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_Seseer
Soviet Defense Indosiry:
Confronting Ruin
Key Judgments - We cstimate that the real valuz of Soviet defense industry’s production
Information svaibable declined about 10 pereent between 1988 and 1990, Culs in weapons
. ool T Oceaber 1991 production have not been offset by increased civil production {see figure 1)

s e f i3 repart indicates weapons oulput continued to

Q&Iim during the fest six monfis of this year, and the defense-industrial
sector’s tolal production of civil goods probably fell as well. We believe
defense industry’s output will continue 1o shrink in the second half of 1991,
perhaps at a precipitous rate. This decline has undermined the sector’s
ability to finance conversion, even as the ECORDMIC pressure Lo convert
increases. As 8 result, many defense-industrial facilities arc desperately
secking solutions—including Western financial commitments—Io slem a
hemarchage of their best workers and to stave off insolvency.

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

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

- and be fundamentally restructured. The weapons orders that sustain the
industry will continue 1o decline—perhaps abruptly—as republics exercise
their new political power and as their economic priorities and nascent
institutions cmerge. Delense-industrial plants' survival will depend on their
commitment 1o conversion, 1he availability of Western Rnancial assistance,
and the political and economic objectives of the republic leaders—
especially in Russia and Ukraine:

+ The failed administeative approach o conversion is probably dead. The
market will now force defense-industrial plants to operate efficiently and —
respond to consumer demand for civil products or go bankrupL

« Diefense industry is now at the mercy of a new group of leaders who are
critical of its operations and intend to sireamline, rearient, and privatize
the sector.
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= Linlezs and until Western aid is provided, defense industry will have littls
funding (o retain and retrain workers and retool facilities for civil
manufacturing.

The defense industry that emerges from the currenat upheaval could well re-
semble the weapons industry of some West Earopean nations—republics
may own the largest inal-assembly and component plants, but these will be
on a short financial leash, Defense industry®s size will be determined by
what i left of the procurement budget and by the prospects for exponis—it
will be expensive 0 maintain much excess (and increasingly obsolete)
capacity for mobilization, The base of the future defense industry could,
perhaps, consist of the most modern of the current 150 major final-
assembly plants and possibly a couple hundred component plants
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Even eul back to this size, however, the defense indusiry would have the
potential 1o produce in substantial numbers a wide range of technologically
advanced weapons. Certainly the buge pool of talented and well-trained
engineers, technicians, and laborers ensures the availability of core person-
nel well into the future, and, while much of Loday's physical plant and
cquipment is obsolete by Western standards, there arc pockets of excel-
lence. Defense industey’s capability early in the next century will depend
primarily on the republics’ ability 1o overcome daunting problems in the
tramsition and eventuaily to provide a stable market environment—to
manage their political interrelations, marketize and privatize their econo-
mies, downsize and convert defense industry, and then to marshal the
latent capabilities of the residual weapons production resources.

Reverer Blank w "__M———
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Scope Note This paper tracks the halting progress of conversion and examines how
defense industry’s financial condition deteriorated as it attempied o
respond o central guidance and market forees simultancously and how
dﬁcnulmdustur will most likely respond to further euts in WEADOnS
prad_uﬂ.m, greater decmlrumtrnn, and possible forcign assistance. It
mn!mdm lh::u-lmuu in light of the unsucr=ssiu] 19 August coup
ene:mnnmd_ against the Gorbachev leadership by hardliners from the party
and the mul.::arr!rlldmrial complex. By also updating our analysis on the -
changing camposition of defense industry’s output, this paper continues the
Fl’l‘m to test the validity and usability of published Soviet defense-

Indli.'l-‘t!1!| and budget data. Other papers in this series include the DI
Technical Intelligence Report SOV £9-10085 [ 7] December
1989, USSR: Extimaring the Compasition af the Defense Induscry's —
Ouipur; DI Research Paper SOV $0-10026 [ - ¥
June 1990, Defense in the 1989 Sovier State Budget: Seill Nov Credible:
1.-'

L ~Jand DI

Research Paper SOV 91-10021[_ 3 M
, May 1991, The Sovier
f;-';ﬂe af Defense Spending Data to the United Nations: Lets Than Meets
e,
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Soviet Defense lldmtry
Confronting Ruin '

Backgrousd

The Soviet defense-indusirial sector bas long been 8t
the apex of the Saviel command economy, enjoying
near absolute priority on resources (ses inet). Because
its immense productive capacity was purpasclully
develaped to excesd the immedizte nesds of the huge
Soviet military machine, defense industry has long
been tasked to manufacture consumer poods and
capital equipment. Drefense-industrial plants produce
a wide range of manulfaciuring machinery and have
pioneered the development and produciion of ad-
vamncod manufacturing technologies in Soviet indastry.
Defense-industrial plants are major manufseiurers of
equipment for the agriculiural sector and the railroad
industey. Dual-uss items=—such ot ships, aireraft, and
comoyunications equipment—also come from defense-
industrial enterprises. Finally, defense industry pro-
duces a wide range of consumer goods in large
guantities—from washing machines, 1o vacuum
cleaners, o sulomabiless—and defense-industrial min-
istries are the lead organizztions for manufacturing
certain goods, such as high-demand consumer clec-
Lranics.

