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ALLOCATION OF RESOURCES IN THE SOVIET
UNION AND CHINA—1987

WEDNESDAY, APRIL 13, 1988

CONGRESs OF THE UNITED STATES,
SuBcOMMITTEE ON NATIONAL SECURITY EcoNOMICS
oF THE JOINT EcoNnomic COMMITTEE,
Washington, DC.
The subcommittee met, pursuant to notice, at 10 a.m., in execu-
tive session, in room SD-538, Dirksen Senate Office Building, Hon.
William Proxmire (chairman of the subcommittee) presiding.
Present: Senator Proxmire and Representative McMillan.
Also present: Richard F Kaufman, general counsel.

OPENING STATEMENT OF SENATOR PROXMIRE, CHAIRMAN

Senator ProxMIRE. This is the 15th year of the annual hearings
on the “Allocation of Resources in the Soviet Union and China.” It
will be the last in the series that I preside over, but not the last in
the series. I will be retiring at the end of this year. The Joint Eco-
nomic Committee performed the role of monitoring developments
in the centrally planned economies before I came to the Senate,
and I am confident it will continue performing this role after I
leave.

It is interesting that the United States and the Soviet Union
were in a period of détente when these hearings began in 1974, and
we now appear to be entering a new period of improved relations.
Hopefully, this period will last longer and produce more meaning-
ful results than the earlier one.

But the questions before this subcommittee are more factual and
analytical. Qur purpose is to improve understanding of how the
economies of the Soviet Union and China work. Today we will
focus on the Soviet Union. A review of developments in China is
scheduled for April 21.

Momentous changes are taking place in both countries. It seems
ironic that the Soviet Union introduced its version of communism
into China and the East European countries and is now importing
economic reforms from some of those countries.

THREE YEARS UNDER GORBACHEV

Three years have now passed since Mikhail Gorbachev took over
as leader of the Soviet Union. In that time he has introduced a
number of reforms and made other proposals for change which he
called revolutionary in character.

(1)
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There are many important aspects to the reforms. To me, it is
most significant that a Soviet leader has admitted that the Stalin-
ist system of central planning has failed.

At this point in history, it is fair to say that the Western mixed
capitalist systems are winning the economic race with socialist cen-
tral planning.

The questions we must now address concern what happens in the
future, the degree and nature of change in the socialist countries,
and whether more peaceful and productive relationships are possi-
ble. It should go without saying that we have to continue to watch
closely and analyze carefully economic developments in the Soviet
Union.

This morning we will hear from spokesmen from the Central In-
telligence Agency and the Defense Intelligence Agency, who have
prepared a joint report entitled “Gorbachev’s Economic Program:
Problems Emerge.” The joint report will be made part of the hear-
ing record.

Our witnesses will be Douglas J. MacEachin, Director of the
Office of Soviet Analysis for the CIA, and Major General Frank B.
Horton III, Deputy Director for Foreign Intelligence, DIA.

Congressman McMillan, do you have an opening statement?

Representative McMiLLAN. I have no opening statement.

Senator PRoXMIRE. Gentlemen, I welcome both of you before the
subcommittee. I would like each of you to spend about 10 minutes
summarizing your joint report and then we will go directly to our
questions.

I hope that we can sanitize the results of the hearing as prompt-
ly as possible and make them available to Members of Congress
and to the public.

[The joint report of the CIA and DIA follows:]
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‘GORBACHEV’S ECONOMIC PROGRAM: PROBLEMS EMERGE"
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CENTRAL INTELLIGENCE AGENCY
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Summa rv ] ) .

Gérhachev's anbitious program to create a modern, more dynamic Soviet
economy ran into troudle in 1987, Familiar problems with poor weather and
transportation hottlenecks were compounded by the disruptions caused by the
introduction of economic reforms, with the result that Soviet GNP grew by less
than one percent last year--a rate reminiscent of the late Brezhnev period.

The new quality—contrdY program (gospriyemka) introduced in 1500
fndustrial enterprises proved to bhe particularly disrupiive, especially early
in the year. 7The introduction of wage reform, ministerial and enterprise
staff reductions, and, to a lesser extent, new financial reforms, further
complicated the enterprise managers' already difficult and confusing task.
Buffetted by these disryptions, industry grew hy only about 1.5 percent, and
the criticai civilian machine-building sector did not expand at all, Harsh
weather 21so hamperec acricul:ure, where output fell 3 percent below the
pr§vious year's record leval,

The effects of the sharp stovdown in growth were felt unevenly across the
economy, In line with Gorbachev's emphasis on the modernization program,
investment appears to have been given top priority. Major defense programs
also appear ta have continued on track, although Gorbachev demanded that the
armed forces use resources more efficiently and some cost cutting measures
were apparently instituted. The real loser in 1987 appeared to be the
consumer who--n0w three years into Gorbachev's economic program--has seen
almost no increase in his standard of Tiving.

While slow growth in Soviet GNP~--and the attendant problems 1n.resource -
, allocations--were the most obvious signs of the economy's difficultieé. the
real prohlems for Gorbachev lay elsewhere., The leadership had hoped that a

strong economic performance last year would provide a firm foundation for the



future development of Gorbachev's economic program, but this did not occur.
Enterprisec still zppear to be confused by contradictory guidelines for
implementing the self-financing reforms being introduced this year; shortfalls
in 1987 machinery output will limit the pace of modernization; and
transportation bottlenecks persist, In addition, shortages of consumer goods,
reduced job security, and widespread concern over potential increases in
consumer prices are undercditing the prospects for improved worker
productivity.

In light of these problems, the short-term outlook for Gorbachev's
economic program is not good. Although considerable year-to-year fluctuations
are possible due to weather and other external factors, we project average
annual GRP growth of 2 percent or less during the rest of this Five-Year Plan
(1988-9b). nder these circumstances, we believe that if, as seems likely,
the leadership cortinues to pursue its high-investment strateqy and provides
some increase in consumer goods to motivate workers, it will have to tap
resources fror one or all three of the following areas:

Defense--Defense currently claims 15-17 percent of GMP--including an

especielly large share of the output of the critical machine-building

sector and large shares of the highest quality materials--and, thus is a

prime candidate to support Gorbachev's modernization program., The

defense industries are already being drawn into helping the consumer-
oriented industries, and the military is placing increasing emphasis on
more efficient use of resources and on personnel accountability.

Other Sectors~-Gorbachev could also try to slow the growth of investment

to other sectors of the economy to find additional resources for

modernization and the consumer, Energy and agriculture, which take about
half of Soviet investment annually, are prime candidates, although any
major reductions in these sectors would disrupt output, whlch could have

2 ripple effect across the economy. -

Abroad--Continued economic difficulties would make fncreased imports an

attractive option, especially in selécted areas such as energy and

machine tools., Although Gorbachev has repeatedly indicated that the
machinery for modernization must come primarily from domestic production,

the Soviet Credit r2tieg in tha Hest remains good and the IISSR has
considerable room to expand imports beyond the current levels.



Prospects for increasing imports from Eastern European allies--which need
machinery for their own domestic modernization programs--are less bright,

While it is still too early to tell how far Gorbachev will go in tapping
each of these sources, we should begin to get some good indications as to the
chofces the Soviets are making over the next year, Decisions on economic reform
will probably be maée and the fundamental goals of the next fifteen-year plan
(1991-2005) could be anetlgd at the All-Unjon Party Conference in June-<the A
first such conclave in nearly 50 years. The emphasis placed on traditiona]i
growth targets as opposed to modernization and reform in leadership speeches and -
the Soviet press will provide additional insights into the policies Gorbache&
intends to pursue.

Whatever direction horbachev follows, we believe that if the economy
continues to perform poorly in the next few yearé, tension within society and °
the leadership will increase. Bureaucrats will become increasingly frustrated
by loss of privileges and status and by demands that they shqw greater
initiative, Military leaders are lixely to become more and more uneasy 1f'
benefits from the industrial modernization fail to materialize. Soviet citizens
will need to see some improvement in living standards if the regime is to
achieve necessary gains in worker productivity and avoid widespread
discontent. Although Gorbachev appears to be working against no set timetable,
failure to head off these tensions would, at a minimum, make it more difficult
to pursue his economic program vigorously and could, ultimately, call into

question his strong political position at home.
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Scope Yote

This joint CIA-DI3 report is the third in a series evaluating the
performance of the Soviet econormy under Gorbachev and analyzing trends in
resource allocatior, nata on Soviet economic performance in 1987 are
preliminary and, as in past yezrs, will probably be revised nghtly as more

complete information on 1987 results becomes available.
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Introduction

Last year--¥ikhail Gorbachev's third in power--was expected by both Western
observers and the Soviets themselves to mark an important stage in the Soviet .
Teader's efforts to revitalize the USSR's economy. After enjoying respectable
growth in 198F, the Soviets lauriched a new program of quality control designed
to make such increased orowth a more meaningful and legitimate indicator of
progress than in the past: They also proceeded with their efforts to sgrengthén
the discipline in the workplace, modernize the industrial base and reform their
system of economic incentives. In so doing, however, they came face-to-face
with problems that highlighted the extraordinary difficulties of their task.
Tnis joint CIA-Dif report assesses Gorbachev's program as the Saviets approach
the midway point cf the Twelfth Five-Year Plan (1986-90). It begins by
descriving his policies, how they have fared so far, and the impact they have
had on Soviet military programs. The paper then analyzes Soviet economic
prospects througn the early 1990s, noting possible adjustments Gorhachév‘might
make to his policies should his progras con;inue to falter. Finally, the paper

discusses passihle leading indicators of changes in Soviet economic policy.

Gorbachev's fa=aplan

Gorbachev has grouped his efforts to revive the economy under the broad
rubric of perestroyka, 2 term that 1ncluaes three major elements--tightes
econonic discisline, industrial modernization, and economic reform. He has
characterized his prograr as one of “in-depth, truly revolutionary -
transformations” ard justified the need for such professedly radical measures by
clairing that hv the time hz came to power the Soviet economy had reached a
“orecrisis” stage.

flearly, Gorhathev has some hasis for his harsh description of the late
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Brezhnev period and the Andropov and Chernenko years., DNuring the decade pfior
to 1985, the Soviet economy not only experienced a sharp slpwdown in growth but
also failed to match the West's rapid rate of technological advance, Although
the USSP continued to strengtﬁen its strategic and conventional military forces.
during this periad--primarily byAdevoting a large share of resources to
defense--the Soviet leadership had reason to be concerned that prolonged
economic and technological stagnafion would weaken the-USSR's military position
and undermine Soviet global gains (see figure 1).

When Gorbachev becane General Secretary in March 19R5, however, the
planning process for the 12th Five-Year Plan (1986-90) was nearly complete.
Although he rade some adjus:ménts to the plan, he was limited in his ability to
institute major new programs. Thus, he initially sought and achieved.some .
short-term gains by extending and iatensifying Andropov's discipline campaign,
by making whalesale personn21 changes, and by reorganizing the buréaucracy. At
the same timg, he 1aid the groundwork for a longer-term strategy by calling for
a reversz] of the slowdows in investment growth that began in the 1970s. In
1987,'Gorﬁechev expanded his efforts by instituting 2 quality control program
(oosprizemia\ and by emhracing an economic reform program that goes much further
than that of his predecessors.

ATthough Gorbachev's program is comprehensive, it is in some'respects
inconsistent, particularly with regard to tihing. For example, his goals for an
{mmediate acceleration in the growth of national income and 2 pronounced
jmprovement in the quality of output are, in our view, fundamentally .
incompatible, while his pl2n to change traditional economic planﬁing and
adninistrative procedures dramatically has been thrust upon a largely unprepared
burezucracy. Monetheless, at least initially, the economy showed some signs of
revivel under Gorbachev's prodding, Good weather and the discipline campaign

comhined to hoost economic crowth during the last half of 1985 and 109¢
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Figure 1
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1937,1h0wever, as Gorbachev's broader program was put in place, fts inherent
conflicts surfaced and caused major disruptions throughout the economy.

1937; A Nifficult Year

The growth targets in the 1987 Soviet economic plan were extremely
ambitious, even if the Soviets had not planned to introduce a host of new
economic and administrative reforms. Yet, even while calling for high rates of-
growth across all sectors of the economy, the Soviets introduced gospriyemka 1n:
1500 enterprises {producing about 20 percent of industrial output) and
implementec new financia! and managerial arrangements in selected factories.
Although the leadership realized that changes of this magnitude would be
disruptive, the Soviets almost certainly did not fully anticipate the
difficulzies that ensued. For example, monthly government plan fulfillment
reports repeatedly criticized economic managers for not anticipating and dealing
with the disruptions that occurred, These disruptions, combined with weather-
related problens and supply bottlenecks, resulted in Soviet GNP growth of less
than 1 percent in 13£7-.3 rate reminiscent of the late Brezhnev years (see table
1 and figure 2).

Table 1

1ISSR:  GHP by Sector of Originl
{annual percentage growth)

1981-85 1985 1986 19872
1) 3 1.? 0.6 3.9 0.5
soriculture 2.1 -1.6 8.2 -3.1
0Dt her Sectors 1.0 1.R 2.5 . 2.0
of which:
Industry 1.7 1.5 2.5 1.5

CIA estimate calculated in 1982 rubles at factor cost.
orelirinary,

W)

Tnis measure of agricultural output excludes intra-agricultural use of farm
products byt does not make an adisstment for purchases by agricultura fron
other sectors, Value added¢ in agriculture declined by 5.2 percent in 1637,
compares with an avarage annual rate of growth of 2.7 percent in 1931-86,
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Figure 2
USSR: Economic Growth, 1981-90
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Almast all sectors of the éconony failed to match the gains achieved in
1§86. After registering a modest increase in 19Rf, industrial groﬁth dipped to
1.5 percent, with performance in seven out of the 10 industrial branches down
compared with 1986, The machine-building sector--key to Gorbachev's
modernization plans--registered no increase in output, and the resulting
shortfalls in equipment }or investment reverberated throughout industry and thg:
rest of the economy (see inset), Producers of basic materials--metals,
chemicals, and sc forth--also failed to meet plans, posting lower growth than
in 1986. Exacerbating industry's problems, the volume of freight transported
was nearly the same as in 1986. 0On a more positive note, the energy sector did
wall, as higher investment in 1986 and 1987 yielded dividends. As a result,
the economy was relatively free of energy bottlenecks, and Moscow was able to
hoost its hard currency earnings by stepping up fuel exports to the West. (Seé

Appendix A for a more detailed description of Soviet. economic performance in

1987. Appencix B presents selected statistics on the Soviet economy.)

Agricultural output, meanwhile, was down 3 percent from 1986's record
Tevel: Nonetheless, Soviet success in maintaining relatively high agricultural
output in 1987 in the face of less than favorable weather reflected at least a
partial victory for GorbacheQ‘s farm policy. Crop-production declined by 5
percent, as late spring and heavy frosts in May caused a 30-percent drop 1n”
fruit output and prohlems for other crops. -A 21l-million-ton grain harvest,
while the largest since 1972, was only 1 million tons more than the 1986
harvest and thus contributed little to growth, Moreover, the poor quality of
the harvest--due to wet weather during the harvest--led to increased imports of
milling-quality wheat during the second half of the year, The grain harvest,
however, dicd combine with an excellent forage crop and si}ab1e grain imports to

boost meat, milk and egg production to new records.
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Inset

Machine Building--The Focus of Gorbachev's Modernization Plans

Gorbachev has argued that the key to long-lasting improvement of the
USSP's economic situation is the continuous introduction of increasingly
productive machinery and equipment. The modernization program, therefore,
depends heavily on improvements.in machine building and metalworking--the

sector that produces these producer durables, as well as consumer durables and.
military hardware. The anbitious targets of the 1985-90 plan reflect the
sector's importance: :

Qutput is to increase by 43 percent during 1986-90.

Targets for high-technology equipment are even higher. Planned growth
rates are especially high for numerically controlled machine tools (125
percent), computer equipment (150 percent), flexible manufacturing
systems {200 percent), robots {225 percent), and processing centers {330
percent).

Cuality and technological level are to improve dramatically., By 1990,
85-90 percent of the most important types of machinery output will be up
to "world technical levels," compared with 13-15 percent for civilian
machinery in 1985, MNew machinery is to be at least 50-100 percent more
productive and reliahle than previously produced equipment,

New machinery is to be introduced more quickly than in the past--by 1990,
13 percent of machine-building output is to be in its first year of
procuction, up from 3 percent in 1985,

8y 199), 60 percent of the sector's own machinery is to be new, i.e.,

brought on line during the preceding five years. To reach this goal,

investment in civil machine-building ministries is to rise by 80
percent. Meanwhile, the withdrawal rate for old capital is to double by
199), while the withdrawal rate for machinery is to quadruple.
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While indifferent performance in industry and agriculture was the most

" obvious sign of the economy's probhlems, the real “bad news” lay elsewhere, The
leadership hes hoped that a strong economic performance last year would provide
2 foundation for the future development of Gorbachev's economic program. It
was counting on mare machinéry pf higher quality to accelerate produ?tidn in
198R anc¢ heyond, & shift in output to newer products to help the modernizationi
drive's push for procuct renewa],.and advances in gosgéizemka, self-financing, .
and wage refor= to provide a base for greatly expanding reform in 1988, 1If
sych a foundation had been laid, then low overall growth would not be a serious
concern, It could even be taken as a sign that Gorbachev's initiatives were
being implemented,

This, however, was not the case, Shortfalls in machine bui1din§ wilil .
limit investment growth, especially in 1988, Moreover, to judge from reports
in the Soviet press and leadership speeches, there was no major improvement in
overall procuct quality. Finally, prohlems encountered with the introduction
of self-finanzing and wage reform, combined with the alarms sounded by Soviet
econo;ists regarding the lack of preparation for changes this year suggest that
1927 also failed to lay the proper groundwork for expanding reforms,

) In short, the USSR enters 1982 with many of the same problems that it
started with in 1987--1ow worker productivity, poor quality machinery
throughout much of the economy, and a society i1l-prepared for economic
reform, ‘nless Gorbachev can achieve better results this year in implementing
his program than last, his efforts to revitalize the economy are likely to
falter and tensions within the leadership are certain to mount as the Soviets

are forced to make increasingly tough resource allocation decisions,
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¥hat Went drors? ' . . -

Harsh winter weather e;r1y in the year, traditional supply problems, the
introduction of 5 disruptive quality control campaign, difficulties with self-
financing and other new econamic reforms, retooling, and a slackening of labor
discipline all contributed to the Soviet economy's 1aékluster performance in
1987, '

A record cold snap 1n'5anuary and unseasonably heavy snowfalls in February
hit hard at basic mate~ials, accounting in large part for the falloff 1n~the1r
growth., Proguction stalled because of interruptions of raw material suppiies,
snspert bottlenecks, and increased requirements for fuel and lubricants,
Athough output of these products bounced back by mid year, the recovery was
not as rapic or as complete as in 1982 or 1985--also years of bad weather,
Agricu]iure's performance was 2lso hurt by poor weather. For example, cold
spring temperatures delayed plantings and held down fruit and vegetable output,
and heavy fail rains reduced the quality of the grain crop.

The introductior cf new quality control strictures further diminished
Soviet industrial gro<th, at times bringing production to a virtual standstill
and diverting resources to the repair of rejected goods. Although information
in the Soviet press indicates that quality control standards were relaxed
somewhat after the first quarter, gospriyemka dampened production during the
entire year, especially in the machine-building sector, which accounted for
about two-thirds of the program's 1,500 participants.

Self-financing and other economic reforms granting increased operating
autonomy to enterprise managers were also introduced in selected facilities and
left their merk as well, Confused by contradictory directives from above, many
ptant officials floundere?, struggling to find ;e1iable suppliers and meet

contract obligations. Sorbachev has also questioned the hitherto sacrosanct
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principles of ecalitarian wages and job security. A new pay system introduced
on 1 January 1957 increased wage differentiation and encouraged enterprises-to
cut excess workers and managers. Thousands of layoffs have already occurred,
and more are scheduted. Although the numbers involved are very small relative
to the size of the work force, tnis unemployment marks a radical departure from
previous policy. There have already been press reports of labor disturbances
over lost bonuses and oth;r'changes caused by the reforms,

Meanwhile, despite rising investment over the past two years, the Soviets .
fell far short of their plan to bring new capacity on stream and replace '
obsolete equipment, mainly because of shortcomings in the construction fndustry
and the inability of mechine builders to fulfill their commitments to
customers, The tautness in machinery supplies combined with other factors to
leave a high percentage of projects uncompleted throughout the economy (see
figure 3).

According tc the Soviet press, lesses in work time--caused by traditional
problers of supply interruptions and idle equipment--increased subétantia11y in
1987 qver 1926, Compounding these problems, Moscow lost ground in 1t§ human
factors campaign--the spur to improved economic performance in 1985-86.
Buffeted by wage cuts and increased unpaid overtime because of gospriyemka,
Soviet workers balked, at times resorting to work stoppages and reverting
increasingly to loafing and drinking in the work place (see inset).

Finally, althouc™ the overall Soviet foreign trade balance improved,
imports played a smaller role in boosting Gorbachev's program in 1987 than {in
1986 and failed to maie up for the shortfalls in domestic production, Despite
highef grain imports, preliminary data indicate that hard curren;y puéchases
from the Vest dropped by 15-18 percent in real terms, as imports of machinery

and equipnert apparently plurmreted. Fast European exports to the USSR also
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Inset

Diminishing Returns to the Human Factor

Gorbachev's "human factor” initiatives--discipline, temperance, and
improved work incentives--were intended to raise labor productivity for the
first two or three years of the 1986-90 Five-Year Plan while industry
retooled. Improved discipline helped boost productivity in 1986, but by June
of 1987 Gorbachev was complaining that momentum had been lost. According to
the General Secretary, "the incidence of drunkenness has increased again and
idlers, parasites, and p1lferers--people who live at the expense of others--
again feel at liberty."

Backsliding on discipline was one reason for the increase in work-time
losses cited in the 1987 plan fulfillment report, Other factors probably
played a role as well. The problems that traditionally lead to the greatest
losses of work time--supply interruptions, poor organization within
enterprises, equipmert shortages, and breakdowns--were exacerbated last year by
the weather, by resulting failures in the transport system, and by Gorbachev's
economic reforms, Expanded use of second and third shifts also added to work-
time losses in many enterprises. Downtimes are frequent on late shifts because
of a lack of support personnel and because workers often leave early.

According to press reports, for example, many workers in Asiatic republics quit
after being assigned to the evening shift,

Finally, the personnel and organizational problems associated with self-
financing and wage reforms contributed to labor unrest in some enterprises,
Leningradstave Pravdz reported that workers in a Tocal furniture factory held a
two-day strike in rFebruary of this year to protest a substantial drop in wages
between Necemher and 1anuerv, when new reforms were put in place. The paper
blamed the plant management's poor transition to self-financing for the
disturhance, Aionc the same lines, Soviet press reported last November that a
three-day strike a2t a major bus factory, also over loss of income,
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grew orly marginally, at least temporarily derailing Soviet plans to increase
their contribution to Soviet economic development. Although Gorbachev has
stated that he wants to base his economic program 6n domestically-produced
machinery, we do nct believe that a substantial short-run drop 1n machinery
jmports was part of his plan,

Trends in Resource Allocation

The effects of ;he sﬁa}p slowdown in growth were felt unevenly across the
economy. In line with Gorbachev's emphasis on the modernization prograﬁ, .
investment appears te have heen given top priority. Mzjor defense programs
also appear to heve continued on track, although Gorbachev has domanded that
the amec forces use resources more efficiently and some cost-cutting measures
were apparently instituted. The real loser in 1987 appeared to be the
consumer, who--now three years into horbachev's economic program--has seen
almost no increase in his standard of living.

Investment. DMespite the economy's problems, new fixed investment growth
appe:rs to have come close tolthe plah targét (see table 2}, Nonetheless,
problem§ surfaced with respect to the use and composition of investment. _The
goal for completing new projects was not achieved, New capacity brought on
strea~ grew by only 5 percent compared with a goal of 12 percent--the second
year of substantial shortfalis in delivery of the planned capacities neede& to
support modernization, The Soviets also had little success in their efforts to
increase the efficiency of investment by directing more of it into new
machinery and equipment and less into new plant and structures. According to
Soviet data, the share of machinery and equipment in total new investment in
industry did not rise in 198, and given the strains in the civilian machinery

sector, the shzre prohedly grew little, if at all, last year.
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Table 2

USSR: Selected Indicators of Capital Formation

{average annua) percentage rates of growth)

'1976-R0 1981-85

New fixed capital investment 3.3 3.5

State productive capital

jnvestment (1) in the

retooling and

reconstruction .

of existing enterprises K& 7.1

Commissionings of
new capacity 4,4 3.0

1986
8.3

1987 .
Preliminary

4.7

NA

5.0

(1) State capital investment is total investment less investment by
State productive
capital investment further excludes investment by the government for services

cooperatives, kolkhozes, and individuals (in housing).

and housing.
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Nefense, DNefense spendinc also appears to have increased in 1987,
21though estimating the preéise rate s subject to great uncertainty because of
difficulties in assessing recent expenditufés on research and development and
operations and maintenance., Although changes in procurement spending are also
difficult to detect immediately, the available evidence suggests that major
weapon programs proceeded on track. Our pre!iﬁinary estimate is éhat'
procurenient grew by rough}y‘3 percent in 1987 (measured in constant 1982
prices), consistent with the growth noted in the preceding few years. Growth

was driven primarily by procurement of offensive and defensive strategic

(3]

pons cateqories, the largest jump in outlays was for ship
and submarine procurement, principally because of continuing expenditures on
the Typhoon and Delta 1V SSBNs and the Sierra-class and Akula-class SSNs.
Ouzlays'for the 1L-75 CAuDID and the strategic SA-10 missile system $1so helped
to push up spending. These systems had already begun to be deployed or were in
the final stages of development when Gorbachev became General Secretary.

While apperently leaving major procurement programs alone, Gorbachev was
increasingly vocal on the need for military support of the modernization
campaign, Early in 1987 he called defense a “great burden" on the economy and
indicated that, in the future, military requirements wouid have to be based on
the principle of "reasonable sufficiency,” a principle which, while not yet
authoritatively defined, has been cénstrued by some Soviet commentators as
requiring a "least cost” response (see inset). While accepting the principle.
of “reasonable sufficiency," the military services' only response observed so.
far has been to trim some operations and maintenance costs through ;n emphasis
on discipline and greater efficiency. The navy, for example, probably in
response to both economic and operational requ{rements, has reduced its out-of-

. . . e
area operations, while recent articles in the military press indicate that some
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Reasonable Sufficiency

In seeking to balance the needs of the civilian and military sectors of
the economy, Gorbachev has claimed that the Soviet linion will not deploy
military forces beyond what is required for a "reasonable, sufficient
defense." The Warsaw Pact Political Consuitative Committee endorsed this
concept in the declaration on military doctrine issued in May 1987,

The Soviets. however, have not provided a detailed explanation of how thqy
define reasonakle sufficiency, and its implications for Soviet force posture
are probably still under discussion. Senior party secretary Aleksandr
Yakovlev, writino in Kommunist in May 1987, called on social scientists to work
with military specialists to give substance to the concept.

Soviet commentators have clearly differed among themselves as to the
meaning of syfficiency. Most civilian and even some military specialists have
argued that the USSR need not, and should not, match every weapon program
undertaken by a potential adversary, emphas1z1ng the detrimental effect of the
armns race con the economy., A few have even advocated unilateral force
reductions. Other commentators, many of them military officers, have
interpreted "defense sufficiency” in more traditional terms. They contend that
weapon reductions should be mytual and that an increase in Western military
power must be offset with a proportional increase in Soviet military
capebility., DNefense Minister Yazov, for example, wrote in a July 1987 Pravda
article that "tne limits of sufficiency are set not by us, but by the actions
of the United States and N:T0,"

Yazov and other military writers have also taken the view that defense
sufficiency includes an offensive capability. For example, in his book
Gua~ding Sozialism and Peace, Yazov noted:

“Soviet doctrine considers defense to be the principal form of action for
the repulsion of aggression.---But, it is impossible to destroy the
aggressor with only a defense., Therefore, after the invasion is
repulsed, troops and forces of the fleet must be capable of conducting
decisive offensive operations.”
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ground force units have been given specific goals for reducing the use of fuel
and other resources. In addit%on, longstanding Soviet efforts to extend the
service lives of various weapons apparently have been given additional
emphasis.

Consumption.  Although Gorbachev is apparently counting on fncreased
worker contribution and deqicatidn to help achieve his ambitious mbdernization
targets, the consumer was SQain shortchanged in 1987, Per-capita consumption :
rose only slightly last year, by 0.7 percent; sales of a number of key consumer
goods--including vegetahles, clothing and textiles, footwear, and alcohol--
declined. Meanwhile, becausé of the unzvaflahility of the desired goods,
unsatisfied consumer demand continyed to accﬁmulate as wages fncreased by 2.6
percent. Other evidence of excess demand included press references to higher
collective farm market prices and a ten-percent increase in savings bank
deposits.

The Soviet population apparently supports perestroyka in principle, but-
most workers. according to one Soviet survey, do not believe they have
benefited from it., The impact of many of the reforms initiated in 1987 has
Just begun to be felt by the consumer and could dampen rorale even further in
1988:

--Gospriyemka has resulted in lost bonuses and unpaid overtime for
corrective work and prompted work stoppages in protest,

--Yage reform in many cases will leaq to tower wages, demotions, and
some lost jobs.

--Ministry staff reductions are eliminating thousands of Jjobs and

disrupting work, as those still employed worry about their future.
--Self«financing, which 1inks wages and output, could reduce wages {f
output falls, even if the reasons--for example, interruptions in’

supply--are beyond the workers' control.
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Where Gorbachev's Progra~ Stands

Last year was to be a year of transition for Gorbachev's economic program,
one in which his policies were to begin to provide the basis for the Soviet
economy's transition to 3 sel?-sustaining path of higher growth., Gorbachev
has prepared 2 blueprint for the.modernization of the Soviet industrial base
and reform of the eéo&omit-system, and the implementation of his program has
hegun, Three years into Gorbachev's rule, both major elements of his economic.j
program have displayed significant strengths and weaknesses. The question--
which remains to he answered--is whether the slow growth and disruptions that
occurred in 1987 were transitory phenomena or harbingers of even more
widespread problems,

Industrial Modernization: The Record After Three Years

The progress of the industrial modernization program is best reflected in
civitiar machine building, the sector that Gerbachev has described as crucial
to the success of his plan. Overall, the scope of Forbéchev's program for
restructuring the machine-building complex is impressive. All operations
withié the sector--from research and production work at institutes and plants
to high-level planning and adrministration in Moscow--have been engaged, and the
policies implemented over the past three years have addressed the most
significant issues at each level. But the pace and inconsistency of
Gorbachev's policies have thrown machine building and all of industry into a
state of turmoil,

The high targets that machine builders have been tasked to achieve in the
19R6-90 perind are overwhelming in and of themselves. As the 1987 results
showed, moreover, major elements of Gorbachev's program for the machine-
building sector are intrinsically contradictory because the sector is being

forced to do everything at once: retool, increase quality, conserve resources,
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change the product mix, and accelerate production. Thus, it is not surprising
that machine builders could not meet their goals for the first two years of the
five-year plan and that the modernization program is behind schedule:

-~ In large part because of disruptions resulting from retooling and
quality control, civilian machine builders only managed to match 1986 -
output 1eve1s.A'Qefense machine-building ministries, less affected by B
these disruptions,‘probably grew faster than their civilian ministry E
counterparts.

-- Althougr civilian machine huilders met--and at times exceeded--their
targets for introducing new products, press reports indicate that the
new ezuiomer: is not as advanced or productive as originally
envisionred--in part because enterprises do not have the time to
upgrade their production technology without risking a fall {n
production,

-- Civilian machine builders were able to increase investment
substantially, but pressures to keep production levels up and
shortages of equipment have prevented them from meeting plan targets
for retooling the industry.

When production dropped sharply at the beginping of 1987 and then
recoverer only siowly, quality standards were apparently relaxed for two to six
months at many of the plants under gospriyemka, and the constraints of self-
financing were deferred, according to the Soviet press. As months passed
without a rebound, however, Soviet leaders unleashed a barrage of criticism a{
the machine-building sector,

Nonetheless, the leadership shows no sign of backing down on the
modernization program. Gorbachev has stressed that, “No retreat is

permissible fro- tne program.... There will be no turning back.” His strategy

90-586 0 - 89 - 2
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appears to be one of maintaining forward momentum, while relieving pressure so
2s not tc push machine builders too hard. In line with these considerations,
Moscow appears tco be changing its tactics for dealing with the sector,

Rezlizing that continued, unrelenting criticism would only make matters worse,
Soviet leaders have become more upbeat. For example, in his speech before a
group of media chiefs this-January, Gorbachev praised machine builders for the i
rate at which they were renewing products and noted that "qualitative changes® .
are also being mace in science and technology.

Economic Refor=: £ {ong Way To Go

Gorbachev has also pledged not to retreat from the major objectives of his
economic refors program--the other key element in his drive to bring about the
Tong-term, self-sustaining improvements that he is ultimately seeking for the -
Soviet economy., Indeed, 1987 witnessed a major expansion of his reform agenda.

Refore the June‘1957 Central Committee plenum, it was not even clear that
Gorbachev had a unified blueprint for economic reform. He had started out by
extending Andropov's and Chernenko's reforms in the industrial sector on
p]annihg an? finance, and introducing self-financing, wage reform, and planning
reform on a small scale, In addition, he had established a commission in
January 1983 to develop a program of reform legislation, and had sanctioned an
unprecedentedly wide-ranging debate on economic reform, This discussion
reached a crescendo just before the Central Committee plenum in June 1987,
which was called to rafify the new program.

The June plenum, however, approved guidelines for a "new economic
mechanism,” which is to be "almost fully" implemented by the start of ‘the 13th
Five-Year 21an in 1921. As of 1 January 1988, reforms were introduced or
expanded to affect a large portion of the economy (see inset). These include

self-financing, newv planning practices, wholesale trade, changes in the banking
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and credit system, wage reforms, new foreign trade procedures, and
reorganization of the pr;duction and foreign trade ministries. With their
adoption, Gorbachev has replaced his predecessors’ piecemeal approach to reform
with a much more comprehensive program., If fully implemented, this reform
package would greatly changg the USSR's economic structure., The role of
Gosplan and other national planning organizations would be limited to long-
range, national planning, while the day-to-day operation of the economy would
be targely handled at the enterprise and local levels.

Nonetheless, while comprehensive, Gorbachev's reform program is not a well
integrated package, ana returns {rom its implemcn;aticn are lively to be
deferred--both hecause of loophotes in the reform legislation itself .and
becéuse crucial elemerts of the reform package héve not been worked out.
Indeed, Minister of Finance Gostev said that "the transition to the new
conditions of economic management is baing made on the march..." As a result,
many of the reforms are not scheduled for full implementation until the
beginning of the next five-year period. In particular, price reform--essential
for better decisionmaking at both the national and enterprise levels--will not
be completed until 1991, after the five-year planning process is finished.
Almost as seripus is the fact that the wholesale trade reform will not be fully
in place until 1992, Without free trade in supplies, encerprise managers will
find it hard to spend the profits that they are allowed to keep under self-
financing, As a result, more reform-rélated disruptions can be expected.

