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LETTER OF TRANSMITTAL

SEPTEMBER 14, 1987.
To the Members of the Joint Economic Committee:

Transmitted herewith for use by the Joint Economic Committee,
Congress, and the interested public is a study assessing the econo-
my of the Soviet Union entitled “Gorbachev’s Economic Plans.”
The study comprises papers prepared at the Committee’s request
by government and private sector experts, and is contained in two
volumes. This effort is the latest in a series of comprehensive stud-
ies of the Soviet Union which are published by the Committee ap-
proximately every three years.

The current study focuses attention on the economic plans and
other initiatives of General Secretary Mikhail Gorbachev. His pro-
posed reforms constitute the most comprehensive effort to change
the Soviet economic system since Lenin introduced the New Eco-
nomic Program. The reforms, if effectively implemented, could
have major ramifications in the short and longer terms for the
Soviet Union and also for the United States.

We are grateful to the Congressional Research Service of the Li-
brary of Congress for making available the services of John P.
Hardt to help plan the study. Dr. Hardt and Richard F. Kaufman
edited the volumes. Dr. Hardt was assisted by Jean F. Boone of the
Library staff. We are also grateful to the many authors who con-
tributed papers to the study.

It should be understood that the views contained in the volumes
are those of the authors and not necessarily those of the Joint Eco-
nomic Committee or of its individual Members.

Sincerely,
PAUL S. SARBANES,
Chairman.

(D
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GORBACHEV’S ECONOMIC PLANS: PROSPECTS AND RISKS

By John P. Hardt* and Richard F. Kaufman**
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I. SHORTCOMINGS OF THE SOVIET SYSTEM

Mikhail Gorbachev’s efforts to revive and modernize the Soviet
economy follow what his chief economic adviser describes as 10 to
15 years of stagnation. In his own words, the economy has reached
a “‘pre-crisis” stage. There may be more than a little of politics in-
volved—it is not unusual for new leaders to blame current ills on
their immediate predecessors, even and perhaps especially in Com-
munist countries. In this case, there is overwhelming evidence of
the shortcomings of the Stalinist system of economic management.
The prospects of continued decline in performance and the political
imperative for improved performance made the risk of significant
change necessary.

1. U.8.-Soviet Comparisons

In past years, Soviet leaders were fond of comparing themselves
with the United States and pointing to measures of their more
rapid growth. Overtaking the United States and the West once
seemed within their grasp. In the wake of the lengthy slowdown of
Soviet economic growth, such comparisons must now be disconcert-
ing to Moscow. While the Soviets lead in areas such as energy,

*Associate Director for Research Coordination and Senior Specialist in Soviet Economics, Con-
gressional Research Service.

**General Counsel, Joint Economic Committee.

This paper represents views of the authors and not necessarily those of the Congressional Re-
search Service, the Joint Economic Committee, or the U.S. Congress.
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steel, and cement production, its gross national product (GNP) is
just over 50 percent of the United States, about what it was in
1960, and per capita GNP and consumption are less than half. (See
Table 1.) Consumer standards are far behind the West’s and the
gap may be growing.

TABLE 1.—U.S. AND U.S.S.R.: MAJOR ECONOMIC INDICATORS, 1985*

us. USSR
GNP (billion U.S. dollars) $3,990 $2,160
Population (millions) 238.6 2189
GNP per capita $16,720 $7,740
Consumption per capita $11,660 $3,690
Grain output * 1,450 680
Meat production ! 108 61
Qil production 2 8,933 11,350
Natural gas production 3 17,220 20,721
Coal production 4 803.9 648.5
Nuclear power capacity * 836 283
Crude stee! production 4 80.1 155.0
Cement production 4 726 131.0
Textile production & 133 103
Footwear production 7 300 781
Final machinery output (billion U.S. dollars) $412 $317
Construction (billion U.S. dollars) $408 $426
Total freight turnover 8 3422 5774

1 Kilograms per capita.

2 Thousand barrels per day.

3 Billion cubic feet.

4 Million metric tons.

s Thousand megawatts. U.S. figure is on a net basis; Soviet data is gross capacity.

¢ Billion square meters.

7 Million pairs.

® Billion metric ton-kilometers. Includes railroad, motor vehicle, inland water, and air freight as well as petroleum pipelines.
*Data from CIA, Economic Handbooks.

Moreover, the continued reliance on the old extensive growth for-
mula (pouring in more material and human resources for needed
output) meant labor and material efficiency would continue to di-
verge from international standards and capital requirements would
continue to rise. The Soviet economy that missed the Second Indus-
trial Revolution (the economic miracles of the West) was paying for
their dedication to the Stalinist system with inefficient use of
scarce inputs and low quality of output. To compete with the
United States, Gorbachev must join the Western pattern of growth
to conserve inputs and raise the quality of outputs. Poor quality
output in manufacturing, except for military programs, meant that
the Soviet Union continued to trade like a developing country—ex-
porting energy and importing manufactured goods. Only in arms
sales have they competed in the world market for technologically
advanced products.

More important and threatening to the superpower status of the
Soviet Union are its lags in technology. Computer applications,
micro-electronics, the use of lasers, and robotics are all part of the
dramatic changes occurring in the economies of the Western indus-
trial nations. Gorbachev has stressed again and again that the
Soviet Union must not fall further behind in this new frontier of
science, technology, and economic development, or they will not
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only miss entering the world market but may be inferior in the
technologically advanced battlefields of the coming decades.

It is estimated that the United States holds leads against the So-
viets of from 7 to 12 years in advanced manufacturing categories,
such as computer-operated machine tools, minicomputers, main-
frames, super-computers, software, and flexible manufacturing sys-
tems. These technologies have both military and civilian applica-
tions. The Soviet defense burden is estimated at about 15 percent
of GNP, more than twice as much as in the United States, yet
goviet military technology continues to lag behind the United

tates.

2. Soviet Performance

Soviet economic failures are absolute as well as relative. By most
measures, performance has been poor since 1975 and getting worse.
Average annual growth of GNP was over 4 percent between 1960
and 1975, but only 2 percent from 1975 to 1985. In the five-year
period 1981-1985, growth averaged 1.9 percent. During the same
period, average net farm output grew by 1.9 percent and industry
grew by 2.0 percent. Total factor productivity declined to 0.9 per-
cent in 1981-1985, compared with a growth rate of 1.9 percent in
the previous five years.

A number of factors account for the poor performance. Rapid
economic growth in the 1950’s and 1960’s was based largely on
large increases in labor and capital. These advantages were lost as
the growth of the labor force slowed and the cost of utilizing natu-
ral resources increased. Greater investment might have kept up
the growth rate of the capital stock, but consumption or defense
would have had to be reduced commensurately. Brezhnev tried to
reverse the process by improving efficiency and productivity. But
the action he took in the 1976-1980 Plan—reducing the growth
rate of investment—is widely believed to have been counterproduc-
tive.

The inefficiency of the Soviet economic system is illustrated by
the difficulties it has in properly exploiting the rich endowment of
natural resources and people.

—It is the world’s largest producer of energy but uses 2-3 times
more energy per unit of economic output than the leading in-
dustrial countries.

—It is the world’s largest producer of wheat but 20 percent of the
crop is lost from field to mill because of inadequate transporta-
tion and storage.

—It is one of the world’s most populous nations but finds itself
short of labor partly because of low productivity.

3. Call for Restructuring

Gorbachev succeeded to power in March 1985 and immediately
set about what appears to be a crusade for change and improved
economic performance. Beginning with the 12th Five Year Plan
(the early drafts of which he reportedly rejected) prepared in 1985
and approved in 1986, and a cross-country speaking tour, in which
he called for radical reforms of the economic system, Gorbachev
has steadily intensified his rhetoric. He acknowledges that the
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Soviet Union would have difficulty simultaneously meeting defense
requirements, modernizing industry, and improving living stand-
ards without improved economic growth. He is calling for qualita-
tive, in addition to quantitative, improvements. In the area of in-
dustrial production, the Soviet leader urges “the structural trans-
formation of the economy.” To managers, workers, bureaucrats,
and Party leaders alike, Gorbachev has said it is understood that
‘“we cannot live and work in the old way, that we must have re-
newal and profound transformations.”

Perestroika (transformation) is the overall policy of change in-
volving reforms, restructuring, and interdependence, openness, and
democratization. This policy, with the application of openness (glas-
nost), has led to vigorous debate among economists in the Soviet
press and even more strident calls for reform. Proposals are being
offered for fundamentally overhauling and radically changing the
. economic system of central planning that previously would have
been unthinkable or at least unprintable in official organs. The im-
plementation of Gorbachev’s reform ideas include use of market
prices for determining output and distribution and a shift of man-
agement decisionmaking from the central ministries to the enter-
prises.

The June 1987 plenary meeting of the Communist Party Central
Committee strengthened the possibilities of radical reform. Gorba-
chev went beyond his previous statements in several respects. He
proposed greater use of the family contract system in agriculture
and called for collective and state farms to turn over to individuals
some 800,000 abandoned houses with small holdings. He called for
“radical reform of the pricing system,” pointing out that the ad-
ministrative pricing of goods below the cost of production has re-
sulted in rapid growth in subsidies, now in excess of 75 billion
rubles a year, and suggesting a framework for partial price decon-
trol. This shift to the use of monetary over physical directives in
management of the non-strategic parts of the Soviet economy is to
be accompanied by a shift of managerial decisionmaking authority
from central ministries, state committees on planning, supply and
construction to enterprises. If brought into force as projected, the
staff reductions in the central economic bureaucracy in Moscow
would be unprecedented. He also indicated that the government
would tolerate some plant closures, bankruptcies of enterprises
that cannot meet the test of profit and loss accounting, and a
degree of worker dislocation. By the adoption in June 1987 of spe-
cific programs for implementing radical reform, rhetoric is being
translated into action.

II. GorBACHEV'S ECONOMIC STRATEGY

After two and a half years in power, Gorbachev’s economic strat-
egy can be described as having three dimensions: a change in prior-
ities, steps to make the individuals and institutions in the system
work better, and proposals to change the system itself. But when
evaluating Gorbachev’s strategy, it should be kept in mind that the
changes could lead to a worsening of economic performance in the
short term and a threat to Gorbachev's position. To succeed, the
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changes must be productive. For this to occur, his constituencies
must be supportive—even enthusiastic.

1. Changing Priorities

According to the 12th Five Year Plan and related documents,
annual GNP growth is supposed to average about 4 percent for
1986-1990, and about 5 percent in 1991-2000. For 1986-1990, agri-
culture is to increase by 3 percent annually, and industry by 4.5
percent. These growth rate targets are considerably higher than
what occurred in the prior decade (GNP growth averaged about 2.3
percent in 1976-1985) and are considered ambitious.

More significant than the macroeconomic targets are the qualita-
tive changes emphasizing new technology requiring a change in
priorities. Investment is being increased relative to consumption.
Among the recipients of investment, research and development
(R&D) and the high technologies industries are favored over chemi-
cals, light industry, and transportation. Some experts believe in-
vestment is also being shifted from the defense industries to the ci-
vilian sector.

Gorbachev’s investment policies have been termed the corner-
stone of his “intensification” program to modernize the economy
and provide for future higher rates of economic growth. Capital in-
vestment is planned to grow substantially more than in the previ-
ous 10 years and is to be concentrated on new equipment and ren-
ovation of existing facilities. The plan seems to imply rapid growth
in the high technology areas of civilian machine-building, little or
no growth of military hardware, and slow growth of consumer
goods. Investment in agriculture is not being cut back but the com-
pfgi_itign is shifting toward transportation, storage, and processing
of food.

2. Making the System Work Better

Efforts to make the system work better move in several direc-
tions. Actions directed at the “human factors” are intended to im-
prove labor productivity. A number of measures have been taken
to strengthen Party discipline, get rid of incompetent managers
and officials, and improve worker attitudes and behavior. There
have been numerous personnel changes at the upper levels of eco-
nomic management and some officials installed by Gorbachev have
already been removed, indicating that the qualifications for holding
office go beyond being identified as Gorbachev’s appointee. The
campaigns against corruption and alcoholism, intended to elimi-
nate waste and inefficiency from theft, absenteeism, and industrial
accidents, has been much more vigorous than when pursued by
Yuri Andropov, Brezhnev’'s immediate successor.

Gorbachev has also addressed the “capital factor” in a series of
efforts intended to improve capital productivity. A breakdown of
total factor productivity shows that it is the capital side that has
deteriorated while labor productivity has grown, although at
modest rates. The major thrust of Gorbachev’s initiatives are con-
tained in his “modernization program,’ designed to upgrade the
country’s stock of plant and equipment. To accomplish this, it is
planned that capital investment in civilian machine-building will
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increase by 80 percent in 1986-1990 over 1981-1985, retirement
rates for fixed capital will double, and greater efforts will be made
to speed up scientific and technological progress. Production of
computers, robots, numerically controlled machine tools, and the
like, is supposed to increase greatly. In addition, a new quality con-
trol program is being enforced at production facilities. One of the
stated goals is to achieve world-level quality manufacturing in
many areas by the next Five Year Plan.

3. Reforming the System

Gorbachev’s initial proposals for reform seemed designed more to
“perfect” the Stalinist system than to change it in a fundamental
way. In the light of more recent proposals, it now seems clear that
Gorbachev’s proposals would, if implemented, radically change the
economic system. They would substantially decentralize economic
decisionmaking, increase enterprise autonomy, increase the scope
of the private economy, partially decontrol prices, reduce or elimi-
nate subsidies, and reduce the size of the bureaucracy. Some agri-
cultural reforms have been made and a partial decollectivization is
possible. The scope of the private and cooperative sectors has
broadened and they could become dominant in consumer services
and some consumer goods sectors.

One of Gorbachev’s main objectives appears to be a drastic reduc-
tion of economic micro-management from the center. Under this
approach, the strategic decisions about the general direction of the
economy would be made by political leaders at the top. Responsibil-
ity for day-to-day management would be left to lower levels, such
as farms and factories. Accordingly, organizational changes are
being made to streamline and shrink the bureaucracy, to improve
policy coordination, and to reduce direct controls over enterprises.
To achieve these aims, superagencies have been created for the
agro-industrial complex, machine-building, energy, construction,
social development, and foreign trade.

At the same time, there have been new initiatives to transfer
more responsibility for management from the ministries to the en-
terprises. The system of mandatory targets for production at the
enterprises is being replaced by one that requires only a portion of
production to be delivered to the state. The remainder of produc-
tion would be used to obtain revenue to fulfill the requirements for
self-financing. Under self-financing, state subsidies will be reduced
or eliminated and enterprises will be responsible for financing
their own operations. Those that are unable to meet their costs
from revenues could be terminated. A “wholesale trade” system is
being created for the distribution of supplies. Presumably, enter-
prises will be able to choose their suppliers. Some enterprises are
being allowed to trade directly with foreign firms, and to retain
part of the foreign exchange earned from exports.

In the agricultural sector, local officials and farms have been
given greater control over ‘“above-plan” production—the portion
that exceeds mandatory requirements. There has been an expan-
sion of the “family contract” system and greater use is being made
of long-term leases of land and machinery to small groups. New
legislation substantially expands private-sector provisions of con-
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sumer goods and services through self-employment and profit-shar-
ing cooperatives. Reforms of prices, finance, banking, and supply
are scheduled to be implemented by 1990.

III. ProBLEMS AND UNRESOLVED ISSUES

1. Critique of the Plans and Proposals

It is common for Five-Year Plans to set ambitious growth targets
that are beyond reasonable expectations. The Plan for 1986-1990 is
considered particularly unrealistic. The principal reason is that the
economic inputs—mainly labor and raw materials other than
fuel—are expected to grow much more slowly than the planned
growth of outputs. How is it possible for the rate of growth of
output to exceed the rate of increase of inputs? Only rapid growth
of productivity can make up the difference.

It is widely believed that systematic problems in the Soviet econ-
omy are responsible for poor productivity. These problems include
a bias that favors growth in production over qualitative improve-
ments, and other disincentives for innovations and new technology.
Even if radical reforms effectively deal with these problems, it is
not likely that the benefits would show up before 1990.

Much of the industrial modernization program is based on ambi-
tious output targets and pressure from above. For example, a
system of quality control inspectors independent of enterprises has
been established with authority to reject below-standard output.
Little attention has been given to the problem of natural resource
shortages, inadequate transportation, or the lack of incentives to
reward the introduction of innovations. There is an inconsistency
between the demands for greater output and, at the same time,
higher quality. Upgrading and replacing plant and equipment may
slow improvements in growth. Further, the assumption of immedi-
ate increases in high-quality machinery appears unrealistic. For
these reasons, most experts believe the modernization program will
result in increased production of modern equipment, but far short
of the stated objectives and not enough to lift the economy to the
planned targets.

There are also serious reservations about the reasonse to the
“human factors” program. It has been observed that the approach
consists of many sticks and too few carrots. Gorbachev is telling
the key groups to work harder and rely on a new system of merito-
cracy—to each according to his contribution—a risky change in the
Soviet “social contract.” How will the various interest groups, such
as Party members, bureaucrats, workers, and peasants, respond to
the changes taking place? Will they see themselves as winners or
losers? These questions are not easily answered. A review of the
“interest groups” may help put the problem in perspective.

2. Constituencies and Interest Groups

Gorbachev calls for a revolutionary transformation in society
from “conservatism, inertia, and selfish interests” to “renewal, cre-
ativity, and constructive initiative.” He implies that this change
must take place soon; key Party officials should be advocates of the
new thinking by the June 1988 Party Conference and all other
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groups should shift to the new thinking by the next Party Congress
and new Five-Year Plan in 1990.

In each of the key groups, Gorbachev is seeking to build a con-
stituency for new thinking and transformation. He acknowledges
the process of change is extremely complex and members of key
groups must weigh their reactions carefully. While there may be
broad agreement on the general need for change, many may have
reservations about its benefits to both Soviet society and to them-
selves. Gorbachev’s use of the “human factors” centers on labor at
the work place—workers and peasants—because their reaction to
discipline and incentive policies will be key to attaining planned in-
creases in labor productivity. We take a broader view of group par-
ticipation and its influence on overall productivity by including the
leaders—Party, Ministerial Bureaucracy, Military, Intelligentsia,
and Managers, the regional and ethnic minority groups whose con-
Eributions will influence the success of Gorbachev’s plans, and East

urope.

Brief descriptions of the major interest groups and their concerns
over economic reform follow:

1. Communist Party Officials.—In the Soviet system, there is a
parallel structure of government and Party officials. The nomenk-
latura system ensures Party control of appointments, personnel
privileges, and rewards at all levels of Party, government, and en-
terprise. Gorbachev’s efforts to centralize broad policy powers at
the upper levels of central Committee and Politburo while decen-
tralizing day-to-day management to the enterprise challenges Party
control at the regional and local levels. Glasnost is intended to
make this key group more responsive in following Gorbachev’s
policy and more accountable. The rights of Party officials to inter-
vene—‘‘petty tutelage”’—in the technical operation of the enter-
prise is apparently to be restricted. The Party Conference sched-
uled for June 1988 will reexamine and possibly restructure the role
of the Party.

2. Ministerial Bureaucracy.—Gorbachev also seeks to reduce
micro-management of the enterprises by the government minis-
tries. At the June 1987 plenum, he proposed increasing the author-
ity of enterprises over supplies and workers, and reducing the role
of central planning agencies. The process of reorganizing and re-
ducing the ministries has already begun. Gosagroprom was formed
by merging five agriculture ministries and other government units.
The central staff was reportedly reduced by almost one-half. Cre-
ation of the Foreign Economic Commission and the granting of au-
thority to various ministries and enterprises to engage directly in
foreign trade ended the Ministry of Trade’s monopoly in this area.
Not only ministries, but also state committees and commissions for
planning, supply, construction, and price setting are all to have
their management functions sharply reduced in favor of the enter-
rise. Curtailment of central planning targets, enterprise self-financ-
ing, price reform, wholesale trade, and other reforms will effect the
role and size of the government bureaucracy.

3. The Military.—Gorbachev appears to be continuing the policy
begun in 1976 of a slow growth of military spending, and little if
any growth in procurement of military hardware. This and other
actions indicate that military priorities no longer have overriding
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primacy. But the civilian and military sectors could be on a colli-
sion course with respect to resource requirements. For the next
year or two, defense production demands may be met in existing
facilities. The situation could change if decisions are made to un-
dertake major new military initiatives during the next Five Year
Plan period (1990-1995). Unless the industrial base is enlarged and
modernized by the early 1990’s, difficult choices will have to be
made between civilian and military needs for resources. Most West-
ern experts believe the military supports the economic reforms on
the assumption that there will be no sharp cutbacks in defense
budgets and that a stronger economy will permit qualitative im-
provements in military capabilities.

4. Managers.—The promise of enterprise autonomy should be re-
ceived favorably by managers whose freedom of action and man-
agement powers are severely circumscribed in the present system.
Under the proposed reforms, managers will share in profits and
have more control over workers, sources of supplies, and possibly
prices. The proposed election of managers by the workers may also
improve worker-management relations and worker morale. But the
reforms introduce many areas of uncertainty for managers, includ-
ing the risk of losing an election, uncertainty of rewards, availabil-
ity of supplies, losses of subsidies, and possible factory closures.

5. Intelligentsia.—Support from the scientists, economists, and
cultural elite is important for broad acceptance of Gorbachev’s pro-
posals for restructuring. Many in the intelligentsia are encouraged
by the idea that rewards should be based on merit. They are also
attracted by the policy of openness which permits greater criticism
and publication, and promises improved government statistics. But
many traditional Marxist-Leninists and the neo-Stalinists are re-
pelled. Residual bitterness over Stalin’s purges and resentment
over Party power could lead to the opening of old wounds and dis-
putes. There has already been some resurgence of Great Russian
chauvinism, anti-minority sentiments, and resistance to anti-Stalin-
ist criticisms. The intelligentsia may be the group most solidly sup-
porting perestroika but the group has little institutional power and
is often mercurial in its support.

6. Workers.—The crackdown on worker discipline and the policies
of wage differentiation and quality control, and the possible shut
down of inefficient factories, have a positive and a negative side.
They may eventually lead to improved productivity, greater indi-
vidual rewards, and economic expansion. In the short term, they
are viewed as threats by many workers. Some have already lost
income because of the quality control program. Others fear loss of
privileges, housing, and other rights, inequality among workers,
and even unemployment. Job security has been one of the claims
most valued in the Stalinist system. Eroding the right to work in-
volves some risk. The government promises more and better con-
sumer goods and services but these have yet to be realized.

7. Peasants.—Greater use of the contract system, more family
farming, and improved incentives could show positive results and
gain support among the peasants. But peasants share the workers
dislike of change and they distrust government assurances that
they will be better off in a new system. Any reduction of subsidies
adversely affecting agricultural income is bound to be resented.
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8. Regional Interests.—Gorbachev’s policies seem to favor the
western regions of the Soviet Union as opposed to Central Asia,
East Siberia, and the Far East. For example, the industrial mod-
ernization program defers new construction and emphasizes ren-
ovation of existing facilities, most of which are located in the devel-
oped, largely Slavic regions of the European Soviet Union. The
shift in agricultural investment and the decisions not to go forward
with the Siberian River diversion projects and large regional
projects such as BAM mean less resources for the Central Asian
and eastern regions. Changes in energy and agricultural prices
would affect the regional economies of energy-rich West Siberia
and the food baskets in the Ukraine and Kazakhstan. In general,
Gorbachev’s investment policies favor the Slavic over the non-
Slavic regions; changing price policy may have a diverse impact.

9. East Europe.—Soviet relations with East Europe fall in a gray
area between domestic and foreign interests. There has been signif-
icant integration between the Soviet and East European economies
and Gorbachev advocates closer economic ties. The Soviets import
substantial amounts of high technology machinery and equipment
from Eastern Europe and the success of Gorbachev’s modernization
program depends in part on this source of goods. The East Europe-
ans are expected to increase exports of high technology products to
pay back the large debts to Moscow, incurred because of Soviet oil
deliveries. The East European governments are also under pressure
to increase exports to the West to pay their foreign debts. Tensions
with Moscow could increase if East European modernization leads
to greater trade with the West, unless it becomes possible to in-
crease exports in both directions.

IV. HiGHLIGHTS OF PAPERS

The papers in the two volumes are divided into 10 sections, each
beginning with an overview and most are followed by one or more
commentaries. The first two sections cover overall policies and
recent economic performance. The remaining sections deal with
major sectors such as industry, defense, energy, agriculture, and
foreign trade. The following is a bird’s-eye view of the contents of
these sections.

In Section I, Levine provides a description of Gorbachev’s pro-
gram, including the proposals made at the June 1986 plenum. Cohn
compares past and present efforts to improve productivity and de-
scribes the importance of systemic problems and the role of defense
spending in preempting technological capabilities. Hewett, Vanous,
and Roberts discuss the key macroeconomic targets in the 1986-
1990 Plan. Kreshover examines Gorbachev’s economic strategy and
the risks attached to the emphasis on investment in machine-build-
ing. Nove notes the potential contradiction between the simultane-
ous pursuit of accelerated growth and reform. Berliner looks at the
organizational restructuring of the economy and envisions the pos-
sible future emergence of a three-tiered system in which the pri-
vate sector, state enterprises, and voluntary cooperation would
have major roles. Klein and Bond discuss the longer term position
of the Soviet bloc in the world economy, while Brainard highlights
the need for the Soviets to make more efficient use of foreign im-
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ports. Brainard also examines possible Soviet membership in the
international trade and finance organizations.

Section II provides statistics and analyses of the major indicators
of recent economic performance. Kurtzweg presents the trends in
Soviet GNP together with an explanation of the Central Intelli-
gency Agency’s method for estimating Soviet GNP. Kingkade pro-
files recent and prospective trends in the size and composition of
the Soviet population, and explains Soviet policies concerning ma-
ternity and size of families and public health. Rapaway describes
labor force and employment statistics since 1950 and makes projec-
tions to the year 2000. Grossman examines the trends in private
incomes and outlays in the “second economy.”

Section III looks at the industrial sector from the perspective of
Gorbachev’s modernization program. Leggett discusses the lack of
balance and consistency in the investment plans and the options
that remain should they fail. Kushnirsky examines the feasibility
of industrial modernization and considers the likely consequences
for the economy, if its targets are achieved. Pederson assesses the
effects of problems in the construction materials industry on the
modernization program. Rumer and Vatkin follow a similar ap-
proach with respect to the metals industry, and Harris does the
same concerning steel production. Two papers, one by Sagers and
Shabad, the other by Braithwaite, analyze the petrochemical and
chemical industries, and the roles they play in modernization.
Hanson considers how modernization may be influenced by a varie-
ty of factors: the effects of the personnel shake-out and attempts to
improve worker incentives, the influence of possible resource trans-
fers from military production, and the contribution of imports.

Section IV is about the interactions between defense, the econo-
my, and Gorbachev’s program of change. Becker inquires into the
Soviet leader’s dilemma: the perception of a growing military
threat from abroad and a faltering economy constrained by a
heavy military burden at home. Cooper discerns a policy commit-
ment by Gorbachev to expand cooperation between the defense and
civilian production sectors. Deutch’s paper looks at recent develop-
ments in defense production and the changes in the weapons acqui-
sition process. Feshbach details the effects of under-investment in
health care on the military. Matosich investigates the reliability of
the residual method for measuring Soviet defense spending. In
their commentaries, Michaud, Maddalena, and Barry examine the
planned growth of the civil and military machine-building indus-
tries, and Marshall criticizes the conventional approach to estimat-
ing the Soviet military burden.

Energy and conservation issues are the subject of Section V.
Schanz compares the problem of Soviet energy resource manage-
ment to the situation in the United States. Stern delves into the
difficulties of forcasting production of Soviet oil and gas, and
makes his own qualified projections. Thornton considers whether
electric power capacity will be adequate or constrain economic
growth, and the effects of the accident at the Chernobyl nuclear
plant. Warner and Kaiser weigh the possibility that expanded coal
use might help replace natural gas by the mid-1990’s. Bethkenha-
gen focuses on total energy production trends. Tretyakova and Kos-
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tinsky consider prospects for substantial fuel savings through con-
servation.

The papers in Section VI look at agriculture policy and perform-
ance. Gray reviews the 1986 grain harvest, and experience with the
collective contract and agricultural reorganization. Doclittle and
Hughes evaluate the effects on agriculture performance of reorga-
nization and streamlining of agro-industrial management, the re-
structuring of investment, and improved economic incentives. Se-
verin studies the livestock sector and the program for increasing
per capita meat consumption. Flynn and Severin assess Gorba-
chev’s initiatives to solve the agricultural transportation problem.
Lane, Marston, and Welsh compare the nutrient content of the
Soviet and U.S. food supplies, and the effects of shortages of quality
foods on consumer satisfaction in the Soviet Union. Goodman,
Hughes, and Schroeder analyze the reason for low agricultural
labor productivity and the outlook for improvements under Gorba-
chev. In their commentaries, Johnson and Waedekin discuss the
likelihood for change over the next few years.

Section VII concerns technology and science policy, specifically
the Soviet efforts to engineer the kind of revolutionary change
taking place in the West through computers and the information
technologies. Cocks argues that the Soviet leadership is following a
military model for spurring technological advance in the civilian
sector. Judy contrasts the “information revolutions” in the Soviet
Union and the United States and describes the limitations inherent
in the Soviet system. Goodman assesses the application of comput-
ing in selected areas, including industrial modernization, central-
ized planning, hiring standards, and the military. McHenry reviews
the program to incorporate computing in Soviet enterprises begun
in 1966 and examines the prospects for improvement as a result of
the Gorbachev reforms. Nyren provides a report of the computer
literacy program and describes the obstacles to and possibilities of
its success. Heymann discusses the Soviet lag in telecommunica-
tions and the barriers to modernization.

Section VIII brings together papers on current efforts to improve
consumption and introduce new incentives into the Soviet system.
Teague surveys Gorbachev's “human factor” policies to achieve
higher labor productivity through such measures as tighter disci-
pline and differentiation in pay and bonuses. Schroeder examines
the relative backwardness of the services sector and plans for de-
veloping it. Blough, Muratore, and Berk assess the steps taken to
improve consumer services by expanding opportunities for individ-
ual, family, and small group businesses. Heinemeier evaluates the
brigade system of labor organization in industry and construction,
and its effects. Alexeev describes the housing problem and ap-
praises proposals to solve it. Treml Provides an initial assessment
of the anti-drinking campaign. Davis’ paper is a wide-ranging view
of the Soviet health sector and policies and plans under Gorbachev.
In commentaries, Granick suggests a way to improve Soviet nation-
al income without systemic reform in the sense of greater marketi-
zation; Hauslohner takes the position that prospects are good for
some of the reforms taken to improve consumption.

Regional development, transportation, and environmental issues
are treated in Section IX. Shabad discusses the shift away from Si-
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berian and Far Eastern regional development projects toward more
effective use of existing industrial capacity in the European portion
of the country. Mote sees a retrenchment in Eastern regional
projects, such as the Baykal-Amur (BAM) railroad. Hunter and
Kontorovich observe a “squeeze” on investment in transportation
and the possibility of bottlenecks during 1987-1990. ZumBrunnen
provides an overview of Soviet environmental policies, including
Soviet-American cooperation, and a breakdown of recent expendi-
tures for environmental protection. Jensen comments that the
issue of regional equality seems to be no longer part of any serious
agenda.

The final section addresses Soviet trade policy and foreign eco-
nomic relations. The papers by Bertsch and Heiss discuss U.S.
trade policy with the Soviet Union. Bertsch places U.S.-Soviet rela-
tions in historical perspective, describes the factors that influence
U.S. policy, and speculates about future policy. Heiss examines the
trends in U.S.-Soviet trade flows and the possible effects of recent
changes in Soviet policies. McIntyre is the author of two papers.
One is an analysis of the Soviet Union’s hard-currency trade and
balance of payments. A second paper explains Gorbachev’s reorga-
nization of the trade sector and the. efforts to increase relations
with Western firms. Lavigne shows how Soviet trade with less-de-
veloped countries is being restructured and the increasing impor-
tance of economic as opposed to strategic and political interests. Fo-
garty and Tritle concentrate on Soviet economic assistance to less-
developed countries and the pressures on Gorbachev to contain
costs. There are three commentaries: Kanet elaborates on Soviet
economic relations with the less-developed countries and the place
of foreign trade in Gorbachev’s plans to revitalize the economy;
Wolf relates economic constraints on Moscow to the policy of con-
tinued expansion of its empire; Vogel mentions the consequences
for East Europe of current Soviet trade policy, and the effects on
NATO of U.S. policy toward the Soviet Union.

[Theodore Shabed, contributor to this and previous Joint Eco-
nomic Committee volumes, died in May 1987. Dr. Shabad, the
founder and editor of “Soviet Geography: Review and Transla-
tion,” was also foreign correspondent and editor for the New
York Times. The Committee, the Congress, the profession and his
many friends will miss Ted. We like to think he would appreciate
these volumes as his ultimate contribution in a long and produc-
tive career.]



I. THE AGENDA OF ECONOMIC CHANGE

OVERVIEW

By Herbert S. Levine*

The papers contained in the first section of the current Joint
Economic Committee volume on the Soviet economy deal with
what can be called Act I of “Gorbachev’s Economic Plans.” Act II
of the drama begins with the remarkable program put forth at the
Plenum of the Central Committee of the Soviet Communist Party
held on June 25-26, 1987.

ActI

In Act I, covering the period from Gorbachev’s assumption of
power in March 1985 up to the June 1987 Plenum, initial elements
of Gorbachev’s economic program were laid out. They consisted of
three parts. The first was his policy on economic growth, his call
for growth acceleration, a renewal of economic dynamism coupled
with modernization and the improvement in quality of output.

A second component of the Gorbachev program was his “people
program.” It included the stress on discipline and the work ethic,
the anti-alcohol campaign, and the massive changes in the person-
nel of the country’s political and economic leadership. In addition,
under the policy of glasnost, there has been an historically unprec-
edented increase in the provision of information to the public. It
would appear that the new Soviet leaders have come to accept the
view that to run an effective modern economy and society, initia-
tive and effort must come from below, people must have a sense of
responsibility and must be held responsible for their actions. And
for people to act responsibly, they must be given ample and accu-
rate information about the economic and social situations with
which they will have to deal.

The third component of the Gorbachev economic program as it
developed in the March 1985-June 1987 period concerned changes
in the economic mechanism itself. This involved a wide array of
issues, discussions, and proposals. The objective was to modernize
the economy, to improve its level of efficiency and technology. The
core elements were the increase in economic independence and
flexibility of enterprises and the development of real incentives in
the system that would lead workers and managers to work hard,
efficiently, creatively, and honestly. To make it possible for enter-
prises to operate with greater independence and flexibility, it was
recognized that substantial alterations in the structure of planning
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and administrative institutions would have to be undertaken, and
the existing systems of supply, finance, credit, and price formation
would have to undergo reform. For incentives to be effective, wage
differentials would have to reflect productivity differentials; mana-
gerial bonuses would have to be tied to profit and quality and deliv-
ery obligations; private activity in the provision of consumer goods
and services would have to be increased; and a substantial rise in
the inequality of income distribution would have to be accepted.

The intensity of the reform discussion, its frankness and bold-
ness, builds through Act I of “Gorbachev’s Economic Plans,” with
marked acceleration in late 1986 and early 1987. Noteworthy here
is Gorbachev’s speech at the January 1987 Central Committee
Plenum, in which he was harshly critical of the Soviet economic
system. The final scene of Act II, however, belongs to Nikolai
Shmelev, an economist, previously not prominent in the reform dis-
cussions, whose article in the June 1987 issue of the literary and
public affairs journal Novyi mir was a blockbuster of Soviet radical-
ism, both in the totality of its criticism of the Soviet economic
system developed under Stalin, and in its proposals for reform.! It
rocketed Shmelev, at least for the moment, though to the pinnacle
of the reform debate, and even elicited favorable comments from
Gorbachev, who though, demurred from some of Shmelev’s reform
proposals.

Shmelev, in the article, argued bluntly and basically that the
Soviet economic system put in place after NEP is fundamentally
flawed. It represents, he said, a substitution of an administrative
system of economic management for “the Leninist policy of eco-
nomically accountable socialism.”

Our economy has been ruled for too long by decree instead of by the ruble. So
long that we seem to have forgotten that there was a time when our economy was
ruled b}’: the ruble, and not by decree, that is, by common sense, and not by arbi-
trary, theoretical speculation.

