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Introduction

When Yuri Andropov became General Secretary of the Communist
Party of the USSR, economic growth rates had been falling, the
increase in per-capita consumption had come to a halt, and
resource allocation decisions between military and civilian needs
were becoming more difficult. Externally the Soviet Union was
providing support to the stagnating economies of Eastern Europe
(particularly Poland) and fighting a costly war in Afghanistan.

With 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 econo@y 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
described, and the effect that these policies have had 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.



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 well below both the rate achieved during the 1970s
and the rate implied 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. 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). 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. Despite 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 %gpercent during 1981-82.

Energy and Raw Materials. The growth of energy production

in the USSR has decelerated significantly. After three decades
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Figure 2
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of growth, 0il production in the USSR has begun to level off,
although--as explained below--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 (b/d). While gas output grew rapidly in 1981 and 1982,
raw coal output increased in 1982 for the first time since 1978.

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 contributed 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
military hardware as well 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 ITI.

Even this slower growth of machinery output depended in part

on rising imports of rolled ferrous metals. TImports of steel
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Figure 3 (cont.. )
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products, for example, totaled $5.3 billion dollars in 1982. 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 evident in the 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 1981-82 suggests that the
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 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.

Consumer Goods. The 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

M
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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. Difficulties in
attracting and retaining a qualified work force and low 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 since 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,



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 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 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 1limit 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 1981 by about one 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 per capita income"--a constant-price measure of
consumption minus some services--levelled off.
-- Per capita retail sales (in constant prices) declined by
more than ¥ 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.

Because food accounts for the largest share of the Soviet
family budget and shortages must be 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
special distribution of foodstuffs through 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 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.

Defense

The discussion above centered on the general performance of

the Soviet economy during the last two years. The issue of



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 area.

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 1like 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.

N

New information indicates that the Soviets did not field
weapons as rapidly after 1976 as before. Practically all major
categories of Soviet weapons were affected--missiles, aircraft,

and ships. This phenomenon was only partially offset by the

¥ We estimate Soviet defense spending annually in rubles to gain an
appreciation of the Soviet defense "burden". See appendix A for a discussion

of the methodology used.

-8-



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 costs, for example, grew by 3-4
percent annually; personnel costs increased by slightly less than

2 percent a year.*

We have only very preliminary estimates available for

—_—

12§§; They indicate, however, that the trends in both total
defense expenditures and procurement costs that we have observed
since 1976 are continuing. The growth in total expendicures
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 extended period

—

of time. Moreover, the spending estimates do not give an

appreciation of the large stocks of strategic and conventional

¥ Our 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 1976-81 period. We
estimate Soviet defense spending in dollars to make comparisons with
corresponding US outlays.



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
SLBMs, over 5,000 tactical combat and interceptor aircraft,
15,000 tanks and 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 45 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 1lulls 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 growth since the late 1970s seems related
to a combination of complex factors includingiggchnological
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-



Wl

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 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

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 rose
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 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. Exports
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

-]1=



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 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 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 P
Total trade 4,2 8.2 4,0
With Communist
countries 2.3 5.3 5.6
With non-Communist
countries 7.8 10.8 2.3

2 rcalculated from Soviet data expressed in constant prices.
Average annual rate of increase.
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In point of fact, Soviet trade turnover grew more rapidly
with the non-Communist countries in both 1981 and 1982,
Paradoxically, however, Soviet net gains from trade with
Communist countries (measured by net imports in constant prices)
rose substantially--because of a le'2ling off of real exports--
while gains from trade with the West declined. The Soviet
surplus on trade with all non-Communist countries rose from 1.9
billion rubles in 1980 to 3.2 billion rubles in 1982 (including
major weapons exports to LDCs). At the same time, Moscow's 1980
surplus of 3.2 billion rubles with the Communist countries
decreased to a 400-million ruble deficit (in 1980 prices) in
i982. All categories of Soviet exports to Communist countries
except machinery and equipment leveled off in real terms in
1982. Sales of machiﬁery 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
partly reflected circumstances that were beyond the leadership's
control. It stemmed mainly, however, from resource-allocation
decisions made earlier by the regime and from long standing flaws
in the USSR's-sysiem 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-



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 eritical to all sectors of the economy.

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
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 1limiting 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.

~14-
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-- The declining quality of readily available raw materials
has pushed up capital requirements because of the cost of
enriching poor-grade minerals and ores.

Policy Errors

Some of the difficulties of the Soviet economy in 1981-82
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 called for investment spending to grow on
“average by less than 2 percent per year. This was by far 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 growth 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. But the
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 U4-5
percent experienced in the last half of the 1970s.

Soviet planners also have made costl& errors in allocating
investment resources. In some cases, investment in large-scale

capacities for improving the quality of raw materials such as

-15-



iron ore has been emphasized at the cost of modernizing
capacities for finished products. 1In 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. 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 1981-85 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.

Economic Policies Under Andropov

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. 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 chance for change. Nonetheless, on

= 16=



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.

Investment

Because capital formation is so important in determining the
directions of economic developmenﬁ, investment plans provide
particularly useful clues to Soviet economic policy. Although
information for 1983 is sparse, mid-year reported results do
raise the possibility that the original five-year plan for total
investment has been changed.