Near-Term Qutlook for Gorhachev's Program

How the Soviets perceive the success of Gorbachev's economic program will
depend greatly ypra which of its campeting objectives they consider to be more
important--long-termm modernization and reform or short-term economic growth.

Many of the modernization and reform initiatives impinge directly on short-run
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graith. Gorbackev has indi;ated that two or three years will be required
before the positive effects of these initjatives are felt., If growth slows in

" the near term, however, fewer resources will be available to expand the
modernization effort or to satisfy key constituencies such as consumers and the
military, who are undoubtedly troubled by the disruptions that the reforms may
entail, -

The short-term ouilooi‘for growth certainly is not'good. Meeting the
targets established for the 1982 plan, for example, would require Soviet GNP
growth of nearly 8 percent, This seems clearly beyond reach (see inset).

. Given the disruptions that Gorbachev's program are causing and are likely to
continue causing for the next few years, we project average annual growth of 2
percent or less for the rest of this five-year plan, although consideraﬁ!e
year-to-year fluctuations are possible, Indeed, coming off of 1987's poor
performance, 1922 growth could rebound. substantially, especially if the weather
cooperates. A&lternatively, growth could even be negative in some years if
disruptions worsen or are accompanied by harvest failures or other major
probless,

Possibie Adjustrents

Because Gorbtachev's economic program is behind schedule and short-term'
growth prospects are not bright, we believe that as the Soviets begin to focus
on the next five-year plan, they will be looking for possible adjustments
during the 1923-00 period that will get the program back on track.
Specifically, the leadershis may:

-~ Llook for additional resources from defense, other sectors o} the
econony, or abroad,

-~ Decide to adjust its approach to economic reform and modernization.
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The 1988 Plan: The Pressure Builds

The Soviet economic plan for 1988 is, for the most part, in line with the
12th Five-Year Plan goals. Output growth targets match those in the five-year
plan; the machine building sector is assigned continued priority; and calls for
jncreased labor productivity, resource conservation, and improved management
are repeated. The 1988 plan appears to take little, if any, account of efther
the economy's shortfalls in 1987 or the scheduled implementation of
comprehensive economic reforms this year.

The 1932 production targets are totally unrealistic mainly because they
are expressed with respect to 1987 plans, which were substantially
underfulfilled. For exarple, industrial output would have to grow by 9 percent
this year to meet the plan., Because it is unrealistic, the 1988 plan will
probatly create imbalances and create still more pressure on Soviet fndustry
and other sectors of the economy to turn out production at all costs, even as
enterprises try to cope with the new reforms and an expansion of the quality
control system,

In terms of resource allocation, the 1988 plan suggests a higher priority
for the consumer. Investment resources allocated to housing and consumer
services reportecly have beesn raised substantially over the distribution
originally called for in the 1935-90 plan, The 1988 plan calls for overall
investment growth of 5.5 percent, compared with 4.7 percent in 1987 and 8.3
percent in 183A, The 19383 target looks low, however, given the many demands in
the economy for investment in modernization, in energy, and now in consumer-
related sectors, althouch it may be in line with the original five-year plan.

SSR:  Key 1982 Economic Plan Goals
Annual Growth (percent)

1988 Plan 1988 Pian

Compared with Compared with
1927 Pian’ 1987 Performance
GNP 4.3 8
Agriculture 3.4 6
Industry 4.5 9
Machinery® 7.0 20
8 Official plan goals based on gross value of output.
b Based 01 CIA estimates of production in 1987,
4

Civilian and Adafance machinery,



Finding More Resources

The leadership's ability to deal with these expected shortfalls in
production will be essential to the success of Gorbachev's modernization
efforts, At a minimum, we believe that if the leadership is to continue to
pursue a high investment stratégy--critical if the USSR intends to renew its
capital stock--then it will haveAtﬁ tap resources from one or all of three
areas outside the civilian‘ma:hinery sector:

-- Defense, -
-- Other sectors of the economy.
-~ External sources in Eastern Europe or the West,

Tapping Nefense. Defense currently claims 15-17 percent of GNP--including
an especially large share of the output of the critical machine-building sector
and large shares of the highest quality materials, Thus, it is a priﬁe
candidate to support Gorbachev's modernization program. Indeed, defense
industry already procuces investment goods--ranging from computers to tractors
and tramcars--both for its own use and for shipment to civilian customers. In
addition, the sector manufactures a large portion of such domestically-produced
consumer durables as refrigerators, radios, and TVs,

Until recently, lTeadership statements for defense industrial support to
the civil sector echoed similar calls in the early 1970s and 1980s, and, as in
the past, the leadership has complained that the defense industries have
largely ignored these appeals. During his opening address at the Central
Committee plenum in June, for example,-éorbachev attacked three defense
ministries for having a "formal attitude to consumer goods productian as

t

something secondary,” Additional reporting indicates that the defense
industry's contribution has fallen far short of the Soviet leadership's

expectations:
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-- Since the besinning of 1986, defense industries have been criticized on
at least 30 separaté occasions in industrial performance reports for
shortfalls in production of consumér goods and failures to improve
quality.

-- The Central Committee dismissed the director of a defense industrial
enterprise manufacturing teievision sets and issued "strict warnings”
to several defense industry ministers for their failure to improve the
quality of TVs and radios, according to Soviet news reports in June
1935, .

Faced with this poor performance, the leadership recently has stepped up
its pressure on the defense ind&stry to help retool light industry and food
processing. Nuring last October's Central Committee plenum on the food-
process{ng industry, Premier Ryzhkov blasted the state of food procegsing,
reaffirme? the leadership's commitment to retooling the sector, and then
presented the defense industrial ministries with a specific plan for their
involvement in the procram. He stated that the defense industries, along with
the other machine-buildino ministries, would be required to increase
dramatically--by “fourfold to ninefold by 1995"--their equipment deliveries to )
the food-processing sector, He added that the Bureau foé Machine Building, the
State Agro-lnﬁustria] Committee (Gosagrogrom), and an unidentified state
commission--which we believe to be the Military-Industrial Commission (VPK)=-
had been tasked to submit within 90 days a specific program outlining how their
ninistries would meet these production- targets. At an obkom plenum on 11 ‘
November, party Agriculture Secretary Nikonov repeated-Ryzhkov's st;tements on
retooling foo? processing, and he too cited the "fourfold to ninefold” increase
in the contridytion from the defense industries; )

‘ Even stronger evidence of a larger role for the defense industries came
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with a February 1928 press announcement that the civilian ministry resﬁonsible
for retooling the light and food industries--the Ministry of Machine Building
for Light and Food Industry and Household Appliances--would be dissolved and
subsequent press reports indicating that responsibility for some of its 260
enterprises was being transferred to defense industrial ministries.

Despite these changesn‘defense industrial participation in the civil
modernization program is unlikely to affect weapons production capabilities
greatly, at least for the next few years., As a result of the large-scale
modernization in the defense industries in the 1970s, the sector has in place
most of the equipment it needs to produce weapon systems scheduled for
deployment through the early 1990s. Therefore, any investment forgone in
weapons plants to supply tooling for civilian production could delay the
introduction of future weapons programs, but would not be likely to slow
current output.

Nonetheiess, Soviet defense industry is not without its own pressing
needs, In the near future, if not this year, it must begin serious commitments
to support the next generations of Soviet weapons (see inset). Any move to
reallocate resources from defense industry, however--even if it affects on]}
future weapons production:-wou]d be controversial and could spark opposition
from more conservative elements of the leadership. Thus, although Gorbachev
probably will look to defense for resources to bolster his industriatl
modernization efforts, we believe that he will move cautiously. National
security is a particularly sensitive area for the leadership, and Garbachev
probably would be reluctant to leave himself open to charges of weakening Soviet
defenses by pushing reforms or resource shifts that many in the military
leadership oppose.

One way to shift resources from the defense sector and head off criticism
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Inset . A o .
USSR: Selected Future Major Weapons Programs

Strategic offensive systems: New solid-and liquid-propellant SLBMs and a new
SSBN 1ikely by the late 1990s; and a replacement for the $S-18 follow-on 1CBM
and a new long-range cruise missile in the next century.

Strategic defense systems: New air defense ground laser, long-range
interceptor, and long-range air-to-air missile probably entering series
production by the late 1990s; and a new laser ASAT weapon, a variety of surface-
to-air missiles, and 2 new-AWACS aircraft in the next century.

General purpose ground systems: Series production of a new antitank missile and
2 new generation attack helicopter by the late 1990s; and new ground forces
vehicles in the next century.

General purpose air systems: New fighters and other aircraft and tactical
missiies in series production by tne l1ate 1390s; and a new transport and a new
airborne laser in the next century.

General purpose naval systems: An improved cruiser and submarine, new
helicopter, and new missiles in series production by the late 1990s; and a new
fighter and new ASW equipment in the next century.

Space systems: Space-baserd weapons by the h1d-19905, a variety of command,
control, commynications, and intelligence satellites by the late 19905, and a
space plane in the next century.
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would be to reach arms control accords that would slow the pace of US weapons
programs, especially SDI. Indeed, this fs probably one of the main reasons the
ﬂSSR is interested in a START agreement. Even more important than the direct
savings from an agreement--which could be signiffcant--Gorbachev probably sees
the targer process of amms confrol as his principal means of achieving more
stable East-West relations and dampening both external and internal pressure to
spend more on defense-;at Téast until he can reap the ﬁroductivity gains he

hopes to obtain from his industrial modernization program (see inset).

Squeezing Other Sectors. Gorbachev will also look to other sectors of fhe
econoﬁy to find the investment resources needed for his modernization prograﬁ.
But the chances for any real savings appear slim. Investment demands are rising
across the economy, while the leadership has apparently ruled out holding down
consumption any longer for fear of its impact on-productivity.

As part of restructuring, Gorbachev has said that he would like to reduce
investment in both the agriculture and energy sectors, which together absorb
about half of total Soviet investment. ;But both sectors will need more
investment ovef the next few years, Although'agriculture has enjoyed a high
priority since the mid-1960s--the agro-industrial complex takes about one-third
of total investment--this investment has not boosted output appreciably since
1970 (see figure 4), Crops are still lost due to inadequate transport and .
storage, grain and other food imports remain high, and rural housing and
associated infrastructure are poor. Although this sector might well take a
declining share of total investment, absolute reductions will be difficult to
achieve, i

Similarly, in the energy complex--which takes about 20 percént of
investment--returns to investment in fuels have been falling over the past

decade, and this trend shows no signs of reversing itself:
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Eccnomic Gains From Arms fontrol

Our analysis indicates that--although arms control need not result in the
transfer of resources from military to civilian programs--the Soviets could
reap some economic benefits from arms control, given the provisions of the
recently signed INF treaty and the type of reductions envisioned from a START
accord. The greatest potential -economic benefit to the Soviets from an arms
control agreement would be the avoidance of substantial new military .
expenditures, By avoiding the.deployment of follow-ons to, and modernization .
of, existing MRBMs and IRBMs, the INF agreement could perhaps save the Soviets
on the order of 1-2 billion rubles annually during the 1990s, as well as
release tens of thousands of troops and the workers in the plants producing INF
weapons for other duties. Near-term savings, however, will be reduced by the
costs associated with dismantling and destroying INF systems, which the Soviets
have claimec couid be substantial.

The direct savings from a deep-reductions START agreement is much less
certain, The actual amount would depend heavily upon the rate at which the
Soviets would modernize their forces, both in the absence of an agreement and
under such an accord., Under the Soviet START proposal, for example, total
savings might be Tess than those under the INF treaty if the USSR decided to
reach the warhead 1imit by scrapping most existing systems and replacing them
with new, more costly ones. Conversely, should the Soviets opt to reach the
warhead 1imit by curtailing future programs, slowing the rate of modernization,
and keeping existing systems longer, we estimate that by the year 2000
cumulative savings from a combined START and INF agreement could exceed 50
billion rubles, and make substantial numbers of soldiers and industrial workers
available for other employment.

We do not know hos the Soviets would choose to reallocate any resources
saved from arms control. Part of the savings might be used to strengthen
strategic defense, conventional forces, or research and development efforts,
Given the priority Gorbachev has placed on his industrial modernization
program, however, he probably would choose to allocate at least some of the
resources to the civilian economy. 1If the Soviets were to transfer all the
resources saved, we estimate the non-defense component of GNP could be as much
as 2 percent higher than it otherwise would be by the turn of the century,
Moreover, because strategic offensive forces claim a large share of the best
electronics, high-quality machine tools, and scientific resources--al1 of which
are vitally important to Gorbachev's modernization program--even small
reductions in these forces could help alleviate bottlenecks in these areas.

Beyond some long-term economic benefits from arms ‘control, Gorbachev and
the leadership probably see arms control as part of a larger process to ease
East-West tensions, and they probably calculate that amms control would lead to
constraints on Western force modernization., If Gorbachev can reach strategic
arms control agreements--while at the same time reaching some sort of
accommodation witn the US on other -contentious political issues--then he will
be in & f¥ch hetter position to push his modernization program at home and to
make whatever adjustments he feels are needéd in the defense Sudset. !mproved
US-Soviet political-military relations would also make it easier for the USSR
to expand commercial ties with the West,
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== It is becoming more and more costly to maintain oil production, as new
wells are deeper, less productive, and are located in more remote and
smaller fields compared with the past.

-- The new 0il and gas fields that are being developed offshore in the
arctic and onsho}e near the Caspian Sea will require huge investment
outlays., -

~~ Shifting domestic energy consumptioﬁ away from oil and towards gas and
coal will require the construction of new and costly pipelines and
other refining, transportation, and storage facilities,

In ihe past, Scvict leaders; including Gorbachev, have traditionally been
willing to sacrifice consumption growth for investment, Early in 1987,
Gorbachev made this policy explicit, indicating that the consumer must tighten
his belt for a faw years. Unlike in the past, however, the work force is being
asked to improve its productivity, agree to major changes in the "social
contract," and work on second and third shifts. The leadership, moreover, has
expressed increasing concern that the failure to increase the output and quality
of coAsumer goods has hurt morale and dampened the enthusiasm for Gorbachev's
program. Second Secretary Ligachev said last May, for example, that consumer
shortages had become a “brake on the economy." Gorbachev, speaking at an October
conference on the food processing industry, said that improving “the people's
everyday life" is more important even than modernization.

The 1923 plan reflects a new emphasis oﬁ the consumer:

-> Investment resources allocated to the so-called non-productive sphere
{principally housing, trade, services and education) have been increased
by 18 percent over the level originally called for in the 1986-90 plan,

==~ Targets for cutput of romsumer-crientad building materials have been

increased.
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- Goals for the production of food, clothing, textiles, and consumer’

services have also been raised. The share of consumer-related goods as

a share of industrial production is to rise, reversing the downward

trend of recent years;

Looking Ahroad, Besides seéking help from defense industry and other
sectors of the economy for the modernization drive, the leadership will also
Yook to Eastern Euroce and the Vest for additional support. Although some rise
in imports is possible, neither source is likely to be able to compensate for
domestic production shortfalls,
Eastern Europe is already a major supplier of machinery. Currently,
Eastern Eurcpe provides over two-thirds of Soviet equipment imports and is the
largest foreign supplier of machine tools, computers, and electronics. Althouéh
additions to capacity over the next few years should allow Eastern Europe to
increase its exports of some types of machinery to the USSR--especially machine
tools from East Germany--there is a large requirement for advanced machinery for
domestic investment in most Eastern European countries, and their Ieaderg would
resist sacrificing their own development programs, In addition to having their
own economic problems, many Eastern European countries are facing a period of
political transition--a poor time for the Soviets to push for greater austerity.
Moreover, hecause of improving terms of trade, Eastern Europe finds itself in a
better position than in the past to oppose any demands from MoscoQ for additional
support. The value of Soviet energy deliveéies to Eastern Europe--which comprise
the bulk of exports to the region--fell by 7 percent in 1987 as a rdsult of lower
oil prices.
In addition, the Soviets are aware of the limits on what they can expect from

Eastern Europe. Gorbachev has made economic modernization not only phe goal for

1
the USSR, but for the Uarsaw Pact as a whole. In so doing, he acknowledges the



'Y
VL)

trade-of f between Eastern Europe producing more low-quality machinery and progress
towards higher quality producté: higher output in the short run comes at the
expense of higher quality in the long run, To this end, the Soviets have
emphasized better quality exports in recent years and continue to do so.

In contrast to the limited prospects for increasing imports from Eastern
Europe, Moscow would probab]y find willing suppliers in the West, .Nestern
suppliers have been geared-dp since the start of the current five-year plan to:
increase sales to the USSR, only to find their expectations dashed, in pért by
Soviet cutbacks in purchases from abroad in response to lower 0il earnings, but
also by rectraincd Soviet buying in yeneral, based on leadership expectations that
modernization would be based on domestic production. The possibility that the
Soviets would look to boost imports 2as a result of the slow pace of modernization
in 1987, however, coupled with Soviet efforts to revamp its foreign frade
apparatus and establish joint ventures over the past year, has rekindled Western
interests (see inset). Moscow may eveﬁ be able to extract some trade and
financial concessions from Western governmeAts eager to give their firms the upper
hand in tapping Soviet domestic markets, Despite the sizable climb in the dollar
value of the hard currency debt in recent years--due as much to the continuing
rise of West European currencies and the yen relative to the dollar as to new
borrowing--the USSR is still regarded as an excellent credit risk by most Western
bankers,

At present, with a Tow debt-service ratio of about 25 percent, Moscow 1s in a
fairly good position to expand economic ties with the West., But sizable 1mpor£
growth over several years would increase Soviet dependencies, both on particular
products and on Western financing needed to make the purchases. Nonetheless, even
though Gorbachev hes stressed the need to modernize from within and is likely to

have set his own limits on Soviet-Western economic relations, the attractiveness
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Inset

Update on Soviet Jsint Ventures With the West

The Soviet leadership has pushed aggressively during the past 12-18 months to
establish joint ventures with Western firms, We believe that Moscow sees such
arrangements as better vehicles than current trade and economic relationships for
acquiring and assimilating Western technology, managerial expertise, and marketing
skills., As part of Gorbachev's modernization drive, joint ventures are intended
to upgrade Soviet production processes and thus spur exports of manufactured
goods, reducing Moscow's reliance on energy and other raw materials as its .
principal foreign exchange earners, Soviet plans call for 85-90 percent of the
*most important" machinery to be up to “world-technical levels" by 1990. '

Despite the initial interest shown by Western firms, progress has been
stow, Only 20 agreements out of 300 proposals have been concluded since the
legislation took effect at the heginning of 1987. The largest stumbling block
remains the inherent conflict between Soviet and Western commercial objectives.
Western businessmen are eager to tap a potentially lucrative Soviet domestic
market, but have little interest in helping the USSR become a world-class exporter
of manufactured goods to compete with their own foreign sales. Soviet
inexperience with many Western business concepts, such as management control -and
profit repatriation, are further impeding progress. Moscow has shown some ’
flexibility in negotiations and has modified the regulations to try to address
some Western concerns,

Only a sma1l number of joint ventures are likely to be in operation within
the next year or twd, and they will probadbly have 1ittle impact on Soviet hard
currency earnings or the quality of domestic production until the 1990s, Most of
the deals concluded, or those close to signing, appear to be relatively small
endeavors that involve simple production processes, Tow-level technology, and
little-foreign capital. A few large projects are under negotiation, but even if
agreerients are reached sometime in 1988, it will be years before these projects
begin full opereation.
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of Western a{sistance to ease the transition pains of some kéy sectors may
increase markedly if this year's economic perforﬁance repeats last yeér's.

Over the longer term Moscow would 1ike to finance any increase in imports -
through increased export earnihgs and, to this end, is exploring the possibility
of expanding ties to a number of gnternationaI economic.institutions. While a
major impetus for joining these organfzations is political, membership also would
confer some 1imited economic benefits. For example, the Soviets apparently i
believe that membership in GATT will expand their general knowledge of world trade
and also mzke Soviet exports eligible for reduced tariffs that accompany GATT
membership. In contrast, the Soviets have shown far less interest in joining the
IMF, Membership would require greater economic information than the Soviets have
previously been willing to share, the Soviets would be required to pay a sizable
subscription fee upon joining, and they would probably realize few econﬁmic

benefits from participation.

Slowing Econo—ic Reform

How fast Gorbachev will push the pace of economic reform is uncertain. In
the face of continued low economic growth, shortages of critical goods, and
discontent on the part of workers and nationalities, the tenuous balance in the
leadership could easily shift in favor of more conservative policies. Indeed,
in a speech to the media on reform this January, Gorbachev signaled a
willingness to retreat “if it turns out we made an error.”

If retrenchment occurs, we helieve that the more orthodox elements of
Gorbachev's pragrar to improve the system would probably survive, but that the
drive to make the economy more market-oriented and decentralized would be
aeempnasizes. Ine emphasis wosid de on increased dissiplineg and ar;::i:étio:a!-

reform,

-~
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-- The giscipline campaign would include renewed emphasis on the anti-
zlcohol program. We might also see continued efforts to increase
differentiation in wages between workers who perform well and those
who 20 not.

-- Organizational reform would continue to focus on some cutback in the
bloated centraI.bureaucracy and a rationalization of the stfucture in
an attempt to jo%n related economic ministries and central organs.

The reforms most likely to be weakened are those that would result in a
mzjor decentralization of economic decision making. The proposed reduction in
'ob]igatory plan targets and increased authority by the enterprises in the
allocation of resources would probably he the first to be affected, as would
plans to decentralize wholesale price formation. Reforms intended to increase
aqthority at the farm level would probably suffer the same fate, although the
emphasis on the collective contract--a way to increase discipline--would
probably continue. ldeological opposition and bureaucratic red tape would
probably prevent any significant expansion of the private and cooperative
sector.

Measuring Progress: Sians To Look For

In charting the progress of Gorbachev's economic program, the problem for
Western ohservers and for the Soviets themselves Qil1 be to understand whether
the policy shifts and reforms being ;arried out will be effective and to
identify indicators that can measure progress in areas such as quality and
technology, which are only indirectly measured in output statistics: Another
key question for Western observers will be how to gauge the commi tment of
Gorbachev and others on the Politburo to his policies. ﬁhile it is doubtful
that Gorbachev {or any successor} could ever fully turn back the clock and
pubiicly renounce perestroyka, how fast and how hard Gorbachev's vision will be

pushed is stil) a very open question.



[ 19
-3

The Upcoming CPSH Party Conference ) o

This year's most imporiant test of Gorbachev's political strength and of
the momentum of his reform agenda will probably come at the 19th All-Union party
Conference, to be convened on 28 June 1988, Gorbachev has invested a great deal
of political capital in the conference, which will be the first meeting of its’
kind since 1941, He evidently hopes to circumvent the current Central COmmittég
and use the conference to_rétify some of the more controversial elements of his
reform program and strengthen his grip on party organizations. Reflecting the
controversial nature of the conference, Gorbachev first proposed it at the
January 1987 Central Committee plenum but he did not receive formal Central
Committee backing for the idea until last June's plenum,

In addition to focusing on personnel issues, Gorbachev will almost
certainly use the conference to conduct an across-the-board assessment -of
domestic policy and to articulate a vision for the future. Moscow has already
indicated that the agenda will include a review of progress in implementing the
current five-year plan, a topic that will inevitably involve a discussion of the
impact of current reforms on the ability to meet plan targets., Gorbachev might
also choose to unveil the general outline of the 1991-2005 Fifteen-Year Plan,

If so, it could provide clues concerning the adjustments.intended in economic
policy in the 1993s,

The conference will also afford Gorbachev an important opportunity to
consolidate his power. It apparently will.be empowered to make changes in the
Central Committee, perhaps replacing 25 percent of its members, where .
Gorbachev's support has been weaker than in the Politburo and Secre;ariat. The
composition of the Central Committee is particularly important for the future of
economic reform, because officials who have coﬁsiderable input in the design of

economic policy and are largely responsible for implementing it--regional party
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leaders, government ministers, and economic¢ managers--are heavily represented
there, If Gorbachev fails to increase the ranks of his supporters
significantly, his ability to push beyond the limits of current reforms will
probably be severely hampered.

Shifts In Economic Refom Policy

If the leadership that emerges from the conference decides to take the 1oﬁg
view--i,e,, is willing to Qéit for economic gains in the 1990s and realizes thai
short-run disruptions are a necessary part of the economic reform process--we ,
would expect to see some indicators that the momentum of reform is being
maintained. Some that would probably be evident in leadership statements and
press articles include:

-- Less emphasis on growth in general and on the fulfillment of 1986-90
plan targets in particular. Recent Soviet statements have begun to
make this point (see insets.

-~ Strong united commitment by the leadership not only to the general
concept of economic restructuring but also to individual e]éments of
the reform program, such as price reform, that are controversial but
essential to a comprehensive approach,

-- Willingness to carry out particularly painful adjustments, such as
bankruptcies and wage reforms, that lead to wide differentials in
pay.

-- Greater consolidation of economic ministries and cuts in staff.

-- Continued pudlication of controversial articles by reform economists
arguing for expansion of reform. i

Probebly the key indicator of how serious the Soviets are about economic
reform, however, is how thoroughly they institute'price reform, an issue which
still apparently has not heen resolved. Some Soviet economists have argued that

wholesale price refonr, where prices reflect the true scarcity of resources, is



49

Inset -

Dowripiaying The Importance of Growth: A Possible Shift in Soviet Strategy?

Gorbachev, Plenum Speech, June 1987:

Fears are being expressed that 2 temporary decline in production growth
rates in individual sectors, regions, and even the country as a whole
may take place, given the abandonment of direct prescription of volume
indicators for associations and enterprises in conditions of complete
economic accountability. What can be said of this issue, comrades? 1If
it is a question of-higher growth figures achieved by cranking up gross
volumes, via double counting, and without a real increase in end .
results, the society not only gains nothing from this, it actually
sustains losses,

The radical restructuring of statistics is a very large and acute
question, A drastic turn toward qualitative indicators, the expansion
of information on questions of regional and social development, and the
execution of various seleciive studies are needed here. [(Emphacic

added.)

Gorbachev in Leninorad, fictober 1987:

Many years of practice have taught us all to handle figures for growth
in production volume and capital investments and other economic
indicators with assurance....But, comrades, we do not need these figures
for their own sakes. We must in any event be able to answer with
confidence the question: What relation does this kind of figure have to
the process of genuine growth of the well-being of the working people...

Nikolay Shmelev, (Economist with the Institute of the USA and Canada),
Japanese Press Interview, March 1988; K

It is better not to judge current Soviet economic progress by figures.
At present the only field that demands a high degree of growth is
advanced technology....In this age of reforms, one percent growth is
sufficient.
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essential for the enterprise financial reforms to work. Such reform would mark
a move away from an economy based on centralized management--i.e., an econoﬁy
‘that does not rely on the state planning or state supply committees for its day-
to-day functioning. Retail prjce reform, which would include the removal of
subsidies from hasic necessities such as food and housing, would be extremely
controversial and painful to consumers, but would be an even clearer sign of the
leadership's willingness ts"undertake painful economic ;hange. .

1f, on the other hand, the leadership decides to retrench, we would expect-
to see an erosior of the reform process; it is unlikely, however, that the
blueprint for reform would be formally erased from the books. Retrenchment
would be incdicated by:

-- The dominance in leadership speeches of themes of discipline and
accountahility over the importance of economic guides for
decisionmaking.,

-- Increzsing concern by the leadership over the effect of short-term
disruptions on economic growth and a reduced sense of urgency for
reform, »

-- Evidence that central controls over production and resource
allocation are not being lifted--for example, only a small decline
in the portion of state orders in total industrial output.

-- A more relaxed mood on the part of the ministerial bureaucracy.

Shifts in Resource Allocation

Besides a willingness to push reform, the other key indicator of the
Jeadership's commitment to Gorhachev's economic agenda will be its willingness
to hold down defense outlays over the next few years in order to channel more

resources into civilian investment and consumption., Absent & policy decision



to involve defense industry much more heavily in the modernization .program, we
are currently projecting that Soviet defense spending will continue to increase.
over the next five years, at roughly the rate of recent years--perhaps 2
percent per annum. A sharp deciine of observed defense activity in the years
ahead from what we are now projecting would suggest that a decision to reduce -
defense outlays had been ﬁaée. Nevertheless, we could not be certain whether~f
observed deviations from our projections meant that the Soviets had changed
their plans or simply that our projections had been wrong.

On a more general level, a leadership decision to focus additional
resources on the modernization program could affect ‘how the USSR approaches its
international commitments, Moves to cut back on Third Horld aid, actually
pulling Soviet troops out of Afghanistan, or greatly expanding trade with the
West could 311 signal an intention to deal with international situations in a
wdy that complements domestic economic policy.

The clearest indication, however, of how the leadership will adjust its
modernization objectives in the light of developments on the domestic and
foreién scene will probahly he provided in the Basic Directives for the next
fifteen-year plan (1931-2005) that will probably be approved in 1989. How this
plan compares with the targets in the 1986-2000 Plan should signal whether the
pressure for high growth is to be relaxed and what priorities for resource

21location will be,
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APPENDIX A

1987 Economic Perfor~mance: Conflicts Emerge

Bad weather early in the year combined with conflicting goals in
Gorbachev's economic program to disrupt production in 1987. A slowdown in
industrial growth and a de;lfne in agricultural output yielded GNP growth of

less than 1 percent--the lowest rate since the late 1970s.

Industry ‘

Industrial production grew by only 1.5 percent in 1987, about on a par
with the poor rates achieved during the 1981-85 period (see table A-1). A
sluggish performance was almost inevitable given the disruptions caused by the .
implementation of gospriyemra and new managerial and financial arrangements.
These changes, coupled with bad weathér. caused the greatest problems in the
first two months, when industrial output was 1 percent below the same period in
1986, Even when weather improved and quality control standards were relaxed, a
taut transportation system limited industry's ability to make up for the poor

start,

Machinery, Last year was a difficult one for civilian machine builders.
Faced with high growth targets and demands to improve product quality, they
struggled just to meet 1986 production.1evels, and month-to-month growth rates
fluctuated widely. Shortfalls were recorded in the output of both consumer and
producer durables. Consumer durables production was more than 2 percent beloé
1986 levels, and production of producer durables in 1987 was virtually
unchanged from the previous year. Particularly troubling for the modernization

program was the fact that over two-thirds of the targets set for the production

of advanced and highly-efficient types of output were not met.



Table A-1

USSR: Growth of Industrial Production and Transportation?

{average annual rate of growth, percent)

1971-75 1976-22 1981-85 1975 1986 1987°

Total industry 5.4 . 2.6 1.8 1.8 2.6 1.5
Fuels 5.2 . 3.1 0.9  REGL 3.5 2.5
Electric power 7.0 4.5 3.6 3.5 3.5 4.1
Ferrous metals 4.n i.n 0.8 n.7 3.4 2.2
Nonferrous metals 5,7 1.5 2.0 3.0 3.0 1.9
Machine buildine 6.7 3.7 1.3 2.3 2.8 0
Chemicals g.3 3.0 3.8 4.1 4.6 3.2
Constr&ction

materials £.1 1.4 1.4 1.4 3.9 3.1
Wood products 2.5 -0.6 2.1 2.1 4.6 2.0
Soft goods 2.6 2.4 1.6 . 2.4 1.5 1.8
Processed foods® 4.1 1.4 1.9 =17 -4.9 0

Freight . d
transportation 6.6 © 4.3 2.9 1.7 5.0 0.7

8 Official Soviet measures of aggregate growth are believed to
contain an upward bias because of increased double counting over
time and disguised inflation. Although we accept official Soviet
data for physical output of various commodities, the aggregate
measures shown for each industrial branch were derived synthetically.
The growth rates are formed by combining the value of a sample of
products for each branch, with interbranch purchases excluded, using
1687 value-added weights,

b preliminary.,

€ Including alcoholic beverages, Growth of food-processing industry
output in 1986 and 1987 excluding alcohol was 4.4 percent and 3.1
percent, respectively.

9 Growth rates calculated from ton-kilometer data,
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A principe) reason for production shortfalls was the introduction of
gospriyemka, which accounted for 35 percent of the failures to achieve plan targets
for machinery output, according to a Soviet economist. During the first several
months, inspectors rejected an average of 20 percent--in some cases far more--of atl
the products checked. Because many enterprises were unable to deal with the todgh
quality standards, Moscoﬁ.réported1y relaxed them by mid-year, grantfng Some
enterprises two- to six-monih exemptions, Consequently, although machine bui]&érs
made some selective gains, they did not achieve the overall quality 1mprovement§
that the leadership initially expected.

The Soviets experienced mixed results with regard to two other key
modernization objectives--retooling and producing new machinery and equipment.
Leadership statements and press reporting suggest that, while substantial resources
were devoted to the retooling effort, the effort fell far short of plan. On the
other hand, machine builders reportedly made substantial progress in producing new
equipment. For the year, new machinery accounted for 9 percent of machine-building
output--well ahead of plan, although the Soviet press has raised questions as to how

"new" some of the machines were,

Industrial Materials, The industrial materi;ls sectors {ferrous and
nonferrous metals, chemicals, construction materials, and wood products) an grew
more slowly in 1987 than in 1986 and cofitributed to the erratic performance of
machine building and other sectors of the economy. For the most part, producers
of industrial materials were unable to accelerate growth in 1987 as_they did in
1986 because most of the gains in 1985--added shifts and tapping the most
accessihle reserves of lahor, material, and equipment--were one-time
improvements. In addition, gospriyem«a brought disappointing results--frequent
disfuptions with apparently little improvement in quality. Industry figures

show:



- Ferrous metals production grew by 2.2 percent, down from 1986's pace,
Shortfalls in producing a wide assortment of specialty steels and an
across-tﬁe-board failure to meet delivery schedules were noted
throughout the year.

-- Nonferrous metals output rose by an estimated 1.9 percent; Moreover,
press reports 1nd{$ated that, despite quantitative gafns, some
specialized'metals were in short supply.

-- Chericals output grew by 3.2 percent as continued strong performance in
fertilizer production offset a weakening in most other areas.

-- Output of construction materiais grew by 3.1 percent, as growih in
cement and ferroconcrete more than o%fset small declines in the
production of glass and roofing materials. Complaints aboutiwaste and
poor quality appeared in the press throughout the year,

.- Qutput in the timher industry declined., Shortfalls here hampered
production in the sectors it supplies--wood products, pulﬁ and paper,

furniture, and housing materials.

Energv. The major energy branches posted good performances in 1987 as the
ofl, gas, coal, and electric power industries all grew at a healthy clip.
Continuing the upswing begun in 1986, oi} production grew by 180,000 barrels per
day (b/d), to 12.48 million b/d. Success was expensive, however. Moscow
achieved this growth primarily through another large.1nfusion of resources and
equipment. Although investment information is sketchy, the activities that
drive investment rose sharply last year. Drilling in this sector, for example,
apparently grew by about 20 percent, repeating Fhe rate of increase in 1986.