I realize I am inviting reproach, but the question is too serious and vitally impor-
tant to moderate my terms or resort to discreet silences. Unless we admit the fact
that the rejection of Lenin’s new economic policy (NEP) had the gravest complicat-
ing effect on socialist construction in the USSR, we will once again, as in 1953 and
1965, condemn ourselves to half-hearted measures. And half-hearted actions can, as
is well-known, sometimes be worse than inaction. The NEP, with its economic incen-
tives and levers, was replaced by the administrative system of management. This
system, by its very nature, was unable to concern itself with improving output qual-
ity or increasing production efficiency, or with ensuring that the greatest results
were achieved for the smallest expenditures. It sought to achieve the necessary
quantity—gross output—not in accordance with objective economic laws, but in
spite of them. And acting in spite of these laws means at the cost of inconceivably
high expenditure of material and—most importantly—human resources.?

His proposals for reform range widely and amount to a call for
undoing almost all that was put in place since 1928. Some of his
key proposals concern changes in Gosplan and the ministries, the
system of price formation, the essential role of competition, and the
positive function of unemployment in a socialist economy.

With regard to Gosplan, Shmelev charges that it has no time for
what in a planned economy should be its major function—strategic

1 N.P. Shmelev, “Avansy i dolgi,” (Advances and Legacies), Novyi mir, 1987: 6 (June), pp. 142-
%Engmnslation in FBIS-SOV-87-117A (Annex), Daily Report: Soviet Union, 18 June 1987, pp.
2 FBIS, op. cit.,, p. 1.
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planning. For it spends its time engaged in the everyday running
of the economy: ‘“Watching with the utmost vigilance to ensure
that shoemakers stitch shoes and pastry-cooks bake pies.” 3 He
states that Gosplan should set physical targets for at most 250-300
types of strategic output and should distribute investment funds by
sectors and republics, on this basis determining the most important
national economic proportions.

He states that ministries are too numerous and their staff so
overblown that they have to find things to do, thus hampering the
work of the enterprises. This situation requires a speedy radical so-
lution. He quotes Lenin: “In our country everything is swamped in
a foul bureaucratic morass of ‘departments.” Great authority, intel-
lilfence, and strength are needed for the day-to-day struggle against
this.” ¢

The system of price formation, Shmelev writes, must be funda-
mentally changed. Prices should reflect market conditions and not
be set by people in central offices. .

The voluntarist pricing decisions which have accumulated since the late twenties
are a really terrible legacy. Unless we put an end to them we will never have objec-
tive cost guidelines for an undisputed comparison of the costs and results of prod-
ucts, not depending on human arbitrariness. And, therefore, we will never have true

economic accountability. In today’s theoretical debates various projects for trans-
forming the price system are being put forward. However, the majority of these

projects contain one common defect, a defect which, judging by our experience, is
extremely dangerous: it is proposed that prices will once again be formed in arm-
chairs, once again through theoretical speculation, divorced from life and from the
real processes both in our economy and in the world economy.®

He goes on to argue that subsidies on wholesale and retail prices
must be removed, so that managers operating on profit incentives
in markets for producers’ goods and workers spending their in-
comes in markets for consumers’ goods will make decisions that
are economically rational.

For prices to be effective, for decisions by managers and consum-
ers about what to buy to be meaningful, buyers must have choices,
there must be competition in the market. The dominance of the
producer over the customer must be broken. Moreover, competition
1s necessary to force producers to produce products of desirable
quality and to pursue technical change.

We should finally stop deceiving ourselves, stop believing the armchair ignora-
muses, and calmly acknowledge that the problem of “choice for the (customer),” the
problem of competition, has no social class undercurrents. This has nothing to do
with ideology. It is a purely economic, even technically economic problem. Choice,
competition—that is an objective condition without which no economic system can
be viable or at least sufficiently efficient. Universal shortages, the diktat of the pro-
ducer—that is not the kind of economic atmosphere in which producers will seek

new technical solutions themselves, rather than under the whip. Any monopoly in-
evitably leads to stagnation, and absolute monopoly to absolute stagnation.®

The most controversial part of Shmelev’s article, and the part
from which Gorbachev publicly demurred, concerns Shmelev's
ideas on the positive functions of unemployment in a socialist econ-
omy. He begins by arguing that unemployment of a frictional type

3 Ibid., p. 11.

4 Ibid. In an astounding demonstration of Soviet literary openness, Shmelev continues the
quote from Lenin: “Departments are shit; decrees are shit.”

5 Ibid., p. 12.

6 Ibid., p. 15.
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already exists in the Soviet economy, at 2-3 percent of the labor
force. Second, in order for an economy to develop effectively, labor
has to be moved from declining industries to new and expanding
industries. Thus, where unneeded, labor should be dismissed, and
retrained and reallocated to where it is needed. Third—the contro-
versial part—Shmelev argues that the threat of being fired from
his job is necessary to get a worker to work hard. Economic coer-
cion must be substituted for administrative coercion.

Third, let us not close our eyes to the economic harm done by our parasitical con-
fidence in guaranteed work. Today it is, I believe, clear to everyone that we owe
disorderliness, drunkenness, and shoddy work largely to excessively full employ-
ment. We must discuss fearlessly and in businesslike terms what we could gain
from a comparatively small reserve army of labor, an army not, of course, left by
the state entirely to the mercy of fate. I am talking about replacing administrative
coercion with purely economic coercion. A real danger of losing your job and going
onto a temporary allowance or being obliged to work wherever you are sent is a
very good cure for laziness, drunkenness, and irresponsibility. Many experts believe
that it would be cheaper to pay an adequate allowance to people temporarily unem-
ployed in this way for a few months than to keep in production a mass of idlers who
fear nothing and who can (and do) wreck any economic accountability and any at-
tempt to improve the quality and efficiency of social labor.”

Thus, by June 1987, the Soviet discussion of economic reform had
come a long way from the beginning of Gorbachev’s administration
in March 1985. What was missing, however, as several of the
papers that follow point out, was a broad, comprehensive program
to reform the economic system. The outlines of such a program
were provided at the June 1987 Party Plenum and the meeting of
the Supreme Soviet that followed it.

Act IT

In Act I, the playwright identified the problems of the Soviet
economy and described the approaches to a policy of reform that
were developed during the first two years of the Gorbachev era.
The Act I curtain came down on the crescendo of the January 1987
Plenum and the Shmelev Novyi mir article.

The curtain to Act II rises on the June 1987 Plenum. Since this
overview is being written the week after the Plenum, what follows
is a very preliminary description of the comprehensive program of
economic reform that is being forged by the Soviet leaders.®

The outlines of the reform program are contained primarily in
the two documents, “Basic Provisions for the Radical Restructuring
of Economic Management,” and the “Law on the Enterprise,” dis-
cussed and endorsed by the June Party Plenum and the meeting of
the Supreme Soviet. The essential character of the program is a
dramatic move toward economic decentralization which is to be in
place for the beginning of the 13th Five Year Plan in 1991. Its
highlights consist of the virtual abolition of the annual plan and its
obligatory targets, significant independence of enterprise behavior

7 Ibid., p. 9.

8 The description is based on Western newspaper reports, an initial reading of the “Basic Pro-
visions for the Radical Restructuring of Economic Management,” Pravda, June 27, 1987, press
interviews of Aganbegian and Abalkin, New York Times, June 27, 1987 and July 4, 1987, and
discussions with Soviet economists at the 12th SRI-IMEMO Conference, Menlo Park, California,
July 6-8, 1987, and at the 3rd SSRC Workshop on Soviet and East European Economics, George-
town University, July 13, 1987.
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based on the pursuit of profit, flexibility in the allocation of labor,
and the reform of prices and the system of price formation.

Starting in 1991, Gosplan is no longer to construct an annual
plan. Each enterprise will draft and confirm its own annual plan
(and Five Year Plan) based on control figures and long-term eco-
nomic norms, and state orders (goszakazy) for products of critical
importance to the economy and national defense.

Apparently there was strong debate about whether to have Gos-
plan construct and issue control figures as guidelines to enterprises
in their construction of their plans. For, though the control figures
are not to be obligatory for the enterprises, there is always the
danger that they will become so. Furthermore, giving Gosplan the
labor intensive task of constructing annual control figures limits
the extent of possible reduction in the Gosplan staff.

The role of the goszakazy is very interesting. V.S. Nemchinov,
the highly respected dean of Soviet economists in the 1950s and
early 1960s (and who is referred to in Gorbachev’s speech at the
June Plenum), wrote several articles in 1964 proposing the aboli-
tion of the annual plan and replacing it with a system wherein
Gosplan would announce the government’s desire to buy stated
quantities of certain key products and enterprises would bid for
these contracts, competing on the basis of cost, quality, delivery
time, etc. In this way, the state would continue to retain central
control over the output of key products, but would also stimulate
competition leading to cost reduction and improved quality. The
role of state orders in the Basic Provisions is similar to the Nem-
chinov scheme. They are to cover about 25 percent of output. In the
beginning, they will be obligatory, because until price proportions
become properly aligned, the production of some of these products
may not be very profitable and thus many not solicit sufficient bids
from producing enterprises to meet the needs of the economy. In
addition, the goszakazy provide a convenient bridge from the old
system with an obligatory annual plan to the new system without
an obligatory plan. Since, in the initial transition period, the state
orders will be obligatory, there is more assurance that the products
of greatest importance to the state will be produced in the quanti-
ties desired by the state. The danger, of course, is that the gosza-
kazy will remain obligatory.

Enterprises are to be independent and responsible for the results
of their activity. Out of the revenue they earn, they are to pay
wages and salaries and provide for capital investment (full cost-ac-
counting and self-financing). Investment funds will be augmented
by expanded access to bank credit. Financing through the state
budget will, as a rule, be excluded, retained only for the largest in-
vestment projects. Thus, the main incentive of the enterprise is to
be the pursuit of profit.

To enable enterprises to operate decentrally, and to eradicate the
prevalent “dominance of the supplier,” the existing system of cen-
tralized supply will be abolished. Enterprises will be able to pur-
chase the material and equipment they require through their free _
choice of suppliers—either directly from producers or from wholé-
1s)alc? ;mtlets (which will operate on a cost-accounting (khozraschet)

asis).
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Enterprises will have more freedom in setting the size of their
own wage funds and labor force. They will be able to dismiss work-
ers, both because of poor work and because the workers are no
longer economically needed. And the enterprises will be freed from
the need to find new jobs for the dismissed workers. This and the
provision of any needed retraining will be the responsibility of the
state.

Enterprises will also have the “right” to go bankrupt. Those that
chronically lose money will be merged with more successful enter-
prises, or may be shut down, their workers being redistributed to
where they are needed.

In light of the changes in the nature and role of the plan, and
the independence of the enterprise, the size and function of Gos-
plan and the ministries will change. Their staffs will be reduced
and they are to focus their attention on long-term growth and in-
vestment strategy, technological progress, and interbranch coordi-
nation and cooperation, rather than the day-to-day operation of the
economy.

The linch-pin of the comprehensive program of fundamental re-
structuring of the economic mechanism is the reform of prices and
the system of price formation. First of all, prices are to reflect the
“socially necessary”’ expenditures on the production and sale of
goods, their consumption characteristics and quality, and the effec-
tive demand for them. That is, they are to reflect supply and
demand. Prices are to cover payments for capital stock, labor and
natural resources, and expenditures on environmental protection.
The proper relationships among different types of prices are to be
put into effect. These include the relationship among wholesale
prices, procurement prices, retail prices, and wage rates; and that
between prices of raw material products and manufactured prod-
ucts. Subsidies are to be phased out and thus prices of raw material
goods will rise relative to manufactured goods. This will involve
the gradual increases in consumer prices. It was stated, however,
that this will not be permitted to lead to a decrease in the standard
of living of workers. What is intended, probably, is the use of cost-
of-living wage supplements as has been done in some East Europe-
an countries and China.

Secondly, the system of price formation will be significantly de-
centralized. A three-tier system will be used: centrally fixed prices,
contract prices allowed to fluctuate within established limits, and
freely-fluctuating contract prices. The share of centrally fixed
prices is to be sharply reduced covering only the most essential
producers’ goods and consumers’ goods. Contract prices are to be
negotiated between sellers and buyers. The Basic Provisions in-
clude a statement of the necessity of substantially enhancing the
role of users in the determination of prices, thus again emphasizing
the need to alter the balance of market power in the Soviet econo-
my between sellers and buyers if the reform program is to succeed.

Finally, the June Plenum formally laid out a timetable for the
introduction of the various elements of the reform program. In gen-
eral, the new system is to be in place for the beginning of the 13th
FYP in 1991. The Plenum warned that it is impermissible for a
lack of reliable organization, slowness, and absence of coordination,
to lead, as in the past, to delays and incomplete implementation of
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the reform. Furthermore, the Plenum stated that all existing laws
and regulations that conflict with the Basic Provisions and the Law
on the Enterprise will be revised and revoked, and that any enter-
prise activity not specifically prohibited by law will be considered
to be permissible. The latter clearly is aimed at preventing the
ministries from doing what they did with the 1965 reform, namely
issuing regulations for the enterprises that conflicted with the
reform thus contributing to its failure.

Let me close this brief discussion of the opening scene of Act II of
“Gorbachev’s Economic Plans,” and its dramatic introduction of a
program of radical economic reform, with a few comments on the
process of reform and the barriers to its success. Soviet leaders are
drawing on ideas that began to develop in the Soviet Union at the
end of the 1950s, with the mathematical revolution in Soviet eco-
nomics, the work of Nemchinov and Kantorovich, and the view
that economics is a science of constrained maximization and the
economy should be decentralized with enterprises pursuing profits
in a competitive environment with prices accurately reflecting
(marginal) costs and benefits. The current principal economic advis-
ers to the Soviet leaders were then in their formative years, as
were the current Soviet leaders.? Gorbachev, in his speech at the
June Plenum, complained of the loss of twenty years in his refer-
ence to Nemchinov’s call for economic reform in the mid-1960s. But
such a delay in the introduction of new ideas is to be expected.

The analogy to the famous last section of Keynes' General Theory
is compelling. The words written by Keynes during the capitalist
crisis of the 1930’s are strikingly apt for the socialist “precrisis”
{Gorbachev’s phrase) of the 1980’s.

Is the fulfillment of these ideas a visionary hope? Have they insufficient roots in
the motives which govern the evolution of political society? Are the interests which
they will thwart stronger and more obvious than those which they will serve?

. if the ideas are correct . . . it would be a mistake, I predict, to dispute their
potency over a period of time . . . the ideas of economists and political philosophers,
both when they are right and when they are wrong, are more powerful than is com-
monly understood. Indeed the world is ruled by little else. Practical men, who be-
lieve themselves to be quite exempt from any intellectual influences, are usually the
slaves of some defunct economist . . . I am sure that the power of vested interests is
vastly exaggerated compared with the gradual encroachment of ideas. Not, indeed,
immediately but after a certain interval; for in the field of economic and political
philosophy there are not many who are influenced by new theories after they are
twenty-five or thirty years of age, so that the ideas which civil servants and politi-
cians and even agitators apply to current events are not likely to be the newest.

But, soon or late, it is ideas, not vested interests, which are dangerous for good or
evil.10

Part I of the JEC Volume

The papers, by specialists on the Soviet economy, included in
Part I of the current volume, are focused on the discussions and
programs in Act I of “Gorbachev’s Economic Plans.” They provide
the background for Act II, and anticipate a number of the ap-
proaches presented in Act II, Scene 1. They can roughly be put into

® For example, Aganbegian, who is now 54, moved to Novosibirsk and began working with
Kagntoro]v)igh in 1961. See P. Taubman, “Architect of Soviet Change,” New York Times, July 10,
1987, p. D3.

19 J.M. Keynes, The General Theory of Employment, Interest and Money, New York: Harcourt,
Brace and Company, (1936), pp. 383-384.
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two groups. The first three papers examine the internal and exter-
nal environment for the performance of the Soviet economy in the
period of the 12th FYP 1985-90 that affect the feasibility of the
plan. The second three papers are generally concerned with aspects
of Soviet economic reform discussions and programs put forth in
the first two years of the Gorbachev regime.

The paper by Hewett, Roberts, and Vanous uses an econometric
model to explore the feasibility of some key targets in the 12th
FYP, focusing in depth on the structure of investment, shifts in in-
vestment policy, and consistency at the macro-level. It argues that
while overall investment is too low, investment in some sectors is
too high, and the demand for machinery exceeds its supply. An al-
ternative, more likely investment pattern is presented and its im-
plications traced with the findings that the demand for machinery
remains greater than supply, thus indicating a serious flaw in the
plan. The Klein and Bond paper presents a brief summary of the
prospects for the world economy over the next few years, prospects
they regard as somewhat optimistic. The Soviet economy will be
negatively affected by low energy prices, but positively affected by
the general revival of world trade, and lower grain prices. Low in-
terest rates will also help. Soviet creditworthiness is high and could
support an increase in debt if the Soviets decided to do this. The
paper by Brainard is a very thorough discussion of Soviet past,
present, and possible future international financial policy. The
paper examines financial innovations in the West and in other so-
cialist countries. In particular, it looks at the trend toward finan-
cial integration in the West and the decrease in financial regula-
tion by Western governments. It concludes, however, that despite
increasing demands for foreign capital, changes in Soviet financing
policy are likely to be evolutionary in nature rather than radical.
Since the productivity of foreign capital in the domestic Soviet
economy remains far below potential, the issue of domestic econom-
ic reform to raise its productivity has higher priority, he argues,
than does increased and innovative participation in western finan-
cial markets.

In the second group, Berliner examines Gorbachev’s plans for or-
ganizational restructuring of the Soviet economy. In the state
sector, the redistribution of authority between senior and junior or-
ganizations is to be governed by the principle that the senior orga-
nization should concentrate on long-run strategic planning, while
the junior organization should be free to operate independently in
its realm of responsibility. Though Gorbachev is energetic in sup-
port of such organizational changes, Berliner does not see any com-
pelling reason why there should be more success than in the past.
The encouragement given to the private sector, however, does sub-
stantially exceed that in the past. Berliner then speculates about
the development of a Soviet three-sector model—the state, house-
hold, and private sectors—and examines its possible operation. Kre-
shover, in his paper, discusses Gorbachev’s developing game plan.
He argues that a consistent plan of actions had not, by the end of
1986, been developed. Policies unveiled to that date were largely re-
peats or extensions of past ideas with a fair amount of improvisa-
tion. Kreshover goes on to say rather presciently that Gorbachev
probably hopes to have a comprehensive and detailed game plan in



place by the end of the decade to be implemented during the 13th
and 14th FYP periods, and that he is keeping his options open for a
radical reform should he view it as necessary and feasible in the
future. In the final paper, Cohn concentrates on Gorbachev’s inten-
sive economic development strategy. He discusses the difficulties of
modernizing the Soviet capital stock, pointing out the reasons for
low rates of capital retirement (e.g., managerial incentives biased
toward meeting current output targets) and impediments to ren-
ovation of capital equipment (e.g., structures, built for durability,
which are difficult to alter when required for retooling). Moreover,
the fundamental problem of the slow pace of Soviet technological
progress is compounded by the priority given to defense. In fact,
Cohn argues, the main burden of defense has been its preemption
of the economy’s technological capabilities.
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SUMMARY

Traditional Soviet economic development strategy has stressed
the rapid infusion of labor, capital, and material inputs into indus-
trial production. It placed much less effort on raising the productiv-
ity of existing and new assets. With the depletion of the manpower
reservoir, it has led to falling growth rates over the past quarter
century.

The Soviet leadership has belatedly recognized the imperative to
stress productivity advances as the solution to reverse the trend
toward stagnation, a policy termed “intensive development” in offi-
cial jargon.

While central planning with its tight control over resource allo-
cation has enabled the Soviet economy to attain higher rates of
saving and investment than in market economies with equal per
capita incomes, such forced saving has not been matched by equal
returns on investment. Soviet capital productivity trends had been
inferior to those of market economies. The system has failed to pro-
vide the incentives needed for efficient resource utilization.

Since the regime has been reluctant to reduce high defense prior-
ities, the new strategy must be supply oriented. The focus of inten-
sive development is upon investment and technology policies.

Performance to date of the new strategy has been disappointing.
Accelerated depreciation guidelines have not been followed, largely
because managerial incentives are still biased toward maximization

*Professor Emeritus, State University of New York at Binghamton and Visiting Professor,
Reed College.

(10)
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of current ouput. While the replacement share of investment has
been rising, it has fallen woefully short in its botton line objective
of accelerating growth in capital productivity.

One inhibiting factor has been the inflexible nature of Soviet
construction technology. While the emphasis of replacement invest-
ment is upon large savings in construction costs, some alteration of
factory buildings is required, but these have been costly and con-
strained because of the Soviet preference for heavy prefabicated
concrete structures and the use of overhead bridge cranes. Further-
more, the construction sector has not been organized to provide the
specialized services required for replacement investment.

Of even greater importance has been the inability of Soviet R &
D and industry to support the necessary pace of technological
progress. The Soviet system is lacking in the supplier and con-
sumer initiative so essential for technological advancement. Suppli-
er initiative suffers from the institutional separation betweeen R &
D and production and consumer initiative from the chronic seller’s
market.

These systemic deficiencies are compounded in their impact by
the superior priorities accorded to defense. The main burden of de-
fense has been its preemption of the economy’s technological capa-
bilities. Prospects for the successful implementation of the new
strategy are dimmed by the continuing overriding defense prioro-
ties with their rising technological intensity, alongside of a similar
technological imperative for investment.

Even if priorities could be redirected toward investment, achieve-
ment would continue to be stymied by the institutional constraints
of centralized planning. Perceptive Soviet economists have voiced
similar conclusions. The pronouncements and actions of Gorbachev
have been too traditional to significantly raise productivity per-
formance.

More fundamental reforms in East Germany and even more
sweeping precedents in Hungary and China have yielded impres-
sive productivity accomplishments. In the latter two cases reforms
have led to introduction of market type mechanisms and decen-
tralization of production decisions within a socialist framework. So
far, Soviet leaders have been loathe to abandon traditional plan-
ning practices.

TRADITIONAL SOVIET DEVELOPMENT STRATEGY

As both Soviet and Western observers of Soviet economic devel-
opment have repeatedly said,! the traditional Soviet approach to
growth has stressed the rapid infusion of labor, fixed capital, and
raw materials into industry. Compared with the path followed by
industrializing market economies, there has been proportionately
far less effort to increase the productivity of either existing or new
manpower and capital assets. Since 1960, the USSR—among the
major industrial economies—has experienced the most rapid
growth of employment and, along with Japan, the fastest growth of
fixed capital stock. In sharp contrast, the Soviet Union has shown

! E.g., Abram Bergson, “Toward a New Growth Model”, Problems of Communism, Mar.-Apr.
%g”;g, pp. 1-9. T. Khacheturov, The Economy of the Soviet Union Today, Progress Publisher,
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the lowest rate of increase in both labor and capital productivity
(table 1).

TABLE 1.—REAL GROSS PRODUCT, FACTOR INPUTS, AND PRODUCTIVITIES

[Average annual percentage rates of change, 1960-73 and 1973-78]

Real pross Factor inputs Factor productivities

prodel  yorg) Labor  Capital Total  labor'  Capital 2

United States:

1960 to 1973 4.4 23 1.3 41 21 31 0.3

1973 to 1978 29 23 1.5 36 6 14 -7
Japan:

1960 to 1973 10.8 47 9 122 6.1 99 —14

1973 to 1978 38 2.5 2 1.2 13 36 34
United Kingdom:

1960 to 1973 2.9 8 -9 3.9 21 38 -10

1973 to 1978 4 Bl ~10 47 1.8 40 =17
France:

1960 to 1973 58 1.9 -1 5.1 39 59 1

1973 to 1978 3.0 12 =10 47 18 40 —17
West Germany:

1960 to 1973 46 14 -12 6.2 3.2 58 —16

1973 to 1978 18 -1 —24 41 1.9 42 23
Italy:

1960 to 1973 56 0 =22 47 5.6 18 9

1973 to 1978 2.1 19 1.2 33 2 9 12
USSR

1960 to 1973 52 36 14 8.8 1.5 37 =32

1973 to 1978 3.6 33 13 8.1 3 23 —45

1 Defined as output per man years of employment in business sectors of market economies and non-service sectors of the Soviet economy.
2 Defined as output per unit of fixed business capital in market economies and per unit of productive capital stock in the Soviet economy.

mxrrges: Ma;‘rket"eizgg(imies—&timates of John W. Kendrick prepared for the New York Stock Exchange study, “U.S. Economic Performance in a
erspective, .
(kSovielFU;iolng%Manhours: Stephen Rapawy, “Civilian Employment in the USSR, 19501978, Foreign Demographic Analysis Division, Bureau of the
nsus, Feb. .
Capital: Stanley Cohn, “Sources of Law Productivity in Soviet Central Investment”, in compendium of Joint Economic Committee, “Soviet Economy
in the 1980s: Problems and Prospects,” 1982. Author's unpublished appendixes A and B.
Production: Central Intelligence Agency, Net Foreign Assessment Center, “Handbook of Economic Statistics,” 1982.

In official Soviet jargon the traditional approach is termed “ex-
tensive’”’ and the alternative path of stress upon productivity as
“intensive”’. While Soviet planners have continually accorded lip
service to productivity objectives under the rubric of “hidden pro-
duction reserves”, they have embraced intensive development as a
major policy focus only within the past decade.

The historic preference for extensive development can be ex-
plained both in terms of resource endowment and institutional fac-
tors. Until the 1960’s the Soviet economy could draw upon an un-
usually large pool (by international experience) of underemployed
agricultural labor. The mere movement of a worker from rural to
industrial employment resulted in a doubling of annual manhours
of labor effort. The vast migration to the urban work force was re-
inforced by the success of the system in inducing its female popula-
tion to seek employment in urban areas. The Soviet labor partici-
pation ratio (employment as a proportion of working age popula-
tion) is considerably higher than those in the major market econo-
mies.

The high rate of growth of productive capital stock was achieved
by high rates of increase in fixed capital investment, which in turn
was made possible by a high national savings rate. By its control
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over resource allocation the Soviet government forced the popula-
tion to save a much higher share of national income than would
have prevailed under consumer sovereignty. In national account
statistics, forced saving is reflected in the high share of investment
and relatively low share of personal consumption in GNP. If the
Soviet investment effort is assessed according to the usual finding
that the national propensity to save is directly proportional to an
economy’s per capita GNP, the degree of forced saving is graphic.
While the Soviet investment/GNP ratio is second only to that of
Japan, its per capita GNP level is the lowest of any of the major
industrial economies (table 2).

TABLE 2.—COMPARATIVE INVESTMENT EFFORTS

Country Por capita GNp + Fved {vestment/

United States 8,089 182
Germany 6,876 236
France 6,679 216
Japan 5735 320
United Kingdom 4,990 17.8
Italy 4,667 200
USSR 3,964 26.0

11980 dollars.

2 Percentage.

Sources: Per Capita GNP-—R Summers, A. Heston, “Improved International Comparisons of Real Product and Its Composition, 1950-1980", ~

Revnew of Income and Wealth,” june 1984 p 259-60.

CIA, “Handbook of Economic Slallsllcs

Investment/GNP Ratios—OECD, Hlstoncal Statlstlcs 1960-1980,” p. 60.
CIA, “Hangbook of Economic Statistics,” Figure 2.

The favorable consequences of high rates of investment for
growth were reinforced by an investment policy that favored heavy
industry and energy, with minimal shares directed to the con-
sumer-oriented sectors of light industry and housing. The stress on
industrial investment, however, was accompanied by underinvest-
ment in the complementary transportation sector. Even from the
narrow perspective of planners’ priorities, this neglect was short-
sighted and required urgent rectification by the late 1970’s.2

Finally, the impact of the strenuous investment effort on eco-
nomic growth was intensified by maximizing the rate of net invest-
ment. Active lives of productive assets have been unusually long by
market economy experience. Obsolescent machinery and equip-
ment have been retained in production through large and wasteful
outlays on capital repairs.? Thus, the overwhelming portion of in-
vestment in new equipment has been directed into new plant or ex-
pansion of existing plant capacity, rather than into replacement of
obsolescent assets.

Wisely, Soviet planners realized that large physical investments
had to be accompanied by investment in human capital. The USSR
first eliminated mass illiteracy, then proceeded to overtake and
surpass Western Europe in terms of providing access to both sec-

2 Gertrude Schroeder, “The Slowdown in Soviet Industry, 1976-1982", Soviet Economy, Janu-
ary-March 1985, pp. 61-64.

3 Stanley Cohn, “Sources of Low Productivity in Soviet Capital Investment”, contribution to
il’ointIEconomic Committee compendium, Soviet Economy in the 1980s: Problems and Prospects,

art I

75-738 0 - 87 - 2
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ondary and higher education. As with physical investment, invest-
ment in human capital was structured so as to have a maximum
impact on industrial production. At all levels of education Soviet
schools emphasize instruction in mathematics, science, and engi-
neering. The high priority to education resulted in a rapid increase
in the quality of the Soviet labor forces.

The extensive approach to development is integral to Soviet cen-
tral planning. Central planning is essentially an arrangement for
resource mobilization rather than for efficient resource utilization.
The system originated as the mechanism for implementing Stalin’s
program of frenetic industrialization during the first three prewar
Five Year Plans (1928-1941). It has continued with little alteration
since that period. The system was later adopted by the socialist
economies of Eastern Europe, East Asia, and Cuba during their ini-
tial years of Communist rule.

While the planning authorities have direct control over the allo-
cation of labor, education policy, and the rate and structure of in-
vestment, they must rely upon plant managers to organize labor
and plant and equipment so as to maximize their productivity.
They must rely also upon scientists and engineers to develop and
apply the new technologies, which are the keys to productivity
gains.

But central planners have not succeeded in devising a system of
incentives to elicit high productivity performance from managers.*
Neither have they devised appropriate institutions and incentives
to generate the requisite flows of advance technology from research
and development organizations or efficient application of R&D by
industrial ministries and managers.® Socialist reformers in Eastern
Europe and China have found it necessary to introduce market de-
cision mechanisms and institutional decentralization in order to
implement intensive development policies.

NEwW STRATEGY IMPERATIVE

The traditional extensive growth strategy was yielding diminish-
ing growth in the USSR by the 1970’s and threatening stagnation
by the 1980’s. Sharply reduced birth rates, the exhaustion of the
rural labor reservoir, and the approaching ceiling in the female
labor participation ratio combined to result in much lower employ-
ment growth rates (table 3). With the attainment of universal sec-
ondary education and little expansion slated for elitist university
education, the rate of increase in human capital also declined. This
trend was further strengthened by the decline in the size of Soviet
youth cohorts.

4 Joseph Berliner, The Inﬁouatign Decision in Soviet Industry, MIT Press, 1976.
9; 2R Amman, J.M. Cooper, Industrial Innovation in the Soviet Union, Yale University Press,
1982.
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TABLE 3.—U.S.S.R. GROWTH OF GNP, FACTOR INPUTS, AND FACTOR PRODUCTIVITY

[Annual average percentage change]

1966-70 1971-75 1976-80 1981-82

Gross national product 5.3 37 2.1 2.1
Combined inputs 4.1 42 3.6 32
Manhours 2.0 1.7 13 11

Capital 14 8.0 6.9 6.4

Total factor productivity 1.1 -5 -8 —10
Manhour productivity 32 2.0 13 11
Capital productivity =20 —40 —4.0 —40

Source: Joint Economic Committee, “Hearings on the Allocation of Resources in the Soviet Union and China—1983," 20 September 1983.

Rates of growth of plant and equipment also fell sharply. Even
though the investment share of GNP continued to rise gradually,
falling GNP growth rates necessarily led to declining growth rates
for all resource claimants, including investment. Efforts to sustain
earlier rates of growth by investment under such circumstances
would have led to rapidly diminishing returns. Even with large re-
ductions in investment growth rates, investment-output (GNP)
ratios still rose significantly, alarming Soviet economists and plan-
ners. By Soviet measurements the return on investment has fallen
by half in the past 30 years and by a third in the past decade.®

Slowing growth of factor inputs is typical of the industrialization
process. It has occurred generally in market economies with the
onset of industrial maturity. What is unusual in Soviet perform-
ance is that productivity fell from levels that were below those in
market economies at similar stages of economic development.
Market economies have managed to offset reduced factor availabil-
ities with improved, or at the very least, unchanged productivity
performance.

During the remainder of the century demographic influences
promise even more drastic declines in additions to the labor force.?
With the easy gains already attained, human capital will increase
at much lower rates. There is little margin to raise the investment
share of GNP because consumption cannot be squeezed further
without hurting productivity and because the leadership is reluc-
tant to sacrifice the high priority given to defense. Rather, capital
stock is likely to grow more slowly with implementation of such de-
clared policy objectives as shorter asset lives and a rising propor-
tion of replacement investment.

The leverage available to the Soviet leadership is therefore the
same as that available to and pursued by market economies—to
focus on productivity. Thus, the intensive approach to development
has become the dominant path.

INTENSIVE DEVELOPMENT POLICIES

The new approach to sustained development has thus far pre-
served existing resource priorities. There has been some slippage in
the share of personal consumption share of GNP in the 1980’s, al-

¢ V.I. Kushlin, Razvitie proizvodstvennogo apparata i investitsionnye protsessy”, Ekonomika i
organizatsiia promyshlennogo proizvodstva, Nov. 1984, p. 70.
I 1 J’?int Economic Committee, Soviet Economy in the 1980s: Problems and Prospects, 1982. Part
,p-T.
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though part of the explanation may lie in sub-normal agricultural
performance. The share of investment has been creeping upward
(table 4). Meanwhile, the share allocated to defense has remained
in the 11.5 to 13.0 percent range with little variation since 1970.8
For decisions related to intensive development, one must look at
what has been happening in the supply side of the economy, i.e., -
policies affecting labor, land, and fixed capital and productivity.
The leadership’s options regarding manpower and education poli-
cies have been few, so the focus of intensive development is upon
fixed capital and technology.

TABLE 4.—PROPORTIONS OF SOVIET GROSS NATIONAL PRODUCT BY END USES

[Billion 1970 rubles at factor cost]

Use 1960 1965 1970 1975 1980 1982 1983

Consumption 516 54.0 54.2 53.8 54.1 533 52.8
Investment 24.2 213 282 306 328 335 34.0
Other 18.1 18.7 17.6 15.6 13.1 13.2 13.2

GNP 1000 1000 1000 1000 1000 1000  100.0

Sources: 1960-1970—Joint Economic Committee, “USSR, Measures of Economic Growth and Development, 1950-1980," Table A-6.

1970-1982—Joint Economic Committee, “Hearings on the Allocation of Resources in the Soviet Union and China—1983," 20 Sep. 1983.

1983—GNP estimate from Central Intelligence Agency. Investment from official estimate of growth of retail average annual growth in consumer
services for 1980-1982, as estimated in second source. The “Other” calculation is a statistical residual.

Except for the lack of employment opportunities for women in
one-industry, largely mining, communities, a further rise in the
labor participation ratio is not feasible. The regime continues to
pursue pronatalist policies, but these are neutralized by continuing
housing shortages and high labor participation by women of child-
bearing age. The most recent labor initiative has centered on moti-
vating workers by means of tighter labor discipline. However,
tougher disciplinary measures in the work place are not a long-
term solution because worker attitudes and performance are
strongly conditioned by recurrent industrial supply disruptions,
tight labor markets, and the necessity to use working time to pur-
chase consumer goods.

In education, with the attainment of universal secondary educa-
tion and the limit placed on greater access to academic higher edu-
cation, the leadership is trying to direct more students at both the
second and higher levels into vocational and technical education.
Educational reforms proposed in 1984 would raise the proportion of
8th grade students assigned to vocational and professional-techni-
cal schools from 40 to 60 percent, reducing the share striving for
admission to higher education.

Investment policy is focused upon measures to raise capital pro-
ductivity. As noted in Table 4, the priority given investment con-
tinues to be high, as shown by its rising proportion of national
product. The continuing decline in the return on investment high-
lights the crucial necessity to raise its productivity. But the produc-
tivity of investment depends on technological advances assimilated
with the investment, so investment and technology policies are
complementary.

8 Joint Economic Committee, Hearings on the Allocation of Resources in the Soviet Union and
China—1983, 20 Sep. 1983, p. 10.
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ACCELERATING RETIREMENTS OF FIXED CAPITAL

Attitudes and policies toward the retirement of fixed assets have
contributed greatly to disappointing capital productivity perform-
ance. On average, fixed assets have been retained in service twice
as long as in the major market economies.® Since productivity
gains depend upon adding new capital incorporating recent tech-
nology and discarding technologically obsolescent old assets, Soviet
practices clearly retard productivity improvement.

Asset lives are prolonged at high cost through capital repairs. In
the mid-1970’s, outlays for repairs were a quarter as large as gross
investment in industry and nearly 40 percent as large as outlays
for industrial equipment. The resource drain of repairs was consid-
erable, absorbing a tenth of the industrial labor force and a third
of the stock of machine tools.1? Over the total lives of these assets,
capital repairs generally exceeded original investment costs.1?