The procurement and force cuts Gorbachey set in
mation in December 1988 began to undermine the
traditional basis for defense industry’s sheltered life-
style. Gorbacher's plans 1o convent delense industry
meant that its civil prodection would no longer be just
a sideline but would comstitute the majority of s
gutpat, Ulimately, defenss industry's continued exis-
tenos as a separate seclor would be determined by
bers of defenss industry’s central planning apparatus
and iis associated vast and costly pariy control mech-
anism s00n realized that they, oo, would have to
justify their jobs on economic grounds.

Defense industry’s support for the orthodoxy the coup
plotters represented was based in large part on fears
that further cuis in weapons production, combined
with pressure 1o convert and adapt 1o market reforms,
wotld lead to the dismemberment of defense imdustry
and a corsequent hoss of status and possible financial
ruin. Ironically, the failure of the coup has destroyed

Wihat Is the Soviet Dofense Industry?

Through years of extensive lmvesiment, the Soviets
have developed an lmmense defense-indusirial base of
3,000 1o 5,000 facilitles, including aboui |50 major
Sinal-arsembly plants, ihousands of component and
marerial production facilities, and over [ 500 re-
search, develapment, and resr faeilities. Defense-
indusirial production is heavily concentrated in the
Russian Republic (70 percent) and Ukraine (15 per-
cenit), with the rest scattered among other republics.
Wirhin the Rursian Republic, three major cenfers—
Moscow, St Petersburg { Leningrad), and ihe Urals
reglon—have the greatesi number of defense-industri-
al facilities.

Traditlonally, the Soviets have centrally managed
this complex—- the Hﬂ'rmry Jndum.ﬂa.r Commizsion
{VPK} has cantrol industriol output and
ersured supplies io .r.*u- ml'ﬂl".l: plants. Az a resuli,
the defense industries have been relatively inrulated
Jront the bottlenecks and shortages that have plagued
thr rest of the econory. Over the past few years,
however, a combination af factors—comersion, eco-
nomic reform, and the kaightensd economie chaos
throughout the nation—hkas reduced the sector’s tra-
dittonal insularity and made it more vulnerable io
the country's economic problems.

Simce |988 the leadership has enlarged the seciar by
giving It civil plants to meet new civil abligations. The
leadership hoped that extenslon af defense Indusiry’s
rraditional resource priorivies and application af the
sector’s kighly regarded technological expertize
woeld quickly modernize long-neghected civil Indus-
tries. In March [988, 260 food-processing and Nght
indusiry (textiles and focrwear) machine-building
plants were resubordinaled to the secior as part of the
JSood indusiry modernization prograri. In June 1989
defense industry absorbed the focifitles of the dis-
sofved Minisiry of the Medical Equipment [rdustry,
and the Minisiries of Chvil Aviation and Communica-
tions were moved fnfo the Seclor.
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e

nat only many defense industrialisis’ caresrs, but alse
what slim chance there once was for an opderly
breakup of defense industry, The sector now faces
many radical changes at 8 time when it is both
insabvent and bereft of leadership. © »

In 1959 the Sovicts announced ambitiows plans Lo
merease defense industry’s civil production. These
plans call for the sector’s civil prodsction 1o grow by
mote than 10 perceat per year from 1988 through
1995 and for the share of civil prodiscrion in total
defense indusiry cutpet to rise from a claimed bevel of
40 percent in 1988 Lo 65 percent in 19595,

Sovict officials originally claimed that they were an
track in meeting their goals, although they have, yet 1o
release a detailed breakout of delense industry's total
production. In October 1990, then Chief of the Gener-
al Staflf Mikbail Moiseyev sabd defense industry™s civil
production acoounted far 42.6 percent of total defense
industry output in 1989, The Soviets have not yel
indicated what defense industry’s nal 1990 givil
production share was, although in August 1990 then
Premier Mikolay Ryzhkor implied that the civil share
would reach 50 percent, slightly exceeding the
planned level.' The State Committee for Statistics
|Cheskamsiat) report on the cconomy through Septem-
ber 1990, bowever, warned thai conversion had “ab-
vigusly™ begun to slow down at the end of the third
quarier, The Goskamstat report on the Soviel econo-
my in 1990, released in January 1991, admited that
there was *a decline in the overall vodume of produc-
tion in defense industries im conjunctbon with comver-
sion. . . . A drep in the production of military cutput
was not offsel by a quite substantial increase in the
sutput of civilian products and consumer goods.™ It
was not until July 1991 that the CPSLU! Central
Commitice Commission on Conversion claimed that
the proportion of civil output .. _is now over 50
percent.” f

