. In
1982, Western machinery and equipment represented more than
one-half of Soviet imports in the following categories:

° automotive production equipment;

° equipment for the timber, pulp and paper, and wood
processing industries;

o

road and roadbuilding machinery;

° drilling and prospecting machines and equipment ;
electric motors;

° equipment for the chemical industry; and

mining eqﬁipment.

Other items high on the Soviet list of imported Western
technology (30-50 percent of machinery and equipment imports)
include equipment for the printing industry, metal rolling
machinery, cable and wire, metal processing/finishing
equipment, crushing/grinding/concentrating equipment, equipment
for the construction materials industry, and instruments and
laboratory equipment. Only in loading equipment, equipment for
the construction materials industry, and roadbuilding machinery
does the US share exceed five percent of total machinery and
equipment imports, but in all three categories it is less than
10 percent., The Soviets also import other Western technology
such as metal-cutting machinery, computers, and agricultural
equipment that has certainly played an important role in key
civilian and military industries even though their share in
total Soviet imports is small.

Although the Soviet Union produces all of these categories
of machinery and equipment domestically, imports are vital for
a number of reasons. Soviet equipment does not normally
measure up to Western equipment in terms of reliability,
sophistication, durability, or usefulness for some special
purposes. Since the Soviets do not report domestic production
of these items on a base comparable either with their trade
statistics or with Western data, the overall level of
"dependence" on Western technology is impossible to measure.
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We do know, however, that Western imports help advance Soviet
technological progress and generally improve economic

per formance. Nevertheless, the Soviet economy is clearly
capable of remaining viable in the absence of imports of
Western technology.

Question 3: To what extent is the Soviet Union dependent on legal
technology transfers from the United States as opposed to clandestine
industrial espionage? (Assuming the Soviet Union is substantially
dependent on the United States for technology, what percentage of that do
they get in open, legal, free trade, and what percent is stolen?)

Answer: Soviet acquisition mechanisms include: legal means
through open Tliterature, through legal trade channels, and
through student scientific and technological exchanges and
conferences; jillegal means through trade channels that evade US
and Western (i.e., COCOM) export controls, including
acquisitions by their intelligence services through recruited
agents, industrial espionage, and overt collection

techniques. While a large volume of technology is acquired by
nonintelligence personnel, the overwhelming majority of what
the United States considers to be militarily significant
technoloyy acquired by and for the Soviets was obtained by the
Soviet intelligence services and their surrogates among the
East European intelligence services. However, acquisitions by
other Soviet organizations are important since it is often the
combination of Tegally and illegally acquired technologies that
gives the Soviets the complete military or industrial
capability they need. Legal acquisitions generally have their
greatest impact on the Soviets' broad industrial base, and thus
affect military technology on a relatively long-term basis.

Over the past five years, Soviet legal and illegal trade
efforts have concentrated on computers, microelectronics, air-
breathing propulsion technology, guidance and navigation
systems, underwater acoustical sensors, optical (including
laser-related) technoloyies, and advanced manufacturing
processes and equipment. Detected diversions and evasions over
the past several years were particularly heavy in the field of
semiconductor manufacturing equipment, reflecting the Soviets'
intent to improve their entire electronic components industry.

Question 4: The machine tool industry is a very important component of
the defense industrial base of the USSR and US. What is the rate of
growth of the Soviet machine tool industry? Can anything be inferred from
the type of machine tools being produced?

Answer: The machine tool industry is a key in Moscow's efforts
to raise industrial productivity and to modernize its civilian
and defense industries. To accomplish these twin objectives,
the USSR has changed its production strategy in the machine
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tool sector. Until the mid-1970s, much of the current output
consisted of general purpose machine tools that were relatively
inexpensive to produce, and the Soviets increased machine tool
production by about three percent annually., Given the new
needs for special purpose or complex production in a
technologically changing society, however, the USSR began in
1977 to cut back the huge annual output of general purpose
machine tools, and to expand production already initiated of
specialized and automated machine tool equipment. This
specialized equipment included numerically controlled (NC) or
computer operated (CNC) machine tools, automatic lines, robots
and manipulators, machining centers, and agyregate machining
systems. These changes led to a 13 percent decline in the
total number of machine tools produced during 1978-82 but, at
the same time, the introduction of more expensive and complex
equipment.

It is taking Moscow longer than the West to modernize its
machine tool industry, however. The Soviets are impeded by the
relative backwardness of the Soviet electronics and computer
industries, the lack of trained computer programmers,
engineers, and machine tool operators, the difficulties in
integrating new equipment with old, and a state-operated
traditional manufacturing system that often discourages
innovation. The need to continue to service the existing
machinery and to replace the aging portions of the huge Soviet
machine tool industry also creates great pressure for continued
large-scale production of conventional models. Hence, the USSR
continues to produce three times as many conventional
metalcutting tools as the US. Although the Soviet annual NC
machine tool output of about 10,000 units equals that of the
United States, advanced computer-operated multiaxis machines--
now common in the West--make up only four percent of total
Soviet production compared with b6 percent of the US total.

To help compensate for the slow progress in advanced
machine tool production, the USSR is resorting to large-scale
imports. In the first half of the 1970s, 80 percent of Soviet
machine tool imports consisted of conventional or specialized
equipment, but during the past decade advanced machine tools
have figured heavily. For some models--machininy centers, for
example--imports even exceed domestic production., This
equipment has helped the Soviets to start up or improve
domestic civilian and defense production.
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Senator ProxMIRE. If the slowdown was caused to any significant
extent by SALT I and SALT II, that would tend to contradict what
has become conventional wisdom about how detente failed to
modify Soviet behavior and would be a powerful argument for
arms control negotiations. Why should the possible effects of the
SALT agreements on Soviet military procurement be classified, not
available to the public any more than the potential effects of eco-
nomic problems on military procurement is classified?

Mr. GaTes. Mr. Chairman, first of all, our position would be that
while the slowdown in the rate of growth of spending on some of
the systems covered by SALT may have been a factor in the overall
leveling of the rate of procurement, we have not seen a change in
Soviet behavior. Moreover, what we have observed on several occa-
sions is a substitution. We have not seen Soviet design bureaus or
Soviet weapons production facilities closing down; what we have
seen them do is produce different kinds of weapons systems, so that
those that have been producing one kind of submarine are produc-
ing another kind of submarine.

Senator ProxMIRE. Wait a minute. It seems to me that there is a
change here. They had been accelerating, they had been speeding
up. And it is true that they are at a very, very high level of pro-
curement and a high level of military spending, but they do not
seem to have increased overall, if you are right that their increase
may be in some areas but not in others. But this is a change over-
all; to have something that is moving ahead at a rapidly increasing
rate and it levels off, it seems to me that is a change that we
should be sensitive to and aware of. .

Mr. GATEs. Yes, sir. And that gets at the point that Mr. Licari
was making about the stretchout of some programs, the fact that
some of their ballistic missile submarines have not been coming off
the ways as quickly as they might otherwise have.

But I just wanted to underscore the point that we have not seen
a transition from weapons production capabilities from SALT to ci-
vilian purposes or to nondefense purposes, but rather a swing
toward other defense areas.

Senator PrRoxMIRE. I am talking about changing overall, not con-
version. And I realize that in asking this next question it is hard to
put it in perspective because all of us are right now so sensitive
and aware of the vicious shooting down of the unarmed Korean jet,
and that is right in the forefront of our mind, and we realize the
Soviet Union is paranoid and has an enormous military power and
has a gross disregard for human life. I realize that Soviet defense
costs are growing. Even if they were level there would be huge ad-
ditions to the Soviet weapons inventory each year, and Soviet mil-
itary power would continue to be great. Nevertheless, the current
trend can be viewed as a slowing down of the Soviet military build-
up and a trend which is quite at variance from the conventional
wisdom about Soviet defense spending during the decade of the
1970’s. Is it possible that the Soviet behavior is in part—this is the
part that at this point seems a little incongruous—a response to
the improved U.S.-Soviet relations that took place in the early
1970’s and the efforts that were made to continue improving rela-
tions during the rest of the decade?
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Mr. GaTes. Mr. Chairman, I spent half a dozen years on the Na-
tional Security Council staff under three Presidents, and it is my
view that, with the exception of occasional bumps upward, the
Soviet Union has regarded its relationship with the United States
to have been generally deteriorating since at least 1975 and prob-
ably 1974, after the failure to pass the Trade Act of 1974 and the
associated legislation granting the U.S.S.R. most-favored-nation
status and making it eligible for Export-Import Bank credits.

There have been some bright moments in that period in terms of
Soviet perceptions of the potential for improved relations, for ex-
ample, the Vienna summit in 1979. But from their standpoint the
overall trend in the relationship has been a negative one for a
number of years. Therefore, it is my judgment—and it ties in with
our earlier statement—that the decline in the rate of growth of
procurement is tied principally to forces beyond their control at
this point.

As I say also, we believe that they are poised, both from the
standpoint of weapons systems in research and development, as
well as production capabilities, to resume a higher rate of growth
in their defense spending.

COMMITTEE STAFF STUDY ON SOVIET DEFENSE TRENDS

Senator PrRoxMIRE. Now you have had an opportunity to review
the committee staff study on Soviet defense trends which tried to
explain the latest conclusion of the intelligence community about
the trends in Soviet defense costs and put them in perspective.! Ac-
cording to this study the DIA agrees with your constant dollar esti-
mates but comes to a different conclusion when it uses its own
methodology to estimate current ruble expenditures for defense.
DIA concludes that there was no slowdown in total defense spend-
ing in current ruble prices, which increased by 6 to 7 percent per
year during the 1970’s. Is that a correct description of the differ-
ences between the CIA and DIA estimates? And if so, can you ex-
plain why Congress ought to give greater weight to the constant
price estimates than to the DIA’s current price estimates?

Mr. LicArr. Senator, you are right in citing the differences in es-
timates and methodology between the DIA and CIA. We choose to
develop constant price estimates of Soviet defense costs because
they exclude inflation and give us in a sense a real trend of effort
devoted to military activities overtime.

DIA, on the other hand, is attempting to develop a series for de-
fense spending that it thinks is closer to what the Soviet leadership
would be looking at. That is not our intention. We have different
objectives and approach them in different ways.

Our estimate of defense spending in constant prices, we think,
gives us a reasonably accurate indication of trends in the effort the
Soviets are devoting to military activities. But we do not pretend
that that in any way gives data that the Soviet leadership would be
looking at. Our estimate is in constant prices; it uses Western con-
cepts.

13”71‘111e full text of the committee staff study entitled “Soviet Defense Trends”, may be found on
p. 371
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INFLATION ADJUSTMENTS

Senator Proxmire. What is the difference in that inflation ad-
justment that you make?

Mr. Licart. We actually do the calculations in constant prices. So
we do not really make an inflation adjustment. We calculate the
costs——

Senator ProxMire. How do you determine constant prices in the
Communist economies?

Mr. Licari. We happen to use as a price base the year 1970. The
reason is that the Soviets introduced a set of new prices in 1967
which we think better reflected real resource costs, and we accu-
mulated enough prices for the several years centered around 1970
to use that as a price base year. We also make an adjustment after
we compute total defense costs to adjust, as you are suggesting, for
the fact that actual Soviet prices do not reflect resource costs as
fully as Western prices do. It is called a factor price adjustment.

After we calculate, using a subset of official Soviet prices and
other data, an estimate of Soviet defense spending in ruble terms
in constant prices, we make a further adjustment to account for
the fact that actual Soviet prices are not as reliable as Western
prices in measuring resources.

Senator PrRoxXMIRE. Congressman Scheuer.

SOVIET LIVING STANDARDS AND THE MILITARY BURDEN

Representative ScHEUER. Mr. Chairman, let me apologize for
coming late. I chaired another committee meeting and then I had
an appointment with Mr. Ruckelshaus, and I am sorry to have
missed what was obviously an extraordinarily interesting session.

Let me ask a very naive question, and I apologize in advance for
its foolishness and naivete.

Do you feel that there is sufficient pressure on the Soviet leader-
ship to achieve improvements in the civilian standard of living to
make up for the vast shortages that pervade Soviet life, the shoddy,
crummy standards of workmanship, the quality of goods that are
available, for that to become an important factor in inducing them
to be more forthcoming at the conference table, in limiting arma-
ments so that they can divert resources from military enterprises
of all kinds into their civilian sector?

In the absence of a voting public, in the absence of a consumer
movement as we know it, in the absence of civic and community
organizations and spokesmen of any kind, in the absence of any
disparate voices other than the voice of government, other than the
will of the Andropov administration to improve the quality of life,
is there any measurable pressure on them to divert resources from
the military to civilian purposes that would have any kind of
meaningful impact on their willingness to be somewhat more forth-
coming in negotiating arms limitations than they have been up
until now?

Mr. GaTEs. It is, I think, a mistake to say, as it is sometimes put
by people, that the Soviet leadership is totally immune or oblivious
to the problems of the quality of life of the Soviet people. They
need look no further than to the country on their western border,
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Poland, to see that the consequences of ignoring the state of being
of their general population has political risks.

It is particularly true in a country like Russia where periodical-
ly, over the past several hundred years, there have been extremely
violent uprisings of popular discontent. They are rare and they
have been put down with extraordinary harshness, but neverthe-
less they have occurred. A

So the leadership cannot be oblivious to these concerns.

By the same token, I think our perception is—and I would defer
to my colleagues for further comment—I think our general percep-
tion is that they are not prepared to do more than they absolutely
must to keep the populous minimally satisfied. They are not pre-
pared to make the kind of resource allocation to consumer goods
and to make the changes in the economic structure to provide for
the growth of service industries and that sort of thing that would
do more than feed the people on a fairly unexceptional diet and
provide some consumer goods, often of very poor quality.

If the Soviets choose over the next several years to change their
allocation of resources, that change in resources is more likely to
go to greater investment in heavy industry, to investments in agri-
culture and in energy than into the consumer sector. They will
make some gestures in that direction; they will make some very
highly publicized moves to try and persuade people that they are
doing more for them. But fundamentally the consumer is not a par-
ticularly high-priority item to the Soviet leadership.

They are particularly not a high-priority item when the Soviets
believe that their national interests dictate a further growth in de-
fense spending. This has been traditional Soviet practice. Those
who are Andropov’s principal supporters in the leadership repre-
sent those elements of the economy that have favored the develop-
ment of heavy industry in part because of its relationship to the
military.

So it seems to me that the Soviets are aware of the need to pay
some attention to the consumer, but they do not regard it as an
item of significant pressure.

Mr. NoreN. I would amplify that a bit. Andropov, as we made
clear in the submission, has signed on to the food program that
Brezhnev introduced in May 1982. That program results in an allo-
cation to agriculture of almost one-third of all funds for new fixed
investments. That is about the ratio that had been sustained
through Brezhnev’s last years, and it is a very heavy resource cost.

I think in terms of the investment, the allocations to agriculture
and to the food industry and the associated support industries, that
that is a commitment to the consumers.

I would say that in the 1970’s, after 1975 as Mr. Gates has sug-
gested, the regime reacted to circumstances that were beyond its
control, which originated in part from mistaken investment deci-
sions, misallocation of investments, and most of all, a misjudgment
of the productivity gains that would be forthcoming to sustain eco-
nomic growth. Those planned gains were not realized.

As a result, you did not have enough production on the supply
side in terms of metals and other industrial materials, and follow-
ing that, machinery, to support the kinds of investment programs
they wanted.
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I think you were talking earlier about policy decisions. The
policy decision was an adaptation to circumstances. In those cir-
cumstances, I think the military took its lumps along with the ci-
vilian programs.

Representative ScHEUER. I did not get that last sentence.

Mr. NoreN. I think the military took its lumps along with the
civilian programs.

ENERGY

Representative SCHEUER. Let me ask some questions about
energy.

I understand from your testimony, which I unfortunately missed,
that you have more or less revised your estimates that oil produc-
tion would decline in the early 1980’s, and now your best estimate
is it will decline in the late 1980’s. Is my understanding correct? If
it is, can you tell us why it will decline at all in the late 1980’s,
how sharp or how little that decline will be, and what its impact
will be on reduced exports of oil to Soviet client states in Western
Europe and elsewhere?

Mr. Haus. Well, a decline is not foreordained. As I indicated
before you arrived at the subcommittee hearing, Soviet reserves
are, in theory at least, more than ample to support some increase
in production throughout the rest of this decade. The key variable
will be the level of effort the Soviets are able to make, because the
basic problems they are facing are that the reserves tend to be in-
creasingly farther and farther away from centers of development,
and they tend to be deeper. In other words, they tend to be less
accessible in general, and that raises the cost.

To give you an indication of how investment requirements have
been increasing, from 1970 to 1980 the cost of producing a barrel of
oil essentially tripled in the Soviet Union. From 1980 to 1985 the
Soviets plan to nearly double the amount of resources—in real
terms—that they are committing to the oil effort. If they want to
continue to see growth through the end of this decade, they would
effectively have to triple, based on our calculations, those re-
sources, and they have talked about this themselves.

Our judgment is that in the most likely case, given, on the nega-
tive side, the increasing difficulty of developing the reserves they
have, and, on the positive side, the fact that they have been having
some small successes on the conservation front at home, coupled
with the advent of gas sales to Western Europe on a much greater
scale, we think probably what will happen, if current trends play
out, is that some time in the second half of this decade Soviet oil
production will probably level off, and the Soviets will allow it to
decline. This, however, does not have to be the case.

There are, however, a number of risks on the down side to the
Soviets, not the least of which is the fact that most of their largest
major producing fields, which had really carried them through the
1970’s, will have dropped by 2 to 3 million barrels a day output be-
tween the current time and 1990.

So they are in a situation in which they are constantly having to
work harder. We think that they will probably take advantage of
the gas sales, take advantage of certain conservation measures
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they are trying to introduce, and allow production to fall a bit. It
will not be a sharp drop. At the outside by 1990 they should be pro-
ducing at least 11 to 12 million barrels of oil a day.

Representative SCHEUER. From what you are saying, their experi-
ence roughly parallels ours.

Mr. Haus. That is correct.

Representative SCHEUER. At a time of increasing energy costs the
response has been more conservation and probing higher priced re-
sources, and somewhat less of a production. So it is almost the
same reaction that the market forces would have produced. Their
central planning has produced sort of a mirror image of what our
market forces have provided in this country.

Thank you, Mr. Chairman.

Senator PROXMIRE. Senator Sarbanes.

Senator SARBANES. Thank you, Mr. Chairman.

REASONS FOR REVISED ENERGY ESTIMATES

First, Mr. Chairman, I want to commend you for again holding
these hearings as part of a series that you have now done, I think,
over a decade. I think they make an enormous contribution to the
record and to the material available to the Congress, and to the
extent that it can be released, available to the public. I simply
wanted to register that at the outset.

I think this is an example of the kinds of hearings we ought to
do more of, and not immediately focus on some current problem,
but trying to develop a deeper base of understanding out of which
we can make lots of decisions.

Let me first pursue the energy question which Congressman
Scheuer was on. .

You say on page 3, “All things considered, the energy picture im-
plies much less of a constraint on growth of the domestic economy
than we thought last summer.”

As 1 read this rather quickly, and I apologize for not being here
earlier, there is a substantial revision of your views on the energy
question. Is that fair?

Mr. GaTes. Yes, sir.

Senator SArBANES. Why? What was it that we have discerned
over a few months or a year at most that led to a substantial revi-
sion in this estimate?

Mr. GaTes. We asked for a major reevaluation of our estimates
on Soviet energy about a year-and-a-half ago, and what you see in
front of you are the results of both a considerable amount of new
data and a great deal of new analysis, and I would like to take just
a moment to ask Mr. Haus to discuss both of those with you.

Mr. Haus. When we did our original work in the late 1970’s—

. specifically in 1977—most of the analyses and most of the data that
were available to us on Soviet oil and the rest of the Soviet energy
sector come from unclassified sources, and at that time most of
those sources pointed to serious problems. Many of those problems
in fact still exist. :

Since 1977, and this has been a gradual process rather than one
that occurred overnight, we have been introducing a variety of
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techniques that permit us to take a look at the Soviet energy pic-
ture—particularly their petroleum situation. [Security deletion.]