Despite official recognition that shorter asset lives were desira-
ble, the steps taken in this direction have been inadequate. The
most recent change in official amortization norms in 1975 lowered
average service lives for industrial equipment from 17 to 14
years,'? compared with average lives of 10 years in France, Germa-
ny, and Italy and 12 years in the United States.!® A Soviet econo-
mist estimates that machinery becomes obsolescent after 8 years of
service.14

In actual practice the official guidelines have not been followed.
The annual estimates of equipment retirements in the Soviet sta-
tistical handbook are limited to those discarded because of physical
wear and tear, averaging only around 2.5 percent (equivalent to a
40-year service life) in the 1970’s. A Soviet economist, using a 35-
percent sample, was able to include retirements for obsolescence.
His estimates doubled the retirement rate and implied an average
equipment service life of 20 years.15

REPLACEMENT RATHER THAN EXPANSION

The main new focus of Soviet investment policy—raising the
share of industrial investment devoted to replacement of old
assets—complements the campaign to shorten asset service lives.
Traditionally, investment plans have stressed building new plant
or expanding capacity of existing enterprise. By emphasizing ree-
quipment of existing plant, Soviet planners hope to accelerate the
introduction of new technology to the production line by shortening
the investment cycle. Construction of new facilities is the most
time-consuming element of capital investment, so the idea is to
avoid construction by replacing equipment in existing buildings.

¥ See footnote reference 3, p. 173.

!0 A, Shneiderov, “Vosproizvodstvennye proportsii kapital’nykh vlozhenii”, Voprosy ekono-
miki, Aug. 1975, p. 34.

1 Ju. ‘Kurenko, D. Palterovich, Technicheskii. progress i optimal’noe obnovlenie proizvodstven-
nogo apparata, 1975, p. 193.

2 Iﬁd., p. 51

13V, Budavei', Problemy amortizatsii v promyshlennosti, p. 183.
0 !4 D. Baranov, Sroki amortizatsii i obnovleniia osnovnykh proizvodstvennykh fondov, 19717, p.
16.
!5 Ja. Kvasha, “Tekhnicheskii progress, sroki sluzhby sredstv truda i otraslevaia stuktura”, in
Proportsii vosproizvodstva v period razvitogo sotsialisma, 1976, p. 131.



18

Re-equipment may require some reconstruction, too, but the cost is
small compared with that of a new plant.

The Soviet replacement effort has been much lower than that in
the United States. In the mid-1970’s, 56 percent of U.S. industrial
investment was directed toward replacement and modernization.!®
In the Soviet Union the proportion was only 29 percent in the late
1970’s.17 While the U.S. proportion may be too high a standard for
the Soviet Union given slower U.S. industrial growth, some Soviet
economists had recommended that the Soviet share should be dou-
bled or tripled.18

The replacement share has in fact been steadily rising during
the 1981-85 Five Year Plan, reaching 35 percent in 1984.19 The
draft version of the projected Twelfth Five Year Plan (1986-90) set
the proportion at a third, but in his rejection of this Plan version,
Gorbachev reportedly insisted that it be increased to a half,29 a re-
vision adopted in the final version of the Plan.

The advantages of an intensified replacement effort are several
fold, according to special surveys carried out in the USSR. Labor
productivity is said to be about 50 percent and capital productivity
86 percent higher than in new plant construction.2! These results
reportedly were attained with cost savings of one half to two-thirds
and with capacity being brought on stream 3-3.5 times as rapid-
ly.22

The rising share of replacement in investment has been matched
by a rising technological intensity of investment. The key feature
of this trend is the accelerated automation of production. In Soviet
official parlance this policy panacea is termed the “scientific-tech-
nological revolution”. Automation serves the dual objectives of fa-
cilitating substitution of capital for labor in an era of worsening
labor shortages and raising the productivity of capital. The growing
share of high technology in production of producer durables can be
seen by comparing the composition of total deliveries of producer
durables since the mid-sixties and those projected for the current
Five Year Plan (table 5). The producer durables deliveries consist-
ing of high technology products may be found in the third and
fourth rows of Table 5. Newer machine tools included in the third
row are increasingly computer-controlled. The share of high tech-
nology products has nearly doubled since the mid-1960’s and now
comprises a quarter of total investment.

186 McGraw-Hill Publications Company, Annual McGraw-Hill Survey of Business’ Plans for
New Plants and Equipment.

17 N. Ryzhkov, “Nekotorye voprosy planovogo rukovodstva ekonomikoi”, Planovoe kho-
zyaystvo, Aug. 1982, p. 5.

18 Tu. Ivanov, Sootnosheniia ekstensivnogo i intensivnogo protsessoi vashirenonom vosproisz-
vodstva, 1980, p. 104.

12 Narodnoe Khozyaystvo SSSR. 1984 p. 30.

20 Wall Street Journal, June 12, 1985.

2t V. Krasovskiy, “Investsionaia politika i rekonstrucktsiia, Ekonomika i organizatsiia pro-
myshlennogo proizvodstva, Apr. 1979, p. 80.

22 A, Briiakhin, “Khoziaistvennyi mekhanism v stroitel’'stve”, Ekonomicheski nauki, Apr.
1980, p. 80.



19
TABLE 5.—USSR: DELIVERIES OF PRODUCER DURABLES, BY PLAN PERIQDS *

Group 1966-70 1971-75 1976-80 1981-85

Railway equipment, automotive equipment, agricultural machinery, con-

struction machinery 60 58 55 49
Mining, metallurgical, hoisting equipment 12 12 19 20
Stamping-pressing, metalcutting equipment 9 10 10 13
Instruments, automation, and automic energy equipment............ccoovrevrvvvcrrenns 5 7 10 13

Total deliveries 100.0 100.0 100.0 100.0

! No ind]iga7!3ion of type of prices. Investment time series are measured in 1969 estimates prices, adjusted for selected wholesale price changes of
1 January .

Source: V. Fal'tsman, V. Bonsov, “Mobil'nost’ mashinostroeniia,” Planovoe khozyaystov, Nov. 1982.

These trends in Soviet investment policy have led to a rising de-
pendence upon foreign technology. Imports of high technology
products surged during the early and mid-seventies, leveled off in
the latter part of the decade, then showed signs of renewed resur-
gence in the 1980’s.23

WHY THE INTENSIVE INVESTMENT CAMPAIGN STALLED

RETIREMENT RATES STILL LOW AND REPRODUCTION INSTEAD OF
REPLACEMENT

The accelerated retirement guidelines adopted in 1975, as noted
earlier, have not been implemented. Official retirements for wear
and tear, as reported in the annual statistical handbook, have
shown no significant change. Indeed, a Soviet investment specialist
has asserted that rates of retirement of obsolescent assets have de-
clined.2* During the 1970’s the average age (number of years in
production) of current machinery output rose significantly. The
share of new products fell from 4.3 to 2.5 percent while the share of
machinery in production for more than 10 years climbed from 20 to
28 percent.25

The failure of the new retirement policy is explained to some
extent by inadequate financing. The reduction in specified service
lives has not been matched by adequate financial incentives to get
rid of old equipment. Specific proportions of amortization allow-
ances are earmarked for replacement and for capital repair. Even
though the replacement proportions were raised in 1975, they are
still insufficient to finance higher replacement rates. The Ministry
of Finance has found it necessary to authorize transfers of accum-
mulated and unused funds for capital repair to finance replace-
ment outlays.2® But the principal reason for keeping old equipment
is that enterprise managers and ministry officials are led to do so
by the existing incentive structure. In a market economy, firms dis-
card old assets primarily because the new capital is usually more

23 George Holliday, “Western Technology Transfer to the Soviet Union: Problems of Assimila-
tion and Impact on Soviet Exports” contribution to Joint Economic Committee, Soviet Economy
in the 1980s: Problems and Prospects, Part I, p. 517.

24 D. Palterovich, “Obnovlenie oborudovanii i tekhnicheskoi perevooruzhenie proizvodstva”,
Planovoe khoziaistvo, Aug. 1980, p. 104.

25 V. Fal'tsman, V. Bonsov, “Mobil'nost’ machinostroeniia”, Planovoe khoziaistvo, Nov. 1982,

‘26, Senchagov, “Razviti sotsialisticheskogo Khozstvennoge mekhanizma”, Voprosy ekono-
miki, May 1978, p. 42.
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economical in the use of manpower and material inputs or because
it is necessary to manufacture competitive products. As long as cur-
rent production targets remain the overriding criterion for judging
the success Soviet managers, they will have little incentive to dis-
card obsolescent assets.

As noted earlier, replacement investment is the keystone of the
push for intensive development. In analyzing past Soviet perform-
ance, it is worthwhile to distinguish between progress toward
formal goals of proportions of total investment and the intrinsic ef-
fectiveness of a larger replacement effort in improving productivi-
ty. The USSR has raised the proportion of replacement in total in-
vestment, but has fallen woefully short in its bottom line objective
of accelerating capital productivity.

Why have the productivity enhancing results of intensive invest-
ment not been achieved? The explanations lie first in the technical
structure of Soviet investment, especially in construction tech-
nique, and second in the failure of the system to generate and as-
similate the advanced technology necessary to support the replace-
ment investment program.

CONSTRUCTION PRACTICES HINDER REPLACEMENT

The advantage of the new approach, in theory, is the time and
cost savings attained by retooling without reconstruction. Existing
buildings and structures supposedly can be used with little or no
alteration while obsolescent machinery and equipment are replaced
with technologically advanced models. The installation of automat-
ed production lines and assembly type operations in the process of
retooling, however, often requires some alterations of factory build-
ings. Improvement in light and ventilation are often required. Re-
equipment is easier if the working spaces are unobstructed by im-
movable columns and supports. If the buildings are built of light
materials (aluminum, sheet steel or asbestos-cement), structural al-
terations are not difficult.

However, traditional Soviet construction practices have favored
heavy prefabricated concrete structures.2’” While more durable
than those built of lighter materials, these buildings are less ame-
nable to the alterations that accompany equipment replacement. In
the same vein, Soviet construction design favors the use of over-
head bridge cranes, rather than more mobile lifting and transport
equipment. Bridge cranes require heavy columns and overhead
building supports that limit the possibility of rearranging the use
of floor space.

These features of Soviet industrial construction have required
costly and time-consuming reconstruction as part of equipment re-
placement programs. In effect, the durability of Soviet construction
has been self-defeating and has required that retooling be matched
by reconstruction. The theoretical cost and time savings envisaged
in the Soviet investment literature have not been realized.

The replacement effort has also been confronted by organization-
al deficiencies in construction. Construction organizations work

211?6 Rgéner, Investment and Reindustrialization in the Soviet Economy, Westview Press, 1984,
pp. -126.



21

best in building new plants, where standardized techniques can be
used on a large scale. Reconstruction is typically carried out on a
smaller scale, requiring specialized techniques for which construc-
tion organizations are ill-prepared. The incentive system is skewed
toward those indicators of construction activity that characterize
new construction.?® As a result, reconstruction activity is often
performed by inefficient repair organizations belonging to the en-
terprises being reequipped rather than by specialized constructlon
organizations.

INVESTMENT IN OBSOLESCENT TECHNOLOGY

Since the ultimate success of the replacement investment cam-
paign rests upon the accelerated introduction of advanced technolo-
gy into the production process, technological performance is cru-
cial. A perceptive Soviet economist analyzed the reasons for the
continuing decline in the rate of return on investment. He cited
such external influences as the worsening quality of natural re-
sources, the growing share of investment in high-cost eastern and
northern regions, rising pollution control outlays, and reduced
manpower availabilities. However, he asserted that the principal
reason has been the insufficient support of the investment process
by scientific and technical progress.2?

The explanations for lagging Soviet technological progress, with
its unfavorable consequences for the policy of intensive develop-
ment, lie mainly in managerial incentives, the institutional rela-
tionships between research and development and production, and
t(;lhe technological drain imposed the priority given to defense pro-

uction.

Technological progress in market economies depends upon both
consumer and supplier initiatives. In the Soviet system, the influ-
ence of the consumer is weak, except in defense production where
the initiative comes from the Ministry of Defense with reinforce-
ment from the top leadership. Innovation is inhibited by the chron-
ic seller’s market that prevails for Soviet producer durables—a
trait that a Soviet scholar called “planned scarcity”’.3° Under such
circumstances, consumer demand provides little effective pressure
for technologically-improved or lower cost products. The potent in-
fluence of consumer sanctions is absent. From the point of view of
suppliers, the willingness of Soviet managers to pursue costs sav-
ings through asset replacement is deterred by what a leading
Soviet investment expert terms “self reproduction”, the propensity
toward the perpetuation of existing technology, which has assured
sourceslof material supply and provides near-certain production bo-
nuses.

To the absence of consumer pressures and the propensity of man-
agers to play it safe should be added another security mechanism
in managerial behavior. Reliance on longstanding sources of mate-
rials supply to insure against external (to the enterprise or minis-

28 Ibid, p. 38. ’
29 See footnote reference source 6, p. 71.
30§ Kheinman, “Organizational and Structural Factors in Economic Growth”, JPRS 76388,
U.gSI;quliepart Economic Affairs, No. 937, Sep. 9, 1980, p. 65.
1
p- 6
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try) supply disruptions also slows technical advance.?2 Centralized
planning promises a producer an adequate allocation of necessary
inputs but provides no guarantee of timely and sufficient delivery.

As a result, a good deal of Soviet machinery is produced in small
machine shops attached to the consuming organization rather than
in large-scale machinebuilding ministries. Only the specialized min-
istries, however, can afford to support the research and testing fa-
cilities required to develop advanced technology. To the degree that
the propensity toward vertical integration (self-sufficiency) pre-
vails, Soviet industry forgoes the benefits of division of labor that
characterize modern industry in market economies.

Even within the 20-odd machine-building ministries, product spe-
cialization does not match administrative specialization. The pre-
vailing output profile is one of generalized production by most min-
istries. The prevailing exceptions are those machinery ministries
largely engaged in military production. Even in the production of
general purpose semi-fabricates—such as gears, castings, forgings,
and stampings—the degree of specialization is far lower than in US
industry. Production of single-unit customized equipment is not or-
ganized in specialized machinery ministries. By default, such items
a}rl'e produced in the technologically backward internal machine
shops.

Technological backwardness is also explained by insufficient sup-
plier initiative. In market economies, most technical progress at
the plant level originates in sales pressure by equipment suppliers.
The basic Soviet shortcoming is institutional. In the Soviet system,
research and development is separated originally from production.
The incentives for R&D organizations reward expenditures of
budget allocations more than completion of projects or the satisfac-
tion of consumer demand.??® This supplier-consumer gap is not
closed by the central planning coordination process.

The defects in Soviet technological performance are thus mainly
systemic in nature. Their amelioration will require major reforms
in central planning institutions. The other major deterrent to tech-
nological progress in the production of producer durables is the su-
perior priority accorded to defense production. As noted earlier
(table 4), this priority has not been reflected in Soviet macro-eco-
nomic policy. While the share of GNP allocated to defense has
changed little over the past decade, that for investment has risen
steadily. It is rather through the preemption of advanced techno-
logical resources and the economy’s innovational energies that the
burden of defense falls upon investment productivity.

The cutting edge of improved capital productivity is the applica-
tion of high technology in the production of producer durables.
Within the Soviet industrial classification (as quantified in official
Soviet interindustry studies), high technology would include the fol-
lowing sectors: precision instruments, communications and other
electronic equipment, transportation machinery and equipment,
and electrotechnical machinery and equipment.3¢ The changing

32 Ju, Subotskii, “Role of Production Specialization in Reducing Scattering”, JPRS 80078,
USSR Report, Economic Affairs, No. 998, Feb. 14, 1982, p. 34.

33 See footnote reference 5, p. 14.

3In the reconstructed Soviet input-output tables for 1966 and 1972 (see footnote reference 35)
these would be rows 19, 33, 29, and 13, respectively.
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composition of investment durables purchases, which reflects the
rising high technology ingredients has been shown in table 5.

The heavy defense production drain on high technology output
may be deduced by combining information in the reconstructed
versions of Soviet interindustry tables 3% with estimates of the
breakdown of deliveries of machinery to investment by a Soviet
economist.3® In 1966, the military probably account for more than
half of final demand for the four high technology machinery sec-
tors.37 In 1972, defense claims pre-empted a similar proportion of
high technology output. Conclusions for 1977 are more tentative,
but they indicate that the military procurement claim was of ap-
proximately similar magnitude.

The technological burden of military production appears even
larger when product quality considerations are introduced. Infor-
mation obtained from interviews with emigres reinforces the pre-
sumption that the presence of military inspectors in all plants pro-
ducing defense products enables the Ministry of Defense to refuse
defective or inferior output, a privilege not accorded to civilian cus-
tomers. The observers also assert that factories that produce prod-
ucts with both military and non-military applications set higher
quality standards for their military customers.

The importance of advanced technology to the accomplishment of
increasing capital productivity cannot be underestimated. As noted
in table 5, during the current five year plan, a quarter of all invest-
ment durables consists of high technology products. Some notion of
future trends in the high technology content of Soviet investment
may be conveyed by recounting recent US experience. By the early
1980’s, purchases of office and computing machinery and communi-
cations equipment comprised over a third of producer durables
component of new fixed investment.2®8 If this definition of high
technology investment is expanded to include scientific and engi-
neering instruments and photographic equipment, then the share
rises to nearly half.3®

The rising investment imperative collides directly with the con-
tinuing upgrading of the technological content of military produc-
tion. Even though there has been little increase in total military
procurement levels in the Soviet Union since the mid-seventies,*°
production of most types of missiles has been increasing.*! For
such weapons systems as aircraft and submarines, which have had
unchanging production levels, there have been continual advance-
ments in technological sophistication.*2

35 Barry Kostinsky, The Reconstructed 1966 Soviet Input-Output Table: Revised Purchasers’
and Producers’ Price Tables (Foreign Economic Report No. 13), 1976. U.S. Department of Com-
merce, Foreign Documents Division, Input-Output Structure of the Soviet Economy~—1972, (for-
eign Economic Report No. 18).

38 V. Fal'tsman, Potentsial investitsionogo mashinostroenie, Nauka, 1981.

37 Stanley Cohn, Soviet Investment Productivity Imperative and the Economic burden of De-
{3%‘?, Report prepared for the National Council for &iet and East European Research, June

38 Survey of Current Business, July 1983, p. 65.
3% Survey of Current Business, Oct. 1983, p. 5.
40 Joint Economic Committee, Hearings on the Allocation of Resources in the Soviet Union
and China—1983, Sep. 1983, p. 10.
41 Joint Economic Committee, Soviet Defense Trends, (Staff study), Sep. 1983, p. 8.
M” }ll,icllégxs'd Kaufman, “Causes of the Slowdown in Soviet Defense”, Soviet Economy, January-
arc! .
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PROSPECTS FOR SUCCESSFUL INTENSIVE DEVELOPMENT

As the June CPSU Plenum affirmed, the future dynamism of the
Soviet economy depends upon successful implementation of an in-
tensive growth strategy. To date the fruits of the “new” approach
have been meager. The common theme that emerges in the analy-
sis of the failure is the unsuitability of centralized planning and
control as an institutional framework for implementing intensive
development. While admirably devised for directing the resource
mobilization that promoted extensive development, it is ill-suited to
stimulate the productivity improvements which are the core of the
intensive approach.

Economists have differentiated between tangible and intangible
technical progress. The tangible component refers to improvements
in the quality of inputs, whether human or material. Such qualita-
tive improvements flow from education and technical progress
(R&D), respectively. The intangible component depends upon the
ingenuity of management in organizing factor inputs in the produc-
tion process. All of these improvements depend upon individual ef-
forts and cannot be prescribed by centralized fiat.

This conclusion has been most recently reflected in a limited dis-
semination statement prepared by a group of Soviet economists af-
filiated with the Academy of Sciences’ Siberian Division in Novosi-
birsk. Citing the steady decline in economic growth in recent years,
the Novosibirsk economists blamed the traditional system of ad-
ministrative methods, with its high degree of centralized decision
making. They urged its replacement by “truly economic” (socialist
market) methods of management.43

The group highlighted the continuing improvement in the qual-
ity of worker and managerial skills and criticized the failure of the
system to adjust to “the core of highly skilled workers” who are
better educated than their predecessors and capable of “critically
assessing the activities of political and economic leaders”. The es-
sence of the new institutional arrangements would be the vast ex-
pansion in the authority of the “leading officials of enterprises”. In
particular, plant managers should be freed from centrally imposing
constraints in such matters as investment, technological innova-
tion, and wage and salary payments. The reforms introduced by
Andropov and Chernenko only tinkered with existing institutions.

Pronouncements and actions of Gorbachev have been equally
cautious. In his keynote speech to the 27th Party Congress he
clearly recognized the critical need for the system to stress modern-
ization of obsolescent production processes, more effective manage-
ment at the enterprise and production association levels and im-
proved labor controls and incentives. However, his prescriptions
were 4f}oo traditional to dramatically raise productivity perform-
ance.

In particular, he focused institutional improvements at the Gos-
plan level. Only limited new decision-making power is to be grant-
ed to enterprise management, broadening the previously intro-
duced “Five-Ministry Experiment” which gave enterprises greater

43 The New York Times, Aug. 5, 1983.
44 Pravda, February 26, 1986.
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control over investment and wage funds. The establishment of su-
perbureaus to oversee the machine building and energy production
sectors is a further enlargement of centralized control.

He did propose positive steps toward improvement capital pro-
ductivity by a doubling of asset retirement rates, but at the cost of
heavier investment commitments to the machinery production
sector. His insistence upon rapid increases in current rates of in-
dustrial output strengthens the ongoing managerial incentive bias
toward current output and against new product innovation. His ad-
dress made no mention of the institutional gap between research
and development and production, which has hampered new product
innovation. Thus, little progress is being made toward rectifying
the causes of low productivity advancement. To these institutional
short-comings must be added the apparent determination to main-
tain the dominating resource priority of defense production.

It would be unrealistic to expect reforms as drastic as those sug-
gested by the Novosibrisk academicians. However, both internal
and external precedents exist for more limited reforms. The gulf
between R&D and innovation has been bridged by the organization-
al arrangements within Soviet defense production. Civilian indus-
trial ministries could also be given control over relevant R&D orga-
nizations.

East Germany, while retaining central planning, has accorded
limited decentralization to intermediate industrial echelons. These
organizations have limited authority in such key decisions as com-
position of output, supplier contracts, and technology choice.*® The
GDR at the same time has managed to attain respectable growth
rates in the face of erosion in its demographic base. While its supe-
rior productivity performance, compared with other socialist coun-
tries, cannot be wholly ascribed to its limited decentralization, the
influence of these reforms must be accorded serious attention. An-
other important organizational departure by East Germany from
the Stalinist norm has been its system of managerial incentives.
Unlike his Soviet counterpart, performance of an East German
manager is based on his performance over several years, not just
the current year.4¢ Thereby, his success in achieving productivity
gains weights heavily in his evaluation. This would be an easy
precedent for Soviet emulation.

More sweeping precedents are found in the Hungarian and Chi-
nese responses to economic stagnation. In both cases, the devolu-
tion of decision making authority has been more thorough. (The
long established Yugoslav market socialist model is of limited
appeal to Soviet planners because of its unique feature—worker’s
management.) In its 17-year life, the Hungarian experiment has la-
bored under contraints of unfavorable external economic develop-
ments and internal limitations on the full implementation of re-
forms. But it has survived and transformed the Hungarian econo-
my into a viable international competitor and into a consumer soci-
ety. The Chinese reforms have achieved impressive accomplish-

45 Doris Cornelsen, “The GDR in a Period of Foreign Trade Difficulties” contribution to Joint
Economic Committee, East European Economic Assessment, Part 1, 1981, pp. 316-320.

46 David Granick, Enterprise Guidance in Eastern Europe: A Comparison of Four Socialist
Economies, Princeton University Press, 1975, p. 4.
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ments in agriculture and, more recently, in industrial production.
While they may be economically attractive to Soviet Party leaders
and planners, they also require disruptive and wrenching changes
in power relationships. Whether Soviet leaders will be willing to
try significant institutional reforms is still to be demonstrated.
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SUMMARY

In this paper we explore the feasibility of key targets for the
Twelfth Five Year Plan (FYPXII, 1986-90). Where possible we rely
on official plan targets to represent Soviet intentions. However,
that still leaves gaps on many important variables, and here we
must speculate on what the actual or implied targets may be. In
order to explore the likely consistency of plan targets we rely in
part on simple consistency tests, and in part on a model developed
at PlanEcon, SOVECON, which is designed to study the medium-
term implications of shifts in investment policies, given assump-
tions on factor productivities and other key variables. Our focus
here is primarily on the macroeconomic targets, or those for major
sectors. We will not discuss in detail specific sectoral issues, nor
will we go into the very important qualitative side of FYPXII,
except where it has direct bearing on the issues raised here. We
simply wish to limit ourselves to one of the several important con-
siderations which go into reaching a judgement on the feasibility of
lFYPlXII, namely the question of internal consistency at the macro
evel.

We begin the paper in Section II with a summary of the targets
for FYPXII and an analysis of performance through 1986. Section

*The Brookings Institution, Washington, DC.
**PlanEcon, Inc., Washington, DC.
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I1I focuses on investment policy, which lies at the heart of FYPXIIL
Our conclusion here is that the official investment growth targets
are implausibly low, and some of the targets for individual invest-
ment categories or sectors are too ambitious. We develop what we
regard as a more likely scenario and explore the implications for
the structure of investment for the remaining years of the five-year
plan. Section IV explores, with the aid of SOVECON, the implica-
tions of that investment scenario for the performance of the econo-
my through 1990. We conclude in Section V with a few thoughts on
interesting issues for future research.

I. KEy PLAN TARGETS FOR 1986-1990

The targets for FYPXII were the subject of considerable struggle
between Mikhail Gorbachev and the economic bureaucracy begin-
ning in 1984 when Gorbachev was still “second” secretary. (Hewett,
1985, 286-87) Gorbachev was pressing for more ambitious targets
than Gosplan was willing to accept, the result being multiple drafts
of FYPXII, and eventually the removal of Nikolai Baibakov. The
draft which finally emerged was indeed quite ambitious, as can be
seen in the summary figures in table 1.



TABLE 1.—SQVIET ECONOMIC PERFORMANCE, PLANNED AND ACTUAL, 1981-90 \

1981-85
s bt ) 1987 1988 1989 1990 1986 plan 1986 actial 1987 plan

(1) (1a) (2 (3) (4) (8) (6) (1) (8) (9) (10) |
National income produced 35 45 (10) 39 4l €41 |
National income utilized 34 31 b41 38 4.0 41 42 43 38 ... ..
Total labor productivity 31 42 38 |
Labor productivity in industry 36 3.2 <46 41 44 45 47 5.1 41
Labor productivity in construction 21 €39 35 37 4.0 41 41 35 s |
Industrial production 47 37 v 46 43 44 45 47 49 |
Agricultrual production 47 2.1 v217 ‘
MBMW production 70 (1b) 6.2 <14 |
Industrial group A production (investment goods) 37 v44 43 43 44 45 47 ‘
Industrial group B production (consumer goods) 39 v 49 44 45 47 5.3 5.5 ‘
Capital put into operation (lc) 3.0 o |
Total investment 3.5 43 3=] i
State investment 11 (1d) 35 €29 99 -10 18 1.7 20 ‘
MBMW sector investment (le) 4.0 v125
Retail trade turnover 30 c59 3.9 6.0 5.9 6.0 6.0
Real per capita income 21 »27 2.5 2.4 29 2.8 2.1

* Implied average annual growth rate derived from data on labor productivity and labor force growth. i
© Average annual growth rate derived from 5-year plan growth rate: ((1986-90) valug) {(1981-85) value).

< Average annual growth rate derived from (1990 value/1985 value). !
41986 plan figure includes alcohalic beverages; all other retail trade turnover figures do not. ;
* Percent of 1986 plan. i
T MVMW Ministries output (uncestain if equivalent to MBWM branch output). |

Sources :

(1) Ed A. Hewett, “Gorbachev's Economic Strategy : A Preliminary Assessment,” Soviet Economy 1:4 (Oct.-Dec. 1985), p. 284. i
(la; Soviet official data from Narodnye Khoziaistvo 1985, p. 40. i
(1b) Narodnoe Khoziaistvo 1985, p. 363. |
( lc; Narodnoe Khoziaistvo 1985, p. 368.
(1d} Narodnoe Khoziaistvo 1985, p. 358
(le} Narodnoe Khoziaistvo 1985, p. 128. ;
(2) Nikolai_Ryzhkov, “0 g nom plane el icheskogo i sotsial'nogo razvitiia SSSR na 1986-1990 god}' (On the State Plan for the Economic and Social Development of the USS.R. in 1986-1990)", Pravda june 19, 1986, 1-3. :
(3)-(7) “Zakon Soiuza Sovetskikh Sotsialisticheskikh Respublik. O gosudarstvennom plane ekonomicheskogo i sofsial ‘nogo razvitiia SSSR na 1986-1990 gody” (Law of the Union of Soviet Socialist Republics. On the State Plan of Economic and |
Social Development of the U.S.S.R. during 1986-1990), Ekenomicheskaia gazeta, 26:14-15, June 1986. ‘
(8) Nikolai Talyzin, "0 gosudarstvennom plane ekonomicheskogo i Sotsial'nogo razvitiia SSSR na 1986 god i vypolenii plana v 1985 godu (On the State Plan for the Economic and Social Development of the US.SR. in 1986 and Plan Fufillment in |
1935),; Ekogo&mcheskaia Ingela #48011985. ity 00 G pravt, | 18, 1987 |
(9) US.SR., Central Statistical Office, “Piatitetke—kachestvo i tempy (Five-Year Plan—Quality and Growth),” Pravda, lanuary 18, . X . . N 1
(l&} Nikolai Talyzin, 0 gosudarstvennom plane ekonomicheskogo izyotsial‘nogo razvitiia SSSR na 1987 god i vypoinenii plana v 1986 godu (On the State Plan for the Economic and Social Development of the U.S.S.R. in 1987 and Plan Fufiliment |
in 1986)," Ekonomicheskaia Gazeta #48 1986.
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The first two columns of Table 1 present planned and actual fig-
ures for FYPXI (1981-85) for purposes of comparison. The next
column gives the annual average growth rates planned for key in-
dicators according to FYPXII. It is followed by five columns specify-
ing the annual path for key indicators, based on the plan law. The
last three columns report on the annual plan for 1986, actual per-
formance that year, and the annual plan for 1987. The best sum-
mary indicator of the tautness of this plan is the target for Nation-
al Income Produced, which is set at 4.5 percent, a full point above
the actual during 1981-85. The growth rate of labor productivity in
the material sectors is targeted for 4.6 percent, 1.1 percent higher
than actual during 1981-85, indicating the necessity of basing the
growth acceleration almost solely on growing factor productivity.
Labor force and capital stock growth rates are falling, and will con-
tinue to fall. Therefore it is only through reversing what has been
a decline in their productivities that the growth acceleration can
be accomplished.

The annual versions of the five-year plan (columns 3-7) show the
acceleration gaining momentum during the remainder of the
decade. The underlying assumption seems to be that the accelera-
tion, if it is to occur, will take time. We presume, although there
are no official figures, that the full version FYPXII calls for the
growth rate of NI Produced to rise from the 4.1 percent planned for
1986 to 5 percent by 1990, where it is to stay for the remainder of
that decade. The Soviet economy has not achieved 5 percent
growth rates for NI Produced since the early 1970s, when labor
force growth rates were averaging 1.8 percent and capital stock
was growing at 8.7 per annum. Now, with labor force growth rates
at 0.5 percent, and capital stock growing at approximately 6 per-
cent per annum, moving up to 5 percent per anum for NI Produced
will be a considerable feat. (Hewett, 1985, 290) Of particular inter-
est in light of these ambitious output targets is the plan to hold the
growth of total investment down to an average of 4.3 percent per
annum, and state investment to an even lower 2.9 percent, the dif-
ference presumably reflecting an acceleration in investment by co-
operatives and private individuals. The target for total investment
is higher than the actual 3.5 percent of 1981-85 (which in turn was
presumably much higher than the target for those years, although
we only know the relationship for state investment). Nevertheless,
it is surprisingly low given the intent to accelerate the rate of real
depreciation (for example doubling scrapping rates in industry),
and at the same time to accelerate the growth rate of output. This
is just one of several indicators that Soviet planners shall either
have to abandon the investment targets, or the output targets. We
postpone to Section III a more detailed discussion of the inconsist-
encies between the investment targets and other targets.

We are already in the midst of the second year of FYPXII, and
therefore are beginning to develop some notion of how the economy
is responding to the effort to accelerate growth. The actual figures
for 1986, and plans for both 1986 and 1987 are given in Table 1. We
rely here solely on official figures although we are concerned that
these figures may overstate performance in 1986 because of what
was, in effect—whether intentional or not—an attempt to hide the
inability of the system to supply consumers with satisfactory sub-
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stitutes for reduced alchohol supplies.! To the extent that is the
case, and we shall know more in a year when the 1986 Narkhoz is
published, it simply makes for an even more ambitious set of tar-
gets for FYPXIIL

The targets for the 1986 plan were announced in November 1985,
seven months before the approval of the FYPXII targets, and were
presumably part of the same calculation. As a result the figures for
the 1986 are close to the five-year targets for FYPXII, and almost
identical to the 1986 targets in the FYPXII law. (Col. 3 of Table 1)
Although we have grave doubts about the accuracy of the NI Pro-
duced figure, we note for the record that NI Produced is reported
at 4.1 percent in 1986, slightly above target. But industrial produc-
tion and labor productivity in industry, both indicators in which we
place somewhat more confidence, show growth well above plan.
Real per capita income was slightly below the 1986 target, which is
probably in part explained by the underfulfillment of plans for in-
creasing output of Group B industrial goods. In short, the 1986
plan, which was an ambitious one, appears to have been fulfilled
for many, although not all, important indicators. Consumers seem
to have taken the brunt of any shortfalls, although that must
remain a tentative conclusion until more data on 1986 become
available. But it is surely the case that an important contributing
factor to the satisfactory performance in 1986 was the high invest-
ment growth rates of approximately 8 percent, double that planned
for the 1986-90 period. Actual investment was a little bit higher
than planned, 8 percent vs. 7.6 percent planned for total invest-
ment, which in turn showed up in an acceleration in new capital
put into operation from an average of 3 percent in 1981-85 to 6
percent in 1986.

That was well below the very ambitious 14 percent Soviet plan-
ners had hoped for, but still respectable by recent standards. The
breakdown of FYPXII targets into annual targets is only available
for state, but not total, investment. It shows a burst in investment
in 1986 followed by a slight decline in 1987, then very slow growth
for the remainder of the decade, hovering slightly under 2 percent
per annum. Presumably the annual time path for planned total in-
vestment is similar. On the other hand, the 1987 annual plan tar-
gets call for a growth rate in total investment of 4.5 percent, down
from 7.6 percent in 1986, but still well above the zero figure one
would expect, based on FYPXII targets. In fact what seems to be
emerging is a familiar pattern in Soviet planning practice in which
the five-year targets for investment are so optimistic (in the sense
that levels of capital productivities are expected to be so high that
low investment is required to achieve desired output levels) that
they are cast aside immediately in favor of more realistic annual
plan targets, the result being that the first few years of annual tar-
gets provide a much more useful reading on investment policy than
the five-year target. During FYPX (1976-80), for example, when the
five-year target for state and cooperative capital expenditures was

! For a discussion of these issues, see “The Dark Side of Glasnost’: Unbelievable National
Income Statistics in the Gorbachev Era”, PlanEcon Report, 111, 6, February 13, 1987; and the
rggort of the 1987 Panel on Soviet Economic Activity, in Soviet Economy, 111, 1, January-March
1987.
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set at 2.8 percent, the annual plan targets were consistently
higher, as were actuals until the last two years of the plan when
serious difficiulties emerged in the entire system. During FYPXI
(1981-85) the target for state and cooperative investment of 1.1 per-
cent was totally irrelevant, as shown by annual plan growth rates,
which never fell below 3 percent per annum, and an actual growth
of 8.8 percent per annum. (Hewett, 1987, Ch II) Now it would
appear that, once again, the five-year plan targets are proving un-
realistic and the annual plan targets are providing a better reading
on the emerging investment policy.