+ Ryshkew saned thal, through July 1990, soanl produsticn is the
dlfmmplummhimﬂﬂlﬁﬂm““l“
ol 158%, while civil output had riscn (3 porcont amd miliry outpei
had fallen 4.6 peseent. This implics » civil share of 44 percent For
the first sewen monthe of 1989, The drafi plan for 1999, released in
Dheleber 1989 by Gosplan First Depury Chalrman Yalkonii=a
Smyahov, called far Ul share of civil produsstion 1o reach 49,2

prresnl

Afier nearly three years of conversion, Soviet claims
reparding the program's progress and its benefits
consumers astumed 8 more rezlistic tone, Commenta-
tors in 1991 spoke about the number of plants that
will be convertad—maost recently farmer First Deputy
Prime Minister Viadimir Shcherbakov claimed that
&00 plants would be converied, an increase from the
400 10 500 previously claimed. What they often are
describing, however, is not a reorientation of militery
Jises but merely increased production of civil goods on
existing lines or new production using excess capadity
(ste inset). Indeed, statements by former Sovict Prime
Minister Valentin Pavlor and the CPSLU Ceatral
Commission on Conversion suggest thai, from 1988 w
mid- 1991, eonverzion—in the strict semse—was re-
sponsible for, a1 most, ane-fifth of defense industry's
increassd corsumer goods cutput. Some Soviet offi-
elals have admitted privately that onaly a handful of
defense-industrial facilithes were to be totally convert-
ed. In contrasi with carlier, cptimlatic statements on
the patential benefits of conversion, defense-industrial
ministers and their enterprise directars conceded in
mid- 1991 that eorversion is costly, that their planis
are suffering financial hardship, and than time i
required for the nation's most technologically ad-
vanced sector to shift to increased civil production,
particularly during a move toward 3 market sysiem.

e« And CTA Estimales

To assess the Soviers' claims and to evaluate their

eapabiiities Lo shift defense industry resources from
military to civil production, we independently esti-
mate the valus of defense industry's output of weap-
ong, consumer durabies, and producer durables, esing
a building-block approach.’ Our estimates indicate
that Soviet clairns ariificially inflate the share of ehvil
production in defenss industry’s output, First, defense
indastry's clvil oulput share was increased by bureau-
cratic fiat in 1988, when a civilian machine-building

3 5e DI Teehaten] Intallipence Repon SOV 8910085 [,

Drecamber 1959, USSR Esrimarning the Compasition of rhe
Defenise fadusrry's Owipud, The eximates of (b otal valee of
wrapnns production sre taken diretly [rom tbe CLA'S ascssment
af 1 quantitirs produced of misslles, naval shipe, Srmbal siseraf.
and cther weapoes vabeed in constass 1982 prices
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Claims and Evidence of Sevier “Conversion™

Claims, Both in public imerviews and L

ke Soviers have made general claims abour
the aumber af plonts and R&D facilitles undergoing
covversion. Soviet journaling and defense indusry
plant managers bave also '
specific factlities involved fn some atpect af
comversion:

Weapons production planis claimed (o be 00
comvernimg

Specific plants identified 250
R&D facilities claimed ro be converting 205
Specific RAD facilittes identtied 50
Evideace. We have I including

presr . J—r&ﬂ has indicat-
ed increased or mew civil production al defense-
industrial facilities ond has allowed us 16 trock
conversion of plants where we believe military pro-
duction has dropped or will decling:

Planrs producing new or more eivil poods 140
Majar weapans plants where military pro- 33
duction has declined

Mafor weapons plants where military pro- El
duction lires have been altered

Specific RED facilities where tome comenr- 15
dliewr activity fs oecurring

finistry was disbanded and eome 260 civil machine-
building enterprises wore resubordinated to defense
indusiry. The Sovicts include output from these 360
enterprises when they calculate defense industry's
civil outpal Second, much “eivil™ outpil consists of
high-quality capital equipeent—such a5 advanced
machine 1eols—designed for and used in WEIPOMS
production.’ Finally, and most important, a hikgh-
ranking official of the Ministry of the Defense Indus-
iry recently revealed that the clvil outpat share 35

! For enample, on 3 Masch 1999 the Minister ol iBe Shipbuifing
Endustry told Soviet 1elevision thas “1he shipbwibding indussry
satisfies 60 40 M0 percent of il own meeds in equipment knd
muchiscry,"

artificially high because the Saviets Aggregate weap-
ans, industrial goods, and consumer goods wsing dif-
ferent valuation measures (types of prices), Weapons
and industrial goods are valued using enterprise
whalesale prices, and consumer goods are valued
using retail prices. Retail prices on consumer goods
include bath transportation costs and the selective,
highly differentiated, and often massive “arsover
MH a- -

