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Introduction

By Michael P. Claudon

President, Geonomics Institute

Michuel P. Claudon

ith the advent of a

new erain ULS.-Rus-

sian relations, both

commutries face the
compelling challenge of reversing
decades of military buildup, con-
verting their milituy-industrial
complexes, and exploring avenues
of mutual cooperation in meeting
future security needs.

While the challenges of conversion
are formidable, itis clear from dis-
cussionts at the Fall Seminar that
there are also great opportunities.
A smaller, more stable, and well-
defined defense complex in Russia
is clearly in our national interest.

To that end, the 60 seminar partici-
pants — senior officials from Rus-
sia’s ministries involved in defense
couversion, senior U.S, Administra-
tion members, defense conversion
experts, Russiae: defense enterprise
managers and American business
people — acting as private citizens
codified their recommendations
for U.S.-Russian cooperation on de-
fense conversion and cconomic re-
newal in the Bread Loaf Charter.,

This report contains the highlights
of our three davs of discussion lead-
ing up to the Charter. In his key-
note address, Soviet affairs special-
ist_John Hard laid out the chal-
lenge for both countries, “If we fail
to provide timely coordinated assis-
tance, the crisis surrounding Yelt-
sin's reforms may deepen and lead
to the collapse of order and pros-
pects for reform in the Russian
economy.

The Bread Loaf Charter and com-
mentary, which follow the keynote
address, call for two specific ac-
tions. First, convene experts from
both sides to define principles of
mutual security, to agree upon spe-
cific actions to implement these
principles, and to ensure that such
actions promote defense conver-
sion and cconomic renewal.

Sccond, the Charter calls for a U.S.-
Russian business working group to
develop strategies to generate mn-
tally beneficial trade and invest-
ment, especially strategies that will
promote defense conversion, A
prosperous Russia, very simply, is
good for evervone. The suceess of
political reform and democratiza-
tion will depend, to a great extent,
on the ability of the Yeltsin Govern-
ment to meet the pressing econo-
mic needs of the Russian people.

American business has much to
gain from a stable Russia that has
the legal infrastrucnre and busi-
ness culture to participate in the
world economy. Russia’s 150 mil-
lion people are a market for Ameri-
can goods; the county's delense
scctor has developed world-class
technologies and is cager to join
with Western parters to find mutu-
ally profitable commercial applica-
tions.

The report’s last three picces look
more closely at the obstacles and
opportunities for American busi-
ness in Russian defense conversion.

Sergei Kortumov from the Minisuy
of Foreign Affairs outlines the im-
portance of defense conversion and
recommends cconomic and politi-
cal steps that both governments can
take to speed the process.

Aleksei Ponomarey from the Inter-
departmental Analvtical Center de-
tails the problems that Russian en-
terprises have encountered in find-
ing Western partners.

Kathryn Wittheben's report on
growing American corporalte in-
volvement in Russian defense con-
version highlights both the risks
and rewards of investing in Russia.

We welcome your comments,

P
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Keynote Address

Defense Conversion:
Achieving U.S.-Russian
Ccoperation for an
Orderly Build-down
and Economic
Renewal

By foln 2 Hardt*

Associae Director and Senior
Specialist in Soviet Fceonomics,
Congressional Reseavch Serviee

Jolon Hardt

*The author's views are his own, not
necessarily those of the U.S. Congyess,
Congressional Research Service of the
Library of Congress or the U.S. Govern-
ment,

¢ are in the process of

radical revolutionary

change where the

great adversaries off
recent vears are now potential mili-
tary and cconomic partners. In that
sense, defense conversion is at the
heart ol a successful cconomic
transition and partnership. But we
are profoundly uncertain abeut
how to proceed, what to expect.
and how to get results.

The Russians and other transtorm-
ing cconomies have largely adop-
ted the Western ecconomic model
that attempts to provide rising real
incomes, emplovment opportuni-
ties, and a stable moncety environ-
ment. That's simple to state, but as
we can see in Russiacand the other
newly independent states difficult
to achicve,

Russia is putatively the richest
country in the world with its abun-
dant natural resources and skilled
manpower. But this wealth has
been used o create aomilitary su-
perpower and to consolidate the
power of the Government and the
Party. The challenge is to redirect
the resourees of the defense indus-
trial complex. Willy Sutton used to
sav, "l like the b‘lnks because that's
where the money is.” We must look
at the defense industrial complex,
because that’s where their best hu-
NN ICSOUTCes are.