Natural gas'prdducers maintained their role as the primary sources of

growth in Soviet energy, with production rising by 6.0 percent to 727 billion
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cubic meters. Development of tne substantial reserves of high-sulfur gas in the
Pre-Caspian Basin, which proceeded despite difficulties, and progress in
augmenting the Soviets' enormous gas pipeline network should provide the basis
for future growth,

After achieving record growth in 1986, raw coal production increased again;
-albeit more s]ow]yQ-in 1987, reaching 760 million tons and exceeding planned 2
output by almost 15 million tons., Recent growth in coal production has been ’
alnost wholly offset by the declining average energy content of the coal,

Recent Soviet sts*istics indicate that the average energy content peé ton of
coal has declined by roughly 10 percent-since 1980.

Electric power production increased by 4 percent in 1987, to 1665 billion

kilowatt hours. The fossil-fuel, hydro, and nuclear power segments all
surpassed their 1986 performance. Nuclear plants overcame the Chernobyl setback
as nuclear generating capacity grew by 19 percent. The successes in the power
industry were somewhat clouded, however, hy trouble in bringing new coal-and

natural-gas-fueled cabacity on line,

Consumer qoods industries, Light industry output increased by 1.8 percent,

slightly faster than in 1985, as textile and knitware production did well,
partly making up for the slow growth in the footwear and sewn goods
subsectors, Light industry was hurt by disruptions due to problems with
transportation and electric power, gospriyemka, the poor 1986 cotton
harvest, and uneven deliveries of man-made fibers from the chemical-industry.

The processed food industry enjoyed a relatively good year in 1987, although its

performance failed to match the unusually strong showing in 1986. Total
production--excluding alcoholic heverages--grew by 3.1 percent. Growir wes

bolstered by an increase in some supplies from agriculture, particularly meat
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1
and sugar. Offsetting this increase, however, was an apparent deterioration of
food quality. Numerous press articles criticized the decline in state standards

for many products, fncluding such staples as bread and tea.

Agriculture

Overall fam producffbn, although down 3 percent from the 1986 peak, was
still the second highest on record, Maintaining agricultural production at tﬁfs
Tevel in the face of less-than-favorable weather reflected at least par{iai
success for Gorbachev's farm policy.

On the positiv chieved cyhctantial increases in the
output of sugar beets and sunflower seed, and enjoyed a 211-million-ton grain
crop (one million tons above last year's). An excellent forage crop, the large
grain crop, and sizable grain imports helped to push meat, milk, and egg
production to new highs. Gorbachev's program to increase animal productivity--
meat per animal and milk per cow--by cu11%ng marginal animals from the herds
also played a role in increasing meat production. On the negative side,
howevér, these gains were not sufficient to counter decfines the Soviets
éxperieﬁced in potato, vegetable, and cotton output, and a 30-percent drop in
fruit output. V

Agriculture's mixed performance in 1987 has hampered, at least temporarily,
Gorbachev's promises to improve consumer we}fare quickly, The availability of
farm products on a per capita hasis fell by an estimated 3 percent, Per-capita
meat availability increased by just over 1 percent, far short of_thé growth

required to satisfy a consumer demand that is driven by'steadily increasing

incomes and a policy of holding retail prices constant.



Transport

Transport carriers mustered only a 0.7-percent increase in freight traffic
in 1987, compared with an unusually strong S-percent gain in 1986. The poor
performance stemmed mainly from a decline in rail shipments (the first since
1982), which reflected the Soviets' lack of sufficient surge capacity to handle:
the backlog of shipnentslghat built up during the crippling early winter
months, Rail problems de]a;ed shipments of timber, perishable foods, metal
structures, pee*, refractory materials, and slag.

While all freight carriers suffered from winter bottlenecks, there were,
some positive developments in the Soviet transport sector:

-- Shipments by the centrally directed highway carriers grew for the
second straight year after declining in 1983-8S,

-- Railroads and highway carriers managed to transport another
successful grain crop with only isolated problems.

-- lncreﬁses in 0il and gas production spurred stepped-up pipeline

deliveries, although the increases were lower than in 1986.

The USSP's hard currency trade balance showed marked improvement in 1987
because of higher export earnings and little change in the value of 1mports; To
judge from preliminary data, the Soviets recorded an estimated hard currency
trade surplus of $4.6 billion for the year--more than double the 1986 surplus..
The dollar value of hard currency expo}ts Jjumped about 10 percent, due in large
part to a partial recovery of oil prices and an increase in the volume of ofl i
exported to the developed Hest. 1In addition, the dollar value of hard currency
arms sales to the Third World remainec high for the second consecutive year,
Mosf of the arms sales were on credit, however, and the prospects for repayment

are poor,
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Moscow apparently decided to take advantage of higher export garnings to
cut both ne: foreign borrowing and the volume of gold sales. According to
preliminary data, the Soviets also held the line on the dollar value of hard
currency imports, with real purchases dropping an estimated 15-18 percent, after
factoring in the depreciation of the dollar. Confusion resulting from the
ongoing reorganization of tﬁe foreign trade sector may also have reduced
imports. Imports of machinery and equipnenf are estimated to have declined, as
preliminary data show steep drops in the value of imports from traditional
suppliers of machinery and equipment, including Japan, West Germany, and
Austria. Imports of grain increased, on the other hand, even though the Sovists
recorded another large grain crop. The poor quality of this crop--a result of
wet weather during harvesting--spurred purchases of milling-quality wheat during
the second half of the year.

In contrast to its hard currency trade success, the USSR was less fortunate
in trading with its Communist partners last year, In particular, Moscow's total
trade surplus with Communist countries was cut in half last year as falling
energy prices--the result of CEMA's complicated pricing mechanism--cut sharply
into Soviet terms of trade. Trade with East Europe was roughly in balance, with
only marginal growth registered for Fast European exports to the USSR. Moscow
was also forced to cut back on imports from Yugoslavia--another large importer
of Soviet 0il--to hold down its growing trade deficit with that country. While
0il does not figuré in Sino-Soviet trade, Moscow saw trade with China drop Tast
year following rapid growth during 1982-86, Real trade declined an-estimated 15
percent, as both sides failed to provide the goods called for in the annual

trade protocol.

90-586 0 - 89 - 3
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APPENDIX B

Tables on Soviet Economic Performance

GNP by Sector of Origin at Factor Cost
{billion 1982 rubles)

Value Added in Industry at Factor Cost
(billion 1982 rubles)

Average Annual Growth of Per-Capita Consumption
(1982 established prices)

Growth of GNP and Factor Productivity
(average annual percentage change)

Growth of Industrial Output and Factor Productivity
(average annual percentage change)

Gross Fixed Capital Investment
(billion rubles, 1984 prices)

Estimated Hard Currency Balance of Payments
{million current US dollars)

Total Trade, 1981-R7 {billion current US dollars)

Estimated Hard Currency Debt to the West
(billion current US Dollars)

Selected Indicators of Agricultural Output
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Table §

NISSR:  Growth of Industrial Qutput and Factor Productivity
{average annual percentaqe change)

Preliminary

1966-70! 1971-75! 1976-a0! CORI-RS  1ORS  J9RA 1987

"tndustrial production 6.1 5.4 7.6 1.8 1.R 2.8 1.5

Comhined fnputs’ 6.2 5.5 4.9 4.1 3.9 3.4 2.9
Horkhours 11 1.5 1.4 n.A 0.4 n.3 -0.? =2
Capital n.na n.7 1.7 7.0 6.6 6.0 5.5 (4]

Total factor productivity [UN] -0.1 -2 -2.3 -1.9 -0.R -1.4

Workhour productivity 31 1.9 1.3 1.2 1.4 2.] 1.7

Capital productivity =23 -3.1 -1.7 -4,9 -4.5 =31 =3.7

v for computing the average annual rates of growth, the hase year {s the year prior to the stated period.

2 Inputs of workhours and capital are combined using welights of 47.4 percent and 52.6 percent, respectively, in
a Cobh-Nouglas (1inear homogenrnus) production function., These weights represent the distribution of labor costs
(wages, social fnsurance deductions, and other income) and capital costs (depreciation and a capital charge) in
1982, the base year for all indexes underlying the growth rate calculations.
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Table 10
USSR: Selected Indicators of Agricultural bty

1055 1960 1965 1970 1975 1980 19RI 1942 ~ 19R3  J9R4  19RS  JOR6  19R)

Value of output? 3.8 718.8 94.0  112.5 109.4 113.7 112.5 120.8 1286 12R.0 126.0 136.3  132.0
(biltion rubles)

Commodity production
(million metric tons)

Grainb 1n3.7 125.5 121.1 18A.A  140.} 1801 158,72 - 1A6.R 1022 172.6 191.7 210.1  211.3
Potatoes 71.8 R4.4 A8.7 96.8 AR.7 A1.0  72.1 8.2 /2.9 A5.5 13.0 81.2 75.9
Sugar beets 31.0 57,7 12.3 78.9 66,3 f1.0 60,8 71.4 f1.8 f5.4 R2.1 19.3 90.0
Sunflower seed 3.0 3.97 5.45 f.14 4.99 4,62 4.68 5.34 5.06 4,53 5.23  '5.26°  6.10
Cotton 188 4,29 5.66 £.R9 1.RA 9.9  9.A4 9.728 Q.21 .62 B.75 R.23 R.1ND.
Vegetahles 14.1 16,6 17.6 21.7 23.4 21.3 721.1 .0 29.5 .5 2.1 29,.7.  29.1
Meat A.3 8.7 10,0 12.3 15.0 15.1 15,2 15.4 16.4 17.0 17.1 18.0 18.6
Milk 3.0 61,7 2.6 A3.0 9n.A8 90,9 A8.9 91.0 96.5 97.9 98,6 102.2 103.4
Wool 25 357 .357 .419 L467 461 460 .452 462 465 .A47 .469 .455
£9gs (billion) 18,5 ?1.5 29.1 an.7 57.4 67.9 70,9 12.4 /5.1 76.5 11.3 an.7 a2.1

3 Net of feed, seed, and waste, in constant 1982 prices.

b gunker weight. To be comparable to Western measures, an average reduction of 11 percent is required.
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Senator PROXMIRE. Mr. MacEachin.

Mr. MAcEACHIN. Senator Proxmire, I would like to introduce the
two gentlemen on my left, Mr. Whitehouse and Mr. Abbott, both of
whom, along with me on previous occasions have had the privilege
of appearing before this committee. Also in attendance is Mr.
Lecky, who is a Senior Analyst in the Defense Economics Division
and who deserves much of the credit for drafting and coordinating
the report which was submitted to the committee. I will let Gener-
al Horton introduce the people with him.

I would like to say that I am sorry I was not in on the early part
of the hearings in the 1970’s, but I know I speak for all my col-
leagues in saying what a privilege it has been, and we too hope
that the hearings will continue.

General HorTon. I am Gen. Barry Horton, newly arrived at DIA
from the National Intelligence Council where I was chair. So I am
the newcomer here today, Senator Prozxmire. It is a privilege to be
with you today.

Joining me are some folks who have been here before. Mr.
Dennis Nagy, to my immediate right, who is the Assistant Deputy
Director for Research, the Directorate for Foreign Intelligence.

Behind him is Mr. Jerry Weinstein, who is the Senior Economist
within our organization, and some others from DIA as well.

We are all delighted to be here and prepared to summarize and
answer your questions.

Senator ProxMiRE. Thank you very much. Mr. MacEachin,
please begin.

STATEMENT OF DOUGLAS J. MacEACHIN, DIRECTOR, OFFICE OF
SOVIET ANALYSIS, CIA, ACCOMPANIED BY MESSRS. WHITE-
HOUSE, ABBOTT, AND LECKY

Mr. MACEACHIN. Senator, I thought that rather than summarize
the report which we have submitted, I would make a few remarks
to try and put some of this analysis in a temporal context.

1988 ASSESSMENT

In 1986 we appeared before this subcommittee in what was, in
effect, the first year of Gorbachev’s first 5-year plan and his first
annual plan. At that time it was already obvious, as we testified
before the subcommittee, that his principal political agenda item
was to wrench the Soviet economy back to the path of sustained
economic growth. To perhaps oversimplify, his target was produc-
tivity. He recognized he had to increase productivity of the labor
force in the U.S.S.R., and he adopted from the outset essentially a
two-pronged approach. The first line has become known as the
human factors campaign, that is, to improve labor discipline, stamp
out or at least to reduce corruption, and the antialcohol campaigns.

Second, he targeted massive doses of investment for modernizing
the industrial base of the U.S.S.R. both through accelerated retire-
ment of capital and large investment in new machinery.

He also established qualitative goals in an effort to bring the
output of the Soviet industry up to what he called world standards.

The human factors campaign as we described it then, and as it
has turned out to be, was a short-term medicine. It could work for
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a while, but as soon as the gains from those factors were used up
something on the industrial modernization program had to begin to
bear fruit for economic growth to be sustained.

PROBLEMS FORESEEN

As we told the subcommittee then, we foresaw trouble for Gorba-
chev. First of all, there were too few investment resources chasing
too many needs. The growth targets themselves, we thought, were
unrealistic, particularly when one took into account the competing
demands of the energy sector and agricultural sector. There was an
acknowledged squeeze on the consumer. Military expenditures re-
mained at the generally low rate of growth, but they nevertheless
remained at an extremely high absolute level.

There was also a systemic problem, personally, I call it the sys-
temic blockage. The factors which made up this problem included a
party and state bureaucracy which was being pressed for change
without any incentive for change. The incentive factor was also
missing from the work force, which was being asked to make sacri-
fices against the promise of some material gain down the line.

The plan itself contributed to resistance to implementation in
the ranks because it maintained the high output goals at the very
time it was demanding retrenchment and refurbishment of indus-
try.

Last year we told the subcommittee that it had become evident
to Gorbachev that political and social obstacles constituted his first
principal hurdle, that while he may not have started out seeing
himself as a reformer, he recognized that he had to make the basic
political and organizational and systemic changes if he had any
chance of getting his economic program to work.

The principal questions then became what kinds of reforms and
how much reform; that is, was he going to tinker at the edge or
zvas he going to get to some of the fundamental problems, and how
ast.

Those questions, for the past 2 years at least, have become the
principal agenda items for the political debates and the political
turmoil that is taking place within the U.S.S.R.

ECONOMIC PERFORMANCE IN 1986 AND 1987

I would like to look at how this has played out. Nineteen eighty-
six looked like it was a pretty good year for Gorbachev’s start, at
least when we viewed it in terms of gross measures. We estimated
then that, largely as a consequence of the human factors campaign
and some good luck and good weather, GNP grew at about 4 per-
cent in 1986. But after we get past agriculture, and when we adjust
the growth figures for factor costs and subsequent data from the
studies of the Soviet output, 1986 didn’t look quite as good. Indus-
trial output, for example, grew at only 2.6 percent. This might be
all right in some scenarios, but this was supposed to be the flagship
of Gorbachev's program.

When we look past the purely quantitative data we find that
Gorbachev himself and other senior Soviet leaders publicly criti-
cized the machinery sector, concentrating their criticism mainly on
its failure to make progress on a qualitative front. It is my own
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personal view that the heat of that criticism and the prominence it
was given indicate that the Soviet leadership was dissatisfied with
the performance of the machinery sector.

In sum, while 1986 looked good on the surface, the results in crit-
ical sectors, particularly civilian machine building, didn’t show the
kind of progress that Gorbachev needed.

Nineteen eighty-seven has in fact turned out to be what we
would describe as a sobering year. The gross national product, by
our estimate, grew at only about one-half of 1 percent. Industry
grew at about 1.5 percent, and agriculture, which by dint of good
luck had led the overall GNP growth in 1986, fell by about 3 per-
cent in 1987.

So, in effect, we think that all of those problems which we fore-
saw in Gorbachev’s initial program came home to roost.

Senator ProxMIRE. What was your figure for industrial growth?
VYou gaid nnnncrrmn]hlrn] o’rnwﬂ'\ was what in 1987?

Mr. MACEACHIN. Nonagrlcultural growth was 2.0 percent. Indus-
trial growth was 1.5 percent.

In 1987 another particularly disruptive factor was the institution
of a quality control program at the beginning of the year—how
strictly it was maintained remains to be seen. They also introduced
new financial reforms, which complicated the managerial tasks
even more.

I say it remains to be seen how closely the quality control pro-
gram was maintained, because after the first quarter it was obvi-
ous that this was so disruptive that there may have been some
backsliding from enforcement of the quality control standards.

All of this has been detailed in the report which we and our DIA
colleagues have submitted to the committee.

OUTLOOK

Let me turn to the outlook for a second. We continue to think
that the outlook for Gorbachev’s program is bleak unless and until
the Soviets deal with the fundamental problems which we identi-
fied at the outset. In effect, the problems that have brought them
to their present state. The management reforms that Gorbachev
has started are pointed in the right direction, but they clearly do
not go far enough.

At the heart of the issue, we think, is price reform. Changes and
improvements in financial arrangements are like one hand clap-
ping if the Soviets do not have a price system that reasonably ap-
proximates the relative market values of factors and products.

Similarly, organizational changes and other reforms without an
accompanying incentive system to drive the implementation are a
formula for evasion and circumvention at the working level.

There remains the fundamental imbalance of an economy that
devotes one-sixth of its resources to a military establishment that
is itself rife with the same kinds of inefficiencies that plague the
economy and society as a whole.

So we think that the experience of the past year has caused at
least some Soviet leaders and senior officials to take a more
somber, realistic look at the task they confront and a somewhat
more realistic appreciation of how long it is going to take them.
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One of the trends—perhaps only nascent as we are not entirely
certain of our data yet—but it does look as though the leadership
has taken aboard the need to provide some consumer incentives.
Some of the features of the more recent program suggest that the
squeeze that was put on the consumer at the outset of the 5-year
plan may be relaxed somewhat and that a greater effort is being
made to show the working population some benefits of the pro-

gram.
INVESTMENT AND SYSTEMIC PROBLEMS

There remains the fundamental problem of too few resources for
investment chasing too many needs, and there is the systemic inef-
ficiency of the Soviet central planning system and the immense bu-
reaucracies.

What can the Soviet leaders do in the short and long term?
When we look at the sources for investment resources, I think we
have to rule out any squeeze of the consumer sector. Indeed, even
if they weren't beginning to show more attention to consumer
needs, there does not seem to be much room for squeezing the con-
sumer.

Such other sectors as energy and agriculture do not appear to
have any slack or any available resources without undue penalties.

DEFENSE SPENDING

It seems to me—and this is a personal view—that the immense
drain on resources of their military establishment is going to come
under increasing scrutiny. I certainly am not about to predict that
the Soviets will cut back in the short term on resources, but I guess
I would argue that if they don’t begin to reduce the share of GNP
that is claimed by the military, I don’t see much prospect for any
of these other measures doing more than just moderating the prob-
iem.

That could happen, of course, over time as the combination of
tighter efficiency along with growth in the GNP causes the per-
centage of GNP going to the military to become less, but I simply
do not see much prospect for an economy that devotes one-sixth of
its resources to the military being able to lift itself out of the dol-
drums to which it has sunk.

FOREIGN MARKETS

Another possibility is foreign markets. If the Soviets are going to
enter into the foreign market in a large way, there will have to be
some fundamental changes in their willingness to carry debt serv-
ice.

One possibility is that Moscow could turn to foreign markeis for
more consumer goods and concentrate its own internal resources
on industrial modernization. Gorbachev has more than once said
publicly that he believes it would be a mistake to become depend-
ent on foreign sources for industrial technology. So if we had to
make a guess, we might think that if he goes into the foreign
market it will be for more consumer durables.
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DEFENSE SPENDING

When I look at the incentives for reallocating some defense
effort, one incipient move may be the involvement of the defense
industries more in the production of consumer goods, which we
have seen already this year. This was not done with any declara-
tion of a shifting of resources but merely a reallocation of responsi-
bility. Nonetheless, as a matter of practice, once the defense indus-
tries have responsibilities for different sectors, there may be some
managerial decisions to reallocate some of their own resources.

As a final note, I would have to say that all of this pessimistic
outlook has to take into consideration that this has been a Soviet
leadership which has surprised us several times. Even some of us
who have tried to convince others not to sell Gorbachev short have
been caught by surprise. This is the Soviet leadership that has
found a way apparently to get out of Afghanistan. This is the
Soviet leadership that has taken steps which have been dramatic
departures with the past.

PRICE REFORM

Nonetheless, I think fundamental price reform is not only a long
way down the pike, but probably would be terribly disruptive if it
were introduced suddenly in a large way. So my expectation is
that, faced with their bleak outlook and coming off this sobering
year, the Soviets, at this very moment engaged in the preparation
of the next 5-year plan, will have to begin to look at some alterna-
tives having to do with some combination of foreign markets, more
investment in machinery and some short-term constraint on the
drain which defense imposes on them.

Senator PRoOXMIRE. Thank you very much, Director.

General Horton, go right ahead.

STATEMENT OF MAJ. GEN. FRANK B. HORTON III, DEPUTY DIREC-
TOR, FOREIGN INTELLIGENCE, DIA, ACCOMPANIED BY
MESSRS. NAGY AND WEINSTEIN

General HorToN. Like Mr. MacEachin, I will not attempt to sum-
marize the report that has already been presented to you but
rather elaborate on it, and in particular the interaction between
perestroika and the military.

WHAT DOES GORBACHEV WANT?

Beginning at the beginning, if you will, we believe that what the
Soviets want, Gorbachev or no Gorbachev, has not changed. The
context in which they pursue their interests has changed, however.
And it was recognized before Gorbachev came to power that the in-
ternal factors, that is, the strength of the economy in particular,
were eroding, and external factors, that is, the relevance of their
approach to influencing the international scene, were eroding as
well. The Soviets saw a cold war shifting to some degree to a cold
world facing both of us.

What does Gorbachev particularly want within that changing
context? First of all, a strengthened economy, a more robust econo-
my, but at the same time a robust military—one that he does not
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have to sacrifice in order to gain a strong economy yet one which
will eventually depend upon a strong economy—and a powerful
party that remains in charge.

Glasnost does not necessarily mean democratization as we would
understand it. Glasnost means, rather, an opening up of elements
of the society so they may feel that they are participating and
might provide greater support to the reform that he is pursuing to
provide a strong economy while at the same time maintaining a
robust military.

How can he get what he wants? By manipulating both internal
and external factors that are available for him to manipulate and
by so doing buy himself some time in the near term and perhaps
the midterm as well, in the meantime increasing productivity if he
can.

We have already heard projections that the prospects for in-
creased productivity are not as great as Gorbachev might desire or
as he might need to be able to avoid some very hard choices later
on.

PROSPECTS

What are the prospects of his success in getting what he wants?

First of all, the prospects for his survival. There are some who
would predict that his prospects are in fact bleak given the bleak
outlook for the achievement of his objectives, and if he were to re-
double his efforts to pursue those objectives his internal opponents
might eventually do him in.

YELTSIN AFFAIR

I think the Yeltsin affair is instructive in this regard. On the
one hand it has been used as an example of how Gorbachev does
not have the grip on the political system that we had previously
thought, but on the other hand it may be an indicator of his politi-
cal strength, his ability to be a survivor and understand when
those who are supporting his views go out too far on a limb he
doesn’t get out on the limb with them and is prepared to saw them
off and remain with the main body on whose support he depends.

The degree to which he survives, however, may moderate the
degree to which he succeeds in which he will have to continue to
compromise with those who are concerned about how far and how
fast reform might go and what it might do in terms of changing
the social and political system in such a way that it becomes irre-
versible if it appears that the outcome is not what they had origi-
nally desired or projected.

WILL THE SYSTEM BE TRANSFORMED?

The basic question is, will the system be transformed? I believe
that is probably unlikely. While there are indeed social forces
being unleashed—we can see evidence of it now—that might if al-
lowed to go their full course change the nature of the Soviet Union.
At the same time one can expect, we believe, that those symptoms
will be recognized and to the extent they are recognized and the
dangers of them are felt to be acute, there would be retrenchment
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and compromise, not going back to the way the system was before,
but some intermediate position.

Intelligence, particularly DIA, is skeptical, therefore, as to what
degree we see change in their approach to politics, economics, and
military affairs.

NEED FOR REFORM

We do see a dynamism as reform is being pursued. Certainly that
was necessary to deal with stagnation that the Soviets were facing,
with a declining degree of growth in the GNP while at the same
time a corresponding increase in growth of the share of GNP by
the military, a situation that could no longer be solved simply by
throwing more resources at the problem; the resources available
were becoming more and more difficult to apply, particularly the
natiiral resources, moiré expensive to apply; productivity really
being the only answer to breaking out of that downward spiral.

TECHNOLOGY TRANSFER

The particular Achilles’ heel that underlies the attempt to get
out of that downward spiral is the ability of the economy to absorb
technology. No doubt Gorbachev and others have been frustrated
that while elements of the economy, particularly the military ele-
ments of the economy, have been reasonably successful in absorb-
ing new technologies, other elements in the economy as a whole
have been less successful.

TURNING TO THE MILITARY

Thus one might expect and one is seeing a turning to the mili-
tary as both an engine to assist the rest of the economy to grow
and also a source of resources potentially if not through a reduc-
tion in expenditures, at least expenditure avoidance in the future
to _balance and strengthen the economy upon which ultimately
military strength does depend.

MILITARY REFORM

To be successful, then, it is not just economic reform, but also
military reform that is required. We see attempts to improve disci-
pline, to improve efficiency, to improve effectiveness of the military
force, and to broaden the impact of the military on the rest of the
economy and the rest of the society. They realize they can’t com-
pete with the United States, with Japan, with Europe successfully
in the international system and extend its influence while still bur-
dened with an almost exclusive focus on the military dimension
and superpower status.

There are a couple of choices that the Soviets could make. It is
not quite clear as yet as to which choice they are pursuing, and it
may not be clear in their own minds. On the one hand there is, if
you will, slowing down the rate of growth of the military and in-
creasing productivity of the rest of the economy. The other ap-
proach is to simply reduce the amount expended on the military
and invest still more in the rest of the economy.

I believe that they are currently pursuing the first but would
like us to believe that they are pursuing the second. The degree to
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which they are pursuing one or the other depends on certain indi-
cators in terms of changes in their programmatics, the activities,
such as the degree of deployment of their naval forces and person-
nel—what are they going to do with those who have been, for ex-
ample, in the SS-20 force? Do they get shifted to other elements of
the military or do they get shifted to other elements in the econo-
my?

SLOWING MILITARY GROWTH

I mentioned earlier that Gorbachev has some internal and exter-
nal factors available to him to influence the degree to which the
first approach, that is, simply cutting back a bit on the emphasis
on military while increasing productivity, as opposed to having to
go to the second approach, cutting back on the level of investment.

The internal factors that help him to avoid choosing the second
path for the time being is that indeed he has started out with a
very high base of military expenditure and over the last 10 years
military capital investment on which they can draw for some
period of time, 2 or 3 years at least, perhaps longer, to continue the
modernization and fleshing out of military forces, both nuclear and
conventional, without having to make a hard choice between addi-
tional investment in the military industrial base and the rest of
the industrial base on which the rest of the economy depends.

Indeed, within that base which was militarily oriented there was
some slack in the system. The human factors and other approaches
that have already been alluded to have had some impact on the
productivity of the military sector. As a result, I think we can
expect to see some growth but a slower growth than in the past of
military investment and military expenditures overall, but over the
long haul we can expect some harder choices than are faced today,
harder choices which may bring forth again the issue of can we
continue simply slowing the rate of investment or do we have to
have zero growth or even negative growth rate of investment in
the military. But that choice does not have to be made today.

NEW SOVIET IMAGE

Fuzzying up that choice and also helping to prolong the need to
make that choice are the external factors available to Gorbachev,
in effect making a virtue of necessity in a sense and creating a new
image for the Soviet Union and in that image defusing United
States and Soviet confrontation, slowing down the rate of U.S. mili-
tary growth and technological investment, and tapping into our
technology and the rest of the West’s technology to enhance the
economic growth of the Soviet Union, although recognizing that
eventually one has to develop ones own ability to innovate and go
%(;yond the technologies that one can borrow or steal from the

est.

With regard to the NATO-Warsaw Pact confrontation, again de-
fusing that, trying to develop divisions within the alliance, and we
can see evidence of that approach.

Globally, taking a more indirect approach to making inroads not
only with those who have been their client states in the past, but
also those moderate states. Let’s say, for example, in the Middle
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East. Expanding their influence in new ways by presenting a new
image to the world.

With the military now being more in the background than in the
foreground than before, broadening the application of that military
but continuing to build it. If you will, putting the iron fist inside a
velvet glove, at least as it is seen from the outside.

ARMS CONTROL

Arms control plays a very important part in all of that. It has a
- political aspect to it. It is very important with regard to defusing
the confrontations. It has a military aspect to it, an ability to have
some control over the correlation of forces as the Soviets see it
without having to greatly increase investments to maintain that
correlation of forces.

It has an economic and technological aspect to it in that it cre-
ates an environment in which, on the one hand, technological com-
petition is slowed and, on the other hand, the availability of tech-
nology from the West becomes more readily accessible.

GROWTH IN PROCUREMENT

So what do we see as we look at the Soviet Union today out of all
of that? Some contradictions, some puzzles. Indeed, we see that
since 1984 military procurement has continued to grow and it has
continued to grow faster than the investment on the civilian side.

A couple of ways one might explain that in the context that I
have just been through as a framework for analysis, on the one
hand one could explain it in terms of the long leadtime of military
procurement, the momentum of that procurement, the strong orga-
nizational basis of that procurement, a strong leaning toward na-
tional security as being a very important aspect of their interests,
and a desire to negotiate in the arms control arena from a position
of strength. There could be an alternative explanation, and that is
that it takes a long time to turn around the ship of state. Eventual-
ly we will see reductions, but they are just not visible to us now.

Whichever of those is true, at least in the short run we can
expect the Soviets to continue to pursue in the international arena
an approach that they have long pursued, albeit somewhat modi-
fied. They will continue to be avoiding risks but at the same time
taking opportunities as they are presented to them.

MILITARY MODERNIZATION

They will continue to do that under a nuclear umbrella which
they will continue to modernize, and indeed nuclear investments in
recent times have driven the increase in military investments over-
all, but at the same time pursuing what Garkov and others have
called for, conventional improvements, particularly in the techno-
logical areas where they are concerned that the West is beginning
to move out ahead of them; to produce both in the nuclear and the
conventional area impressive capabilities that may intimidate and
allow them to pursue their interests without having to use those
forces, although in this environment masking the degree of intimi-
dation and appearing to be more benign; and pursuing more so
than before defense efficiencies to gain military effectiveness, per-
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haps at less cost, within the context of reasonable efficiency, the
definition of which is still somewhat in doubt.

REASONABLE SUFFICIENCY

Some would say it means unilateral cutbacks to a level that
allows the Soviet Union to defend its interests, but the military
and others in the Soviet Union would say reasonable sufficiency de-
pending upon mutual reduction of forces to levels that can support
the defensive interests of both sides, and there will be no unilateral
reductions.

[Security deletion] that he would look for the pursuit of reasona-
ble sufficiency within the context of arms control, in, for example,
trading tanks on their side for dual capable aircraft on our side,
dual capable aircraft which are one of the few remaining links be-
tween the nuclear and the conventional on the continent of
Europe. Certainly a very worthy trade from their perspective.

QUALITY VERSUS QUANTITY

When asked about the importance of quality as compared to
quantity and isn’t the Soviet Union moving more toward emphasiz-
ing quality over quantity, would like to have quality, but particu-
larly if I can also have greater numbers. I'd like to have both.

As long as Gorbachev is able to continue to pursue both, al-
though at a lower rate of growth than in the past, with a promise
that a stronger economy will eventually result that will allow a
continued growth, whereas without that strong economy growth
might deteriorate in years to come, the military will continue to
support Gorbachev in his efforts, and that support is very impor-
tant to him as he continues to be challenged internally on the po-
litical scene.

That concludes my statement. We are ready for questions, sir.

Senator ProxMIRE. Thank you very much.

ECONOMIC PERFORMANCE IN 1987

Director MacEachin, your figures show Soviet economic perform-
ance in 1987 was very poor. We would call it stagflation if U.S.
GNP grew by only one-half of 1 percent and inflation increased by
3 to 4 percent. The official Soviet figures show somewhat better
performance than your estimates. Do Soviet leaders acknowledge
that there was virtually no growth last year?

Mr. ABBOTT. Senator, the official Soviet measure, which is na-
tional income produced, shows growth on the order of about 2 per-
cent. By the Soviets’ own measure this is the lowest rate of growth
achieved since 1979.

Senator PrROXMIRE. They show 2 percent compared to the one-
half percent that you estimate.

Mr. ABBorT. Yes. Their national income measure shows 2.3 per-
cent. Our GNP estimate is about half a percent.

Senator PrRoxMIRE. Very often when we get estimates .of these
things they are accompanied by a range. In other words, there is
unlikely to be an error by more than such and such. When you say
one-half a percent, would that mean that it could be as high as 1
percent or as low as zero?
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Mr. MacEAcHIN. Let me answer both questions. I don’t know of
any public statement by a Soviet leader which has acknowledged
how poor 1987 was, but the figures they have published for nation-
al income show it is their worst year.

The second question. It is not only a question of a range of uncer-
tainty, Senator; I think that we have to take account of the fact
that we get more data as the year goes along. So we quite likely
will be adjusting these figures further.

What would you say the range would be, Mr. Abbott?

Mr. ABBotT. I think the range that you had suggested, zero to 1
percent.

Senator ProxMIRE. It seems to me this is a very, very important
statistic from every standpoint. Certainly in relationship to the
military potentiality they have, and also from the standpoint of
what it suggests about the success or failure of Gorbachev’s regime.

AGRICULTURE

Mr. WHITEHOUSE. Senator Proxmire, if I might. You are right. It
is an important figure, but we want to be sure to put it in context.
Any single given year of performance is due to a great variety of
factors. One factor last year that Mr. MacEachin didn’t note in his
talk but is spelled out in the report was the impact of weather
early on in the year.

Senator PROXMIRE. Let me just interrupt on that. Supposing you
took 1986 and 1987 and put them together. In 1986 you had good
agricultural production and in 1987 it was not as good. In fact, you
had a decline, as I understand it, in agricultural production. You
had some variation in the nonagricultural sector. Supposing you
averaged those two. Still it wouldn’t be a very inspiring record,
would it? It would certainly lag behind this country and behind
other countries in the West by quite a bit.

Mr. MAcEacHIN. Senator Proxmire, I agree with you. I think
that we can quibble with the percentages and we can doctor this or
that figure and we will get more data; we may adjust the figures
somewhat. To give an example, I think at this time last year we
were calculating 1986 as 4.2 percent. Subsequent data caused us to
drop that down to just under 4 percent for GNP growth.

But, if you take 1986 and 1987 and measure them against the
kinds of futures that were being described by Gorbachev, even if
you measure them against any kind of indication that they have
started down this path toward sustained growth, I think it has to
be very disappointing.

As I mentioned, in 1986 if we took out agriculture, Gorbachev did
not have a particularly good year even in 1986. It is true that agri-
culture dropped between 1986 and 1987, but if I look at where it
dropped, what we really said is that it dropped from what was the
best year.