We used ihe methodalogy developed in the earlier
repart, together with economic statistics the Soviets
released for 1989 and 1990, to update our analysis.
We cstimated defense industry’s output of consamer
goods and production machinery and combined these
with our building-block estimates of Sovict WEAPONS
production Lo calculate defense industry’s production
breakdown for 1989 and 1990. Although the shares
we calculated for the period 1988-90 are somewhat
different from the anes the Soviets have announced,
their trends track well aver lime with the correspand-
ing CIA estimates {sse table) The 1990 share esti-
mate, as well as the production estimates for total
defense industry output and its sutput of comsumer
goods, appear cansistent with the slowdown in conver-
sion that the Sovieis admitted in September 1950,

Despite progress in shifting the balance between
defense industry’s weapons and civil production, how-
ever, defense indusiry fell far short of its goals for
increassd civil owiput, CIA estlmates show that Soviel
weapons production decreased by 10 percent in both
1989 and 1990, Defense indistry’s ouiput of conswum-
cr goods increased by 5 percent in 1989 and by 10
percent in 1990, providing 2 modest, but much-
needed, benefit o the Soviet consumer, At the same
time, however, defense industry’s output of manufac-
turing equipment, after increasing by & percent in
1989, only increased by 2 percent in 1990, Asa result,

* Wis earlier bypothesized that the Sovicts might have clssifod
ilems such s3 millitary Lrsfissrt zircralt as civll productis—and
wrapont—Lhiid sdificially bocating the share of chil produe-
yﬂ.llﬁndlmmmmh%mm
imcoaray .

Page 12 of 19
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seca

Share of Defease and Civll Production in Fevoant
Toial Defense lndusiry Ouotput

1933 il 1990 1908 =

Seprried, lnlmm
Delinas [ 57 5 - Under 50
Cimil &0 ) e v 50
Cl1A »e
Delense £ L] &2
Ciwil n M 1
Produoer durables 18 19 21
Comumer goodi ] 1% 17
+ [nfenmation as of July 1991,
» Announced plan.

defense industry's production of civil goods increased
by 5 percent in both 1989 and 1980, Estimated tozal
defense indusiry output—weapons and civil goods—
fell by 4 percent in 1989 and & percent in 1990 {see
ﬁﬂ,‘ulﬂ 2'. ¥

Prelimingry Results for 1991

Delense indistry's output was continafng to fall be-
fore the coup altempt. As the overall Soviet sconomy
shrunk and general supply disruptions increased, de-
fense industry was finding il even mare difficult than
is 1989 and 1990 to transform the production paten-
tial freed by culs in weapons orders Into additional
civil producticn. Efforts to convert effictently were
probably alse hindered by conflicting orders to de-
fense industry. In February ihen Prime Minkter
Pavlov called for mere capital equipment produc-
tion—relative to consumer goods i

though the orlginal plans to rapidly expand consumer
goods output were apparently still in place

Through the first six months of 1991, output growth
rates for defense industry’s production ﬂlid:ﬂ.lad
consumer goods were mined (sec figure 3), and its
1ota] output of consumer goods fell by 2 10 3 percent.
This performance, however, was relatively mnd_m—
pared with that of most other sectars of the Sovict

economy, where activity fell sharply. Defense indus-
try's output of manufacturing equipment also most
likely dropped in the first half of 1991, and [_

« W indicates that weapons output
continued to decline—althaugh we have yet 1o esti-
maite by how much. On balance, defense industry's
total outpat continued to fall during the first six
months of 1991, extending its econamic slump Lo two
and a half years.

Diefense indusiry's output will mest likely shrink at as
evety faster pace, perhaps precipitously, in the sccond
hatf of 1991. Weapons production is Hiely fo be
hardest hit, as the faited coup attempt has given the
republics beverage to Indtiate immediate cuts. Civil
production will also sulfer. The various republics will
mesid likely fssue contradictory instructions o the
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defensc-industrial Facilities located on their territo-
H:I:ﬂh:q-. d‘ﬂﬁ:ﬁ: industey will mot be spared the
general chaos i
_ oeral ¢ spreading throughout the

oeders. For

a former amall- producer
T-80 tan J Feale §
ml:kphmhlwmhruﬂlummluuu —_—

,hltﬂ:l,d uﬂdiummmmmm
HE operating costs. Fipancially strapped defense
plants h_:-re recived some of thelr traditional mone-
tary astistance I'mn{ ml-ouma. but the nation’s
d:':mln:;:tmznll conditions increasingly hinder
govern " abi tnse-i i
blacts sy e ity 1o help def ndustrial