We have therefore been able to get a much better, more rounded
view, and that has been principally responsible for the change in
our judgments on Soviet oil reserves. Our views on Soviet gas re-
serves have always been that they were very substantial. For oil,
however, there has been a major change.

Something else has happened. We have found that we underesti-
mated the ability and the willingness of the Soviet leadership to
make the kind of effort they would need to, in terms of drilling and
in terms of exploration and development work, to keep oil produc-
tion growing.

In the late 1970’s, not long after our estimate appeared—that is,
the Agency estimate—and the subsequent discussion that took
place in the press and in this committee, the Soviets made a major
effort to turn the situation in West Siberia around. In fact, Brezh-
nev himself, along with Kosygin, went out and took measures to in-
crease production in West Siberia. And it worked. We have seen a
doubling and tripling over a 5-year period of the inputs there, and
that has made a difference. They have had the reserves there to
permit them to do that, although it is getting harder.

5-YEAR PLAN PROCESS

Senator SARBANES. On page 11 you say that “Andropov must
soon decide how to approach the defense spending and resource al-
location issue because the planning cycles for the 1986-90 plan is
already underway.”

Once the Soviets are into a plan, to what extent do they become
locked into it and to what extent can they adjust a plan?

Mr. Gates. They can make adjustments. There is no question
about it. In fact, perhaps one of the best examples of their willing-
ness to interrupt the plan is the case that Mr. Haus just indicated.
In the 1976 to 1980 plan the Soviets interrupted it midway to throw
enormous new resources into energy exploration, and it is one
factor that helped unbalance in some respects the rest of the econo-
my as well.

But in terms of their more regular procedure and their flexibil-
ity, let me ask Mr. Noren to address that.

Mr. NoreN. Well, on the particular point of the planning for
military programs, I think we have decided that they do pay a
great deal of attention to the 5-year plan. New programs typically
are coordinated with civilian programs within the context of 5-year
plans. That does not mean that they do not adapt to circumstances
and then stretch out programs as required. We think they did so in
the 1976-80 plan.

Senator SARBANES. Does that mean if you were trying to influ-
ence the directions in which the Soviets would be committing their
resources, to the extent that relates to their perception externally
as well as internally, that the better time to do that is as they are
leading up to decisions for a 5-year plan and somewhat more diffi-
cult in the course of the 5-year plan to get them to shift direction
or priorities?

29-570 O—84——19



284

Mr. NogreN. I think it would be true to say that the more influen-
tial decisions, both in military and civilian programs, are made in
the 2 years preceding the beginning of the 5-year plans.

Mr. Gares. I might add, Senator, that as part of a military 5-year
plan the military prepares an assessment of the external threat,
and both of these activities, their assessment of the world environ-
ment and then their actual plans, are as Mr. Noren indicated, pre-
pared in the 1% or 2 years prior to the beginning of the new plan.

ECONOMIC STRENGTHS AND WEAKNESSES

Senator SARBANES. In the operation of their economy, in what
areas do you see them as being the strongest in terms of their eco-
nomic efficiency and in what area the weakest? To put the ques-
tion even more direct, if the West is trading with them, what trade
is it that helps them the most because it picks up an area where
they are inefficient and therefore have to devote heavier resources
in order to handle the problem, as compared to areas that are more
efficient and, therefore, they have to devote less resources to?

Mr. NoreN. I think one important area clearly is agriculture.
Along with grain we also must remember that they buy a consider-
able volume of other agricultural products and foodstuffs. It would
be very expensive for them to expand production of these commod-
ities in the Soviet Union. So what they can do is save considerable
resources for example, by importing agriculture products, and, if
they can, by selling gas, because gas production can be expanded
much more cheaply than the production of agricultural products.

Senator SARBANES. I cannot find it now, but somewhere in here
y}c:u ta!)k about their foreign currency balance. Do you recall where
that is?

Mr. NoreN. Foreign trade is discussed beginning on page 10 of
the briefing paper we submitted.! ’

HARD CURRENCY PAYMENTS POSITION

Senator SArBaANES. I take it they are paying for the grain im-
ports essentially with the energy exports, is that right?

Mr. NoreN. That is right.

Senator SARBANES. What prompted them to make what I per-
ceive, at least as I read the text here, to be this major effort to im-
prove their hard currency payments position in 1982? They slashed
the deficit actually to one-third of what it had been the previous
year and had record high assets in Western banks, half of their
total hard currency debt. What led them to do that?

Mr. NoREN. Senator, in the late 1970’s their payment position
had been relatively good because of a high volume of energy ex-
ports and a rise in the price of energy exports.

In 1979-81 the volume of their energy exports leveled off and
then declined. They found themselves in a position in which their
gross debt, their hard currency debt to the West, went up from
$17.9 billion in 1980 to $20.9 billion in 1981, a rise of $3 billion in 1
year.

! See briefing paper beginning on p. 293.
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This was at a time when they were watching Eastern Europe
and seeing what had happened to Polish debt, Romanian debt, and
in most of the East European countries the debt to the West had
been rising. In addition, the prices the Soviet Union received for
energy exports fell in 1982.

They obviously determined that they were going to do something
about that. They attacked the problem in several ways. First, they
cut back on their orders for Western machinery; second, they insti-
tuted in 1982 a 10-percent reduction in petroleum exports to most
of Eastern Europe; third, partly because of slower economic growth
at home, the growth in home consumption of energy diminished
considerably.

ECONOMIC PRESSURES

Senator SArRBANES. Where do you see the economic pressures
working on Andropov and the leadership there as they approach
this decisionmaking for the next 5-year plan, 1986 to 1990, which I
take it is in the process now of being formulated?

Mr. NogreN. I think the single most important problem that the
leadership faces is how to make the system more productive. They
are clearly going through a period when they cannot use the same
old formulas to maintain or revive growth. In some of the materi-
als we submitted to the committee we illustrated the slowdown in
the rate of growth of the labor force; because of reduced rates of
investment growth the growth in capital stock is going to be less.
They have to make up the difference in productivity.

We understand that the machinery sector in particular needs a
substantial dose of investment for modernization. Part of that has
to do with finding the investment resources to provide that mod-
ernization. They also know that they have to do a better job of in-
troducing new technology, whether it is domestic or from the West.
They have access to substantial amounts of new technology, but
they have a very great difficulty in assimilating it. Improvement in
this area requires some changes in the system that would in fact
induce faster assimilation of technology. As our submission sug-
gests, we are fairly pessimistic that that will come about, that large
improvements will come about in that area.

Senator SARBANES. My time is up. I have a couple more questions
that I will defer.

Senator ProxMIRE. Why do you not go ahead.

TWO-TRACK ECONOMY

Senator SARBANES. I guess there is a view on our part that the
Soviets effectively run a two-track economy. They have a military
which is efficient, productive, and highr quality and all the rest of
it; then they have the rest of the economy that everyone character-
izes as inefficient, unproductive, shoddy quality and all the rest of
it. Is it your view that that is the case? And if so, how do they ac-
complish this complete bifurcation of being able to be efficient in
one place and grossly inefficient in another?

Mr. GATES. Let me address that and then I will ask Mr. Noren
and Mr. Licari to fill in some of the details.



286

To a certain extent that is not an inaccurate description, in that
the military has first call on high quality goods and first call on
technology, first call on investment resources, first call on labor
force, and so on. Perhaps it is not as much a two-track economy as
it is a system under which the military gets to pick off the best,
whether it is an assembly line or people or anything else.

What we are seeing and what we are documenting this year
really for the first time is that those two tracks are not completely
separate. When the remainder of the economy—transportation, the
railroads, the steel industry, the cement industry, and so on—
reaches a certain level of poor performance it does begin to impact
on the military because there is not enough there for the military
to be able to achieve all of its objectives.

This gets at the issue that I was describing earlier for the chair-
man, and that is the possibility—we do not have any direct evi-
dence of it—that there may even be a split within the military
about whether to maximize allocations to defense programs out of
current resources or whether they see their longer-term interests
as better served by perhaps taking a little less now and seeing
more invested in trying to overcome some of the problems in the
other sectors of the economy that now, we believe, are beginning to
be something of a drag on their procurement capability.

Let me ask my colleagues to add to that.

Mr. Licarl Senator, I would add simply one thing. As the Soviet
economy shifts to more emphasis on high technology goods, and es-
pecially in the defense sector, I think the problem with quality will
be very important there as well. The insulation, as Mr. Gates said,
that we had conventionally viewed as existing between the civilian
sector and the military sector, can break down. As high technology
goods become more important on the military side, quality becomes
more important. Then, even the military side begins to suffer from
the same kinds of problems that occur in the civilian economy.

Senator SArBANEs. Thank you, Mr. Chairman.

IMPROVEMENT IN CHINA’S ECONOMY

Senator PRoxMIRE. Mr. Gates, you and your colleagues have been
very good in responding to questions. They have been detailed and
helpful. I am going to ask a series of questions on China, of Mr.
Phillips, I presume, primarily, and I am going to ask Mr. Phillips
to be as concise as he can, and see if he can answer each one in less
than a minute. If so, then I can yield to my colleagues and we can
finish up.

I know it is hard to do in this area. And if you would like to
expand on the remarks in the record, by all means do that.

Senator SArRBANES. You ought to make part of the deal that the
question not run for more than a minute. [Laughter.]

Senator PROXMIRE. The question will run for a lot less, I can tell
you. :

The first question is you report that China’s economy is in much
better shape than it was a few years ago, but I am not sure that
you give the reasons. Will you in this brief time discuss the factors
that explain the improved performance and some of the measures
that illustrate the improvement?
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Mr. PHiLLips. Very briefly, and I will expand on this later. When
we say a few years ago we are talking about the pre-1976 period, or
the pre-1978 period, if you will. What we are saying is that there
has been more attention now focused on efficiency problems. Some
of the reforms have had positive effects on economic performance,
particularly in agriculture. And so when we are talking about a
few years ago we are talking about 5, 6, or 7 years ago.

INVESTMENT

Senator ProXMIRE. -Why do the Chinese central planners have
such a difficult time controlling investment in heavy industry and
shifting emphasis to light industry, which is what they said they
wanted to do several years ago? Why is that so hard?

Mr. PHiruips. In the first place, there are the traditional atti-
tudes toward light and heavy industry. Heavy industry has always
been considered the engine of growth in the economy, and shifting
emphasis toward light industry has been a problem for planners.
But even more correctly, I think, it is not a question of investment
in heavy industry or light industry; the problem at the moment is
-one of too much investment across the economy. Very simply, if
$100 can buy you 3 projects done in a normal span of time, if in-
stead of working on 3 projects you are working on 20 projects in
that time with the amount of resources available in the economy,
‘you cannot complete any of them on time. What is being squeezed
are the large projects in energy and transport which of course, if
you think of it, are heavy industry.

So it overs1mp11fies the case a little ‘bit to say that they are
trying to invest in light industries rather than in heavy industry,
and the Chinese have pointed to this themselves as a problem.
They have to invest in appropriate parts of heavy industry as well
as in light.

UNEMPLOYMENT AND INFLATION

Senator PROXMIRE. You gave me unemployment figures in China
Wh(llc}l shocked me and surprised me—10 percent in the cities, you
sai

Mr. PaiLuIpS. I think we said “up to.”

Senator PROXMIRE. And inflation rates from Chinese official sta-
ti;tig?s. Are these from Chinese statistics, and if so, how reliable are
they?

Mr. PaiLuips. The 5 to 10 percent?

Senator PROXMIRE. Yes, sir.

Mr. PuiLuips. The highest official inflation rate that the Chinese
have published was.about 3 years ago, and I think it ran about 6
percent. More recently, -in the last couple of years, they have been
publishing figures of about 1 percent, 2 percent, maybe 2% percent.

Senator PROXMIRE. Are they reliable?

Mr. PaiLLips. They are what the Chinese call basic price stabili-
ty. We do not believe that they are reliable. The way the statistical
system is put together, it does not take account, for example, of an
individual who is unemployed going into a store, buying a pair of
shoes, and turning around and selling it to the ultimate consumer
at a higher price. Official figures do not capture that sort of hidden
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price increase. That is why we put a figure of 5 to 10 percent on it.
A 2-percent inflation rate in an economy would not be considered
by an American to be serious. So we feel, to give the flavor, saying
something like 5 to 10 percent is more accurate.

Senator ProxMiRE. How can you come close to estimating it in
that fantastically complex, enormous country? Do you have an in-
dependent sample of prices.

Mr. PaiLLips. No, sir, we do not.

Senator ProxMIRE. You do not know if it is 5 or 10 percent or 15
to 20 percent or 2 or 3 percent; do you, really?

Mr. PuiLLips. We do believe that it is higher than the 2 to 3 per-
cent that the Chinese are publishing, and we feel that a range, of 5
to 10 percent, which is why we do give a range, probably captures
the actual inflation rate.

MARKET SOCIALISM

Senator Proxmire. China’s reforms have been described as a step
toward a form of market socialism. Do you see it that way? Or how
would you characterize their reform movement in terms of state
control versus private enterprise and how far do you believe the re-
forms will go?

Mr. PHiLuips. I feel, and I think most of my colleagues would
agree with me, that China is not becoming capitalist, which is one
of the charges that has been leveled at them. They are working
toward some form of market socialism; they are trying to work on
reforms that structure incentives to try to make the economy oper-
ate more efficiently. How far they are going to go is really hard to
say at the moment, primarily because some of the reforms, as we
have noted in our presentation, have led to other problems—par-
ticularly the investment problem—and to some loss of control over
the economy.

TRADE PROSPECTS

Senator ProxMIRe. In view of China’s actions to control its bal-
ance of payments, how would you describe the prospects for trade
with the United States over the next few years?

Mr. PuiLuips. There have been some special elements that have
entered into the trade question in the last year. We feel that pros-
pects are favorable for certain types of products. The Chinese, for
example, in their desire to move toward intensive growth rather
than extensive growth, toward upgrading their current capital
stock, are looking at improving current facilities. That is one area
in which the United States can have some impact, and it can be
favorable to bilateral trade.

At the moment, given the situation with the Chinese cotton crop,
that sort of agricultural trade is not likely to grow in the near
future. It is very hard to say, because there are a whole range of
products, and if we can find the right sorts of goods, we feel that
the Chinese are going to be willing to do business and willing to
expand bilateral trade.

. [Aciditional information subsequently supplied for the record fol-
OWS:
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UNTITED STATES-CHINA TRADE PROSPECTS

We believe there is potential for continued growth in US-China trade over the
next several years, although at a pace more moderate than the rapid increases of
1978-80 (see table). By 1981, bilateral trade had increased from a level of 374 million
dollars in 1977 to a strong 5.5 billion dollars, and the United States is firmly en-
trenched as China’s third largest trading partner (after Japan and Hong Kong).

In 1982, China.reduced its worldwide imports by 10 percent and its imports from
the United States by 19-percent. At-the same time, China’s exports to the United
States rose 21 percent, partly on the strength of a 34-percent increase in textile

- sales. In first half 1983, China’s imports from the United States were down a sharp
39 percent. This reflects reduced Chinese purchases of cotton and a variety of agri-
cultural commodities that resulted from both China’s domestic economic situation
and its retaliation against US imposition of import quotas on Chinese textiles. Ex-
ports. to the United States were up a slight 3 percent.

We expect total bilateral trade to rise next year. China’s imports of cotton and
synthetic fibers, we believe, will rebound, as will grain purchases from the United
States. We also expect US suppliers to take part. increasingly in the upgrading of

--China’s industrial facilities planned that is for the next several years. US imports of
textiles from China will also continue to grow, boosting that side of the trade equa-
tion.

UNITED STATES-CHINA TRADE

[In millions of Dollars)

1976 1977 1978 1979 1980 1981 1982

U.S. exports 135 17 865 1,724 3,758 3,603 2,912
U.S. imports 202 203 324 594 1,058 1,875 2,215
Balance —~67 =32 541 1,130 2,697 1,728 » 637
Annual change, total trade (PEICent)...........ccocomuvmrmmmsrirssesrenee 1 . 281 95 108 14 -5
[Dolars in billions]

Jan.-June Jan.-June Percent

1982 1983 change
U.S. exports $1,707 $1,034 -39
U.S. imports 1,041 1,071 3
Total trade 2,748 2,108 -23

DEFENSE SPENDING

Senator Proxmire. Will ‘you summarize China’s recent defense
policy with respect to total spending and spending priorities?

Mr. PaiLuips. I am afraid that I am not equipped to do that.

Senator Proxmire. Will you do that for the record?

Mr. GATES. Yes.

[The following information was subsequently supplied for the
record:]

CHINESE DEFENSE SPENDING

Our estimate of expenditures for defense shows that outlays grew steadily in real
terms during the late 1970s and peaked in 1979 to pay for the War against Vietnam.
[Security deletion.]

Since 1979, China’s well publicized economic retrenchment has forced cutbacks
that in 1981 brought expenditures for defense to their lowest level since the early
1970s. The defense budget made a modest recovery in 1982, rising by 6 percent. Pro-
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jections for the Sixth Five-Year Plan (1981-1985) suggest that spending will hold at
the 1982 level through at least 1985.

We believe a share of defense spending is being allocated to weapons development
and procurement of new weapons. Progress made in recent years in trimming the
size of the armed services and phasing out the production of outdated weapons is
freeing funds for weapons research and the production of a new generation of weap-
ons. Defense Minister Zhang Aiping, in a recent party journal, calls development
and production of sophisticated military hardware the “first task” in defense mod-
ernization.

An additional, often overlooked, source of defense funding is Beijing’s profits from
international arms sales. [Security deletion.] Moreover, defense plants now use
excess production capacity to produce consumer items for both domestic and foreign
markets. We believe a portion of the profits from those measures will be used to
support weapons research and development and help modernize defense plants.

China almost certainly will need to increase the military budget substantially in
the 1986-90 time frame to procure weapons now under development. For the time
being, lack of suitable follow-ons to the People’s Liberation Army’s (PLA) most ex-
pensive weapons, such as aircraft and armor, will obviate a call for greater defense
spending. Moreover, the PLA leadership’s apparent acceptance of current spending
levels—in expéctation of reaping benefits from overall economic improvement—
should help to prevent the military budget from becoming a major area of conten-
tion through 1985. :

Senator PrRoxMIRE. We have heard testimony on China’s industri-
al espionage activities to illegally obtain technology from the
United States and the West. Will you discuss this and also explain
why the fact cannot be made public?

Mr. PHiLupPS. I would prefer to do that for the record, if I might.
I am not an expert in this sort of thing, and I do not want to over-
step my bounds. :

[Tl]le information to be supplied for the record is a security dele-
tion. .

CHINESE-SOVIET RELATIONS

Senator ProxMIRE. Finally, I would like you to discuss the possi-
bility of a Sino-Soviet rapprochement in light of recent events.
What is the possibility of them getting together again?

Mr. PriLuips. Again, I have to plead that I am not an expert in
this, but my own feeling, looking at what has gone on over the past
few months, is that there has not been substantial movement in
this direction. There are longstanding problems between the two
countries. _

I think I have just run up to 30 seconds. Maybe Mr. Gates would
like to add something to that.

Senator PROXMIRE. Well, that is pretty important.

Mr. Gates. We believe that there is some opportunity for the re-
lationship between the two countries to improve, particularly in
the economic and trade areas, cultural relationships, perhaps im-
proved diplomatic relationships, and perhaps at some point im-
proved party-to-party relationships. However, it seems clear to us
that the fundamental differences that have divided the Soviet
Union and China over the past 25 years remain. There may be
some accommodations on the border and so on, but they are basi-
cally antagonistic powers and they have been for a number of
years. Even at the so-called height of their relationship there were
serious differences that were simply submerged. )

. What you have particularly, it seems to us, at this point is two
powers, both of whom have a real interest in persuading a third
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power that they really are going to get along a lot better. I think
both of them view the warming trend between them as being of
particular value in terms of strengthening their bargaining power
or leverage with the United States. So to a certain extent we think
that they probably put a little better face on the relationship than
it really deserves at this point for their tactical, diplomatic pur-
poses. There is some room for improvement, and I do not think any
of us would be surprised to see that happen. But there are very
real limits as to how far it will go.