I certainly agree with you that the implications of what might
turn out to be zero growth, and which certainly is not going to be
much more than 1 percent growth in GNP, coming off the early
1980’s and the Brezhnev period of economic stagnation, has to be a
very sobering experience for the Soviet leadership.
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TIMING OF CIA ESTIMATE OF SOVIET GROWTH

Senator PROXMIRE. I have seen other reports by nongovernment
specialists indicating Soviet performance in 1987 was not as good
as in 1986 but none showed growth near zero except yours. Your
assessment, therefore, I think is a very important one. Yet here it
is April and we are hearing it for the first time. Why does it take 3
months or so into 1988 to learn what happened in the Soviet econo-
my in 19877

Mr. MacEacHIN. Sir, we might not have accurate data for an-
other few months yet, frankly.

Mr. WHITEHOUSE. Actually, sir, we have available to us by the
end of January the Soviet preliminary results of what happened in
1987. It takes another month for sufficient data to trickle in for us
to be able to make preliminary estimates of gross national product.
Once we do that we report those right away by the appropriate ve-
hicles. While this subcommittee is hearing it for the first time
today, others in the Government have heard it earlier.

For the next 6 months at least there will be refinements being
made to the data by the Soviets themselves. There will be pub-
lished later this month or early next month a short compendium of
statistics which they call their mini statistical handbook. That
gives a little more data than we have to date but not very much.
By November of this year we will have the full-blown annual sta-
tistical compendium that has all the data which we use in recon-
structing our industrial production indexes, our agricultural pro-
duction indexes, and transportation, communications, what have
you, to make up GNP.

Senator ProXMIRE. My question really relates to the fact that we
are used to this. We are used to readjustments ourselves. We find
that we have a preliminary estimate and then shortly after the
period ends we get another one. Then we will get a revision. But it
is not 3 months. It is not that long. Why do we have such a long
lapse in this case? And then you tell us that isn’t the end of it, that
it will be 6 months more before we really know what happened in
1987 in the Soviet Union.

Mr. WHITEHOUSE. That’s only because it takes the Soviets that
long to figure it out themselves and to publish their data.

Senator ProxmIRE. Don’t we have anything independent of what
the Soviets want to tell us?

Mr. WaiteHOUSE. Not in the kinds of detail that we need. For in-
stance, there is no source that gives us how many boxcars were
produced during 1987 by type, which we need for our industrial
production index, or how much steel of various kinds.

Senator PrRoxMIRE. I understand the Soviets have a monthly sta-
tistical report; every month thay make a report.

Mr. WHiTEHOUSE. That’s correct. That’s on a monthly basis.

Senator ProxMIRE. I don’t see why 3 months later we are still
saying all we have is preliminary statistics and we can’t be very
confident of what we have.

Mr. MacEAcHIN. Senator, these are not preliminary data. The
preliminary data come out in January. We start working with
those. It is true that the Soviets go through the same process as we
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do in the United States, revising their own estimates of their own
performance.

We have actually had these data for how long—a month, at
least?

Mr. WHITEHOUSE. Oh, yes.

Mr. MacEacHIN. This report was drafted over a month ago.
These data were in it. The hearing is being held today. If you had
held the hearing a month ago we would have given you the same
figures. What we have is a set of figures which will probably under-
go some further refinement, but to describe them now as prelimi-
nary I think is a misrepresentation.

Senator ProxMIRE. Let me go into the next phase of this.

NO EVIDENCE OF IMPROVEMENT

General Horton, after 3 years of Goibachev's ruie it is hard to
find evidence of improvement in the economy. Growth is down, in-
dustrial production is down, agriculture is down from last year al-
though above what it was in 1984. Productivity is down; consump-
tion is down. Were these poor results expected as part of the price
of reform, or is the leadership disappointed? More important, is the
politburo disappointed in the leadership?

General HortoN. I would echo Mr. MacEachin’s comment that
indeed they have been disappointed, but at the same time I think
that they, Gorbachev in particular, have been changing their ex-
pectations as they have gone along.

We have seen Gorbachev change his prediction as to when things
might turn around for the better as a result of his efforts, from a
few years to 10 to 20 to a generation from now, if you will, having
raised expectations to a very high level initially and beginning to
try to lower those expectations at least in the near term so that
those who had those increased expectations, in particular the con-
sumer and the worker, will continue to support what he is doing,
much of which in the near term works to their disadvantage: the
reduction of vodka; the end of “I'll pretend to work if you'll pre-
tend to pay me”; the possibility of increased prices, reduced wages;
insecurity in one’s position, the possibility of losing a job; enter-
prise going bankrupt.

Whether he can continue to push those expectations off and at
the same time seek support in the near term for increased produc-
tivity that may cost before the benefits are seen remains to be
seen.

Senator PRoXMIRE. My time is up.

Congressman McMillan.

Representative McMiLLAN. Thank you, Senator.

I think I am correct that our latest revision on the U.S. gross na-
tional product came out early last month or in midmonth. Is that
about right? And that was something we wanted to crow about.

Senator ProxMIRE. Especially if you’re a Republican.

Representative McMILLAN. I'm glad I'm not Gorbachev.

OUTLOOK FOR ECONOMY

I do think even 3 years is a short time in which to try to look at
results in terms of total impact on the Soviet economy. Even in the
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U.S. corporate world, if you have a sick situation in one given en-
terprise and someone undertakes to revise it, which involves re-
structuring, management restating corporate goals and objectives
and producing results, 3 years is still a short timeframe within
which to measure those results.

Given the magnitude of at least what on the surface appears to
be the goals and objectives of Gorbachev, it is going to be an ex-
tremely slow process. Rather than what the aggregate figures on
GNP may be, to me it is less important than the makeup of that
GNP.

What signs do we see, if any, of any accelerating growth in some
identifiable sectors of the Soviet economy that may be a result of
some success in reallocating either financial or human resources?
Take agriculture out of it, but look in the industrial sector. Are we
able to dig into either their published figures or use other means of
intelligence gathering to document shifts in priorities that would
be good strong early signs that they were in fact making moves
that were beginning to have an impact on the economy?

They may have had a decline in agriculture last year. If you are
reallocating resources from quantitative production of military
hardware into various sectors of the economy, you may well blunt
overall economic growth at a time in which you may be accelerat-
ing growth in an important sector, which I think would be a signif-
icant sign.

My question really is, do we have the means, and if we do, are
there any signs that this is taking place in any identifiable way?

Mr. MacEaAcHIN. Sir, I think you are exactly right in saying 3
years is a short time and therefore we have to look at the sectors
and for particular areas of progress rather than just measuring it
in terms of GNP, because as we have already seen, good weather
can give you a false picture of progress and then bad weather may
be a false picture of decline. So we do concentrate very heavily on
looking at the machinery, civilian machine building area of the in-
dustrial economy.

NO EVIDENCE OF REALLOCATION FROM MILITARY

I am going to ask Mr. Whitehouse to give you some more detail,
but I should comment on the issue of reallocation from the mili-
tary. So far we have not seen any direct evidence that there has
been significant reallocation. The most that we have seen is a great
deal of pressure on the military to do better with what they are
getting. For a Soviet military that was accustomed for years to
very rapid rates of growth to be told that it is going to have to do
better with what it is getting, that it is not going to grow as fast,
has been something which has definitely caused some restiveness
in the military ranks. [Security deletion.]

I reemphasize that so far while the growth in military procure-
ment and military investment has been much slower than in the
heyday of the Brezhnev buildup, Soviet defense spending has con-
tinued to increase.
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VERY LOW ECONOMIC GROWTH

Mr. WHITEHOUSE. I think you hit on another point that is very
important, and that is that we are seeing very low growth, and in
fact that should be a good sign. If you are retooling and moderniz-
ing your economy you cannot, as we have said on several occasions,
expect to maintain high rates of growth in output, because you
have to shut down production lines in order to retool.

The inconsistency in Gorbachev’s approach has been to push
both simultaneously, acceleration and retooling. Even he recognizes
now that both cannot occur simultaneously.

A variety of economists and others within the leading circles
have indicated that the transition period, this period of consider-
able disruption and disarray, is going to continue through the 13th
5-year plan. So now you have a situation where the Soviets them-
selves recognize that instead of being able to get their act together,
so to speak, and implement their reform and modernization pro-
gram during the 5-year period 1986 to 1990 it is really going to
take them a 10-year period, from 1986 to 1995, and in point of fact
it may take longer.

But at least they recognize that it is going to take that long, in
part because some of their programs aren’t even in place yet and
some of the key things they have to do they haven’t done and may
not ever do, such as the price reform.

But to address the issue of will we see resource reallocation
within the civilian industrial sector, I think yes, and we can look at
a very good example in the energy sector.

ENERGY SECTOR

You recall that in 1984 and 1985 oil production was dropping. In
1986 it went back up; in 1987 it has gone up a little bit again, spe-
cifically because of an enormous effort to put investment resources
into oil production coming out of west Siberia. Investment in the
oil sector has surged dramatically over the past 2 or 3 years and
will have to continue to do so if they want to avoid a stabilization
and then decline in production.

The irony is that they have to do that at the same time as they
have to modernize all their other industrial capital, or a lot of their
other industrial capital.

The point is that there are terrific strains on investment re-
sources and we do see changes, we will see changes as they occur,
but the lag, as Mr. MacEachin pointed out, from the time the order
is given to do something until we actually see it on the civilian side
would be no more than a year. If they are taking resources out of
the military and giving them to the civilian side, then it may take
longer to show up. [Security deletion.]

ARMS CONTROL

Representative McMILLAN. I suppose if we are optimistic changes
in behavior with respect to nuclear arms negotiation, or maybe
hopefully beyond that some progress in conventional arms reduc-
tion, are things that he basically has to deal with as a prerequisite
to building any kind of momentum if you assume that is what he is
trying to do to reallocate those resources.
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Mr. WHITEHOUSE. Part of that, sir, is also to foster the kind of
benign international atmosphere that will allow him to say to his
military, look, the threat isn’t that great out there, things are
going along smoothly with our competitors so to speak, and we are
engaging more in trade, we're engaging more in cultural ex-
changes; we don’t see a big threat. So let’s ease off and concentrate
on modernization. That is one motivation.

Mr. MacEacHIN. Clearly he undertook an active arms control
agenda from the outset of his tenure. Arms control is part of a
larger foreign policy picture which clearly has been more creative
than in the past. He is attempting to manage through more politi-
cal means security interests which if he can’t manage politically he
will have to deal with them in ways that impact on his economic
program. No question about that.

The initial arms control thrusts have not been the kind that will
have major impact quantitatively on resources. Nonetheless, they
will have two effects. They will, as Mr. Whitehouse said, strength-
en his hand in the overall issue of resource allocation with the
military.

Second, I think we should not underestimate that in certain spe-
cific sectors, as you said Congressman McMillan, there are certain
specific areas in which growth, even though it doesn’t show up as
very large on the total GNP measure, is critically important to any
industrial modernization program, and arms control figures heavily
in this.

When we move to the area in which there are actually more re-
sources at stake, which I think would be in the area of convention-
al arms control, because it is the general purpose forces which soak
up the largest chunk of the military procurement bill, to move into
there would, on the one hand, offer the greatest resource benefits,
but, on the other hand, I think this is the one which is going to be
the most difficult politically for Gorbachev to manage, and I think
that we will have to wait and see how things progress on that
front. It is a far more complicated political issue for him, because
he can’t deal just bilaterally with the United States.

Representative McMiLLAN. Thank you. I think my time is up,
Mr. Chairman.

Senator ProxMire. I am going to go to the floor in just a couple
of minutes, so I will yield back time to you then.

I am going to go off the beam a little bit and ask you some ques-
tions that just occurred to me as you were talking. If the Soviet nu-
clear deterrent is credible and the United States nuclear deterrent
is credible, then as our leader, the President of the United States
has said, a war cannot be won between the superpowers. The as-
sumption is that rather than lose that the losing force would at
least use their nuclear force at the end one way or another and
then we would both be gone.

The scientists tell us that if 1 percent of the Soviet nuclear arse-
nal strikes this country there would be between 35 million and 55
million dead Americans. And Gorbachev has said the same thing,
and I think he is right, there must be a feeling in the Soviet Union
as there is by many people in this country that much of our mili-
tary is a colossal waste. We are not going to fight a superpower
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war. Much of our military is for that purpose. Not all of it by any
means.

Nevertheless, with that in mind, wouldn’t both countries benefit
greatly from a meticulously verifiable agreement for, say, a 25-per-
cent cut or a 50-percent cut in conventional weapons on both sides
tailored after the agreement with the INF where the Soviet Union
would have to make a much bigger reduction than we would? They
have far more planes and tanks and personnel in the Warsaw Pact
than we have in NATO. Would that be in the enormous interest of
the Soviet Union and in the interest of the United States if that
could happen? And would the Soviet Union under those circum-
stances be able to take advantage of that, in your judgment, to
greatly improve their industrial production as I am sure we could
take advantage and do something about our appalling deficit?

CONVENTIONAL REDUCTIONS

Mr. MacEacHIN. Senator, I would like to start with the last
point. I think there is no question that if the Soviets could under-
take a 50-percent cut in their conventional forces, which are im-
mense, that this would free up some resources which they need
badly to modernize their economy. This is kind of a complicated
question. I will go back to the beginning. I am going to invite Gen-
eral Horton to go into this dangerous territory as well.

NUCLEAR BALANCE

First of all, the nuclear standoff is one which the President has
identified, which Gorbachev has identified. I am sure there will be
differences of view on this, but I think in contrast to the past
Soviet public statements in this regard that even the Soviet mili-
tary planners see the present nuclear balance as one in which a
nuclear war can’t be won. It is one they see, however, as deterring
the United States. I believe the Soviet military leaders see their
own military power as blunting any potential nuclear attack by the
United States.

Paradoxically there are some in the Soviet and there are some
military theorists elsewhere in the world who say that what has
been accomplished is that the world has been made safe for con-
ventional war again because neither side dare introduce its nuclear
weapons. First of all, because of the difficulty of controlling escala-
tion, and then if the conflict does escalate to global nuclear ex-
change, no one will win.

Senator PROXMIRE. Let me just interrupt at that point to say
that because of the nature of nuclear weapons you don’t start off
with a strategic attack. But if we are under fire in Europe and the
Soviet Union is making some advances, we are certainly going to
use tactical nuclear weapons.

Once you start down that path—and I think we would rather
than lose it, and if we didn’t, I think that the French would. Maybe
the United Kingdom would. They have tactical nukes too. Once you
start down that path I don’t know where you end except with an
utter catastrophe. :

It would seem to me that somebody as wise as Gorbachev seems
to be should recognize what President Reagan has stated, that war
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doesn’t make a damn bit of sense. It hasn’t made sense perhaps
often in the past, but this time it really doesn’t make sense. It’s
suicide.

Mr. MAcEAcCHIN. My own personal views on that may be reason-
ably close to yours, Senator. The Soviet military leadership has
argued on the basis of the strategic nuclear standoff that the pros-
pects of escalation serve as a deterrent to the introduction of any
nuclear weapons even at the tactical level.

They still can’t get around the fact that NATO declares it will
use nuclear weapons and a Soviet leader, a senior military officer,
cannot very well write a piece for his own military that says my
enemy will really not carry out his policy. But some Soviet military
strategists say that the chances of a war remaining at the conven-
tional level are much greater today than they had thought earlier,
and they have used this as a basis for arguing that more resources,
not less, should go into the military specifically for the develop-
ment of high technology nonnuclear weapons.

Senator ProxMIRE. Do you think the French or British would
take the kind of pasting that today’s conventional power is that 45
years have advanced since the last war? At the end of the war the
destruction in Dresden and Hamburg was worse than it was at Na-
gasaki and Hiroshima. Just using conventional weapons. Utter dev-
astation. At that point it seems to me it would be very hard to
resist on either side using the nuclear weapons and trying to strike
some kind of a decisive blow.

SOVIET VIEW OF NUCLEAR DETERRENCE

Mr. MacEacHIN. To turn that around, there are people in the
Soviet Union writing on this issue—in one case the academicians
who wrote their article for their own institute journal later had a
similar article appear in the party journal Kommunist, which gave
it more authority—in which they argued much along the lines that
you are arguing. So far they seem to be in a minority, but at least
someone in a fairly senior political level wants what they are
saying to be said in the party journal.

Senator ProxMIRE. Will you submit that article to us?

Mr. MacEAcHIN. Yes, sir.

Senator PROXMIRE. General Horton, I am going to leave in about
30 seconds. See what you can tell us in a minute or two.

General HorToN. I agree with much of what Mr. MacEachin
said. Certainly the Soviet Union is interested in pursuing its objec-
tives without having to resort to the use of force. If they can avoid
doing so they will. Nuclear and conventional forces are important
to them, however, in even their peacetime pursuit of their objec-
tives.

Just to illustrate, [security deletion].

Senator PRoXMIRE. General, I am going to have to run. I will be
back in about 10 minutes. Congressman McMillan will preside
while I am gone.

Representative McMILLAN [presiding]. Let me just pursue that.
Go ahead and proceed.

General HorToN. Just to amplify that, that is, we would like to
have forces at the nuclear and conventional level that would pre-
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vent you from engaging in adventurism. Read that to mean pre-
vent you from reacting to those things that we would like to do in
the international system so the crisis don’t arise in the first place,
because of your fear that if a crisis should arise and you try to stop
us, that that might in turn lead to conflict.

They feel that if conflict occurs it is most likely to occur at the
conventional level more so than in the past. The conventional
phase may last longer than in the past.

NUCLEAR SCENARIOS

The possibility of not going to the nuclear level is greater than in
the past. At the same time, because of our doctrine, if they were to
succeed, we might use nuclear weapons. They have to be prepared
for that. And indeed they are now also thinking that given the im-
provements that have been made on the NATO side, which they
tend to give great credence to, that there is a possibility that ini-
tially they might be on the defensive phase.

If they were to fail, although they don’t talk about this, in their
defense before they can shift over to the preferred offensive, that
indeed they might be those who are put in the position of having to
use nuclear weapons.

Even though it is most likely that neither side would use them,
there is still that possibility. And if it is a possibility, then it is the
responsibility of the military if not contradicted by their political
leadership to assure that even if victory per se is now questionable,
one does the best one can to approximate that and to hurry out a
nuclear phase in a way that would lead the Soviet Union, literally
speaking, to the West in a better position and a position to recon-
stitute itself in the postwar world.

As a consequence, while there may be a shift in expectations, it
is to see change, and the nature of that shift is such that we
wouldn’t really expect to see a great change in the emphasis on nu-
clear weapons in terms of continued modernization and continued
deployments, albeit held in some degree of check through arms
control and allowing the redistribution of resources to other areas.

We would expect to see a greater emphasis on expenditures on
new technologies on the conventional side, expecting that that
would be their greater concern. Indeed, that is the direction they
seem to be going.

SPENDING FOR NUCLEAR WEAPONS

Representative McMiLLaN. Probing that a little bit further,
would you say that the proportion the Soviets spend on nuclear
weapons is somewhat in the same proportion that we do relative to
the total defense budget?

General Horton. If you add in strategic defense as well as strate-
gic offense, of course it would be a higher percentage despite the
size of their general purpose forces. The enormous expenditures on
strategic defense are approximately the same as what they spend
on offensive forces.

Representative McMiLLAN. You would put that at approximately
\évhat le;rel relative to our $4.1 billion or whatever it is on strategic

efense?
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General HorroN. Rather than my trying to give you a figure
which I may not have, let me ask one of my colleagues.

Mr. MacEacHIN. First, we can’t make a direct comparison, sir. I
presume you are talking about the SDI. What General Horton re-
ferred to in terms of strategic defense included everything from the
Moscow ABM system up to all the fighters and interceptors and
radars. So they are not directly comparable figures.

Representative McMILLAN. I am not so interested in pursuing
that. It may be an interesting sidelight. I guess what I am trying to
get at is the magnitude from their perception. If they are in fact
looking at military expenditures as a possible option for realloca-
tion of resources, how important then is their commitment to stra-
tegic nuclear weapons or nuclear weapons generally in that equa-
tion relative to other commitments, such as conventional weapons
and so forth? That is really what I am trying to get at.

Mr. MacEacHIN. I can give you some dollar figures if you just
want to look at the relationship.

General HorToN. While they are checking the numbers, one
might speak to the question of overhead. If one cuts back, one still
has plants in existence and work force in existence.

CONVERSION OF MILITARY RESOURCES

Second, there is the question of the substitutability: Are those
kinds that are working today and producing strategic nuclear
forces easily or readily convertible or are the work forces easily
transferable to other pursuits?

Of course some of those defense plants are also producing for the
civilian economy, but that part of the production line that is pro-
ducing the missiles themselves as compared to the TEL’s, which
may be comparable to trucks and more readily converted, can they
be readily converted to other purposes? Probably not. So you may
not see that much savings.

General purpose forces, on the other hand, to the extent that one
might be able to cut back on production, some of those items being
produced are perhaps more readily transferable to civilian pur-
suits.

BREAKDOWN OF DEFENSE BUDGET

Mr. AsBorr. Congressman, in our estimates of Soviet defense
spending in rubles, the way the Soviets would look at it them-
selves, we can break down about 60 or 65 percent which we can al-
locate to missions. The remainder would be spending for RDT&E
for the forces as a whole, and generalized command and support—
centralized costs which we could not allocate accurately to specific
missions.

Of that 65 percent which we can allocate, nearly two-thirds
would go for general purpose forces. So in many respects the
amount that is going to strategic forces does not loom as large, as
Mr. MacEachin said. It is for that reason that they would see gen-
eral purpose forces as the area of potentially greater savings.

The highly specialized and advanced nature of many of the re-
sources committed to strategic programs, however, makes them
considerably more burdensome in all likelihood than that crude
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quantitative calculation would suggest. Looking at manpower, for
instance. The kind of troops that are allocated to the strategic
rocket force are among the most highly trained available to the
Soviet military, or potentially to the Soviet economy.

Were we able to give a more precise accounting of where the ex-
penditures for research and development are concerned, I think the
picture might be somewhat different. There we would expect, per-
haps, a larger share of the R&D effort going to the strategic
sphere. Given the concern that the Soviets have expressed with the
lagging state of their technology and the importance that scientific
advance plays in Gorbachev’s strategy, we would think this would
be an area of great concern to them.

UNILATERAL ARMS REDUCTIONS UNLIKELY

General HortroM. Perhans an underlying question that one needs
to address as well is would they be prepared to do these things if
they thought they could make savings and reinvest in the overall
economy unilaterally, or would they only do them if it was possible
to do them bilaterally; that is, through arms control and through a
changed environment of détente reduce the need as perceived by
the political leadership and as perceived by the military with
whom the political leadership has to deal to continue to grow at
past rates of growth? We would argue that unilateral reversal, re-
ductions, transfers would be highly unlikely, particularly while the
prospect for bilateral reductions still is a prospect, and that cer-
tainly is a prospect now, of course.

Representative McMiLLaN. I think that creates a climate in
which that is more likely to occur, but I would suspect without
going into it that if the Soviets move from essentially an offensive
to a defensive policy militarily, and I am assuming that they basi-
cally have an offensive policy, they have a margin of taking certain
unilateral actions that could amount to a significant reallocation of
resources.

NO EVIDENCE OF SHIFT TO DEFENSIVE POLICY

General HorroN. That is why we see no evidence, however, that
they have shifted to a defensive policy. There is certainly more em-
phasis on the need to be able fo successfully defend at the conven-
tional level than before because of their perceptions of the impact
of technological modernization on the NATQO side. They have
always emphasized, as you have already noted, the strategic side,
the importance of defense. At the same time the military structure
continues to emphasize the need to be able to preempt if possible a
shift to the offensive phase as soon as possible, because that is the
decisive phase. One cannot win a conflict even if one doesn’t start
it without having a very robust offensive capability.

BURDEN OF FOREIGN COMMITMENTS

Representative MCMILLAN. Let me shift over to another potential
resource. I don’t know the magnitude of it. Perhaps you do. That
would be the degree to which their nonmilitary foreign commit-
ments also represent an economic burden on the Soviet Union. Af-
ghanistan is a significant change in policy. It apparently is the re-

90-586 0 - 89 - 4



92

moval of military assistance. What it means in terms of other
forms of assistance perhaps remains to be seen; to Cuba, Central
America, et cetera.’

In the aggregate, do we have a good estimate of what kind of
commitment that is and what some modification of their policy on
that score could mean in terms of reallocation of resources?

Mr. MacEacHIN. We actually have some figures. I don’t know if
we have them with us, but we do have some estimates of that.

In the case of Afghanistan, we have to get a net figure. We can’t
just calculate everything in terms of Soviet forces committed in Af-
ghanistan as a total addition. Some of that would be in the force
even if it were not in Afghanistan fighting the war. We do have an
estimate of that, ‘and if we don’t have it with us, we can get it. My
recollection is it was about 2 to 3 percent of their procurement and
operation and maintenance costs for the year.

One can say, well, it is not a great savings, but 2 to 3 percent
that they don’t spend every year will bring their total military
spending down closer to the flat level.

In other areas, in cases like Central America, I think in this case
where they are getting off rather cheap. It is not a heavy economic
burden to them.

So it does vary. We do have some estimates.

Representative McMILLAN. Their burden in Cuba, on the other
hand, is not insignificant.

Mr. MacEacHIN. Cuba is a political burden as well, sir, frankly.
Soviet and Cuban political interests don’t always match up, con-
trary to popular belief. There were many times that I think the So-
viets would like to contain some of the Cuban actions.

UNILATERAL ARMS REDUCTIONS

One other subject you mentioned earlier. It is interesting that
the discussion we have had on defense and the possibility of unilat-
eral reductions is an issue of debate in the Soviet Union today. The
people pressing for this do seem to be in the minority, but they are
being given a voice. The highest ranking military officers who have
accepted the idea of constraint on growth, people like Yazov, the
defense minister, Akhromeyev, the chief of the general staff, these
people have nonetheless taken sharp exception to the suggestion
that there can be unilateral reduction, something other than a bi-
lateral mutual reduction.

COST AVOIDANCE AS OPPOSED TO COST REDUCTIONS

General Horton. If 1 could just jump in with an elaboration on
one aspect. The thrust, it seems to us, of what the Soviets are doing
right now is more cost avoidance in the military as opposed to cost
reductions, avoiding the demand that an SDI system might place
upon them to increase at a much more rapid rate, a race that they
are afraid they might lose because of their great respect for West-
ern technology.

Their involvement in the rest of the world might also be charac-
terized as a cost avoidance as much as a cost reduction. They would
resist further increases in terms of assistance to Cuba and involve-
ments like Afghanistan, et cetera, as opposed to necessarily cutting
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those all back. Again, the savings would not be that great, in any
event.

AFGHANISTAN

Mr. MacEacHIN. There is a measure of some of these activities,
particularly Afghanistan. The total cost to the Soviet Union of
their military adventure in Afghanistan went well beyond the cost
of the material and resources that were spent in the country. They
paid an immense political price for this. Consequently the benefits
to them from a withdrawal will be immediately the cost savings in
terms of economic material costs, but those benefits will go beyond
that, and they will certainly seek to capitalize on whatever politi-
cal gains they might achieve from this.

General HortoN. I think that is the most important cost and the
most important potential benefit.

Mr. MacEacmin. That is what we said when they went in.
rity deletion.]

It is clear that they recognize that the gains in Europe and South
Asian regions from this withdrawal, or at least the potential politi-
cal gains, are sizable. I think that together with the recognition
that the issue was not whether they could win but how could they
minimize their losses getting out is the process that finally brought
this thing to a conclusion.

General HorToN. Making a virtue of necessity, in a sense.

NEED FOR HARD CURRENCY

Representative McMiLLaN. Let me shift back to the domestic
side. One of the initial questions I asked was some evidence of a
change in the domestic side within that GNP figure that would
give a signal. You mentioned efforts to increase petroleum produc-
tion. It seems to me one of the dilemmas the Soviet Union is faced
with if it is not successful in reducing its military commitments as
one resource there is no room to squeeze the consumer. In fact, the
contrary is probably one of the problems that they are faced with.
Then what have they got?

If they are going to take advantage of Western or Far Eastern
technology to help them solve some of their problems, they are
going to have to have something to pay for it with. They can’t oper-
ate on credit like we do. Not to the extent that we get away with.
They are going to have to export something. It seems to me they
are going to have to devote resources to something that is available
in the world market.

What do you see as their options in that respect? Is petroleum a
major one? Could that be a reason why they are putting emphasis
on petroleum production?

Mr. WHITEHOUSE. Petroleum has been, is, and will continue to be
for some time the major factor in Soviet hard currency earnings,
2‘1{,1(1 therefore the source of their ability to make purchases in the

est.

WESTERN CREDIT

However, we must not underestimate the Soviet ability should
they opt to borrow more heavily. The Soviet creditworthiness is



94

outstanding among Western bankers. Remember, the Soviets have
a great deal of gold in reserve; they have a debt service ratio that
currently stands at only 26 percent—in spite of increased borrow-
ing in the last 3 years—and that figure is as much a figment of
exchange rate movements as of real borrowing. I say only 26 per-
cent given what some of the real debtor nations have to cope with
in terms of debt service ratios.

The point is that Western bankers are more than willing to lend
to the Soviets. What constrains the Soviets from borrowing more
from the West is their own conservative attitude toward indebted-
ness. This has been displayed by Gorbachev and by his predeces-
SOrSs.

It may change, but it isn’t going to change drastically. It will

change marginally. I think he will opt for more imports from the
West both for consumer goods and for some key industrial sectors,
even though he will continue to pursue the program of indigenous
development of technology rather than rely solely on the West.
° But there are some areas where they need to import. Energy is
one of them. One of the important things that they need to do over
the course of the next few years, for example, is to develop a major
program of energy, specifically oil, conservation.

BREAKTHROUGH IN OIL REFINING

The reason they need to do that is because they have made a
technological breakthrough in refining. They have developed their
own catalytic cracking capability, which means that they can now
get a larger share of the crude oil barrel converted into light prod-
ucts, gasoline, diesel fuel and the like, with their own cracking ca-
pacity. But in order to do so they must use less heavy fuel oil. Oth-
erwise they have to keep producing more and more petroleum at a
very high cost, and the potential gains from having developed cata-
lytic cracking will be lost.

MARGINAL SHIFTS OF RESOURCES

I guess the point of all this, Congressman McMillan, is that the
Soviets are working at margins, and margins are becoming more
and more important. That is to say, marginal shifts in investment.
What we consider to be marginal outlays of hard currency for
things like Cuba, Angola, et cetera, those are looming much larger
now as drains, because hard currency is squeezed and total invest-
ment is squeezed.

What we consider to be marginal contributions from the defense
sector to the civilian economy are potentially becoming more im-
portant. For instance, General Horton’s characterization of the
strategic missile provides a good example. You can’t just convert a
strategic missile into something effective in the civilian economy.
But they could reap marginal improvements in some civilian sec-
tors from electronics and other advanced components that go into
making a modern strategic missile, if those basic resources were de-
voted to some other activity. It is not going to be a large gain and
it is not going to happen quickly, but over time it could help.

Representative McMiILLAN. I think you make a good point. We
tend to look at things in financial terms, but probably of equal im-
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portance is the reallocation of scarce human resources or scarce
skill levels. That would be another important side.

Mr. MacEacHIN. In a country in which these skills are, in rela-
tive terms, more scarce than they are in most of the West and
some of the applied technology is more scarce, the absence of a re-
quirement to retool a missile plant to produce its successor would
not show up as a big item in a GNP measure, but it could be ex-
tremely important to an industrial modernization program.

JOINT VENTURES

General HorToN. With regard to your question, Congressman
McMillan, another area that the joint report we submitted to you
speaks to is the issue of the joint projects with the West, but at the
same time the report goes on to say that it hasn’t panned out and
is not expected to pan out as much of a factor-as they had hoped,
although at the margin it may still be important inasmuch as the
barriers that are put up by the Soviet Union to doing that quickly
and efficiently with a quick return are such that it doesn’t make it
very attractive. There are different objectives on the part of those
who are looking at such projects: the West, that is, opening up the
Soviet market and the Soviet Union which is looking to develop a
capability to ultimately compete with the West in the world
market, and the Western potential coproducers are not particularly
interested in creating another competitor.

INF TREATY

Mr. MacEAcHIN. One last gain, sir. The INF treaty gives the fol-
lowing benefits:

First, the manpower and the resources that were devoted to
those missile systems are now free. Generally speaking, the defense
minister said they would be reallocated to other military uses. At
some point that frees up a demand for wherever they are going to
be reallocated. The plants do not have to be retooled to produce a
follow-on missile system. Consumables for these forces do not have
to be produced.

The one cost savings which people have not taken into account is
what the impact is of this on the European population which is
being asked to provide support to parliamentary defense budget
measures and what the impact is in what the Soviets have to con-
tend with in the way of a NATO alliance committed to its own de-
fense; what the benefit is in terms of opening up opportunities, po-
litical and economic, for the Soviets in a European body politic
which is now convinced that you have a new Soviet Union.

So when you measure the total costs and gains from this kind of
foreign policy move, they go beyond just the material resources im-
mediately involved.

Senator PrRoxXMIRE [presiding]. You obviously asked a very pro-
vocative question.

Let me follow up in a little different way.

SOVIET FOREIGN DEBT

How about the Soviet Union’s lack of debt? Congressman McMil-
lan got into that to some extent. The big problem, it seems to me,
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for our economy is the enormous debt we have. I am not talking
about just the national debt; I'm talking about the household debt
and the enormous business debt. The national debt is $2.6 trillion;
the household debt is $3 trillion; the business debt, nonfinancial
corporations, is $3.6 trillion. Of course we have a bigger gross na-
tional product now. Even in relationship to that and in relationship
to such things as earnings, the business debt was $2.85 for every
dollar of earnings back in 1955; today it is $9. With that enormous
leveraging and great vulnerability come recessions. Of course
household debt is going up at a time when savings are going down.

We are living beyond our means. There is no question about it.
My question to you experts on the Soviet Union is, is there any-
thing in the Soviet Union that is similar to that? Just the Federal
Government is spending 14 percent of our trillion dollar budget on
net interest, and it is going up very sharply. Is the Soviet Union
doing anything of this kind?

Mr. MAcEAcHIN. In fact, the policy that Mr. Whitehouse de-
scribed of debt avoidance is not just pure conservatism. There is a
conscious effort to avoid creating a vulnerability to the West.

Senator Proxmire. If that is the case, it seems to me that this is
something we ought to be aware of. We have enormous advantages
over the Soviet Union in technology and productivity, even in the
number of people in NATO compared to the Warsaw Pact. As I
say, we are consuming more than we are producing, and I think
that is a mistake.

Mr. WHITEHOUSE. 1 can’t comment on whether it is a mistake or
not from our perspective. As far as the Soviets are concerned, it
may or may not be comforting to learn that the Soviet Union too
has a budget deficit.

Senator PrRoxMIRE. Not like ours.

Mr. WHITEHOUSE. As a matter of fact, sir, we are doing research,
which is very preliminary and incomplete at this time, but there is
enough evidence to suggest that the Soviet Union’s budget deficit is
much larger than ours. However, up until now it hasn’t made a
whole lot of difference, because they have never relied on financial
indicators for anything.