The I‘n_tu-r Eovernment claimed to be sensitive 1o
defense Jﬂ.i“llLﬂD"l finanetal problems. Then First
Deputy Prime Minister Sheherbakoy stated in Augusy
1991 that the gevernment wis concernsd sbout the
seciar’s financial prablems, particularly their imgact
on workers, The oaly offer of finzncial assistance he
extended, however, was specific investment for five
p_rlul.'il.':\r areas in conversion—civil aviation, Commer-

.-gial shipbuiltding, space, commitnications, and new
metals and materfals—which could provids galy lim-
ited relief for the financial difficalties of the plants. In
July the Soviews I©_ or plans
o &reate 2 conversion fund in 1992 —financed by a 3.
percent tax on defende outpul— bt prospects are dim
that such a fund wil matesialize. Center and republic
ﬂ:pmulmnwnlu contributions killed a similar fund
ﬁ'l:ll.nd in 1990, ard these disputes have been exacer-
bated in the wake of the 19 August coup,

Plant r:.m reactions o their financial siralis
range from Lrying Lo increase efvil oulpet, § i
production of military orders that are lmuﬁuuc.# m“:ﬂ
searching for export sales, However, those plants that
Ir!mm:rhwulnnﬁlﬂarrmdusﬂlhinwm
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civil prodecilion—sich a3 the Si. Petersburg Arsenal,
# producer of naval guns—have complained that sabes
of civil goods are not as lucrative. Typically defense
planis are designed for small-scale series production
of goods—where production occurs on & job-shop
basis and output ranges from less than 100 to & fow
thousand wnits-—fnsiead of mass production, where
oustpet san rangs from & few thoasand 1o tens of
thousands. Batch production docs mot provids for
econamies of scale—which are key to many areas of
civil production, particularly consumer goods, The.
Soviel press reports that the cosis of producing some
types of food-processing equipment at pariially con-
verted factories can run 10 &0 50 times moce than the
eoits 2t planis tha: specialize in making such equip-
mient, Defense industry's attempts 0 pass on its costs
have been mized—orders for food-processing equip-
ment have reportediy declined substantlally because
customers rebel against what they perceive as price
ROURIng

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

N in Aggust 1990 that officiabs at
ihe Khar'kov Malysher Tank Plant decided unilater-
ally v cease tank peoduction after the Mindsry of
Defense reduced its tank order by one-third; however,

that this. decision was reversed

later that year. Delense industrialists looking for
export sales face the twin challenges of overcoming
negative impressions about the performance of their
equipment in Irag during the Gulf war and the
inabilivy of their traditional customers (o pay cash for
1beir purchases.

The firarcial bind—as well as the loss of the pergui-
sitex and prestige that usually accompany weapons
prodoction—has cauted defense industry to lose high-
Iy skilled workers [_ =), these
workers have sought employment elsewhere (particu-
larly with privately owned cooperatives), are unem-
played, of are attempling 16 envigrate 1o the West,
The CPSW Commission on Conversion reported in
July 1991 that many enterprises are on the “verge of
bankruptey™ and ikai defense workers® relative wages
had slipped sharply. Defense industry's maney poob-
lems have made it even mare difficall to provide the

social benefits—betier housing and access 1o mecessity
and luxury hemi—assaciated with military produc-
tion. In addition, many workere aad managers in the
sector befieve that working on civil goods wasies their
skills:

-C
Jrh:;r bost $0,000 workers dunng the
period 198890, and the Ministry of Defense Indus-
try. which lost 70,000 workers during that same
time, feared additional work force losses bocause 35
percent af its enterprises lacked money to provide
those social benefits necded to relain personnel.

‘T —Jthe nation’s
premier anlilbery production facility, claimed work-
ers were upsct because their jobs were abalished ar
changed and wages were fowered, and many left or
joined & private cooperative that was reating part of
e Facility.

* The Chel'vabinsk Tank Plant lost 30 pereent of it
wark force after it ceased tank production in 1991,

o
. ~Xhat his military orders had
dropped 40 percent since 1988, and, although he
haped 1o transfer workers to civil prodaction, he
feared many of his spectalisis would leave.