Senator ProxMIRE. I want to thank you very, very much.

Did you have another question, Senator Sarbanes?

Senator SARBANES. Mr. Gates, could you just briefly set out what
you regard those fundamental differences as being that provide
this basis for perceiving that the relationship is fundamentally an-
tagonistic?

Mr. Gates. One of the differences is territorial. The Chinese
regard the Soviet Union as occupying several million square miles
of territory that historically was Chinese; they regard the Soviets
as a security threat in view of the 45 to 50 divisions that sit on
their border; there has been very little talk by the Soviets or the
Chinese of any progress in that relationship.

The Chinese themselves have set three conditions for any real
improvement in relations: For the Soviets to stop backing the Viet-
namese in Kampuchea; for the Soviets to get out of Afghanistan;
and the third is to reduce significantly the Soviet military pressure
in Mongolia and along the Chinese border with the Soviet Union.
The Soviets have indicated no flexibility in any of those three
areas.

Finally, there is the ideological aspect, even though Mao is dead.
I come at this from the standpoint of someone whose background is
in Soviet affairs, so my colleagues down at the end of the table may
have different views. We have some differences of view between
our Soviet and Chinese analysts that sometimes parallels the
Soviet-Chinese split. But from the Soviet standpoint, I think they
cannot be optimistic that the Chinese will ever be willing to recog-
nize Soviet primacy in the Communist movement. Indeed, the Chi-
nese have their own pretensions from the Soviet standpoint of
being a second center of ideological truth, and that is unacceptable
to the Soviet leadership.

So these are some of the fundamental differences.

ECONOMIC REFORMS AND THE HUNGARIAN MODEL

Senator SARBANES. Andropov has talked about economic reforms,
and you discussed that to some extent here. I take it that it is your
view that there is an entrenched bureaucracy which makes signif-
icant reforms difficult, but in any event he is only talking about
doing it on a pilot basis and therefore the impact of that would not
be very great in any event. The one thing we do know about him—
we have all these ideas floating around about him, and no one
really seems to know for sure—but we do know he was the Ambas-
sador in Hungary and presumably has followed developments in
that country closely. Do you think there is any indication they
would try to move to a Hungarian model?
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Mr. GaTes. My view would be that even if Andropov wanted to
do that that he would run into substantial opposition within the
Politburo. As we were discussing earlier, I think there is probably
a general perceived need on the part of the Soviet leadership to do
something about their economic problems. One reason why Andro-
pov was selected as General Secretary was probably because there
was a perception that he was a man of action who could do some-
thing about these problems. I think our view is that the consensus
falls apart when it comes to considering specific measures that one
might take.

Additionally, while Andropov may be somewhat sympathetlc or
willing to tolerate the Hungarian experiments, I think there is a
generally perceived view on the Soviet part that for a small coun-
try like Hungary to implement those things is one thing; for a
huge country with an economy the size of the Soviet Union to try
and do so would be not only very risky, but quite unwise. My guess
is we are not likely to see the Soviets move in that direction.

Senator SArRBANES. The Chinese have done some of that, is that
not right?

Mr. PuiLups. They have done some of it, and, in fact, they most
recently have been talking quite a bit about the Hungarlan reform.

Senator SArBANES. I notice in agriculture you say their output
jumped 11 percent in 1 year’s time.

Mr. PuiLLips. Yes. Partly due to reforms, as it points out, but
also partly due to changes in the procurement prices.

Senator SARBANES. Partly due to what?

Mr. PuiLuips. The procurement prices, the prices the Govern-
ment pays to procure agricultural products, which have been raised
several times in the last 3 or 4 years. It is hard to separate out the
relative importance of those two steps.

Senator SArRBaANES. Thank you, Mr. Chairman.

Senator ProxmIRE. Thank you, Mr. Gates and gentlemen. You
have certainly done an outstanding job. We are very grateful to
you. You have made a fine record.

I hope you can sanitize the hearings as soon as possible and be as
generous as you can in making that information available because
I think it is critical for public understanding.

Thank you very, very much.

The subcommittee will stand adjourned.

[Whereupon, at 12:30 p.m., the subcommittee adJourned subJect
to the call of the Chair.]
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Introducy ion

When Yuri Andropov became General S3ecretary of the Communist
Party 37 the USSR, 2conomic growth rates had been faliing, the
incr2as2 in per-capita consumption had come to 2 nalg, and
resource allocation decisions between military and civilian needs

were becoming more difficult. Externally the Soviet Union was

]

providiang support to the stagnating economies of Eastern Europe
(particularly Poland) and fighting a costly war in Afghanistan.
Witn the first anniversary of Andropov's rise to power
approaching, we review in this paper his policies and programs
and assess their impact on- the economy and on military
spending. The paper first summarizes the performance of the
Soviet economy in 1981-82 and the reasons for the sluggish
economic growth during this period. The economic policies being
pursued by Andropov, insofar as they have been revealed, are then
desceribed, and the effect that these policies have ﬁad and are
likely to have on economic growth in the near term is assessed.
In the final section, we turn to the longer term outlook for
Andropov's economic and defense policies and for the economy in

general.
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Economic Performance in 1981-82

In the first two years of the 11th Five-Year Plan period
(1981-85), growth in Soviet gross national product (GNP) averaged
about 2 percent per year, somewhat above that attained during
1979-80 but w2l) below both the rate achieved during the 1970s
and the rate imptied by the 1981-85 Plan (figure 1). The 1981-85
Plan depended on a strong turnaround in the rate of growth of the
combined productivity of labor and capital. TInstead, factor
productivity in the economy declined in 1981-82 by about one
percent per year. General Secretary Andropov found almost every
sector of the economy lagging behind plan when he took office in
November 1982,

Industry

The slowdown in the growth of industrial output was
especially worrisome. 1In 1981-82, average annual growth was less
than 2 1/2 percent, about half the rate called for in the 1981-85
Plan (figure 2). Two developments during this period were
particularly noteworthy: (1) the slowdown was evident in
practically every industrial branch, and (2) the trend in the
productivity of labor and capital employed in industry was down
dramatically. Despité considerable effort, the Soviets were
unable to halt the deterioration in efficiency with which
combined inputs of capital and labor are used in the USSR,

Factor productivity in industry declined at an average annual
rate of roughly 1 ¥ percent during 1981-82.

Energy and Raw Materials., The growth of energy production

in the USSR has decelerated significantly. After three decades

-2~
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of gZrouwtn, oil production in the USSR has begun to level off,
although--as explained pelow--the prospects for the future are
considerably better than we once thought. Production of oitl

{inecluding gas condensate) has inched forward during the current

-y

ive-year planning period and now stiads at 12.4 miliion barrels
per day (b/d). While gas output grew rapidly in 1981 and 1982,
raw coal output increased in 1982 for the first time since 1673.

Widespread shortages of raw materials were a major reason
for the marked slowdown in industrial production in 1981-82
(figure 3). Declining growth in production of coal ana its
deteriorating quality, for example, hurt electric power and
ferrous metallurgy. Shortages of electric power, in turn,
impaired the performance of industrial power customers, and an
insufficient supply of steel products cogtributed to the lower
growth in machinery production. Shortages of coke and refinery
byproducts also hindered production of important chemicals,
curtailing production in the interdependent branches of the
chemical industry.

Machinery. Stagnation in the output of rolled steel
products in 1981-82 held back growth in the machinery branch of
industry. Machinebuilding is a pivotal sector, producing
mititary hardware as Qell as consumer durables and machinery for
investment. The low rate of growth of machinery output--only 3.2
percent annually during 1981-82--is about half the rate planned
for 1981-85 and by far the lowest since World War II.

Even this slower growth of machinery output depended in part

on rising imports of rolled ferrous metals. Imports of steel

-3
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products, for example, totaled $5.3 billion dollars in 1082. The
Soviets also stepped up imports of machinery and equipment from
the West and from Eastern Europe.

The hard choices on resource allocation facing Andropov are
most evidenrt i~ che machinery sector. The share of machinery and
equipment in total investment has been rising as part of a
strategy that emphasizes increased renovation and modernization
and less new construction. This share, in fact, climbed from
about 33 percent in 1975 to roughly 38 percent in 1981 and is
planned to increase to more than 42 percent in 1983. At current
levels of investment, the use of machinery and equipment for
domestic investment is rising by as much as 7-9 percent per
year. Meanwhile, the regime would like to push production of
consumer durables so as to reduce some of the unsatisfied demand
in consumer markets. But the 3-percent average annual growth of
machinery output achieved in 1681-82 suggésts that ths
investment-defense-consumer competition for machinery products
will become increasingly fierce.

The pressure on allocations to: investment and the consumer
could be eased in the near term in two ways: by holding down the
growth in production of militarv hardware and by increasing net
imports of machinery. In the longer term, more investment in the
machinery secto~ and its supgorting bdbranches is needed.

Consumer Goods. Tne growth of output in light industry and
food processing during 1981-82 paralleled that of industry as a
whole. Despite large imports of grain, sugar, and other farm

products, shortages of agricultural raw materials contributed to

-4
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the weak performance of food processing and (to a much lesser
extent) of light industry in 1981-82--although the impact on
overall industrial performance was not large. Difficuities in
attracting and retaining a qualified work force and :ow worker
morale also constrained production. Compared with other
industrial sectors, average wages in these two branches are lower
and working conditions poorer.

Agriculture

The value of agricultural output, almost the same in 1981 as
in 1980, increased by somewhat more than 3 percent in 1982, USDA'
estimates grain production at 180 million tons last year--an
increase of about 20 million tons over 1981 but some 55 million
tons short of plan. 1In the crucial livestock sector, meat output
rose only fractionally in 1982 while milk production turned
upward for the first time sinece 1977. Production of fruits and
vegetables reached record levels and output of potatoes, sugar
beets, and sunflower seeds increased substantially over the
depressed levels of 1981,

Despite the 1982 upturn, farm output was still nearly 7
percent below the 1978 peak-year level. 1In fact, the results for
1981-82 have put most of the 11th Five-Year Plan agricultural
production goals beyond reach., To reach the target for grain
output, for example, annual production in 1983-85 would have to
average 285 million tons--nearly 50 million tons greater than the

record crop of 1978.
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Transport

A substantial share of the responsibility for the falloff in
industrial growth must be assigned to bottlenecks in the
transportation of both raw materials and finished products.
Plants were ~%:% down intermittently, production lines were
disrupted as machines and workers stood idle for lack of raw
materials, and finished products piled up on loading docks.

Total freight turnover, which had increased at an annual rate of
3.5 percent during 1976-80, actually fell by 0.2 percent last
year.

The principal culprit has been the railroads, which shoulder
the major part of the transportation burden in the USSR. The
railroads are approaching the limit of their capacity to move
ever more freight on the existing network with existing
technology. Shipping natural resources from extraction areas in
Siberia to processing and production centers in the Western parts
of the USSR, in particular, has increased the strain on the
railroads.

Consumer Well-Being

As Andropov noted in his early speeches, much remained to be
done in the area of consumer welfare when he took office.
According to our estimates, total per capita consumption
increased in 981 by about cne percent--but then declined in 1982
by almost one percent. The official figures released by the
Soviets confirm that in 1982 the USSR's standard of living at

best barely held its own:
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"Real pe~ capita income"--a constant-price measure of
-consumption minus some services--levelled off.
-~ Per capita retail sales {in constant prices) declined by

aora than b percent.

Meanwhile, %the avzailability of gual-:.y foods declined
generally. Per capita meat consuaption, for instance, was cown
siightiy in 1982 from its peak .1979 level.

3e223use food accounts for the iargest share of the Soviel
family budget and shortages must b2 dealt with on a daily basis,
changes in food supplies are the Soviet citizen's leading
barometer of his standard of living. Fearing widespread consumer
dissatisfaction, the regime took steps to minimize the impact of
food shortages on worker morale and productivity. The system of
spacial distribution of foodstuffs througn the workplace (which
originated in the late 1970s and is considerably more extensive
than the traditional system of special stores for selected
elites) was substantially expanded.

Some signs of unrest--such as short-lived work stoppages--
occurred during 1981-82, but expressions of discontent generaily
were contained or averted. Taced with long lines at scate
outlets, consumers dealt with Tihe shortages in ways that did not
threaten the regime--by buying higher-priced foods in the
officially sanctioned free markets, for example, and through
barter and black-market activity.

Defense

The discussion above centered on the general performance of

the Soviet economy during the last two years. The issue of
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Soviet military expenditures requires a longer-term focus. Our
approach to defense-spending estimates yields much more
confidence in medium- and long-term trends than year-to-year
movements. In addition, we have recently revised our estimates
in this ares.

Our latest estimate of Soviet military expenditures
indicates that defense spending in constant 1970 ruble prices
continues to increase.* Unlike our past estimates, however, the
new evidence incorporated in our present estimate indicates that
in at least one major area, procurement of military hardware,
Soviet expenditures have leveled off since 1976.

Total Soviet defense costs, measured in constant 1970
rubles, grew at an average annual rate of 4-5 percent during
1966-76 (about the same as reported in earlier estimates). Our
new estimate, however, shows that like overall economic growth
Lhe rise in the total cost of defense since 1976 has been slower-
_about 2 percent a year. The rate of growth of overall defense
costs is lower because procurement of military hardware--the
largest category of defense spending--was almost flat in 1976-
81.

New information indicates that the Soviets did not field
Wweapons as rapidly after 1976 as before. Practically all major
categories cof 3Joviet weapons were affected--missiles, aircraft,

and ships. This phenomenon was only partially offset by the

* e estimate Soviet defense spending annually in rubles to gain an
appreciation of the Soviet defense "burden". 3See appendix A4 for a discussion
of the methodology used.
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tendency of newer, more sophisticated weapon systems to cost
more. Costs in all other categories of Soviet defense continued
to grow at historic rates over the entire 1972-81 period.
Operations and maintenance ~osts, for example, grew >y 3-4
percent annually; persoannel costs {-~creased by slightly less than
2 percent a year.¥

We have only very preliminary estimates available for
1982. They indicate, however, that the trends in both totazl
defense expenditures and procuremant costs that we have observed
since 1976 are continuing. The growth in total expenz:icures
still appears to be considerably below the long-term average, and
procurement spending remains roughly unchanged although at a high
“level, when measured in constant 1970 prices.

It should be stressed that trends in Soviet military
spending are not a sufficient basis to form judgments about
Soviet military capabilities, which are a complex function of
weapons stocks, doctrine, training, generalship, and other
factors important in a potential conflict. The cost estimates
are best used to identify shifts in priorities and trends in
resource commitments to military programs over an a2x“ended period
of time. Moreover, the spending estimates do not give an

appreciation of the large stocks of strategic and conventional

% QOur latest dollar estimates show the same trends since they are based on
the same estimates of quantities of Soviet weapons. The estimated dollar
costs of Soviet defense activities grew at slightly less than 2 percent over
the 1976-81 period, a percentage point below the long-term average.
Procurement costs in dollar terms did not grow during the 1976-B1 period. We
estimate Soviet defense spending in dollars to make comparisons with
corresponding US outlays.
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weapon systems already deployed. 1Indeed, current levels of
spending are so high that despite the procurement plateau noted,
the Soviet forces have received since 1975 about 2,000 ICBMs and
éLBMs, over 5,000 tactical combat and interceptor aircraft,
15,000 tanks an< substantial numbers of major surface combatants,
SSBNs, and attack submarines.

The impressive dimensions of the Soviet resource commitment
to military activities also are very visible in comparisons with
US defense costs. Our latest comparisons of US and Soviet
defense programs show that despite somewhat slower growth in
recent years the costs of Soviet defense activities still exceed
those of the United States by a large margin. In 1981 the dollar
costs of Soviet defense activities were 45 percent greater than
US outlays; procurement costs alone were also’US percent
larger. A comparison in ruble prices shows that Soviet defense
costs ‘were 25 percent higher than those of the United States.

The slowdown in the growth of military procurement cannot be
explained by any single factor. 1Initially, at least, the absence
of growth in military procurement might have been attributed to
natural lulls in production as older weapon programs were phased
out before new ones began. The extended nature of the slowdown,
however, goes far beyond normal dips in procurement cycles.

The continued slow grow:th since the late 1970s seems related
to a combination of complex factors including technological
problems, industrial bottlenecks, and policy decisions. Some
funds budgeted for procurement may have been directed instead to

research, development, testing, and evaluation (RDT&E) during

~10-
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this period because of the increasing complexity of weapon
systems being researched.

The burden of defense in the USSR--the share of GNP devoted
to defense--remained roughliy constant aﬁ 13-14 percent through
the 1970s because defense and GNP %.ve grown at about the szm2
rate. We had previously forecast that the defense share would
increase by one-percentage point in the early i1980s.

Foreign Trade

After coping successfully with an earlier runup of hard
currency debt, the USSR was hit in 1981 by a rising agricultural
import bill and the need to provide hard currency assistance to
Poland. The volume of grain purchases jumped by more than one-
third, to 39 million tons. The deficit on merchandise trade rosz
to $4 billion, compared with $2.5 billion in 1980. The gap would
have been even higher had Moscow not pushed exports (mainly oil)
and trimmed imports (mainly machinery and equipment) in the last
half of 1981. For the year as a whole, the Soviets managed to
maintain the value of oil exports at the 1980 level as a 5-
percent oil price rise offset the drop in volume.

The Soviets improved their hard curreacy paymeats position
in 1982. By strongly pushing oil e?ports and holding down
imports, the USSR slashed its hard currency trade deficit to $1.3
billion, or one-third of the deficit incurred in 1981. GZxports
were up 10 percent, with all of the rise coming from the sharp
jump in oil sales. Moscow reduced the value of imports slightly
by cutting purchases of Western grain (down 3 million tons),

chemicals, and nontubular steel. Imports of machinery and

-11-
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equipment and of steel pipe rose sharply, however, largely as a
result of deliveries for the Siberia-to-Western Europe gas
pipeline.

The easing of its hard currency payments position, coupled
with a probatle fall in hard currency assistance to Poland,
allowed Moscow to reduce its hard currency debt in 1982, By the
end of the year, gross debt had fallen by an estimated $800
million and totaled $20.1 billion. Assets in Western banks were
a record-high $10 billion at the end of last year.

Moscow's foreign trade policy for 1981-85 calls for an
increasing share of its trade to be conducted with Communist
countries. This policy probably reflects several factors: (1) a
desire to hold down hard currency debt; (2) a long-standing
policy of self-sufficiency, particularly an aversion to becoming
too dependent on the West; and (3) a reaction to US trade
embargoes that were imposed following the USSR's invasion of

Afghanistan.

USSR: Percentage Growth in Foreign Trade?

1981-85
1981 1982 Plan
Total trade u.2 8.2 4.0
With Communist
countries 2.3 5.3 5.6
With non-Communist
countries 7.8 10.8 2.3

2 ralculated from Soviet data expressed in constant prices.
Average annual rate of increase.

~12-
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In point =7 “act, Soviat trade turnover grew mcre rapidiy
with the non-Communist countr.a2s in both 1981 and 1GS2.
Paradoxinaily, however, Soviet nebt gains from trade with

Communist ccuntriz2z (mrasurs-d by aev imporos in oL-.tanh prices

rose substantiaily--because of a i~ 2ling off of real exportis-
while gains from trade with the W=2st declined. The Sovie:
surplus on trade with all non-Communist countries rose from 1.3
biiiion rusles in 1980 tc¢ 3.2 tillion rudbles in 1982 (including
major Weapons exparts to LDCs). At the same time, Moscow's 1980
surplus of 3.2 b{llion rubles with the Communist countries
decreased to a 400-million ruble deficit (in 1980 prices) in
1982, All categories of Soviet exports to Communist countries
except machinery and equipment leveled off in real terms in
1982. Sales of machinery and equipment declined because of a
sharp reduction in sales to Poland; Warsaw cut back drastically
on investment programs and could not absorb the machinery.