The actual performance in 1986, and the plans for 1986 and 1987,
jointly suggest an investment policy in which state investment will
grow more rapidly than the total (a natural consequence of the
modernization program), and both will grow at rates well above 4.3
percent target. We leave to the next section the discussion of what
a more realistic figure might be. Before taking up the issue of in-
vestment, it is interesting to note one apparent change in Soviet
planning practice which, if it persists, will prove to be important.
Under Gorbachev’s reforms we are again hearing the oft-repeated
promise that plans will be stable for the five-year period, whether
they are over- or under-fulfilled. In the past this has proven an
empty promise, both at the enterprise and the national level, as
annual plans have adjusted to follow performance up or down with
total disregard for the five-year targets. Yet, in this five-year plan
things have begun differently. Notice, for example, that although
the targets for industrial output, industrial productivity, and indus-
trial group A production were all overfulfilled, that nevertheless
the 1987 target is set at the level specified in FYPXII, well below
actuals in 1986. A similar pattern has emerged in some of the
energy targets where, for example, coal production exceeded the
1986 target, yet the 1987 target is set below 1986, and on the time
path specified for 1986-90 (coal production was 751 million tons in
1986 and exceeded the 1986 plan target by 2 percent, yet the 1987
plan gives a target for coal production of 743.6 millions tons).2

Other targets showed more traditional behavior (investment and
agricultural production for example), but if the treatment of over-
fulfillment in industry becomes the norm, then this is an impor-
tant departure from past planning practice, and a step in the direc-
tion of eliminating the infamous “ratchet.”

II. EXPLORING THE FEASIBILITY OF THE INVESTMENT PLAN

The plan for investment lies at the heart of any Soviet five-year
plan. The total growth rate for investment, combined with the sec-
toral allocations, determine the pace and structure of capacity ex-
pansion, which—in combination with capital productivities—sets
the pace of output expansion. Investment plays a particularly criti-
cal role in FYPXII in light of Gorbachev’s breathtaking targets for

2 Actual 1986 coal production is taken from U.S.S.R, Central Statistical Office, ‘“Piatiletke—
kachestvo i tempy (Five-Year Plan—Quality and Growth), “Pravda, January 18, 1987. Planned
1987 target for coal production is taken from Talyzin, Nikolai, “O gosudarstvennom plane ekon-
omicheskogo i sotsial'nogo razvitiia SSSR na 1987 god i vypolnenii plana v 1986 godu (On the
State Plan for the Economic and Social Development of the USSR in 1987 and Plan Fufillment
in 1986),” Ekonomicheskaia Gazeta # 48 1986.
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the modernization of the entire system. The focus here is on the
civilian machine building industries which, by the Soviets own esti-
mates, now manage to meet “world standards” in only 29 percent
of their serially-produced output. They hope that by 1990, just a
few years from now, that figure can be in the range of 80 percent
to 95 percent. (Ryzhkov, 1986, 2). Taken at face value this suggests
that by 1990, only a few years from now, Soviet leaders hope to see
the bulk of Soviet manufactured goods match Japanese, U.S. and
European quality standards.

In order to accomplish or even approach those targets, it will be
necessary to substantially replace existing Soviet capital stock in
MBMW with new modern equipment, and to do so in the first
years of the five-year plan, to allow the new serially-produced prod-
ucts to find their way into the system. The five-year plans confirm
that the Soviets are quite serious about this target. As table 1
showed, the target for MBMW investment (civilian) calls for an av-
erage annual growth rate of 12.5 percent and the 1986 plan called
for a 30 percent increase in investment in MBMW in that year
alone. It is virtually certain that they did not in fact achieve that
high rate of investment, but it is also certain that by past stand-
ards investment exploded in that sector in 1986.

That rapid and substantial shift of resources towards MBMW in
the context of 4.3 percent growth of total investment implies that
other sectors shall be giving up substantial resources. Precisely
who will pay is difficult to say, since unfortunately the Soviets
have not published anything even approaching a full set of invest-
ment accounts planned for 1986-90. We have assembled in table 2
our best understanding on how that investment plan might look,
assuming total growth of 4.3 percent, and using the few firm plan
targets for components given in the plan or the accompanying com-
mentary.



TABLE 2.—SOVIET INVESTMENT IN FIXED CAPITAL: ACTUAL AND PLANNED

Billion rubles, 1984 rubles Year-to-year growth rates

Actual Planned Actual Planned
1980 1981 1982 1983 1984 1985 1986 1987° 1988> 1989 1990 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Total investment 1509 156.5 1619 171.0 1743 1795 1939 202.8 2089 2151 2216 371 345 562 193 298 800 460 300 300 3.0
Plant and structures 844 860 896 905 917 946 938 912 880 842 206 190 413 100 133 316 —.81 —2.81 —349 —431
Machinery and equipment.. 566 593 634 643 676 773 855 932 101.6 1108 501 477 691 142 513 1430 1070 9.00 9.00 9.00
Project design . 24 24 24 25 26 29 31 33 35 38-1L11 .00 00 417 400 1154 838 632 622 6.12
Other investment expenditures.............o.coooc... 116 131 142 156 170 176 191 203 211 219 228 1293 840 986 897 353 852 617 403 402 401
Productive 111.2 1150 1186 1249 1265 129.8 1416 1491 1565 1643 1726 342 313 531 128 261 909 531 492 500 508

Industry, agriculture, and construction ..... 89.1 918 943 984 99.0 1031 113.0 1188 1250 1316 1388 303 272 435 61 414 960 510 523 533 544
Fuels and energy complex . 174 189 202 213 222 253 269 285 303 322 342 862 688 545 423 1396 620 620 620 6.20 6.20
Metallurgy complex....... 57 60 63 60 59 66 70 76 81 87 962 526 500—476—167 1186 680 721 720 7.18
Machinebuilding complex ... 136 137 146 149 159 207 224 243 264 287 38 .74 657 205 671 30.00 851 851 851 851
Chemicals and wood products

65 62 65 67 68 67 70 77 84 93 102 —462 484 308 149 147 448 970 980 989 999
81 81 83 86 83 84 91 96 100 105 111 00 247 361 —349 120 833 500 500 500 500
20 21 21 23 23 22 23 25 27 30 32 500 .00 952 .00 —435 455 900 9.00 9.00 9.0
333 340 345 360 351 353 369 373 376 380 384 210 147 435250 57 453 1.00 102 104 106
Other industry............. 32 30 26 34 34 36 37 39 41 43 —857 —-625-1333 3077 00 475 500 500 500 5.00

Transport and communications ... 189 199 214 226 219 238 250 262 276 289 442 529 754 561 —310 868 500 500 500 500
Nonproductive 397 415 433 461 478 497 523 837 524 509 490 453 434 647 369 397 523 260 —233-297 -372

Construction complex
Light industry complex .
Agro-industrial complex.

* 1986 annual plan from Nikolai Talyzin, “0 gosudarstvennon plane ekonomicheskogo i setsial'nogo razvitiia SSSR na 1986 qod i vypolnenii plana v 1985 godu (On the State Plan for the Economic and Social Development of the U.S.S.R. in 1986
and Plan Fufiliment in 1985),” Ekonomicheskaia Gazeta #48 1

b Plan targets for these years can be derived for total |nvestmem, share of eﬁllpmenl and machinery i in total invests and in the energy/fuels and MBMW complexes. Targets were given as total growth over the five-year
plan. Further details on plan targets and derivation of growth rates of sectors for which no plan targets have been given are available on request

Ve
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Planned targets are available for the annual growth rate of total
investment in 1986 and 1987 and the five-year growth rate over-
1986-90, the share of investment in equipment and machinery
(hereafter E&M) in total investment in 1990, the annual growth
rate of investment in the MBMW complex in 1986 and the five-
year growth rate over 1986-90, and the five-year growth rate of in-
vestment in the energy/fuels complex over 1986-90. We have used
these targets and reasonable assumptions on sectors and complexes
for which targets have not been given to develop a likely picture of
Soviet investment plans over 1986-90.

It is clear from this balance that certain key goals of the Soviet
1986-90 investment plan should be regarded with great skepticism.
Most importantly, the planned growth of the share of investment
in E&M in total investment, from 38 percent in 1985 to 50 percent
in 1990, is unprecedented in documented Soviet economic history,
as can be seen in the trends illustrated in graph 1 below. This
share growth also implies an unrealistically high growth of the
level of investment in E&M, as can be seen in graph 2. Planned
growth of this investment category in 1986 is higher than growth
in any other year in the period 1960-85, and annual growth rates
planned for 1987-90 imply a return to growth not seen since the
early 1970’s. The target for this investment category additionally
implies negative annual growth rates for investment in plant and
structures over 1987-90. While Soviet leaders clearly desire such
an outcome, it seems implausible in view of traditional Soviet in-
vestment behavior and the ambitious modernization targets for
FYPXII. Finally, the planned growth for investment in E&M im-
plies an imbalance in the demand for and supply of machinery,
which will be discussed further below.
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GraPH 1
RATIO OF INVESTMENT IN EQUIPMENT AND
MACHINERY TO TOTAL INVESTMENT, HISTORIC
VALUES, 1960-1985 AND OFFICIALLY PLANNED
VALUES, 1986-1990
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GRAPH 2

GROWTH OF INVESTMENT IN EQUIPMENT
AND MACHINERY, HISTORICAL VALUES,
1961-1985 AND OFFICIALLY PLANNED

VALUES, 1986~1990
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The growth of investment in productive sectors implies negative
annual growth rates of investment in nonproductive sectors over
1988-90. This means either that the Soviets plan to neglect the pro-
ductive sectors for which we have no plan targets or that they will
indeed allow for a slowdown in the economy’s capacity to satisfy
needs for consumer services. The former is unlikely, as shortages of
important raw materials and transport services have become criti-
cal in recent years and our projection of growth in investment in
the agro-industrial complex is already very low. The latter is incon-
sistent with the goal in the Soviet Five-Year plan of increasing the
supply of consumer services:

“Appreciable priority growth, in comparison with the increase in
the production and sale of consumer goods, is envisaged for paid
se;g(isc%sd) They will grow by 50 percent over the five-year period
(1 _ .n

“The Party has set a task of enormous social significance—seeing
to it that practically every family has a separate apartment or an
individual house by the year 2000.” (Ryzhkov 1986.)

The plan for growth of investment in the energy/fuels complex is
very optimistic as it will probably require a good deal more growth
over 1986-90 than the planned figure of 35 percent. The Soviets
postulate another tremendous increase in the production of gas
(850 billion cubic meters produced in 1990, up from 643 in 1985 and
435 in 1980), recoveries in the production of oil (635 million tons
produced in 1990 as opposed to 595 in 1985 and 603 in 1980) and
coal (795 million tons produced in 1990 as opposed to 726 in 1985
and 716 in 1980), and continued growth of electricity output (1860
billion kilowatt/hours in 1990 as opposed to 1544 in 1985 and 1294
in 1980).3 Based on the fact that the planned growth of production
in various energy/fuels complexes is equal to or greater than those
achieved in the period 1981-85, and the rate of growth of invest-
ment over 1981-85 was 51.2 percent, it seems very unlikely that
the Soviets can meet their energy output targets with only 35 per-
cent growth of investment in this complex, especially when one
considers that the locus of energy production continues to move to
the eastern regions of the U.S.S.R., where costs are much higher
than in the western U.S.S.R.

The official Soviet investment plan can be used to derive a ma-
chinery balance in which the demand for equipment and machin-
ery produced in the Soviet economy (consisting of gross investment
in E&M, intermediate machinery production, consumer durables
output, capital repair of E&M, defense machinery production, and
exports of investment machinery) is compared with the supply of
equipment and machinery (consisting of gross machinery output
and imports of investment machinery). Such a balance is shown in
Table 3. Domestic investment machinery production was deter-
mined by subtracting intermediate machinery, consumer durables,
and defense machinery production and capital repair from gross
machinery production. Net imports of investment machinery were
added to supply of domestic investment machinery to obtain total
available investment machinery. This was subtracted from demand

3 Historical (1980 and 1985) production figures are taken from Narkhoz 1985. Planned (1990)
production figures are taken from Ryzhkov 1986.
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for investment machinery (=gross investment in machinery and
equipment) to give the category “inventory change/unidentified
source.” (The derivation of each variable of supply and demand is
described in the table’s footnotes).



TABLE 3.—SOVIET MACHINERY BALANCE (OFFICIAL SOVIET INVESTMENT DATA)

Billion rubles, 1984 prices

Annual growth rate

Flanned

Historical Histrical Pianned
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
DEMAND FOR INVESTMENT MACHINERY GOODS
Gross total investment in fixed capital .............c.ccoc.. 150.9 156.5 1619 1710 1743 179.5 193.9 202.8 2089 2151 2216 371 345 562 193 298 800 460 300 300 3.00
Minus gross investment in structures 827 844 860 896 905 917 946 938 912 880 842 206 190 419 100 133 316 —.81 —2.81 -3.50 —4.32
Minus other investment expenditures 143 155 166 180 195 202 220 234 244 255 266 839 710 843 833 359 891 646 434 432 430
Equals gross investment in machinery and equip-
ment 539 566 593 634 643 676 773 855 932 1016 1108 5001 477 691 142 513 1430 1070 901 9.01 901
SUPPLY OF INVESTMENT MACHINERY GOODS
Gross machinery production .............ooococeeeeeereeerrcrenees 163.0 1725 180.8 1923 2057 2204 2349 2521 271.5 2924 3149 586 480 634 695 717 660 730 770 770 770
Minus intermediate machinery production........ 580 613 668 721 782 843 918 1004 1098 1200 718 572 904 789 849 781 893 934 934 934
Equals final machinery production...............ocoeecesereers 1089 1146 1196 1255 1336 1422 1506 160.3 171.1 1826 1949 520 433 495 646 645 594 639 676 674 672
Minus consumer durables machinery produc-
tion 198 209 206 215 227 240 256 268 281 295 310 539 —162 449 559 583 670 462 501 501 5.02
Minus capital repair of civilian machinery ....... 104 110 116 123 130 139 147 155 163 172 182 676 501 627 506 719 553 551 549 8§52 555
Equals investment and defense (1&D) machinery..... 787 827 874 917 979 1043 1104 1180 1267 1359 1457 495 574 489 685 650 581 691 733 7128 123
Minus domestic defense machinery produc-
tion:
Historical trend (9.63 percent annual
BIOWHR) oo nnnrcrcrnenennene 315 326 373 306 441 487 533 585 641 703 771 355 1450 615 1144 1029 963 963 963 963 963
Low trend (4.82 percent annual
535 560 587 BLB oooeeeeererre v cenerernenes s srensereneenes 482 482 482 482 482
Equals domestic investmen :
Historical trend of defense machinery pro-
duction 473 501 501 521 538 557 570 595 625 656 686 588 .05 395 335 340 248 437 507 487 466
Reduced growth of defense machinery pro-
CUCHION 1.ovoo e eeee e ereceeeease e seessss s enes sessssessses snessssssens evcesesssson covenssmonss ssssmonsess sessensasens 594 645 T0.6  TT1  BAL oot oot ceerenienins crverneraneens censseirenes 6.68 871 940 923 9.07
Plus net imports of investment machinery goods:
Historical trend of defense machinery pro-
duction 66 65 92 113 104 107 108 116 125 134 144 —125 41.03 2305 —792 219 168 723 732 740 748
Reduced growth of defense machinery pro-
CUCHON <.....covvvvvevesser s seeesssssssesescsssssssasssseses seesessssses sesssssasses sesssasassn sssssssseses sassssnssses sssssssssaes 108 116 125 134 184 oo v ceevessesies srserensensens sessssessarees 168 723 732 740 748

oy



Imports of investment machinery goods:
Historical trend of defense machinery
production . .. 130 126 155 180 174 180 183
73 76 84 94 103 116 115
. &7 50 71 85 11 64 67
Reduced growth of defense machinery
production
Socialist imports.

Nonsocialist imports..... 6.7
Exports of investment machinery g 14
Socialist exports........... 47
Nonsocialist exports..... 27
Equals investment machinery goods supply:
Historical trend of defense machinery pro-
duction 539 566 593 634 642 663 679
Reduced growth of defense machinery pro-
QUEEION ....cooccecceererreeseeessnessssssaesnssssssssss seseesenss sssessososs sssssses s soeeessens sesessesees seessssense 70.2
lnventory change/unidentified source:
Historical trend of defense machinery pro-
BUBTION ....c.ccoereeeeeeeencecensrarsessssssssssssssssess sssessscness sevessesose sostonsonen essessssss moesseseseos sosseeosson 94
Reduced growth of defense machinery pro-
duction 7.1
Inventory change/unidentified source as percent
of 1&D machinery production:
Historical trend of defense machinery pro-
QUETON ....cooc oo eeeerereeseneeesesesneseenes s ssesss sesseeseess ssssssosnss sseserecse soessessess srsssseeeessovesessens 8.5
Reduced growth of defense machinery pro-
BUCTION ...cocreseerecesneseenese s eesssss s sesssssss seessssnes svesosssses seveseessen esseseeses sressesses sovmeseone 6.4

711
162

14.4
94

12.2

209
12.7
8.1
209
12.7
8.1
84
54
30
750

83.1

182

10.2

14.4
8.0

79.0
90.5

221

111

16.7
8.2

239 —269 2248 1622 —306 316 166 684
140 400 1068 1268 886 1245 —.271 5.00

99 —11.25 40.19 2042 —16.27 —10.25 5.14 10.00
239 e e .. 166 684
140 .. . =21 500
99 .. 5.14 10.00

95 _418 265 619 522 460 163 627
62 —974 —348—261 920 1069 700 7.00
33 753 1349 1943 33 —353 —659 500
830 500 477 691 134 330 235 483

98.8 oo st s senrrsrnens sessesssness 588 848

218 e it e st emerees s sessesre 53.07
123 s s s cnnresnnesen eseasssess srossseans 3273

690 695 7.01
500 500 5.00
10.00 10.00 10.00

690 695 7.01
500 500 5.00
10.00 10.00 10.00
628 629 630
100 700 7.00
500 500 5.00

543 529 5.4
9.09 896 884

26.67 2429 2248

836 9.40 1040

Note.—Demand for investment goods (total investment and subcategory investment) is determined according to official Soviet investment targets, which are described in greater detail in table 2.

Su%pfy of investment goods is derived as follows:
a. Gross machinery output—projected using official Soviet targets for MBMW output.

b. Intermediate machinery output—historical ratio of intermediate to gross machinery output forecasted and multiplied by gross machinery output,

c. Consumer durables—nhistorical ratio of consumer durables to gross machinery output forecasted and multiplied by gross machinery output.

d. Capitat repair—historical ratio of capital repair to gross aid-year capital stock forecasted and multiplied by gross aid-year capital stock.
e. Domestic defense machinery production—projected using growth rates determined by examination of historica trend over 1976-1985.

1. Imports and exports of investment machinery goods—projected using growth rates determined according to evident Soviet expectations of trade possibilities.

8. Inventory change/unidentified source—residual - total demand for investment goods minus total supply of investment goods.

1=
et
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What this table shows quite clearly is that an imbalance in the
demand for and supply of machinery, represented by the variable
“inventory change/unidentified source” in the table, develops over
1986-90, with demand consistently exceeding supply. With a histor-
ical trend of defense machinery production assumed, the imbalance
is 8.5 percent of investment and defense machinery production in
1986, and 27.8 percent in 1990. Cutting the growth of defense ma-
chinery production by half to 4.6 percent reduces the size of the im-
plied inventory drawdown but still leaves it quite high. Although
there is undoubtedly room to draw down on inventories of equip-
ment and machinery, which are believed to be rather large, this
source of additional supply could reasonably be expected to last
only one to two years (1986-87); inventories are a ‘“nonrenewable
resource’’. It is inconceivable that inventories could supply the pro-
jected amount of deficit machinery of even the low defense scenario
in 1987-90. It also appears unlikely that the Soviets could squeeze
consumer durables or capital repair, as the forecasted imbalance is
simply too large. Therefore, it appears that the Soviet investment
plan is inconsistent in yet another aspect, that of machinery pro-
duced by the economy and needed by the economy. It is important
to note that this imbalance is created primarily by the rapidly
growing share of investment in E&M in total investment.

Thus, we feel that the Soviet investment plan as it has been
made known to Western analysts is inconsistent and infeasible for
the following reasons:

A. Unrealistically low five-year plan targets for investment
growth (as discussed in section II), and an unrealistic dynamic
pattern for this growth.

B. Overly optimistic rise in ratio of investment in E&M to
total investment.

C. Imbalance in demand for and supply of machinery due in
large part to rapid growth of that ratio.

D. Implied squeeze on nonproductive investment.

E. Excessively low growth of investment in the energy/fuels
complex.

By definition unrealistic plans are not implemented, and the in-
teresting question is what in fact will happen to close the gap be-
tween supply and demand? The traditional Soviet solution is a
shortfall in all targets for the investment program. In an effort to
simulate such a result, we postulated the following outcomes for
1986-90, which allow Soviet leaders to move in the direction they
seek, but not as far as they hope:

total investment grows 35.7 percent over 1986-90, rather
than d23.4 percent, and growth is spread more evenly over the
period;

the ratio of investment in E&M to total investment grows
from 38 percent to 45.5 percent by 1990, rather than 50 per-
cent;

investment in the MBMW complex grows 15.7 percent in
1986 as opposed to 30 percent, and 12 percent per annum over
1987-90 as opposed to 8.51 percent;

investment in the energy/fuels complex grows 58.5 percent
over 1986-90 as opposed to 35 percent.



TABLE 4. —SOVIET INVESTMENT {N FIXED CAPITAL: ACTUAL AND AUTHORS' PROJECTION

Billion rubles, 1984 prices

Actual Projected Year-to-year growth rates Projected
1980 1981 1982 1983 1984 1985 1986 1987+ 1988 1989 1990~ 1981 1982 1983 1984 1985 1986 1987 1988 1989 1999
Investment by type:

Total 1509 1565 161.9 171.0 1743 1795 1930 2046 2169 2299 2437 371 345 §62 193 298 752 6.00 600 600 6.00
Plant and structures 7 844 860 896 905 917 960 983 1003 1021 1037 206 190 419 100 133 469 237 210 180 147
Machinery and equipment. 539 566 593 634 643 676 750 827 911 1005 1108 501 477 691 142 513 1095 1024 1024 1024 10.24
Project design...........ooevere. L2724 24 24 025 26 29 32 35 38 4l -1l .00 00 417 4.00 1154 934 942 931 921
Other investment expenditures.................. 116 131 142 156 170 176 191 205 219 234 251 1293 840 986 897 353 85 711 706 7.05 7.04

Investment by complex:

Productive 111.2 1150 1186 1249 1265 129.8 140.7 149.8 153.2 1693 1804 342 313 531 128 261 840 648 642 634 659

Insustry, agriculture, and construction...... 89.1 918 943 984 99.0 1031 1121 1194 127.2 1357 1452 303 272 435 61 414 873 647 654 668 7.02
Fuels and energy complex..... . 174 189 202 213 222 253 281 308 336 366 401 862 6.88 545 423 1396 1107 961 909 893 956
Metallurgy complex...... 52 57 60 63 60 59 66 70 76 81 87 962 52 500 -476-—167 1186 680 721 720 7.18
Machinebuilding complex .. 131 136 137 146 149 159 184 206 231 259 290 38 .74 657 205 671 1572 12.00 1200 12.00 12.00
Chemicals and wood products )

complex...... . & 62 65 67 68 67 70 77 84 93 102 —462 484 308 149147 448 970 980 989 999
Construction complex... 81 83 86 83 84 91 96 100 105 111 00 247 361 —349 120 833 500 500 500 5.00
Light industry complex 21 21 23 23 22 23 25 27 30 32 500 .00 952 .00 —435 455 900 900 9.00 9.00
Agro-industrial complex, 340 345 360 351 353 369 373 376 380 384 210 147 435-250 .57 453 100 102 104 106
Other industry.............. . 32 30 26 34 34 37 39 A1l 43 45 857 —625-—1333 3077 .00 882 500 500 500 500

Transport and communications .. 181 189 199 214 226 219 238 250 262 276 289 442 529 754 561 —-310 868 500 500 500 5.00

Nonproductive 397 415 433 461 478 497 523 548 577 606 632 453 434 647 369 397 523 471 534 506 434

= The authors have projected growth rates over 1986-90 for total investment, investment in equipment and machinery, and investment in the energy/fuel and MBMW complexes which differ from officially planned targets. For further discussion,

please see text.
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The results for the implied investment accounts are shown in
Table 4, and the resulting machinery balance is presented in Table
5. In addition to the alternative investment assumptions that affect
demand for investment machinery in Table 5, additional alterna-
tive forecasts of key variables in this balance were made. An opti-
mistic path for capital productivity in the MBMW sector and a
forecast of capital stock levels in that sector were used to derive
yearly gross machinery production over 1986-90. The annual levels
of this source of machinery supply are actually slightly higher than
the Soviet targets for gross machinery output (used in Table 3). A
more realistic forecast of the ability of Eastern Europe to contrib-
ute to the Soviet modernization drive is reflected in the lowered
growth rates of socialist imports of investment machinery, and in
the case of the low defense machinery production scenario, the
growth rate of nonsocialist imports of investment machinery has
been halved (from 10 percent to 5 percent).

Even with these changes, Table 5 shows a sizable imbalance be-
tween machinery supply and demand. Thus, even under revised in-
vestment assumptions, we are unable to arrive at a feasible path
for the Soviet economy over 1986-90.
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TABLE 5.—SOVIET MACHINERY BALANCE (RECONSTRUCTED INVESTMENT DATA)

Billion rublés, 1984 prices

Historica! Projected Historical Projected
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990
DEMAND FOR INVESTMENT MACHINERY GOODS
Gross total investment in fixed capital 156.5 1619 171.0 1743 179.5 1930 204.6 2169 2299 2437 371 345 562 193 298 752 600 600 600 6.00
Minus gross investment in structures.. 844 860 895 905 912 960 983 1003 1021 1037 206 190 4.07 112 J7526 237 210 180 147
Minus other investment expenditures 165 166 180 195 210 220 236 254 272 292 839 710 843 833 769 476 740 738 736 7.34
Equals gross investment in machinery and equip-
ment 539 566 593 634 643 666 750 827 911 1005 1108 501 477 691 142 358 1261 1024 10.24 1024 10.24
SUPPLY OF INVESTMENT MACHINERY GOODS
Gross machinery production............ooecereevcsrssrersenee 163.0 172.5 180.8 1923 205.7 2204 2418 2583 277.1 298.2 3219 586 480 634 695 717 969 683 728 762 795
Minus intermediate machinery production........ 541 580 613 668 721 782 868 941 1025 1119 1227 718 572 904 789 849 1094 845 891 926 959
Equals final machinery production.................coooveen.. 108.9 1146 1196 1255 133.6 1422 1550 164.2 1746 186.2 199.2 520 433 495 646 645 901 592 634 666 697
Minus consumer durables machinery produc-
tion 198 209 206 215 227 240 263 274 287 301 317 539 —162 449 559 583 973 417 461 494 52
Minus capital repair of civilian machinery ....... 104 110 116 123 130 139 146 154 162 171 181 676 50t 627 506 719 508 551 549 552 555
Equals investment and defense (I&D) machinery..... 787 827 874 917 979 1043 1141 1214 1297 139.0 1494 495 574 489 685 650 937 637 685 719 751
Minus domestic defense machinery produc-
tion:
Historical trend (9.63 percent annual
BIOWERY v 318 326 373 396 441 487 533 585 641 703 7701 355 1450 615 1144 1029 963 963 963 963 963
Low trend (4.82 percent annual
BIOWERY ... eerecrerrererecrsressasssssasss sesssssonses sessssessees sesessassans sssessonss sbsssssssses sussmssesnes 510 535 560 587 BLO .o v s semsescssts s 482 482 482 482 482
Equals domestic investment machinery production:
Historical trend of defense machinery pro-
duction 473 501 501 521 538 557 607 629 655 687 724 588 .05 395 335 340 914 351 426 480 534
Reduced growth of defense machinery pro-
duction 67.9 738 802 818 . rieiieies s e seranranaenene 1335 7.63 844 899 948

Sy



TABLE 5.—SOVIET MACHINERY BALANCE (RECONSTRUCTED INVESTMENT DATA) —Continued

Billion rubles, 1984 prices

Historical Projected Historical Projected

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990

Plus net imports of investment machinery goods:
Historical trend of defense machinery pro-
duction

Reduced growth of defense machinery pro-
duction

Imports of investment machinery goods:
Historical trend of defense machinery
production .....
Socialist im
Nonsocialist imports....

Reduced growth of defense y

PIOTUCHION ... reecrererermernereesivacens

Socialist imports (faster decline)
Nonsocialist imports  (modest

DOFFOWING) vovverevnerecerrerersenerareees

Exports of investment machinery goods..
Socialist exports
Nonsocialist exports.....

Equals investment machinery supply:

Historical trend of defense machinery pro-

duction

Reduced growth of defense machinery pro-
duction

Inventory change/unidentified source:
Historical trend of defense machinery pro-
duction

Reduced growth of defense machinery pro-
duction

64 61 63 67 70 73 74
43 39 38 37 40 44 4T
20 22 25 30 30 29 27

634 642 663 716

111
10.1
19.0
116

74

18.0
11.0

71
79
51
28
740

780

8.7
47

113
94
19.7
116
8.1

17.8
10.4

74
84
5.4
30
76.9

8.1

143
8.1

80.2
89.0

203
11.5

11.8 —125 4103 2305 —792 219
Bl e s st resnnnse sarersinnn
213 —269 2248 1622 —3.06 316
114 400 1068 1268 886 1245
99 —11.25 40.19 2042 —16.27 —10.25

176 ...
94 ...

8.2 it et s e ssnereins
95 —418 265 619 522 460
62 —9.74 —348--261 9.20 1069
33 7.53 1349 1943

841 501 477 691 134 320

959 i e eneneras

266 oo et crreresses rsnsssesene ssasessnens
LAB et e s seseinisssnss sessnisinien

168 249 220 164 203

1.68 —6.52 —6.82 —7.19 —7.62

166 403 330 362 389
-2 54 00 -8 -—.87
514 10.00 10.00 10.00 10.00

166 —131 —1.08 —.84 —.59
—.21 —5.00 —5.00 —5.00 —5.00

514 500 5.00 500 5.00
163 627 628 629 630
700 7.00 7.00 7.00 7.00

33 —353 —6.59 500 500 500 500

794 336 395 434 486
11.47 555 646 7.16 7.80

........... 15400 63.71 42,08 31.54
........... 329.08 73.50 4191 29.19

9



Inventory change/unidentified source as percent
of 1&D machinery production:
Historical trend of defense machinery pro-
duction
Reduced growth of defense machinery pro-
duction

........................................................................ Rt N L S

LO 38 62 B3 0 s e e e ssns s ens et st oo e

Note.—Demand for investment goods (total investment and subcateg
Su;a)!y of investment goods is_ derived as follows: ’

a. Gross machinery output—nhistorical capital/output ratio in MBMW
b. Intermediate machinery output—nhistorical ratio of intermediate to
¢. Consumer durables—nRistorical ratio of consumer durables to gross

ory investment) is determined according to authors’ regonstructed investment balance, which is described in greater detail in table 4.

sector forecasted based on historical trend during 1976-85, and multiplied by mid-year capital stock in MBMW sector.
gross machinery output forecasted and multiplied by gross machinery output,
machinery output forecasted and multiplied by gross machinery output.

d. Capital repair—nhistorical ratio of capital repair to gross mid-year capital stock forecasted and multiplied by gross mid-year cagilal stock.
e. Domestic defense machinery production—projected using growth rates determined by examination of historical trend over 197 -89,

I. Imports and exports of investment machinery goods— rojected using growth rates determined by PlanEcon forecast of trade possibilities.
8. nventory change/unidentified source—residual: total demand for investment goods minus total supply of investment goods.

Ly
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III. IMPLICATIONS OF THE INVESTMENT CRUNCH FOR THE ECONOMY

The implications of these explorations with the machinery bal-
ance are that the entire FYPXII, not simply the investment plan,
may be infeasible. The final outcome, different from the plan, will
involve new trade-offs between investment, consumption, and de-
fense. To analyze the nature of those trade-offs, we shall utilize SO-
VECON, a macro model with an endogenous machinery balance,
which is particularly useful in explaining the medium-term impli-
cations of various trade-offs among final demand aggregates.

A. A BRIEF DESCRIPTION OF THE SOVECON MODEL

SOVECON is explicitly designed to model medium- to long-term
trends of the Soviet economy; there is no attempt to forecast short-
term (1-3 year) cycles. It contains no behavioral relationships
(unlike other models of the Soviet economy such as SOVMOD). The
few estimated econometric relationships are either technical (such
as capital formation equations) or involve the regression of a vari-
able on time trends. Thus, the model is primarily an accounting
tool driven by a few key forecasting equations, and model dynamics
are relatively easy to understand. Because the model is primarily
an accounting framework, it is easy to generate alternative scenar-
ios by changing the roles of endogenous and exogenous variables.
Finally, SOVECON has been estimated from Soviet data and pro-
duces forecasts of values of Soviet variables such as net material
product produced and used. No reconstructed data from Western
sources (such as CIA estimates of Soviet GNP) have been used in
SOVECON'’s development. Thus, the model is ideally suited to test
Soviet five-year plans, as targets given in those plans are directly
applicable to the variables forecasted by the model.

There are six producing sectors in SOVECON:

a. Machinebuilding and metalworking;

b. Energy;

c. Nonfood Raw Materials;

d. Agriculture and Food Processing;

e. Nonfood Industrial Consumer Goods;

f. Productive Services (Construction, Trade, Transport and

Communications).

Each of these sectors is represented by a production function in
which capital stock is the sole input. An exogenous level of capital
productivity is multiplied by capital stock to determine output.
Output levels of the MBMW, agricultural, nonfood industrial con-
sumer goods, and productive services sectors determine the level of
national income produced. Production of these sectors determines
the levels of retail sales of food and nonfood consumer goods and
gross investment, which determine national income used (defense
machinery production also feeds into national income used, but the
growth of this variable is set exogenously). Demand for energy and
nonfood raw materials (strictly intermediate goods) is calculated, as
well as for labor; actual supplies of these goods is compared with
demand to observe emerging imbalances.

The MBMW sector is the heart of the SOVECON model. The
final outputs of this sector include defense machinery production
(determined exogenously by the analyst) and investment machinery
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production. The latter output serves to determine total gross in-
vestment through multiplying investment machinery production by
an exogenously forecasted share of investment in E&M in total in-
vestment. The distribution of gross investment across the six pro-
ducing sectors is exogenous. In each sector gross total investment is
converted into capital stock through sectoral capital formation
equations. Thus, as capital stock is the only input factor in sectoral
production functions, the analyst has the opportunity to observe
various impacts on the economy by changing the defense burden or
investment patterns, for example.

Trade flows also enter into each producing sector of the model
(except for productive services) as nonsocialist and socialist trade.
Trade balances in the socialist and nonsocialist sectors are exoge-
nous. Exports are tied to sectoral output, whereas imports are tied
to demand variables. Once the model generates demands for im-
ports, this demand level is compared to the allowable level deter-
mined by the exogenous trade balances and level of exports. If the
desired level of imports exceeds the allowable level, they are con-
strained. Thus, the level of nonsocialist or socialist imports is not
strictly endogenous, but the shares of various import subcategories
in total imports is endogenously determined. Whereas trade data
could be collected from Soviet sources only in dollars and trade
ruble values, conversion ratios were derived which allows the con-
version of these variables into domestic ruble values.®

The construction of SOVECON required the collection of the his-
torical data on the Soviet economy for the period 1960-85.5

Because capital productivity is exogenous, we have the opportu-
nity to experiment with the model to discover what sorts of produc-
tivities are necessary for the Soviets to meet their plans for net
material product (NMP) produced and used, total investment, and
consumer goods production. It is very important to note that in our
analysis of Soviet plan consistency in section III, the imbalance in
the demand for and supply of machinery was allowed to exist.
However, the model must force demand to equal supply, and in the
SOVECON framework investment in equipment and machinery is
a residual. Thus, any imbalance in the demand for and supply of
machinery will be absorbed by investment. Therefore, if a large im-
balance exists, investment will be low. One can mitigate the imbal-
ance and increase investment by increasing the capital productivi-
ty (and hence gross machinery output) in the MBMW sector.

We have let any imbalance in the demand for and supply of ma-
chinery impact on the production of investment machinery. The
Soviets could permit the imbalance to fall partially or wholly on
the production of consumer durables (an MBMW sector output). If
this happens, the growth of total investment would improve, but
the growth of national income used would be the same as when the
imbalance impacted in investment, in E&M, because growth of the
personal consumption component of national income used would be
lowered. Additionally, the target for consumer goods production

4 More information on the derivation of conversion ratios from dollars or trade rubles to do-
mestic rubles is available on request.