As financial conditions at their plants deteriorate and
workers migrate elsewhere, defense industrialists have
expressed fears about their financial ability w man
Fd maintain the weapons productioa base

E Jﬂihwpl.urts,smb
a3 the 5, Petersburg Arscnal, are concermed that
additional cuts in military orders will force them to
face decisions on closing down weapons production
lines and then determining whether 1o keep them
intact or tear them down completely. Some plants
have tom down pares of their military produection
fines— &

oF the Chel'yabinsk Tank Plant has allegedly
placed nonconveriiblé equipment in storage |

R e e
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Seeking a Solation

As defense industry strugglad 1o adjust 1o declining
military orders and meel the leaderships demands 1o
produce more goods for the civil economy, the Soviets
locked 1o internal and external sources for solations to
ease the sector’s financial plight. Despite statements
on decentralizing Soviet indusiry, Paviov and his
colleagues evntinived te-enll for centralized manage-
ment of defense industry and 1o promate state orders
19 keep its plants supplied with production materials
and customers. for their goods. In August 1991 the
Paviov government also provided some details of the
“clarifisd" esnversion program i had promised in
June. According 1o Minister of Economics and Fore-
casting Shcherbakov, the plan directed defense Indiis-
try's efforts into five previously notell pelority areas
that play to the sector’s pereeived strengths and called
for defense industry to increase consumer goods pro-
duction and cutput of medical equipment. Defense
industrialists probably were pleased with this ap-
proach because it required less reoricatation of their
plants and workers

During the past year, reformers propoted their own
changes for defense indusiry that would further
shrink its size and alter its method of operating within
the Soviel economy. First submitted in the fall of
1990, the Shatalin plan proposed that defense indus-
try be scaled down to 20 1o 30 percent of j15 current
size by siripping the sector down 1o government-
owned weapons final-assembly facilitics. All other
industry would be peivatized within a market system.
During Juse 1991, Sovied econoemist Grigoriy Yav-
linskiy and academics at Harvard University’s Keane-
dy School of Government proposed & plan to reform
the Soviel econemy into 3 market-oriented system-—
like the Shatalin plan it akso called for streamlining
defense indusiry and privatizing most of the sector's
facilitizs. Both of these reform plans died after Presi-
dent Gorbachev tried 10 merge them with the more
comservative reform programs of the Ryzhkov and
Pavior governments

After three years of conversion, with results ranging
from limited progress in consumer goods to dismal
failore—panticularly in manufactering machinery to
retoal the food-processing industry—Garbachey and
his advisers opted to seck Western assistance for

defense industry conversion. During the London Ecoe

- nomic summit of the G-7 nations in mid-July 1991,

Gorbachev admined that the Soviet Union could mot
solve its economic problems without Western ecomom-
ie assistance and presented defense industry conver-
sion a5 a priority program for foreign investment. He
proposed a eost of approximately $30-40 billion for
oonversion assistance and identified three areas for
foreign investment:

+ Commercializing dual-uss projects—Gorbachey be-
liewes Western firmes could work jointly with Soviet
defense industry on short-term investment schemes
to develop commercial prajects for established Sovi-
€l capabilities in aviation, shipbuilding, spece, and
communications,

-

Profound reorientation of defense industry—Gorba-
chev stated that this program would require long-
term invesiment aimed at transforming a significant
part of defense industry 10 the sutput of transporta-
tion systems, agriculiural machinery, and & wide
range of consumer ilems.

= Government-assisted programs for the envirenment
and natiomal security—assistance in these areas
wauld be aimed at devezoping technologies for safely
climinating chemical, nuclear, and conventional
weapans and establishing early warning systems 1o
prevent unauthorized or terrorist-instigaved
lausches af nuclear weapans.

The G-7 nations did not immediztely respond with as
much asaistance as Gorbackev desired. They took
little action to redirect thefr wraditional forms of
finaneial aid—loans for specific food or consumer
goods exports—and such aid provides only minimal
assistance 1o defense indusiry. The Soviet Union was
promised “special associate statos™ with the Interna-
tional Monetary Fund (IMF) and the World Bank,
but this will not make it ligible for the billions of
dollars it requested for conversion.

Gorbacher's proposaks fafled 1o address Western govern-
ments” concerns that the Sovicts would use financial
aid ta expand coaversion without changing the
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program's focus from diversion—ithe transler of ex-
pertise or labar of materials 1o increase a defense
plant’s cutput of the civil poods it has vraditionally
produced—1o the replacement of military assembly
lines with lines devoted to civil outpul. Diversion i3
cheaper end casier than replacement—in the short
rin—but diversion alsa enabies the Soviets 1o retain a
weapons production mobilization base. -

The Soviets subsequently applied for full membership
status in both the IMF and ihe World Bank; hawever,
they would be ineligible 1o recsive funds from these
crganizations until afier they were approved for mem-
bership—a process that takes two 1o five years.
Moreaver, the financial benefits of such membership
would not be immediately forthcoming 1o the Soviets
upon receiving admission to these organizations be-
eause these apencies generally provide financial aid
oaly afier the applicant takes actioa—sweh a5 slashing
government spending, including defense—to address
the roct cause of its financial difficultics. Thus,
conversion asd from such international lending inatitu-
vions could be contingent on the Soviets' first taking
actions that further increase the financial pressutes on
defense industry.