The investment policy laid down in the 1981-85 Plan called
for the lowest rate of investment growth in the post-World War II
era--about 1 %gpercent per year on average. Actual investment
expenditures, however, have grown somewhat faster than planned--
by roughly 3 percent in 1981 and 1982, respectively (figure 4).
Investment was scheduled to rise by nearly 2 %2percent in 1983,
again slightly above plan. But 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 1982,

The step-up in investment could signify a change in economic
policy. 1Indeed, the premise that increases in productivity
required by components called for in the 1981-85 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 machinery and equipment and
construction materials. Some of the growth in investment is also
the result of an increase 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 the 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 little evidence that is available indicates Andropov has
not accelerated Soviet military spending. For example, the
leveling 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 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

will 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.

Agriéulture

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 ministries 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.
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organizations to growth in the output and productivity of the
farms that they serve.

As a means of providing better incentives for agricultural
workers, Gorbachev also is actively promoting the collective
contract system--an aspect of the Frood Program that received
relatively little attention before Brezhnev's death. 1In this
system, farm workers are rewarded according to the size of the
harvest rather than receiving.hourly or piece 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 U Vé
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
Brezhnev promised in the 1980s at the special Central Committee
plenum on agriculture in May 1982.

One aspect of the Food Program that Andropov has been slow
to embrace is the call for increased private plot production--
which now accounts for about one-fourth of total Soviet
agricultural output. ULittle 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
and consumer service facilities.

-- A 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 Andropov government has devoted more
time to agficulture 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 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. 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. 1In 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 4 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.

Other Initiatives

The major new element of economic policy this year is the
"discipline 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 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 corfupt 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. In 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
decisionmaking 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 enﬁerprises 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, however, materially
expand workers' rights or give them a significant managerial
role. Mainly, it increases labor obligation to help implement i
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.
Investment 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 answer 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
East 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
qdestion 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 little or no 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 wiih the
support of the military, may well be under pressure to speed up
defense spending. For example, in the first three years of this
decade we believe the Soviets have already had as many systems
under development as in each of the previous two decades. Steady
expansion of production floorspace has occurred since the mid-
19708 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
civilian investment and slower growth or even a fall in per
capita consumption and could, over the long 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. Based on statistics available for the
first seven months of 1983, we estimate that GNP will rise by 3 Ué
to U4 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
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leadership, a period of drift had ended. 1In this connection, the
discipline campaign probably played a part in the recovery from
the poor performance in 1981-82 by eliciting greater effort from
the work force and putting some managers in fear for their

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 1982. Output of most industrial
commodities actually began 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 5). We
estimate that industrial productfon 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 reported by the Soviets for 1981 and the 180 million
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Figure 5 (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.



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 average 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
bolstered Soviet livestock 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 supplies 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 Dépercent 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 low growth in retail saies is caused partly by
production problems 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. 1In internal
prices these purchases accounted for a substantial share of
reﬁail 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 1982--it 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 this 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 1970s have not gone away; some

of them, in fact, are just now reaching peak severity.
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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 1986. Growth 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 %3percent 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 U4
percent per year that prevailed in 1971-77 would be possible only
if productivity increased by nearly 1 %3percent per year. In
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 1981-82
GNP 53 3.7 2.7 2.1
Inputs of
labor and capital 4.1 4,2 3.6 3.1
Factor productivity 1.1 -0.5 -0.8 -1.0

2 From appendix C, Table 14,
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The likelihood 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-hearted enforcement and of workers often
ignoring appeals and threats designed to make them work
harder and longer, the long term impact would appear to be
marginal.

-- A substantial improvement in real incentives seems
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. Transportation 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 1like) 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 several 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 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:

-- 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.

-- All 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 1labor
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. Public tolerance of a
tough discipline drive 30 years after Stalin is likely to be
tenuous and transitory. 1In 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 economic
reforms to remedy fundamental problems 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 European 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 efficiency
are worst and replacing the managers responsible at all levels
with more competent people. 1Indeed, 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
@anagerial 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 Andropév'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 thzs 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 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. 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 ideologieal
journal Kommunist. There he states that only change within the
existing bounds of socialism will be considered.

Consequently, 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, and what commitment it is prepared--or
able--to undertake in attempting to enforce its will. A case in
point is the recently announced economic experiment--Andropov's
only significant new program to date. When closely 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. 1In 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. Indeed,
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 1eader§hip
to mobilize resources 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 1ikely 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 thought 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-19803
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 to improving the existing
economic system makes Soviet economic prospects seem

slightly 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 on deriving implicit costs from published Soviet economic

statisties. The second, used only by CIA because of the large

amount of data on Soviet military activities needed to apply it,

is the direct-costing or building-block approach. This approach

requires the identification and enumeration of physical elements
of the 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 based 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 g
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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 logisties 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 aircraft 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

~ . e

there. Our projection of future weapon production, however, is

obviously less certain.

We are somewhat less confident in the prices we use. We

m——

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
undoubtedly 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 weapons 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 - RDT&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
(inecluding 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. /alf(’74<’/4bv”22€%““i

Once again, the results, not including RDT&E, can be

aggregated by service, mission, or resource category.
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