For generations, they have chan-
neled the best and the brightest
and given top priority to the de-
fense complex. The Sakharovs of
the past produced bombs and the
ingredients to be a military super-
power. Simplifying again, they must
redirect these human assets if Rus-
sia is to effectively restructure its
cconomy. The consumer, Ivan
Ivanovich, and his desire to live bet-
ter must now be given top priority
over expanding the power of the
state,

We have a parallel in the Renais-
sance where the Medicis hired Leo-
nardo DaVinei to prepare fortifica-
tions and battering rams to knock
down defenses, Fortunately, he was
able Luer to redirect his resources
to being a creative artist.

But Russia is also facing revolu-
tionary changes with no real paral-
lel in history, Never has a country
faced the need 1o so rapidly ni ke
many profound changes in gover-
nance. bilateral and multilateral
reladionships, s admost like Chns
topher Columbus setting out for
the New World. In Russia, one-sixth
of the carth’s sirface, we have a
country cmbarking for the fivst
time in their history 1o develop si-
multancoushv a free marketand a
pluralistic society based on arule of
law.

Democracy and Free Markets
Linking market and resource devel-
opment and efficiently tanslating
resourees 1o consumer income gen-
crating emplovment requires a
democratic market. This has been
the tadition and lessons of the
Western transtormation, It is im-
portant that Russia follows this svn-
ergistic model of democratie, plu-
ralistic development. A market
place for goods is fostered by a mar-
ket place for ideas —"one man, one
vote.” There needs to be democra-
tic leadership, but it needs to be
strong democratic leadership, This
may seem contradictory, but sirong
leadership is needed to successfully
proceed through a revolutionary
transformation based on a broad
consensus for change.

In business terms, little can be
done to attract foreign investment
unless there is p()lili(‘ul stability and
a predictable fegal environment.
Responsible l(ul(luslnp that cau be
held accountable is needed to
guide the process in a predictable
fashion. Having spent a good deal



of ime recently in the Russian Par-
iament, 1 can speak to the problem
ol political diversity and account-
ability theres strong, accountable,
and inclusive leadership is essential
to provide the political base for ¢f-
[ective cconomice restructuring and
defense conversion. Factions can
issuc decrees but ultimatelv can not
implement them without the sup-
port ol the industrialists, the mili-
tary, the agricultural intevests, the
people, the cities: the separation of
power and a political consensus
must be built on a functional con-
sensus for etfective poliey imple-
mentation.,

In restructuring an cconomy and a
svstem from a predominantly mili-
tary industrial complex to a civilian
oriented, open economy, it is par-
teularly crucial to look at the poli-
tical underpinmings of that svstem,
Is there a framework that they can
borrow from other countries? The
currentapproach of the reaction-
ary parts of the Civie Union.a grouyp
of factions reflecting the interests
of manv industrialists, is the Chi-
nese model of avigorous free man-
ketunder strong autocratic leader-
ship and arbitrary police power.

Flsewhere in the former Soviet
U'nion, President Nazarbavev in
Kazakhstan looks to th South Ko-
rean moael where theve is market
deve l()pm( ntand a very strong au-
tocratic government h; md, support-
ed by the p()llu In effect they sup-
port retention of the political part
of the old system but move toward
the market on the economic side,
Domestic and Western forees will
not support such an undemocratic
market transition in Russia,

DeGaulle’s France:

A Model for Developmen:?

A better model is the DeGaulle
model, DeGaulle in the Fifth Re-
public established an inclusive gov-
crnment made up largely of non-

Gaullists. DeGaulle's government
ended the war, reformed, resorue-
awred, and reduced the military. He
brought the former members of
the Freneh empire into some de-
gree of comity and turmed the
country toward developed Western
nmarkets. And he did that with a do-
mestic program, designed by a lib-
eval economist, that was \upp(nu(l
by industrialists and a broad cross-
section of societv. Morcover, he in-
troduced a new tax code, reformed
agriculture, and continued the pro-
cess, that he had started in 1944, 1o
establish an independent profes-
sional civil service.