Reasons for the Sluggish Performance

The sluggish performance of the Soviet economy in 1981-82
nartly reflected circumstances that were beyond the leadership's
control. Tt stemmed mainly, however, from resource-aliocation
decisions made earlier by the regime and from long standing flaws
in the USSR's.system of planning and administration.

External Factors

Agricultural production in the USSR is hostage to weather
conditions to a far greater degree than in most developed
economies. Poor weather, drought in particular, continued to

plague the farm sector during 1981-82 as the USSR suffered its

~13-
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third and fourth consecutive poor grain harvests. To a lesser
extent, harsh weather also hindered construction, transportation,
and industry, especially the production of electric power--a
input critical to all sectors of the economy.

Econnmi~ performance was affected also by a reduction in the
number of people entering the labor force. Increments to the
working-age population have been declining since the mid-1970s
because of the lower birth rates of the 1960s, an increase in the
number of workers reaching retirement age, and a rising mortality
rate among males in the 25-to-44 age range. The falloff became
pronounced in 1980, and increments will remain very low
throughout the decade. .

A third limiting factor beyond the leadership's control was
the continued escalation of the cost of extracting, refining, and
transporting fuels and raw materials. Even though the Soviet
Union is endowed with enormous quantities and a wide variety of
raw materials, these materials in many instances have become
increasingly inaccessible and the cost of exploiting them has
risen sharply:

-- The economy has become increasingly dependent on the
Siberian areas of the country for fuels and other raw
materials. Developing these new areas requires large
capital investments, particularly in construction,

-~ Most of the new areas require social overhead capital--
roads, housing, cultural, and service facilities--in

addition to the basic facilities for exploration and

exploitation.
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~- The declining quality of readily available raw materials
nhas pushed up ecapital requirements because of the cost of
enriching poor-grade minerais and ores.

Policy Errors

Some of the difficulties of thr Soviet economy in 1981-32
were the result of deliberate policy choices, as the earlier
discussion of developments in industry and transportation
suggests. At a time when investment needs were rising rapidly,
the 1981-85 Plan calied for investiment spending to grow on
average by less than 2 percent per year. This was by rar the
lowest planned increase in the post-World War II period. The
marked slowdown, while partly forced upon the leadership by
production constraints in the capital goods industries, also
reflects a conscious attempt to switch to a more intensive
pattern of growth--that is, growth through more efficient use of
resources and more rapid technological progress.

In essence, the planned growtnh in GNP and its component
sectors was predicated largely on increases in productivity.
Increasing the efficiency of new plant and equipment, for
example, is one of the central goals of the plan. 3Bul tThe
assumption that slower growth in investment would be consistent
with rising productivity - did not prove out. Capital productivity
in industry continued to decline at the same annual rate of -5
percent experienced in the last half of the 1970s.

Soviet planners also have made costly errors in allocating
investment resources. In some cases, investment in large-scale

capacities for improving the quality of raw materials such as

-15-
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iron ore has been emphasized at the cost of modernizing
capacities for finished products. In other cases, the planners
have increased the Soviet capacity for manufacturing intermediate
and finished products while neglecting to develop the raw
material supnlies essential to ensuring full use of that
capacity. Many of the domestic bottlenecks experienced in 1981~
82 were the result of such planning mistakes.

Systemic Problems

Economic growth is also held back by the USSR's system of
planning and managing the economy. Economic planning and
management are highly centralized, with key resources allocated
by administrative fiat. As the economy has grown in size and
complexity, it has become more difficult to manage. Moreover, as
in previous plans, many of the key 1081-85 goals are unrealistic,
based on projected productivity increases that cannot possibly be
met. The result is to intensify the pressure on lower level
managers to protect themselves through such practices as the
hoarding of material and labor resources--and thus to aggravate
already serious bottlenecks.

Rconomic Policies Under Andropov

As the first two years of the 1981-85 Plan neared
completion, it must have become cle2r to Soviet leaders that
their economic strategy was not working. The formulation of the
1983 Plan, undertaken before Brezhnev's death, provided an
opportunity to make midcourse corrections in Soviet economic
policies. Even as late as November 1982, Andropov's sudden

assumption of power offered a shance for change. Nonetheless, on

~16-



the basis of iavo the 1933 plan zad what "as

happened since, we conclude z.oan Aandropov is stili

Lo the course set e excephtion is

investment policy.

Because capital formation iz
directions of economic development, investment

sluags Lo Sovian 2cons

information for 1983 is sparse, mid-year
raise the possibility that the original five-year plan for total
investment has been changed.

The investment policy laid down in thz 1981-85 Plan cailed
for the lowest rate of investment growth in the post-World War 1%
era--about 1 bépercent per year on average. Actual investment
expenditures, nowever, have grown somewnat faster than planned--
by roughly 3 percent in 1981 and 1982, respectively (figure 4).
Investment was scheduled to rise by nearly 2 Vzpercent in 1983,
again Slightly above .pian. Buft results for the first six months
indicate that investment may be growing at a much faster rate.
State capital investment, which makes up about nine-tenths of
total capital investment, increased by 6 percent compared with
first-half 1932.

The step-up in investment could signify a change in economic
policy. Indeed, the premise that increases in productivity
required by components called for in the 1981-35 Plan are
compatible with a slowing rate of investment has been challenged

vigorously and publicly in the Soviet Union over the last two
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years. The sharp increase in investment growth in first-half
1983 could mean that the proponents of higher investment spending
are winning out. 1In any case, much of the acceleration has been
made possible by the industrial recovery (discussed below), which
permitted increased production of michinery and equipment and
construction materials. Some of the growth in investment is also
the result of an inerease in net imports of machinery and
equipment in 1982 that are just now being assimilated into
industry. The volume of imports of machinery jumped by about
one-third in 1982.

Defense

Andropov's position on the share of resources that should go
to tnhe military is unclear. In his November 1982 plenum speech,
he stated only that "defense requirements as usual have been
sufficiently taken into account." During a highly-publicized
visit to a Moscow machine-tool factory, however, he implied that
a healthy economy is a precondition of military power--suggesting
that defense could no longer count on retaining unquestionable
priority in the distribution of resources.

The 1little evidence that is available indicates Andropov has
not accelerated Soviet military spending. For example, the
teveling of f of weapons procurement in recent years has been
accompanied by an increase in the share of machinery alloted to
civilian uses. That trend, as noted above, appears to have
continued in both 1982 and 1983. While we cannot be sure what
Andropov's policy is, or will be, Soviet military capabilities

Wwill still increase substantially over the next several years
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even if the rate of growth of procurement of military hardware
does not increase. The USSR is already investing so much in
military hardware that merely continuing procurement at the
existing level would provide very large annual increments in
holdings of military equipment.

Agriculture

There also are no indications of significant change in
agricultural policy since Andropov took power. Plans for crop
production in 1983 have been set largely at the levels indicated
originally in the 1981-85 Plan, and the General Secretary also
appears to have thrown his full support to Brezhnev's Food
Program.

Mikhail Gorbachev, the Soviet agricultural czar, has been
lobbying hard for the more rapid and effective implementation of
the part of the program dealing with structural reorganization--
the so-called RAPOs.* Soviet press reports and conversations of
Soviet officials with Westerners indicate that the RAPOs have
been resisted by the min;stries and state committees involved.
As a result, lack of control over service organizations that
supply equipment, repair services, agricultural chemicals, and
construction services has severely hampered the effectiveness of
the RAPOs. To rectify the situation, the Andropov regime issued
a decree in late July which attempts to merge the interests of

farms and service organizations by tying rewards for service

A RAPO is a self-financing organization that includes all farms, service
agencies (e.g. repair centers), and processing enterprises in a given
district.

~19-



319

organizations to growth in the output and productivity of the
farms that they serve.

As a2 means of providing better incentives for agricultural

workers, Gordachev A colizetiv

e
€&

2o s zetivaiy promofing

=1

tnat received

asnzct of the

contract system-
relatively little attention beforz 3rezhnev's death. 1In tnis

.

system, farm workers are rewarded zccording to the size of the
harvest rathzr than receiving houriy or diece work rates.

Andropov's support of the Food Program is also indicated by
the continued large share of investment allocated to agriculture
and the sectors supporting it in 1983. Although some Soviet
officials believe that agriculture is already receiving a
disproportionate share of the economy's resources, investment for
farms and supporting industries is slated to rise by nearly ! Dé
percent this year--a higher growth rate than that scheduled for
total investment--and will amount to about one-third of total
investment. This is the share of investment resources that
8Brezhnev promised in the 1980s at the special Central Committee
plenum on agriculture in Méy 1982.

One aspact of the Food Program that Andropov nas bveen slow
to embrace i3 the call for increased private plot production--
which now accounts Ffor about one-fourth of total Soviet
agricultural output. Little has been done, for instance, either
since Andropov took over or before, to assure private farmers
supplies of much needed feedstuffs, seeds, fertilizers and
pesticides, and small machinery and farm implements. Still, in

an April speech to regional party leaders, the General Secretary
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implied that every rural family ought to raise livestock.
Because agriculture will have difficulty in meeting its goals
over the next decade, Andropov is not likely to curtail private
agricultural activity, despite his apparent lack of enthusiasm
for it on ideological grounds.

Consumer Goods and Services

The new regime has shown concern for the welfare of the
population in a variety of ways. First, a flurry of decrees has
been published this year calling for improvements in the level of
daily services and in the supply of consumer goods provided to
the population:

-~ A resolution was adopted by the Central Committee in
February demanding that ministry, department, and union
republic officials perform better in constructing housing
ard consumer service facilities.

-- 4 joint Central Committee-Council of Ministers resolution
was published in March calling for an expansion of the
number of repair and cleaning shops; more personal
services such as hairdressing, film developing, and the
rental of consumer durables; and the establishment of more
convenient working hours in the service sector.

-~ A joint Central Committee-Council of Ministers decree
passed in late April discusses "the additional production"
of consumer goods, contains unusually blunt warnings to
consumer ministries to shape up, and instructs several
state committees to prepare new measures to improve

planning, incentives, and price-setting in the consumer
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goods sector.

The priority the leadership has given the Food Program in
part also mirrors high level preoccupation with living
standards. Judging from Soviet press reporting on Politburo
meetings, for instance, the Andropsv government has devoted more
time to agriculture than any other domestic issue. The recent
reorganization of the Central Committee to include a separate
Department of Light Industry and Consumer Goods also suggests
that consumer interests are being given greater attention.
Finally, the regime is continuing the campaign initiated under
Brezhnev to increase the production of consumer goods in heavy
industry and may. intend to import more machinery for use in
consumer industries.

Nonetheless, the regime has little room for maneuver én
consumer issues until the Food Program pays some return and until
more investment can be -spared for the production of soft goods
and consumer durables. In his June plenum speech, in fact,
Andropov stressed that improvement in the standard of living will
be.slow. Increases in income, he has maintained on several
occasions, must be closely linked to increases in labor
productivity.

Foreign Trade Policy

The foreign trade plan for 1983 suggests that Moscow still
is bent on increasing trade with its Warsaw Pact partners and
other Communist countries at the expense of trade with the
West. In his annual report to the Supreme Soviet, Nikolay

Baybakov, Chairman of Gosplan, said that trade with Socialist
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countries would increase nearly 8 percent--more than double the
annual rate of the past two years--and would reach 58 percent of
total Soviet trade turnover. He implied that trade with
capitalist countries would drop about U4 percent. Aside from the
desire to reduce the reliance of CEMA countries on the West, a
likely explanation for this objective is that Moscow is planning
on some decline in its hard currency earnings capacity this year
(perhaps because it expects reduced earnings from exports of oil
and arms, both of which hit record highs in 1982) and is
purchasing less grain.

Reductions in Soviet shipments of o0il to Eastern Europe
suggest that East European countries may not receive increases in
deliveries of raw materials from the USSR. It also appears that
the Soviet Union will pressure its Warsaw Pact allies to reduce
their deficits on bilateral trade with the USSR, and
boost their exports, especially those of higher quality goods, to
the USSR. But the East Europeans--facing critical economic and
financial problems of their own--will be neither willing nor able
to provide Moscow much assistance in providing substitutes for
imports from the West. The East European countries would be hard
pressed to increase their exports of machinery and equipment and
of manufactured consumer goods even more than now planned.

If the East Europeans cannot boost their exports to the
Soviet Union enough to eliminate the deficits, Moscow could help
itself by scaling back its deliveries to Eastern Europe of goods
marketable in the West. Because further cutbacks in raw

materials deliveries would be a serious blow to Eastern Europe,
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we have thought that the Soviets would be reluctant to take such
action. On the other hand, Moscow may be more willing now than
in the past to squeeze Eastern Europe. Martial law appears to
have controlled tensions effectively in Poland, and there has
been little overt discontené in ény of the other East European
countries despite harder economic times.

Qther Initiatives

The major new element of economic policy this year is the
ndiscipline campaign." Andropov does not believe that greater
discipline alone will cure the economy's ills, but he sees it as
a necessary beginning. He apparently is cqnfident that coercion
or the threat of coercion can'increase worker discipline and that
greater discipline will raise productivity.

The campaign is designed to tighten discipline all around,
including management discipline. Andropov has, in fact, fired
some allegedly corrupt or incompetent officials. The Minister of
Railways, for instanée, was fired shortly after Brezhnev's
death. Minister of Internal Affairs Nikolay Shchelokov also was
removed from his post at the plenary session of the Central
Committee in June, reportedly because of involvement in corrupt
activities. 1In their places, Andropov has brought in some
younger, better-educated, and perhaps more innovative
officials. To date, however, the campaign appears to have been
directed primarily against blue-collar workers. 1In particular,
the regime has sought to compel workers to put in a full day's
work. Both internal security forces and militia teams are being

used to search for workers absent from their jobs without
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permission.

A second phase in the campaign was introduced this August.

A new decree introduced sanctions (loss of vacation, loss of pay,
and even dismissal) against workers AWOL or drunk on the job and
offered financial rewards to more productive laborers. Judging
from leadership statements, additional measures to reinforce
labor's commitment to better job performance are likely to be
forthcoming.

In the more ideologically sensitive area of reforming the
planning and management of the economy, the new regime has
introduced some limited measures designed to decentralize
decislionmaking in both industry and agriculture, A mid-July
joint party-government decree is the most comprehensive step in
this direction to date. This "economic experiment” involves five
industrial ministries and will begin in January 1984. The decree
gives enterprise management more latitude in using investment and
wage funds, largely in an effort to spur technological change and
innovation. It also ties worker and management benefits more
closely to enterprise performance, with contract fulfillment as a
key success indicator,

Andropov's endorsement of small labor teams in industry,
construction, and agriculture also qualifies as an attempt to
increase local initiative in the decisionmaking process, this
time at the lowest production level. The brigade organization of
industrial labor and collective contract system for farm workers
allow the en&erprises increased flexibility but at the same time

make profits and wages more dependent upon final results.
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The Andropov leadership has also instituted a new law on
labor collectives--the first nation-wide labor code. Adopted by
the Supreme Soviet session in June, it calls for increased worker
participation in management. It does not, nowever, materialiy
expand workers' rights or give them 3 significant managerial
role. Mainly, it increases labor obiigation to help implement
plans and campaigns imposed from above. The attempt to represent
the law as giving workers a voice in economic management suggests
an effort to improve worker morale--and productivity--by creating
the illusion of greater power for labor,

Assessment of Andropov's Policies

Has the Soviet economic game plan changed in any essential
way since Yuri Andropov replaced Leonid Brezhnev? The answer is
no. Continuity has been far more pronounced than change. Soviet
planners, for instance, are not trying to put the economy back on
the five-year plan track with the possible exception of
agriculture. The growth target for industrial production in the
1983 plan (3.2 percent), for example, is well below the average
annual rate of growth implied by the 1981-85 Five-Year Plan (4.7
percent). Although there may be new emphasis on some of the
economic policies inherited from the previous regime, the central
core of policies laid down by the new leadership is within the
bounds of those established during the Brezhnev years.

-- One feature of Andropov's investment policy--more
renovation and modernization and less new construction--is
an intensified version of an investment strategy that has

been followed for seven years with little success. There
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is nothing new in it; it was a main feature of the 1976-80
Plan and a central part of the current five-year plan.

-- In one area, the priority given to overall investment,
Andropov's policy may be different from Brezhnev's.
Investm=2n% has been stepped up in 1983, although we cannot
be certain that its priority will be sustained,

~- Andropov has stuck with the Food Program as the answver to
agricultural problems.

-~ In consumer affairs, there has been no real change or
innovation, Andropov has exhibited solicitude for
consumers, but has not backed up that concern with new
programs or more resources for consumer industries.

-- Nor has Moscow's trade policy or the structure of trade
changed much under Andropov. More trade with the West
would seem helpful in easing Soviet economic strain since
Zast European products are, for the most part, not viable
substitutes for Western goods.

-- The changes in planning and management announced so far
all have roots in the Brezhnev era if not earlier.
Andropov's has retained strong central control over the
key economic decisions--for example, price formation--
while tolerating some devolution in day-to-day
decisions.

The new trend we have observed in military procurement,
together with continuing domestic economic problems and the
recent political succession, does raise important questions about

the future of the Soviet defense effort, We previously had
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estimated that defense spending would continue to grow in real
terms through at least 1985. We still consider that likely. The
question is whether the Soviets will rebound from the procurement
slowdown, so that defense spending will return to {cr even
exceed) the 4 to 5 -percent average annual growtnh rate of 1966-
76, or whether little or no growth in procurement will slow the
increase in overall expenditures for some time. Because wWe do
not fully understand thé causes of the slowdown, we cannot
provide a reliable answer.

The new regime, which apparently came to power wi.s the
support of the military, may well be under pressure to speed up
defense spending. For example, in the first three years of thnis
decade we believe the Soviets have already had as many systeas
under development as in each of the previous two decades. Steady
expansion of production floorspace has occurred since the mid-
1970s providing the Soviets with the potential to translate the
new systems into deployments in the field. Any major effort to
sharply accelerate the level of military procurement, however,
could make it even more difficult to solve the fundamental
economic problems facing the Soviets. It would require lower
ecivilian investment and slower growth or even a fall in per
capita consumption and could, over the iong run, erode the
economic base of the military-industrial complex itself.
Moreover, we do not know how quickly the Soviets will be able to
overcome the problems that may have contributed to the recent
procurement slowdown: some appear to be pervasive and will be

difficult for the Soviet system to correct. Regardless of how
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the leadership decides to approach the resource allocation issue,
it will not be able to avoid it for long. The planning cycle for
the 12th Five-Year Plan--1986-90--is already under way.

Outlook for 1983

This year some of the economic pressures on the Andropov
leadership should ease slightly. After two years of low growth
in 1981 and 1982, the economy seems poised for a rebound in
economic performance. Bésed on statistics available for the
first seven months of 1983, we estimate that GNP will rise by 3 Ué
to 4 percent--well above the approximately 2 percent rate of
growth achieved in both 1981 and 1982 and close to the 4 percent
annual rate of growth implicit in the 1981-85 Plan.

All major sectors of the economy are doing better this
year. After several years of steady decline, for example,
industrial performance has begun to improve. Industrial
production was almost 4 percent higher in the first seven months
of 1983 than in the comparable period of 1982, The rebound in
industry probably owes much to the better than normal winter and
spring weather conditions, which permitted some rebuilding of
stocks of fuels and other inputs less in demand when the weather
is mild. Most important, better weather appears to have eased
transportation difficulties, thus relieving bottlenecks
generally.

Other factors that have contributed to improved industrial
performance include recent additions to capacity, notably in
steel and chemicals; managerial personnel changes; and perhaps

greater effort reflecting a sense that, with the change of

-29.