Senator ProxMIRe. Wait a minute. Let me interrupt at that
point. You say their budget debt is bigger than ours. To whom do
they owe the debt? We owe the debt increasingly to foreign coun-
tries, although we owe much of it to ourselves as far as the nation-
al debt is concerned.

4 Mr. WHiTEHOUSE. They owe it to themselves. It is not a foreign
ebt.

Senator ProxMIRE. With a Communist system, with the govern-
ment owning everything, what is the significance of that?

Mr. WHITEHOUSE. The significance is in the Gorbachev reforms
when and if they go to a more market-oriented price system. Even
today as they are trying to sustain self-financing, for instance,
among enterprises, operating enterprises are supposed to make a
profit, and that profit is supposed to be used to pay the wage bill, a
large chunk of the enterprise’s investment, and a whole variety of
other costs. :

What is happening is that the enterprises are not able to meet
their wage bill and are having to float short-term loans from the
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banking system. There is considerable disarray going on because of
this.

The self-financing has just been implemented.

Senator PROXMIRE. It seems to me it is very hard to assess until
you get some hard numbers. What is their debt to their financial
system?

Mr. WHITEHOUSE. Proportionally, their budget deficit is nearly
twice the size of ours.

Senator ProxMiIRE. Twice the size of ours? You are talking about
it not in absolute terms? You are talking about it in relationship to
their gross national product or some other label?

Mr. WHITEHOUSE. I am talking about the deficit in relation to
GNP.

Let me explain a couple of things that causes this to happen.

DECLINING GOVERNMENT RESERVES AND INCREASED SUBSIDIES

Gorbachev’s own policies have exacerbated this situation. It has
existed for a long time, but his policies have exacerbated it. For
one thing, much of the consumer goods and services that the Sovi-
ets produce and sell and those that they buy from abroad are very
heavily taxed, extremely heavily taxed. Those heavy taxes make up
a large chunk of Soviet budget revenues. They have cut back on
the import of consumer goods over the past few years that they
levy these heavy taxes on when they resell them domestically. So
that has squeezed their budget revenues.

By the same token, they have raised the production and distribu-
tion of products which have to be subsidized. The subsidy bill for
things like meat and milk domestically has gone way up. This is
causing them to spend more; they are reducing their revenue; and
the budget deficit is growing.

Gorbachev himself has talked about this.

Senator PrRoxMIRE. Obviously when they stop drinking vodka and
have imposed a big tax on vodka, their revenues from vodka sales
decline.

Mr. WHITEHOUSE. In fact, they declined by 37 billion rubles.

Senator ProxMIRE. Still, it seems to me that unless you have
hard figures it is very, very hard to make a comparison. You have
to have the figures. The general impression I got from your an-
swers to Congressman McMillan was that the Soviet Union has fol-
lowed a conservative debt policy and credit policy.

FOREIGN DEBT AND EXCHANGE RATES

Mr. WHITEHOUSE. There is a very great distinction between do-
mestic debt here and foreign debt. The foreign debt, while it has
grown in the past 3 years, about two-thirds to three-fourths of it is
the result of exchange rate fluctuations. In other words, the de-
valuation of the dollar.

Senator Proxmire. I would like to explore that paradox, the ap-
parent large increase in Soviet hard currency debt during a period
of declining hard currency trade. Table 7 in the joint report shows
the Soviet hard currency balance of payments. In the past 3 years
there have been substantial increases in Soviet gross debt. For ex-
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ample, there was a $5 billion increase in 1987 but $3.5 billion of
that increase was due to exchange rate effects.

Can you explain the significance of the exchange rate factor in
estimating Soviet hard currency debt?

Mr. WHITEHOUSE. If you look at the pattern over the last 3 years
of changes in gross debt, in 1985 it went up by almost $7 billion; in
1986, by another $7 billion; and in 1987, by $5 billion. Of that, in
each year about $4 billion was due to exchange rate changes. The
real new borrowing was roughly $3 billion in each of 1985 and 1986
and dropped to about $1 billion in 1987.

The point is that roughly three-quarters of their new indebted-
ness over the past 3 years has been the result of exchange rate
changes.

Senator ProxMIRE. If we look at table 9, you can see what has
happened to Soviet hard currency debt to the West. It has risen
substantially since 1984, when it was $10.7 billion, to $26.7 billion
in 1987. Soviet assets in Western banks increased by a relatively
modest amount in that period, but this is also the period when the
dollar plummeted.

My question is, How much of the increase in net debt was due to
the foreign exchange factor?

Mr. WHITEHOUSE. It would be the same amount. The $4 billion
exchange rate impact, for instance, in 1987 is the impact on total
debt.

Senator ProxMIRE. What would it be today if you took out the
foreign exchange factor for the last 3 years?

Mr. WHITEHOUSE. It would have gone from about $11 billion in
1985 to $17 billion in 1986, and it would have gone to $18 billion in
1987, roughly. Those are rough figures. It would not have increased
to the extent that it had. It would still have increased some.

Senator PROXMIRE. Do you expect the Soviet net hard currency
borrowing exclusive of the exchange rate factor to increase in the
next few years? And if so, by how much?

Mr. MacEacHIN. If it is going to increase, it will be in connection
with a policy decision, I think. One of the areas which I mentioned
for them to turn to is the international market. They could turn to
this for high-technology equipment, industrial equipment.

Another thing they might do, rather than turning to foreign
markets for industrial technology would be to turn to foreign mar-
kets for consumer goods. That would enable them to give some
kind of benefit to the consumer without having to draw off their
own internal investment funds.

These kinds of things could take place. My best guess is that we
will see some increase.

Senator PrRoXMIRE. I take it there is no evidence they have done
that yet, that it hasn’t increased.

Mr. MacEacHIN. Not beyond the figures we have here.

To answer your question, personally I look for some increase.

WESTERN TECHNOLOGY

Senator PROXMIRE. General Horton, there has been much discus-
sion in the West of the Soviet’s need for Western technology. 1
have been shocked, as many people have been, about the Toshiba
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situation. I was a principal cosponsor of Senator Garn’s amend-
ment in that connection, because I think it was a terrible, terrible
action.

Yet as the statement points out, Soviet imports of Western ma-
chinery and equipment have been declining. Is there a tendency to
exaggerate the importance of Western technology imports to the
Soviet Union or the willingness of the Soviets to use scarce hard
currency reserves for their purchase?

General HortoN. I don’t think so, Senator, although it is certain-
ly possible to exaggerate. Looking at a series of 20 technologies, as
1 recall the figure, it is 15 that we lead in and 5 in which the Sovi-
ets may lead. They certainly look to the West in those in which
they are behind.

Senator PROXMIRE. You are talking about the principal military
technologies?

General HorTton. Correct.

In those in which they are behind either by legal or illegal
means it is much cheaper and much more rapid to gain those tech-
nologies from the West than to try to develop them themselves. At
the same time they recognize that ultimately they have to develop
their own capacity to develop future technologies if they are going
to surpass the West.

Senator ProOXMIRE. | am aware of that military comparison.
What I am concerned about in this question is the nonmilitary
technology overall. I haven’t seen any figures on that. I presume
that our technology is superior in the nonmilitary area because
they stress military more than we do perhaps and because we are
so far ahead in the military technology; is that right?

General HorToN. There certainly are some very important areas
that affect both the military and the nonmilitary, such as comput-
er technology, microminiaturized chip technology, and so on, that
affect our consumer goods as well as our military capabilities.
There is no question about it.

Senator PROXMIRE. Let me ask Mr. Kaufman to ask a question
here. He is very interested in pursuing this.

DECLINE IN IMPORTS OF WESTERN TECHNOLOGY

Mr. KaurMmaN. General, how do you reconcile the fact that Soviet
imports of Western technology in the form of manufactured prod-
ucts and equipment have been declining over the last 8 years at
least, including since 1984 when Gorbachev took over, with the
high importance that the Soviets place on Western technology?

General HortoN. The shift has been from buying goods them-
selves to if possible buying turnkey plants to produce those goods,
recognizing that their great difficulty has been not so much being
able to develop their own science or to recognize within others how
the science works, but rather to have the capability to replicate
that in a mass produced way when very high-technology production
methods as well as very high-technology products are involved. You
may see a decline in imported final finished goods, but I think we
see an increase in the extent to which they are looking for help
from the West in terms of production technologies to allow them to
produce those things themselves.
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Mr. KaurmaN. What figures are those? We have looked at the
figures for overall trade with the West, for purchases of manufac-
tured goods and equipment. We see the lack of progress in the joint
venture area. What figures are there to show that there has been
an increase in purchases of turnkey plants or the like?

Mr. WEINSTEIN. I think Mr. Kaufman is correct. The general
trend has been downward. I think that is part of the Soviet’s deci-
sion to try to develop as much domestically as they can and not be
dependent on the West. For example, they got themselves so de-
pendent on the West in their chemical industry in the 1960’s. They
have taken great steps to avoid that. I think one of the many di-
lemmas Gorbachev now has is the need to improve the level of
technology needed for growth. We have seen a great deal of very
selective spending of hard currency in the West. I suspect the prob-
lem is going to become even more severe as they find that they are
not getting the kind of benefits from joint ventures that they had
hoped to.

LABOR UNREST

Senator Proxmire. Director MacEachin, you say that the real
loser in 1987 in the Soviet Union was the consumer who has seen
almost no increase in the standard of living since 1985. You also
cite instances of work stoppages and labor unrest. There has been
very little improvement in the standard of living for the past 10
years or so, and the CIA has frequently cited signs of labor unrest
in that period. Are you reporting the usual slow growth of con-
sumption and the usual scattered instances of labor problems? Or
is something qualitatively different occurring?

Mr. MacEacHIN. My first statement in that regard, Senator, is
that in the days of glasnost we are never exactly certain whether
something is happening more or we are just hearing more about
something that has been happening. In this case I think it is a
little of both, that we are seeing somewhat more exercise on the
part of the work force of, for example, work stoppages, because
they are taking advantage of what they see as a policy which per-
mits this, but I also think that we are seeing those instances that
do take place get more publicity and we are aware of them more
quickly.

We have some tenuous evidence that recognition of this under-
current of discontent in the work force and the consumer’s recogni-
tion that he has been shortchanged and the tensions that this has
brought about has caused some greater emphasis on the consumer
sector for 1988 than was the case in 1986 and 1987.

Also, I think combining the question of the consumer with the
question you had on machinery imports has led some students of
the Soviet Union to postulate that if they do go into the foreign
market in a very large way they will seek to reconcile the compet-
ing desire to develop their own industrial technology and at the
same time give something to the consumer.

Senator PrROXMIRE. But you can’t tell us as a matter of fact there
is more labor unrest today and more consumer dissatisfaction
today than there was 5 or 10 years ago, or can you?
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Mr. MacEacHIN. I will say with confidence I think it is being
demonstrated more freely today. I can’t necessarily say that those
who are demonstrating and undergoing stoppages today might not
have done so earlier if the policy had seemed more willing to
accept that.

ANTIALCOHOL CAMPAIGN

Senator PROXMIRE. Yesterday’s Washington Post reported that a
Soviet economist, Nikolai Shmelyev, writes in the current issue of
a Soviet journal that the antialcohol campaign has failed and the
resistance to restructuring is spreading among local party officials,
government bureaucrats and the general population.

Do you agree with that conclusion? And if so, how serious is the
resistance?

Mr. MacEacuin, I am not sure ahont his statement that the an-
tialcohol campaign failed. Most people thought it would fail be-
cause drunkenness and the abuse of alcohol did not start with the
Bolsheviks and is a social phenomenon. For Westerners not famil-
iar with the drinking customs in Russia, in the Soviet Union, it is
hard to understand until you have really seen what a pervasive
factor this is.

Senator ProxMIRE. It is hard for me to understand how in a
country that is so firmly in the control of the government in a total
way and has so little regard for human rights and liberties, and so
forth, and controls all the production of everything why they can’t
just reduce almost to the point of elimination the production of al-
cohol.

Mr. MacEacHIN. I am not sure what Shmelyev’s basis for these
figures are.

Senator ProxMIRE. As I understand it, he argues that they have
increased their illegal production, their moonshine.

Mr. Nacy. That’s exactly the point.

Mr. MacEacHIN. He has to show that the illegal production has
compensated for the reduction in legal production.

" Senator PrRoxMiIre. That is pretty hard to measure, isn’t it?

Mr. MacEacHIN. That’s my point. I don’t know how he is meas-
uring it.

Mr. WHiTEHOUSE. It is pretty hard to measure in terms of final
production of alcohol, but you get a pretty good indicator when you
look at sugar sales. Sugar sales have skyrocketed in the Soviet
Union. It is for moonshine. There is a joke going around in some
circles in the Soviet elite that perestroika is now complete because
there is no more socialist production of alcohol, it’s all moonshine.

Mr. MacEAcHIN. It’s in private enterprise.

Mr. WHiTEHOUSE. That is indicative of what has happened. They
are producing a tremendous amount of liquor illegally. One indica-
tor is the sugar sales, of course.

Mr. MacEAcHIN. This was known from the outset. Anyone who
has studied the social process of the Soviet Union knew that the
effort to cut off alcohol production legally was simply going to
result in illegal production. Whether it exactly matches the drop in
legal production is something we don’t know.
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Senator ProxMIRE. It would in this country. You see, I have the
illusion, and I suppose many Americans do, that the Soviets be-
cause of their total control of their economy, because of their con-
trol of all the resources in the economy, including sugar and in-
cluding anything else, and their total control of the military and
the police together, should be able to have a more effective prohibi-
tion system than we had. Obviously it failed in this country, as we
all know. Apparently it doesn’t make a bit of difference.

Mr. MacEAcHIN. Senator, it has to be implemented. They have
control, but an awful lot of the control isn’'t exercised. That is what
the corruption issue is all about, and that’s another feature.

Senator PRoXMIRE. What you are telling us really is that there is
an increase but obviously it is very hard to measure. The illegal
production is something that I am sure they don’t have records of.

Mr. MAcEAcHIN. There is no one publishing statistics on it.

DEFENSE SPENDING RATES OF GROWTH

Senator ProxMIRE. What is the estimate for the rate of growth
for the Soviet defense spending, General, in 1985, 1986, and 1987,
and is there any difference between the CIA and the DIA over this
estimate? And if so, why the difference?

General HorToN. I would say we are very close together. I would
ask Jerry Weinstein to elaborate.

Mr. WEINSTEIN. Our measure is from the Soviet perspective. In-
cluding inflation in the numbers, we see defense spending rising in
the neighborhood of 5 to 6 percent. That is what the Soviets them-
selves are seeing.

Senator PrRoxMirE. Five to six percent over what period?

Mr. WEINSTEIN. In the last 3 years or so.

Senator PROXMIRE. In total?

Mr. WEINSTEIN. In total.

Senator PROXMIRE. Annually?

Mr. WEINSTEIN. At an average annual rate, yes, sir.

Senator PrRoxMIRE. Is that in rubles or dollars?

Mr. WEINSTEIN. Rubles.

Inflation is probably somewhere in the neighborhood of 2 to 3
percent per year, which would give us an estimate.

Senator PRoxXMIRE. You are talking about current normal dollars.
If you take inflation into account, it is around 2 percent.

. Mr. WEINSTEIN. Inflation is probably 2 to 3 percent in the total
igure.

Senator ProxMIRe. With inflation out, in real terms it has been
about 2 percent?

Mr. WEINSTEIN. Somewhere between 2 to 4 precent, I would
guess.

Senator ProxMIRE. As I understand it, the inflation is 3 to 4 per-
cent, at least overall in the economy. Is it less for the military?

Mr. WEINSTEIN. Sir, that’s a very soft figure. There is no hard
evidence on what the inflation rate actually is.

Senator PrRoxMIRE. Director MacEachin, do you have a different
view on that?

Mr. MacEAcHIN. Go ahead, Mr. Abbott.
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Mr. AsBorT. Qur estimate of the growth in defense spending
since 1985 has been on the order of about 3 percent a year. That’s
in constant prices, using 1982 rubles as our price base.

Senator PrRoxMIRE. Is that in real terms, allowing for inflation,
or not?

Mr. Assort. That’s in real terms, Senator.

Senator ProXMIRE. Is that dollars or rubles?

Mr. ABBotT. That’s rubles.

Senator ProxMIRE. How about the dollar estimates?

Mr. AsBorT. The dollars would be somewhat less because of
index number effects.

Senator ProxMIiRE. When you came a few years ago, one of the
surprises was there was a lower estimate of defense spending than
there had been in the past, a feeling that the defense spending had
slowed down in the Soviet Union.

My, MacEacuin. My recollection is we have been talking about
the slowdown.

Senator ProXMIRE. I don’t mean it was negative, but it was a
lesser annual increase than the estimates had been in the past.

Mr. MAcEacHIN. I think we have been reporting for the last
three or four visits here that the rate of growth in defense spend-
ing had slowed; it hadn’t gone negative and it hadn’t gone perfectly
flat, but from a 4 to 5 percent growth in the early 1970’s, it had
dropped down to about 2 to 3 percent.

Senator ProxMIRE. Do you still feel that is the case?

Mr. MacEAcHIN. Yes, sir.

Senator ProxMIRE. Mr. Kaufman has a question.

DOLLAR ESTIMATES

Mr. KaurmaN. Mr. Abbott, you began to say something about
the dollar estimates. You said that you prefer not to provide dollar
estimates?

Mr. ABBorT. No. I was referring to growth rates. I am not as ac-
customed to talking about growth rates in dollars, because we use
dollar measures to portray the comparative size of the Soviet de-
fense effort relative to U.S. defense outlays, rather than to portray
changes in the Soviet commitment to defense. We are just more
comfortable with using ruble measures for the latter purpose. Re-
gardless of whether rubles or dollars are used, we have seen
growth under Gorbachev.

Mr. MacEacHIN. For example, if we do a dollar comparison, as
you know we have to pay a Soviet soldier at U.S. pay scale. When
we try to measure the change up or down in Soviet spending, we
prefer to do it in rubles because we are taking account of the rela-
tive resource cost within the Soviet Union. In our case we try to do
it in constant rubles so that we can factor out inflation.

Mr. KaurMaN. Do you calculate rates of growth in the dollar es-
timates of defense?

Mr. ABBOTT. Yes. We have dollar estimates, but I do not recall
the specific growth rates of Soviet defense activities measured in
dollars during the past few years.

Mr. Nagy. But it's the rate of growth of the dollar estimates.
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Mr. KaurmMman. Is the rate of growth of the dollar estimate differ-
ent, and if so, is it higher or lower than the rate of growth of the
ruble estimate?

Mr. ABgortT. It tends to be a little lower because personnel costs,
which constitute a larger segment of the Soviet defense effort when
valued in dollar terms than when valued in rubles, have not been
growing very rapidly. You have a roughly constant military man-
power.

Mr. KaurMmaNn. You are saying the dollar estimate rate of growth
is somewhat lower than 3 percent for the past 3 years?

Mr. ABrorr. For the last couple of years, yes.

General HortoN. But if you are to look at the dollar cost of just
procurement as compared to the total defense, I would expect that
one would see a closer parallel between increases in dollar costs
and increases in ruble costs.

Senator PrRoxMIRE. Let me follow up on this by putting it this
way. Give the response that you were going to give to Mr. Kauf-
man for the record.

Mr. KaurMaN. Could you provide the dollar estimate rate of
growth for the record?

Mr. ABBortT. Yes.!

DEFENSE SPENDING UNDER GORBACHEV

Senator PRoxMIRE. This is for the CIA. You previously estimated
that under Brezhnev beginning in 1975 Soviet defense spending
slowed from 4 percent to 2 percent annually. Do you believe Gorba-
chev is continuing that policy, or is there evidence that he has
changed the policy?

Mr. MacEacHIN. The evidence ‘we_have so far—I think we all
agree on this—is that that curve, that rate of growth that we saw
from about the mid-1970’s, has remained through so far in the Gor-
bachev period. .

Senator PROXMIRE. So it is down around 2 percent?

Mr. MAacEAcHIN. In any one year it might be 3 or 1, but as a sus-
tained average it is about 2.

CYCLICAL RISE

Mr. ABBorT. Congressman McMillan made the remark earlier
about the difficulty or problems that result when you focus on a
single year. We have seen growth in defense spending under Gor-
bachev that is on the order of 3 percent, which is somewhat higher
than the previous few years under his predecessors. We think we
are talking largely about a cyclical effect. There were weapons pro-
grams which we had expected to see come on stream in the late
Brezhnev and Andropov and Chernyenko period that were delayed
for policy reasons or because of technical problems. These weapons
have begun to come on stream. So we have had growth in defense
spending of about 3 percent and growth of about 4 percent in mili-
tary procurement. Part of this has been a recovery, in our esti-
mates, from some down years in the earlier 1980’s. We haven’t
seen evidence of a policy change.

! A classified table was subsequently submitted for the hearing record.
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AFGHANISTAN

Senator ProxMIRE. Last year you projected defense spending
would continue to grow at a 2-percent rate for the foreseeable
future. I take it that is still your view, but I wonder if the end of
the Afghanistan war could have an effect on that.

Mr. ABeorT. Afghanistan itself, Senator, would not have a big
impact.

Senator PrRoxMIRE. Not big. After all, we are talking about a 2-
percent increase. Two percent isn’t very big either.

Mr. ABBOTT. At the margin, it is the kind of impact that Afghani-
stan would have. That could have some impact.

Senator ProxMIRE. I would think the effect would be to reduce
that to 1 percent or maybe not at all. Would it have some effect?

Mr. ABBorrT. It would have an impact at the margin. The kind of
cousts that we have been capturing in Afghanistan are the extra
ammunition and operations and maintenance requirements, the re-
placement of equipment that has been destroyed. We didn’t see any
evidence of the overall force growing any larger.

Senator ProxMIRE. The end of the Vietnam war in this country
resulted in some reduction in our spending.

Mr. Nacy. We did, though, we are saying we don’t know what
the Russians will do, and that it is reduction in forces that resulted
in savings on the part of the United States. We are not certain
those forces withdrawn from Afghanistan or the infrastructure
that supported them outside of Afghanistan will be cut. We don’t
know that yet.

General HorToN. Indeed, they would not have added.

Mr. Nacy. They did not grow. It was not a growth factor.

General HorTtoN. It was redeployed.

Mr. MacEacHIN. I guess I am not certain. When they first went
into Afghanistan they mobilized some forces. At some point subse-
quent to that those people were replaced. Part of the reason, of
course, was they didn’t want to have all the Turkish and Muslim
soldiers in there engaging in this war in Afghanistan. Over time
the net increase in manpower would have been lost in the round-
ing.

Senator PrRoxMIRE. Let me ask you a question. It will take a long
time to give a complete answer, but see if you can give me an
answer in about a minute or so.

NEW EMPHASIS IN MILITARY TECHNOLOGY

Last year a CIA report indicated that the Soviet military was
modifying its approach to procurement by emphasizing more so-
phisticated technology in an effort to keep up with the greater ef-
fectiveness of Western weapons.

Can you give us some examples of this and discuss the problems
the Soviets face in that area?

Mr. MacEacHIN. Senator, let me cite one example. The Mig-29
and Su-27 aircraft, which are the latest fighters that have gone
into service, are much more modern, are a major step forward from
earlier Soviet fighter aircraft in terms of weapons systems, elec-
tronics, propulsion systems. These aircraft were a long time in the
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pipeline. [Security deletion.] Its impact has been to increase unit
cost substantially and to slow the rate of the introduction.

General HorToN. In the aggregate, you end up with production
figures going down but procurement costs going up.

FST-1 SOVIET TANK

Senator PROXMIRE. General, let me follow up on that. Newsweek
has an article which quotes Donn Starry, a retired U.S. Army gen-
eral, as saying the Soviets have achieved a technical development
in the tactical level of war which has strategic implications. We
haven’t seen anything like that in Europe since the advent of the
tactical nuclear system. Talking about tanks, the new tank is
known in NATO circles as the FST-1, for follow-on Soviet tank. Ac-
cording to Western intelligence services, it is undergoing full-scale
field trials 5 years earlier than predicted by the West. Perhaps
1,200 of the vehicles have taken part in those tests in military dis-
tricts of the Soviet Union.

What can you tell us about that tank and its capabilities?

General HortoN. My understanding is that indeed there are
some new technologies involved and that if not in this specific
model, in one of their coming models they are going to an un-
manned turret tank for a much lower profile.

Senator ProxMIRE. What is really disturbing to us is that accord-
ing to this article it makes our antitank defense obsolete. Is that
true?

General HorToN. Perhaps even more important than what was
just cited is the retrofitting of current tanks in the Warsaw Pact
area with the reactive armor, which does make it much more diffi-
cult, if you will, for antitank systems to operate effectively against
the tanks that are already in the field in the Pact.

The next generation will not be that great a delta from what is
being achieved in reactive armor.

Senator ProxMIRE. Do you agree that this is really a serious
threat to NATO?

Mr. MacEacHIN. I certainly agree that it is a major technological
advance of weapons systems, yes, sir, but I am not prepared to go
beyond and make a net assessment until I get more data. Whether
it renders our antitank weapons obsolete I am not going to address.

General HorToN. [Security deletion.]

Senator ProxMIRE. On page 34 of your joint report, General
Horton, there is listing of selected future major weapons programs.
Why is the new tank not on the list?

General HorToN. It was just pointed out to me that this particu-
lar table was a table of future systems not currently in production.
However, there is reference to new ground forces vehicles in the
next century which would be perhaps the follow-on to the FST-1.

Senator ProxmIRE. They are testing this now, apparently, aren’t
they?

Mr. NaGgy. The time between the testing of a system like that
with its technology and its introduction is considerable.

Senator ProxmiIRre. It is 12 years to the next century. You're
saying it’s the next century?
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Mr. NaGy. In terms of the fixing of the technology and the field-
ing of that tank into an operational unit, 12 years is not an exces-
sive amount.

Mr. MacEacHIN. The testing which is being described here, it is
my understanding, is field trials, which is not research and devel-
opment.

Senator ProxMIRE. That helps if it’s 12 years, because we could
have a super antitank system too by then.

Mr. NaGy. From the time of the fixing of the technology to the
design of that tank 12 years is not excessive. We are into that 12
years with what we see now. What we see, as I understand it, is an
industrial test that leads to the introduction of that weapon system
into the armed forces for their testing process, which is yet to
come. We can give you a better answer in a written form.

Senator PROXMIRE. Mr. Kaufman, go ahead.

Mr. Kaurman, Can you cstimate when the earliest time that
tank might be deployed in large numbers?

General HorToN. We can give you an approximation.

Mr. MacEAcHIN. The answer that we give you will be premised
on other things being equal and if nothing happens and the pro-
gram moves along like a typical program. This individual item of
equipment might not follow that pattern.

SOVIET PARTICIPATION IN IMF, WORLD BANK, AND GATT

Senator PRoOXMIRE. Director, let me ask you this on another sub-
ject. There were indications in 1987 that the Soviets were interest-
ed in joining IMF, World Bank, and GATT. However, I understand
that in January of this year Ivan Ivanov, an official with the Soviet
State Foreign Economic Commission, said that the U.S.S.R. will not
apply for GATT membership until trade practices have been modi-
fied to conform to GATT practices.

Have the Soviets pulled back from their earlier position on
GATT, and is there reason to believe that they are also reconsider-
ing joining the IMF and the World Bank?

Mr. MacEAcHIN. I will ask Mr. Whitehouse to respond.

Mr. WHITEHOUSE. To some extent that is true, sir. They are still
extremely interested in GATT. Other than a brief flurry of interest
early in Gorbachev’s tenure, they have not professed any serious
interest in joining the IMF. They are more interested in GATT.

Senator PrRoxMIRE. Why are they showing less interest in IMF?

Mr. WHiTEHOUSE. Because IMF would cost them money. They
would have to donate money to that in order to belong, and they
are not in a position to do that.

Senator PRoxMIRE. What trade practices would the Soviets have
to modify in order to conform to GATT practices?

Mr. WaiTEHOUSE. They have to move away from state-controlled
trading practices and trade more in manufactures.

Senator ProxMIRE. How long would that take?

Mr. WHITEHOUSE. I suspect that will take them a minimum of 5
or 6 years. The only manufactures they now trade in besides arms
are automobiles and some airplanes.

Senator PRoxMIRE. Gentlemen, I want to thank you very much.
This has been a very helpful hearing. We are in your debt. We
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hope you can sanitize and make it available so that we can get it
out as soon as possible.

Can you give us an estimate of roughly how long it will take?

Mr. MacEAcHIN. As soon as we get it we will start right to work
on it. So we could turn it around in a matter of a few weeks or less;
2 or 3 weeks.

Senator PROXMIRE. The subcommittee will stand in recess until
April 21 when we will hear testimony on China.

[Whereupon, at 12:15 p.m., the subcommittee recessed, to recon-
vene at 10 a.m., Thursday, April 21, 1988.]

[The following military production tables were subsequently sup-
plied for the record by DIA:]
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MILITARY PRODUCTION TABLES

UNITED STATES GOVERNMENT

memorandum

eave: 9 1 DEC 1988 U-74,370/08-4

REPLY TO
ATTNOF:

SUBSECT:

DB-4

Update of Tables for the Joint Economic Committee (JEC)

DI-3

The enclosed tables update the procurement data on page 121 of the 1987
edition of Soviet Military Power and the production data on page 122. U.S.

data on procurement and production are not yet available, so U.S. and total
NATO values cannot be provided.

2 Enclosures

1. Soviet Procurement,
1979-88 1 Cy

2. Soviet Military Production,
1986-88 1 Cy

HLRANOL Ag -

Direciciz:a foricoiatch rojects
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Soviet Procurement, 1979-88

ICBM's and SLBM's

IRBM's and MRBM's

Surface-to-Air Missiles

Long- and Intermediate-range Bombers
Fighters/Fighter-Bombers

Military Helicopters

Submarinesl

Major Surface Warships

Tanks

Artillery?

lincludes SSBN's and attack models only.

Excludes AAA.

2,825
925
120,000
405
6,250
4,310
75

83
26,200
25,100

DIA/DB-4
20 Dec 88
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Soviet Military Production, 1986-88

Ground Force

Tanks

Other Armored Fighting Vehicles

Towed Field Artillery

Self-propelled Field Artillery

Multiple Rocket Launchers
Self-propelled AAA
Towed AAA

Missiles
ICBM's
LRINF
SRBM's
SLCM's
SLBM's

Aircraft

Bombers
Fighters/Fighter-Bombers
Transports

ASW

Military Helicopters
Utility/Trainers

19861

3,300
3,700
1,100
900
500
100

0

75

25
600
1,100
100

50
650
200

500
45

1987

3,500
4,050
900
900
450
100

125
75
500
1,100
100

45
700
175

450
10

DIA/DB-4
20 Dec 88

1988

3,500
4,550
1,100
1,100
500
100

150
50
450
1,100
100

45
700
150

400
10
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DIA/DB-4
20 Dec 88
Soviet Military Production, 1986-88 (Continued)
/ 1986 1987 1988
Naval Ships
Submarines 8 9 9
Surface Warships 9 8 10
Other Surfaced Combatants3 60 55 51
Auxiliaries 6 7 7

1some 1986 figures revised to reflect current total production information.
Zincludes aircraft carriers, cruisers, destroyers, frigates, and corvettes.

3ncludes patrol combatants, coastal patrol craft, and mine warfare and
amphibious warfare ships and craft.



ALLOCATION OF RESOURCES IN THE SOVIET
UNION AND CHINA—1987

THURSDAY, APRIL 21, 1988

CONGRESS OF THE UNITED STATES,
SuBcoMMITTEE ON NATIONAL SECURITY ECcoNoMICS
or THE Joint Economic COMMITTEE,
Washington, DC.

The subcommittee met, pursuant to recess, at 10:10 a.m., in exec-
utive session, in room SD-628, Dirksen Senate Office Building,
Hon. William Proxmire (chairman of the subcommittee) presiding.

Present: Senator Proxmire and Representative Scheuer.

Also present: Richard F Kaufman, general counsel.

OPENING STATEMENT OF SENATOR PROXMIRE, CHAIRMAN

Senator PrRoxMIRE. The subcommittee will come to order.

I apologize, folks, that I am tardy. I had to go to the floor to
make a statement. Congressman Scheuer will be here shortly. He
had to go back to the House and vote.

Today we will hear testimony from the Central Intelligence
Agency on the Chinese economy, completing this year’s hearings
on the “Allocation of Resources in the Soviet Union and China.”

China’s performance over the past several years has been im-
pressive, especially in terms of growth. We've been watching with
great interest China’s efforts to reform the economy and to shift
from a system of rigid central planning to a somewhat more flexi-
ble system that emphasizes free markets. China has experienced
problems on the road to reform. This is not surprising, given the
magnitude of her problems and the enormous size of her popula-
tion. It is difficult for us to comprehend how a nation with a GNP
of $285 billion must support more than a billion people. In fact,
their economy is so small, assuming we are estimating it correctly,
that it also puts into perspective the recent rapid growth rates.

It will take decades of sustained rapid growth before China can
be counted among the major economic powers.

There are questions as to whether China can sustain rapid ex-
pansion without making more progress toward economic reform.
Reforms have gotten a lot of attention and deservedly so, but the
most important ones were put into place by the early 1980’s, and
there are signs that further major advances will be placed on hold.

To present the CIA’s current estimates, we have a distinguished
group of spokespersons, headed by James Harris, Deputy Chief of
the China Division of the Office of East Asian Analysis.

(113)
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Mr. Harris, after you have introduced the persons accompanying
you, we would like you to take 10 to 15 minutes to summarize your
report. It will be placed in the record in full, and by the way, I
want to compliment you on the report. It is the most substantive
and comprehensive on China we’ve received since the series began.
We began the series about 15 years ago.

So go right ahead. We will have a number of questions, and Con-
gressman Scheuer and perhaps others will be here to question you
also.

[The report of the CIA follows:]
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Directorate of
intelligence

CHINA:

ECONOMIC POLICY AND PERFORMANCE
IN 1987 .

April 1938
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China: Economic Policy and Performance in 1987

This paper was prepared by the Central Intelligence Agency
for submission to the Subcommittee on National Security
Economics of the Joint Economic Committee, Congress of
the United States.

This report will be released to the public following the
appearance of the Deputy Chief of the China Division, Office
of Esst Asian Analysis, Directorate of Intelligence, CIA. Draft
not to be released without permission of the Chairman.
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China: Economic Policy and Performance in 1987

Summary

Information available

as of 18 April 1988

was used in this report. .

China’'s economy turned in a mixed performance in 1987. Chinese statistics
indicate a substantial decline in the trade deficit, high industrial growth, and improved
labor productivity. These achievements were accompanied, however, by an ini:ruso in
inflation, slow grov'nr_u IN urden reai INCGMss. dissppointing increacas in arain production,

and higher state subsidy payments to enterprises, trading corporations, and urban

consumers.