These historical developments pro-
vide useful curvent insight for Rus-
sian leaders. The experience of
France is not directly iranslatable,
cither from the French to the Rus-
sian or from France as a counuvy o
Russia. But the point is that we
need to think about the Russian
transformation in & democratic
context. These changes require
strong, inclusive, and effective lead-
crship that can implement partici-
patory policies. A strong, inclusive
democratie coalition is needed, not
a dictatorship.

Many opposition reform groups
called tor a broad renewal pro-

gram. Comprehensive patriotic re-
newal means more than support of
monctary stabilization. Bevond at-
tacking inflation, the government
must address the problems of con-
sumer goods production, produc-
tivity, income, and emplovment.

This requires not only strong do-
mestic leadership, but also coop-
cration and technical help from the
Westand especially the leadership
of the United States, The Charter
for American-Russian Partnership
and Friendship signed at the June
1992 Summit provides just such a
framework for cooperative pro-
grams and technical assistance,

P R AN

Comprehensive patriotic
rencwal means more than
support of monetary stabi-
lization. Beyond attacking
inflation, the government
must address the problems of
consumer goods production,
productivity, income, and
employment.

This requires not only
strong domestic leadership,
but also cooperation and
technical help from the West
and especially the leadershi b
of the United States.
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It is eritical to move assets
into productive civilian activ-
ties in the new environment
in a way that minimizes
unem /)ln)' ment. Government
leaders who disregard the
issue of mass unemployment
are likely to be out of office.

In its comprehensive restructuring,
Russia must focus on programs that
benefit the people in the short
term as well as the long terme im-
proving the food supphy-at affor-
dable prices, increasing the produc-
tivitv of the energy sector, improv-
ing medical care, cleaning up the
cnvironment, and increasing good
housing for returning militry and
the public are all eritical. If citizens
are to give their consent 1o be gov-
erned and participate fully in the
process, they must have perfor-
mance from their government — il
not immediate tngible perfor-
mance, credible hope for future
performance. Inflation, few goods
in the stores, and a prospect of
high unemplovment with litle
prospect for improvement is not
performance that generates con-
fidence in the government.

Conversion: A New Patriotism
The core of a new conversion sthra-
tegy should be 1o shift the produc-
tive scientists and manpower, no
longer required for defense pro-
grams, to competinve, consumet-
related programs that can improve
productivity and the qu.lhl\ of life.
Establishing the Soviet Union as a
military world power was a patriotic
effort, but ransforming the coun-
v and building a better society is
certainly an appropriate new patri-
otic goal.

By supporting this comprehensive
restructuring, President Yeltsin can
rekindle a sense of patriotism and
redefine national security in econo-
mic and social terms. Without this
redirection, Russia cannot become
competitive in the global market-
place. Again, the defense establish-
ment is at the hicart of restruetur-
ing, hecause that's where the best
assets are for competing in the con-
simer goods markets.

The precondition for initiating
successiul defense conversion is de-

veloping better information about
the military industrial complex.
The government has purposcly
shrouded its military activities in
mystery and largely ke prits assets
and activities sceret, A unnpl( w
inventory of these assets is needed
so the government can decide what
must be retained to support their
future military and what mav be
converted.

It is eritical to move assets into pro-
ductive civilian activities in the new
covironment in i wav that mini-
mizes unemplovient. If govern-
ment leaders do not treat employ-
ment as an important human value,
they will be required to treat it as
an important political vadue. Goy-
crnment feaders who disregard the
issue of mass inemploviment are
likely to be out of office. Keep in
mind that no government in Cen-
tral Furope that has faced the elece-
torate after introducing “shock
therapy™ has been reelected.

IUis necessary to assess what enter-
prises are producing civilian goods,
can continue, and are not depen-
dent on state defense orders and
those that are needed to meet fu-
ture defense needs. Three categor-
ies of defense industrial entevprises
should be supported by the state
budget or released for privatization,

I. Enterprises primarily producing
civilian or consumer goods under
Defense Minisuy jurisdiction.
These major producers ol civilian
goods could become competitive
with prudent availability of state
credit, some restructuring, and ex-
panded non-defense output. The
goal would be to privatize these
newly competitive enterprises as
rapidly as feasible.