Gorbachey also offered some specific strategics for
private foreign investment in comversion, including
Jirect investment in defense industry firms and out-
right purchase of existing enterprises and those cur-
pently under construction, Thus far, bowerer, he has
been tnable 1o atiract much interest from Western
ﬁm.vhichhufmﬂmnmihﬂmmahiﬁb:n
profitable underiaking (see inset). The Gorbachey
leadership alse pitched conversion to Japan and re-
cently allowed a large group of Japansse government,
financinl, and indusirial representatives to tour de-
fense-industrial plants as part of discussians on con-
version assistance, [

Lessons From the US Experience

mmwmuﬂmw:mnunmimqf
experience altempiing to comvert 1o civil produciion
as they tried 1o cope with cyclizal declines in defense
orderr, To tap into that experience, in June 1990 the
Gifice af Sovier Analysis, together with the United
Svates Air Force Academy, hosted a conference ana-
Tyzing the lessond af US industrial comversion inftia-
rives for the Soviet conversion program. Sentor man-
agers from every sector af US defense industry
presented case riudles on itheir companles” comversion
efforis and shared their evaluations of various Soviet
comversion sirafegles.

The LS managers highlighted the pitfalls in comver-
sion, They cited 1wo frequent sources of fallure—
when a new eivil prodiset draws on technologies the
firm has Hitle experience with and whén the corpora-
sfons” design practices and averhead conis, keyed to
the requirements of the Wwedpons proctifement Frocess,
drive up the price af @ ctvil product far beyond what
could be charged in o comperitive marked. Both
problents are evidens in the Soviet comversion pro-
gramt

Most of the US mamdacturers cbandoned narrow
comversion profects in favor af a furdamental réoriens
tation of corperaie business liner. To accomplish this,
they drew heavily on external financial, technical,
and marketing expertise—readily avallable in the US
marker economy. For this reasow, the US managers
doubied that the Soviel conversion program would
sucoeed without fundamental reform af the Sovied
ECOmy

Aftermath of the Coup

Threstened by comversion’s disruptions and the spec-
ter of market reforms, defense industrialists have
publicly and privately resisted change, and this oppo-
sition lod 1o the pariicipation of key defense industri-
alists in the 19 Angust coup againit Gorbachev, For
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maonths, delense-industrial plant mannpers had com-
plained about their plants” problems with convers
sion—in September 1990 they signed § letter in
FPravda warning that the sector was in “dire straiis,”
and, in February 1991 « Soverrkaya Rossiye published
a letter from defense industrialisis ta Gorbackey and
Paviov requesting funding for conversion, A sirong
indication of defense industry dissatisfaction with
leadership policy occurred in July 1991, when Qleg
Baklanov, a leading defense industrialist who was
serving as first deputy chairman of ihe Defense
Council, blasted conversion in & roundtable discussion
printed in Morcow den. Baklanov and Aleksandr
Tizyakov, a defense-industrial careerist and president
of the traditionalist Association of Industrial Enter.
prises, eventually became promiment participants in
the coup against Gerbachev and since then have bean
arrested and charged with treason.

The postcoup shakeup has sirengthened leaders deier-
mined 1o implement the radical econemic reforms
long resisted by defemse Industry. Newly installed
Minister of Economy and Forecasting Yevgeniy
Saburov stated the views of reformers when he woid
Komsomolskays pravda on 30 August that "the
defense complex must cease o exist a5 3 kind of single
entity separate from the country’s economy, sucking
Russia's blood.” Saburov and others such as reform
economisis Stanislav Shatalin and Grigoriy Yaviins-
kiy, a member of the interim economic cotmmitios
ereated after the coup to manage the economy, believe
defense industry should be limited 1o final-assembly
facilities, and the rest of it planis should be priva-
tized. As the leaderships plans evolve over the next
few monihs, defense-industrial plants will be suripped
of their traditional priorities, lose their subsidies, and
be forced to balance their books or go bankrupt r

Any reform program from the center, however, will
have to come to terms with the aims of the republics,
who are claiming control of defense-industrial facili-
. ties on their territory—panticultarty the Russian Re-
public and Ukraine, where the vast majority of de-
fense-indusirial facilities are Jocated. Bath the
Russian Republic and Ukraine have claimed Jorisdic-
tion over all enterprises within their borders, and the
Russian Republic has stated that ¢ plams o conseli-
date weapons production ag selected [acilities and

convert other defense plants to civil production, Haw.
ever, republics thal pesceive security threats, such as
Azerbaijan and Armenia, might increase weapons
production and convert civil plants to weapons oulpuL.
Even if military orders do increzse in some republics,
plant managers there will have to face the challenge
af rebuilding their work foree and forging new supply
relationships before they can mest new production
requirements,