Beijing's policy agenda for 1988 stresses reducing inflation, increasing grain
output, and improving enterprise profitability. Beijing will tighten control of bank credit
and aggregate state investment, raise state grain procurement prices, and incresse
investment in agriculture. It will also strive to introduce greater fiscal sccountability and
mansgerial sutonomy to enterprises by bro.doninb the use of performance contracts for
state firms, applying a new state ont;rpriu law, and possibly implementing bankruptcy

regulations enacted in late 1986.
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The foreign trade sector is one area where Beijing may proceed more rapicly
with reform. Virtually all of China’s leaders have endorsed the strategy of export-led
development in China’s coastal areas enunciated by Party Secretary Zhao Zivang l;st
January. In concert with the coastal development strategy, Beijing has incressed the
sutonomy of municipal and provincial trade corporations and individus! export-producing
factories. while reducing the role of China's central trade ministry. The reforms are
designed to wean traders away from costly state subsidies that now encourage factories

to export goods even when they command higher prices on China’s domestic market.

Crucial but politically sensitive price reforms will proceed slowly in order to
minimize economic dislocations among consumers. Beiiing' will incrementally increase
prices for agricultural goods and ease central controls on prices of raw materials and
ome.r goods sold outside the state plan. Rather than simply freeing all prices snd
having current economic conditions determine equilibrium price levels, Beijing will
attempt to erode differentials between in-plan and markat prices for a variety of
commodities. hoping in the process to encourage production of items in short supply

and to avoig sharp price hikes.
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China: Economic Policy and Performance in 1987

Economic Performance

China’'s real GNP rose 94 percent in 1987, up from _a 7.8-percent increase in
1986. but below the double-digit growth rates of 1984 and 1885. After particularly rapid
growth during the first halt of the year, Beijing tightened credit in order to rein in
investment, which had seriously strained industrial supplies snd exerted upward pressure
on prices. Fixe& asset investment nonetheless incraased 17 percent in 1887, with the
strongest gains coming from collectives and private individuals. State investment in raw

materials, energy. light industry, and factory innovation projects slso grew fairly rapidly.

China’s retail price index rose 7.3 percent during the year, according to official
Chinese statistics, and some cities recorded double-digit infiation rates. Food priclo
increases--up more than ‘!0 percent--were responsible for most of the rise in the price
index, roughly half of which is based on food. In real terms, accordingly, urbsn per
capita income increased only 1.7 paercent, and one-fifth of China’s urﬁan households
experienced a decline in their real incomses. infiation also eroded gains in rursl per

capita income, which showed a 5.3-percent incresse in real terms..
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The Rural Economy

- Gross agricultural output rose 4.7 percent in real terms last year, up from 3.4
percent in 1986, largely because of a strong performance in cash crop production. Grain
production reached 402 million metric tons. up 3 percent from 1986, but stifl below the
record harvest of 407 million metric tons in 1984 (see figure 1). Aftar two years of .
being 8 net grain exporter, China last year resumed its status as a net importer of grain,
purchasing approximately 16 million metric tons--primarity from Canada, Australia, and

the United States (see figure 2).

China’s lagging grain production ie in nart a reflection of the success of reforms
in the rural sector. For example, aﬂér achieving doub!e-digit' growth rates in the esrly
1980s through a combination of favorable weather, increased financial incentives for
peasants, and implementation of household-based farming, Beijing loosened central
controls over peasants in 1985, sliowing them to produce the crops of their choice after
fulfilling contractual obligations to the state-for grain production. At the same time,
Beijing relaxed state controls over the prices of nonstaple foodstuffs such as vegetables,
fruit, and meat. Free market prices for cash crops soared, while the state dropped grain
prices to avoid another grain surplus the size of that in 1984. Cash crop production
consequently began to draw an increasing share of China’s farmiand, and s a result,
cash crop output gsins have far outpaced increases in grain production. Low feedgrain
prices also encouraged peasants to raise livestock. However, the ensuing jump in mest
production in 1985 and 1986 reduced the profitability of producing fivestock and led to

last year's return to 'mioning of pork {see table 1).
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Figure 1
China: Trends in Agriculture. 1978-87
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Figure 2
China: Grain Trade
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Table 1
~ Chinese Output of Major Agricultural Crops, 1987

Crop Million Metric Tons Change
Grain 4o2.4 +2.8
Cotton 4.2 +18.4
Oil-bearing Crops 15.3 +8.1
Sugarcane 46.9 -6.7
Fruit 15.5 +15.1
Pork 17.8 -0.9
Beef and mutton 0.2 +16.9
Aquatic products 9.4 +14.1

Source: China's State Statistical Bureau

State investment in agficultural ipfrastructuro has continued to decline both in
real terms and as ; share of total capital construction expenditures, and neither local
government agencies nor peasants have taken up the slack Beijing has permitted local
officials to exercise greater autonomy in deciding how to allocate state investment
funds in rural areas--and rural officials often have chosen to develop profitable rurst
industries on farmland rather than to make investments in agricultural intrastructure
projects. Meanwhile, peasants have invested their savings in -housing or consumer
goods, fearing that changes in Beijing’s agricultural policies might deprive them of
benefits from infrastructural investments. Thus total farmiand has decreased and

improvements needed in rural infrastructure have been facking.
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Tight grain supplies in 1987 were also the result of a continuing rise in consumer
demand, as rapidly rising incomes raised purchases of a variety of foodstuffs requiring
grain inputs. Strong demand for bread, beer. cooking oil, meat. and eggs has strained
supplies of high-quality grains, oilseeds, and feedgrains. To dampen demand and
minimize infiationary pressures, Beijing has resumed the practice of issuing ration tickets

for such food products as eggs and sugar in several major cities.

In contrast to grain, China’s rural industrial output posted strong growth in 1987.
Iindeed, rural industry and commerce are among the most dynamic ségmaents of the
Chinese economy. and now employ about 15 percent ot China’'s labor force~-more than
85 million people Rural industrial output grew by 36 percent in 1987 in real terms, and
rural industries earned $5 billion from exports--about 15 percent of China’s total export

earnings.

industrial Performance

China’s urban industrial output grew 15 percent in 1987 in real terms (see figure
3). Growth was especially rapid in the private and collective sectors, and the output Bf
foreign-invested enterprises doubled during the year--aithough it remains a very small
portion of China’s total industrial output. Production of consumer goods, farm
machinery, motor vehicles, and chemical fertilizers and pesticides grew at double-digit

rates.

China’s output of electricity grew at a record-setting pace--roughly 10

percent--but nonetheless failed to match the growth in industrisl output. Power

shortages continued to idle roughly one-fifth of China’s industrial capacity. in contrast
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Figure 3
Trends in Chinese Industry. 1979-87

Note scale change
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to healthy growth in electricity output, China’s production of coal and oil rose only 3

‘percent.}

Chinese statistics indicate that state enterprises improved their opersting
efficiency in 1987. Profits rose 6 percent and labor productivity increased by nesrly 8
percent. But one-eighth of China’s state enterprises continued to lose money, and the
size of those losses was larger last year than in 1986. By and large, factory managers
have faulted rising input prices for their losses. Beijing last year deliberately increased
state procurement prices for industrial crops such as cotton in order to stimuiste
production; .at the same time. Beijing has encouraged the developmem.nf a raw
materials market in which producers and users of such goods as steel, cement, and
lumber buy and se‘!l industrial inputs at free-market--and substantially higher than
state-set--prices. Last year, for example, for the first time a majority of China’s rolled

steel was distributed outside of the state plan.

International Trade and Investment

Concerned about the level of foreign exchange raserves resulting from two y'urs
of substa-ntial trade deficits and lackluster foreign direct investment inflows, Beijing
tightened controls over imports and foreign exchange expenditures last year. At the
same time, Beijing stepped up efforts to bdost the country’s export earnings. As 8
result, China’s trade deficit shrank from $12 billion in 1986 to only $3.7 billion in 1987,
according to Chinese Customs statistics (see figure 4). With a net gsin of $3.4 billion In

esrnings from tourism and other services. Beijing’s current sccount was nearly in

! China is the world's second-largest producer of coal, sfter the Unitad States, snd
fourth-largest producer of crude oil, following the Soviet Union, the United States,
and Saudi Arabia.
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Figure 4

China: Imports. Exports. and Trade Balance. 1978-87
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balance. Accordingly, official foreign exchange reserves grew from $8.9 billion in

January 1o $15.2 billion in December. sufficient to cover more than four months’ imports.

Hong Kong dispiaced Japan as China’s top trading partner as Beijing curbed its
purchases from Japan to reduce the large bilateral trade imbalance, diversify sources of
supply, and find lower-cost suppliers less affected by currency sppreciation. Hong Kong
also drew a larger share of China's exports, many of which the territory subsequently
reexported to the United States and other destinations--includi'ng Taiwan and South
Korea. The United States, West Germany, and the Soviet Unil-m folk;wod Hong Kong and

Japan as China’'s major trade partners (see table 2).

China’s imports remained stagnant for the second year in 8 row as a resuit of
tighter procedures for allocating toreign exchange and cioser monitoring of purchases to
avoid duplication and encourage import substitution when possible. Purchases centered
on indu;(rial machinery not avsilable domestically, equipment and raw materials to be
used in export processing, and agricuitural inputs such as fertilizer and pesticides.
Reflecting Beijing's concerns about lagging grain output, imports of grains incressed by
more than 60 percent, totalling $1.6 billion. Reduced international grain prices also
contributed to the surge in grain imports: Beijing took advantage of prices driven down
by subsidies from the European Community and by the US Export Enhancement Program

to complement domestic output (see table 3).



Imports

Billion

uss %
TOTAL 43.2 100
Japan 101 23
Hong Kong 8.1* 19
United States 48 n
West Germany 31 7
Soviet Union 13 3

imports
Billion
V11
Specialized machinery 48
Iron and steet a8
Cereals and cereal 1.6
preparations
General industrial 1.5
machinery
Electrical machinery/ 14
apparatus
Telecommunications eqt. 1.3
Fertilizers 1.2
Road vehicles 1.1
Plastics 0.8
Textile fibers 08
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Table 2
China: Major Trade Partners, 1987

Exports

TOTAL

Hong Kong
Japen

United States
West Germany
Soviet Union

Table 3
China: Major import and Export Commodities, 1987*

%

n
n

w

NNLOWW

Exports

Textile yarn, fabric
Petroleum
Clothing. apparel
Textile fibers
Misc. mfd. articles
Oilseeds

Billion
- -USS$

395
125
64
3.0
1.2
1.2

Billion
uss

5.3
37
35
15
1.2
08

100
32
16

*

NWADOS

*Projected based on data svailable through September 1987. Source: Chinese Customs

Statistics.
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On the export side, China’s 1987 performance demonstrates the success of

Beijing’s efforts to promote rapid growth by:

* Providing priority domestic investment funds to export-producing projects.

* Allowing export-producing Chinese factories to retain 2 share of their forsign
exchange earnings.

* Providing state subsidies to cover the losses of exporters selling good-s st worid
prices that are below China’s costs of production.

¢ Devaluing the Chinese currency relative to most major world currencies.?

* Giving foreign investors speciat tax and otner incuniives

factories producing for foreign markets.

China’s export earﬁings grew by more than one-fourth last year--to nearly $40 billion.
Export earnings from industrial_and manufactured goods increased from 63 percent of
the total in 1886 to 66 percent. China’s most striking export gains have come in textiles
and apparel shipments--which last year accounted for about one-fourth of China’s totat
exports. According to Chinese press reports, China is the world’s largest silk produéor
and exporter--with its raw silk exports accounting for 90 percent of global sales vol'umo,
and sitk fabric exports making up 40 percent of the worid market. China also has
become the world's second-largest supplier of raw cotton by volume, after the United
States. Raw cotton exports earned Beijing nearly $750 million last year, 8 S0-percent

jump over 1986.

2 Beijing has not devalued the Chinese yuan against the US doflar--to which it is
unofficially pegged--since mid-1986. As the dollar has falien, howevaer, the value of
the yuan has effectively declined relative to many other currencies.
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Beijing recognizes that foreign managerial and technical expertise has contributed
significantly to China’s ability to boost exports. Export earnings by foreign-invested
enterprises doubled in 1987, to $1 billion. According to China’s Ministry of Foreign
Economic Relstions and Trade. China has signed contracts for more than 10,000
foreign-funded: enterprises, 4,300 of which are now in operation. China’s psid=in for'clgn
investment reached $8.5 billion by the end of last year, showing a $1.9 billion increass in
1987--probably refiecting both investors’ more favorable view of China’s investment
climate in the wake of new legisiation adopted in late 1986 _and changes in the global
economy that have tended to encourage increased investment by many developed
countries in regions that have low labor costs. But the apparent improvement in China's
ability to draw foreign investment aiso reflects the depressed leve! of investment in
1986 as Beijing’'s curbed inflows of foreign funds to nonproductive activities such as

hotels.?

.Us-China Trade. China’s exports to the United States rose by one-third last
year, according to US Commerce Department statistics, reflecting the success of China’s
overall export push. US sales to China increased by 12 porcent--rocoﬁring from 8
slump in 1986--but remaineq below the record level of 1985. Accordingly. the US

deficit widened to $3.4 billion, 60 percent higher than in 1986.

————————

3 For further information in China’s changing foreign investment picture,
see appendix B.
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Statistical Discrepancies

China’s Customs statistics differ considerably from those recorded by the
US Commerce Department. China calculates it had a $1.8 billion deficit with the
United States last year, rather than a $3.4 billion surplus (see figure 5). The
reason for the discrepancy is that the United States tallies all goods shipped to
and from China, regardless of whether they are shipped directly or through third
countries such as Hong Kong: China only includes direct shipments. (n sddition,
the practice of including insurance and freight costs in the value of imports
from the other partner accounts for about $1 billion of the $5.2 billion gap in
trade statistics. The discrepancy between Chinese and US trade statistics has
grown in recent years because China is shipping a larger share of its exports to
the United States via Hong Kong. .

Faraiieiing irends in China's overaii exporis, iigint indusiriai goods are becoming
an ever larger shére of China’s sales to the United States. Exports of sporting goods,
toys, travel goods, handbags, footwear, and tape recorders have grown especially
rapidly. Textiles and appare! last year accounted for 40 percent of China’s expons to
the United States (see table 4). In value terms, according to US Commerce Department
statistics. China ranked as the United States’ second-largest supplier of textile yarns and
fabrics, and its fourth-largest supplier of clothing. The United States, in turn, was
China's largest market for clothing. and third-largest purchaser of yarns and fabric, sfter
Hong Kong and Japan. according to Chinese Customs statistics. Despite the signing of
a four-year bilateral textile accord last December that limits increases in the volume of
China’s exports in specifisd categories to 3.3 percent annually, the value of Chins's
textile exports to the United States will probably continue to increase as Chinese appare!

producers continue their move into higher quality and higher priced articles.

-10 -
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Regarding US exports to China, the most rapid gains have occurred in agricuitursl
commodities. China’s purchases of US grains and bevaerages have jumped more than
twenty fold in 1987, while its imports of fertilizers, organic chemicals, sdible oils, live
animals, and oilseeds more than doubled. Machinery and transport equipment
accounted for more than 40 percent of US sales to China in 1987, as the United States
continued to benefit from China’s strong demand for capital equipment for upgrading
factories and aircraft for upgrading the civil sir transportation network (see tabte 5).
High-technology eguipment (computers, aerospace equipment, telecommunications gear.
scientific instruments, machine tools, and microelectronics devices) accounted for
roughly one-third of China’s purchases from the United States, as it has for the last
three years. By the same token, the United States continued to supply about one-third
of China's imports of high-technology goods. a share of the market that has remained

relatively constant for the last five years (see tabies 6-8).

- 11 -
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Table 4
Selected US Imports from China, 1987

Million
uUss
TOTAL . 6.287.3
Clothing 1,9875
Misc. mfd. articles, including toys and 1,1706
sporting goods

Textile yarn, fabrics 5213
Petroleum 4768
Trave! goods, handbags 2945
Telecommunications and recording equipment 239.6
Electrical machinery 146.3
Metal manufactures 140.7
Footwsar 1393

Source: US Department of Commerce. Imports valued FAS.

Table S
Selected US Exports to China, 1987

Million
uUss

TOTAL 3.4886
Aircraft and pans. railway stock 500.8
Fertilizers, mfd. 2700
Plastic materisls 254.6
Specisiized machinery 2346
Cereals 234.1
Oftice machines, ADP equipment 189.3
General industrial machinery 1774
Scientific instruments 1690 -
Wood, lumber, cork 1674
Organic chemicais 149.9

Source: US Department of Commerce. Exports valued F.O.B.
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Table 6 ’
" Known Chinese Imports of High-Technology Equipment, 1979-86%

Million US$

Reporter 1979 1980 1981 1982 1983 1984 1985 1986

TOTAL 867 930 674 S8t 1,103 1,422 3,336 3,561
Australia 1 1 1 1 2 3 7 1"
Austria 2 25 10 0 1 1 10 18
Belgium/Luxembourg 3 S 2 3 1 6 28 73
Canada 4 3 7 ] 6 1 34 54
Denmark 8 6 5 6 1 16 1M 20
Finland 1 2 1 0 1 1 5 I
France 26 Ly 34 40 32 41 238 192

Hong Kong 5 1 11 17 33 14 199 108
Ireland 0 0 0 0 0 0 1 3

Italy 6 1 1" 6 10 23 70 121

Japan 139 204 310 176 279 467 887 1,040
Netherlands 1 10 10 4 4 7 13 24

New Zealand [¢] 1 0 0 [+] 0 0 0
Norway 0 L] 1 1 4 6 7 7
Singapore 0 2 2 4 7 16 22 L)

Spain 0 0 0 )] 0 1 1 5
Sweden 15 1 10 7 16 20 47 59
Switzerland 48 32 40 76 48 47 86 126
Thailand 0 0 0 0 1 1 1 0

UK 152 129 70 55 53 76 113 139 .
us 91 257 105 145 514 471 1,332 1,085 t
West Germany 354 175 43 36 79 96 214 438 \

#High-technology equipment includes advanced computers, telecommunications
equipmsent, aerospace equipment, scientific instrumentation, machine tools,

and microelectrics devices. We have defined the category based on five-digit
compodity categories according to the United Nations' Standard Internatiomal
Trade Classiffcation (Revision 2) to exclude iteams for which research and
development expenditures constitute a small share of final product cost,

such as calculators, telephones, and simple machine tools. Data are based

on sales reported to the United Nations by China's trade partners. Several of
China's trade partners--including Soviet bloc countries and South Korea--do not
report trade with China to the United Nations.

R e R R P R e R L R R E R e R a2 2

-13-



[

[3

Table 7

High-Technology Equipment as a Percentage Share of US Exports to China, 1979-86

1979 1980 1981 1982 1983 1984 1985 1986
5 7 3 5 24 16 35 35
Table 8

US Percentage Share of China’'s Known Imports of High-Technology Equipment, 1879-86

1979 1980 1981 1982 1983 1984 1985 1986

10 28 16 25 47 33 40 30

- 14 -
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Figure §
China: Trade with the United States
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Figure 6
China: Budget Surpluses and Deficits, 1977-87
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Sino-Soviet Trade. Sino-Soviet trade dipped in 1987 to $2.5 billion, after

reaching $2.6 billion in 1986. A number of factors contributed to the modest decline:

* Tight domestic grain supplies constrained Beijing’s sbility to meet export
commitments.

¢ Chinese dissatisfaction with the guality and technical level of Soviet industrial
equipment postponed many of the 24 industrisl cooperation projects slated to
take place under the five-year accord signed in July 1_985‘

* Trade reform and decentralization in both countries have made it more difficult
for Beijing snc Moscow T snsure that individuat factorias and l;'lde corporations

adhere to trade commitments made at the central level

Other factors will doubtless continue to constrain Sino-Soviet trade even if the
countrie_s iron out some of the specific problems that arose last ynn;. For opmplc,
barter trade is by nature a cumbersome arrangement. with trade officials required to
meet annually to negotiate the types and vaiues of goods to be traded. Moreover, China
and the Soviet Union both generally prefer to export their better goods to the West for
hard currency instead of to each other, leading to reciprocal complaints about the
dumping of inferior goods Bilateral trade should therefore remain s small percentage of
each country’'s total trade, and will be dw;ﬂcd by their trade with the United States and
other Western partners. The Soviet Union is China‘s fifth-largest trade partner,
accounting for about 3 percent of China’s total trade, according to Chinese Customs

statistics.

-15 -
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" Government Budget and Spending Priorities

China’s budget deficit widened in 1987 to $2.2 billion (8 billion yuan), squivalent
to 3 percent of state revenue, and about 1 percent of GNP* (see figure 6). This incrnse
was not unexpected. Increased state investment expenditures accounted for some of
the drain, as Beijing targeted priority construction projects in energy, raw materials, and
light industry. But higher state subsidies to cover the losses of money-losing
enterprises and state trading corporations exporting goods priced higher in China than
in foreign markets. as well as payments to urban consumers to soften the impact of
higher food prices, accounted for a growing share of the budget. Subsidy payments

exceeded one-fourth of state expenditures.

Beijing expects the budget to remain in the red for several more years, and is
projecting another $2.2 billion shortfall for 1988 despite an anticipated $500 million (2
billion yuan) gain in tax revenues and a planned 50-percent increase in treasury bond
issues. According to the Finance Minister, food subsidies will rise by 22 percent, and
state investment in agriculture will jump 15Apercent. Earlier this year, China’s Stlt; '
Council instructed government offices and state-funded institutions to reduce spending

by 20 percent in 1988 and banned purchases of a variety of items.

The streamlining of government ministries and cc issi ann( d at the

National People’'s Congress in March is also expected to cut costs. Beginning in June,

China will create s new State Economic Planning Commission by merging two existing

* Using Western accounting procedures, China's budget deficit was probably twice the
level reported, equivalent to 7 percent of government revenue and 2 percent of GNP.
China records receipts from domestic bond sales and central government borrowing
from foreign sources as state revenues. China’s net domestic bond issues in 1987
were equivalent to $1.1 billion (4 billion yuan), and its net foreign borrowing to cover
state expenditures was equivalent to $1.4 billion (5.1 billion yuan).

-16 -
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commissions, and replace 12 other industrial ministries and bureaus with nine new
ministries and four state-operated corporations. The net result is an expected reduction
in State Council personnel from approximately 50,000 to 40,000. in addition to the fiscal
benefits expected from the reshuffling, China’s leaders expect it to reduce government
Imoﬂeronce.in enterprise management and to transform ministries into vﬁoro efficient ’

government organs.

Defense Spending. China releases statistics on national defense spending as a
jine item in the annual state budget. but provides neither a diﬁnitioh of the categories
of expenditure included in the figure nor a breskdown of the total. Our own estimates

of Chinese defense expenditures cover spending ior invesim

procurement), opersting expenses (including maintenance and personnel costs). and
research, development, testing and evaluation (RDT&E). Using a building-block spproach
for valuing the costs of these varioué components, we estimate that China’s total
defense expenditures for 1986 were roughly 45 billion yusn, more than twice that of the
announced budget of 20 billion yuan. Using current exchange rates, this is about $12

billion. We believe the defense budget increased modestly in 1887.

Despite the ditference in absolute values, China’s announced figures and the CIA
estimates both show declining trends in the defense sector's share of China’s budget ss
well as in the size of the defense budget relative to gross national income® (GNJ). ClA
estimates indicate that defense exponﬁiturcs accounted for about opo third of China’s

total budget in 1978, and only one fifth of the budget in 1987. Moreover, we estimate

3 China began to publish gross national product (GNP} figures in 19885, but has provided
gross national income (GNI) statistics for the entire 1949-1987 period. In recent ’
years, GNI has been roughly equal to 80 percent of GNP.
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Figure 7
Estimated Chinese Defense Expenditures, 1978-87 )
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China’s defense spending dropped from 12 percent of gross national income in 1978 to
only S percent in 1987--somewhat less than the 7 percent for the United States, and

significantly less than the 20-25 percent for the Soviet Union (see figure 7).

China has cut military spending by slashing personnel costs and postponing the
procurement of most major weapon systems. Beijing has reduced its armed forcu by
about 3 million men since 1977, with most of the cuts coming from its ground forces.
We believe China’'s military operating budget--nearly half of which goes for
salaries--has declined by about one-fifth over the last eight years. Beijing intends to

Ly e 8nd O iilis year, bui we beiieve that it may take

several more years before demobilized men find civilian jobs and are moved from
military posts. Expenditures on weapon procurement aiso declined about 10 percent
between 1978 and 1986 because Beijing has elected to postpone major wespon
purchases until more technolog}cally advanced systems become available. In contrast,
we estimate that RDT&E expenditures have increased about 25 percent since 1978,
although this category continues to account for only about one-eighth of China’s

defense expenditures.

- 18-
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The 13th Party Congress

The 13th Party Congress of October-November 1987 was a crucisl test of
strength for China’s reform leaders. In the aftermath of the ouster of Party
Secretary Hu Yaobang in January 1987, reform-minded Chinese officials sought
to install younger, more pragmatic leaders in positions of suthority, defuse .
ideoiogical questions about the reform program, and obtsin an endorsement for
a wider role for market forces in the Chinese economy. Those goals were

_generally achieved:

+ Zhgo Ziyang was confirmed as Party Secretary, and joined by four
new appointees on the Politburo Standing Committee--the most
powerful body in the party. These represented a balance between
market-oriented reformers aligned with Zhao and officials who,
like Premier Li Peng, favor a greater role for the centrai
government in managing the economy. New appointees to the
Politburo -and the Central Committee also gave these bodies 8
more reformist cast. And former Party Secretary Hu Yaobang
remained on the Politburo, a rebuff to reform opponents who
forced his ouster as General Secretary.

* The Congress endorsed an ideological justification for a wide
range of reform proposals contained in Zhao Zivang's work report
to the Congress. The Tinitial stage of socislism” theory provides
for a century of experimentation with economic
reforms--including private ownership, and the leasing of land and
enterprises--as long as the “publicly owned” sector of the
economy is predominant.

+ Zhao's work report endorsed greater use of markets for
distributing raw materials, capitai, technology, and labor. The
report also indicated that central ministries should focus primarily
on making overall industrial poficy, leaving the implementstion to
lower-level entities responding to economic levers. Zhao aiso
previewed some of the foreign trade reforms planned for 1988 as
a result of impressive trade performance in 1987. ’

Reformers’ gains were not unqualified, however. Decisionmaking by
consensus continues to involve 8 wide spectrum of opinion sbout the pace and
scope of reform, and a number of influential Chi leaders r in more
comfortable with an economy predominantly controlied by administrative fiat,
rather than by market forces. Moreover, reformers face significant practical

- problems in implementing many policies in the face of high inftation, growing
state budget deficits, and large out-of-plan capital investments.
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Economic Policy in 1988

Beijing has announced a modest reform agenda for this year that postpones -
crucial but politically sensitive price reform pending reductions in the inflation rate,
increases in grain output. and improvements in enterprise efficiency. Premier Li Peng
announced in mid-February--and reaffirmed in his report to the National Pecple’s
Congress in March--that China’s top economic priorities in 1988 would be controlling

infiation and improving agricultural output.

Controlling Investment and Inflation. Complementing a freeze imposed on
state-coniroted prices of consumer goods and public utility fees last fall, in January
Beijing announced tighter state controls on prices of key raw 'materials--including doods
produced in excess of state quotas and previously sold at market prices. In addition,
Beijing plans to limit érowm in the money supply by tightening controls over bank
lending, snd by requiring successful state enterprises to fund planned expansion by
issuing bonds rather than drawing on bank loans, which carry 8 iower interest rate. The
state is also reducing its investment in capital construction. Finally, Beijing is trying to
trim personal consumption. Leaders hope that enterprise reforms will slow growth in
worker wages and bonuses. thereby curbing demand. Meanwhile, Beijing expects that
rent increases resulting from s reduction in state housing subsidies will soak up some

of the excess funds now available to consumers.

Managing Agriculture. In the agricuitural sector, Beijing is undertaking several

major initistives designed to stimulate grain production:
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* Raising purchase prices for grain produced and soid under state contracts.
Beijing intends over time to phase out the current dua!-track agricultural pricing
system either by reducing the share of grain procured under contracts and
increasing free-market transactions, raising the prices the state pays for contract
grain, or instituting price differentials based on quality with the sim of eventually
selling high-quality grain at free-market prices.

¢ Increasing state investment in fertilizer and pesticide production, transportstion
and distribution networks, and in agricultural infrastructure projects such as
irrigation. Beijing is concentrating rural loans as well as state investmaent on
grain production. Beijing may also invest tax revenues collected from nonfarm
rural land use in agriculture.

¢ Allowing peasants to purchase and transfer land-use rights, which would permit
more efficient. larger scale operations. Beijing also recently lengtheried the
leasing period for rural land from 15 to 30 years. These measures are designed
to give farmers a greater stake in the land's upkeep.

¢ Encouraging peasants to use better seed strains and more tractors and other
agricultural machinery in production. Beijing has introduced severs!
state-sponsored S&T initiatives in the last few years that are designed to

improve productivity by providing training and funds to rural sreas.

Beijing is sensitive to the inflationary impact that substantial increases in grain
purchase prices could induce and is searching for ways to minimize costs that must be
borne by urban consumers. At the same time, Beijing recognizes that it cannot continue

to increase subsidy payments, which are already a substantial drain on the state budget.

_2'-
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A variety of possibilities are under consideration, and will likely be the subject of

continued debate in 1988.

Improving Enterprise Profitability. In the industrial sector, Chinese officials have
said that the “contract system*--under which state enterprises sign performance
contracts with supervisory bureaus specifying minimum output, earnings. and taxes--will
form the basis for improvements in enterprise management and efficiency in 1988.
China’s leaders acknowledge that enterprises must become more efficient before they
can absorb increases in input prices that would result from pri::e uu.:rm, and bolio\;e

they must be put on a sound financial footing before they can cope with a hardening of

the budget constraint.

Three-fourths of China’'s large~ and medium-sized state industrial enterprises and
commercial entities had adopted the contract svsterﬁ by the end of 1987, according to
Chinese s-tatistics. In addition, a majority of China’s smaller state and collective
enterprises had adopted a parallel contract/ieasing system that allows factory managers
to retain a share of aftertax profits and requires them to put up collateral to cover

potential fosses.

Chinese leaders believe that the contract system has improved labor productivity
and increased profits. In addition, they maintain that the contract system has heiped
Beijing improve control over unwarranted enterprise investment spending, aithough
China’s practice of permitting enterprises to deduct foan principal n;;lymnnts from
taxable income still tends to encourage excessive credit demand. Proponents of the

contract system aiso contend that contracts have relieved some of the pressure on

-22 -
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managers to issue blanket bonuses to workers, keeping real wage increases in 1987

below the rate of improvement in labor productivity.

Chinese critics argue that the prospects for continued gains under the contract
system in 1988 and beyond are less bright, however. For exampie, many of the
one-year contracts were signed in the second half of 1887, thus large worker bonuses
for fulfiliment of annual contract targets wiil not be paid until the second haif of this
year. This, in turn, could exacerbate Beijing’s difficulties controlling inflation while also

cutting into enterprise profitability.
Critics have found fault with several more fundamental shortcomings as well:

¢ Contracts do not make good managers out of bad ones, and China’'s 1987
statistics suggest that while the number of unprofitable enterprises is not
‘increasing, poorly run enterprises are losing ever larger amounts of money.

* The system rewards managers for negotiating low targets that can be easily
schieved. rather than for necessarily improving production efficiency.

* The ability of the contract system 1o encourage greater managerial accountability
is limited by Beijing's requirement that large state enterprises employ surplus
workers and produce specified goods regardiess of profitability or market
demand.

* Rising prices for industrial inputs--and 8 freeze on the prices most enterprises
can charge for their final products--means that some. factory managers have

legitimate excuses for low profitability or even deficits.
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* Finally, contracts--which generally carry a one- to five-year term--tend to
discourage investments in new technology and capital equipment, which have

substantial iong-term benefits but little immediate payoff.

Still others point to the stultifying effect of the contract system on Chins’s
reform p.rogram as a whole, e-speciallv on needed changes to the wage and price
system. Because last vear's strong industrial performance can be traced--~at least in
part--to the implementation of the contract system, advocates of other industris! and
price reforms will face an uphill battle in any attempts to introduce Changes to the
current tax or price structure that would significantly atfect the performance of

enterprises that have signed performance contracts.

Chinese leaders expect a new enterprise law approved during the National
People’s Congress to further improve enterprise performance by curbing meddling by
party officials in factory operatio'ns and by paving the way for the institution of
bankruptcy proceedings against faltering state enterprises. The state enterprise law is
one of several recent changes in industrial policy designed to professionalize cntorpriﬁo
manage'mem and to hold enterprises and managers responsible for deficits. But, like the
contract system, ambiguities remain. Moreover, aimost every responsibility spelled out
for managers and enterprises in the legisiation is subject to other plans and regulations.
For example, although the faw allows enterprises to set prices for their finished goods,
they are still subject to extensive price controls imposed by Beijing. Moreover, the law
is vague about the powers of factory party committees, assigning them responsibility for
implementing “all party and state policies. Finally, the law does not reduce the
outh‘ority of government administrative bureaus to set mandatory production targets for

factories and to manage supply and distribution of most industrial inputs.
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Passage of the enterprise law provides the legal framework for Beijing to institute
bankruptcy proceedings against unprofitable state enterprises under the provisions of s
trial bankruptcy law passed by the NPC Standing Committes in December 1986. But
managers will resist moves to institute bankruptcy procesdings, srguing that they cannot
be held accountable for deficits resulting from an irrational price structure, raw matetis!
shortages. and bloated work forces. Beijing will probsbly closs only a few enterprises st
fir;t. and find ngw jobs for displaced workers in order to minimize workers' fears thst

enterprise reforms are a threat to their job stability.

China’s Private Sector

During the 1988 Nationat People’'s Congress, China’s constitution was
amended to provide a legal basis for China’s growing private sector. Chinese
statistics indicate that the country’s private sector now includes up to 300,000
enterprises and an additional 20 million "individual enterprises.” Most of these
are one-person or family=-run operstions, sithough a few employ several
hundred people, according to Chinese press reports. Aithough the private
sector generally leads the country in growth in productivity and output, it
empioys tess than 3 percent of China’s industrial labor force and produces less
than 1 percent of the country’s industrial output.

Reforming the Foreign Trade Sysum; Following the 13th Party Congress,
Chinese leaders announced blans to undertake 8 major reform of the country’s trade
system--originally planned for 1987 but derailed by both political uncertainties snd the
tight foreign exchange situation at the start of 1987. In recent months, trade reform has

been reaffirmed in several major policy statements:

-25 -~



151

* The State Council approved a Draft Plan for Reform of the Foreign Trade Sector
in December 1987 that calis for individual factories and trading corporations to
have greater autonomy in conducting import and export transactions, and to
become more responsible for their profits and losses.