2. Nesearch and production enter-
prises that have a reasonable
chance for joint ventures with for-
cign firms should become priva-
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tized enterprises. These enterprises
would require some restructuring
to become eflicient producers for
forcign and domestic markets
whether or not they become joint
ventares, State eredit and foreign
assistance would be needed in the
shortrun, Some enterprises such as
those in joint space activities might
remain state supported in the long-
erterm or seek foreign partmers,

Foreign assistnce should be soughi
and funding could be provided the
lirst two categories ona phased,
conditional basis. The purpose
would be 1o nake the enterprises
sell-financing atas carlva date as
possible ormove toward closing
them, State funding to keep cate-
gory 2 afloat could proceed with
agaressive restrncturing efforts 1o
CEEAle competitive enterprises or to
proceed toward privatization,

Phased Reduction Is Important
3. Rescarch and production enter-
prises needed to produce military
items for projected milioy forces
with allowance for mobilization or
surge capacity should remain state
enterprises on the state budget.
The currenthhy projected foree lev-
cls.afraction of former levels,
should have assured state funding
and ocders within a fuiure phased-
down requirement, e.g.afivevear
force development plan.

Precise judgments on the retention
and state support of enterprises
may not initially be necessarv, More
critical is timelv reduction of the
massive defense burden on state
budger. A phased reduction would
also provide some certaini of ¢m-
plovment for workers, scicntists,
nanagers, and conununities for
mecting continuing defense needs.

The third category should he
clearly and definitively established
so that state financing for foree de-
velopment can be planned, de-

Avalue-added tax dedicated 1o defense conversion could be an innovative revenue
source for the costly conversion rocess, M. Havdt suggested in i keynote address,

bated, and approved by the parlia-
ment ina multisvear defense bud-
get. More tax revenue may be nee-
essary depending on the political

Judgment on what foree develop-

mentis required. A value-added tax
dedicated 1o defense conversion/
renewal like the ULS, gas tax dedi-
cated to roads might be an innova-
HVE TOVEeTINe Source.

This step would then “blue-line™”
(certify for retention and support)
asmall portion of the current de-
fense indusrrial assets, With this
process and revenue base, workers,
SCICNUsEs, managers, communitics
could all be reassured that funding
and emplovment would be assured
for at feastaspecific time period
with credible eriteria for extension.
This planned capacity could then
limit production for Russian mili-
tary needs, not foreign arms sales.

The majority of defense production
capacity would be “red-lined™ or
climinated. This is capacity, primar-
ily developed for producing mili-




In some cases, investnent
might not provide immediate
market veturns but would
improve the quality of life,
environment, health, and
housing or facilitate the pro-
cess of change. Although not
likely to be funded fron: the
market, meeting these needs is

socially important.

tary hardware, with ('il[)il;ll ASSCLS
not cconomically competitive in
meeting civilian demands, While
much of the plantand equipment
is not convertible, the human ca-
pacity (scientists and workers)
could be retrained and protected
with an clfective safery net during
the transition 1o new gainful em-
plovment,

The challenge is to identify those
clements that can compete ina
market and to provide an effective
and efficient way to move them to
new firms. I these assets can be
used productively to meet domestic
needs and to carn hard currencey,
they will attract the interest of pri-
vate investors and international or-
ganizations that support private en-
tevorise. like the European Bank
for Ceconstruction and Develop-
mentae! the many activities of the
World Bank famnily.

Improving Quality ot Life Is Key
In some cases, investment might
not provide immediate market re-
turns but would improve the qua-
litv of life, environment, health,
and housing or facilitate the pro-
cess of change. Although not likely
to be funded frem the market,
mecting these needs is socially im-
portant. Few indicators rank higher
in public opinion polls than ihose
involving the quality of life.

Few investors would not rank im-
proving the infrastructure as a key
factor in attracting new invest-
ment. Projects could be ranked by
their potential to resolve urgent
ccological and health problems in
cach community, 1o generate jobs,
or to save monev. Such bene ficial
new ¢ ll]l)l()\lll( necre .mn;., l)l()]( (@
should be contrasted with soctad
safety nets providing pavments (o
enterprise stalts that do not provide
cmplovinent and production of
valuable products or services

The current retention ol stalls,

funded by inflationary monetary
policy should not be aceeptable for
domestic or international support,
Pradent funding and staffing of
quality of life and infrastructure
projects require international fund-
ing, domestic financing, and local
support. These activities provide
gainful emplovment, but would not
be self-financed and such broad-
based support is essential,

The link between international and
domestic funding could be match-
ing funds: for example, the Udmur-
da region could be informed that
they could qualify for some interna-
tional funding tor health, environ-
ment. or housing projects if they
provided some of the funding from
Russian state or local taxation. Ad-
ditional ruble l'un(lin;_,' might be -
ranged from innovative repayvinent
or conversion of old Soviet debts
and the Lend=Lease Settlement, In
anv event, the credic creation
should be restructured to keep
down the real interest rate so as to
promote domestic and forcign in-
vestment.