.

.329

leadership, a period of drift had ended. 1In this connection, the
discipline campaign probably »layed a part in the recovery from
the poor pérformance in 1981-82 by eliciting greater effort from
tnhe work force and putting some managers in fear for ineir

jobs.

The role of the Andropov administration in the industrial
recovery seems to be minor, however. The production gains
reported thus far reflect in large part recovery from the poor
performance at the beginning of 1682. Output of most industrial
commodities actually .began to pick up on a seasonally-aajusted
basis in mid-1982, so that the overall contrast between the two
years will not be so favorable to 1983 by yearend (figure 5). We
estimate that industrial product{on will grow about 3 percent
this year, somewhat higher than the 2.4 percent annual rate of
growth achieved in 1981-82. Under Andropov, industrial
production has -returned to the growth path characteristic of
1978-82, ‘not to the higher rates of earlier periods.

Following four consecutive years of poor agricultural
performance a substantial recovery is in the cards for Soviet
agriculture in 1983. We expect total farm output to increase by
7-8 percent compared with somewhat more than 3 percent in 1982
and almost no growth in 1981. Total production of farm products
this year, in fact, could be roughly 1 percent above the previous
high of 1978. Barring a major deterioration in weather
conditions, according to USDA, a grain harvest of 200 million

tons is likely, well above the estimated 158-million ton crop

.informally repérted by the Soviets for 1981 and the 180 million
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Figure 5

USSR: Deviation of Industrial Production
From Recent Trend*
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Figure 5 (cont.)
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ton harvest estimated by USDA for 1982. Both of these estimates
.are well below the 1978 record of .237 million tons. The outlook
for other.major crops is also good. Production of sunflower
seeds, sugar beets, vegetables, potatoes, and cotton.is expected
to exceed the z2vesrage of recent years.

In the crucial livestock sector, meat output from state and
collective farms--which produce about two-thirds of total Soviet
meat--reached a record level during the first seven months of
1983. A number of factors were at work: (1) the quantity of
forage crops harvested last fall was a record; (2) relatively
mild weather last winter-coupled with an early spring this year
beclstered Soviet 1livestock feed supplies; (3) the increased
availability of high-protein feeds--particularly soybean meal and
.single-cell protein--has improved the efficiency of feed rations
this year (that is, the amount of product produced from a unit of
feed). " With herd numbers now at record levels, the stage is set
for substantial growth in total meat production this year after
four years of relative stagnation. Output could reach 16 million
tons--5 percent above the 1979-82 average--if grain production
reaches or exceeds 200 million tons, at least 20 million tons of
-grain are imported, and ample suppiies of forage crops remain
available through the rest of the year.

Meanwhile, the availability of quality foods has increased
somewhat since Andropov came to power, although not enough to
permit relaxation of the informal rationing system for selected
food items. - Surveys of private farm markets and state retail

stores, for instance, have shown increased supplies of most
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foodstuffs. Various reports also suggest that in many regions
the food shortages prevalent since at least 1980 have become less
severe.

The Soviets are still finding it hard, however, to provide
adequate supplies of nonfood consumcr goods. Retail trade
turnover in real terms grew by 1 Uépercent in the first six
months of 1983 compared with first-half 1982 while the average
monthly wage of workers increased by more than 2 percent. The
continued lowAgrowth in retail safes is caused partly by
production prbblems in the industries manufacturing soft goods
and consumer durables. The'prodﬁction of textiles, for example,
has been hampered by shortages of quality cotton.

Imports of nonfood consumer goods will help somewhat.

Moscow bought about $10.5 billion worth of these goods last year,
almost 70 percent of them from Eastern Europe. In‘internal
prices these purchases accounted for a substantial share of
retail sales of nonfood consumer goods--about 15-20 percent.

Railroad performance has also improved markedly in the first
6 months of 1983. Freight turnover climbed to 1.8 trillion ton-
kilometers, a 3.7 percent increase over first half 1682--1it had
fallen 2.3 percent during the same period in 1982. A number of
factors may have been responsible. The relatively mild weather
experienced so far this year has certainly helped. The priority
attention given to the transport sector by the new leadership
probably is also a factor. Politburo member Geydar Aliyev was
given special responsibility for overseeing the railroads earlier

this year, and a campaign to enlist industrial enterprises and
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other shippers in the repair of damaged freight cars has been
- instituted. Still, reports of supply disruptions and delayed
shipments are continuing. As in industry, the record in the
second quarter of this year suggests that the initial burst of
higher performance in Andropov's early months is not being
sustained (figure 6). Because the problems in the transport
sector cannot be resolved quickly, transport snarls can be
expected to be a drag on the economy over the next several
years.

With brighter prospects in agriculture, Soviet planners will
not have to worry so much for the time being about hard currency
availability. Nonetheless, we believe that the hard currency
trade deficit will increase slightly in 1983, 1In the first half
of the year both exports and imports remained at about first-half
1982 levels. A drop in agricultural purchases was offset by
increased purchases of pipe and machinery and equipment and of
Libyan oil for resale to Soviet customers in the West. 0il sales
for hard currency could remain below the 1982 level for the year
as a whole, however. The USSR may feel it cannot cut deliveries
to Eastern Europe again this soon.

Longer Term Outlook

A stronger economic showing thisz year would help Andropov
politically, but it would not--in our view--foreshadow a higher
growth rate over the longer term. The problems that have
constrained growth since the late 1G70s have not gone away; some

of them, in fact, are just row reaching peak severity.
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Figure 6

USSR: Deviation of Railroad Freight
Turnover From Recent Trend
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Slower Growth in Labor and Fixed Capital

For example, the increment to the working age population--
about 389,000 persons--will be lower this year than at any time
in the last two decades (figure 8) and will continue to diminish
through 1985, GSrowth of capital stock also will slow during the
1980s because of the slowdown in investment that has occurred
since 1975. Unless plans for investment change drastically, we
project that the supply of labor and capital to the economy in
the 1980s will rise by only 2 %2percent per year during the
remainder of the 1980s compared with an average annual increase
of nearly 4 percent in 1970s.

Given the slower growth of labor and capital, elevating
growth above the recent trend rate of about 2 percent a year
would require a dramatic reversal of the prevailing trend in
productivity. For example, sustaining the GNP growth rate of 4
percent per year that prevailed in 1971-77 would be possible only
if productivity increased by nearly 1 %gpercent per year. 1In
fact--as the tabulation below shows--the combined productivity of

inputs of labor, capital, and land has been decreasing for over a

decade:
Average Annual Percentage Changea
1966-70 1971-75 1976-80 1081-82

GNP 5.3 3.7 2.7 2.1
Inputs of

labor and capital 4.1 u,2 3.6 3.1
Factor productivity 1.1 -0.5 -0.8 -1.0

2 From appendix C, Table il,
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The like>ihood that the Soviets can recapture the
productivity gains of the late 1960s is small.

-- The discipline campaign may be exacting a somewhat greater
effort from Soviet workers, but, judging from numerous
reports of half-nearted enf-.rcement and of workers often
ignoring appeals and threats designed to make them work
harder and longer, the long term impact would appear to be
marginat.

-~ A substantial improvement in real incentives scems
unlikely, Andropov himself having indicated that the
standard of living, at best, will rise only slowly over
the next several years.

—- Andropov's evident reluctance to undertake major systemic
changes (discussed below) is a significant barrier to
substantial improvements in efficiency or accelerated
technological progress.

" Imbalances

In addition, many of the unfavorable developments that
converged to slow industrial growth in the late 1970s will
continue to do so during the rest of 1980s. Because planned
investment will be inadequate to add capacities needed for
planned growth in output--especially in the extractive branches
where both depletion rates and investment costs will continue to
rise rapidly--shortages of raw materials and a deterioration in
the quality of many materials will continue. 1In particular, slow
growth of steel production will constrain machinery output and

hence investment. Spot shortages of energy of the sort
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‘experienced in recent. years will continue. Shortfalls in
chemicals production also will hamper production in a variety of
industries to which it provides raw materials, and slow growth of
construction materials output will be a further drag on
investment. Tra2nsportation also will continue to be a problem,
particularly the railroads which will continue to operate under
strain.

In agriculture, Andropov faces the same problems as Brezhnev
in improving agricultural efficiency: bureaucratic resistance to
changes in organization, weak incentives for farm workers,
insufficent skills in the farm labor force to manage production
and to use and maintain machinery properly, and a lack of
economic infrastructure (roads, storage areas and the like) in
rural areas. The greatest impediment, however, remains the
failure to allow farms more freedom to make decisions at the
local level about the composition of output and about planting
and harvesting schedules.

In this connection, although Moscow is placing increasing
emphasis on agricultural self-sufficiency, imports of 20-30
million tons of grain and 2-3 million tons of oilseeds and
oilseed meal will be needed annually to support livestock
expansion plans during the next sesveral years, even with normal
harvests. The Soviets are committed through long-term trade
agreements with the United States, Canada, Argentina, and some
smaller suppliers to purchase about 20 million tons per year
through 1985.

On the other hand, we believe that the Soviet energy
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situation will not seriously constrain economic gréwth during thne
1980s. This judgment is based on our latest study of the Soviet
0il industry and our resulting reassessment of Soviet energy
prospects into the 1990s. The prinecipal conclusions of these two
studies are as follows: -

-- The combined output of oil, natural gas, and coal will
increase by 10 to 12 percent in 1981-85 compared with the
17 percent planned for this period and the 22 percent
achieved in 1976-80. 1In the latter half of the decade
energy production will be about 6 percent greater than in
1981-85. Indeed, with oil output expected to be in
decline by the late 1980s and coal production stagnant in
terms of energy content, the increases in fuel
availability during the remainder of this decade will be
largely the result of rising gas output.

-- The Soviet Union has thus far averted the downturn in oil
production that CIA had.earlier predicted by virtue of an
enormous, brute-force.devélopment effort that has tapped a
petroleum reserve base larger in size than we previously
believed. The cost of doing this has been high, but we
think that the Soviets have already allocated enough
investment resources to the oil industry to permit them to
come close to their production target of 12.6 million b/d
by 1985.

.- Because Moscow is likely to continue to increase the total
amount of economic resources going to the oil industry

during the 1986-90 Plan but at a slower rate, oil
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production probably will plateau by the middle of this
decade and then subside slowly.

-~ Increments in energy production will become increasingly
expensive,.and the USSR will find it hard to maintain oil
exports--a development that will constrain hard currency
earnings.

-- A1l things considered, however, we no longer believe that
major energy shortages will make a substantial difference
for growth in .GNP unless things go very badly in the oil

sector.

Work .Incentives

An integral feature of Andropov's campaign to tighten labor
discipline and stimulate -productivity is his strong support for
linking wages and bonuses to the contribution of the individual
worker and tying remuneration more directly to production
results. In his public statements Andropov has harshly attacked
the long-time practice of wage leveling because it conflicts with
the priority the regime has assigned to raising labor
productivity. But long cultural conditioning in the work force
and the difficulty of reversing trends entrenched for the last 20
years will present substantial obstacles to broad use of
increased wage differentials.

Serious obstacles also stand in the way of continued
implementation of the discipline -campaign. Publie tolerance of a
tough discipline drive 30 years after Stalin is likely to be
tenuous and transitory. In the current labor market, moreover,

‘management will be reluctant to crack down on workers, who can
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easily quit and find jobs elsewhere, often at higher pay. Firing
workers also goes against the grain of Soviet society, which
guarantees a right to a job. Punitive measures against the worst
offenders may help, but they cannot substitute for economie
reforms to remedy fundamental probleas with the incentive

system.

There are also political risks in pushing the anticorruption
campaign too far. Young party workers who were frustrated by the
slow rate of promotions under Brezhnev may welcome a change, but
the fear of a purge reportedly impelled many regional officials
to oppose Andropov's succession. Any wholesale drive to purify
the party could provoke further resistance.

Prospects for Relief Via Foreign Trade

In our judgment, the regime will not be able to rely
substantially on increased imports to relieve resource pressures *‘
in the domestic economy during this decade. Our projections
indicate that--barring another round of spiraling oil prices--
Soviet hard currency purchasing power will not rise significantly
through 1990. Consequently the USSR will have difficulty
financing more than modest growth in hard currency imports unless
it is willing to accept a sharp increase in its debt. Western
credits are one--and a relatively immediate--means of financing
additional hard currency imports. But Soviet debt management
policy would first have to become less conservative, and Western
governments would probably have to provide significantly greater
encouragement and guarantees to Western banks.

Nor will the Soviets be able to go much further in reducing
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net exports to Eastern Europe. Most East Buropean countries are
struggling to sustain some positive growth in GNP while putting
their hard currency balances in order. The USSR and its East
European allies seem unable even to agree on an agenda for a CEMA
summit (proposed by Brezhnev two years ago) to discuss their
mutual economic concerns. The principal issue in dispute is a
Soviet push for greatgr economic integration, which would give
CEMA, but in reality the Soviets, far-reaching authority over
planning and production in individual countries. The East

Europeans oppose such integration because they fear it would tie

‘them ‘even closer politically and economically to the USSR. The

East Europeans--who want guarantees of future deliveries of
Soviet energy and raw materials--also fear that Moscow would use
the summit to announce additional cuts or to impose harder
conditions on their energy and raw material exports to Eastern
Europe.

Potential for Better Performance

The regime could improve the performance of the economy in a
number of ways. Some investment resources, for instance, could
be redirected to sectors where their payoff is greater than at
the present time. The current investment plan is lopsided and
lacks balance; it stresses development of energy and agriculture
at the expense of other sectors also vital to economic growth., A
greater return could probably be achieved by shifting more
investment to such sectors as machinebuilding, transportation,
and ferrous metals, Finally, holding down growth in defense

spending would free up resources that could be used to bolster
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the civilian economy.

Some gains could be achieved also by identifying those areas
in the economy where mismanagement and administrative efficienc;
are worst and replacing the managers responsible at all levels
Wwith more competent people. Indeed Andropov has removed a
number of managers, although the shifts thus far have not been as
dramatic as some Soviet officials had anticipated. Clearly there
is a good deal of dead wood to be removed. Whether political
obstacles and bureaucratic opposition will prevent a managerial
shakeup on a broad scale is still uncertain. After a few years,
however, unless the system changes to promote innovation or
managerial initiative, a new generation of administrators would
probably fall back into the practices of their predecessors.

The greatest potential for economic gain in the long term,
however, lies in more "radical" measures that would alter Soviet
economic mechanisms. While ye'believe that caution and
conservatism characterize Andropov's approach to economic change,
we cannot rule out the possibility that he might yet introduce
more innovative economic programs. Andropov's freedom of action
in his first year as General Secretary probably has been
restricted. He is bound, to some extent at least, by an annual
economic plan made before Brezhnev's death. Moreover, still
lacking an independent political base and still much indebted to
those who helped elevate him to power, he must move with
circumspection.

Since he replaced Brezhnev, Andropov has been .extremely

candid in acknowledging his dissatisfaction with the performance
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of the economy and has indicated on occasion that some problems
may stem from built-in systemic shortcomings. 1In a major speech
in-mid-August, for instance, he underscored the necessity for
changes in planning, management, and economic mechanisms before
the start of th2 1986-90 Plan period and expressed
dissatisfaction with the pace at which the economy is improving
and the lack of vigor in the search for solutions to its
problems. From time to time, he has also encouraged wide-ranging
public discussion and debate on what ails the Soviet economy and
how to improve its organization and management,

The major constraint, however, in changing the Soviet
economic system is that Andropov and the rest of the leadership--
for compelling cultural, economic, and political reasons--will
not dismantle the command economy and replace it with some form
of market socialism., A planned economy is all Soviet leaders
have ever Xnown. They do not understand the economic rationale
for markets and believe that, however efficiently markets may
operate at the enterprise level, they necessarily produce chaotic
results on a economy-wide scale. Planning, by contrast, is not
only mandated by "Marxism-Leninism®, but it is seen as being
responsible for the elevation of the USSR to world superpower
status. Andropov's adherence to this line of thinking is made
crystal clear in his recent article in the party's ideological
journal Kommunist. There he states that only change within the
existing bounds of socialism will be considered.

Conscquently, Andropov is likely to rely primarily on

Brezhnev's legacy of programs and proposals for change worked out
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between 1978 and 1982. Thus the central issue now facing the
leadership is what direction to move in carrying out already
approved policies, what to select from a menu of fairly well-
known alternative ideas, an< what commitment it is prepared--or
able--to undertake in attempting tc :nforce its will. A case in
point is the recently announced economic experiment--Andropcv's
only signifirant new program to date. When c¢liosely scrutinized
it is very limited--it is confined to a few selected ministries
and contains little that is new.

We are likely to see an increase in the number and variety
of such reform proposals. In his mid-August speech, Andropov
said that changes would be made before the start of the 1986-90
Plan but that they would be undertaken carefully and only after
unhurried evaluation of large scale experiments. In addition, a
high level committee under the leadership of new Central
Committee Secretary Nikolay Ryzhkov was formed earlier this year
to review the party's options for changing the economic system
and given a year or more to report back.

Given the emphasis on study and small-scale experiments, we
think that reforms of organization and management will have
little impact on the economy during the next few years. 1Indeed,
the improved performance in 1983 may even reduce the pressure for
economic¢ change in the short run.

Striking a Balance

A point stressed in our testimony last December before the
Joint Economic Committee of Congress still holds. Despite its

problems, the USSR is not on the verge of economic collapse. The
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Soviet economy is the second largest in the world, with a large
and literate population, a huge industrial plant, and an enormous
endowment of natural resources. Moreover, a highly centralized,
rigid system of administering the economy enables the leadership
to mobilize ~escurces to focus on key objectives. The USSR has
found ways to muddle through periods of economic difficulty in
the past, and it will do so again in the 1980s.

We emphasize that economic growth is likely to continue--
not at the rapid pace of -this year, but at a trend rate of about
2 percent a year.

We would also note that the strains on the Soviet economy
may be somewhat less than we bhought a year ago.

-~ First, the outlook for oil production looks less
unfavorable. To recapitulate, we now expect that
production will hold roughly steady through the mid-1980s
and then will fall only gradually through 1990,

-- Second, we have revised downward our estimates of how fast
defense spending has been growing, implying greater
availability of resources for other uses than we had
estimated earlier.

-- Third, despite Andropov's basic caution and conservatism,
his more energetic approach Lo improving the existing
economic system makes Soviet economic prospects seem

stightly brighter than they appeared last year.
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Appendix A

Estimating Soviet Defense Expenditures

This appendix explains in some detail the methodology we use
to derive the dollar and ruble estimates.
~ Background

Because of the uncertainties surrounding the true coverage
of the announced Soviet defense budget and the clear evidence
based on observable defense 'activity of a much higher level of
ruble outlays, two principal methodologies have arisen for
estimating how much the Soviets spend on defense. The first
relies'oﬁ deriving impliecit ‘costs from published Soviet economic
statisties. The second, us2d only by CIA because of ‘the large
amount of.data on Soviet military activities. needed to apply it,
is ;the direct-costing 6rabuilding-block approach. This approach
requires the identification and enumeration of physical elements
of thé defense effort over time and the application of direct-
cost factors. Although all methodologies involve uncertainty, we
find the building-block approach to be more reliable because it
is bésed on-the Intelligence Community's detailed estimates of
‘the physical components that make up the Soviet effort.

.We define "defense" differently for different 'purposes. Our
dollar estimates cover those national security activities
conducted in the US by the Department of Defense as.well as the
defense related.programs of the Department of Energy and US coast
Guard. To understand how the Soviets might view their defense

effort we also use a broader definition that also:includes civil
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space programs, railroad and construction troops, and internal
security forces. The ruble estimates are customarily presented
in terms of this broader definition.

Estimates of Soviet defense costs are computed by resource
category. These are defined as follows:

-- Investment - the costs of replacing, modernizing, and
expanding forces through the procurement of weapons and
equipment, including major spare parts, and the
construction of facilities.