¢ in January' 1988, after making several trips to China’s coastal provinces, Zhao
Ziyang pronounced that the country should undertake an export-driven economic
growth strategy centered on sttracting foreign investment and expertise to
coastal areas. The strategy focuses on using imported raw materials and parts to
produce higher value-added labor-intensive industrial goods for export.
Acknowledging the crucial role of foreign managerial and technicai expaertise in
developing China’s export industries, Zhao's plan calis f;)r further improvemcﬁts
to China’s investment climate

* Beijing sponsored three high-ievel meetings in February and March of this year
(c; discuss foreign trade reforms, China's envi}onment for foreign investors, and
the coastal development strategy. Leaders discussed reform experiments planned
for Guangdong and Fujian provinces, as well as for Hainan Island-~China’s newest
province and special economic zone.

* Acting Premier Li Peng's March work report to the National People’s Congress
listed trade reform and the coastal developmom strategy among China‘s priorities

for 1988.

Two factors account for the attention Chinese policymakers are giving to foreign
trade this year. Chinese leaders have said they believe recent changes in the world

economy occurring as a result of the apprecistion of the currencies of Japan, South
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Korea, and Taiwan present China with an historic opportunity to make inroads in

Western markets with Chinese export goods priced low relstive to similsr products from

other Asian countries. Second, China’s strong trade performance in 1887 and buoyant

foreign reserves have given this sector relatively more room for maneuver.

China has not yet spproved a final plan for reforming the foreign trade sector.

From the numerous statements by Chinese leaders on the topic, however, we believe

the reforms will include:

Decentralization. Provinces and municipalities will assume control over local
branches of national trade corporations and sign contracts with them-~-similar to
those now used throughout China’s industrial sector--assigning levels -of exports
and foreign exchange earnings. More individual factories will be sllowed to

handle trade transactions. China's Ministry of Foreign Economic Relations snd

Trade (MOFERT) and centrsl foreign trade corporations will continue to provide

overall policy guidance, handle most of China’s barter trade with the Sovist Unloq
and Eastern Europe, approve large-ticket purchases, nnd monitor foreign sales of
items China must restrict because of.oither domestic supply shortages or for;oign
import restrictions.

Raising Foreign Exchange Retention Rates. Corporstions exceeding their
contract targets for foreign exchange earnings will be atiowed to kesp a share of
the surpius. Beijing has also begun to allow exporters of light industrial goéds,
arts and crafts, and garmonts.to keep a higher percentage of their foreign
exchange earnings than most other enterprises. The foreign exchange retention

rate also varies from province to province, and as part of China’s experimentation
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with economic reforms in Guangdong, Fujian, and Hainan, these areas have been
given higher rates than the norm. - '

¢ Easing Currency Controls. As sn outgrth of the new policies on foreign °
exchange retention, Beijing has announced that Chinese entities with excess
foreign currency will be allowed to swap foreign funds for Chinese currency at -
premium exchange rates in swap centers to be set up in many large Chinese
cities. This is an extension of 8 practice Beijing has permitted for more than a
year for foreign-invested enterprises in China and for state-sector Chinese
enterprises operating in the special economic zones. While easing central control
over the exchange of Chinese currency for foreign exchange, Beijing is slso
preparing to loosen controls over arbitrage between convertible foreign
currencies. -China’s State Administration for Exchange Control in March of this
year authorized financial institutions to handie the buying and selling of
convertible foreign currencies on behalf of Chinese enterprises. This will allow
enterprises that earn foreign exchange in one currency to import goods
purchased with another currency. Chinese factories siso will be able to avoid
losses in the value of their primarily dollar-denominated foreign exchange

holdings if the dollar continues to decline.

Other changes are also contemplated. For example, Beijing may adjust the
domestic tax system to favor exporters of high-value~added products. Some Chinese
leaders have also proposed that wages of workers in cngorprises producing for oqurt
be tinked to foreign exchange earnings. Finally, there has been much discussion of 8

plan to make trading corporations into commissioned agents that handle import and
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export transactions for a simple service fee. This approach would be designed to make
‘enterprises--rather than subsidized trade corporations--shbulder the financial burden of

their imports and reap the benaefits accruing from successful export programs.

The impact of these reforms will probably be limited as long as wide
discrepancies exist between China’s domestic prices and those prevailing in the
international marketplace. Although trade corporations and factories wiil be asked to
take responsibility for profits and losses. many will point to factors beyond their control
as being responsible for deficits. As a result, decentralization of trade authority may
merely transfer responsibility for subsidizing enterprise losses from the central
government to a lower level. rather than eliminating the practice. In addition, even
though some factories and corporations will be allowed to have foreign exchange
accounts, Beijing will retain control over most of the country’s foreign currency reserves,
as well as the use of retained foreign exchange for imports subject to license approvat
by the cémral government. Members of the General Agreement on Tariffs and Trade, to
which China is applying for membership, will be watching the progress of China’s
foreign trade reforms closely to determine whether the changes bring China‘s foreign

trade system more in line with GATT principles.

Outlook for Price Reform. Chinese leaders apparently have not resched a
consensus on how and when to make further changes in China’s irrational price
structure. sithough most now probably accept the need for prices to accurately reflect
relative scarcities in the economy. Withou} price reform, China‘s sttempts to make
enterprises more responsive to market signais--and to hold them accountable for poor

investment, production, and personnel decisions via the initistion of bankruptcy
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proceedings--will fall short. Firms that are well run and turn out needed products may
operate at 8 loss simply because production costs exceed their product prices.

Similarly. Beijing probably recognizes that the problems in China‘s agricuiture sector .
cannot be resolved without an increase in the price paid to farmers to encourage
product.ion of ne.eded agricultural commodities as well as an increase in the
state-controlled prices paid by consumers for nonessential foodstuffs for which Beijing )

wants to curb demand.

But considerable uncertainty remains over precisely how to accomplish needed
price adjustments without disrupting the economy, provoking complsints among
consumers, or substantially increasing the state's subsidy burden. Chinese (saders
apparently are wiliing to proceed slowly in order to minimize dislocations. Rather than
simply fresing all prices and having current economic conditions determine their
equilibrium level, Beijing is worl;ing to erode the differentials between in-plan and
market prices for a8 variety of commodities--including grain and raw materisis--while

also boosting production of items in short supply by gradually reducing the share of

such items procured under state plans and increasing the share sold st market prices.
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Appendix A

Evaluating Beijing’s Reforms

China is approaching the 10th anniversary of the watershed Third Plenum of the
11th Party Congress (December 1978) which marked the emergence of Deng Xisoping as
preeminent lead?r and the adoption of Beijing’s economic reform policies. The core of
Chi}\a‘s reforms is pragmatism. Beijing has scrapped Maoist~period theories of 'clls-s
struggle” and the pursuit of modernization through political mass mobilization in favor of
rational development strategies. including decentralization of economic decision making
authority, greater use of material incentives, and increased economic contact with the
West. Many of the reforms are not new to China, but had been tried or were at least
discussed in the mid-1950s and the early 1960s. But the period since 1978 is the first
time that these policies have been implemented without interruptions such as the

Cultural Revolution of the mid-1960s.

Changes came first and have progressed furthest in the countryside. Only
isolated remnants remain of the Maoist commune system under which loca! party
officials exercised almost absolute control over rural production decisions and peasants’
daily lives. Farming is now conducted by individual households which lease land from
the state under long-term contracts. Apart from having to supply some .grain to the
state according to procurement agreements worked out at the local level, peasants have
wide latitude to decide whether to grow grain or cash crbps and livestock. Millions of
peasants have feft farming in the past few years to work in rural industries and
transport or commercial enterprises. Nevertheless, the government still retsins an

important role in the rural economy. For instance, peasants still depend on state supply
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units to market some of their excess grain and to supply farm inputs, including

“machinery and fertilizer.

Significant changes in the leadership and operations of urban state enterprises
have also been implemented in the past nine years. Beijing has replaced many factory
directors with younger and better educated managers. Moreover, Beijing has incressed
the amount of revenues that factories can retain and aliowed managers greater-
discretion to use those revenues for capital construction or worker wages. Becsuse
factories are allowed to sell at market prices any production cxcuding the qdotls
assigned in the central plan. output of key industrizl materials, such |§ coal and steel,
have increased rapidly. Thus many enterprises now purchase at least some output st
prices well above those set by Beijing for in-plan production. However, upper-level
economic bureaucracies and factory party officials still maintain close ties with and
supervisoArv control over most state ente'rprises. And political and economic restraints
limit managers’ decisionmaking authority. For iﬁstance, managers have the right to fire
workers, but choose to maintain bloated work forces rather than face the wrath of
displaced workers. To diminish resistance to layotfs, reformers have argued that China
should construct a social safety net that would supplant the welfare functions that state

enterprises now assume, but Beijing has not made much progress in implementing one.

That Chinese workers on the whole have benefited from reform is indisputable.
Rapid gains in standards of living are evident in the countryside where a housing boom
is qnder way, and in Chinese cities where an improvement in the quality and style of
clotﬁing is readily spparent. Increases in agricultural and industrisl output have caused

an improvement in workers’ diets and an increase in per capita ownership of durable

- 32 -



158

goods such as bicycles and refrigerators. However, despite these signs of improvement,
urban residents complain about housing shortages, poliution, and inadequate urvico_s
such as an overcrowded transportation system. Moreover, the real incoms of some
urbanvresident.s has fallen in recent years, and both urban and rural per capits income
remains low by world standards. Finally, media discussion of an enterprise bankruptcy
law and policies that would increase labor mobility have probably increased workers’

concerns that new reforms will decrease job security.

Charting the Reforms

Deng Xiaoping and other key reformers maintain that the gains from reform far
outweigh the negative spillovers and argue that the shortcomings can be corrected only
through implementing additional policies. Even so, the reform program has been
buffeted both by political controversies and unforeseen economic deveiopments. In
order 1o track the progress of reforms to date, it may be useful to divide the program

into three periods.
Phase One: Agricultural Success 1978-1984

From 1978 to 1984, implementation t.;f rural policies dominated the domestic
reform program. The period began with limited experiments with the "household
responsibility system,” under which individual farm households took control of fields,
making planting decisions and working the land with little interference from outside
suthorities. These experiments began in Sichuan Province under the leadership of Zhao
Ziyang. and in Anhui Province under Wan Li. By the end of the period, this system had

displaced the production team approach--the last vestige of the collective system
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established in the mid- and late-1950s--throughout most of the country. Along with
increased state prices for farm produce, greatly expanded free market outiets, and good
weather, the reforms produced a string of bumper harvests ‘culminating in the record

1984 crop. Indeed. China became a net grain exporter in 1985.

Most other domestic reforms--including those in industrial managemaent, finance,
and science and technology--have their roots in this period as well. Chongqing city in
Sichuan, for example, was an early test site for experiments granting greater autonomy
to factories. And selected research institutes began to sign.comrac‘ts with factories as
enterprises attempted to improve production and efficiency by applying new technology
and as researchers sought 10 make science serve the economy as a whole. But the

scope of these nohagricultural reforms remained relatively limited through the uﬂv

1980s.

Domestic reforms during this period were accompanied by 8 more open
sconomic policy toward other countries and regions. Beijing. in particular, sought to
sttract Western investment and technology to Chinese industry. To persuade potential
investors of its enduring commitment to open up to the outside world, Beijing passed s
law on joint ventures in 1979, snd began a massive technology import program that
centersd on purchases of complete plants and equipment irom Japan, the United States,
and Western Europe. By 1980, Beijing had also established four Special Economic Zones
in South China to entice foreign investors by offering favorable tax rates and investment

terms. Beijing intended for these zones to be "windows” where Chins could study

foreign manufacturing technology and manag t. while keeping the negative side

etfacts of capitalism out of China proper. The zones 8iso had a political ohjgctlvo-—to

-34 -

90-586 0 - 89 - 7



160

demonstrate Chiness tolerance of non-Communist sconomic forms as part of efforts to

. woo Hong Kong and Taiwan by Deng’s “one country, two systems” approach.

Phase Two: Urban Reform 1984-1987

Building on the success of rural reforms, and having rebutfed a challenge during
late-1983 by party members who believed that Waestern “spiritual poliution® threatened
China’s social fabric, reform lesders in late 1984 moved to spply market-oriented
policies to the urban industrial sector. Zhao Ziyeng's work report to the Nationat
People’s Congress in May 1984 and Hu Yaobang’'s speech to the Party Plenum in
October 1984 both marked this phsse and stand as high water marks for reform

optimism.

Despite this optimism, the period following Hu's speech brought reformers
unexpected economic difficulties and sobering choices. To begin with, grain output fell
in 1985-after four years of strong growth, initiating a period of lagging production, and

triggering debate over agricultural policies that continues.

Funh‘ermore. reformers misjudged their abiiity to maintain macroeconomic control
once urban reforms began. A surge in wage and bonus payments snd impons
beginning in late 1984 contributed to economic overheating in 1885, forcing Beijing to
rein in credit, slow price reforms. and recentralize control over foreign trade in the face

of mounting inflationary pressure and 8 precipitous decline in China’s trade bsilance.

Reform policies suffered snother blow in early 1985 when criticism of the Special
Economic Zones--especislly Shenzhen--surfaced. Despite massive infrastructure

buildup at Beijing’s expense, the zones had failed to attract manufacturing investment,
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becoming centers of real estate and currency speculation ipstead. They were also 8
breeding ground for.independent “briefcase” trading companies that engaged in
profitable--but unproductive--import and export transactions. Shenzhen in panicul;r
became 8 conduit for imports of high-demand consumer goods and microcomputers
entering China at reduced tariffs; independent traders aiso made money by exporting
and then re-importing Chinese goods and collecting state subsidies on both
transactions to cover the difference between domestic and international prices. A major
car-import scandal in South China that broke in early summer 1985 added fuel to the
charges of corruption and mismanagement. China had invested too much political snd
economic capital in developing the zones to abandon them, but the developments of

1985 temporarily tarnished the reputations of the zones and of the local leaders.

Reforms in this period had their successes. Beijing successfully boosted exports
of textiies and other manufactured goods to make up for fost oil export earnings. The
booming rural enterprise sector made progress in absorbing surplus farm labor. And
overall economic growth continued at an impressive pace. But performance in key -
areas--particularly China’s state-owned industrial sector--was disappointing. it
anything, initial urban reforms worsened performance in some state factories, raising
costs and making managers more concerned about worker welfare than about
production efficiency. Critics also found fauit with China’s massive technology imports
after discovering that shortages of qualified technical personnel. resource and energy
constraints, inadequate incentives for factory managers, and poor technology choices

idled much of China’s expensive foreign squipment.
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This period was aiso marked by an increasingly open debate over appropriste
reform strategy. Deng heiped maintain the appearance of leadership unanimity by
carefully positioning himself between those who favored bolder initiatives and those
who favored s slower pace and narrower scops for reform. But public disturbances,
including student demonstrations in late 1986 reinforced the fears of some leaders t.hn
rgforms were proceeding too quickly and might even undermine the suthority of the -

party. .

Party chief Hu Yaobang's fall in Janusry 1987 was p}ocipitatod by complex
political forces, but in the process. reformers lost one of the most vocal and powerful
supporters of faster political liberalizetion and greater reliance on consumer-driven
sconomic development. Although the orthodox-oriented “antibourgeois liberalization”
campaign that followed Hu's fall was brought to a close within a few months, high -
inflation and lagging grain output during the year narrowed the range of policy options
open t'o China's economic leaders in the near term, and thus limited the scope of policy

debates.

Phase Three: Stressing Stability 1987-Present

The current situation-in China is a mixed bag for reform proponents. “Reform”
remains the political watchword, Zhao Ziyang--a key reform leader--has replaced Hu
Ysobang as party chief, other young reformers have taken their place on the Politburo,
and some party officials who voiced strong skepticism vabout the reform progrim have
been soundly rebuffed. Indeed, it is no longer posslbl'o to speak simply of “reform
leaders;” all Chinese leaders are now reformers in the sense that they sre economic
pragmatists who favor some dégree of expanded scope for market forces in Ch.lnl's

economy.
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At the same time, however, strains in the economy have led Chinese lgaders to
‘postpone some important aspects of the reform program--including price r-eforms--and
led leaders to use administrative controls to rein in inflation and maintain control over
imports. One indication of the increased caution that marks this period is the
lengthening time frame for reform--reform leaders and economists now speak of
decades to achieve basic reform goals. This trend towards a longer time horizon may in
fact be a more realistic assessment of the changes China must go through as it moves

toward a more market-oriented economy.

Another characteristic of the current period is the loss of a clear goal as well as
the proper path 10 be followed, in contrast to 10 years ago when simply implomoqting
pragmatic policies-constituted a reform agenda. One assessment of the current state of_
reforms is that China now risks stalling out half way on the road to a market economy.
Such an assessment can be read between the lines when some economists point to
China’s current half-reformed. half-planned state, or even in Zhao's statement that a
“pause” in reforms could turn into a retreat. Other Chinese deny that the goal of reform
is @ market economy, asserting instead that it has been to create “socialism with
Chinese characteristics” under which market forces would co-exist with state control.
Therefore, although ail Chinese leaders now consider themselves reformers, a consensus

over the ultimate shape of a reformed China is notably lacking.
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China: Selected Economic Indicators
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Appendix B8

China’s Foreign Investmaent Policies

In recent years, Western investors have publicly voiced their concerns about
limited access to the Chinese market, difficulties in obtaining the foreign exchange
needed to remit profits and support their operations, rising costs of materisis and
wages. bureaucratic red tape. and China’s inadequate transport, communication, and
power infrastructure. Many have also expressed uneasiness with the paucity of

commercial legislation pertaining to important investment issues.

Over the last year and a half, Beijing has published 8 number of national laws
fieshing out more general guidelines on foreign investment that were promulgated in

October 1986. The new legislation:

« Affirms the rights of joint ventures to hire and fire Chinese workers.

« Exempts joint ventures from import licenses and duties for components used to
produce exports.

» Allows joint ventures with insufficient foreign exchange to obtain hard currency
by exporting Chinese goods not produced by the joint venture itself or by using
Chinese-currency profits to buy foreign exchange from joint ventures with 8
surplus.

« Exempts remitted and reinvested profits from income tax, reduces tax rates for
export-producing enterprises and ventures that employ advanced technology in
production, and cuts in hait the ta;( on income earned by foreigners resident in

+  China.
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+ Gives joint ventures permission to charge Chinese customers foreign exchange
for goods produced in Sino-foreign joint ventures that would otherwise have to

be imported.

Beijing also has permitted cities and provinces to experiment with additional
provisions designed to encourage investment inflows into their localities, and most have
done so--often vying with other regions to attract needed foreign investment. And the
March 1988 National People’'s Congress approved a8 new law on contractus! joint
ventures designed to encourage foreign partners to engage in nonequity forms of joint
production activity. Although Beijing passed a faw on equity joint ventures in 1879 and
» law on wholly foreign-owned ventures in 1986, the legal status of contractual. joint
ventures has been poorly defined, leaving much room for negotiation during the initisl
stages of an agreemerit--and subsequent differences of interpretation. Even without the:
Iegislat_ion. however, foreign tirms signed more than 5,000 agreements to set up
contractual joint ventures in China, and 40 percent of China’s paid-in foreign investment

has come from contractual joint ventures.

These changes have provided a legal basis for improvements in China’s
environment for foreign investmaent. Considerable unconaintv‘ remains, however, in how
the regulations will be impiemented. For ixomple, foreign investors must have their
operations designated “export-oriented” or “technically advanced” in order to be eligible
for preferential tax and other trestment; precisely how Beijing makes these
determinations is unknown. There is also s great deal of discretion in how Beijing '
chooses to define *import substitutes” that are sllowed to charge foreign exchange for
domestic Chinese sales, 8s well as the percentage of the price that may be collected in

hard currency.
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Beijing, moreover, continues to determine prices of inputs supplied to
foreign-invested enterprises as well as the prices at which joint venture products may
be so!d within China. With the frequent price fluctuations now occuring in China, .
potential invesu_:rs often have difficulty projecting their ability to sarn 8 profit. And
despité the legs! basis for joint ventures to hire and fire workers, as a practical matter,
many continue to have difficulty attracting skilled Chinese workers to take loﬁs that are

viewed as less secure than work in state-sector Chinese enterprises. -
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Appendix C

A Comparison of Chinese and Soviet Economic Reforms

Similarities Differences

Agriculture

~--family contract system -=in the Soviet Union, the family
. : contract is only one form of
labor organization on the farms;
in China, family contracts
predominate

~-Soviets retain collective and state
tarms; Chinese dismantied communes

--less than 15 percent of Chinese
grain output is under mandatory
state procurement; two-thirds
of net Soviet farm output under
state procurement

~-=Chinese peasants have more
Iatitude to choose what to
grow or to start rural

industries
Enterprise Management
--gnterprises have more ‘=-Soviet plan still predominates;
decisionmaking authority Chinese have considerably
over day-to-day operations reduced central planning
--gnterprises may retain -~Soviet workers elect all managers,
higher share of profits ministries “confirm” plant

directors; Chinese supervisory
bureaus _appoint managers

Prices, Wages

--increasing mechanisms to ~-~Beijing already has decontrolled
link pay to production many prices, but prices of key
' goods are still controlied by
central authorities; Soviets plan
to give enterprises limited
authority to set prices
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--allowing some portion of
goods to sell at market-
influenced prices

Foreign Trade
-=strong central control of

trade

--selected entities allowed
to deal directly with
foreign firms

-=-allowing joint ventures

Bankruptey

--used as a threat to boost
efficiency:

-=not intended to force
widespread plant closures

Private Enterprise

--encouraging some smali,
individual businesses.
primarily in service
industries
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--Soviets plan revisions of centrally~
controlied wholesale and retail
prices; further Chinese price
reform on hold

~-Chins has opened Specia! Economic
Zones with broad incentives for
foreign investors

--China permits wholiy-owned ventures
and has agreed to thousands of -
joint ventures: Soviets limit
foreign share to 49 percent
and have established relatively
few joint ventures

~-Soviets passed lsw last year;
Chinese passed law in 1986, wili
take effect in iate 1988 or early 1989

--Mostly confined to students,
housewives, and pensioners in Soviet
Union; widespread in Chinesse
countryside, sbout 3 percent of
urban lasbor force
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STATEMENT OF JAMES HARRIS, DEPUTY CHIEF, CHINA DIVI-
SION, OFFICE OF EAST ASIAN ANALYSIS, CIA, ACCOMPANIED
BY HAROLD WILCOX, CHIEF, POLITICAL ASSESSMENTS, CHINA
DIVISION, AND ERIN McGUIRE ENDEAN, SENIOR INTERNATION-
AL TRADE ANALYST .

Mr. Hagrris. Thank you, Mr. Chairman. It is a pleasure to be
here today.

With me are Harold Wilcox, who is Chief of our Political Assess-
ments Branch, and Erin Endean, who is our Senior International
Trade Analyst, and who did most of the drafting of the report. And
I thank you. I am glad you find it useful.

Senator ProxMIRE. I understand Michelle Norris, of the Office of
Congressional Affairs, is also here.

Mr. Harris. What we thought we would do is have Mr. Wilcox
begin with a discussion of leadership politics. Then Ms. Endean
will discuss China’s recent economic performance, and I will close
with a discussion of recent trends in China’s defense expenditures
and arms sales.

Senator ProxMmIRE. I would appreciate it if you could abbreviate
those introductory statements, and if we don’t cover them in the
question period, you can indicate at the end what we have missed.

But go right ahead. Mr. Wilcox.

LEADERSHIP IN STRONGER POSITION

Mr. WiLcox. Mr. Chairman, what I would like to do in the next
few minutes is simply summarize why we think the reform leader-
ship in China is in a stronger position today than it was, say, 6
months ago or even a year ago, but really had not been able to
push aggressively ahead with its reform program.

Now, when the China Division briefed the committee last
August, as you may recall, the Chinese leadership was still in se-
clusion trying to hammer out the final arrangements for the 13th
Party Congress. By then the very intense political infighting in the
leadership, which has been so open and obvious after the fall of Hu
Yaobang, had moved back behind closed doors. As a consequence,
we were very unsure how these meetings would turn out. At issue
was whether the reform activists with the support of Deng Xiao-
ping would be able to overcome their more conservative critics and
gain the personnel and policy changes that they wanted at the
Congress.

Second, even if they were generally successful, we were not sure
that they would adopt a bold or retain a very cautious approach to
attacking the economic problems, especially lagging agricultural
production, budgetary deficits, and inflation that have frustrated
their efforts to move ahead with broader systemic changes over the
last few years.

ZHAO'S AUTHORITY REINFORCED

On balance, we believe the reformers have scored some signifi-
cant gains over the last 6 months. Most important, Zhao Ziyang
was confirmed at the Congress as the General Secretary of the
Party, and he retains control of a key Party committee which is
responsible for formulating economic reform policies, a position



171

normally held by the Premier. He was also added to the Party’s
powerful military commmission, which puts him in a position to
cultivate the military.

These moves reinforce Zhao’s authority over the reform program
and improve his chances of ultimately succeeding Deng.

DENG INDUCED CRITICS TO STEP DOWN

Second, and almost as important, Deng succeeded in inducing
some of the strongest critics of reform among the Party’s old guard
to step down from key Party and state posts, in favor of a younger,
better educated, more pragmatic set of leaders. This means that
they are no longer able to influence, on a day-to-day basis, the
policy decisions that are made in the Government, but that does
not mean that they are no longer powerful or influential.

Third, the Congress endorsed the theory of the initial stage of so-
cialism—a theory Zhao hopes to use to lend ideological legitimacy
to the market-oriented reforms that he favors. This is important,
because the reform program has been particularly vulnerable to
attack on ideological grounds over the last 4 or 5 years.

Fourth, Zhao was subsequently successful in winning approval
for a plan to restructure the State Council and the civil service.
This plan, if implemented as intended, will not only streamline the
operations of the Government, making them more efficient, but
dramatically change how it functions. In essence, what Zhao hopes
to do is restructure the Government in such a way that it actually
facilitates the implementation of market-oriented reforms.

MOVE TOWARD LIMITED DEMOCRACY

Finally, reformers have begun to open up the political system to
allow greater public scrutiny and debate over policy issues. This
was particularly evident at the recently concluded National Peo-
ple’s Congress, the legislative arm, in effect, of the Government.
This move toward limited democracy, however, is only in its forma-
tive stage, and it is unclear how far Zhao and the other reforms
are prepared to push it.

Despite these gains, we believe the dominance of Zhao and his
allies with Deng’s support remains far from complete. The new po-
litburo, which is the most important policymaking body within the
Party, continues to represent-a cross section of the reform coalition
that has governed China since 1978. Although Zhao was able to put
a number of his allies on this body, by and large, it continues to
consist mainly of middle of the road reformers, essentially, compro-
mise candidates, people who are younger, certainly more pragmatic
than their predecessors, but not necessarily ardent supporters of
market reforms.

CONSERVATIVES RETAIN STRONG VOICE

More conservative reformers continue to retain a strong voice in
these bodies. Among them is Li Peng, recently confirmed as Pre-
mier. Li Peng and Vice Premier Yao Yilin, another conservative
reformer have, in fact, gained increasing responsibility of late over
the implementation of reform policies, a development that may not
bode well for Zhao's ability to retain control of the reform agenda.

Since the October Party Conference, moreover, the overall thrust
of the reform program has been basically cautious.
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ECONOMIC GOALS

Government economic policies, as laid out by Li Peng in his work
report to the National People’s Congress, indicate that Beijing’s
main goals this year will be: One, to increase investment in agri-
culture, a major conservative theme over the past 2 years. Two,
fully implement the so-called contract responsibility system, an ad-
ministrative mechanism designed to increase the efficiency of state-
owned enterprises. Three, employ fiscal and monetary policies to
try to bring inflation under control. And last, but not least, pro-
mote Zhao's strategy development of coastal regions through
export-led growth.

PRICE REFORM POSTPONED

Price reform, which reformers regard as essential to the creation
of a market economy, will be extended only in agriculture, and lim-
ited even there, to spurring greater grain production. Many Chi-
nese economists now acknowledge that general price reform will be
put off for several more years.

What does this cautious tack suggest? To us, it indicates that
Zhao and his allies are still not in a strong enough position to push
their own reform agenda. Instead, Zhao must wheedle, cajole, and
bargain with other leaders to win support for the policies he favors.
Indeed, Zhao remains heavily dependent upon Deng’s support and
must constantly look over his shoulder to ensure that he is not
leaving himself vulnerable to attack from powerful conservative
Party elements.

Second, it reflects the fact that the leadership remains divided,
not only over the best means of promoting reform but over the ulti-
mate goals of reform themselves. Should China have a predomi-
nant market economy or some mix of marketing and planning is
an issue that is still unresolved.

Third, there is a recognition, even among Zhao’s more radical ad-
visers, that the problems the leadership now faces are much more
complex and less susceptible to simple, low-risk solutions. As a con-
sequence, there is no consensus, even among these reformers over
what mix of policies to pursue.

Finally, there is broad concern within the leadership that infla-
tion, unless brought under control, could trigger serious urban
unrest, similar to what occurred in Poland in 1980.

We believe these factors have reduced, at least for the present,
the leadership’s willingness to push risky, far-reaching reforms and
prompted it instead to fall back on more familiar administrative
means to bring economic problems under control.

That is the end of my statement.

Senator ProxMIRE. Thank you very much, Mr. Wilcox.

ECONOMIC PERFORMANCE

Ms. ENpEAN. Mr. Chairman, I will present a brief overview of
China’s mixed economic performance last year, in order to provide
an economic context for some of the difficult policy choices the
leaders now face.
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INFLATION

Two economic problems most concerned China’s leadership last
year: excessive inflation and lagging grain output.

Officially, China’s inflation rate was 7 percent.

Senator ProxmIRE. What was the second?

Ms. EnpEaN. Lagging grain output. Officially, the inflation rate
was set at 7 percent in 1987, an improvement over the 9-percent
rate in 1985, but higher than any other year in the last decade.
Urban consumers were especially hard hit. Food prices rose at
double-digit rates. Inflation rates of over 20 percent were reported
in several major cities.

LAGGING GRAIN OUTPUT

Second, grain production did not meet Beijing’s target level, even
though China produced more than 400 million metric tons, a feat
accomplished only once before, in 1984. Strong consumer demand
for grain-based foods and moderate international prices led China
last year to more than double its grain imports, becoming a net
grain importer, after 2 years as a net exporter.

RATIONING

To dampen demand and minimize inflationary pressures, Beijing
resumed the practice of issuing ration tickets for poultry, eggs, and
sugar in several major cities. The inflation rate and a disappoint-
ing agricultural output have led Beijing to avoid economic policies
with less than certain outcomes—that is, policies that could worsen
rather than improve price stability and grain production.

Tighter central controls over prices, bank credit, and out-of-plan
investment, plus increased state spending on agricultural infra-
structure projects are proven ways of reducing upward pressure on
prices and stimulating grain output and for the core of Beijing’s ap-
proach to these problems.

INDUSTRIAL OUTPUT

In areas where the economy performed more positively, such as
industry, leaders plan to continue successful strategies implement-
ed last year. Urban industrial output rose 15 percent, profits and
taxes remitted to the state increased nearly 10 percent, and labor
productivity was up 8 percent in 1987. Between May and Decem-
ber, three-fourths of China’s largest state enterprises signed per-
formance contracts with supervisory bureaus, specifying output,
earnings, and taxes. The contracts have reined in enterprise spend-
ing, investment, and worker bonuses. The contract system will
likely remain in place at least through this year and some Chinese
leaders would like to see it made a permanent feature of industrial
policy.

FOREIGN TRADE

The contract system also forms the basis for reforms of China’s

foreign trade sector, another sector that performed well in 1987.

China’s trade deficit declined by 70 percent, from $12 billion in
1986 to only $3.7 billion last year. Foreign direct investment picked



174

up after a disappointing 1986, and China’s foreign exchange re-
serves jumped more than 50 percent to $15 billion.

The particularly strong record has permitted leaders to consider
adopting more fundamental reforms in the management of foreign
trade. This year, Beijing has increased the autonomy of provinces,
municipalities, and selected factories over imports and exports, and
has encouraged some factories to step up their exports by allowing
them to retain a larger share of the foreign exchange they earn.
Beijing has even begun to allow Chinese enterprises to exchange
surplus foreign exchange for domestic currency at premium rates
in officially sanctioned swap centers, another inducement to
export. As an industry, these changes are designed to make individ-
ual factories more responsive to market conditions, benefiting from
export sales and paying out of their own funds for imports.

PRICES

Improvements in agricultural performance, enterprise efficiency,
and export earnings will be limited by China’s irrational price
system, however. Prices paid to grain farmers will have to increase
to encourage production. Indeed, Beijing has already announced
that grain procurement prices will rise. Industrial prices will also
have to be adjusted, if the bankruptcy regulations are to have any
effect. Unprofitable firms now complain that high-input prices and
low prices for their final products account for their difficulties,
rather than inefficiency or poor investment choices. Similarly,
trade corporations and factories asked to assume responsibilities
for profits and losses will point to discrepancies between China’s
domestic prices and those prevailing in the international market-
place as responsible for deficits.

But crucial price reforms could bring many undesirable effects as
well. Grain price increases will either fuel inflation—provoking
complaints among urban consumers—or substantially increase the
state’s subsidy burden. Systemic industrial price reforms would
dramatically alter the profitability of China’s factories, making it
difficult for many to meet performance contracts and probably cut-
ting into state tax receipts. Industrial price reform would also alter
the profitability of export-producing enterprises and could cut into
China’s foreign exchange earnings.

CAUTIOUS APPROACH PRUDENT

In light of these problems, Beijing’s cautious approach appears
prudent. Indeed, we believe the caution represents a growing real-
ism about the difficulties of implementing systemic changes rapid-
ly. Even China’s more vocal proponents of economic reform appear
willing to proceed slowly, in order to minimize both consumer
unrest and more widespread economic dislocations.

This is not to say that the crucial price reforms are on hold per-
manently. Indeed, China’s leaders are already working to erode dif-
ferentials between inplan and market prices for a variety of com-
modities, including grain and raw materials, anticipating that
output increases resulting from modest price adjustments will mod-
erate inflationary pressures.

That is the end of my statement.
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Senator ProxMIRre. Thank you very much.
Mr. Harris, do you have a statement?

Mr. Harris. I do.

Senator PROXMIRE. Go ahead.

DEFENSE SPENDING

Mr. Harris. Mr. Chairman, since our presentation last year, we
have undertaken a major new analytical effort to estimate China’s
expenditures on defense, similar in approach to that employed by
our Office of Soviet Analysis to estimate Soviet spending.

As you probably know, China releases statistics on national de-
fense spending as a line item in the annual state budget but pro-
vides neither a definition of the categories of expenditure included
nor a breakdown of the total.

Our own estimates of Chinese defense expenditures cover spend-
ing for weapons procurement and maintenance, personnel costs,
and expenditures on research and development.

Using our building block approach for valuing the costs of these
components, we estimate that China’s total defense spending for
1986, which is the last year for which we have a complete set of
data, were roughly 45 billion yuan, which is more than twice the
announced defense budget of 20 billion yuan. At current exchange
rates, our estimates would amount to about $12 billion, and we be-
lieve the defense budget has increased only modestly since then,
based on the partial data we have for 1987.

Despite differences in our estimates and those of the Chinese
Government’s, both show declining trends in the defense sector
share of China’s budget, as well as in the size of the defense budget
relative to GNP.