At ihe national level, President Yelt-
sin might appeal for a national re-
newal program that draws on the
best scientific wlent to meet the
nation’s pressing problems: reverse
the decline in health standards:
change ecocide to environmental
protection: provide adequate hous-
ing in place of dwelling space below
the European sanitary norm; and
become an efficient cconomy ca-
pable of becoming competitive in-
ternationally,

This job-creating program could be
~.u|)|)l( mented by volunteer nation-
al service and new value-added
taxes to be targeted o correct food,
energy, and environmental short-
ages and problems. Morcover, hu-
man resowrces from the defense
sector could be redirected along
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with supplics of goods and equip-
ment: milicoy builders could be
shifted 1o the food and energy see-
tors: strategic reserves could be
used o meet eritical civilian needs,

In short, this could be a patriotic
mobilization ¢ffort to renew not
only the quality of the Russian eco-
nomy, but renew irs spirit and
pride. If the vansition is not devel-
oped in these terms, it will be diffi-
cult to gain the support of the peo-
ple and to justify foreign, muhina-
tional, and international invelve-
ment and funding. The IMEF and
the World Bank, for example, may
be planning to inerease their sup-
port for restructuring and market-
oriented programs to as much as $3
hillion a vear, i.c., to take on the
annual financing level of India and
Indonesia onhv il Russia continues
its free-market reforms,

Cooperation Is in Our Interest
Where do the United States and
Russia fit into this processy At the
first hearing of the ULS. Senate For-
cign Relations Commitiee in Febro-
ary 1992 on the START (Strategic
Arms Reduction Talks) process, the
committee asked whether past ad-
versaries could cooperate, and on
what basis. What is in our mutual
interest: Three arcas of coopera-
ton came ot of those discussions,

The firstis our military interest. It is
centrally important to us and the
world that the threat of the former
great power military capabilities be
reduced through arms cuts and

that the defense budget cuts per-
mitted by these reduced threats are
prudent.

Scecond, inan era of Russian-Amer-
ican cooperation threats around
the world have changed. Consider
some of the changes: the unifica-
tion of Germany; the revolutions in
Fastern Europe; the negotiations in
the Middle East; the Cambodian

settlement in Southeast Asia;
changes in Cubaand Latin Amer-
ica. The major necessine for both
powers developing global svstems
of defense hases has large l\ disap-
peared. In the Tate 1950s Nikita
Khrashehey said, "We are now a
global power and evervissue in ev-
ey region will he influenced by us.”
He was right. Wherever Russians
and Americans had foreign involve-
ments we both started out by asking
what are thev doing: that was a ma-

Jorreasen for our milituy and dip-

fomatic commitments. Today, there
is great petential savings and iin-
proved prospect for peace from
working cooperatively together,

Third, we have mutual economie
interests. Michael Camdessus, head
of the International Monetny
Fund, has developed two seenarios,
In the optimistic scenario with
Western support, Russiaand the
other republics are growing -1 per-
centavear by the turn of the cen-
tny. This positive growth would in-
crease world national product an-
mually by about a half'a pereent.

That increment could well be the
difference between global prosper-
ity and depression, The pessimistic
scenario forecasts a continuing de-
cline of 20 to 30 percentin the out-
put of the region and a regional
recession primarily from the disas-
trous collapse of the market of the
former Soviet Union.