5 More information on the model’s structure and the historical data used to estimate the
model’s parameters can be found in Levine and Roberts, 1986.
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would not be met, thus imperiling the Soviets’ plans to increase
consumer satisfaction and, indirectly, labor productivity.

An important point to consider is that if investment in equip-
ment and machinery absorbs all the imbalance in the demand for
and supply of machinery, and total investment falls as a result, sec-
toral outputs of goods and services are little affected in the forma-
tion equations. The investment shortage would be felt more keenly
in the period 1990-2000. However, if the model included a labor
supply function in which labor productivity depended on the supply
of goods and services, and if the production functions had effective
labor supply as an input, then letting the impact of the machinery
imbalance fall on consumer durables would quickly affect labor
supply and hence sectoral production.®

B. RESULTS FROM USING THE SOVECON MODEL

In our initial runs with SOVECON we concluded that FYPXII is
so ambitious that it is inconceivable it will be fulfilled if defense
machinery production grows at its historical rate. Therefore, we
proceeded with our detailed simulations assuming only the “re-
duced growth” of defense machinery production discussed earlier.

Six scenarios were run on SOVECON, and a summary of results
are given in table 6. The first three scenarios (A-C) use official
Soviet investment targets, and the second three (I-ITI) use the au-
thors’ investment assumptions. Specifically, the share of invest-
ment in E&M in total investment was exogenously forecasted for
scenarios A-C according to the Soviet plan and for scenarios I-III
according to the authors’ forecast (note that this is a key forecast,
as it determines, in conjunction with available investment machin-
ery, total investment), and the share of MBMW investment in total
investment was made to correspond to the Soviet plan share for
_scenarios A-C and to the authors’ forecasted share for scenarios I-
IIL.

TABLE 6.—SUMMARY OF SOVECON MODEL SIMULATION RESULTS

[5-year growth rates, 1986-50)

MIP oy | Toa  MEMW  COE gy R&;’g
produced investment  investment production output %odﬁgt’aw
Soviet targets 24.6 221 23.6 80.0 269 30 1.2
Official Soviet investment shares scenar-
ios:
A. Historical sectoral productivities..... 135 2.6 10 454 10.8 319 ~28
B. Planned sectoral productivities........ 2.7 144 128 53.6 251 451 12
C. Plan compatible sectoral produc-
HIVIEES -evorvererrseensmsrnne e mnssions 284 20.1 233 68.2 21.5 55.7 59
Authors’ investment shares scenarios:
. Historical sectoral productivities...... 144 5.6 11.8 388 12.1 35.9 —28
Il. Planned sectoral productivities ....... 216 206 17.8 46.5 309 43.0 1.2

8 At present, the model is unable to simulate this process. Many attempts were made to esti-
mate a labor supply function when SOVECON was built; all were unsuccessful. Recent work has
involved attempts to estimate Cobb-Douglas production functions for the six producing sectors,
and in three cases the results were unacceptable. Successful estimation of production functions
for this model will likely involve the use of Bayesian techniques.
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TABLE 6.—SUMMARY OF SOVECON MODEL SIMULATION RESULTS—Continued
{5-year growth rates, 1986-90)

~

Required
Consumer d
NMP Total MBMW MBMW capital
produced  MPUSed jpectment investment prodo:;ftsion output %Odp%ﬁw
Iil. Plan compatible sectoral produc-
HIVILIES .oeonerrereenesenneermmesersenssnsnensns 286 22.0 21.6 51.2 37 453 20

Note.—Soviet targets taken from table 1. For explanation of investment share and scenario productivity assumptions, see text.

Additionally, scenarios A and I use historical trends in capital
productivity in the six SOVECON producing sectors, scenarios B
and II use sectoral capital productivities that are anticipated in the
Soviet five-year plan,” and scenarios C and III use capital producti-
vities identical to that for B and II except that capital productivity
in the MBMW sector has been increased to the point where the So-
viets can meet their targets for NMP used and total investment
growth (recall that sectoral capital productivities are exogenous
forecasts and, in conjunction with sectoral capital stock, determine
sectoral outputs).

It is clear that if historical trends in Soviet productivity continue
to 1990, the Soviets have no hope of meeting any of the targets laid
out in the five-year plan. Even when using the more reasonable in-
vestment assumptions of the authors’ forecast, the Soviet economy
comes nowhere near fulfilling the plan for NMP produced and
used, total investment, and consumer goods production.

If the Soviets can achieve the growth in sectoral productivities
they have determined that they need in the plan, then according to
the results of scenarios B and II they can fulfill or slightly exceed
the plan for NMP produced and consumer goods production. In the
case of scenario B, they fall far short of fulfilling the NMP used
and total investment targets. In the case of scenario II, they come
close to fulfilling the plan for NMP used but still come short of the
total investment plan.

Finally, scenario C indicates that a tremendous burst of capital
productivity in the MBMW sector is necessary (5.9 percent growth
over 1986-90 as compared with 1.2 percent growth projected by the
five-year plan and —2.8 percent growth based on historical trends)
for the Soviets to come very close to meeting the NMP used and
total investment plan. Scenario III indicates that with the more
reasonable investment assumptions made by the authors, a much
smalller growth is necessary (2.0 percent) to achieve the same
result.

A general pattern emerges from these results: NMP produced
growth is consistently much higher than NMP used growth, and
MBMW output is either close to or exceeds the planned target.

7 The Soviets have stated:

“For the first time in a number of five-year periods, a sharp increase in the effectiveness of
capital investments is envisaged. The rate of decrease in return on assets in the national econo-
my will be cut by more than 50 percent, and in the machinebuilding and light industry this
negative tendency of many year’s standing will be completely overcome.” (Ryzhkov 1986)

We accordingly halved increases in the capital-output ratios for all sectors except MBMW and
light industry. The ratio in light industry was given zero percent growth over 1986-90, and the
ratio in MBMW was given a —0.25 percent decrease per annum.
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First, model results are consistently characterized by high growth
of production in the intermediate goods sectors (energy and raw
materials) and much lower growth in the sectors which determine
levels of national income used. The agriculture/food processing and
nonfood consumer goods sectors grow at a fairly slow pace, and in-
vestment also grows slowly even though MBMW output might be
growing quickly due to the process discussed above. The implica-
tion is that FYPXII will lead to structural imbalances in produc-
tion and investment that result in the accumulation of inventories
of intermediate goods and deficits of goods delivered to final
demand. Second, very high growth is allocated to the share of in-
vestment in E&M in total investment in both the plan targets and
the authors’ forecasts. Whereas machinery production might rapid-
ly climb, thus causing investment in E&M to also rise quickly, a
rapidly rising share of investment in E&M in total investment will
negate the impetus given to total investment by rapidly rising in-
vestment in E&M. Thus, total investment does not rise much even
as machinery output does, and the plan for NMP used and total
investment is underfulfilled even as the plan for machinery output
and NMP produced is met or overfulfilled. The model is simply
making too rigid a real complementarity in the Soviet economic
system, that of investment in E&M to total investment.®

The scenario simulations serve to reinforce the argument that
the XIIth five-year plan is inconsistent and infeasible. Aside from a
burst of hidden inflation, which is entirely conceivable given the
incentives emerging in Gorbachev’s reforms, we cannot see how the
main targets of the plan will be fulfilled. In the tests in section III,
a large machinery shortage was shown to emerge over 1986-90; in
this section, this inconsistency impacted in the model’s framework
by serving to hold down investment rates through suppressing
available supply of investment machinery. The necessary sectoral
productivity in the MBMW sector for NMP used and total invest-
ment targets to be met in either scenario C or III is not likely to be
attained. In fact, all sectoral productivities projected by the five-
year plan will be very difficult to achieve, as they represent an un-
precedented departure from trends that have developed over the
past twenty years. It could be that the Soviets anticipate a shorten-
ing of the lags in which investment is converted into producing
capital stock and thus foresee a huge burst of capital coming on
line over 1986-90. However, this is also an ambitious target which
would require major changes in Soviet economic behavior.

It is not the intention of this paper to assess the ability of Gorba-
chev’s government to bring about sufficient change through eco-
nomic reform or other measures in order that these productivity
targets or changes in capital formation lags be met. However, for
this five-year plan to be feasible, such change must occur very
quickly and must be sustained over the entire period. Any produc-
tivity gains that are brought about by increased worker discipline
and installation of unused equipment are short-term gains only,

8 This feature can be attributed to the manner in which gross investment is derived in the
model; no mechanism has been built in that allows for a lowering of the share of investment in
E&M in total investment if total investment is very low, and we hope to incorporate an algo-
rithm that would do this in SOVECON in the future to simulate more realistically actual eco-
nomic processes.
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and must be followed by improved technological responsiveness and
other changes which will ensure long-term productivity increases.
Such long-term changes will be more difficult to bring about than
short-term changes. Similarly, any shortening of investment lags
brought about in the short run by decrees from above and greater
managerial discipline must be sustained in future by fundamental
changes in the Soviet system that encourage such efficient behav-
10r.
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Gorbachev realizes that turning the economy around is a diffi-
cult and long range task. He has outlined very ambitious growth
goals, but has yet to develop a consistent plan of action to achieve
them. Many of the policies unveiled to date are repeats or exten-
sions of past ideas. What is new is the vigor with which the current
program is being pushed. Over the next few years more dynamic
leadership and mobilization of effort may prompt faster rates of
economic growth, even if Gorbachev’s high priority industrial mod-
ernization program gets off to a slow start or falters. Still, industri-
al modernization is the key to Gorbachev’s ultimate success or fail-
ure. If his modernization program does not result in the develop-
ment, production and assimilation of substantial quantities of high
quality, sophisticated equipment, the gap between Western and
Soviet technology is likely to widen during the 1990’s. This could
bring increased risk to the General-Secretary’s power and author-
ity, especially as the military leadership grows increasingly impa-
tient with the lack of progress and the lack of an increased re-
source commitment.

Gorbachev, who is now engaging in a fair amount of improviza-
tion, probably hopes to have a comprehensive and detailed game-
plan in place by the end of the decade to be implemented during
the 13th and 14th Five-Year periods (1991-2000). In the meantime,
he will most likely keep his options open; trying a variety of poli-
cies—keeping what works and rejecting what doesn’t. Gorbachev is
developing policies to help the existing system better meet its po-
tential, but his sanctioning of debate on such sensitive economic

*Office of Soviet Analysis, Central Intelligence Agency.
(54)
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issues as bankruptcy, unemployment and prices more reflective of
market forces indicates that he is keeping the door open to the pos-
sibility of systemic reform should he view it as necessary and feasi-
ble in the future.

I. SETTING THE SCENE

In the 21 months since becoming General-Secretary, Gorbachev
has made it clear that economic re-vitalization is the primary goal
of his regime. The new Soviet leader has inherited an economy
where total factor productivity continues to decline, despite at-
tempts since the early 1970’s to improve efficiency and offset the
drag caused by a slower growing labor force and the spiralling
costs of critical fuels and raw materials. Even though industrial
performance has improved somewhat during the last couple of
years, Gorbachev believes that economic growth must accelerate
far above its 2 percent average annual growth of 1981-85 to ade-
quately address the increasing demands of defense and the con-
sumer while generating enough investment to re-tool the country’s
obsolescing industrial base. He seems to realize that achieving such
rapid growth will require substantial improvements in the econo-
my’s capability to create and use new technologies.

II. AMBrrious GoaLs

The imperative of accelerated economic growth is made clear in
the economic plan for 1986, the economic plan for 1987, and the
Five-Year Plan for 1986-90 with guidelines to the year 2000 (see
figure 1). The economy is to grow at an average annual pace of
about 4.5 percent during 1986-2000—4 percent for the rest of this
decade, followed by rates greater than 5 percent during the 1990’s.
Growth in the vital industrial sector is to follow much the same
pattern rising from the 2 percent average annual pace of 1981-85
to 4.6 percent in 1986-90 and then faster in the 1990’s. Both invest-
ment and machinery production—critical forces to push economic
growth—are to increase at an average annual pace during the 12th
Five-Year period that is substantially higher than achieved over
the past decade.! All output gains are to come from increased labor
productivity—high and accelerating rates of economic growth must
be achieved with no growth in labor inputs. Such “intensive”
growth is not a new goal, but past campaigns to improve productiv-
ity have been largely ineffective.

! See Pravda, 4 March 1986 and 19 June 1986.
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IT1I. OVERALL STRATEGY

The published economic plans, as well as past speeches by Gorba-
chev and his lieutenants, suggest a three phase strategy to achieve
these ambitious growth goals:

PHASE 1

The lethargic economy is to receive an immediate boost through
the more efficient use of existing resources—primarily renewed
emphasis on discipline, temperance, less waste, conservation of
fuels, metals and other materials, improved worker effort, and
placement of allies into key management positions in the economic
bureaucracy. Additional gains are to come gradually from organiza-
tional changes—most notably the various measures to speed inno-
vation by bringing R&D closer to the production line and the ‘“co-
ordinating bodies” to improve management and performance in the
key sectors of machine building, energy, construction, agriculture
and foreign trade. Performance also is to be aided by the industry-
wide adoption in 1987 of the industrial management experiment
begun in 1984 that gives more operational autonomy to enterprises.
Furthermore, ministries are to be gradually moved to a system of
self-financing where their enterprises pay a percentage of profits to
the state and finance their operations without support from the
central budget. These individual behavior and institutional adjust-
ments—human factors—are supposed to contribute almost Y of
the labor productivity increase planned to support economic
growth over the next five years (see figure 2).2

2 See “Basic Guidelines for the Economic and Social Development of the USSR for 1986-90
and the Period Through the Year 2000”, Pravda, 9 March 1986.
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PHASE II

More than two-thirds of the planned increase in economic output
during 1986-90 is to be achieved by substituting new machinery for
labor—especially in relatively low technology activities that
employ large numbers of manual workers such as materials han-
dling. In his speech to the 27th Party Congress in March, 1986
Prime Minister Ryzhkov indicated that such substitution would
have an impact equivalent to adding 20 million people to the work
force by 1990. With the work force expected to increase by only
about 3.2 million people during 1986-90, this substitution—if suc-
cessful—would provide the major source of economic growth for the
rest of the 1980’s.? To implement this strategy Gorbachev intends
to increase the share of investment resources going to plant ren-
ovation, rather than new construction. Rubles that in the past
were spent erecting buildings and structures will now be redirected
toward re-tooling existing facilities with new machinery (see figure
3).

3 For labor force projections, see Stephen Rapawy and W. Ward Kingkade, “Estimates and
Projections of the Labor Force and Civilian Employment in the USSR: 1950-2000", Center for
International Research, Bureau of the Census, Washington, D.C., September, 1986, p. 7.
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PHASE II1

Gorbachev bases his hopes for further increasing growth in the
1990’s on the success of the “Scientific and Technological” revolu-
tion he envisions for the economy. He made this clear shortly after
becoming General-Secretary, declaring in April 1985 that “S&T
progress in the majority of industries is flagging; developing in an
evolutionary way when what is needed is revolutionary change.” ¢
In other words, simply improving existing technologies will not re-
capture past rates of rapid economic growth and may jeopardize
the economy’s capability to match the quickening pace of produc-
tivity gains in the industrial West. To achieve an S&T Revolution
Gorbachev has ordered a crash program to re-tool civilian machine
building—the sector that must produce the new and better equip-
ment necessary to modernize the rest of industry. During the 12th
Five-Year Plan period investment in civilian machinebuilding and
metalworking (MBMW) is scheduled to increase by 80 percent over
its 1981-85 level.> Special emphasis will go to the same high-tech
areas of MBMW that are leading modernization campaigns in the
West—the machine tool, computer, electro-technical and electron-
ics industries. Gorbachev hopes that large investments in these in-
dustries today will pay back in the 1990s with increasing output of
high-technology equipment to modernize the economy.

IV. FroM STRATEGY TO IMPLEMENTATION—MISSING LINKS

Published economic plans and speeches of the leadership give the
impression that Gorbachev has not developed a detailed blueprint
to implement his economic strategy. Moreover, the plans and
speeches are marked by questionable linkages, omissions, and in
some cases inconsistencies that may indicate ongoing debate and
tension about appropriate economic policies.

—Plans for long-term growth rely largely on a re-tooled indus-
try—by 1990 about one-third of the present stock of machin-
ery is to be “new”—but the ambitious industrial output
goals for 1986-90 do not allow for the necessary down-time
for enterprises to install new equipment and learn to use it.

—The plans for rapid acceleration of machinery output conflict
with plans for breakthroughs in machinery quality. Ma-
chines that are “new” and “revolutionary” cannot be devel-
oped, produced and assimilated in a hurry.

—Moscow has announced that enterprises are to be given
greater scope for decisionmaking, but has also made it clear
through recent firings that Ministry and Party officials con-
tinue to be held responsible for enterprise performance. As a
result, these officials are unlikely to willingly relinquish
much of their operational control. And even if they did, it is
still not clear that enterprise performance—measured by
output and quality criteria—would improve without over-
hauling incentives and changing the price system.

A 4 D{Iikg};lgsﬂ Gorbachev in speech at a plenary meeting of the CPSU Central Committee on 23
pril, 1985,

5 Report by N. Ryzhkov, “On the State Plan for Economic and Social Development of the
USSR for 1986-90", Pravda, 19 June 1986, p. 2.
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—The plans imply that Siberia will continue to be developed
on a priority basis, while at the same time resources for new
construction—vitally needed in Siberia—will be cut back
drastically throughout the economy. However, the continued
planned development of Siberia’s energy resources will re-
quire massive new construction—an “extensive” growth
project at direct odds with the “intensive” growth strategy.

—The Five-Year Plan goals for saving energy, metals, and
other materials are sharply higher than the lower levels of
savings realized during 1981-85. Their achievement would
require substantial changes in the energy and metal intensi-
ty of the capital stock, but the long lead times necessary to
design and produce energy- and material-efficient equipment
make it highly unlikely that greatly increased savings could
be realized this decade.

—The published economic plans imply ambitious goals for in-
creased production of consumer goods, but Premier Ryzhkov
suggested in his speech to the 27th Party Congress some re-
duced priority for the consumer when he said the share of
consumption in national income will fall in 1986-90.6

—The investment target of the 1986 plan is sharply higher
than investment planned for 1987 and the average annual
pace scheduled for the 1986-90 period. If the 1986 target is
achieved, investment will have to slow considerably during
1987-90 to stay within the Five-Year Plan guidelines. How-
ever, the targets for machinery output—the main provider of
investment goods needed for industrial modernization—indi-
cate faster growth in 1987-90 than in 1986, a pattern not
consistent with slower growth of investment.

—The Five-Year Plan goal for growth in energy investment of
about 6 percent per year is clearly out of line with the in-
vestment growth targets in the 1986 plan of 31 percent for
oil extraction, 27 percent for coal and 24 percent for electric
power.”

Besides apparent inconsistencies and contradictions in the plans
and speeches, important parts of Gorbachev’s game plan have not
been revealed. Notably limited are details of Moscow’s plans for
such critical areas as the branch structure of industrial investment
and foreign trade.

While these omissions and contradictions suggest Gorbachev is
having some difficulty figuring out how to achieve his goals, politi-
cal obstacles may also be restricting the General-Secretary’s capa-
bility to push his program. By the time Gorbachev entered office in
March 1985 the drafting of the 1986-90 plan was far advanced. It is
possible that after repeatedly remanding the Five-Year Plan for re-
visions, Gorbachev ran out of time before the March 1986 Party
Congress and allowed publication of a Five-Year Plan for form’s
sake, with the intent of actually relying on annual plans to imple-
ment his own policies.

& N. Ryzhkov, “Report on the Basic Guidelines for the Economic and Social Development of
the U.SS.R. for 1986-1990 and the Period through the Year 2000.” Pravda, 4 March 1986.
N7 Speg:h 109% 5the 1986 plan by State Planning Committee Chairman N. Talyzin, Tzvestiya, 27
ovember .
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Such a strategy also gives Gorbachev greater latitude to try a va-
riety of policies—keeping what works and rejecting what doesn’t.
Moreover, it allows him to delay and perhaps avoid a hard decision
over defense-civilian resource allocations. The military appears to
have bought into Gorbachev’s program to modernize the civilian
economy—at least for the time being—out of the belief that defense
will be a major long term beneficiary. Because of large investments
in defense facilities over the last decade the military is well posi-
tioned to accommodate a shift in resources to civilian machine
building over the next couple of years.® During the late 1980’s,
however, the Soviets will have to begin installing the new machin-
ery in defense plants required to produce the weapons systems of
the 1990’s. If by that time Gorbachev’s high priority industrial
modernization program has not paid off with enough good, new ma-
chinery for both defense and civilian uses, he may have to make a
hard, and politically risky, decision between guns and butter.

V. EMPHASIZING BETTER IMPLEMENTATION OF PAST PROGRAMS

Despite Gorbachev’s rhetoric, which includes calls for “radical
reform” and “profound transformations,” many of his policies an-
nounced to date are repeats or extensions of past ideas. Moderniz-
ing industry by renovating plants instead of building new ones has
been a high priority for more than 15 years. Organizational
changes to strengthen the hands of central planners while giving
more operational autonomy to enterprise managers, as well as to
speed technological change by bringing R&D closer to the produc-
tion line, have been tried in various forms since the Kosygin re-
forms of 1965. Even Gorbachev’s call for a “scientific-technological”
revolution is not new, but was a main Brezhnev theme.

What is notably new about Gorbachev’s current program for the
economy is the vigor with which it is being pushed. Gorbachev has
already made impressive gains in replacing managerial deadwood
throughout the economic bureaucracy with younger, handpicked
allies. He has created an air of momentum and expectation that
may enable him to be more successful than his predecessors in im-
plementing the current brew of “old” policies (see below). Certain-
ly, the level of waste and inefficiency in the Soviet economy is so
high that Gorbachev’'s no-nonsense approach and dynamic manage-
ment style could prompt significant increases in economic output—
at least for awhile.

8 For further information see ““Allocation of Resources in the Soviet Union and China—1985";
Hearing before the Subcommittee on Economic Resources, Competitiveness and Security Eco-
nomics of the Joint Economic Committee; U.S. Congress, March 19, 1986. (Senate Hearing 99-
252, Part I1.)
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The Gorbachev Program

Policies dﬂtecxtad'evhas umeiled to date enphasize acceleration of econamic growth through investment
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Gorbachev’s order to drastically increase investment in civilian
machinebuilding is meant to improve the “staying power” of his
program. But, while increased resources to this sector seem essen-
tial if Moscow is to come close to realizing its ambitious industrial
modernization goals, the strategy risks an investment squeeze (see
figure 4). The 12th Five-Year Plan has announced that energy in-
vestment will increase 35 percent during 1986-90. With investment
in agriculture and its associated industries scheduled to continue to
receive one-third of all investments, other critical sectors, notably
metallurgy, construction materials, and transportation, may be
shortchanged thus threatening production bottlenecks. If the con-
sumer also gets short shrift in investment allocation—a likely de-
velopment given tightening resource constraints—resulting con-
sumer discontent could counter efforts to raise labor productivity.
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VI. RoADBLOCKS TO MODERNIZATION

Ridding the economic program of inconsistencies and contradic-
tions will not, by itself, spell smooth sailing for industrial modern-
ization—the centerpiece of Gorbachev’s strategy to revitalize the
economy. Gorbachev’s high expectations for MBMW raise doubt
about the feasibility of his ambitious modernization goals. For his
strategy to succeed, the civilian MBMW sector must be able to
absorb a very large amount of investment—80 percent more invest-
ment is planned in 1986-90 than achieved in 1981-85—in a very
short time. Moreover, it must change the structure, mix and qual-
ity of its output to a degree unparalleled in Post-World War II
Soviet history. New machines must be tailored to meet the unique
needs of plants being remodeled—a difficult task for an industry
accustomed to manufacturing large lots of a small variety of equip-
ment for use in plants being constructed under highly standardized
designs. As recently as 1980 an authoritative Soviet journal report-
ed there are practically no machine building enterprises where
end-user plants can place orders for non-standardized equipment or
technology.? Indeed, the unrealistic demands on Soviet machine
builders may impel them to sacrifice innovation for cosmetic
change and reproduce the same output mix that has prevailed for
years—only faster and perhaps in a more slipshod manner.

There is some evidence that this is already happening. In 1986,
eight of the eleven civilian machinebuilding ministries were criti-
cized by the Central Statistical Administration (CSA) for not meet-
ing delivery goals. Soviet government reports and high level offi-
cials, including Politburo member Zaykov, have indicated machine
builders have not been meeting their targets for improving qual-
ity.1° The apparent poor quality of machinery being produced
limits the prospects for improving productivity in the receiving in-
dustries.

Moreover, the age and condition of plants in Soviet industry
brings into question the feasibility of trying to modernize through
renovation. Modern equipment requires facilities that have a broad
assortment of heating and ventilation features. Most old buildings
would have to be gutted or torn down and built again to accommo-
date such equipment. This is especially relevant to the thickly pop-
ulated regions of the European U.S.S.R., the Urals, and the Donets
and Dneper Basins—the old industrial core of the Russian empire
which accounts for about 75 percent of industrial production.

Another obstacle to modernization through renovation is the
poorly performing Soviet construction industry. Construction firms
have always resisted doing renovation work because it is less prof-
itable than new construction. Even if the incentive system were
changed, construction enterprises would still be ill-equipped to
carry out renovation work because they do not have sufficient
quantities of needed equipment—a notable example is the shortage
of mobile lifting and transport equipment that is necessary to re-
arrange existing industrial work space. The equipment they do

9S.A. Kheinman, “Orghanizatsionno-strukturnye factory ekonomicheskogo rosta,” Ekono-
mika: organizatsiia promyshlennogo proizvodstva, 1980, no. 6, pp. 56-82.
10 See Pravda, 9 July 1986, p 2; and Pravda 9 August 1986, p. 2.
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have is largely obsolete. The condition of the construction industry
is even leading some Soviets to publicly question the feasibility of
modernization goals. For example, the First Secretary of the Volgo-
grad Obkom declared in his speech to the Party Congress on 28
February, 1986 that the projects planned for his oblast for the 12th-
Five-Year period exceed the capabilities of local construction orga-
nizations to implement.!!

With domestic industry strained toward its limits, Gorbachev
will undoubtedly press Eastern Europe to provide more and better
quality machinery and will probably look to the West for technolo-
gy and equipment in selected sectors—for example energy, micro-
electronics and telecommunications—where no good supply alter-
native exists. Significant help from machinery imports, however, is
in doubt:

—Moscow probably can not compel a significant increase in
the supply of quality equipment from East Europe, since
most CEMA countries are already economically hard-pressed
and will need to maintain or increase their exports of ma-
chinery to the West to meet their international financial ob-
ligations.

—Lower hard currency earnings from oil exports are causing a
decline in Moscow’s hard currency import capacity. It is
likely that during the 12th Five-Year period imports will fall
by as much as one-third from their 1984 level.!2 This will
force difficult decisions regarding the relative priority of ma-
chinery imports and food imports, and could slow the pace of
industrial modernization.

—Chronic problems assimilating and diffusing foreign technol-
ogy will continue to limit the benefits of the equipment the
Soviets are able to import.

It is also doubtful that the S&T revolution which Gorbachev en-
visions will result in large quantities of high technology equipment
coming off Soviet production lines in the 1990’s. Creating and effi-
ciently using new technologies is something the Soviet system has
never done well and has become progressively less able to do as the
economy has grown in size and complexity. Today, the development
of sophisticated automated technologies is a rapidly changing and
high risk business: the pace of improvements in high technology
products and production processes in the West is increasing rapid-
ly, owing largely to the free flow of information and competitive
pressures in Western market economies. In the Soviet economy,
where performance is judged by achievement of centrally imposed
short-term output goals, the rapid creation and widespread assimi-
lation of sophisticated technologies—let alone product improve-
ments—may be incompatible with any system of management and
rewards that the Gorbachev regime is willing and politically able
to implement. The relative successes of the Soviet defense indus-
tries in the past have resulted primarily from their priority access
to scarce high-quality resources and the willingness of the regime

11 Speech by V.I. Kalishnikov, First Secretary of Volgograd CPSU Obkom, at 28 February
1986 morning session of 27th CPSU Congress. Published in 2 March 1986 Pravda, p. 3.
12 See Joan McIntyre, “The U.S.S.R.’s Trade and Payments Position,” in this compendium.
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to ignore the high cost of success—a condition that can not be ap-
plied economy-wide.

VII. PrROSPECTS

Gorbachev realizes that turning the economy around is a diffi-
cult and long range task. Over the next few years, vigorous leader-
ship and mobilization of effort should provide enough increased
output to allow him to claim that things are gradually getting
better, even if the industrial modernization campaign gets off to a
slow start or falters. And with the luck of better weather, agricul-
ture could improve enough for Gorbachev to actually achieve his
very ambitious growth goals for a year or two. Conversely, continu-
ing bureaucratic resistance and a couple of years bad luck with the
weather could make achieving these goals difficult.

The key to Gorbachev’s ultimate success or failure, however, is
industrial modernization. Unless his modernization strategy takes
hold, and substantial quantities of new, better and more sophisti-
cated equipment are produced and assimilated, the gap between
Western and Soviet technology is likely to widen, bringing in-
creased risk to the General Secretary’s power and authority, espe-
cially as the military leadership grows increasingly impatient with
the lack of progress and the lack of an increased resource commit-
ment.

Gorbachev undoubtedly hopes to have a comprehensive and de-
tailed game plan in place to be implemented during the 13th and
14th Five Year Plan Periods (1991-2000). In the meantime, he will
probably continue to improvise and keep his policy options open.
Recently, for example, he has sanctioned debate about the use of
more flexible pricing and the role of bankruptcy and unemploy-
ment in a socialist economy, while at the same time warning East
European economies not to succumb to the glitter of market orient-
ed reforms. This strategy seems pragmatic. He is developing poli-
cies to help the existing system meet what he sees as its potential,
while keeping the door open to the possibility of systemic reform
should he view it as necessary and feasible in the future.
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I. SuMMARY

The promotion of technological progress is central to Gorbachev’s
goal of “accelerating the social-economic development” of the coun-
try. Like his predecessors he criticizes the technical and manageri-
al personnel for the inadequate technological attainment of the
nation, but unlike them, he lays much of the blame on the econom-
ic mechanism as well. He has therefore called for a radical “re-
structuring” of the entire economy and society. This paper deals
with one part of his extensive program, the organizational restruc-
turing of the state sector and the private sector of the economy.

In the reorganization of the state sector the redistribution of au-
thority between senior and junior organizations is to be governed
by the principle that the senior organization should concentrate on
long-term strategic planning, while the junior organization should
be free to operate independently in its realm of responsibility. The
principle is designed to guide the restructured relationships be-
tween Center and Ministry, and between Ministry and Enterprise.
In both cases the senior must avoid the “petty tutelage” of the
junior. While Gorbachev brings to the task more energy and deter-
mination than his predecessors, there are no compelling reasons to
expect that the forces that have frustrated similar efforts in the
past will not do so again.

The encouragement given to the private sector, however, goes
well beyond what had been tried in the past. Although it will con-
tinue to be limited in scope, compared to some other socialist coun-
tries, it may be expected to provide a significant benefit to the

*Brandeis University and Russian Research Center, Harvard University.
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economy, particularly to consumer welfare. Gorbachev’s state-
ments, however, contain elements that might one day serve as the
basis of a new three-sector model of a Soviet economy in which the
private sector (along with the state and household sectors) plays a
major, though not a dominating, role. Those elements are the free
sale of overplan output by state enterprises, the stability of norma-
tives, and the expansion of voluntary cooperatives. There is no
basis at present for forecasting that Gorbachev intends to take the
risk of moving in that liberalizing direction, but if he should do so,
the three-sector model is the most probable direction of change.

II. INTRODUCTION

The goal that General Secretary Gorbachev has set for his ad-
ministration is the “acceleration of social-economic development.”
To propel the nation toward that goal he has called for a “radical
restructuring” of the entire society and has invited public criticism
of the institutions and practices of the past. Extensive personnel
changes have been made and the structure of investment has been
greatly altered. New organs of economic administration have been
founded, old organs have been combined or eliminated, and whole
sectors such as agriculture, construction, light industry and foreign
trade have been reorganized. The distinction between legal and il-
legal private economic enterprise has been made more precise with
the intention of encouraging the former and discouraging the
latter. Many more measures are waiting in the wings, including
new statutes governing the operation of the enterprise, the system
of price formation, and the organization of wholesale trade.

After the 27th Party Congress many observers abroad remarked
on the contrast between the boldness of the new government’s rhet-
oric and the timidity of its actions. Others urged a wait-and-see
stance, arguing that the General Secretary needed more time to
consolidate his political position before he could undertake a course
of action consistent with his words. From the perspective of the
year’s end it now appears that the latter were closer to the mark.
There is now good reason to expect that when Gorbachev finally
gets all his ducks lined up, the economy and society will have been
restructured to a degree unparalleled since 1957 when Khrushchev
abolished the ministries entirely and replaced them with territorial
economic councils.

The question that will eventually have to be answered is to what
degree will Gorbachev’s restructuring have succeeded in attaining
his objective of accelerating the rate of economic growth. Perhaps
an answer to that question will be offered in the next Joint Eco-
nomic Committee volume three years from now, when the full pro-
gram will have been in operation for some time. Even a full-dress
review of the actions that have been taken so far will soon be out
of date, with so many major measures still to be published. The
more modest purpose of this paper is to offer a few observations on
some aspects of the program as it has unfolded thus far and on the
directions that it might take in the future.



T2

IT1. THE CENTRALITY OF TECHNOLOGICAL PROGRESS

It is not just any kind of economic growth that Gorbachev wishes
to accelerate but growth of a particular kind; namely, growth based
on the ‘“intensification of production on the basis of scientific-tech-
nical progress.” ! His conception of the nature of the problem of
promoting technological progress in the USSR, as presented in his
account of the Briansk Machinebuilding Plant, is the conventional
one. The reconstruction and reequipment of that enterprise is now
half completed, and it has been disclosed that the newly installed
equipment is already partly obsolete. But most of all, the new loco-
motive that the plant is designed to produce eventually is also ob-
solete; a more efficient model has already been designed and tested.
“Unfortunately,” he remarks, “many scientific discoveries and im-
portant inventions lie around for years, and sometimes decades,
without being introduced into practical application.”

That is a longstanding theme in the literature. How longstanding
it is can be seen from the following report to a preceding Party
meeting:

Many leaders of industrial and transportation enterprises undervalue the impor-
tance of new technology; they don’t work at improving it further or at mastering
the production of new machines, materials and products. Highly valuable inventions

and product improvements often lie around for years in the scientific research insti-
tutes, laboratories and enterprises, and are not introduced into production.

The date was February 15, 1941.2 The occasion was the report by
Georgii Malenkov to the 18th Party Conference, the last general
Party meeting before the Nazi invasion, forty-six years ago.

It is evident that the Party leadership’s conception of the nature
of the problem has not greatly changed. The continuity of both the
problem and the perception of it over so long a period is cogent evi-
dence that the source of it is deeply rooted in the structure of the
economic system.

What one does about a problem depends on what one regards as
the cause. Gorbachev expresses his view as follows: “The basis of
these attitudes to new things is often the ambitions of some groups
of scientists; a bureaucratic hostility to ‘foreign’ (chuzhim) inven-
tions, and the lack of interest by producers in implementing them.”
That view of the cause also has a long history; Malenkov criticized
the “conservatism” of managers and called for an end to “tail-drag-
ging (khvostistskomu), which is essentially an opportunistic atti-
tude toward new technology.” The two officials are correct to note
that such conservative attitudes are to be found in Soviet institutes
and enterprises, but that does not signify that that is the source of
the problem. For if it were, one would expect such attitudes to be
absent, or at least less salient, in economic structures that are
highly innovative, such as the advanced capitalist economies. How-
ever, the western literature on innovation also regards managerial
conservatism in capitalist countries as a major obstacle to techno-
logical progress. One hears about the problem of the “NIH syn-
drome,” where the term means “Not Invented Here,” rather like
Gorbachev's chuzhim inventions. Hence Soviet personnel are not

1 Report to the 27th Party Congress, Ekonomicheskaia gazeta, No. 10, March 1986. All quoted
statements by Gorbachev not otherwise footnoted are from the Report.
2 Jzvestiia, February 16, 1941,
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distinctive in their conservatism; that is not the heart of the Soviet
problem. Such conservatism is very likely the normal property of
large organizations everywhere. What distinguishes the more inno-
vative from the less innovative structures is the set of forces that
act to overcome such conservatism, forces that include strong posi-
tive incentives for innovation and negative sanctions for the non-
innovative organization.