Outlook

Diefense industry will contract dramatically and be
fundsmentally restructired, Economic disarray has
led 10 2 breakdown in the sectar's resource base and
redoubled pressure to cut defense spending. Moreover,
the reformers’ viciory over the hardlisers means that
advocates of & market-ariented economic reform will
be preeminent, so defense irdustry will have to oper-
ate more efficiemly and cost conscioushy as well as be
respansive 1o consumer demand, Finally, the dissalu-
tion of the Communisy Party and the custer of high-
lewel defense industrialisis and military commanders
who directly or indirectly supporied the e9ip have
deprived the secior af allies who traditiopally have
protecied its intesests during resource or reform degi
sionmaking

The political changes and econamic turmoil that have
been accelerated by the falied coup have pemerated
widespread promises of Western humanitarien aid
and made debe rescheduling and Western government
assistance for conversion highly probable, The domes-
tic turmail makes near-term private investment by
Western firms less likely unless businessmen's inveat-
ments are insured by Western governments,

Unless and until Western zid is provided, however,
defense industry will have 1o struggle with liuwle
financial relicl in sight. The sectors 1ol oulput is
likely to continue 1o fall as planis suffer froem declin-
ing weapam arders and comtinue Lo experience prob-
lems transforming production potential freed by these
cuts into additional civil production. Falling sales will
make it even more difficult 1o find funding to retain
and retrain workers and retoal facilitics for civil
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manufacturing and o oblain nceded supplies—creat-
ing the potential for a vicious downward spiral.
Problems will most likely be especially severe in cities
such as 5i. Petersburg (Leningrad) and Moscow and
in the Urals region, where defense industry is the
major employer. Russian leaders, such as the Chair-
man &f the USSR Commitiee for the Management of
the Mational Economy, lvan Silayer, have urged that
the state pay the wapes of defense industry workers
during the conversion process, but such an action
would both increase the exploding budget deficit and
undercut the immediate financial imperative 1o con-
verl.

Furiber, defense industry is at the merey of a new
group of national and réepabiie fe sders who are critical
of its operations, have stated their intentions to
streambine the sector and implement reforms in its
weapans development and production activities, and
plan 1o abandon the administrative approach 1o con-
version. Russian Defense Minister Kobets, even be-
fore the failed coup, had called for virual dismember-
meai of the defense industry sector—a plan thay
appears more radical than that advocated last sam-
mer in the Shatalin program. Shatalin called for 70 to
B0 percent of defense industry plants—ihose that
praduce all or primarily civil goods or dual-use com-
ponems—1o be withdrawn frem the defense-industrial
privatized. Kobets has gone even further than Shata-
lin by advocating consclidation of weapons production
at a subset of the remaining component and final-
assembly plants and shifting the sector’s other facili-
ties Lo purely civil production. Under this plan, finan-
cinl pecessity would easure thal delense sector planis
maved out of defense industry will either convert
quickly or go bankrupt, Morsover, even those weapons
production plants that remain in defense indusiry
woueld have 1o adjust 1o a decentralized supply system
in which they will not enjoy priority acoess 1o materi-
als and skilled workers, and their managers will have
1o seramble to keep their plants supplied. |

Recently, some propesals that would dismantle de-
fense industry have emerged, altbough the need for
arms eaxporis to earn hard currency together with the
military’s desire 1o salvage key weapons programs will
prabably prevent a 1otal weapais production halt,

Russian Republic Vice President Rutskoy, who is in
charge of Russian defense industry comversion, an-
nounced in mid-September that be had proposed
balting weapons production for three years. In early
September, the USSR Deputy Minister of Defense
Industry said the Committce for the Management of
the Ecopomy was considering ending all weapons
production.

Although we cannot predict with certainty cither the
cxact nature of defense-industrial downsizing or the
rapedity of Lthe process, the defense industry that
emerges could well resemble, structurally, the weap-
ons industry in some West European nations—repab-
lics may own the largest final-assembly and compo-
nent plants, bat these will be on a short financial
leash. Defense industry’s size will be determined by
the procurement budget and the prospects for hard
currency exports—it will be toa expensive 1o maintain
much excess (and increasingly obsalste) capacity For
mobilization. The base of such a luture defense
industry could, perhaps, corsist of the most modern of
the current 150 major final-assembly planis and
passibly a couple hundred componem planis

Even cot back to this size, however, defenss industry
would have the potential 10 produce in substantial
numbers a wide range of technologically advanced
weapons, Certainly the huge pool of tnlented and well-
trainesd engineers, technicians, and laborers ensures
thie availability of core personnel well into the future,
and, although muwch of today’s physical plant and
equipment is obsolete by Western standards, there are
pockets of excellence. Defense industry™s capability
early in the next century will depend primarily on the
republics” ability to overcome daunting problems in
the transition and eveatually to provide a stable
markel eaviranment—to manage their political inter-
relations, marketize and privatize their economies,
downsize and convert defense indusiry, and then
marshal the latent capahbilities of the residual weapons
production resources,
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