-- Operating - The costs of personnel, equipment maintenance,
and logistics associated with the routine functioning of
the Soviet armed forces.

-- RDT&E - the costs of exploring new technology, developing
new weapons systems and developing improvements to
existing systems.

We calculate the ruble and dollar costs of all Soviet
defense activities except RDT&E by identifying and listing Soviet
forces and their support apparatus. Our model contains a
description of over 1,000 distinct defense components--for
example, individual classes of surface ships; ground force
divisions, divided into categories on the basis of type and
readiness level; and air regiments, categorized by aireraft type
for each service--and our latest estimates of the order of
battle, manning, equipment inventories, and new equipment
purchases for each of those components.

Although we are confident in the basic trends, there are

uncertainties inherent in these estimates. We are fairly
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confident of our estimates of the physical quantities that go
.into the Soviet defense effort because once the major weapon

- systems have been produced and deployed, we can measure what is
‘there. Our projection of future weapon product{on, nowever, is
‘obviously less certain.

We are somewhat less confideat in-the prices we use. We
have an.adequate sample of ruble.prices to measure Soviet costs
in the base year of those prices--1970. However, over the last
- dozen years, Soviet prices and cost relationships have
undoubt edly- undergone considerable change.

The Ruble. Estimate

To obtain our rubles estimates of "Soviet defense spending,
ruble prices are applied to the detailed estimates of .physical
resources. The procedure is complex but, in general, is as
follows:

~- Procurement - For many Soviet Qeapons we have an actual

ruble -price. For others we must derive a ruble price

either by applying ruble-dollar ratios created for weapons

groups or by using cost estimating relations (CERs) that

make the price a function of certain performance

parameters. The prices are multiplied by our estimates of

the physical quantities_of weapons used by the Soviet
forces. ’

.--- Operating = Personnel costs are calculated by multiplying
the estimates of the number of men in each military
organization by ruble factors covering each type of

personnel-associated outlay. Ruble maintenance costs are
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derived from knowledge of Soviet operating rates.
Operating costs combine our knowledge of Soviet operating
rates with rubles costs for utilities, POL; and civilian
labor,

RDT&E - 2DT&E is estimated directly from official Soviet
statisties. (For this reason, it is the least certain

part of our estimates.)

The results, not including RDT&E, are aggregated by Soviet

service, resource category, or military mission.

The Dollar Estimate

The dollar estimates begin with the same set of Soviet

physical defense activities as the rubles but instead apply

appropriate US dollar prices and wage rates.

Procurement - we estimate what it would cost to build the
actual Soviet weapons and equipment in the United States
at prevailing dollar prices for materials and labor
(including overhead and profit), using US production
technology and assuming the necessary manufacturing
capacity, materials, and labor would be available.
Operating - Personnel costs are derived by estimating the
military rank of the person in the United States who would
be assigned the duties of each Soviet billet and then
applying the appropriate US pay and allowance to that
billet. O&M costs are derived by applying dollar prices
to estimates of labor, materials, spare parts, overhead,
and utilities required to operate and maintain equipment

the way the Soviets do.
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«~ RDT&E - To. estimate the dollar cost of performing Soviet
RDT&E activities in the US, .the aggregate ruble figure is
converted into dollars.

Once again, the results, not including RDT&E, can be

aggregated by service, mission, or resource category.
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Table 1

USSR: GNP by Sector of Origin at Factor Cost
(billion 1970 Rubles)

1970 1975 1976 1977 1978 1979 - 1980 1981 - 1982

(e 383.3 459.8 481.8 497.4 514,2 S516.1 5247 536.1 547.0
Industry ' 122.6  163.6 170.1 177.0 182.8 186.6 191.8 196.6 201.0
Agriculture .8.0 12,0 8.2 83.0 B850 785 740 3.7 76.0
Construction 28,0 36.8 38.0 38.9 401  hO.4 413 42,2 425

Transportation . 33.4  U5.8  47.8 488 511 523 543 564  57.1
Comunications 3.3 47 5.0 53 56 5.9 . 62 65 6.7
Trade 28.0 35.0 36.3 37.6 38.8 39.6 40.8 418 u2.3
Sérvices 78.5 92.7 95.0 97.3 100.3 103.2 106.6 109.2 ~ 111.6

Other {including 8.4 9.3 9.4 9.5 : 96 9.6 9.7 9.8 10. 1
military personnel) . ’ : -

. * - Components may not add .exactly to total because of rounding.
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_Consumption
goods
services

Investment

Other

1970

383.3
207.8

133.1-

74.6
108.2

67.3.

USSR:

1975

459.8
247.3
!58.6
88.7
140.6
72.0
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Table

2.

GNP by End Use at Factor Cost
(billion 1970 Rubles)

- 1976

481.8
252.8
161.4

914

151.8
11.2

1977

u97.4
260.1
166.7
93.4
159.5.
77.8

1978

514,2
267.8
171.2
96.6
165.5
80.9

1979

516.1
275.1

75,8

99.4
168.0
73.0

Components may not add exactly to total because of rounding.
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- 1980

524.7
283.7
181.5
102.2
172.2

68.8

1981

536.1
289.5
184.9
104.6
178.5

68.1

1982

S47.0
291.7
185.0
105.7
183.2

12,2



USSR:

Inr.'-usr.r.yI
Ferrous metals
. Nonferrogs metals
E‘ue;l
Electric power

Machinebuiiding
& metalworking

Chemicals

Wood, pulp, and paper
ConStmction materials
Light industry

Food industry

Other industry
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Table

3

Value Addea' in Industry at— Factor Cost
(billion 1970 rubles)

122.6
8.8
4.8

121
8;3
38.5

1.6
9.8
8.0
9.8
1.6
3.6

1975

163.6
10.7

6.4
B

n.7

56.6

1.7
10.7
10.4
_11.2

1.1

u.8

1976

170. 1
1.0

6.6
6.0
12.5
59.9

12.3

0.7

-10.8
1.6
13.9

4.9

-53.

1977

177.0
1.0
6.8
16.7
12.9
63.3

12.9

0.7 -

1.9
.5
5.1

1978

182.8
1.3
6.9
17.2
3.5
66.5

13.4
10.7

.15

12.2
.3
5.3

Components may not'add exactly. to total because of rounding.

1980

191.8
1.2
1.2
18.0
14,6
72.2

4.0
10.5
11'.0‘
12.7
4.9

5.6

1981

196.6
11,2
.1.3
18.3
.9

74.6

.5
10.8

me

13.0
15.2
5.7

1982

1.

7.3
18.7
15.8
77.5

w8
10.9
1.0
13.0
15.6

5.8
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Table U
United States and USSR: Production of Selected
Commodities in Selected Years
1970 1975 1978 1980 1981 1982

Primary energy
(million b/d oe)

us 29.5 28.6 28.9 30.5  30.4 30.1
USSR 18.3 23.2 26.6 28.2  29.0 29.8%#*
0i1%
(million b/d)
1.3 10.0 10.3 10.2 10.2 10.3
USSR 7.1 9.8 11,4 12,0 12,2 12.3
Natural Gas (Dry)
(trillion cubic feet)
us 21.0 19,2 19.1% 19.6 19.4 17.8
USSR . 7.0 10.2 13.1 15.4 16.4 17.7
Coal . i
(million wetric tons)
c.us - 555.8 593.9 608.0 T52.7 T47.3  T56.1
JUSSR . ) 6241 701.3 723.6 - T16.4 7T04,0 T718.0
Electricity-(gross) ‘ i
(billion kilowatt-hours) )
ysHe 1,743 2,131 2,836 2,438 2,448 2,387
USSR . 741 1,039 1,202 1,294 1,326 1,366
Iron ore (million metric tons)
us 91,2 80.1 8.9 70.7 5.5 37.0
USSR - 197.1 234,7 246.2 2u5,0 2420 2440

Bauxite (thousand metric tons).

us 2,125 1,800 1,669 1,559 1,510 700

USSR . 6,700 8,000 8,800 9,100 9,100 9,000
Pig iron (million metric tons)

us 83.0 72.5 79.6 62.3  67.3 39.1

USSR i 85.9 103.0 110.7 107.0 108.0 107
Crude steel (million metric tons) -

Us . 119.3 105.8 124.3 101.5 108.8 65.7

USSR 115.9 141.3 151.5 148,0 149.0 147.0

. Including natural gas liquids.

" Estimated.

-54-



1970

Refined copper (thousand metric tons)
- us .
USSR . 1,018

> Pripary alunimm (thousand metric tons)
T us

- USSR” ’ 1,490
Lead (thousand metric tons)
us 605
.USSR 470
Refined zinc (thousand metric tons).
o Us . : 866
USSR 690
Gold: (million troy .ounces) )
us 1.7
USSR 1.0
: Synthetic ammonia (million metric .
" tons of N) ° . .
us 10.3
- USSR . 6.3
‘Mineral fertfilizer (million
.- metric tons, nutrient content)
us -14.8
USSR 13.1
Nitrogen fertilizer (million
. metric tons of N)
M 7.6
USSR 5.4
Plastics {million metric tons)
9.7
USSR 1.7

., Synthetic rubber (million metric tons)
us
USSR

on
[-R N}

Woven cotton fabries
US (billion linear meters) 5.7
USSR {billion square meters) 6.2

2,074

S
o

O N

-5

[ JN ]

Table & (cont.)

o
1,632
1,320

3,519
2,130

ST7

“580

450

™
‘wo

© o
Vi

=N
EX-)

o
=

1978
1,869
1,860

4,358
2,330

565
580

441

oo
W AN

-
w
Ul

=
[+ 8 ]

le
o=

1980

1,726

- 1,520

4, 6.513

2,160

550
600

83

...
e~
nvo

-

- N
O

~w
- =

g3

w
w

8

o~
Fw

Ew

- N
0N

=Nw
N O

1982
1684.0
1510.0

3,274
2,490

515
560

298
820

‘1.5

15.4

19.2
26.7

"10.5
a2




Tractors (thousands)
us
USSR

Automobiles (millions)
Js
USSR

Trucks and buses {millions)
us
USSR

Cement (million metric tons)
us i
USSR

Grain (million metric tons)
Us
USSR

Wheat (million metric tons)
us - : o
USSR

Coarse grain (million metric tons)
s b
USSR

Potatoes (million metric tons)
USSR

Sugzr (million metric tons)
us
USSR

Meat (million meiric tons)
us
USSR

Milk (million metric tons)

us
USSR

Ginned cotton (thousand metric tons)

us
USSR

USDA estimate
Excluding rice

om

1970

191.7
us8.5

oo
W

36.8

99.7

146.1
85.8

53.3
83.0

2,219
2,343
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Table & (cont.) ~

1975

232.0
550.4

oM
0w

61.8
122.

—-

2ua,
140.

- N

57:9

66.2

185.
T1.

0N

4.6
88.7

Lo

23.0
15.0

52.3
90.8

1,808
2,674

156-

" 5.

1978

197.
576.

w N —-w

ow
w3

7€.2

127.0

276.5
237:.8

T u8.3

120.8

222.1
14,5

16.6
86.1

25.0
15.5

-

9u.7

2,364
2,669

1980

155. 4
555.0

~
w =

o~
0=

69.8
125.0

269.7
189.1

58.3
90.9

2,422
2,858

1981

151.0
559.0

:-0\
w

o
0 -

66.1
127.0

333.¢
158

1982

97.
535.

—\n
w o [o-g

NelRVel

57.5
1240

339.0
1802

76.4
862 -

255.5
83.6

2,602
2,738
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Table 5§

USSR: Selected Indicators of Agricultural Output

1970 1975 1976 1977 1978 1979 1980 1981 1982

83.6 820 8.6 928 958 89.8 86.9 87.2 90.0

(billion rubles)

Commodity Production (million metric tons)

Gra:lnb

Potatoes

Sugar beets
Sunflower seed
Cottsn
Vege'zbles
Meat

Milk

Wool

Eggs (billions)

18.8 0.1 223.8 195.7 237.4 179.3 189.1 158,0° 180.0%
96.8 88.7 85.1 83.7 86.1 91.0 67.0 72.1 78.0
8.9 66.3 99.9 931 93.5 76.2 8.0 60.8 7.3
6. 14 .99 5.28 5.90 5.33 5.41 4,62 4,68 5.30
6.89 7.86 8.28 8.76 850 9.16  9.96 9.68  9.28
21.2 23.4 25.0 2u.1, 27.9 27.2 27.3 2T 29.2
2.3 15.0 136 W7 155 153 1.7 152 15.2
83.0° 90.8 89.7 949 947 932 90.9 8.9  90.1
Jug 67 435 LNSQ LM6T L8 LU61  .M6O .26
40.7 57.4 _56.2 61,2 64.5 65.8 67.9 70.9 72,1

2 Net of feed, seed, and waste in constant 1970 prices.

® Bunker weight.

To be comparable to Western measures, an average reduction of

11 percent is required. .

€ Unofficially reported.

d yspa estimate
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170
1975
1976
1977
1978
1979
1980

1981
1982
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Table 6

USSR: Freight Turnover by Transport Mode

(billions of ton/kilometers)

Total . Inland Pipelines
All Modes Railroads - Roads Waterways Maritime (0il & 0il Products)
3825.2 2u94.7  220.8 178.0 656. 1 281.7
5200.9 3236.5 - 337.9 221.7 736.3 665.9
5u32.7 32050 ‘3551 222.7 762.2 794.6
5632.7 3330.9  373.3 230.7 772.6 922.4
59u8.7 329.4  396.0  243.7 827.6 1009, 1
5986.3 3349.3. 409.6 232.7 851.1 1140.7
" 618u.2 3439.9 - 4321 284,9 ©gu8.2 1216.0
6337:u' .3503.2 458.9 255.6 853.4 1263.2
6328:1 2 b0 262.5 . 113068

3u64.
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©1.88

2.59
2,71

2.80 °

2.86
2.91
3.0?

: 3.08
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Table 7
Qurency Balance of Payerts

90 95
Curet. accout talance ’ 20 4,607
Trake talaxe 560 6,297
Bqparts, f.o.b. 2t 8,0
Impores, f.0,b. 2,934 W,577
Additioal militay deliveries
to LICs, f.o.b 3 1,500
Net irterest LH 5P
Qrer irvisibles : '
ad trasfes 0 70
Capital acout tmElance Negl. 6,52
aress dfaﬁr@b NA 6,37
Govarmet tadked 0 1,972
© Camer 0 N B,39
" Repyerts’ R
Gowermoert tacked 0. T30
Came~zai NA 23
Nt denge in mssas .
teld in Westen banks NA -3%
Gadld sales Negl. 75
Net avars ad quissias® CNA-1,915

Jg16

-3,2%6
5,53
10,25
6,173
1,850
-7

3,68

o
ug2
2,92
1,863
1,805
3,20
818
1,032
2,80
2,851
1,991
86

1,95
1,285

670
-310
1,618

T-3,%e

18
2
-3,60

13,3%
17,06

3%

8817

1,08
1,73
3,06
2,55
- 531
33
1,456

876
1,52
2,52

2,156

Millien arvet (S dollas)

agig

1,10

3B
u, a7
2,410
2,008

2,80

1,702

1,08

2,86
1,490
2,516

fC

1,90
2,186
23,58
26,00

4,20

-0

90

1,68

2,85

21%

670

3,051

1,915

1,1%

-ZH

1,580
=352

11

-100
4,00
23,718
21,78

4,20

-1,30

1,000
5,90
630

2,10
4,20

320

2,00
1,200
-0
2,0
5,840

o
4,58
-0

5,92
27,54

2,600
2,800
—200
3,400
2,10
1,300
1,5M
1,100

3,28

2 Trese estimtes exclide the alie of ams-relzted gxmereial axorts included in the reporting an Soviet
exparts Lo individuml LICs, wich we estimate & about’ $2 biliion in 1981, Trey are tesed the reported
expart residals in pblished Sovigt dta on trae with LICs (i.e., the differece tetween Soviet reparted
aggregite expats to the LICs and Soviel reparting on exports to individel UCs). Tre export residuals
were redoed by the estimted valle of Soviek exxrts of mjar ams systars to non-terd aurency mying LICs an
a f.o.b, tasis. Tre estimtes also excludes the valie of follown services, which may te substartial,

b rliding additians to sort-tem dtt.

€ Reflects tard arrency assistaxe to ctler Comnist coutries; tard crrency trake with cther Camundst
outriss; ard curacy aedits to UCs to finance Soviet sales of machingy ad equiprert (including

mlitary eafigmat); axd aedits to dewelooed Westem coutries to firence sales of ail and cther
cqedities, as well a avors in dther Hire itams of the acouts.
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Table 8

USSR: Estimated Hard Currency Debt to the West

(Million US dollars, ysarend)

' 1975 1976 1677 1978 1979 1980 1981 1982a
Gross debt 10,577 14,707 15,609 16,373 18,047 17, 861 20, 900 20, 100
. Commercial debdbt 6,947 9,662 9,858 9,513 10,479 10,013 13,000 11,500
Govermment and .
govermment-backed debt 3,630 5,045 5,751 6,860 7,568 7,848 7,900 8,600
Assets in Western banks 3,127 4,738 4,428 5,980 8,806 - 8,572 : 8,430 10,000

Net debt 7,450 9,969 11,181 10,393 9,241 9,280 12,470 10,100

2 provisional estimate.
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Tabte 9

USSR: Foreign Trade by Major Region

(million current rubles)

1570 1375 1976 1977 1978 1979 1980 1981 1982

al Exports 11,520 24,038 28,022 33,255 35,668 42,426 u9,635 57,108 63,165
Junuhist Countries ’ ,530 14,584 16,448 19,101 21,254 23,628 26,903 31,192 34,136
2veloped West 2,158 6,0 7,834 8,817 8,609 12,506 15,862 17,247 18,849
2ss Developed Countries® 1,836 3,310 3,780 5,337 5,715 6,292 6,870 8,669 10,180
2l Imports 10,559 26,671 28,731 30,092 34,556 37,864 48,463 52,631 56,41
:nnﬁnist Countries 6,873 13,963 15,104 17,17% 20,744 21,427 23,650 26,742 30,816
evaloped West 2,540 9,704 10,822 9,92t 10,981 13,248 15,721 18,112 18,892
2ss Developed Countries 1,186 2,999 2,805 2,997 2,831 3,18 5,092 7,777 6,703

2. Including exports of military goeds, which rose from an

estimated 944 million rubles in 1970 to 5,352 million rubles in
1981 and 6,600 million rutles in 1982,
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Table 10

USSR: Average Annual Growth of Per-Capita Consumption

(1970 established prices)

Percent
1966-70 1971-75 1976 1977 1978 1979 1980 1981 19323
Total consumption 5.1 2.8 1.8 2.3 2.4 2.4 3.0 1. -0.7
Food 4.3 1.6 0 1.3 2.0 1.5 2.t -0.5 -1.0
Soft goods 7.1 -3.0 3.6 2.7 2.0 3.5 3.7 1.9 -0.6
Durables .1 w0 56 86 33 36 67 53. -35
Services 5.8 4.6 3.8 1.7 3.8 3.8 3.8 2.6 2.1
Housing 2.1 .7 1.8 1.4 1.4 1.3 1.2 0.8 1.2
Utilities S.4 5.3 5.1 3.0 3.8 3.3 - 3.7 2.3 2.9
- Transportation 8.0 . 6.1 5.0 -1.3 3.0 3.6 3.0 2.5 1.2
Communi cations 7.8 6.3 5.5 8.7 4.5 4.9 4.7 3.7 2.3
Repair and Personal care 8.4 S.7 5.0 4,1 6.2 6.1 6.1 L] 3.5
Recreation 1.6 0.6 -2.5 =08 W7 0.9 9 -o.4  -0.3
Health 32 1.4 0.9, 0.8 2.9 0.7. 0.1 0.7 0.3
TSducation 5.8 4 1.6 12 22 L2 w1 0 0
2 Preliminary.
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Table 11
United States and USSR: Production of Selected Consumer Goods

1970 1975 1976 1977 1978 1979 1980
“ood
Grain?
.(kilgg-ams per capita) R
us’ 910 1,154 1,197 1,208 1,282 1,345 1,184
USSR 769 551 872 756 908 681 712
Meatd
(kilograms per capita) - .
us 110 106 "7 14 112 104 307
USSR . 51 59 53 57 59 58 s7
‘ransportation B

Passenger zutomodbile production®

{units per hundred persons)

©us - 3.19 311 395 418 B2 378 2.81
" USSR 0. 14 0.47 0.48  0.49 0.50 0.50 0,50

3Jousehold equipment
Washing machine production®

. (units ,per thousand persons) oL - ' . '
. i 20 20 21 23 . 23 22 20

us
USSR f . 22 13 Wi 1 BRL 14
Washing machines in use .
(units per thousand persons)
uss... gl 238 248 - 256 263 2713 280
USSR iL}] 189 195 T 200 203 205 205
Refrigerator production
(unigs per thtousand persons)
Us . 26 ’ 21 22 26 26 25 23
USSR r 17 22 23 22 23 23 -22
Refrigerators in use
(units per thousand persons) .
us® 336 340 3w 3w9 Mg 352 352
USSR 89 178 194 210 225 240 252

1987 1982
1,850 1,461
500 667
107 103
57 - sb
271 2.18
0.49 0.48
9 17
15 15
287 291
205 205
21 19
22 22
352 349
262 268

2 The data do not necessarily represent food available for consumpzion, because imports of foreign

§rain and exports of domestically procduced grain are not included.
Excluding corn silage and forage but including sorghwm for grain,

% Including miscellaneous grains and pulses. Measured in bunker weight, i.e., gross output from
the cambine which includes excess moisture, unripe and damaged kernels, weed seeds, and other trash
Tor comparison with US or other country grain output, an average discount of 11 percent should be

gpp‘ded. .
s Data are on a slaughter weight, bone-in basis.
- Data are for factory sales and inslude camplete units exported for assembly.