The implication of the foregoing is that Gorbachev continues the
long line of Soviet political economics that blames the managers
for the deficiencies of the system. It also raises doubts about the
benefit to be gained from wholesale changes of personnel; if it is a
systemic rather than a psychological matter, the new people are
likely to make the same kinds of decisions as their predecessors
had learned to make.

However, while Gorbachev continues the tradition of blaming the
personal qualities of managers, he departs from the tradition by as-
serting that the structure of the system itself is also to blame.
More than any preceding Party leader except perhaps Andropov,
Gorbachev calls attention to the need for profound changes in the
economy. Not only does he reintroduce the term “reform’ but he
equates “the word restructuring with . . . a genuine revolution in
the elntire system of relations in society, in the minds and hearts of
people.” 3

The General Secretary has come a long way from the Stavropol
Obkom Secretary called up to Moscow a few years ago. The call
came not because he was known then as a radical reformer. He
must have been known rather as a man who could knock heads to-
gether and get things done. It is difficult to imagine that a man
could have risen so high in the Party bureaucracy, and in the proc-
ess survived so many nomenklatura reviews of his ideological con-
victions, while remaining a closet radical in his deepest convictions.
The realization that radical reform was required must have come
to Gorbachev from his recent experience in the Center, and from
exposure to the ideas of people like Zaslavskaia and Aganbegian. I
suspect that beneath it all, however, he still thinks, with Malenkov
and all politicians who have to deal with economics, that the basic
problem is with people. If people only had the right attitudes, the
system would work quite well. He turns to a revolutionary restruc-
turing of institutions not with enthusiasm but with resignation, be-
cause the people are inadequate to the perfectly good old system. If
this is a correct interpretation of Gorbachev’s disposition, the re-
stfructulrl'ing in its final form may turn out not to be that radical
after all.

IV. THE STATE SECTOR

The formula for the organizational restructuring of the state
sector is “the union of centralism and the independence of econom-
ic organizations.” ¢+ That formulation has a long history in Soviet
discussions of economic reform, and the reaffirmation of the com-
mitment to centralism makes it clear that it is within-system

3 Khabarovsk speech, Pravda, Augustp2l, 1986. i

+ Report to the 27th Party Congress, kaia gazeta, No. 10, March 1986.
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changes that are intended. In the manner of past reforms, the pur-
pose is to improve the operation of the central planning mecha-
nism and not to dismember it.

The emerging pattern of restructuring involves two sets of orga-
nizational relationships; center-ministry and ministry-enterprise.

CENTER-MINISTRY

Central control is being strengthened in some respects and re-
duced in others. It has been strengthened first by the establish-
ment of new Central organizations like the State Committees on
the Agro-Industrial Complex and on the Computer Industry, and
new Bureaus of the Council of Ministers like those on Social Devel-
opment and on the Machinebuilding Industry. It is to be strength-
ened, secondly, by concentrating Central effort on (1) the coordina-
tion of activities that cut across ministry boundaries, and (2) major
issues of general policy. Gosplan, for example, is to be released
from work on current economic questions and to serve instead as a
“general staff of the economy” dealing only with long-run planning
problems and major allocational issues.

Central control is to be reduced, on the other hand, by “putting
an end to the practice of interference by the Center in the oper-
ational activity of lower-level economic units.” This presumably
means that the Central bodies must refrain from interfering in de-
cisions that are properly the responsibility of the ministries and for
which the ministries are to be held accountable. The Politburo, for
example, should no longer occupy its time with such detailed oper-
ational questions as whether trucks should be used in bringing in
the harvest in Kazakhstan.s

These measures have been interpreted by some western analysts
to signify an increase in centralization, at the expense of the minis-
try. As I see it, the measures are better viewed as a redistribution
of functions between Center and ministry, the Center exercising
more authority over major policy matters, but the ministry now
given more authority than it had before on matters internal to its
own operation.

These measures are consistent with general principles of good ad-
ministrative practice in hierarchical organizations. If they are im-
plemented they should improve central management to some
degree.® There is reason to question, however, whether the Center
will indeed voluntarily transfer significant decision-making power
from itself to the ministries.

CENTRALIZATION OF POLICY DECISIONS

There is a certain asymmetry in the way analysts (both Soviet
and western) evaluate changes in the economic mechanism on the

5 See any recent report in Pravda of the Politburo agenda for evidence of the detailed involve-
ment of the Politburo in minutiae of the economy.

8 If the Center does in fact continue its ‘petty tutelage” over the ministry while compelling
the ministry to reduce its detailed control over enterprises, the resulting redistribution of au-
thority may be described as a “squeezed baloon.” Power is transferred both upward to the
Center and downward to the enterprise. A change of that kind could properly be described as
“increasing both centralism and the independence of enterprises,” a concept that some observ-
ers Eegard as self-contradictory. It is self-contradictory only if one has a two-level hierarchy in
mind.
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one hand and changes in policy decisions on the other. With re-
spect to the organizational matters that are the subject of this
paper we do not strive to evaluate actual decisions but rather the
way in which they are made; is a particular class of decisions (e.g.
local substitutions among inputs) best made at the central level, or
at the ministry or enterprise level? In the case of policy decisions,
however, we tend to evaluate the policies themselves—is it wise to
double the volume of investment in machinebuilding in the 12th
Plan?—and give no attention to the way in which the policies are
decided upon. However, excessive centralization of policy decisions,
like excessive centralization in the economic mechanism, can great-
ly decrease the efficiency of the system.

Consider Gorbachev’s decision to increase the proportion of new
investment to be directed toward the renovation of existing enter-
prises rather than to the construction of new enterprises. Some
very smart economists have urged this policy and they are very
likely right; on balance the economy may be better off with the
new policy. The question I wish to raise is whether a policy deci-
sion of this kind is the best way for an economic system to do busi-
ness.

One way in which a centrally planned economy might manage
the process of capital expansion would be by means of a general
Rule of Calculation. The Rule would be used, for example, in decid-
ing whether a five percent increase in aluminum production is
most efficiently secured by the renovation of existing plant and
equipment or by the construction of a new enterprise. The Rule
would require many factors to be taken into account, such as the
rate of technical advance in the industry, the age structure of the
existing capital stock, the forecast of future technical advance, and
so forth. The Rule would be sufficiently general to be applicable to
all decisions in all industries and enterprises, but the answer is
likely to differ from case to case. In industries that anticipate rapid
technical advance the Rule is likely to favor replacement of the
older equipment, other things equal; but where technology has sta-
bilized, the Rule might favor the construction of a new plant. The
value of the Rule is that the decision in each case takes account of
the special conditions of that case.

Gorbachev has not employed this approach. Having been per-
suaded that excessive new construction had been undertaken under
Brezhnev, his Party has now changed the policy to a concentration
on renovation. That approach is in the tradition of that unfortu-
nate feature of Soviet political economics known as the “cam-
paign.” Campaigns originate in the decision that a certain new
policy or organizational form has proven to be successful. It is then
decreed as national policy and officials throughout the country
take the cue and proceed to implement the idea wherever possible,
often without regard to local conditions. If the past is a guide to
the future of this new campaign, one may predict that within a few
years reports will begin to appear that in a particular enterprise
perfectly good equipment had been scrapped and replaced at high
cost by new equipment that was barely more productive. Then
more articles on the same theme will appear. If Gorbachev is still
General Secretary at that time, the campaign may be quietly
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dropped. If he is not, it will be regarded as having been a hare-
brained scheme.

To generalize on the matter, the quality of a productive economy
depends on its ability to make fine distinctions. The replacement of
a metal part costing $.20 by a plastic part costing $.10 does not
seem like very much. But if every production unit is motivated to
make such fine distinctions with respect to every part, that econo-
my will outperform one which decrees that all parts must be metal
or plastic. Moreover, such decisions are best made locally, by those
who know the specific conditions of their own enterprises, their
own customers, and their own work force. Some considerable part
of the difference in factor productivity between the USSR and the
West may be due to the greater ability of the latter to discriminate
more finely in terms of local knowledge, in the manner of a Haye-
kian entrepreneur.

Gorbachev intends to increase the independence of lower-level or-
ganizational units and in that sense he must regard himself as
something of a decentralizer. He is probably not aware that while
he promotes decentralization in matters relating to the economic
mechanism, his investment policies like the renovation campaign
involve highly centralized decisions. As Marx warned the bourgeoi-
sie: “de te fabula narratur!”

When a political system is highly centralized, it is so natural for
the leadership to centralize economic decisions that the question of
the efficiency of that use of power is probably not often raised.
That relationship between political and economic power does not
augur well for the future of the measures of decentralization in the
economic mechanism.

MINISTRY-ENTERPRISE

Ministry-Enterprise relations are to be changed in the same way
as Center-Ministry relations; the ministry’s performance is to be
strengthened by the concentration of its efforts on matters of min-
istry-wide policy like the direction of technical change and the co-
ordination of activities within the branch; but the ministry’s power
vis-a-vis the enterprise is to be reduced by the cessation of its in-
volvement in the enterprise’s internal activities.”

A number of devices are to be employed to expand the enter-
prise’s independence. First, the performance indicators for which it
can be held accountable to the ministry are to to be greatly re-
duced in number and are to be confined to indicators that measure
“end results” only. The decree on light industry, for example,
specifies that profit, as ‘“the most important generalizing index,” is
to serve as the basis of enterprise accountability.® Profit is evident-
ly regarded in this industry as the best measure of “end results.”
Only two other indicators of enterprise performance are to be con-
firmed by the higher authorities.

7 This requirement is conveyed in surprising language; the ministry must cease exercizing
“petty tutelage” over the enterprise. The resurrection of that slogan of the failed Brezhnev-Ko-
sygin reform of 1965 does not appear to be the most felicitous way to whip up enthusiasm for
this new venture in reform.

8 Pravda, May 6, 1986.
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A second device is an increase in enterprise financial autonomy,
or “self-financing.” The purpose of this device is to end the practice
of “income levelling,” or the transfer by the ministry of the profit
earned by the more profitable enterprises to the enterprises that
were suffering losses. As practiced in the widely publicized experi-
ment in the Frunze Production Association in Sumy, it means that
the enterprise is permitted to retain sufficient of its profits to fi-
nance not only all its costs of production but also its own invest-
ment. The Association pays a profit tax (30 percent of its profit last
year) and the remainder is left at its disposal, to be used at its own
discretion.®

A third device is the general use of normatives rather than direc-
tives as instruments of ministry control over the enterprise. For ex-
ample, when a ministry controls wage expenditures by a directive,
it says to the enterprise: given your output plan, you may spend 1
million rubles on wages. When it controls wages by a normative, it
says; you may spend 20 rubles in wages for every 100 rubles of
output. Directive control is more centralized; if the enterprise in-
tends to overfulfill its output plan, it must first apply for authori-
zation to overspend its wage limit. Under normative control it can
spend however much it needs to, without requiring authorization,
as long as it stays within its normative of 20 rubles per 100 rubles
of output. Thus control by normatives does transfer a certain -
degree of authority from ministry to enterprise.!®

Normatives may be used to control individual cost items like
wages, fuels, major raw materials, and so forth. They have also
been used to regulate deposits into enterprise material incentive
funds. A normative of the latter type might specify, for example,
that for each 100 rubles of profit 6 rubles may be deposited in that
fund, to be used for the payment of bonuses.

The autonomy that a normative confers on the enterprise would
be eroded if the ministry retained the power to tighten it whenever
an enterprise’s exceptional performance produced earnings or prof-
its far in excess of what was expected when the normative was es-
tablished. The tightening of normatives in such cases has been the
usual practice in the past, and has produced the usual response to
the “ratchet” principle: enterprise management withheid effort in
order to avoid a tightening of the normative.

To eliminate that incentive-eroding practice, the government has
declared that hereafter normatives are to be ‘‘stable,” meaning
that once established they are to remain in force for a specified
period of time. Normally they are to be established at the begin-
ning of a five year plan and are not to be changed by the ministry
for the duration of the five year period. The principle of stable nor-
matives has been incorporated in the wage reform that is to take
effect in 1987. The regulations provide that there must be no limits
on the wages that a worker may earn; if he doubles his productivi-
ty he will double his earnings. The work norms are presumably to
be set at the beginning of the five year plan and may be changed

9 Literaturnaia gazeta, November 6, 1985.

10 The decision to renovate equipment rather than construct new enterprises is a directive. A
Rule of Calculation like that proposed above is rather like a normative in the sense that it gives
lower decisionmaking units greater scope for choices made in full knowledge of local conditions.

75-738 0 - 87 - 4
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not more than once during the plan period. Similarly the wage
fund for specialists is to be determined by normatives, and the min-
istry is expressly forbidden from interfering in the restructuring of
the wage system by the enterprises.!?

Efforts to maintain stable normatives have been made in the
past, most notably in the July 1979 planning reform. Evidently
they have never been made to stick; eventually the enterprise that
had tightened up on its labor costs found that its normative was
reduced and its revealed performance became its new target. Often
the agent of norm revision was the Ministry of Finance, which
seems to regard any unusually large income as probably ‘“un-
earned.” Sometimes the agent was the enterprise’s own ministry
which, hardpressed to provide financial resources for some of its
enterprises, extracted them from other enterprises that had re-
vealed their ability to produce with fewer resources. These past
sources of the erosion of stable normatives, however, are the kind
that a powerful and determined General Secretary could eliminate,
or at least contain, if he is prepared to bear the onus of defending
the widening income inequality that would follow from his strate-

gy-
ASSESSMENTS

The western observer is inclined to regard these measures of or-
ganizational restructuring as likely to contribute toward the goal of
improving economic performance. The curtailment of bureaucratic
interference in an enterprise’s activity certainly sounds like a com-
mendable objective. That inclination, however, derives from the ex-
perience of enterprises operating in a reasonably well-functioning
market economy. It is not at all evident that in an economy in
which market pricing and competition are not present, decentrali-
zation is generally a good thing.

For example, if prices cannot be trusted to reflect relative costs
reasonably well, an increased reliance on profit as a measure of
“end results” may not improve matters, or may even make them
worse; one might be better off if a ministry were looking closely
over the enterprise’s shoulder in that case. Similarly, the logic of
self-financing depends on the assumption that the enterprise that
earns more profit must be better managed than the one that suf-
fers a loss. That assumption may not be valid if prices are irration-
al; a different set of prices might convert profits into losses and
losses into profits. Much will therefore depend on the forthcoming
reform in the method of price formation. That reform will have to
be far more radical than anything that has been attempted in the
past for prices to be able to support reasonably efficient decentral-
ized allocation choices.

A broad shift from directive control to normative control does
indeed constitute genuine decentralization, and a corresponding
diminution of the degree of detail in ministry control over enter-
prises. However, normatives as applied to inputs imply fixed pro-
portions, and may therefore lead to non-optimal choices in in-
stances where inputs are substitutable. The problem is compounded

11 Prayda, September 26, 1986.
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by the decision to keep normatives stable for a lengthy period of
time during which technology and costs may change.

It is therefore difficult to foretell whether the organizational re-
structuring will promote the objective of accelerating economic
growth.1? Nor is it yet certain that the restructuring program will
be fully implemented and will endure. The experience of past ef-
forts at reform suggests that implementation will be difficult. On
the Center-Ministry level, State organizations, having their own re-
sponsibilities and sources of information, have found it difficult in
the past not to interfere in ministry decisions that are erroneous in
their judgment. On the other hand the ministries, often lacking re-
sources, uncertain about the relative priority of alternative choices,
or embroiled in controversy with other ministries, have found it
difficult not to apply to the State organization (particularly Gos-
plan) for assistance or resolution. Similarly, on the Ministry-Enter-
prise level, efforts to restrain ministries from excessive interfer-
ence in enterprise affairs have foundered, most notably in the 1965
Reform. The published literature is not rich in analyses of such
past efforts at reform, which does not inspire confidence that the
reasons for past failures have been thought through and faced up
to in this new round.

V. THE PRIVATE SECTOR

The General Secretary’s report to the 27th Congress contained a
number of remarks that reflected a positive disposition toward the
expansion of private economic activity. To be sure he left no doubt
about his determination to combat activities that produced illegal
or unearned income, but that was to be distinguished from lawful
private activity.

The prospects for the private sector appeared to dim, however,
with the publication on May 28th of the decree on unearned
income.? The decree was so threatening to private sector produc-
ers, both legal and illegal, that the supply of foodstuffs on the col-
lective farm markets visibly decreased during the summer.1¢ Then
on November 21 the government published the law on private eco-
nomic activity.!® Perhaps one of the functions of that law was to
undo some of the damage done to legal private activity by the earli-
er decree, but it went rather further than that. It may be interpret-
ed as an invitation to any Soviet citizen to engage in private eco-
nomic activity within the limits specified in the decree. :

The limits are important. It may be a full-time activity only for
persons who might not normally hold a state sector job, such as
housewives and pensioners; others may participate only in their
free time.!¢ Only family members may participate; the hiring of

12 The measures of general restructuring discussed here seem to be directed more to the im-
provement of static efficiency than to the acceleration of the rate of technological progress. An
increase in static efficiency over a number of years, however, would show up in an increase in
the growth rate of aggre%ate factor productivity, and therefore in the rate growth.

13 Pravda, May 28, 1986

14 Prauda, July 14, 1986

15 Jzvestiia, November 21, 1986

18 One clause provides, however, that under specified conditions “other citizens who are not
employed in social production” may engage full-time in private activity. That provision may
have been included in anticipation of an increase in temporary unemployment. In China one of
the stated purposes of the legalization of private activity is to provide a means of earning a
living for people unable to find state-sector jobs.



80

someone else’s labor is forbidden. These limits ensure that the
extent of private activity will be quite restricted, at least initially;
compared, for example, to such countries as Hungary and China.?

Nevertheless the decree provides sufficient encouragement that
one may expect a considerable expansion of the private sector. It
authorizes private production of consumer items like furniture,
rugs, and clothing; consumer services like hairdressing, taxi trans-
port and tourist accommodations; repair and servicing of automo-
biles, appliances and residential facilities; small-scale construction
services; and various tutoring, teaching, translation, and medical
services. A permit is required, financial accounts must be kept, and
income taxes are to be paid on the earnings. State organizations
are encouraged to rent space and equipment to private sector pro-
ducers for these activities. The materials required for private pro-
duction may be purchased in the state (or cooperative) retail stores,
or in the collective farm market, or in the local depots of the State
Committee on Supply (Gossnab.) The law does not specify the ways
in which the goods and services may be sold, but they are presum-
ably to be sold directly to customers, or on the collective farm mar-
kets, or to the state and cooperative trade organizations for subse-
quent sale to the population. The prices presumably are to be free
and unregulated. What is expressly forbidden, by the earlier decree
on unearned income, is middleman trade—the purchase of goods
produced by others for sale at a higher price.

Most of the specified activities were not illegal in the past, but
they were frowned upon by the authorities, in part because the
legal was often mixed with the illegal; the moonlighting plumber
legally replaced the leaking faucet with one that had been stolen
from the plant. The principal effect of the new law is to bring these
activities out of the shadows by declaring them to be socially bene-
ficial and to be supported and encouraged by public organizations.
The volume of private activity is therefore likely to increase.

The private sector, in which we may include the agricultural pri-
vate plot as well as the private economic activity addressed by the
new law, has a clear place in Gorbachev’s conception of the re-
structured Soviet economy. If it should be judged successful, more-
over, there are several instruments at hand by means of which its
scope can be greatly expanded.

1. In a brief passage in his report to the 27th Congress Gorba-
chev recommended that enterprises be given the right to sell over-
plan production independently, to whomever they wish, presum-
ably at whatever prices they can command. He suggested that that
right might also be extended to the resale of unused materials and
equipment. “It makes no sense to destroy or scrap anything that
can be used by families, or in housing construction or garden cot-
tages,” he stated. To my knowledge that proposal, as applied to
non-farm enterprises, is entirely new.1® The thrust of his recom-

17 Citizens are encouraged to form cooperatives, however, which could greatly extend the
limits, as discussed below.

18 Contrast this to the “classical” view of Malenkov on the same theme: “It must be stated
forthrightly, Comrades, that the practice of selling socalled ‘removed from service’ machinery,
and unused materials and equipment, amounts to no less than the plundering of socialist prop-
erty.” Izvestiia, February 16, 1941.
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mendation of a prodnalog is to extend the same right to farms;
they too should be given the right to sell freely any output in
excess of their plan targets.

2. In the past the effect of the “ratchet” principle of planning
has been to discourage overplan production. Gorbachev’s espousal
of stable normatives, however, is intended to eliminate the effort-
depressing effect of the ratchet. If normatives are in fact kept
stable, even for the limited period of a five year plan, the volume of
overplan production might rise considerably during that period.
Enterprises would have a strong incentive both to fulfill their plan
targets and to maximize the volume of overplan production. The
planners would have a powerful instrument for influencing the
volume of overplan production by varying the tautness of the nor-
matives. A reduction of plan target tautness could raise both the
total value of production and the ratio of overplan to planned pro-
duction.

3. At a number of points in his report Gorbachev alluded to the
benefits to be derived from the expansion of cooperative produc-
tion. Cooperatives, he stated, have not at all exhausted their possi-
bilities for socialist production. They should find wide application
in such activities as housing construction, the production of goods,
food gardening and household services, and trade. In a similar vein
he recommended the expansion of contractual relations between
the collective farm and such subordinate units as the brigade, the
link and the family; the latter, indeed, should be provided by the
collective farm with equipment and even land for work to be done
under contract. He followed this recommendation with a criticism
of the prejudice against ‘‘commodity-money relations,” which is the
Soviet Marxian expression for nonstate economic activity.

All three of these notions have since been incorporated in the
legislation published since the Congress. The sale of overplan pro-
duction is provided for in the agricultural reorganization decree 1°
and in the light industry decree.2° The stability of normatives, as
noted above, has been incorporated in the wage reform. And the
law on private economic activity “encourages . . . the association
of citizens in cooperatives, voluntary organizations and friendly so-
cieties” for the purpose of conducting private economic activity
under the conditions specified in the law.

A THREE-SECTOR MODEL

When the private sector expands to the limits permitted under
the present legislation, the government will have to decide whether
those limits are optimal, or whether they should be contracted or
expanded. If they decide to expand it substantially, one may envi-
sion a future Soviet economy sufficiently distinctive to warrant
classification as a new model of a socialist economy, that may be
called a “Three-Sector Model.” In addition to the traditional state
sector (including the collective farm) and the household sector,
there would be a substantial private sector the size of which would
be regulated by the State. The private sector would consist of a va-

19 Jzvestiia, March 29, 1986.
20 Pravda, May 6, 1986.
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riety of production units, ranging from individuals to large volun-
tary cooperatives. Planned production would flow among the enter-
prises of the state sector as before, directed by the traditional
method of material-technical-supply; and it would also flow be-
tween state sector enterprises and households as before. Overplan
production, however, would now flow from the state sector (1) to
other enterprises in the state sector but outside of the state supply
channels, (2) to the household sector for consumption, and (3) to the
private sector for future production of goods and services. The
output of the private sector would flow, in turn, to households, to
state sector enterprises, and to other private sector units. The
output of the private sector might include, in addition to that now
authorized, catering services for the population, specialized high-
quality components and high-tech consulting services for the state
sector, and other goods and services for which it would prove to
have a comparative advantage such as quick turnaround time,
flexibility, and quality.

The three-sector model would have a number of advantages:

1. It would divert into legal productive activity much of the en-
trepreneurial effort presently confined to the illegal portions of the
second economy. It is understood that much cooperative production
would differ little from small-scale private enterprise, but it would
operate under state regulation. Cooperation is an ideologically ac-
ceptable and legal way of expanding the scale of private enterprise
i)vighout violating the prohibition on the hiring of other people’s

abor.

2. It could reduce the degree of supply uncertainty in the state
sector by providing a new flexible source of supply for a variety of
inputs not easily or quickly secured through the traditional state
supply system.

3. It would significantly increase the supply of consumer goods
and services to households. If the welfare-value of wider choice,
higher quality and reduction of queuing time could be measured,
the measured contribution of the private sector to consumer wel-
fare would greatly exceed the measure of its ruble value.

4. The government would have a variety of instruments for con-
trolling the size of the private sector; for example, by changing the
regulations governing cooperatives, and by varying the tautness of
state sector plans, which determines the volume of overplan output
flowing to the private sector. Unlike an “all or nothing” reform,
the three-sector model is finely divisible. The private sector can be
easily expanded to any desired size if it successful. If it gets out of
hand it can be cut back, in principle, to any desired size, even back
to the traditional two-sector model in the extreme. The form of the
Private sector can also be varied regionally, by creating limited

‘free enterprise zones” in Siberia and the Far East, for example.

5. The prices that emerge in the transactions of the private
sector may increase the pressure on the state sector to bring state
prices into closer alignment with market clearing prices. It also
provides an inflation-combatting opportunity for the state sector to
raise its prices on part of its output by competing with the private
sector; in the collective farm market, for example.

6. Finally, it would be a uniquely Soviet model. It does not re-
quire the abandonment of traditional directive planning and the
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material supply system as in Hungary; within the dominant state
sector life goes on as before under the classical mechanism of cen-
tral planning. It does not substitute self-management for state own-
ership as in Yugoslavia, and it does not permit the virtually un-
regulated expansion of private enterprise as appears to be the case
in China. It can be represented as a distinctively Soviet model of
economic organization under mature socialism. It can claim some
of the glory of Lenin and the NEP, dialectically emerging on a new
and higher plane appropriate to the stage of the scientific-technical
revolution. In the earlier stage of the NEP the private sector domi-
nated the smaller “commanding heights” of the state sector; in the
modern three-sector economy the state sector overwhelmingly
dominates the private.

The disadvantages are sufficiently evident that they needn’t be
spelled out. There will be some diversion of resources into the pri-
vate sector contrary to the government’s priorities. The possibility
that the private sector will develop political power outside of Party
control cannot be discounted. Income distribution will change in
ways that will be ideologically repugnant and politically problemat-
ic. There will be a great deal of corruption and illegal activity, but
it should not yet be conceded that it would be greater than at
present; it may be argued to the contrary, that the increased satis-
faction of consumer (and industrial) demand will reduce the oppor-
tunity for corrupt state officials to receive bribes for the goods and
services over which they have control.

It is not enough, however, for critics at home and abroad to dem-
onstrate that the new “plan-and-market” model will contain many
forms of inefficiency, some new and some old. Any graduate stu-
dent could easily show that. The question is rather whether the
new model will be less or more efficient than the preceding eco-
nomic arrangements, and that would be much harder to determine.
There is no end of models that would perform better than the clas-
sical system, but the three-sector model is the only one that the
present government is likely to entertain.

It is possible that Gorbachev’s restructuring will not proceed fur-
ther toward the three-sector model. For a few years at least it
would be prudent for the government to await the results of the
restructuring of the state sector and other new policies before con-
sidering major new directions of change. Unless the growth rate
falls well below the rates of recent years there may well be no
major new changes at all. If further changes do occur, however,
and if they are in a liberalizing direction rather than a return to a
tighter neo-Stalinist economy,2! something like the three-sector
model is the direction in which Gorbachev seems inclined to move.

2! The conditions under which various types of change are likely to be introduced are dis-
cussed in Joseph S. Berliner, ‘“Planning and Management,” in Abram Bergson and Herbert S.
Levine (eds.), The Soviety Economy: Toward The Year 2000 (London: Allen & Unwin, 1983) pp.
350-390.
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SUMMARY

A number of recent developments provide the basis for some op-
timism about the prospects for the world economy over the next
few years. Energy prices have fallen, the U.S. dollar is depreciating
gradually, interest rates are down, and inflation has been brought
under control. Although these changes have brought distress to
some countries and sectors, they provide the basis for a continued
Il'gcé%very of the world economy from the recession of the early

S.
_ The Soviet bloc countries share with the rest of the world the
costs and benefits of these changes. The drop in energy prices will
hamper Soviet trade with the rest of the world, and could pose
temporary problems for Eastern Europe as well. But the general
revival of world trade should allow for growth of non-fuel exports,
and lower interest rates will ease the debt-servicing burdens of the
region.

Over the longer term the position of the Soviet bloc in the world
economy will depend on the success of the region’s effort to acceler-
ate techological progress.

RECENT DEVELOPMENTS IN THE WORLD EcoNOMY

A number of exceptionally positive changes in the world econom-
ic environment have transpired recently. Energy prices are again
following the laws of supply and demand, which are more under-
standable than the somewhat arbitrary decisions of OPEC. The
U.S. dollar has depreciated from its unusually high value in early
1985. Interest rates have been falling in many countries and infla-
tion has been brought under control in most, if not all, parts of the
world. None of these momentous economic events is an unqualified

* An earlier version of this paper was presented at a Workshop on East-West European Eco-
nomic Interaction held in Florence, Italy, September 1986. The authors are with the University
of Pennsylvania and Wharton Econometric Forecasting Associates, respectively.
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positive factor in the outlook, but in every case the good outweighs
the bad side in affecting world averages.

Obviously some countries or regions which are important oil pro-
ducers and exporters are experiencing a setback because of low oil
prices, but if we concluded that the world economy suffered a sig-
nificant setback in 1973-75 and 1979-80 when oil prices rose so
markedly, then it is reasonable to conclude now that the world, as
a whole, will benefit when prices come down. The reasoning is not
completely symmetric, however, because some major exporters are
now heavily burdened with international debt and were not in cor-
responding situations in 1973, when the change in energy terms of
trade began to take place. Apart from the altered conditions for
such countries as Mexico, Venezuela, Nigeria and Indonesia, the
gains for energy consumers all over the world outweigh the losses
for producers. It is also notable that the tendency towards lower in-
flation rates that began in 1981 coincided with a leveling off of oil
prices and was helped by their decline in later years.

Economists have had difficulty in predicting the course of ex-
change rates, after the abandonment of fixed parities in 1969. The
ascendancy of the U.S. dollar after 1980 was puzzling, not in its ini-
tial phase, which was a natural reaction to the return of America’s
current account to balance, but in its magnitude and prolongation
after 1983. Economic analysis indicated that the dollar would even-
tually have to depreciate, but the timing posed a problem. After a
sharp speculative run-up in early 1985, the dollar finally did
recede. Its fall has been monitored and urged along by the joint ac-
tions of the finance ministers of major industrial nations who met
in New York on September 22, 1985. The dollar is expected to de-
cline still more during the next few years. It is not that the decline
does so much all by itself for the good of the world econmy, but a
gradual and steady decline that is accompained by falling interest
rates can be quite beneficial. This is the scenario of the “soft land-
ing”, and its contribution to world economic performance is to in-
crease world real growth and trade, and reduce inflation.

The opposite to the “soft landing” case is the “crash landing”
case in which there would be a capital flight from the United
States and probably a rise in interest rates in order to attract cap-
ital for the financing of the American fiscal deficit. Such capital
flight could be caused by a loss of confidence on the part of foreign
investors in the quality of dollar-denominated financial assets. The
crash landing scenario would generate an American and a world
recession. Such a course of events is not viewed as highly probable,
but it cannot be ruled out of consideration.

The decline of the dollar benefits American exports and restrains
imports. This happens with a time lag. That is precisely what hap-
pened when the dollar fell in 1977-78. By 1979-80, the export-
import balance improved enough to bring the current account back
to equilibrium. If the United States benefits by the dollar deprecia-
tion, some trading partners must lose exports and gain imports.
The world benefits if the United States coasts in toward a soft
landing and especially if the offsets in current balances occur in
Japan and Germany. The latter development is more uncertain
unless there are additional economic changes, in particular, strong-
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er tendencies toward domestic economic recovery in Japan and
Germany.

The declines in interest rates that have occurred in many indus-
trial countries, together with the fall of the dollar, are beneficial.
Investment in these countries should pick up in response to lower
rates. This is the second stage of the expansion that should allow
improvement in the economic environment.

The United States is a net debtor, and lower interest rates con-
tribute to the improvement of the current account, as well as to
the servicing of domestic debt, which can help to reduce the fiscal
deficit—a serious economic handicap for the United States. The de-
veloping countries are also significant beneficiaries of lower inter-
est rates because many of them have heavy burdens of debt servic-
ing. Lower interest costs help mitigate, but do not completely
offset, the losses of export earnings that are being experienced by
the oil exporting countries in the third world.

Uncontrolled inflation can be destabilizing, and that is reason
enough to want to see it eradicated. Japan, Western Europe, the
United States, and Canada dealt successfully with inflation, bring-
ing it down from ranges of 20-30 percent to 5-10 percent or even
lower. These gains, however, had their counterpart costs, namely in
the distressing rise of unemployment throughout the OECD coun-
tries. Also, the conquering of inflation has not been uniform. There
are still serious pockets of inflation in Southern Europe and in the
Third World.

The recent slump in world trade has also created problems. Oil
and commodity trade have been seriously depressed, but all goods
have experienced the slowdown. When the United States grew so
strongly in 1984 and imported manufactures at a very high rate,
many other countries benefited by export growth. But there was a
slowdown in 1985 and 1986, and world trade growth again dropped
off. Without more rapid growth of world trade it will be difficult
for the heavily indebted developing countries to achieve the trade
surpluses they need to service their debts.

IMmpacT ON THE SovieEr BLoc EcONOMIES

Several of changes in the world economy are having a significant
impact on the Soviet bloc economies.! The most important of these
is the decline in world oil prices. The depreciation of the dollar,
growth in world trade, lower commodity prices and interest rates,
and the continued liquidity of world capital markets also have re-
percussions in the region.

As was pointed out above, one positive effect of lower oil prices is
the accompanying increase in aggregate world growth and trade,
particularly in Western Europe and Japan. This is expected to in-
crease the demand for the Soviet and East European exports in
general, and manufactured goods in particular. The expectation is
that the terms of trade will continue to shift in favor of manufac-
tured goods exporters, which is additional good news for most of
the East European countries.

1 Here we are using the term “Soviet bloc economies” to mean the U.S.S.R. and the six East
Eurcg)ean countries which are members of the Council for Mutual Economic Assistance
(CMEA)—Poland, East Germany, Czechoslovakia, Hungary, Romania and Bulgaria.
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While the continued depression of non-fuel commodity prices will
have a negative impact for some Soviet bloc exports, this will be
partly counterbalanced by the expected weakness in grain prices.
With the region’s net grain imports expected to remain in the
range of 30 to 40 million metric tons a year through the rest of the
1980s, the forecast for a continuation of grain prices at 50 percent
to 70 percent of 1980 levels will make a major contribution to re-
ducing the cost of agricultural imports for the Soviet Union and
most of the East European countries.

The continuing decline in the value of the dollar will have a neg-
ative effect on the Soviet Union. Roughly half of the Soviet Union’s
hard-currency earnings come from oil exports, the prices of which
are set in dollars. However, most Soviet hard-currency imports are
in non-dollar-based prices, with the exception of grain imports,
which amount to about one-fourth of the total. The decline in the
value of the dollar relative to European currencies and the yen will
cause an additional deterioration in the Soviet Union’s terms of
trade with non-socialist countries. The East European economies
will be less affected by the dollar’s decline, as most of their hard-
currency trade—exports, as well as imports—is transacted in Euro-
pean currencies.

The decline in interest rates has substantially reduced the
burden of interest payments for the more heavily indebted coun-
tries such as Poland and Hungary. Interest on most Soviet bloc
hard-currency debt is paid at variable rates, so that the average in-
terest rate paid has dropped from an estimated 12 percent in 1981
to 6.5 percent in 1986. Even though the region’s gross external debt
went from $90 billion in 1981 to over $100 billion in 1986, interest
payments dropped from $11 billion to less than $7 billion.

Recently there has been a dramatic improvement in the recep-
tion given most of the Soviet and East European countries on inter-
national capital markets. After shying away from East European
countries during the first half of the 1980’s, Western lenders now
appear eager to lend to these countries (Poland being the excep-
tion). According to OECD statistics, these countries obtained $4.5
billion in 1985 through international medium- and long-term fi-
nancing, 50 percent more than the amount borrowed in 1984, and
about four-and-a-half times that of 1983.2

The credit ratings of the Soviet Union and East European coun-
tries have improved considerably as well. This is reflected in the
terms that they are able to obtain on their loans, which have
become increasingly more favorable since 1983. A major portion of
the funds borrowed recently has been used to refinance old debt
and to build up reserves, which will help to maintain their im-
proved ratings.

Most of the above developments appear favorable towards an ex-
pansion of East-West trade over the next few years. The one
change in the global economy that threatens such an expansion is
the recent decline in world energy prices.

2 OECD, Financial Market Trends, Number 35, November 1986, p. 72.
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LowgR OI1L Prices AND SoviET BLoc TRADE

The continued weakness in world oil prices is having a substan-
tial impact on the Soviet bloc economies and on their economic re-
lations with the West. Since the Soviet Union is a net oil exporter,
while the East European countries are net oil importers, the basic
effect of a decline in world oil trade prcies should be to worsen the
trade balance of the former and improve the trade balances of the
latter. While there are a number of complicating factors in the
analysis, particularly as regards the impact on the East European
economies, this is basically what we expect to happen over the
medium term.