CIA estimates indicate that the defense expenditures, measured
in constant 1986 yuan, accounted for about one-third of China’s
total budget in 1979 and only one-fifth of the budget in 1987. [Secu-
rity deletion.]

China achieved cuts in defense spending by reducing personnel
costs and postponing procurement of major weapons systems.
Spending on research and development, in contrast, has increased
over the last decade. To compensate for constraints on the defense
budget, China’s military has been aggressively marketing arms in
the international market over the same period. [Security dsletion.]

Mr. Chairman, that concludes our oral testimony.

We would be glad to entertain any questions you may have.

Senator ProxmiIre. Thank you very much.

Mr. Harris, I am going to ask you questions, because I am not
sure which of your colleagues you would like to refer the question
to. You can either answer yourself or refer them to one of your col-
leagues, or maybe all three of you want to answer or two can
answer.

GNP GROWTH

First, your report shows that Chinese’s GNP, corrected for infla-
tion, and I stress that, in real terms rose by 9.4 percent last year.
That appears to be the most rapid growth of any major nation in
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the last few years, but you call that a mixed performance, partly
because inflation went up by 7.3 percent.

What is your forecast for GNP growth in China over the next
few years?

Ms. ENpEAN. The Chinese are hoping for annual growth in GNP
between now and the year 2000 of about 7.5 percent. We believe
that is a reasonable estimate for growth.

Senator ProxmIRe. That would be a great deal less than in
recent years; wouldn't it?

Representative SCHEUER. 7.5 percent a year?

Ms. ENDEAN. 7.5 percent.

Senator ProxMIRE. They had much more rapid growth. They had
double-digit growth in what was it, 1984 and 1985?

Ms. ENDEAN. I think the Chinese would like to see some of the
rapid growth that has occurred in recent years moderate some-
what, because the high industrial growth rates, for example, have
strained many supplies of raw materials and energy.

Representative SCHEUER. Excuse me. Could you be kind enough
to speak into the microphone?

Senator ProxMIRE. The microphone isn’t working.

AGRICULTURAL GROWTH

Ms. EnNpDEAN. The high industrial growth rate has been one of the
factors contributing to the shortages of supply of raw materials.

Senator PRoxMIRE. A great deal of this growth has been in agri-
culture; is that right?

Ms. ENDEAN. In the last 2 years, agriculture has only grown
about 3 percent a year, so most of the recent growth in the GNP is
actually from the industrial side.

Senator Proxmire. That is a big change.

Ms. ENDEAN. Yes, it is. '

Senator ProxMIRE. Initially, it was agriculture.

Ms. ENDEAN. Yes, for the early 1980’s.

Representative SCHEUER. 1 am not able to hear you at all. So if
you could keep your voice up, I would appreciate it.

“DISCRIMINATE DETERRENCE’’ REPORT

Senator ProxMIRE. Mr. Harris, earlier this year, the Commission
on Long-Term Strategy issued its final report entitled “Discrimi-
nate Deterrence” containing some startling figures about China.
The Commission says that by the year 2010, China may have the
world’s third-largest economy. As I pointed out earlier, they have a
minor economy now. A chart in the Commission’s report shows
China’s GNP at about $1.4 trillion in 1990 and about $3.7 trillion in
2010.

Before I ask you to comment on that, I think those figures could
not be correct, because if there is a $286 billion GNP in 1986, you
are not going to go to $1.4 trillion in 1990. In a 3-year period, you
would have to quintuple the size of the economy. No economy on
Earth has ever done anything like that. You're saying growth is
slowing down. You are predicting a growth of approximately 7 and
a fraction percent over the next few years.

Mr. Hagris. Yes.
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Senator ProxMIRE. Why are these figures so far off?

Mr. Hargis. I think what they did was to make some fairly radi-
cal assumptions about the size of the economy now, based on inter-
nal prices in China being too low relative to those that prevail in
the international marketplace. And their reasoning, I think, was
that the economy is really much larger than the $280 to $300 bil-
lion we think it is today.

You can argue that case. But we tend to agree with you that
their estimates are way high. [Security deletion.] We believe—
based on 1986 numbers and the sort of growth rates they have ex-
hibited recently—that the economy could easily triple in size be-
tween 1986 and the turn of the century. Still, that gives you an
economy that is barely a trillion dollars.

Japan's economy currently is about $2 trillion, and it’s really dif-
ficult for me to see how China is going to catch Japan, despite the
fact that it has more than a billion people.

Representative SCHEUER. Despite the fact that what?

Senator Proxmire. Despite the fact that it has many more
people. -

RELIABILITY OF STATISTICS

Now last year, you told us that the Chinese data on the whole
are not as statistically reliable as that released by industrialized
and newly industrialized countries, yet I notice that your report is
based almost entirely on Chinese official statistics.

Why don’t you provide us with the CIA’s own estimates adjusted
for the problems in the official figures, as is done in the hearings
that we have on the Soviet economy?

We don’t trust the Soviet economy, but their figures are probably
more reliable and more accurate than the Chinese economy, based
on what I discussed.

Mr. Harris. Well, I would like to turn this over to Ms. Endean.
[Security deletion.]

Basically, we use the Chinese Government’s statistics as starting
points, and in our testimony, we include references to Chinese sta-
tistics simply to let you know where we began.

Ms. Endean, what else would we need to say?

Ms. EnpEAN. I would add that we do think that the Chinese sta-
tistics are fairly reliable indicators of general trends, increases and
decreases, particularly——

Senator ProxMIRE. What is a reliable indicator of general
trends?

Ms. ENDEAN. Chinese statistics are fairly reliable, if you are look-
ing at aggregate trends, increases and decreases. I think they are
less reliable when you look at disaggregated Chinese statistics—
such as rural industrial output—because of the problems in collect-
ing statistics across a very broad economy, and because of differ-
ences between Western and Chinese accounting methods for some
items, such as the national budget.

DISAGREES WITH GROWTH PROJECTIONS

Senator Proxmire. Would you flatly disagree with the argument
that China, by the year 2010, could have an economy bigger than
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the Soviet Union and an economy that would be perhaps the
second or third biggest in the world?

Mr. Harris. Yes. We disagree with that view.

Senator ProxMIRE. Could you give me some notion as to how
their economy would compare with developed countries under
those circumstances at that time?

Mr. Harris. Well, currently, China clearly has the second-largest
economy in East Asia. They will certainly have at least that rank
in the year 2010. They will probably be relative to the present size
of the economy, at least four times as large, but as I pointed out a
few moments ago, that still leaves you with an economy that is
much——

Senator ProxXMIRE. If it is 286 now, it means it is a little over a
trillion dollars.

Mr. Harris. Yes.

Senator PrRoOXMIRE. That is at the turn of the century; all right.

Mr. Harris. Of course, we can be generous on growth rates and
err on the high side, and I still don’t think we get an economy in
2010 that is anywhere near as big as Japan’s economy is today.

PRICE INDEX AND UNEMPLOYMENT

Senator ProxMiIrE. Last year you told us the CIA did not publish
a price index nor do you estimate an unemployment rate in China.

Does that mean you make estimates, but do not publish them or
that you do not make the estimates?

In either case, why not?

Mr. Harris. As for the unemployment rates, we don’t make inde-
pendent estimates for any developing countries. In general, open
unemployment rates aren’t very meaningful. There is so much dis-
guised unemployment and labor inefficiency, that open unemploy-
ment rates don’t tell us very much, particularly in the developing
world, where there is a lack of social insurance systems to support
the openly unemployed. It simply doesn’t mean very much to say
that they have open unemployment.

As far as prices are concerned, Ms. Endean?

Ms. ENDEAN. We do not independently test a market basket of
goods to estimate Chinese price indexes. Therefore, the only price
indexes that we have are Chinese indexes.

Mr. Harris. We can test them anecdotally, and we think that if
there were an enormous divergence, we would know about it. Let
me say that.

DEFENSE SPENDING

Senator ProxMIRE. The report says that China spent about $12
billion for defense in 1986 and that the defense budget increased
modestly in 1987.

How much was spent for defense in 1987 and what was the rate
of change?

Ms. ENpEAN. The Chinese announced budget projected 2-percent
growth in defense spending in 1987 over 1986.

Senator PRoXMIRE. Two percent?

Ms. ENDEAN. Two-percent growth. As Mr. Harris mentioned, we
have not yet completed our own calculations for 1987.
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Senator ProxmIRE. How trustworthy, in your judgment, is the
Chinese estimate for defense spending?

Do you feel it is quite reliable and accurate, or is it subject to
some question?

OFFICIAL STATISTICS UNDERSTATE EXPENDITURE

Mr. Harris. As I indicated, we calculate their actual defense
spending as more than twice what they announce it to be.

In terms of growth rates, I wouldn’t place great reliability on
those either, but our evidence so far is that defense spending did
not increase radically in 1987 and, indeed, the trend over the last
10 years is decidedly downward, in real terms.

Senator Proxmire. Why do they understate their defense spend-
ing?

Mr. Harris. I don’t think that they feel anyone outside of China
has a right to know, frankly, and they are not about to provide
anyone with any sort of breakdown.

What we have to do——

Senator ProxMIRE. Why would it make any difference to them?
Their defense spending is so much lower than ours and so much
lower than the Soviet Union’s. Just a tiny fraction, $12 billion,
compared to $300 billion. That is about 4 percent of ours and prob-
ably even less than the Soviet Union. Maybe they want to—they
are afraid that if they state the truth, that they will look very
weak.

Mr. Harris. I think it is partly Chinese concern for its Third
World credentials that leads them to understate it so drastically.
They don't really like a high profile on defense affairs.

Mr. Wircox. I think that is right. There is also just a natural
tendency among the Chinese leaders to be secretive about the most
prosaic facts.

Senator PrRoXMIRE. I think they’'d get a low profile if they told
the truth. I think—I misunderstood. I thought that they had over-
stated their defense. They actually understate it. In other words,
they are spending much more than they admit.

Mr. Harris. They spend more than twice what they admit.

Senator PrRoxMIRE. That is very strange.

Ms. ENDEAN. May I just add one comment?

China’s publicly released defense budget figure appears just as a
single number. We really have not a very good idea what it encom-
passes. In part, the difference between their announced figure and
our own estimates may not be so much a deliberate attempt to con-
ceal the defense spending, but it could be just different methodolo-
gies for accounting for, for example, research and development,
which is occurring in Chinese institutes that do research for both
the defense and the civilian sectors.

Senator PROXMIRE. Let me ask you, if you allow fully for infla-
tion, is real defense spending declining?

Ms. ENDEAN. Yes, it is.

Senator PROXMIRE. It is declining?

Ms. ENDEAN. Yes.

Senator Proxmire. How much?
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Ms. ENpEAaN. If you look from 1979 to 1987, in constant 1986 dol-
lars, which is one way of taking out the inflation factor, I believe
real defense spending has declined more than 15 percent.

Senator PrRoxMIRE. Over what period?

Ms. ENpeAN. From 1979 to 1987.

Senator ProxMIRE. Declined about what?

Ms. ENDEAN. More than 15 percent in real terms.

Senator PrRoOXMIRE. Is any part of that because they are not en-
gaged in military activities? Obviously, in a period of military
action, their defense spending is higher.

Ms. EnNpEaN. Yes. The 1979 figures were inflated because of the
Vietnam-China conflict at that time; however, real defense spend-
ing has also declined, if you look at, say, 1981 through 1987, al-
though not quite as dramatically.

Senator ProXMIRE. There was a period of peace.

Ms. ENDEAN. Yes.

ARMS SALES

Senator PrRoxMIRE. Last year I raised questions about the sale of
weapons, particularly the Silkworm missile, to Iran.

Your answer was classified. Since then, much information about
the subject has appeared in the public press.

What can you tell us about China’s sale of weapons to Iran or
the sale of weapons that end up in Iran and how much of that in-
formation can now be declassified?

Ms. ENDEAN. [Security deletion.]

Senator PrRoxMIRE. On April 7, the Washington Post had an arti-
cle, and the Los Angeles Times did too, which concluded as follows:

Western estimates place the value of China’s international arms sales, which

have increased dramatically over the past decade, at $2 billion or more a year since
1986.

Ms. ENDEAN. [Security deletion.]
TECHNOLOGY TRANSFER TO THIRD COUNTRIES

Senator PrRoxXMIRE. I am aware that China has agreed not to
transfer licensed items of technologies received from the United
States to third countries.

As a practical matter, is there any way to enforce this restric-
tion? It may not be known which specific technologies have been
incorporated into weapons sold to a third country.

Ms. EnpEaN. China has signed an agreement with the United
States and with other COCOM allies, members of the Coordinating
Committee on Multilateral Export Controls, not to retransfer to
any third countries, technology that they have obtained through
the United States or COCOM licensing procedures. If it is deter-
mined that they have retransferred that technology to the Soviet
bloc, for example, or really to any third country, China risks the
possibility of having some of the liberalized export control proce-
dures under which it is currently treated revoked.

Senator ProxMIRE. Can you enforce it by just saying, if you do
that, we won’t sell you any of our weapons?

Ms. EnpEAN. The specific mechanism is through the export con-
trol procedures. [Security deletion.]
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ECONOMIC REFORMS ON BACK BURNER?

Senator ProxMIRE. For the past 2 years, I have been arguing
that the Chinese leadership seems to be putting expansion of eco-
nomic reforms on the back burner.

In the appendix of your report, you say that strains on the econo-
my led Chinese leaders to postpone some important aspects of the
reforms, and China now risks stalling about half way on the road
to a market economy.

First, hasn’t the CIA been a little slow to realize that the mo-
mentum for the reforms was being lost, and aren’t you——

Mr. Harris. I don’t think that they have lost yet. There is that
danger, which we have seen on other socialist countries, and we
have seen it in China as well. We would be remiss if we didn’t pay
a certain amount of attention to it, but I don’t think we have
reached the point yet where we can say that the reform momen-
tum is completely lost. The momentum is something to be sus-
tained, and I think over the next year or so, we will be in a posi-
tion to say whether China is going the way of some other failed so-
cialist experiments or not.

Right now, it is too early to say that.

Senator PrRoxmIRE. When you say that China risks stalling out
half way on the road to a market economy, do you mean that if
reforms go no further, economic progress may be threatened? And
China may then revert back to the former system of central plan-
ning?

Mr. Harris. Certainly, if reforms go no further, it is going to
limit what they will accomplish, in terms of growth and also as a
foreign trader. They can probably go a bit further, using the ad-
ministrative reforms that Mr. Wilcox was talking about, but cer-
tainly we would reach a point in the early 1990’s, where the econo-
my would begin to stall. This would be particularly true in foreign
trade.

REFORMS IN INDUSTRIAL SECTOR

Senator PROXMIRE. Is it correct that while major reforms were
introduced successfully in the farm sector, in the agricultural
sector, that there have been difficulties in introducing them in the
industrial sector?

Mr. Harris. That is true. Ms. Endean, do you want to talk about
that?

Ms. EnNDEAN. Yes. That is true, but despite the difficulty in im-
plementing some of the incentive-based reforms in the industrial
sector, China has nonetheless achieved astounding increases in in-
dustrial output.

Senator ProxMIRE. You indicated earlier, I think, that the indus-
trial sector is moving ahead better than the agricultural sector.

Ms. ENDEAN. In terms of growth rates, that is right.

Senator PRoOxMIRE. Maybe the weather had something to do with
it. That would seem to be the case.

Ms. EnpEAN. Yes, weather is one factor——
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QUANTITY VERSUS QUALITY

M;. WiLcox. I think you have to make the point, though, that we
are talking about quantity, not quality. One of the problems that
China still faces is increasing the quality of the products that they
turn out and also turning out the types of products that are useful
in their economy.

Turning out more widgets that no one uses, and that simply pile
up in a storehouse somewhere, can certainly be counted as having
increased the GNP, but that’s misleading.

Senator ProxMire. Do you think that is the major reason for the
slowdown in expanding the reforms in industry and other sectors,
that their quality has not been adequate?

Mr. WiLcox. Quality is still a very serious problem.

Senator PrRoXMIRE. What other factors are there?

INFLATION AND AGRICULTURE

Ms. EnDEAN. I think the very real concern with the impact on
inflation of introducing the market-oriented reforms in industy has
been the major factor that has slowed the introduction of industrial
reforms. -

Senator PrROXMIRE. In the farm sector, the decentralizing of the
economy has reduced inflation, hasn’t it?

I mean, they have come on like “Gangbusters” with more food
production and the result is that the prices, they have been able to
cut the prices. That is one of the reasons why they haven’t, I sup-
pose, expanded as sharply in recent years as they did earlier.

So it has been deflationary.

Ms. ENDEAN. Well, it’s been very up and down, I would say. One
of the areas where price increases have been greatest in recent
years, has been in food. Food prices have increased more than 20
percent in the last couple of years. So the reforms introduced in
the agricultural sector have reduced prices in some cases, but in-
creased prices in others.

Senator ProxMIRE. Is that because, while the production has in-
creased on the farm, the transportation from farm to market and
in the processing of the food to make it available to consumers has
not progressed?

Ms. EnxpeEaN. That is right. Distribution is one factor, but in-
creased demand on the part of consumers is a major factor. Con-
sumers are interested in eating more meat, more bread, drinking
more beer. All of those require grain inputs and thus strain grain

supplies.
PRICE REFORM

Senator ProxMIRE. I understand that the leadership has post-
poned efforts at price reform. While they used to talk about achiev-
ing price reform in a few years, it now refers to several decades.

Why is price reform such a crucial element in changing the Chi-
nese system? Why are they having so much difficulty with it?

Mr. Harris. I can answer part of that, and I will let Ms. Endean
answer the rest of it.

One of China’s major economic problems is low efficiency of in-
vestment. The Chinese regularly invest 30 percent of GNP, but it is
not very effectively invested. It is invested in the wrong industries,
in industries that have poor prospects for international competi-
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tiveness, for example. Price reform would change that. It would
enable investors to respond to a set of signals that gave them more
accurate information as to how profitable capital expenditures
might be. That is one of the reasons that price reform is essential
to China’s future growth.

As far as the difficulties of implementing price reform, I will let
Ms. Endean answer that.

Ms. EnDEAN. I outlined some of the difficulties in my opening
statement, but let me go into a little more detail here.

INFLATION

One of the difficulties is, of course, the inflationary impact. Gen-
erally, when prices are decontrolled, they rise. That is the immedi-
ate impact. They may stabilize after production increases, as well,
but the immediate impact is inflationary, and generally, if China’s
inflation rate is running at 6 percent or more, that’s sort of a trig-
ger level for them to impose stricter controls over prices.

INDUSTRY

Another problem with introducing price reforms affects the in-
dustrial sector. We have seen that where China has decontrolled
prices of raw materials, factory managers complain that while the
prices for their inputs are increasing, the prices for their final
products are not allowed to increase. That is one of the factors that
accounts for their inability to turn a profit.

So there is resistance among consumers, who fear inflation.
There is resistance among factory managers, who fear being held
accountable for losses that they don’t admit responsibility for.

Senator ProxMIRE. Let me ask you a different question. And it is
one that concerns me, and I am sure it concerns other Members of
Congress.

NUCLEAR ARMS SALES

Have the Chinese sold any nuclear arms or items or materials,
processed plutonium, uranium, to be used in producing nuclear
arms?

Ms. ENDEAN. [Security deletion.]

Senator PROXMIRE. Are they a member of the nonproliferation
treaty that provides for inspection to verify whether or not there
has been a transfer of weapons-grade material? International in-
spection?

Mr. Harris. No, I believe not.

Senator ProxMIRE. That treaty—it is my impression they are
not, and they are one of the few nations that are not, which, of
course, raises the question, and I wondered if the CIA has any
other independent information that makes it appear that they may
have sold uranium or plutonium.

Ms. ENDEAN. [Security deletion.]

INFLATION RATES

Senator PROXMIRE. What are the inflation rates in each of the
past 5 years in China?
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Ms. ENpDEAN. In 1986, it was 6 percent. In 1985, it was 8.8 per-
cent. So the inflation rate in 1987 was not as bad as in 1985,
but——

Senator PROXMIRE. It was 7 point something?

Ms. ENDEAN. 7.3 percent in 1987, the second worst rate over the
last 10 years.

Senator ProxMIRE. In general, have they been rising?

Ms. EnDEAN. They have risen over the course of 1987. The year
started with about a 5-percent inflation rate during the first quar-
ter and ended up with a double-digit inflation rate.

Senator ProxMIRE. Why is that?

Ms. ENDEAN. Decontrol of pricing is one reason. Another is exces-
sive growth in the money supply. China has a great deal of difficul-
ty using financial levers such as interest rates to regulate the mon-
etary system.

CENTRAL BANK

Senator ProxmMIRE. Do they have a central bank like the Federal
Reserve Board?

Ms. EnNDEAN. Yes, they do. The People’s Bank of China is in
charge of regulating the money supply.

The third reason has to do more with demand——

Senator ProxMIRE. Can you give me an idea of how much of any
increase in M1 or M2 they have had?

Ms. ENpEAN. About 30 percent.

Senator PROXMIRE. A 30-percent increase in what? M2?

Ms. ENDEAN. M2.

Senator ProxMIRE. It is amazing they don’t have more inflation
than they have. Why do they have such a huge increase in M2?
They can control that.

Mr. Harris. They don’t have the leverage to control it. They
don’t have open market operations, for example.

Senator ProxMIRe. How do they have an increase in their money
supply, if they don’t have control over the money supply, and it is
coming from the Central Government?

Mr. Harris. Well, provincial banks can issue credit. It is a stand-
ard banking system, but they don’t have—my impression is——

Senator PROXMIRE. So the individual banks are able not to have
a direct effect—there are a number of them, obviously—on the
overall money supply, but in aggregate, they have a system of such
freedom, much more than we have, apparently, that they can in-
crease the money supply, independent of any central determina-
tion?

Mr. Harris. I wouldn’t say altogether independent. Let’s just say
the Central Bank does not have the leverage in China that our
Central Bank has for controlling the money supply, not yet.

Senator ProxMIRE. And that is supposed to be a totalitarian
Communist country, and their Central Bank has weaker control
than the Fed.

Mr. Harris. It is a developing country, and all LDC’s have these
problems.
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CORRUPTION

Senator ProxmIRE. How widespread is the problem of corruption
in domestic and international transactions and how much effort
has the Government put into reducing corruption and how success-
ful is it?

Mr. WiLcox. I would have to say that corruption is rather perva-
sive within the system, but it is very difficult to measure. The lead-
ership talks a lot about corruption.

Senator PROXMIRE. Let me be a little bit more specific. Bribery.

Mr. WiLcox. We would have to talk in anecdotal terms. Certain-
ly, there is a lot of bribery that goes on.

Senator PRoXMIRE. In international trade?

Mr. WiLcox. In international trade, yes, there are certainly
many efforts made by Communist officials to try to get kickbacks
on contracts. It is fairly widespread.

Senator PrRoxXMIRE. You say it is fairly widespread.

How do we know? Is it increasing? How does it compare with
that of other developing countries?

Mr. WiLcox. I would say it is almost impossible to measure. It is
very difficult to measure.

Senator Proxmire. But you feel confident in saying it probably
doesn’t differ very much from other countries?

Mr. Hagrris. Well—

Mr. WiLcox. Probably not, I would say. [Security deletion.]

BALANCE OF PAYMENTS

Senator PROXMIRE. I note there is not much discussion of China’s
balance of payments. There is no balance-of-payments table in the
report.

Why is that material absent? What is China’s balance of pay-
ments?

Ms. EnbpEaN. In 1987, China’s current account balance was
nearly even. They had a merchandise trade deficit of about $3.7 bil-
lion but net service earnings of $3.4 billion.

So the current account was very slightly in the red.

The capital account balance improved with a pickup in foreign
direct investment. They continued taking on foreign loans and con-
tinued sales of gold.

Senator ProxMIRE. You say that they have an adverse balance of
payments of $3 billion plus?

Ms. ENDEAN. The current account balance was in the red about
$300 million.

Senator ProxMIRE. $300 million?

Ms. ENDEAN. Yes. Very slight. Earnings on the capital account
primarily were used to boost China’s foreign exchange holdings,
which were about $15 billion at the end of 1987.

Senator ProxMIRE. That is like the observation of the Chancellor
of the Exchequer of the United Kingdom, who was asked why Eng-
land had had no balance-of-payments problems before the turn of
the century. And he said, it is because we had no balance-of-pay-
ments statistics.

Can you give us a balance-of-payments statement?

Ms. EnpEAN. For the hearing record? Yes.
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[The following information was subsequently supplied for the
record:]

CHINA: BALANCE OF PAYMENTS, 1983-87

{in millions of U.S. doflars]

1983 1984 1985 1985 Fistant Pt hal
Current account..............oo.n....... 4,487 2,509 —11811 —7,448 —4,525 -3
Trade balance..............c.ccoonne. 1,990 14 —13123 —9,140 —4,905 —658

Exports, fob (20,707) (23,905) (25,108) {25,756) (11,548) (13,341)
Imports, fob.... (—18717) (-23891) (—38231) (—34,896) (—16453) (—13999)
Services (net).......vvvroeeeeeeererne. 1,986 2,053 1,069 1,313 192 544
Credit (4,275) (4,819) (4,933) (4,813) (2,044) (2,524)
Debit (—2289) (—2766) (—3464) (-3500) (—1852) (—14980)
Net unrequited transfers ... 511 442 243 379 188 111
Capital account {net)... 284 —693 7,202 5,457 3,085 2,106
Medium- and fong-term bor-
TOWING....cvcvevevrersemssmnensmmnaonnnane 820 734 3,148 4,545 2,626 2,178
Drawings (1,572) (1,468) (4,349} (6,286) (3,217) (3,242)
Repayments...........oooooerererveeeeereeeerevivveeenen (-752) (=738) (-1201) (—1741) (=591) (—1,063)
Foreign direct investment 636 1,258 1,658 1,875 626 669
Portfolio investment in China. 20 83 764 1,193 939 753
Other medium- and long-term capital ... —304 —467 —1,235 —624 -278 —388
Short-term capital and errors and omis-
sions 2 —888 —2,301 2,876 —1,532 —828 —1,107
Overall balance............ooooooc.... 4771 1,816 —4,609 —1,991 —1,440 2,103
Reserves and related items 3..... —4,771 —1,816 4,609 1,991 1,440 —2,103
Foreign exchange —13,992 —1,666 4,763 1,399 1,440 —2,064
Reserve position in IMF. —176 -79 -7 -38 -19
SDRs ~121 -71 -1 -21

Use of IMF credit % ............cccoovrercenn —482

II Includes an estimate for unrecorded repayments of $80 million in 1985, $67 million for the first half of 1986, and $215 million for 1986 as a
ole.

2 Includes valuation adjustment.
3 (—) indicates increase.
+ Net of valuation adjustment.

Source: International Monetary Fund.

TRADE TRENDS

Senator ProxMIRE. Can you briefly discuss the trends in Chinese
trade with the hard currency countries, and the extent to which
the shortage of hard currency limits that trade?

Ms. ENDEAN. More than 90 percent of China’s merchandise trade
is conducted on a hard currency basis.

Senator PrRoXMIRE. More than 90 percent?

Ms. ENDEAN. More than 90 percent. The only partners with
whom China conducts significant barter trade are the Soviet Union
and some East European countries. And the Soviet Union accounts
for only about 3 percent of China’s trade. Eastern Europe, as a
whole, accounts for another 3 percent.
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Senator ProxMIRE. What are your estimates on the trade with
the hard currency countries in the next few years?

Ms. ENDEAN. We expect both imports and exports to grow over
the next few years, with exports probably growing somewhat more
rapidly than imports, as part of the overall export push.

Senator ProxMIRE. Roughly, by what rates?

Ms. ENDEAN. Exports last year grew at 28 percent. That is higher
than we can expect over the next few years. The Chinese would
like to see——

Senator PrRoOXMIRE. You think they will be growing at 10 to 15
percent?

Ms. EnDEAN. Yes. The Chinese would like to see 10 to 12 percent
annual growth in exports between now and the year 2000.

EXPORTS

Senator ProxMIRE. What are China’s principal exports?

Ms. EnDEAN. China’s No. 1 export is textile yarn and fabrics. Pe-
troleum follows second. No. 3 would be clothing—garments, fin-
ished apparel. [Security deletion.]

IMPORTS

Senator ProxMIRE. How about imports?

Ms. ENDEAN. China imports primarily capital equipment and ma-
chinery to use in industry, iron and steel, and as we mentioned in
our opening statement, they increased imports of grain in 1987.

Senator PrRoxMIRE. From what country do they import most of
their equipment.

Ms. ENDEAN. Most of their equipment?

Senator ProxmMiIRE. Europe, the United States, Japan?

Ms. EnDEAN. The United States, Japan, and Western Europe all
supply large shares of capital equipment.

Senator ProxMIRE. Roughly equal shares?

Ms. ENDEAN. In terms of high-technology equipment, I can say
that the United States and Japan each supply about 30 percent.
Japan supplies about a third of China’s imported capital equip-
ment, and West Germany and the United States are also major
suppliers, with 10 to 15 percent each.

Senator ProxMIRE. What are China’s major sources of hard cur-
rency and how important are arms sales?

Ms. ENDEAN. Major sources in terms of countries?

Senator ProxmIRE. Products.

Ms] EnDEaN. Textiles, petroleum, and clothing. [Security dele-
tion.

FOREIGN DEBT

Senator ProxMIRE. What has been the trend in China’s indebted-
ness to hard currency lenders?

What portion of that indebtedness is to the United States?

Ms. ENDEaN. With the decentralization of trade that began to
occur in 1984 and 1985, there was also a decentralization in bor-
rowing. In other words, China was permitting provinces and mu-
nicipalities to take on foreign debt themselves. During that time
there was a rapid increase in the amount of debt that they took on.
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In 1985 and 1986, they were borrowing more than $7 billion a year.
That has tapered off in 1987. I believe they borrowed about $5 bil-
lion last year and, in fact, they used about half of that to repay
earlier loans. They also succeeded in lengthening the maturity
structure of their debt—in other words, postponing payments. Most
of the debt has been taken on in yen, which has hurt them as the
yen has appreciated. U.S. dollars have also been a large share.

Senator ProxMIRE. Do they lend any money?

Ms. ENDEAN. Small amounts, primarily to Third World countries
for development assistance.

Senator PrRoXMIRE. What are the prospects for new hard curren-
cy borrowing over the next several years?

Ms. ENDEAN. We believe China’s annual borrowing levels will
remain about where they were in 1987, assuming that their cur-
rent account remains roughly in balance, which is what we are
projecting at this point. In 1987, they borrowed about $5 billion.

Senator PrRoxMIRE. What is the total foreign debt of China? How
much does she owe? Do you have any idea of that?

Ms. EnpeEaN. The net debt, if you take out what they have
repaid, is in the range of $25 billion to $30 billion.

Senator ProxMIRE. That is higher than it has ever been, I pre-
sume.

Ms. ENDEAN. Yes.

Mr. Harris. The figure $29 billion comes to mind.

Senator ProxMIRE. $29 billion?

Mr. Harris. $29 billion.

Ms. ENDEAN. They reported slightly lower levels than that them-
selves.

Senator ProxmIRE. How do they rate as a debtor country? Are
they among the top 10?

Ms. ENDEAN. I will respond for the hearing record to that.

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

As a debtor, China ranks 13th among nonindustrialized countries.

Mr. Harris. China is a modest borrower.
FOREIGN DEBT PROJECTIONS

Senator PROXMIRE. Let me ask you about the projections on the
total foreign debt of China.

In 1985, they said it was $19.8 billion; 1986, $27.2 billion; 1987,
$29.9 billion. This year they think it will go to $41.2 billion. In
1989, $67.9 billion, and then it rises to $81.8 billion. In 1991, $88.3
billion. In 1992, $102.3 billion.

Mr. Harris. That is a pretty heroic set of assumptions. If he is
right, I will give him $100. We have no way to know what the debt
is going to be in 1992. It depends entirely on their trade perform-
ance and their appetite for foreign capital. I don’t think the Chi-
nese themselves know that.

Senator PROXMIRE. The reason I raise that, this comes from the
Wharton Econometric Forecasting, a very reputable group, and it
is radically different from your estimates.

I was wondering if you had any explanation for their being so
different.
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Mr. Harris. They are a little bit higher than we are on—— .

Senator PROXMIRE. A great deal higher—well, not on current
debt. But you said $29 billion, didn’t you?

Mr. Hareis. I said $29 billion.

Senator PROXMIRE. They said $29.8 billion for 1987.

Mr. Harris. So they were within a billion.

Senator ProxMIRE. Then they see it going up rapidly in 1988 to
$41 billion. Then $102 billion.

You don’t see that increase?

Mr. Harris. I can’t see them going to $41 billion at the end of
1988, did you say? :

Senator PrRoxMIRE. In 1988, they say it would be $41 billion.

Mr. Harris. I think that is way high. It is $5 billion high, I
would guess. And I can’t see the Chinese borrowing $11 billion this
year. They are trying to cut back.

Senator PrROXMIRE. Let me read a brief outlook analysis from
their executive summary.

They say:

With the successful reform-oriented leadership transition at the Autumn Party
Congress, prospects are excellent for continued expansion of exports sales and accel-
eration of foreign direct investment. At the same time, China’s imports will follow a
cyclical pattern of expansion in 1988 to 1990, followed by a contraction or slow
growth in 1991 and 1992. This trade and borrowing pattern mirrors the anticipated
fluctuation in domestic reform and the surge in spending expected as the current
Five-Year Plan nears its end, continued rapid export growth matching that in 1987,
will benefit from the increased sophistication of China’s garment, consumer elec-
tronics and basic machinery exports and will also reflect restored or strengthened
bilateral trade ties with Japan, EEC and selected developing countries. Despite
export successes, import surges will outpace export earnings. China will increase its
foreign borrowing during this period in the from of both loans and direct invest-
ment. The prospects for stable political leadership are very good throughout the out-
loolf) period, as Zhac Ziyang takes over the few remaining responsibilities still held
by Deng.

Mr. Harris. Qualitatively, we agree with it, but you can grant all
the words you just read from the report, and you still don’t come
out with $41 billion in debt at the end of the year.

Ms. EnbDeaN. I think our principal difference also would be on
the import side. We agree that their exports will grow fairly rapid-
ly over the next few years. But I believe that statement indicated
that there would be cyclical changes in imports, which we agree
with in general terms. However, we believe Beijing will retain very
close control over imports either through the licensing mechanism
that is now in place or through approval procedures that determine
how—and if—individual factories and trade corporations can use
the foreign exchange that they have on hand, which remains at
this point very closely controlled. So our principal difference is in
looking at imports. We frankly don’t project quite as rapid growth
on that side as perhaps the Wharton estimate does.

Senator PRoXMIRE. I want to thank you very, very much for your
testimony. You have done a fine job. We are in your debt.
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I hope you can declassify this as soon as you can and sanitize the
hearings as soon as possible.

We would like to have it as promptly as we can.

Mr. Hagrris. Thank you for having us.

Senator ProxmIre. Thank you. The subcommittee is adjourned.

[Whereupon, at 11:25 a.m., the subcommittee adjourned, subject
to the call of the Chair.]
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