As of the end of the vear,

2 pata are understate’ Decause they are hased on the number of households with one or more units;

thus, a household with more than one is counted as hiving only one.

LR
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Table

192 -

-

USSR:. Average Annual Employment by Sector
(thousands)

-64-

6,027 -

Sector of the Econamy 1970 1975 1980 1981 1982
Tobal - 103,774 113,942 121,990 122,988 123,932
Industry ' 31,593 34,054 36,891 37,236 37,550
Construction 9,052 ~ 10,574 11,240 11,298 11,321
Socialized agriculture ' 23,440 © 22,756 21,600 21,300 21,141
Transport and communications 9,315 " 10,743 11,958 12,172 12,375
‘Trade,- public dining,  sales & material . .
technical supply, procurement 1,537 8,857 9,694 9,828 9,880
Health, ‘education, social security,
cultural arts, science & scientific
services . 16,561 19,196 21,515 - 21,909 22,275
Goverrment administration, -credit .
& insurance organizations = - 2,226 2,707° 3,144 . 3,218 - :3,265
. Other (housing, peésonner ‘services, N ' Vo
-ete.) . . © 4,05 - 5,055 5,948 6,125
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‘Table 13 .
USSR: Gross Fixed Capital Investment™

(Billion nibles, 1973 prices)
o 9% 9% 9 9B gm0 8 19

Ttal imestmet’ 87129 18.0 223 X7 1307 1T 188 W7
of wich : )
Sxe 6.2 B.0 130 1069 1139 1M4L6 NLT 127 &
Collective farms 7.6 107 1.0 13 16 M8 1.9 g 120
Cooperative eterprises . .
ad i ztios 22 24 23 25 25 25 25 25 27
Private tousing ad .
apartets 6 18 w7 WF LT 1T L6 LT L6
Tdistry 25 »7 N6 B5 ®E KT 46 B9 W
fgriciture w1<§3 A3 249 X8 X3 %9 25 M
Transport ad comnications 8.0 27 133 139 6.3 6.2 61 68 M
Costration . 30 43 S0 47 52 &3 54 S8 M
N

Other ‘ %9 29 BB FB3I FB8 32 3IT B8

* sarcee: mr Reference Aid, SV 8-10003 (Unclassified), Augst 1982, Sovidt Statistics on Capital

Famation and N.kh, SR, 1922-1982,

® Ccomprerts may nt add exactly teause of randing.
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Table 14

USSR: Growth of GNP and Factor Productivity
(average annual percentage change)

1966-702 1971-75%" 1976-80% 1981 1982

Gross national product® 5.3 3.7 2.7 2.2 2.0
Combined inputs® B | 4,2 3.6 3.2 3.1
Manhours 2.0 1.7 1.3 1.0 1.1
Capital ' 7.4 8.0 6.9 6.7 6.1
Land ‘ -0.3 . 0.8 Neg. Neg. -Neg.

Total factor productivity 1.1 -0.5 . 0.8 -1.0 -1.0
Manhour productivity 3.2 2.0 | 1.3 1.2 0.9
Capital productivity -2.0 -4.0 -4.0 -4.2 -3.8

a. For-compﬁting average annuai rates of growth,-the basé_&ear is

the year prior to the stated period

3 Based ‘on indexes of GNP (1970 rubles), by sector of origin, at
factor cost. ) ’

.c Inputs of manhours, capital, and land are combined using
weights of 55.8 percent, 41.2 percent, 3.0 percent, respectively, -

.in a Cobb-Douglas (linear homogeneous) production function.
These weights represent the distribution of labor costs (wages,
other income, and spcial insurance deductions), capital costs
(depreciation and a calculated capital charge), and land rent in
1970, the base year for all indexés underlying the growth rate
calculations.
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Table 15

USSR: Growth of Industrial Output and Factor Productivity
(average annual percentage change)

1966-70% 1971-752 1976-80® 1981 1982

Industrial production 6.3 5.9 3.2 2.5 2.2
Combined inputsb 5.7 4.9 4,5 4,1 3.6
Manhours 3.1 1.5 1.6 0.9 -0.7
Capital 8.8 ' 8.7 7.7 7.8 6.9
Total factor productivity 0.5 1.0 -1.2 -1.6 -1.3
Manhour productivity 3.1 4.y 1.6' 1.6 1.5
Capital productivity =-2.3 2.6 -4.2 -4,9 -4.3

a8 ror qoﬁputing the average anrual rates of growth, the base
year is the year prior to the stated period.

b Inputs of manhours and capital are combined using weights of
52.4 percent and 47.6 percent, respectively, in a Cobb-Douglas
(linear homogeneous) production function. These weights
represent the distribution of labor costs (wages and social
insurance deductions) and capital costs (depreciation and a
capital charge) in 1970, the base year for all indexes underlying
the growth rate calculations. E
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SOVIET DEFENSE TRENDS

By Richard F. Kaufman®*
SUMMARY

This study is an attempt to explain the latest conclusions of
the intelligence community about the trends in Soviet defense
costs and to put them in perspective. The sources relied upon

are indicated at the end of the study.

The Central Intelligence Agency reported in early 1983 that
the trend in Soviet defense costs measured in dollar equiva{ents
or rublés‘were different from that previously reported. The
growth rate of Soviet defense costs had substantially slowed
down. The defense Intelligence Agency agrees with the CIA's
dollar cost etimates, but comes to a different conclusion when

using its own ruble cost methodology.

The study shows where the two agencies agree and differ and
goes on to speculate about the possible causes of the slower

growth rate.

* Richard F. Kaufman is Assistant Director of the Joint
Economic Committee.
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The highlights of the study are:

1.

The CIA concludes that the costs of Soviet defense
grew at a rate of about 2 percent in real terms
during Fhe five-year period 1976-81, compared to a
growth rate of 4-5 percent during the previous 10

years.

M&st of the slowdown took place in procurement,
which leveled off during the most recent five-year
period. 1In the past, the rapid growth of
procurement was the driving force behind the growth

of total defense.

The most likely explanation for the slowdown in the
growth rate of defense is that problems in the
economy, such as transportation bottlenecks,
inadequate supplies of steel and energy, and
inability to assimilate new technology, had harmful

effects on defense production.

As Soviet GNP and defense, during the past five
years, grew at about the same rate, the CIA
concludes that the share of the economy devoted to
defense -- the military burden -- did not change

during the decade.

while the DIA agrees with the CIA's dollar cost
estimates, its own current ruble price methodology
indicates there was no slowdown in total Soviet

defense spending. The DIA finds that Soviet
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defense increased by 6-7 percent in nominal terms
during the 1970's and that defense procurement
growfﬁ slowed somewhat from 9-11 percent in the
first half of the decade to 6-9 percent in the
socond half. The DIA also concludes that the

Soviet military burden increased from 13-14 percent

in 1970 to 14-16 percent in 1981,

The DIA's estimates for Soviet defense and GNP have

limited utility for policymakers because they are

not adjusted for inflation, are based on a

definition of Soviet defense that is different from

the definition of U.S. defense, and contain wide
margins of error. The DIA considers its
methodology classifled, making it difficult for

outsiders to evaluate its measures,

~3-
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1. Background

The Soviet Union .does not disclose the details of its defense
budget. Instead, it publishes a single figure in its annual
financial report which purports to be its defense expenditures.
This figure is known to vastly understate the true size of the
Soviet military program. 1In the absence of complete and reliable
official defense budgetary data, the U.S. intelligence community
estimates Soviet defense costs through a variety of methods. The

most well known are those of the Central Intelligence Agency.

The CIA estimates Soviet defense costs in constant U.S.
dollars and constant rubies through what it calls a direct,
building-block approach. To estimate defense costs in dollars,
information about the physical components and activities of the
Soviet defense forces is collected and assigned monetary values
in U.S. dollars and the figures are adjusted for estimated
inflation. The totals deri?ed indicate how much it would cost in
dollars at prevailing U.S. prices and wages to produce and man
the Soviet defense program in the United States in a given year.
To estimate what Moscow spends in rubles, the CIA combines what

it knows about actual ruble costs with conversions into rubles of

some of the dollar costs.

More ‘specifically, CIA's dollar cost estimates are developed
through a complex procedure involving the identification and
listing of Soviet forces and their support apparatuses, divided
into more than 1,000 components, including individual classes of-
surface ships, ground force divisions, and air regiments.

Appropriate U.S. prices and wage rates are applied to the
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detailed estimates of physical resources. The results are

aggregated by military mission and resource category.

One of the principal uses of the dollar cost estimates is to
compare Soviet total defense costs with U.S. total defense
spending. The methodology also allows analyses and comparisons
at lower levels of aggregation. For example, the trends in the
costs of Soviet ground forces or air regiments can be viewed
separately from total defense costs. Soviet allocations for
strategic forces or any other category can be compared with
similar U.S. allocations. Allocations for geographical areas,

such as Europe and the border with China, can be examined.:

In addition, the building-block approach is used to estimate
the ruble costs of Soviet defense. This is done by applying
ruble prices to the detailed, physical description of Soviet

forces and activities.

For the ruble costs, most of the Soviet defense program is
estimated directly in rubles. The reét is estimated in dollars
and converted to rubles with ruble-dollar ratios. Dollar costs
are estimated directly for the entire Soviet defense program
except research and development which is calculated in rubles and
converted to dollars. Again, all building—block estimates are

made in constant prices -- that is, adjusted for inflation.

The dollar and ruble estimates are used differently. As
stated above, the dollar estimates make it possible to compare
U.S. and Soviet defense activities in terms of flows of resources

allocated to defense. The ruble estimates provide insights into
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how Soviet leaders.view defense and the burden of defense on the

economy.

Supplementary to these direct methods for measuring Soviet
defense, there are various indirect methods. These involve
analyses of official Soviet ‘statistics, without regard to the
physical components of defense forces. They are used primarily
by tne Defense Intelligence Agency and are discussed later in

this paper.

2. Recent Trends: Slowdown in the Growth Rates

CIA's estimates are revised annually to incorporate new
information and refinements in the estimating techniques.v
Previous reports showed Soviet defense costs increasing at a rate

_that has averaged 3 percent in dollars and 4-5 percent in rubles
annually since 1950. However, in its most recent report, the
agency found that the trend was different from that previously

reported.

According to the CIA, while the dollar costs of Soviet
defense activities-grew during the early to mid-1970's at an
average annual rate of 4 pertent, growth continued at a rate of
less than 2 percent in the five-year period 1977-81. Soviet
spending in rubles exhibits a.similar pattern. During 1977-81

ruble spending increased by about 2 percent annually.

With respect to the composition of Soviet defense activities,
the slowdown in the .growth rate is due to the leveling off in
investment costs. Military procurement which had been expanding

faster than the rate of total defense scarcely grew in 1977-81.
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It has been known that Soviet defense activities grew at
below average rates in 1977-78. The expectation was that growth
would be higher in 1979-81 due to the usual procurement cycle.
The new estimates of production, however, were lower than what
had been profected for the period. Because of the reduced
production levels, earlier estimates for defense activities in
1980 and 1981 were revised downward, lowering the growth rate for.

the five-year period.

The figures for weapons production seem to support the
conclusion that there has been little growth in military
procurement costs. \\fi§t!ng of 25 classes of weapons produced
for Soviet forces, excluding transfers to foreign governments,
during 1977-81, shows the level of production declined in 13
classes, remained about the same in five classes, and lncreysed

in seven classes, Table 1 show§ this breakdown.

-7~
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TABLE 1

EQUIPMENT FOR SOVIET FORCES
(Soviet Military Production Without Exports)

1977 1978 1979 1980 1981
Ground force materiel:
Tanks 2,200 2,000 2,000 2,500 1,400
‘Other armored
vehiclesl/ 3,700 4,400 4,500 4,800 4,000
SP field artillery 900 400 100 50 - 150
Towed field artillery 1,000 1,100 1,200 1,000 1,400
Multiple rocket
°  launchers 300 200 200 300 400
SP AA artillery 200 200 100 100 200
Infantry weapons
(thousands)2/ 349 450 450 398 400
Missiles:
ICBM's 300 200 200 200 200
IRBM'Ss 100 100 100 100 100
SRBM's 200 250 300 . 300 300
SLCM's 600 600 700 700 750
SLBM'Ss 175 225 175 175 175
ASM's 1,500 1,500 1,500 1,500 1,500
SAM'sl/ 2/ 50,000 50,000 50,000 50,000 - 53,500
ATGM'sl/ 2/ 35,000 35,000 40,000 50,000 60,000
Alrcraft: :
Bombers 30 30 30 30 30
Fighters/fighter .
bombers 750 950 700 750 750
Transports 350 325 350 350 325
Trainers 10 5 0 0 0
Helicopters 850 600 600 650 650
Communications/
utility 100 100 100 100 25
Naval ships:
Submarines 10 12 11 12 9
Major combatants 10 10 9 9 7
Minor combatants 27 26 27 33 25
Auxiliaries 6 4 7 8 3

1/ Includes between 600 and 800 vehicles imported yearly from Eastern

Europe.

2/ This represents total estimated Soviet production and it is not known
what percentage was exported to other Warsaw Pact countries, or Third World
countries. It is not believed that more than 2 to 5 percent were exported.

Source: Defense Intelligence Agency

8-
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In theory, the cost savings from the reduced quaﬁticles could
be more than offset by cost increases due to more advanced
technology. 6oubc1essly, the unit costs of Soviet weapons are
rising. But the CIA's building-block approach involves analyzing
the costs of each category of military equipment, and the
conclusion that procurement costs grew little during this period
implies that unit cost increases did not totally eliminate the
cost effects of reduced procurement, It would be hard to argue
from the defense production data that procurement costs are

rising rapidly.

3. U.S. and Soviet Defense Costs in Dollars

Since 1960, U.S5. defense outlays total about $3.5 trillion
compared wléh;est!mated dollar costs for Soviet defense
activities of about $3.7 trillion, 1In éhe same period, the
dollar cost growth ratevfor Soviet defense averaged about 3.5
percent annually, with no sharp peaks or valleys. U,S. defense
oﬁtlays surged upwards in the early 1960's and during the vietnam
war and declined in real terms in 1962-64 and during the first
half of the 1970's. There was virtually no growth in U.S.

outlays in this period.

The pattern in the past 10 years wés vastly different. 1In
contrast with Soviet defense costs whose growth rate was slower
in the later than in the earlier part of the decade, U.S. outlays

declined in 1972-75 but have since grown at an increasing rate.

The contrast is most striking in the area of procurement,

U.S.. defense procurement outlays declined in 1972-76; Soviet
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investment costs rose. But while Soviet procurement leveled off

in the 1976-81 period, U.S. outlays averaged 7 percent growth.

Measured in dollars, Soviet defense activities were about 20
percent greater than U.S. outlays in 1372, were 55 percent

greater in 1976, and in 1981 were 45 percent Jreater.

4, Limitations of the Estimates

Dollar cost estimates do not measure actual Soviet defense
spending or manufacturing efficiences in military industries.
Obviously, the Soviets spend rubles, not dollars. Nor do the
dollar estimates indicate how the Soviets perceive defense
spending. To assess the effects of defense spending on the

economy, it is necessary to estimate Soviet spending in rubles.

Dollar cost estimates of Soviet defénse activities contain an
upward bias. They tend to exaggerate somewhat the true size of
the Soviet defense effort relative to the United States. This
distortion, called the index number problem, is inherent in all
international comparisons of economic activities when
measurements are made in only one country's currency. A similar
distortion would occur if a Soviet analyst estimated U.S. defense
costs in rubles and compared them with Soviet ruble outlays.

Such an estimate would exaggerate U.S. defense costs relative to
the Soviet Union. To offset the distortion, complementary
estimates can be made, measuring costs in the currencies of both

countries.

The CIA attempts to make complementary comparisons by

estimating U.S. defense costs in rubles and comparing them with

=10~
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Soviet ruble outlays. As mentioned above, when measured in
dollars, Soviet defense costs in 1981 were 45 percent greater
than U.S. outléys; when measured in rubles, Soviet costs were
only 25 percent greater than U.S. defense costs in rubles. The
true ratio of Soviet to U.S. spending is somewhere between 25 and

45 percent, assuming the estimates are correct to begin with,

The CIA believes its dollar costs and ruble estimates of
Soviet defense contain a margin of error of plus or minus 10
percent for any year in the past decade. But it has.far less
confidence in the estimates of U.S. defense costs in rubles. One
reason is that, while estimates of what it Qould cost in dollars
to produce Soviet equipment can be obtained from U.S. defense
firms, the CIA cannot get estimates from Soviet defense firms of
what it would cost in rubles to produce U,S, equipment. The
agency's ruble estimates (for thé United States) are also far
less detailed than its Soviet dollar estimates. Thus there may

be a greater margin of error in the ruble comparisons.

The CIA's estimates have been criticized by some anal;sés for
overstating the size of Soviet defense and by others for
understating it, A few of the critcisms maylbe mentioned. Those
who believe the dollar cost estimates exaggerate Soviet costs
point to the CIA's failure to fully offset the index number
problem by not making equally detailed ruble estimates of U.S.
defense, It is also argued that valuing Soviet personnel costs
at prevailing U.S. wage rates magnifies their relative costs.

For example, if only U.S. military personnel pay increases the
telative size of total Soviet defense costs also increases in

dollar terms because the Soviet Union has more military personnel

-11-
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than the United States. Usually, however, both personnel and

equipment costs rise annually.

Those who believe the costs of Soviet defense activities are
being understated argue that the CIA undercounts Soviet weapons
and that the CIA's approach does not fully adjust for advances in

technology. But these arguments have not been substantiated.

An important limitation in the use of the estimates is that
defense costs cannot be equated with capabilities; comparisons of
- military costs or spending are not necessarily indicative of
relative military capabilities. The fact that one country spends
more or less than another does not mean it is stronger or weaker.
In the jargon of economists, cos£ valuations measure the
resources or inputs that are allocated for military forces, and
not the effectiveness or output of those forces.A The CIA
regularly qualifies its findings by setting forth this limitation

in its repérts and testimony to Congress.