The Soviet Union has been exporting about 3.5 million barrels
per day (b/d) of crude oil and oil products in recent years. (Soviet
oil exports dropped suddenly in 1985 due to production problems
early that year. However, as production revived in late 1985 and
1986 so did Soviet sales abroad.) About half of Soviet oil exports
have gone to non-socialist countries in recent years, with most of
this amount being sold at world market prices. At this level of ex-
ports the Soviet Union loses $550 million a year in hard-currency
export revenues for each one-dollar drop in the price of oil.

Even in the face of lower world market oil prices, it appears that
the Soviet Union is continuing to give high priority to the produc-
tion and export of oil, with exports to both Eastern Europe and the
West remaining relatively stable. There are several reasons for the
Soviets to continue in this manner over the next few years. With
the great uncertainty in the oil markets, the Soviets will naturally
be cautious about making any change that could have long-term
implications. Also, given their large hard-currency reserves and
access to Western credits, they are probably not under any great
pressure to change their trading ?olicy immediately. This conserv-
atism is reinforced by the Soviets’ own view that oil prices will go
up again in the near future.

The East European countries import about 1.7 million barrels/
day of oil each year, mostly crude, three-fourths of it from the
Soviet Union. They also export about 440,000 b/d of oil each year,
almost all in the form of products sold in Western Europe. In
recent years Eastern Europe has earned roughly a fifth of its hard
currency from the export of crude oil and products. Whether the
region can maintain this trade with lower oil prices, and how prof-
itable it will be, depends on the trade arrangements they negotiate
with Soviet and other crude suppliers.

However, on balance, a decline in oil prices should help Eastern
Europe considerably. The degree of the impact is difficult to tell, as
it is complicated b‘y the disparity in price setting between intra-
CMEA trade and “free” world trade. Unless world oil prices go
even lower, it is unlikely that East European importers would find
it cheaper to switch to non-Soviet oil supplies for most of their
crude. (While the nominal price that East European countries paid
for Soviet oil in 1985 was an estimated 25 rubles per barrel—or
$30/barrel at official exchange rates—it is likely that the real cost,
in terms of goods the East European countries provide the Soviet
Union in payment, was closer to §15 to $20 a barrel.) Other reasons
why East European countries are not likely to switch to free-
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market oil are: most of their refining capacity is designed for
Soviet crude; they would probably not want to risk losing preferen-
tial access to Soviet supplies if world prices went up again; and
they would have to allocate hard currency to pay for this oil, or
find oil exporters willing to take their goods in barter.

However, it should be stressed that even if the price that Eastern
Europe pays for Soviet oil is approaching or exceeding world oil
prices, the region will soon benefit substantially from the recent
decline in world prices. If the Soviets continue to use a five-year
moving average of world oil prices to set the price for oil they sell
to Eastern Europe, then the price of a barrel of Soviet oil in trans-
ferable rubles (TR) should drop quickly over the next few years,
falling to perhaps 10 TR/barrel by 1991. (This assumes that world
oil prices rise gradually to $25 a barrel and that the value of the
TR in dollars will move in step with expected changes in the value
of a weighted basket of Euro-currencies relative to the dollar.)

OuTLOOK FOR THE WORLD EcoNOoMY

Table 1 provides a summary of a “baseline” forecast for the
world economy over the next five years (1987-91).3 This forecast as-
sumes a continuation of current economic policies by the major
economies.

While it appears unlikely that the world economy will suffer a
recession over the next few years, world GDP growth is expected to
show only moderate growth, in the range of 2 percent to 3.5 per-
cent per year. This would support an expansion of world trade vol-
umes of about 2.5 percent to 4.5 percent per year (9.5 percent per
year on average in nominal dollar terms). Although not spectacu-
lar, such performance would be better than that achieved over the
first half of the 1980’s.

As the U.S. begins to bring down its budget and trade deficits it
will give up its role as the engine of world growth. Much depends
on the degree to which Japan and Europe assume this role. Rapid
growth in the newly industrialized Asian economies and the Peo-
ple’s Republic of China should also help to maintain momentum in
the world economy.

Overall, developing countries are expected to grow by a percent-
age point or more above the world average. However, against this
seemingly superior performance, we must place their 1 percent to 2
percent higher rate of population expansion.

These forecasts may appear deceptively calm and peaceful. They
indicate stable growth without inflation; they are manifestations of
a “soft landing” for the U.S. dollar; and a global crisis arising from
the developing countries’ debts is not foreseen. But these broad ag-
gregates cover up many problem areas or just fail to deal with
some disturbing issues. It is not only disparities in the fortunes
among countries that give rise to world economic problems; there
are also issues that ultimately affect all countries.

There is first a pressing problem of unemployment in Western
Europe and, to a lesser extent, in North America. The unemploy-

3 This forecast was prepared by Wharton Econometric Forecasting Associates and is detailed
in Wharton’s World Economic Outlook, Volume 8, Number 4, December 1986.
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ment problem is also serious in many developing countries, but ac-
curate unemployment statistics are not available for most of these
countries. The growth rates projected are simply not strong enough
to bring down unemployment. We would have to realize at least
one more full point, on average, in growth in order to have much
immediate impact on unemployment, and even with that kind of
expansion there would still remain many structural problems in
labor markets that would not be resolved. Youth unemployment, in
particular, would remain as a vexing problem.

The world recession of the early 1980s brought with it a de-
pressed state of the main world commodity markets. There is over-
supply in many agricultural commodities and also in many lines of
industrial materials. Some material markets are feeling the pres-
sure of slow business conditions but others are going through an
industrial transformation in which some traditional commodities
are being technologically displaced. The fall in the dollar should,
under normal circumstances, lead to price rises of dollar-denomi-
nated commodity prices, but that is happening only on a small
scale at this time.

Two other major problems are the large surpluses and deficits in
external balances in many countries. The most noteworthy cases of
disequilibrium are the U.S. deficit against the Japanese and
German surpluses. Dollar depreciation and harmonization of do-
mestic policies across countries may lead to eventual improvement,
but at the present time, the U.S. deficit is so large and pervasive
that it generates widespread demands for protectionist legislation
that could lead to debilitating trade wars. At the current time, a
close watch is being placed on movements of the dollar and trade
balance adjustment to see if enough improvement can be realized
in order to hold back the forces of protectionism.

Another serious imbalance in the world economy is the preva-
lence of high indebtedness of some key countries. In Latin Amer-
ica, the worst problems are in Argentina, Brazil, Mexico, Venezu-
ela, Peru, Bolivia, and Chile. The Philippines and Indonesia pose
problems in the Far East. Nigeria is in trouble in Africa and
Poland in Eastern Europe. These are only the most prominent
cases; many others exist. Lower interest rates, higher commodity
prices, and world growth can all help alleviate the situation but
some more fundamental adjustments will probably be needed.
Mela(.nwhile, stability of the world’s entire financial system is at
stake.

The overall prospects for the developing countries are uncertain.
Famine, debt burdens, sluggish growth (recession in some areas),
and pockets of inflation are all problems. Steps must be taken to
allow the developing countries to participate in the general im-
provements in living standards if there is to be politico-economic
stability in the world over the remainder of this century.

OUTLOOK FOR THE Sovier BLoc EcoNOMIES

Tables 2 and 3 summarize some key features of a forecast for the
Soviet bloc economies, focusing on the region’s trade and financial
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relations with the rest of the world. This forecast is based on the
world economic outlook described above.4

The Soviet Union and most of the East European countries are
planning for more rapid growth in 1986-90 than was either
planned or achieved over the last five years. Some objective rea-
sons merit this optimism. The economic situation going into the
new Plan period appears more favorable for most East European
countries than it did before the last Plan period. At that time it
was already becoming apparent that a substantial adjustment of
the East European external accounts was in order due to the
mounting debt in the region. Now that the most difficult adjust-
ments have been made, most East European planners are expect-
ing the debt-servicing burden to lessen over the next few years.

One problem in meeting their growth targets that a number of
the East European economies will face for the next five years is
suggested by the declines in investment that occurred during 1981-
85. This has caused a sharp slowdown in the modernization and re-
placement of capital stock in these countries, which could make it
difficult for them to realize the volumes and quality of production
targeted. It will also affect their foreign trade performance, espe-
cially in manufactures, where the lack of modernization is making
their exports less competitive on world markets. To compensate for
this, the targeted rates of investment growth have been increased
for the new Plan period.

Soviet hard-currency exports are projected to increase at an aver-
age annual rate of 6 percent (in nominal dollar terms), while the
growth rate foreseen for East European exports is near the 9 per-
cent average annual rate of growth projected for Western imports.
These forecasts are based on the projected growth of import
demand in the rest of the world and trends in prices of major cate-
gories of traded goods.

The Soviets are trying to compensate for part of the fall in their
hard-currency oil export revenues by increasing exports of other
goods, selling gold, and borrowing. The second most important
hard-currency earner is natural gas sold to Western Europe. Such
gas exports are expected almost to double in volume during the
current Plan period (going from 32 billion cubic meters in 1985 to
60 bcm in 1990), but gas prices will go down if oil prices remain
depressed, as their gas is sold under oil price-indexed contracts.
The Soviets will probably not be able to realize more than $2 to $4
billion from gold sales in any one year, since they would not want
to increase gold sales enough to drive prices down. The Soviet
Union is trying to increase exports of non-fuel raw matrials and
manufactured goods. But the aggregate impact of even a successful
effort will not be great since almost two-thirds of Soviet hard-cur-
rency earnings come from oil, gas or gold sales. Thus the Soviets
have begun to borrow more heavily.

In 1985 the Soviet Union was able to borrow more than $1.5 bil-
lion on the Western syndicated-loan market and another $1.5
during the first nine months of 1986, all at excellent terms. It is
likely that the Soviets will continue to use such financing to help

* Details for these forecasts are provided in Wharton’s CPE Qutlook for Foreign Trade and
Finance, Volume 2, Number 2, December 1986.
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compensate for future shortfalls in export earnings. However, the
Soviets will be careful not to go to heavily into debt, and they are
likely to cease borrowing if lending terms deteriorate.

Obviously, the Soviets will be faced with the prospect of having
to reduce Western imports if oil prices remain low and they do not
increase the volume of their oil exports to the West. If the Soviets
are forced to cut back on imports from the West, it is likely that
they will seek substitutes in Eastern Europe. While East European
technology may lag that of the West, in certain areas it is superior
to Soviet technology. Thus the Soviets are likely to put pressure on
Eastern Europe to supply better quality goods that can substitute
for imports from the West. This will be most important in the case
of machinery and equipment embodying more sophisticated tech-
nology.

The key question is whether or not Eastern Europe can supply
goods in sufficient quantity and quality to meet Soviet needs. Al-
ready machinery and equipment account for three-fifths of East
European exports to the Soviet Union and it will be difficult for
most East European countries substantially to increase their ex-
ports to the Soviet Union. Domestic capacity is limited, and they
need to maintain their current levels of exports to the West if they
are to be able to service their debts. In addition, there has been a
significant reduction in investment in the region over the last few
years. This has left these economies with an aging and depleted
capital stock, and a pent-up domestic demand for capital goods.

Soviet pressure on Eastern Europe is likely to be intense. At the
CMEA summit in 1984, the Soviets made clear that their continued
supply of energy to the region depended upon Eastern Europe sup-
plying the USSR with high quality goods, embodying technology at
world standards. The Soviet Union has also made it clear that East
European countries (with the exception of Poland) would have to
reduce their bilateral trade deficits, and start paying off the ruble
debts that they accumulated over the past decade. The drop in oil
prices is simply adding greater urgency to the Soviet demands.

Even with the trade difficulties being faced by the Soviet Union
due to low oil prices, the Soviet bloc countries will be considerably
less constrained by their indebtedness to the West over the forecast
period than they were during the first half of the 1980’s. In large
part this is due to a shift in the debt burden from the more fragile
East European economies to the less heavily indebted Soviet econo-
my. If our trade and borrowing projections prove correct, the real
burden of debt servicing for the Soviet Union will increase while
the burden for Eastern Europe is expected to decline.

Hidden within the aggregate figures are the less optimistic pro-
jections for a few East European debtors. Debt-service burdens will
remain high in Poland and Hungary. However, even for these
countries we expect the burden to diminish considerably by the end
of the decade. The only country for which we are predicting a sub-
stantial increase in debt-service burden is the Soviet Union. But
due to the relatively low level of the Soviet’s current indebtedness,
the increase in Soviet payment requirements should not pose any
serious problem.
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A LoNGER TERM PERSPECTIVE

The global analysis presented here focuses mainly on the near
term recovery process. But for the longer run the underlying
growth trends will be predominant, and foremost in this area is the
emergence of new technologies. The great transformations that are
now taking place give rise to short-run problems of labor displace-
ment, the phasing-in of new sectors, and the phasing-down of tradi-
tional sectors. That is why we find unemployment and excess ca-
pacity in steel, other metalworking industries, and in manufactur-
ing at large. The principal issue of upside risk in the consensus
forecast is that new investment will be strong and that large scale
productivity gains will be realized. The choices between work and
leisure, spending and saving, and unemployment and retraining
pose difficult decisions. In a sense they are being made now in both
the OECD and the Soviet bloc countries. A few of the developing
countries are also participating in the development of the new
technologies and are not simply waiting to realize the benefits after
they have been successfully put in place in the advanced countries.
But vast differentials are apparent even among the countries ac-
tively engaged in developing the new technologies. The problems of
technology transfer is important in this respect.

Automation, robotization, and computerization are clearly visible
in the United States, Japan, parts of Western Europe, and a few
other countries. If the techniques being developed now become
widely diffused throughout the world, then a high growth scenario
has a good chance of being achieved in the total world economy.

Technological progress has always been given a major role in
Soviet and East European plans. However, now it appears to be the
dominant theme, for several reasons. First, technological progress
is seen as the major source of productivity increases and the key to
growth. Second, the lag in the technological level of their products
is hurting the region’s trade with the rest of the world.

Each country in the region has plans to strengthen its own tech-
nological capabilities. The general trend is to emphasize the need
for linking scientific research more directly to the production proc-
ess, since the weakest link in the system is in the application of
new technology.

However, most of these countries are too small to be able to rely
on their own resources to develop the technology they need. Thus
region-wide cooperation is also stressed in the Plans. The “Compre-
hensive Program for Scientific and Technological Cooperation”
among the Soviet and East European countries serves as the blue-
print for regional efforts to find ways to cooperate in this effort,
and it is referred to in each country’s Plan.

So far the Comprehensive Program and its predecessor coopera-
tion agreements have not been as successful as their participants
had hoped. Several basic impediments to integration—particularly
the inadequacies of the price system and the lack of a regional con-
vertible currency—have yet to be overcome. Only in areas such as
computer technology, where the advantages of cooperation and spe-
cialization far outweigh the disadvantages, has substantial progress
been made on a region-wide basis. However the pressures for im-
provement noted above, and the limited availability of hard curren-
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cy with which to purchase Western technology, make regional co-
operation more attractive at this time.

For the same reasons a number of East European countries are
attempting to increase the scope of industrial cooperation and joint
ventures with Western companies. Recently the Soviet Union has
indicated an interest in this area as well. It could be that recent
changes in world economic conditions and perceptions will put new
life into this form of East-West cooperation.



TABLE 1.—WORLD FORECAST SUMMARY

[Percent change unless otherwise noted)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991
Real gross domestic product:
World 18 0.5 24 41 29 24 2.1 29 2.7 21 34
OECD countries 1.8 -2 24 45 3.0 2.5 2.7 28 24 14 34
Developing countries 1.2 5 5 2.6 2.2 9 24 34 35 4.0 40
Centrally planned eCONOMIES .............c.ccccreeeereermessesssinssnsns 21 2.1 37 39 33 35 28 3.0 31 29 31
QECD inflation (consumer prices) 10.1 19 5.6 54 49 3.0 34 42 47 438 44
U.S. Dollar exchange rate (MERM Weights) .......ccccovevevvesnsinsenrsscnecn 124 11.8 5.9 79 42 —183 —10.6 —-86 -39 -9 19
Interest rates (LIBOR) 16.8 13.2 9.7 109 84 6.5 6.4 1.7 8.6 18 14
World trade volumes:
Total exports 1.0 -4 2.2 8.3 3.3 3.0 3.3 44 3.2 2.5 4.0
Fuels —124 —69 —.6 -19 -59 34 1.5 58 37 2.4 4.1
Other commodities 6.1 28 3 8.0 9.6 5.7 47 49 29 40 33
Manufactured goods. 29 0 39 10.9 38 23 35 40 33 2.1 4.2
World trade prices:
Tota! exports ~33 —6.0 —45 -25 —18 41 6.1 1.1 6.1 5.0 43
Fuels 9.2 —40 ~10.8 R 17 -387 b 8.8 8.9 10.7 9.5
Other commodities -19 -118 3 =31 -90 3 0 34 54 40 55
Manufactured goods —44 -39 -36 =27 A4 17.1 8.2 85 5.9 46 3.2
Oil export price 10.2 —43 —-124 ~29 -25 —49.5 11 113 10.8 13.5 119
Wheat export price 9 -103 0 -34 —417 —125 -212 -26 8.0 5.3 47
Other cereals export price -4 —126 —35 —87 ~19.1 -10.3 —26.4 -1.2 35 4.0 16
Current account balances (billions of U.S. dollars):
United States 6.3 -92 —408 1065 1177 -1357 —1383  —1382 -1311 -1019 137
Japan 48 6.8 208 35.0 49.2 815 83.2 7.1 721 53.0 55.7
Europe =237 -17.8 23 138 224 58.6 50.2 449 335 6.0 =11
Developing countries =313 —80.5 —50.9 —356 -97 -32.8 —245 —1438 -538 2.3 115
Centrally planned economies -~9.0 -29 11.2 109 —-95 —115 -15 19 0 38 5.7

Figures for 1986 are estimates and those for 1987-91 are forecasts.

Source: Wharton Econometric Forecasting Associates, Inc.
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TABLE 2.—SOVIET UNION

{tn billions of U.S. dollars]

1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Merchandise trade balance —14 2.6 34 42 0.7 11 0.3 0.5 0.1 03 0.7
Merchandise exports 320 35.5 35.1 45 29.7 30.2 29.9 318 342 371 40.4
Change (percent) 19 110 —11 -17 -139 15 -9 6.3 74 8.4 9.1
Merchandise imports 334 33.0 317 30.4 29.0 29.1 29.6 314 341 36.8 39.7
Change (percent) 11.3 -13 -38 —4.2 —44 2 17 6.0 8.7 19 80
Services and income, credit 5.2 5.4 5.5 59 56 56 59 6.4 6.8 11 15
Services and income, debit —59 —63 —6.2 —6.2 -6.2 —6.3 —6.8 —18 —83 —86 —88
Net transfers 5 5 ) 5 5 5 5 5 5 5 5
Current account bafance -16 22 33 44 6 9 -1 -3 -9 -1 -1
Net direct and portfofio inVeStMENt...........cccooovevrvuerorierercrranmerenens 0 0 0 0 0 0 0 2 3 4 5
Other non-debt creating items -23 -17 —41 —49 -55 =21 =23 -17 -12 -6 5
Net new borrowing, 39 -5 8 5 49 1.3 24 L7 18 9 -9
Exchange rate adjustment -1 -3 -5 -1 11 13 18 1.2 8 3 -8

Stock-flow reconciliation 0 0 0 0 0 0 0 0 0 0 0
Change in gross debt 32 -8 3 -2 6.0 2.6 42 29 2.6 13 -17
Gross external debt 210 20.2 205 203 263 289 331 36.1 386 399 382
Short-term debt 11.0 93 91 8.7 8.6 8.5 8.3 8.8 9.6 104 11.2
Medium-and long-term debt ..........c.ooveememeveemmrmnosonsesenseneens 10.0 109 114 116 177 204 248 21.2 29.0 29.6 21.0
Reserves 8.5 10.0 109 113 131 138 139 14.1 145 147 14.9
Net external debt 12.6 10.2 96 9.0 133 151 19.2 219 24.2 25.2 233
Interest payments 24 2.5 21 2.2 20 18 20 25 29 2.9 2.7
Average interest rate (percent) 124 12.1 10.5 10.7 8.6 6.6 6.4 13 18 13 6.8
Principal repayments 10.8 13.5 120 12.2 11.7 12.6 131 139 15.0 16.2 171
Short-term debt repayments 8.5 11.0 93 9.1 8.7 8.6 8.5 8.3 8.8 96 10.4
M&LT debt repayments 23 2.5 2.7 31 30 40 46 5.6 6.1 6.6 6.7
Gross financial requirments 13.2 16.0 141 143 137 144 151 16.4 179 191 197
Net financial transfers 15 -30 -13 -17 29 —.6 —4 -8 —11 —-20 -35
Interest/exports of goods and services (percent) .... 6.5 6.1 5.2 54 5.7 5.1 5.5 6.6 11 6.5 5.6
Total debt service/exports of G&S (percent) 35.6 39.0 347 35.4 38.9 40.3 421 43.0 43.6 43.2 41.2
Gross debt/GDP (percent) 1.7 1.5 14 14 1.6 1.6 1.7 17 16 1.5 1.4
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GOP billions of 1980 U.S. dollars 1,129 1,158 1,197 1,214 1,228 1,269 1,295 1,322 1,351 1,381 1,412
Change (percent) 1.5 2.5 34 14 1.2 33 2.1 2.1 2.2 22 2.3

GDP per capita 1980 U.S. dollars 4,236 4,306 4413 4433 4,445 4,564 4,632 4,703 4,783 4,862 4,946
Change (percent) N 17 25 4 3 21 1.5 1.5 17 17 17

TABLE 3.—EASTERN EUROPE
[In billiens of U.S. dollars]
1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Merchandise trade balance 11 6.0 6.1 6.8 44 22 34 38 4.2 41 43
Merchandise exports. 323 32.2 327 341 329 33.0 35.5 39.1 4238 46.3 50.7
Change (percent) -2 -3 16 44 ~-38 A 15 10.2 9.5 8.1 9.5
Merchandise imports 31.2 26.1 26.6 274 28.4 30.8 321 35.3 387 42.2 46.4
Change (percent) ~124 —16.2 17 31 38 8.5 41 10.1 9.4 9.2 9.9
Services and income, credit 46 44 44 4.9 49 4.9 5.2 58 6.3 6.7 1.2
Services and income, debit —121 -109 —-935 —938 -92 —87 -89 -99 -107 —109 -10.9
Net transfers 13 1.0 11 1.2 12 13 14 1.5 16 17 18
Current account balance. -517 —.6 19 33 13 -5 8 N 1.0 12 18

Net direct and portfolio investment 0 0 0 0 0 0 0 0 0 0 0
Other non-debt creating items. -1 8 -30 -22 ~33 13 R -4 -4 -8 ~13
Net new borrowing 5.8 -2 11 -10 20 -1 -15 -4 —.6 -4 —6
Exchange rate adjustment -37 -28 =31 —41 5.2 47 5.3 28 16 038 —15

Stock-flow reconciliation 2 3 10 26 —16 0 0 0 0 0 0
Change in gross debt 22 =27 —11 —26 5.2 41 38 24 1.0 4 =21
Gross external debt 69.2 66.5 65.4 62.8 68.0 721 759 78.2 79.2 79.6 71.5
Short-term debt 133 10.4 98 9.4 113 10.7 11.0 11.6 120 127 138
Medium and long-term debt 55.9 56.1 55.6 53.4 56.7 61.3 64.8 66.6 67.3 66.9 63.7
Reserves 6.0 5.6 8.6 107 139 126 119 122 126 13.4 14.6
Net external debt 63.2 60.9 56.8 52.1 54.1 59.4 63.9 66.0 66.7 66.2 629
Interest payments. 8.6 11 6.2 6.0 5.8 5.0 5.1 5.7 6.1 5.9 5.5
Average interest rate (percent) 12.7 113 94 9.3 8.9 1.2 6.8 14 18 14 1.0
Principal repayments 22.1 20.6 19.2 19.5 18.6 20.6 18.5 20.0 211 220 221
Short-term debt repayments 14.6 123 109 9.4 9.0 113 10.7 11.0 116 12.0 127
MBLT debt repayments 15 8.3 8.3 10.1 9.5 9.3 78 9.0 9.5 100 10.1
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TABLE 3.—EASTERN EUROPE—Continued

{In billiens of U.S. dollars)

1981 1982 1983 1984 1985 1986 1987 1988 1989 1890 1991

Gross financial requirements 30.7 28.3 253 25.5 244 256 23.6 25.7 212 219 28.2
Net financial transfers —-29 -19 =51 -10 -38 —57 —6.5 —6.1 —6.8 —63 -6.1
Interest/exports of goods and services (percent) ... 234 21.0 16.6 154 153 133 124 127 12.5 111 9.5
Total debt service/exports of G&S (percent) 83.2 774 68.2 65.3 64.6 67.6 519 57.4 55.4 52.6 487
Gross debt/GDP (percent) 135 127 123 17 1.2 10.5 9.8 9.1 8.3 117 71

Change (percent) -13 0.6 19 3.2 16 19 24 2.2 2.2 2.2 2.1
GDP per capita (1980 U.S. dollars) .......c.oocorcceverescscsssurmrreneennns 3,971 3,971 4,030 4,143 4,190 4,256 4337 4,413 4,491 4,570 4,646

Change {percent) =21 0 1.5 2.8 11 16 19 17 18 18 1.7
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NotEs oN TABLES 2 AND 3

The series presented in these tables are based on estimates and forecasts prepared by Whar-
ton Econometric Forecasting Associates.

Only non-socialist trade and convertible currency debt and payments are included in these
accounts.

For some countries the merchandise trade balance figures are adjusted for coverage and pay-
ments leads and lags before they are entered into the current account balance.

Other services and income covers shipping and other transportation payments, travel and tour-
ism payments, investment income, interest payments and miscellaneous other payments for
goods and services. Net transfers include both private and official unrequited transfer payments.

The current account balance is the sum of the (adjusted) merchandise trade balance, net serv-
ices and income, and net transfers. A summary of the counterbalancing capital account compo-
nents are shown on the following three lines.

The entry labeled other non-debt creating items includes changes in reserves and arrears, gold
sales, errors and omissions, counterpart and other items.

Net new borrowing is estimated on the basis of each country’s capital account. Thus it differs
from the change in gross debt by the amount of exchange rate adjustments and unrecorded cap-
ital out-flows.

The exchange rate adjustment refers to the change in the nominal dollar value of gross debt
due to appreciation or depreciation of the dollar relative to other currencies in which that coun-
try’s debt is held. (When the dollar is strengthening against other currencies, this tends to
reduce the dollar value of the non-dollar portion of a country’s debt causing a negative entry in
this line.) .

The figures for stock-flow reconciliation show the difference between estimated capital ac-
count transactions and changes in the level of gross debt (after deduction of exchange rate ad-
justments). This discrepancy is due to errors and inconsistencies in both stock and flow accounts
or estimates.

Gross external debt is the end-year value of all external debt, both short-term (with repayment
due in one year or less) and medium- and long-term and including use of IMF credits. Only dis-
bursed amounts are included.

Only BIS-area bank liabilities to the Soviet-bloc countries are included in line labeled reserves.
Net debt is defined as gross debt minus these reserves.

Interest payments are gross payments on all debt (including short-term debt). The average in-
terest rate is calculated by dividing these interest payments by the average level of gross debt
during the year.
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TRADITIONAL FORMULAS OR NEW INNOVATIONS?
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SUMMARY

The paper assesses the factors that will influence Soviet foreign
financial policy in the coming years. Particular attention is given
to external factors, such as the world economic outlook and its ef-
fects on Soviet strategy, the trend toward financial innovation in
western markets and the example of policy innovations in other so-
cialist countries. The conclusions suggest that, despite increasing
demands for foreign capital, changes in Soviet financing policy are
likely to be evolutionary rather than radical in nature. The funda-
mental challenge for Soviet leaders is how to use foreign resources
more efficiently, not how to borrow more.

I. INTRODUCTION

In deciding upon economic strategies for the future, Soviet plan-
ners must determine the scheduling of the availability of resources,
both domestic and foreign. The substantial decline in oil and other
commodity prices since 1981 has contributed to a deterioration in
Soviet export earnings and in the country’s foreign exchange posi-
tion. The issue of the role of foreign capital in future economic
strategies, therefore, is emerging as one of the key decisions facing
the new Soviet leadership during the current 1986-90 five-year

*Senior Vice President, Bankers Trust Co.
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plan. Decisions about international financing are directly linked to
the allocation of resources at home between competing civilian and
military uses, as well as to the issue of economic reform.

Soviet financial strategy must consider several interrelated as-
pects of the country’s foreign economic transactions. One is the
actual transfer and use in the economy of foreign machines, li-
censes or processes that embody foreign technical know-how. Fi-
nancial policy must consider the rate of return to such expendi-
tures, since this will be a major factor influencing decisions on the
desired level of indebtedness, i.e. by determining the ability of the
economy to service the debt incurred to import such technology. Fi-
nancial policy, therefore, must be based on a realistic assessment of
the productivity of foreign capital in the domestic economy, includ-
ing the potential contribution of economic reform to such produc-
tivity. A closely related consideration is the longer-term outlook for
export sales. For traditional commodity exports such as oil and nat-
ural gas, the primary concern is future price trends. For manufac-
tured exports, the primary concern is competitiveness of Soviet
goods in western markets, including styling, quality, servicing and
price. Finally, financial policy must also consider the potential
sources and volume of available external financing and the likely
terms and conditions associated with such credit.

Each of these aspects presents substantial uncertainty to the
Soviet decision maker, particularly given the experience of the past
5-10 years which reflected external economic volatility and domes-
tic economic shortcomings. A western assessment of future Soviet
international financial policy cannot know how these factors are
likely to be weighted in Soviet decision making. The discussion
which follows highlights what we know best, namely the potential
role of external factors as influences on future Soviet financial
policy. The discussion of internal influences such as economic
reform and trends in productivity on such policy is incomplete, in-
asmuch as our knowledge of such factors is limited.

I1. HisTORICAL DEVELOPMENTS IN SOVIET INTERNATIONAL FINANCIAL
Poricy

During the 1950’s Soviet financial ties with international finan-
cial markets were rather limited, consisting of short-term financing
of imports and exports. During the 1960’s the Soviet Union expand-
ed its involvement in major western financial markets through two
wholly-owned subsidiary banks, Eurobank in Paris and Moscow
Narodny Bank in London. These banks provided access to the
growing interbank market for Eurodollars, where short-term credit
unrelated to trade transactions could easily be raised. In the 1970’s
Soviet financial activity expanded into long-term borrowings from
western governmental agencies and the number of scope and activi-
ty of Soviet-owned banks in the West continued to grow. During
the same period the Soviet Foreign Trade Bank raised several syn-
dicated long-term credits from western commercial banks, but the
bulk of Soviet activity in private credit markets remained short-
term in nature.

One of the notable features in Soviet credit policy at this time
was the heavy dependence on official credits. At the end of 1977,
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for example, over 50 percent of the estimated $18 billion in gross
foreign debt was accounted for by official credits from western gov-
ernments. This proportion was the highest of any country in East-
ern Europe and was substantially greater than in developing coun-
tries such as Brazil and Mexico, where the ratio at this time was
only about 15%. Soviet bankers preferred official credits over bank
credit by reason of fixed rates of interest rather than the floating
market interest rates of bank credits. Another reason was the pri-
ority given to large projects which were typically tied to compensa-
tion agreements—the natural gas for pipe deal is an example. Such
deals were too large to be handled by normal bank credits; the
direct participation of western governments in the financing pro-
vided an underwriting of the risks for the western firms. From
their perspective, Soviet leaders believed that government-to-gov-
ernment agreements reduced their risks associated with western
sales, since any economic problem would be viewed in the context
of overall bilateral relations and not be limited to its economic di-
mensions.

The emphasis on large, resource-based projects and official cred-
its reflected two characteristic themes in Soviet policy at this time.
One was a bias in Soviet planning toward such large-scale under-
takings, best symbolized by the Baikal-Amur Railway project. The
priority accorded the large infrastructure projects reflected bad
economic judgment. Such investments required heavy commit-
ments of resources, but promised economic returns only far in the
future. And in most cases supplementary investments were re-
quired in order to capture the economic benefits of the projects. Be-
cause labor and capital resources were strained by commitments to
these priority projects, many smaller investments with short-term
payoffs were neglected. This acted to retard the overall growth rate
at this time.

A second theme in Soviet policy was the reliance on political
agreements rather than economic competitiveness as the basis for
access to western markets and credits. For Soviet leaders, the im-
portance of detente as a precondition for the expansion of East-
West trade reflected a mistrust of western markets and western
politicians, as well as a lack of commitment to fundamental eco-
nomic reforms at home. Rather than compete on terms set by the
markets, Soviet negotiators offered huge, “historic” deals in return
for western political commitments securing market access and
credits. The willingness of western governments to deal on Soviet
terms gave Soviet leaders the confidence to make additional com-
mitments to these huge projects without altering priorities for the
military and it allowed them to postpone dealing with the thorny
problem of economic reform.

These Soviet policies began to unravel after 1975. U.S.-Soviet re-
lations deteriorated markedly in the wake of the Jackson-Vanik
Amendment and other congressional restrictions on trade and
Export-Import Bank credits. The Soviet economy, meanwhile, was
stagnating, due in large part to the overcommitment of resources
associated with the investment policies described above. In re-
sponse to these developments and to a concern that a further
growth in indebtedness could lead to political leverage applied by
the West, a change in Soviet financing policy was made during
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1976. Orders for western machinery and equipment were cut sharp-
ly in 1977 and subsequent years. The priority now was to balance
payments flows with the West and to prevent an increase in the
country’s indebtedness.

Although Soviet leaders eventually concluded a major natural-
gas-for-pipes deal with a German-led consortium in 1981, an impor-
tant turning point in Soviet financing strategy had been reached in
1976. Other countries in Eastern Europe and in the developing
world were rapidly increasing foreign borrowing at this time to
compensate for domestic economic shortages. Soviet policy, howev-
er, chose austerity in the form of import cutbacks to achieve bal-
ance in international payments. Such a policy option was made
more bearable thanks to significant increases in prices of Soviet ex-
ports in the period up to 1981. But even after 1981, when the Soviet
terms of trade worsened substantially, policy makers were quick to
make the necessary adjustments to maintain net international in-
debtedness virtually constant at $10-11 billion, the same level
reached in 1977.

III. AN EVALUATION OF PasT PoOLICIES

From the viewpoint of the current Soviet leadership, the 1976 de-
cision to limit the growth in indebtedness was a wise one. The
Soviet Union was spared the severe adjustments in economic policy
that were forced on Poland and other developing countries when
the global debt crisis emerged in 1981-82. More importantly, per-
haps, Soviet leaders were successful in blunting the efforts of the
Reagan administration to apply economic leverage during the early
1980°s in matters relating to grain sales, official western credits
and the gas pipeline deal. These results will clearly be influential
in the development of Soviet international financial policies for the
future. A minimum requirement of any future international finan-
cial policy is that it not put the Soviet Union in a position where
the West might effectively use economic leverage for political ends.

At the same time, however, Soviet leaders must also realize that
the austerity policies have imposed significant costs on the Soviet
economy in terms of benefits foregone. The economy has been
denied western technology on a broadly diffused basis. Much of the
credit used in recent years was concentrated in the importation of
pipeline equipment and materials. The technology embodied in
such imports was for the most part already known to Soviet indus-
try, but Soviet firms could not meet the priority delivery schedules
for these projects. Credit policy, therefore, contributed little to solv-
ing the fundamental problem of the economy—a slowing of the
growth rate due to lagging productivity and technological obsoles-
cence.

As was true some fifteen years earlier, the use of western credit
offers today’s Soviet leaders one avenue through which the econo-
my’s performance might be substantially improved in coming
years. The issue is whether changes in Soviet international finan-
cial policy could—without exposing the country to an unacceptable
degree of economic leverage from the West—bring significant bene-
fits to the economy. A more active, though still cautious, expansion
of financial interactions with the West, coupled with a new set of
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domestic economic priorities, could very likely find a place on Mr.
Gorbachev’s agenda for the revitalization of the Soviet economy.
The following section explores some of the external developments
that are likely to shape such a policy.

IV. EXTERNAL INFLUENCES ON SovIET FINANcIAL PoLicy
A. GLOBAL ECONOMIC OUTLOOK

Since the last recession in 1981-83, the world economy has strug-
gled to overcome strong deflationary forces stemming from the
global debt crisis, high real interest rates, rising protectionism
and—beginning in 1985—rapid appreciation of the yen and most
European currencies against the dollar. World economic growth ap-
pears likely to continue at modest levels in the coming few years,
but the level of aggregate growth is less important than the uneven
impact of the abovementioned factors on individual countries.
Major structural changes in the global economy are being pro-
pelled by the massive imbalances in trade positions of major indus-
trial countries, difficult adjustment problems facing highly indebt-
ed developing countries and shifting fortunes of individual econom-
ic sectors due to depressed commodity prices and sharp swings in
foreign exchange rates.

The following appear to be key issues for Soviet planners:

Global deflation.—How long will commodity prices—and
energy prices in particular—remain depressed; will OPEC be
successful in pushing oil prices back up in the near term? How
great is the risk of recession in the next 2-3 years?

Protectionism.—How will trends toward greater protection-
ism in developed industrial countries affect Soviet efforts to di-
versify away from dependence on exports of energy and other
commodities?

Foreign exchange rate volatility.—How is the decline of the
dollar affecting Soviet net earnings from trade and the coun-
try’s net international indebtedness; could a collapse of the
dollar lead to sharp increases in interest rates?

Global trade imbalances.—How are the huge trade surpluses
in Japan and Germany and the United States trade deficit
likely to be reduced; do the growing net asset position of Japan
and Germany and the net indebtedness position of the United
States imply a redistribution of economic power among the
major industrial powers? What risks or opportunities for the
Soviet Union might be associated with such developments?

Global debt..—How are western policies to manage the LDC
debt crisis likely to evolve; what risks would LDC defaults pose
{;or ltclsl‘s international financial system and activity by Soviet

anks?

These are complex, interrelated issues. If there is a dominant
theme, it is the contrast of growing trade imbalances with greater
financial liberalization (described in greater detail below). The
international financial system has facilitated the creation of debt,
which has made it easy for countries to finance balance of pay-
ments deficits. But the gobal trading system has not facilitated the
servicing of this debt by the debtor countries.
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Depressed commodity prices reflect conditions of oversupply, due
in large part to debtors’ economic adjustment efforts necessitated
by excess debt levels built up in the past. Protectionism, in turn,
reflects the relative importance that politicians in developed coun-
tries place on domestic concerns over international economic ad-
justment. And although the United States has generally supported
free trade in the past, there is concern that future U.S. policies
may turn more protectionist under Congressional pressures for
more effective action to correct existing economic imbalances—the
growing net international debtor position, continuing budget defi-
cits and a large trade deficit.

The intertwining of trade blockages and financial market liberal-
ization reflects a fundamental contradiction in the global economic
outlook. If it is to be sound, credit created within any financial
system must be tied in one way or another to production—a compa-
ny’s cash flow or asset values, a country’s export revenues. The
way things are working now is that credit is created where produc-
tion is weak, e.g. U.S. trade deficits, LDC debts, whereas creditor
countries, such as Japan and Germany, are enjoying record export
surpluses. Exactly the opposite is required for systemic stability;
the creditor countries should run trade deficits so debtor countries
can achieve the trade surpluses necessary to service their debts.

These considerations suggest that until global debt problems and
trade imbalances come under better control, there are risks that
international financial problems could emerge. Western govern-
ments will react to such problems if and when they appear. Their
golicy reactions may affect Soviet trade and financial interests.

oviet policy makers should, therefore, have an interest in how
such policies are formulated.

B. FINANCIAL CHANGE, INNOVATION AND DEREGULATION

1. Securitization

The emergence of the global debt crisis in 1982-83 has spurred a
series of changes in international financial markets that has al-
tered the nature of international banking in fundamental ways.
For a decade prior to the debt crisis the syndicated loan market
among banks in London was a primary channel for recycling li-
quidity to borrowers in international capital markets, accounting
for over 50 percent of credits arranged. Syndicates of banks would
underwrite medium and long-term loans for borrowers; these loans
would then be held in the portfolios of the banks.

As a result of the debt crisis and other structural changes in fi-
nancial markets, this syndicated market has declined markedly
and now accounts for only about 15 percent of international bor-
rowing.! Banks have cut back sharply on lending to developing
countries, and for loans to still creditworthy countries, a trend
toward securitization has emerged. The essence of securitization is
that the loan instrument is in a form that allows the credit to be
readily sold by the underwriting bank. Typically, such an instru-
ment would be a bond or short-term note, but any bank loan in
saleable form would also qualify. Purchasers of these securities in-

! Morgan Guaranty Trust Co., World Financial Markets, December 1986, p. 2.



106

clude other banks, corporations, insurance companies, pension
funds and official institutions.

Rather than concentrating on underwriting syndications and
holding long-term loans in their portfolios, many major interna-
tional banks are now seeking to profit from underwriting securities
which are sold to investors and from trading of these securities still
held in the banks’ portfolios. Clearly, for a security to be saleable
there must be a market willing to accept the credit risk of the bor-
rower. In practical terms, demand in this market is limited to “in-
vestment grade” securities (rated BBB or higher); for the most
part, these are developed industrial countries or “blue chip” multi-
national corporations (most rated AA or AAA). Although some
lesser quality credits have been underwritten successfully, the
market for such securities is rather limited.

The trend toward securitization has important implications for
future Soviet borrowing strategies. Securitization opens up a new,
and potentially large source of liquidity for the Soviet Union. Di-
versifying the source of borrowing to non-bank investors adds
greater stability to the potential supply of capital, thus increasing
policy flexibility as well as reducing the overall cost of financing.
Diversifying financing sources also reduces the prospects that
credit leverage applied by the United States could be effective.

Soviet policy makers, however, also likely see some disadvan-
tages to these developments. The Soviet Foreign Trade Bank, for
example, has always been reluctant to allow its promissory notes to
trade in western markets. Holders of such notes—which are typi-
cally suppliers credits with the guarantee (aval) of the Foreign
Trade Bank—cannot sell these notes without permission from the
Foreign Trade Bank. These restrictions act to limit the volume of
marketable Soviet paper on offer in the West. The purpose of the
restrictions seems derived from a desire to influence quoted prices
for such paper (by restricting supply) in order to protect its position
in the quality end of the market. Another purpose may be to seg-
ment the bank market from the suppliers credit market, thus forc-
ing banks interested in acquiring Soviet assets to deal directly with
Moscow rather than with their customers with whom they might
othérwise refinance such Soviet suppliers credits.

Securitization implies the creation of active and uniform primary
and secondary markets where potential creditors—banks, suppliers,
or investors—could examine characteristics of new and seasoned
securities by pushing a button on a Reuters screen. These creditors
could evaluate interest rate spread differentials over similar matu-
rity U.S. Treasury issues or other sovereign issues, and then act on
their judgments of the risk/reward relationships. The issue is
whether Soviet leaders will allow and even encourage such a
market to develop for Soviet securities.

Past experience suggests that Soviet leaders have always been
uncomfortable relying on financial markets for something as vital
to their security as foreign exchange. In addition, one wonders
whether Soviet officials will be concerned with the open nature of
these markets—what if Soviet securities traded at discounts similar
to those observed for AA-rated borrowers such as Denmark or New
Zealand, rather than for AAA-rated borrowers such as France?
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Whether they will change their thinking in the present instance
probably depends on the scope of the benefits they might hope to
gain by tapping into the markets opened up by the trend toward
securitization. Most likely, they will test the appetite of the market
for Soviet securities before making a major commitment to securiti-
zation. And before this happens, there will be pressure to settle on
outstanding defaulted Czarist bonds in order to improve the coun-
try’s image among potential investors. A settlement was reached in
August 1986 with British authorities on behalf of British bondhold-
ers; this suggests that other outstanding claims may be negotiated.

2. Financial Innovation

The new financial instruments emerging in the marketplace may
be grouped into three general categories. The first group includes
instruments for managing interest rate and currency risk, such as
coupon and currency swaps, interest rate futures and options.
These products allow a borrower to reduce interest rate mis-
matches between short-term assets and liabilities (e.g. interest due
may be determined with reference to the six-month rate but inter-
est received may be fixed with reference to the one or twelve-
month rate) and to restructure liabilities to achieve a desired mix
of fixed or floating rate debt and a desired mix of debt by currency.

A second group includes products giving borrowers increased
flexibility in raising needed funds. Examples would include note is-
suance facilities (NIF’s), Eurocommercial paper, and medium-term
Euronote facilities. NIF’s involve medium-term commitments from
a group of underwriting banks to sell in the market a given quanti-
ty of the borrower’s short-term notes, or to purchase the notes
themselves if the paper fails to sell. The market for Eurocommer-
cial paper is similar, but the banks place the paper on a “best ef-
forts” basis on request from the borrower, without a commitment
to minimum quantities that will be placed. Euronotes are similar
to Eurocommercial paper in being continuously offered, but for
longer periods.

The third category of new products includes instruments tailored
for specific needs of the investor. Examples include zero coupon
bonds, dual currency bonds, and bonds with warrants or puts.
Asset-backed or collateralized securities bridge two categories since
they aid borrowers by liquifying hard-to-finance assets, while
giving the investor lower risk.

The use of the new instruments in groups one and three pose no
fundamental policy issues for Soviet decision makers. The use of
hedging instruments such as swaps is an issue of convenience and
lower cost. There are no barriers to increased Soviet activity in this
area other than learning how to employ these instruments to best
advantage. The prospects for group three innovations are not rele-
vant at this time, since no bonds of any kind have been issued.

The primary issue facing Soviet decision makers, therefore, is
whether to expand activities into the new instruments represented
by group two. A decision to expand the use of short-term facilities
such as NIF's and Eurocommercial paper would complement a
commitment to the securitization of international borrowing dis-
cussed in the above section of this paper.
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3. Deregulation and Privatization

International financial innovation is having a significant influ-
ence on decisions by many industrial countries to reduce the role of
the state in regulating domestic financial markets and in manag-
ing state-owned companies. Recent advances in communications
technology have made many regulations designed to insulate do-
mestic markets obsolete. Governments are deregulating and priva-
tizing in order not to lose competitiveness in trade and financial
matters to those countries that have already taken such steps.

The message for Soviet planners is a simple one. Domestic eco-
nomic reform, including the integration of the new technologies in
the information processing and communications fields into econom-
ic management, is an essential element of any strategy to capital-
ize on the benefits offered by the evolving global financial market.
The fact that traditional “statist” countries such as France, Spain
and Italy are abandoning centuries of tight central control of do-
mestic financial activities and foreign exchange flows in favor of
greater integration into international financial markets cannot
have passed unnoticed in Moscow. What Soviet experts make of
these trends, though, is not known.

An indirect result of increasing global financial integration that
may also concern Moscow is the growing consensus on the need for
coordination of economic policy among the major industrial coun-
tries. Although international policy coordination is more rhetoric
than fact at the moment, continuing trade frictions may in the
future lead to more serious and effective coordination of policy
than evident so far. Such developments could prove a disadvantage
to the Soviet Union and other Eastern European countries. Even if
current trends toward the emergence of a strong European, Deuts-
chemark-based currency bloc continue—as seems probable—these
countries are likely to be focused primarily on the two other poles
of this tripartite system, i.e. Japan and the United States, and not
on Eastern Europe. Soviet leaders, therefore, should not take much
consolation in the West’s current economic problems, since the way
these problems are managed may act to limit Soviet access to west-
ern markets.

C. NEW POLICY INITIATIVES IN SOCIALIST COUNTRIES

New policy initiatives in several other socialist countries are rel-
evant to Soviet decisions on international financial policy. The two
countries most active in this field are China and Hungary.

In both countries decisions to join the International Monetary
Fund and the World Bank marked the initial step in the process of
changing foreign financial policy. The PRC joined these institutions
in 1980 (taking over the seat previously occupied by the Republic of
China) and Hungary followed in 1982. Hungary has actively uti-
lized short-term financial support from the IMF since membership;
its use of Fund credit totaled $1.0 billion at the end of October
1986, representing about 7 percent of the country’s total foreign in-
debtedness. China has also used Fund resources, but less actively.
China drew down an IMF standby credit of $550 million in early
1981; this sum was repaid in mid-1983 and no further drawings
have been made to date. Both countries have actively used World
Bank loans. Since joining the World Bank, loan commitments have
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totaled $4.2 billion for China (including IDA commitments) and
$1.2 billion for Hungary.2

Both countries have been active issuers of securities in recent
years. Hungary has focused primarily on the short-term note
market. China’s experience seems even more relevant to future
Soviet policy, particularly its success in tapping the Japanese cap-
ital market. During the first half of 1986, for example, China
issued various securities valued at over $1.3 billion; $1.0 billion of
this total represented yen denominated securities issued in Tokyo.3

China also faces the issue of pre-regime defaulted securities still
outstanding in the United States and the United Kingdom. A set-
tlement of these claims has been discussed for some time without
resolution. Despite this fact, China issued $200 million in floating
rate notes in June 1986 in Frankfurt. The British government indi-
cated its displeasure with the participation of several British in-
vestment banks in the deal by excluding them from a major bor-
rowing by the U.K. Treasury which was arranged several months
later. The Soviet-British agreement to settle defaulted bonds in the
United Kingdom was reached in August 1986.

China’s success in attracting foreign investment capital is also
noteworthy. Chinese authorities announced recently that 7,300 for-
eign direct investments totaling $5.9 billion have been approved
since 1980, most located in special foreign enterprise zones.* Al-
though the effective transfer of foreign capital is probably substan-.
tially less than the total authorized, the numbers are impressive.

China and Hungary have also supplemented their foreign initia-
tives with reforms of their domestic banking systems. Hungary has
so far authorized the domestic operations of two joint-venture
banks and at the beginning of 1987 a decentralization of the state-
owned banks was introduced.5 China has also begun to revamp its
domestic banking system to permit increased competition. In De-
cember 1986, the Bank of Communications was reestablished in
Shanghai with authorization to engage in a full range of domestic
and foreign operations—the five other domestic banks each special-
izes in a particular activity. The domestic offices of the bank were
taken over by the People’s Bank shortly after the revolution, but
the Hong Kong branch continued to operate. The new Bank of
Communications plans to raise capital through stock issues—50
percent is expected to be allocated to the Peking government, 25
percent to the Shanghai government, 20 percent to Shanghai enter-
prises and 5 percent to individuals.®

The pattern of new financial initiatives in China and Hungary
reflects three components:

(1) membership in the IMF and World Bank;

(2) placement of securities as part of an overall borrowing
program;

(3) encouragement of foreign investment;

(4) reform and decentralization of domestic banking system.

2 Data are from official IMF and World Bank sources.

3 The Banker (London), August 1986, p. 19.

* Asian Wall Street Journal, December 16, 1986, p. 15. o

¢ “The Hungarian Banking Reform,” Public Finance in Hungary, No. 33 (Budapest: Ministry
of Finance, October 1986).

8 Asian Wall Street Journal, November 18, 1986, p. 1.
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V. Poricy OprioNs—AN EVALUATION
A. MEMBERSHIP IN INTERNATIONAL INSTITUTIONS

A group of American economists attending an economic symposi-
um in Moscow in June 1986 reported that their Soviet hosts ex-
pressed “serious interest” in becoming affiliated in some way with
the IMF, the World Bank and GATT.” In reporting on the Moscow
discussions, The Wall Street Journal suggested that Soviet interest
was motivated by a new strategy “to tap international credit mar-
kets for large amounts in coming years.” 8

The above analysis of external developments suggests that the
priority concern of Soviet leaders at this time is probably trade,
rather than finance. The costs of nonmembership in GATT, which
deals with multilateral trade issues, could be very real in terms of
loss of export market shares, given the climate of increased trade
friction in the West and the apparent Soviet desire to diversify ex-
ports away from primary commodities into manufactures where
multilateral agreements are significant. In the financial area,
Soviet planners face new opportunities, whose potential benefits
are still not well understood outside of a small circle of Soviet fi-
nancial experts. In any case, closer integration with western finan-
cial markets will only cause repayment problems unless the trade
issues are also managed satisfactorily. Soviet affiliation with GATT
as an observer or associate member is, therefore, probably a top
priority. A second priority may be to encourage closer ties between
the EEBC and Comecon, perhaps including formal diplomatic recog-
nition.

Why would Soviet leaders, then, consider joining the IMF and
World Bank? Soviet membership in these institutions does not
promise access to the credit resources of these institutions. IMF
membership would qualify the Soviet Union for borrowing from
the Fund’s general resources, but Soviet leaders would be very re-
luctant to draw on these resources, not only for prestige reasons,
but also for concern about policy conditionality which would ac-
company any Fund standby. And the Soviet Union could not qual-
ify for World Bank loans, since Soviet per capita income exceeds
the Bank’s current guidelines.

One reason given for such interest is that membership would im-
prove the Soviet Union’s abiltity to tap private credit markets.*® If
Soviet credit requirements rise in coming years, private lenders are
not likely to draw much comfort from the fact that the Soviet

7 An excellent report on these discussions was published by Paul Marer in “Growing Soviet
International Economic Isolation and Severe Problems Ahead in the Foreign Trade Sector
Prompt Top Soviet Economists to Advocate Membership in the IMF, World Bank and GATT,”
PlanEcon Report, No. 31, July 31, 1986. A comprehensive survey of views of socialist countries
on these institutions may be found in “International Monetary Reform and the Socialist Coun-
tlrigr?,” in United Nations, Supplement to World Economic Survey: 1985-86 (New York, 1986), pp.

8 Witcher, S. Karene, “Soviets Consider Joining IMF, World Bank,” Wall Street Journal,
August 18, 1986, p. 32.

9 “EC, Soviet-Led Trade Bloc Seek Closer Relations,” International Herald Tribune, Septem-
ber 23, 1986, p. 1.

10 Statement attributed to Jan Vanous, research director of PlanEcon Inc., a leading specialist
on Soviet and East European foreign trade in Witcher, op. cit.
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Union has unused borrowing lines with the IMF. Thus, the Hun-
garian success in using Fund resources—which acted to boost pri-
vate lenders’ confidence in Hungary—is not really relevant to the
Soviet case. And if private lenders think the Soviet Union could
benefit from economic policy guidance from the IMF, they are un-
likely to lend the country much money in the first place.

The most persuasive arguments for Soviet leaders in favor of
IMF/World Bank membership are the same as those in favor of
GATT membership—the Soviet Union would derive benefits from
participation in institutions whose decisions affect Soviet vested in-
terests. Since these interests appear to center on trade rather than
financial issues at this time, it is probable that membership in the
IMF/World bank is a secondary priority, if at all for Soviet leaders.
It is possible, though that the Soviet Union would seek some sort of
“observer’”’ status at the IMF, similar in certain respects to Switzer-
land, which is not a member but which cooperates with the Fund
in various ways.

This conclusion is supported by a consideration of costs the
Soviet side would likely have to incur in negotiating membership
in the respective international organizations. The central issue in
accession to GATT is reciprocity, given the centralized control of
foreign trade in the Soviet Union. No issue is simple when dealing
with the Soviet Union, but the same issue has faced other socialist
planned economies, and compromises have been worked out; the
Soviet Union and East Germany are the only major socialist coun-
tries still not affiliated with GATT. This suggests that the Soviet
Union will seek some formula for observer status, rather than full
membership.

When it comes to IMF membership, the cost-benefit calculus
leans more to the cost side than in the case of GATT. Not only are
the benefits less tangible, the costs of IMF membership are more
daunting. Soviet leaders are likely to balk at the requirement to
release essential economic information, such as domestic budgetary
data and figures on foreign debt and reserves. And the political dif-
ficulties of negotiating a quota acceptable to Soviet leaders poses a
fundamental stumbling block. While the Soviet Union is able to
offer limited concessions in the trade area to western countries, all
it has to offer the West in the realm of finance are data now classi-
fied as state secrets. It is doubtful that such concessions would be
offered. These considerations suggest that although Soviet leaders
may be considering affiliation with the IMF, they are unlikely to
seek membership any time soon.

B. INCREASED RELIANCE ON FINANCIAL MARKET INNOVATIONS

IMF membership for China and Hungary was complementary to
their new policy initiatives seeking increased involvement in the
global trend toward securitization of borrowing. The conclusion of
the above paragraph suggests that Soviet policy may seek in-
creased involvement in western securities markets without the ben-
efit of IMF membership.

During 1986 the Soviet Union took several steps to pave the way
for its first major foray into western securities markets. At the
time of the settlement of outstanding bond claims with the United
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Kingdom in August, the Soviet Foreign Trade Bank participated as
an underwriter at the co-manager level in a 15 billion yen Euro-
bond issue for the Nordic Investment Bank.!! The Foreign Trade
Bank also arranged an innovative five year 100 million sterling
bankers acceptance facility with British banks.!2 Since bankers ac-
ceptances are designed to finance physical trade, they differ from
short-term securities, which are purely financial in nature. These
transactions have spurred speculation that a Soviet issue, either a
bond or NIF, is imminent. One source reported that Moscow was
“wall-to-wall” bankers, as prominent investment banks arrived
with financing offers.13

The issue, therefore, seems not whether Soviet securities will be
issued, but when and how Soviet bankers will open up this market.
A related question concerns the volume of securities that could be
placed in the market as it develops in the future.

If past performance is a guide, Soviet bankers will approach the
securities markets cautiously, timing borrowings so as to maintain
sufficient competitive pressures among prospective underwriters to
assure the finest terms on each offering. Given the development of
global dollar surpluses, a top priority will clearly be the tapping of
the Japanese capital market, particularly for bond issues. Another
priority is likely to be the development of the London short-term
Euronote market, since costs of such borrowings are likely to be
less than the cost of interbank borrowings through Soviet subsidi-
ary banks in the West.

The volume of securities likely to be issued by the Soviet Union
in the coming 3-5 years will depend primarily on the willingness of
Soviet planners to foster the development of a market for Soviet
securities and on the reception that such securities find among in-
vestors.

The recent sterling acceptance facility, where a tender panel of
banks will bid competitively to accept bills below an agreed maxi-
mum commission rate, indicates Soviet accommodation with
market practice. At the same time, Soviet bankers have continued
to line up traditional types of financing. In November 1986, the
Soviet Foreign Trade Bank arranged a $300 million syndicated
credit with a group of banks led by Banque Nationale de Paris, as
well as a $500 million open credit line with the official Italian
credit agency, the first such facility in ten years.}* These develop-
ments indicate that moves to develop a market for Soviet securities
may be slow in coming.

The potential demand for Soviet securities depends on both eco-
nomic and non-economic factors. The changes in bank strategies
described earlier suggest that a number of banks will be primarily
interested in underwriting and trading Soviet securities rather
than holding such securities in their portfolios. Other potential in-
vestors may worry about perceived political risks or unresolved
problems such as Soviet attitudes toward the remaining defaulted
Czarist bonds, or—for Japanese investors—the long-standing dis-

11 Institutional Investor (International Edition), September 1986, p. 33.
12 Financial Times, August 8, 1986, p. 28.

13 Institutional Investor, op cit.

14 Financial Times, October 20, 1986, p. 20 and November 27, 1986, p. 23.
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pute over the sovereignty of the Northern Territories between
Japan and the Soviet Union.

The lack of economic information will also deter many potential
investors. In Germany, for example, the disclosure of economic in-
formation is required for a stock exchange listing; without a listing,
securities cannot be offered to domestic investors. Other investors
do not invest in securities that have not received a rating by a
major rating agency. The lack of information prevents such a
rating. Although estimates of the Soviet balance of payments and
debt are available, the quality of the data used to produce such es-
timates is subject to question. Banking statistics published by the
Bank for International Settlements, for example, do not include se-
curities held by banks in several major countries (e.g. Germany) or
off-balance sheet exposure (e.g. swaps); securities and private place-
ments held by non-banks are not surveyed at all.!5 This is not an
issue currently, but it will be in the future.

More importantly, the existence of Soviet subsidiary banks in the
West makes the determination of Soviet assets or liabilities diffi-
cult. The Foreign Trade Bank, for example, might refinance suppli-
ers credits extended by Moscow to third world countries with its
subsidiary banks in the West. Such a refinancing would create a-
Soviet foreign exchange asset, even though the underlying asset
might not be liquid.'® On the other hand, Soviet gold reserves are
generally not included in estimates of foreign reserves, given the
lack of data. We simply do not know enough about the size or com-
position of Soviet assets or liabilities. A proper assessment of the
Soviet balance of payments position requires a consolidated inter-
national balance sheet for the Soviet Union, similar to the data
available for western countries.

These considerations suggest that the growth of a market for
Soviet securities will be slow to develop. A decision by Soviet lead-
ers to release essential balance of payments data could spur the de-
velopment of such a market, provided, of course, that western in-
vestors are happy with what the data reveal. It is unlikely that po-
tential western investors will be fully satisfied with western esti-
mates of the Soviet foreign exchange position, given the shortcom-
ings of data on which these estimates are based.

C. FOREIGN TRADE REFORMS AND FOREIGN FINANCIAL POLICY

In a move to improve the efficiency of the foreign trade system
within the Soviet Union, Soviet leaders announced a decentraliza-
tion of the traditional foreign trade monopoly. Beginning January
1, 1987, 21 ministries and some 70 major enterprises have authority

!5 On the need to improve international financial statistics see Bank for International Settle-
ments, Recent Innovations in International Banking, Chapter 11, “Impact of Innovation on Fi-
nancial Statements and Statistical Reporting,” (Basel, April 1986).

!¢ Other examples of how the existence of Soviet subsidiary banks in the West may misstate
Soviet assets are cited by Roger Robinson in “Soviet Cash In Western Banks,” National Interest,
Summer 1986, pp. 37-44. One western estimation of Soviet net debt chooses to ignore Soviet sup-
plier debt and supplier credit on the grounds that no bias is introduced if both are excluded. The
problem with this is that bias may be introduced if such assets are refinanced with Soviet sub-
sidiary banks or if the quality of the assets is substantially worse than the quality of Soviet
liabilities. “Soviet Union: Fifty Billion Dollar Plus Gross Hard-Currency Debt by 1990 and Stag-
nant Quantity of Hard-Currency Imports Over the Next Five Years a Distinct Prospect,” Plan
Econ Trade and Finance Review, Summer 1986, p. 5.
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to import and export on their own account and to maintain foreign
currency bank accounts. In addition, a new Foreign Economic Rela-
tions Commission has been set up for the purpose of formulating
and coordinating Soviet foreign economic policy. The Commission
includes 12 members, representing key Soviet organizations and
ministries at the minister or deputy minister level. Both the Minis-
ter of Finance and the Chairman of the Foreign Trade Bank are
included. In a related move, Soviet authorities have indicated to
western firms their intention to introduce legislation permitting
joint ventures within the Soviet Union by mid-1987.17

The new rules on trade will eliminate existing foreign trade or-
ganizations as middlemen for the enterprises concerned. This
should facilitate trade transactions, particularly for exports. At the
same time, it appears that overall responsibility for foreign trade
and financial policy will remain with the Ministries of Foreign
Trade and Finance, respectively.

It is in this regard that the role of the Foreign Economic Rela-
tions Commission is unclear. Presumably, these two ministries will
recommend policies to the Commission and be responsible for im-
plementing its policy decisions. Although the Commission will pro-
vide a broader context for the discussion of key issues, it is not
clear that this will really change anything, especially in the field of
foreign financial relations. Most financial issues are complicated,
requiring specialized knowledge for full understanding. Unless the
other representatives on the Commission act to develop such infor-
mation and expertise and are able to present their views effective-
ly, the Ministry of Finance and the Foreign Trade Bank will con-
tinue to dominate decisions in these areas.

The same is true with regard to the decentralization of trade au-
thority. The firms receiving new trade powers would need to devel-
op financial specialists able to access the current data on western
financial markets and to evaluate the pros and cons of financing
alternatives, and then they need to have the ability to act on their
judgments. The new reform does not go this far, particularly in
regard to the freedom for these firms in financing matters.

The potential contribution of joint ventures is difficult to assess
until regulations are adopted, but one may question whether such
ventures add much to other forms of industrial cooperation which
have been practiced for years. The basic problem of such ventures
is the difficulty of integrating them into the domestic economic
system of planning and pricing; the foreign trade reform does not
address such issues. The Chinese success with joint ventures de-
rives heavily from the possibility of utilizing Hong Kong, and has
only limited relevance for Soviet planners.

Thus, while the new reforms indicate serious efforts to stream-
line the foreign trade apparatus, it is doubtful that they will have
much relevance to foreign financial policy at this time. The exam-
ples of China and Hungary suggest that reforms in the financial
field require a decentralization of the bank monopoly and the cre-
ation of a more competitive banking system. It is only at this point
that financial experts in the enterprises have a role to play in deci-

17 Kempe, Frederick, “Moscow Easing Laws Governing Foreign Trade,” Wall Street Journal,
September 12, 1986, p. 3.
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sion making. Both of these countries have begun a move toward
such a decentralization, but only after a number of years of experi-
ence with reform in the trade area. Prospects for a decentralization
of the Soviet banking system any time soon are not high.

V1. CoNcCLUSIONS

Although faced with major dilemmas in decisions concerning re-

source allocation at home, Soviet leaders will likely opt for foreign
financial policies that reflect an evolution in past policies, rather
than radical changes. Borrowings will continue to emphaize tradi-
tional sources, such as official credit from western governments.
But a diversification in financing is likely, in order to benefit from
the opportunities offered by the financial revolution in western
markets. Future financial policy will be constrained by Soviet judg-
ments about the instabilities in western economies and limited
prospects for Soviet exports to the area. The priority of trade prob-
lems over financial ones also suggest that Soviet leaders will not
feel compelled to compromise on issues relating to IMF member-
ship or information disclosure. The integration of the Soviet Union
into western securities markets will, therefore, be slow in develop-
ing.
For Soviet leaders the fundamental challenge associated with for-
eign financing is how to use such foreign resources more efficient-
ly, not whether to borrow more. A more active utilization of west-
ern financial innovations promises a more stable source of borrow-
ing on better terms, but this does not address the efficiency ques-
tion. The productivity of foreign capital in the domestic economy
remains far below potential. For this reason, the issue of how its
contribution can be raised, e.g., by economic reform, is surely a
higher priority for the Soviet leadership than increased participa-
tion in western financial markets.



COMMENTARY

By Alec Nove*

There is as yet not a coherent, integrated reform programme. Re-
porting on a high level meeting of the relevant section of the Acad-
emy of Sciences, Aganbegyan said: “The economic section does not
yet have proposals for an all inclusive (tselostnoi) system of man-
agement which would constitute the basis for a radical economic
reform . . . The question of where next to go, as far as the economic
mechanism is concerned, still remains open”.! Reports reach us of
commissions and committees, official and academic, preparing the
“radical” change which Gorbachev has been proposing, but propos-
ing still in somewhat general terms. (One such, “the Commission
for the perfecting of administration, planning and the economic
mechanism”, is referred to in Ekonomicheskaya gazeta, No. 43,
1986, p. 7, to give an example). The measures so far taken (such as
the decrees on agriculture, on light industry and on foreign trade)
do not constitute a radical reform. The additional powers so far as-
signed to industrial associations and enterprises do not go very far
either, though the need for substantially increased autonomy is
recognized. We lack clear evidence as to just what new decrees are
in draft, or might see the light of day by the end of the decade. It
must never be forgotten that a radical restructuring of the system
is a highly complex operation, and does genuinely require careful
preparation. The fact that reforms so far have been cautious and
partial is therefore not proof that radical measures have been re-
Jjected or shelved.

Complicating our assessment is the fact that Soviet economists
have been expressing widely divergent views. There are two quite
fundamental elements which help us to define how “radical” the
reform is: one concerns trade in means of production, and the other
related to prices. Both are intimately linked with enterprised au-
tonomy, and this for the following reasons. Firstly, orders from
above as to what to produce (i.e. “directive” production plans) are
an integral part of the system of administered material allocation,
and also vice versa: if the bulk of the inputs are subject to alloca-
tion by planners, the bulk of the output must be administered too,
since so much of it is used as inputs. Secondly, if enterprises and
the trade organs are to be free to choose from whom and what to
purchase, then clearly the product mix must be determined
through negotiation with customers, with freedom to choose one’s
supplier granted to the customer. Thirdly, the proposal that enter-
prises stand on their own financial feet requires that what they are
called upon to do is not loss-making (or that, if it is, that they have

*Professor Emeritus, University of Glasgow.
1 Voprosy ekonomiki, No. 6, 1986, p. 111.
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some legal rights to compensation). Fourthly, freedom to choose
inputs and to determine the product mix implies an active role for
prices, and so a radical restructuring of the price mechanism. Fi-
nally, the idea that the re-equipment and modernization of enter-
prises be largely financed by them (out of retained profits and/or
bank credits) requires that they be free to purchase the needed
equipment, and this implies trade (not central allocation) of means
of production.

Yet on these issues one hears many discordant voices.

Should enterprises be free to choose their own suppliers? Should
there be trade in means of production? Yes, of course, say Boroz-
din,> M. Bronshtein 3 and Latsis.* No, argue Fel’zenbaum 5 and
Rodin.® Some like Lokshin 7 would confine such choice to enter-
prises making consumers’ goods.

Should the product mix be determined by the producers, in nego-
tiations with customers, influenced by considerations of price and
profit? No, argues Komin.® He actually states that “evidently (sic/)
if profitability were to determine what is produced, this would be
bad”. Rodin likewise opposes “any attempt to grant to the actual
producer the right to determine the product mix as it could lead to
uncontrolled spontaneity (stikhiinost) in the economy”. A contrary
view is emphatically expressed by, for example, Petrov, who argues
that “economic levers would determine the detailed product mix,” ®
and also by Latsis: only the user can judge the results, the quality,
the appropriate price, of productive activitity. “. . . The critical
path must lead to wholesale trade in means of production”. De-
tailid planning of assortment in physical units cannot possibly
work.

Should prices be flexible? Yes, argued Petrov. Prices should re-
flect “market conditions” (rynochnuyu konyunkturu). Borozdin
wants price fixing by the centre confined “only to structure-deter-
mining types of products”, the rest to be sold at negotiated prices,
with, as already mentioned, free choice of partners. Anchishkin ad-
vocates ‘“‘prices settled by negotiation”, subject to some upper
limit.’® Whereas Komin believes in stable prices, “for a whole
quinquennium”, and Rodin opposes the use of value indicators. The
former head of the prices committee, Glushkov, was a known oppo-
nent of supply-and-demand-balancing prices, but he has been re-
tired, so the reformers may have the upper hand, with Gorbachev
publicly supporting a revision of the price mechanism, though
without clearly stating just what form this would take. Gorbachev
and a number of other critics concentrate their fire, rightly, on the
fact that prices passively reflect costs, that the existing system can
have the perverse effect of encouraging enterprises to choose
dearer inputs. Obviously, so long as (for example) construction en-
terprises fulfill plans in millions of roubles of expenditure, and are

2 Ekonomicheskaya gazeta, No. 21, 1986, p. 7.

3 Voprosy ekonomiki, No. 2, 1986, p. 81.

+ Kommunist, No. 13, 1986, p. 39.

5 Voprosy ekonomiki, No. 3, 1986, p. 4.

8 Planovoye Khozyaistvo, No. 1, 1986, pp. 16-17.
* Voprosy ekonomiki, No. 2, 1986, p. 46.

8 Ekonomicheskaya gazeta, No. 23, 1986, p. 6.

9 EKO, No. 1, 1986, pp. 21-31.

10 Voprosy ekonomiﬁ, No. 9, 1986, p. 7.
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penalized for underspending, they will actively seek dearer materi-
als and be reluctant to switch to cheaper ones. Under such circum-
stances a rise in price of any producer’s goods will not have the
effect of reducing demand for it, unless and until enterprise profit-
ability, and not plan-fulfillment in value terms, becomes the pre-
dominant success indicators. Similarly, if plans are expressed in
tons, economy of metal (reduction in weight) will be actively dis-
couraged, and so supplementary plan targets will be needed to
compel or reward economy of materials. This in turn causes the
multiplication of the number of compulsory indicators, and con-
flicts with the needed enterprise autonomy and with flexibility in
adjusting the product mix to user requirements. In other words,
reform of the price mechanism is intimately linked with the pro-
posal of “full khozraschyot”’, and with a fundamental change in the
nature of the planning system itself. To cite Latsis, the problem is
not the imperfection of this or that plan indicator, but their very
existence as targets which are imposed from above (razverstka
sverkhu) (Kommunist, No. 13, 1986, p. 33). Other disagree.

As far as consumers’ goods are concerned, reformers argue not
only for the need to relate retail prices more closely to supply-and-
demand conditions, but also to establish a direct link between these
prices and those paid to the producers. Thus Shatalin: “It must be
particularly stressed that retail prices now have no influence what-
ever on production . . ., since the producer lives exclusively in a
world of wholesale prices