For purposes of military analysis it is sometimes useful to
think in terms of flows and stocks. Flows of resources are
produced by spending and they influence the stocks or inventories
of equipment and other assets. Spending increases usually add to
stocks, but not always. Also, the quality and usefulness of the
stocks are effected by many factors other than how much is spent
for them. It would be incorrect to conclude that military
capabilities are automatically increased whenever the rate of
spending is increased, or that capabilities are automatically

reduced whenever the rate of spending is reduced or slowed down.

-12-
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The flow of resources is an important but not the only factor to

consider.

S. The DIA's Ruble Estimates

The DIA employs the direct dollar cost approach but also uses
indirect methods to estimate ruble costs. The CIA uses indirect
e
methods only as a rough check on its building-block ruble
estimates, not as a primary estimating technique. The DIA has

greater confidence in the indirect methods.

The indirect methods are based in part on official Soviet
statistics.. In one approach, the DIA estimates Soviet defense
spending in current rubles ~-- that is, unadjusted for inflation
-- as a way to duplicate the kind of information it believes
Soviet decision-makers consider; Based on the hypothesis that
defense has absorbed a c?nstant share of the state budget since
1970, the DIA concludes that Soviet military spending in current
rubles rose ﬁrom 1970 to 1981 at a "nominal®™ rate -- again,
unadjusted for inflation -- of § to 7 percent annually, and that
Soviet GNP grew by 5 percent in nominal terms during this period.
The DIA believes the rate of growth of procurement has slowed
somewhat, from 9-11 percent in 1970 to 1975 to about 6-9 percent

in 1975 to 1980.

Little-has been disclosed about the DIA's methodology, which
remains classified, so it is difficult to evaluate the results as
to margin of error or level of confidence. The key assumption is
that the defense portion of the Soviet state budget has remained

constant. The agency states that its current ruble expenditure

~13-
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estimate is based on several statements made by knowledgeable
sources concerning the level of Soviet defense spending during
the '1960's and 1970's. According to those .sources, the share of
‘the state budget devoted to defense was 31-34 percent. DIA
believes about the same share was taken by defense in the later
years as in the early 1970's.. The agency asserts that analysis
of Soviet statistical data shows no civilian component that could

account for the rapid growth of the budget during the decade.

To test this hypothesis, one would-need to know how the state
budget is defined, the precise portion spent for defense, and
whether the defense portion corresponds with the U.S. definition
of defense. The DIA states that it uses the Soviet concept of
defense, which it concedes’ is probably broader than the U.S.
concept and may include activities such as the civilian space
program, military construction troops, and the internal security

forces of the KGB and MVD.

If the Soviet state budget, as viewed by Soviet decision-
makers, .was changed in scope during the decade, adjustments would
have to be made. to any ratio based on the assumption that the
defense share was constant. Similarly, if Soviet defense
activities.not included in the U.S. concept of defense were

.expanding at a more rapid.rate than other activities, the results

of the DIA's measure could be misleading.

The fact that DIA's current ruble estimates are not adjusted
- N
for inflation means it is not possible to know whether real .
outlays are rising or falling. A rate of 7 percent nominal

growth could be 2 percent or 4 percent, or any other rate,

-14-
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depending upon inflation. If inflation was faster in defense
than in the rest of the economy, the real growth of defense could

have been the same or slower than the growth of GNP.

The DIA believes inflation averaged about 2-3 percent in the
USSR during the 1970's. It acknowledges the possibility that
inflation was higher in the defense sector than the rest of the

economy.

The agency also allows that the .current ruble methodology
cannot accurately measure annual changes in total Soviet milita;y
spending, due to its inherent rahge of error. - The methodology,
DIA believes, is most useful in analysis of long-range periods or

in analysis of a single year.

Another “indirect method attempts to measure military
procurement through analysis of Soviet statistics for the
machinery and metalworking industry. Most defense production
takes place in this indqs;ry and some officials believe it is
possible to detect the trend by separating nondefense production
from the published totals. What remains, the residual, is
assumed to bevﬁilitary hardware. One DIA spokesman has assigned
a margin of error to this method's absolute measure of Soviet
military procu;emént 9f‘plus or minus one-thlrd.. while the level
of confidence in the estimaté éf the absoluté level of military
procurement is low, intelligence analyéts placé a much higher
level of confidence in the residual methodglogy's estimate of

Soviet military procurement trends. -

Finally, the indirect methodologies which rely on Soviet

statistics, lack the kind of detail and the weapon-by-weapon cost

. ‘. -15-
o
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’ anaiysis contained in the CIA's estimates. Under the indirect
approach, only the level of total ruble spending or total
procurement is derived, and these figures cannot be broken down
by military mission, resource category, or geographical area.
For example, cost estimates for the weapons listed in Table 1

cannot be made with the indirect approach.

6. CIA and DIA Agreement and Differences

The CIA and DIA develop their own estimates of Soviet defense
production independently of one another.. When they apply CIA's
dollar cost methodology to their production estimates, the same
trends emerge. 1In ofhér wordé,Athe'two agenciés are in general
agreement about thé dollar cosfs of Soviet.défense derived

through the building-block methodology.

They disagree over the relative merits of, the CIA's constant,
dollar cost estimates and the DIA's current ruble estimates. The
CIAa prefer§ its own constangiprice'aollar and ruble estimates-
because they are based oﬂ the hard evidence of the physiéél
componentslaﬁd activities of tﬁeléo;iet defense program. The DIA
prefers its own eurrent price ruble estimates because they
provide insighés into how the Sovieﬁs themselves look at defense

cost trends.

From the CIA's pérspéctive, correct cirrent ruble éstimates’
would be the Sesé evidence.of SoQiet-defense cbstﬁ, put it is not
possible to obtain current ruble estimates in which one can have
high confidencep The Soviets go to great lengths to conceal what

they spend for defense and the CIA doubts that defense spending
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can be derived through manipulation 6f official Soviet

statistics.

Both agencies are aware that the dollar cost estimates do not
reflect Soviet perceptions of their defense activities. The DIA
apparently believes the advantages of using its current ruble

estimates outweigh whatever .uncertainty surrounds them,

The two agencies conclude that the annual growth of Soviet
defense costs, measured in constant dollars, slowed to about 2
percent in the latter part of the 1570'5. This rate-of. growth
was about the same'as the expansion of -the economy in that
period, when inflation is taken into account. Under the.CIA's
direct constant ruble cost approach, the share of Soviet GNP
allocated .to defense -- thg.m;lltary burden --'did not increase
during the decade. The CIA estimates that the militéry bﬁrden,

13-14 percent of GNP, has been uncﬁanged'éince 1970.

The DIA's current ruble estimates present a different
~picture. It estimates that ruble spending rose at a nominal rate
of 6 to 7 percent annually from 1970 to 1981, and that the Soviet
GNP increased during the same period at a nominal rate of about 5
percent annually: Under this approach, the military burden
increased during the decade. The DIA estimates that the military

burden rose from 13-14 percent in 1970 to 14-16 percent in 1981.

The different conclusions about Soviet defense trends derived
through the building-block. and indirect -methodologies cannot be
reconciled. 1If the CIA i{s correct, the growth rate of Soviet
total defense and procurement slowed significantly.and the

military burden has not increased.. If the DIA is correct, the
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_growth rate of Soviet defense has not slowed, the growth of
procurement slowed somewhat, and the military burden has

increased.

7. Possible Causes of the Slowdown in the Growth Rate

It has been noted that the leveling off in defense
procurement costs accounts for the slowdown in the growth rate of
Soviet total defense. What accounts for the leveling off in
procurement? One can only speculate, keeping in mind the
limitations in the methodologies for estimating defense costs and
the problem of correctly assessing what is going on in the rest
of the Soviet economy. Soviet lcaders may or may not have
decreed that the growth rate of total defense spending or defense
procurement should be trimmed beginning in 1977, or that
resources are being traﬁsferred from the defense sector to other
sectors of the economy. Barring new revelations that would
indicate explicit policy decisions, the question is, what factors
might have brought about or contributed to the slower growth

rate?

One possibility is that economic constraints have influenced
allocations for defense. Some of the same factors that caused
the slowdown in the Soviet economy may have held down defense
growth. A comparison of Soviet GNP, defense, and military
procurement growth rates in the first and second halves of the
1972-81 period suggests a positive correlation. Table 2 compares

Soviet GNP and defense growth rates.
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- TABLE 2
SOVIET GNP AND DEFENSE GROWTH RATES, IN REAL TERMS
- 1975-1981

(PERCENT CHANGES)

1966-1976 1976-1981
GNP Growth 3.9 2.2
Total Defense Activities 4.5*% 2.0*

*

Approximate estimate.
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Both Soviet GNP and Defense Growth averaged nearly 4 percent
annually in the first part of the period, 1972-1976. 1In the
second half of the period, 1977-1981, GNP growth fell to 2.2
percent and defense growth averaged about 2 percent. The effects
of procurement qtowth on the total defense growth rate can be
seen in the fact that in the past the high growth rate of
procurement has been the driving force behind the growth of total

defense,

The period of the slowdown in defense procurement growth also
coincides with the slowdown of total Soviet industrial production
and of the machinery and metalworking industry. Again, we do not
know whether Soviet officials made a decision to slow the rate of
growth in this industry, although Soviet planners reduced the
objectives for the growth of total industrial production. The
fact that investment in machinery and metalworking increased in
absolute terms and as a share of total industrial investment in
1976-1980, compared with 1971-1975 suggests there was no decision
to reduce the growth of the machinery industry. Employment in
this industry also grew faster than in most other industrial

sectors.

Nevertheless, growth of machinery and metalworking output
fell in the latter half of the 1970's, from a rate of 7.9 percent
in 1971-1975 to 5.4 percent in 1976-1980, and the growth of
productivity in this industry also declined. Among the factors
that influenced this fall off were the failure of the steel
industry to supply the kinds and qualities of steel needed by the
machinery industries, inadequate supplies of electric power, oil,

and gas, and bottlenecks in rail transportation which held up
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supplies of raw materials and deliveries of final products among

machinery producers.

A related problem that may have slowed defense production
concerns tpe inability of Soviet deéense firms to adopt new
military technology. Soviet literature is filled with criticism
of the inattention to research and obsolescence of equipment in
industrial production. Much of the criticism has been
concentrated on the machinery industry because of the deficiency
of Soviet machine tools, the inferiority of Soviet-made
programmed control devices, the underutilization of advanced
equipment due partly to the lack of skilled workers, and the
inadequate servicing of new equipment. According to a Soviet
estimate, during 1976-1979, no. more than 1 percent of the Soviet
machinery industry's production equipment ‘'was modernized. 1In
adéition, the Soviets have experienced diffichlﬁles in abéorbing
the transfer of Western technology. It is likely that these
problems contributed in some measure to a slowdown in production

rates for military equipment,

There are other possible explanations of the growth slowdown.
One concerns Soviet trade with the West and the effects of U.S.
export'restrictions. But as overall Soviet trade with the West
rose in the late 1970's, the possibility that trade acted as a
constraint on industrial production can be ruled out. 1In the
second half of the decade all categories of imports Increased

with manufactured goods taking the lion's share.

Soviet imports of equipment and technology may not have had

their intended effect in furthering modernization and growth.
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The growth of Western imports averaged 17 percent annually during
1976-1980, a rate that was slower than the increase in the
previous five years in part because of the inability to absorb
Western technology into the industrial sector. U.S. exports to
the Soviet Union declined after 1976 but most of those exports
were grain and other nonmanufactured goods. The U.S. share of
manufactured imports from the industralized West reached a peak
of only 7.7 percent in 1976; its share of high technology imports
was 12.4 percent in that year. By 1980, Soviet imports from the
industrialized West had climbed to $19.8 billion, up from $12.9
billion in 1976. Of the 1980 amount $3.9 billion was foodstuffs
(about 25 percent of which came from the U.S.). U.S. exports of
manufactured goods and advanced technology have not been large
enough to have influenced Soviet industrial production one way or

the other.

The Soviet Union stepped up its exports of military equipment
in the late 1970's and has become the world's largest arms
exporter. During 1977-81, it delivered $35 billion worth of
military equipment to foreign governments. It can be argued that
these transfers could have been reduced in order to build up
Soviet stocks and to that extent were at least an implicit

diversion of resources from the Soviet military.

The pﬁssibility that the 1977-1981 period was part of a
lengthened précurement cycle seems unlikely but cannot be ruled
out. Soviet defense growth rates have fluctuated in the past as
production of new generations of weapons were phased in.

Typically, the slower part of the cycle lasted 2-3 years and were
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offset by several years of above average growth. A five-year

period of below average growth is atypical.

Tﬂe DIA believes that required growth in the nondefense
sectors of the economy could mean slightly smaller increases in
defense, in order for defense growth to continue to increase in
the long teerm. This conclusion suggests that the slowdown in
the defense growth rate may continue for the next several years.
Obviously, a decision by the new leadership under Andropov to
acelerate procurement could reverse the trend if such a decision

was Iimplemented.

Whether arms control constraints contributed to the slowdown

is beyond the scope of this paper.

8. Conclusions

It is perhaps inevitable but unfortunate that consﬁmers of
soviet defense cost estimates frequently misuse them. One
problem is the tenaency of equating the cost estimates with
capabilities, misreading Soviet size for strength. Such
reasoning confuses resource allocations with military power ;nd
has led some persons to unfairly criticize the estimates because
they do not coincide with preconceptions about relative American
and Soviet strength. Persons of all persuasions tend to misuse
the estimates, those who believe the intelligence community
understates Soviet defense and those who believe it overstates

it, as well as those who accept the estimates at face value.

The tendency of taking the estimates too literally is the

most pervasive problem., 1In view of the margins of error, the low
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levéls of confidence in some of the techniques, and the annual
revisions, the estimates shouia be considered as ranges rather
than data points.  The .trends over time are more important than
the year-to-year changes. The CIA rates' the margin of error in
the dollar cost\gstimétes’as plus or minus 10 percent, and says
it has far less confideﬁce in portions of the dollér estimates,
such as R&D, an& in igs‘e;timates of thé ruble costs of U.S;
defense. A DIA spokesman estimated that the margin of error in
the indirect method .for. measuring Soviet military procurement was

¢

plus or minus one-third.

It is inappropriate to read the estimates with the certainty

that can be attached to the ﬁ.s.»bﬁaget doéﬁment. In génetal,
far too much.militgry and poii;icalvjméartancg ha;‘béen given to
the estimates of Soviet defense costs. Their principal value.is
economic, not military. They measure stocks ana flows of
resources rather thgp cgpabilitigs and effectiveness. They can
be useful for assessing trends, pnderstand}ng the,intéractiop of‘
the defense sector with the rest of the economy, and makiing rough
comparisons of-the*sizes of Soviet and American forces.
Estimates of what the Soviets actudlly spend in rubles will
always be suspect so long as Moscow maintains its ﬁbficy of

secrecy.

Haviné said this, it must be noted that the intelligence
estimates themselves are adding éénfugion to aﬁ'élready cémplek
subject. The differences between the dollar cost and ruble
estimates are hard to follow and few in Congress understand the
different uses of the different types of estimates. It is not

possible for an outsider to resolve the questions raised by CIA's
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constant dollar and constant ruble costs and DIA's current ruble

estimates, or to reconcile the dissimilar results.

As DIA is in some sense challenging the significance of the
‘dollar cosg‘estimates, it would be useful for that agency to
subject its methodology to outside review so that it may be
evaluated. An exhaustive review of the CIA's methodology was

- recently conducted by an outside-panel. Until more is known
about DIA's. methods for estimating Soviet defense spending in
current rubles, members of Congress will be unable to judge the
relative merits of the current ruble and constant dollar
estimates.’ Such.a review should also evaluate the relative

merits of the different methodologies.

The latest CIA estimates are significant. because they
demonstrate a change.in the trend of Soviet defense'growtﬁ over a
five-year period.- The period is longer than .previous cyclical
fluctuations and could represent a medium or-longer term

phenomenom.

The importance of the trend should not bé exaggerated. ‘The
‘ Soviets have very large'étocks of weapons and supplies and these
inventories will continue to'grow. 'The fact that costs are -
.grow;ng at a 2 percent annual rate rather than a 3-4 percent
. annual rate should be kept in-perspective. The burden of_defense'
on the Soviet.economy will remain high, in the 14 percent range,
although it may not increase if Soviet defense growth and GNP
growth proceed at about the same rate. If Soviet GNP growth
rises to 3 percent.while defense growth remains at 2 percent, the

defense burden could decline slightly.
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A 2 percent growth rate means that Soviet defense activities
are continuing to expand, although at a slower pace.
Nonetheless, the slowdown in the growth rate has profound
implications for our understanding of the Soviet economy and
Soviet policy. For example, assumptions about trade-offs between
defense, civilian investment, and consumption should be

reexamined in light of the new evidence.

The reasons for the slowdown in the growth rate cannot be
known with certainty. The Soviet leadership may not have planned
the reduced rate, any more than they planned the slowdown in
economic growth. It is likely -- but cannot be proved -- that
the defense slowdown is the resul: of economic constraints. The
same factors that led to the slowdown in industrial production
probably contributed to the slowdown in defense production.

These factors include inadequate deliveries of raw materials and
supplies, transportation bottlenecks, energy constraints,
shortages of skilled manpower, obsolete equipment, and problems

in the production of advanced technology.

The amount of resources provided to the machinery industry in
the form of investment and manpower indicates that defense still
enjoys a very high priority. But the fact that the growth rate
of defense production was allowed to decline suggésts that the
defense sector is not as insulated from the rest of the economy
as has been believed by Western analysts. Soviet leaders may
have been unwilling or felt unable to take drastic steps to
prevent the slowdown. They apparently did not act to maintain
the faster rates of military procuremeat at the expense of other

sectors of the economy. Whether the lezadership made an explicit
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decision to stretch out military procurements cannot be known.

Whether the present trend will continue into the 1980's. remains

to be seen.,
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Note About Sources

Much of this paper is based upon recent testimony before the
Joint Economic Committee by spokesmen for the Central
Intelligence Agency and Defense Intelligence Agency, Allocation

of Resources” in the Soviet Union and China - 1982, Part 8 (1983);

the testimony before the Joint Economic Committee by Major
General Schuyler Bissell, Deputy Director, DIA, Allocation of

Resources in the Soviet Union and China - 1983 (June 28, 1983);

and Soviet Military Economic Relations (1982), proceedings of a

workshop, Joint Economic Committee. Three classified studies

were reviewed: A Comparison of Soviet and U.S. Defense

Activities, 1972-81 (February 1983), prepared by the Office of

Soviet Analysis of the CIA; USSR: Military Expenditures
(February 1983), prepared by the Defense Intelligence Agency; and

The Defense Intelligence Agency and Central Intelligence Agency

Ruble Estimates of Soviet Defense Expenditures (July 1983),

prepared by the Defense Intelligence Agency. Soviet and U.S.

Defense Activities, 1971-80: A Dollar Cost Comparison (1981) is

an earlier unclassified study prepared by the National Foreign

Assessment Center of the CIA.

For information about the Soviet GNP and industrial

production performance see USSR: Measures of Economic Growth and

Development, 1950-80 (1982), a study prepared for the Joint

Economic Committee by the Directorate of Intelligence, CIA.

Discussions by Soviet experts of problems in the Soviet machine-
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tool industry may be found in S. A. Kheinman, "The Machinery
Industry's Production Apparatus and the Machine Tool Industry,”

and A. G. Aganbegyan and others, "Around the Machine Tool," both

translated into English in The Current Digest of the Soviet

- )
Press, Volume XXXIV, No. 18, June 2, 1983, pp. 5-9. For Soviet
trade with the United States and West see Hedija H. Kravalis,
"U.S.S.R.: An Assessment of U.S. and Western Trade Potential

with the Soviet Union through 1985," in East-West Trade: The

Prospects to 1985 (1982), a study prepared for the Joint Economic

Committee.
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