But more specifically and the eriti-
cal element that led to the ULS,
House's support of the Freedom
Support Act last summer was the
.ugunu nt by Majority Leader
Gephardt that we should “he Ip Rus-
sia to help ourselves.™ I we invest in
oil and help develop the Russian oil
industry, this will create exports,
profits, and jobs in this country. If
we participate in telecommunica-
tions development, this will bring

This could be a patriotic
mobilization effort (o renew
not only the quality of the
Russian economy, biil renew
is spivit and pride. If the
lransition is not developed in
these tevms, it will be difficult
o gain the support of the peo-
ple and 1o justify foreign,
mullinational, and interna-

lional involvement and

Junding.



We must link, not sepa-

rate, military and economic
issues. Ior example, we are

leaving many countries the
g )

option of selling arms in order

to balance their payments ——
not just Russia, but Brazil
and a number of other coun-
tries. We must have an orderly
/)l(m to support owr common
interests and to focus and
targel our assistance and
multilateral resowrces toward
rechucing international

lensions.

very substantial invesiment rennns
and emplovment to the United
States, One can go through a series
of industries where we can benefit,
Why is this relevant to defense con-
version? Because that's where the
assets, expertise, and potential are
for conversion and for developing
profitable global commerce and
reduced threats. Again, these mu-
tual interests are compelling:

e [n assisting their reduction in mil-
ituy capabilities, we benefit from
reduction in owr defense spending,
letting us transfer resources to
other productive uses;

o In assisting in the dismantling of a
confrontational, milituy-based for-
cign policy, we benefit from a coop-
erative international system under
rule of Taw;

o [n assisting in successful econo-
mic and political tansfornation,
we help generate the market for
profitable trade and investinent
and economic growth that can be
translated into jobs and income.

The gravest threat is that we fail 1o
take advantage of this historic op-
portunity, Failure could set in mo-
tion a long sequence of events
where Russia, Ukraine, and much
of this region may be lost to the
community of democratic, market-
oriented states,

Charter Needs Implementation
The United States and Russia have
aspecial relationship with opportu-
nities and responsibilities on both
sides for the development of an in-
teractive, coordinated, mutnally
agreed upon strategy. The need o
develop such an approach was
the heart of the Charter for Ameri-
can-Russian Partnership and
Friendship signed at the June Sum-
mit. Of special and mutual interest
wortld be an carly, bilateral down-
scaling of forces and a reorien-

tation and weapon dismantlement
plan: a detailed global cooperative
plan for building confidence, re-
ducing tensions and resolving inter-
national issues: and a comprehen-
sive foreign trade and investment

-plan to protect and assure maxi-

mum henetit for cach side by creat-
ing a favorable investment climate,

Direct involvement by top leaders
would be required to bring this
about. Only the former adversaries
could effectively construct this com-
prehensive (s('(mu\ political, and
cconomic) svstem. 1 the charter
were made operational it could
then be the model for East-West
transition toward peace and pros-
perity, Itwould be based on munial
mterest in three areas: reduction of
defense burdens, development ofa
cooperative foreign policy, and pro-
motion of trade and investment,

1. Arms Reduction Programs
This partnership could have a pri-
marv influence on arange of' secu-
rity issues, especially i develop-
ment i the chiarter in Washington
includes joint five-vear force devel-
opment and budget plans for Rus-
sia and the United States based on
ratificd aris rednetion agree-
ments, An American-Russian pro-
gram for defense build-down could
spell outa strategy for conversion
and trger American monetary and
technical assistance to facilitate this
restructuring, This cooperation
could build confidence in the mu-
nal process of reducing military
capahilities.

Downscaling is even more dannting
in many wavs than upscaling, be-
cause we both must rechannel re-
sources and, in many cases, destroy
weapons, We have S400 million in
the current Im(lg‘('l {§) (l('sll'())' weap-
ons, but we don’t know if there are
other equally serious problems and
boulenecks. We fear that some un-
cmploved scientists are liable to go



to Baghdad or some other place
endangering world peace: onan ad
hoc basis we then sav we should
tke care of the seientists, Wouldn't
it be much more reasonable to de-
velop government-to-government
agreements to deal in a coordi-
mated, comprehensive way with
such concerns?

2. Cooperative Foreign Policy
We need these bipartisan govern-
MEN-lo-government agreements
not only on downscaling the mili-
tary-based, confrontational foreign
pnlu\ but also in upscaling the co-
operation in the international
arena A cooperative toreign policy
program could deal in an orderly
way with manv international issues,
such as nuclear proliferation, arms
sales, werrorism, and dirugs as well as
regional areas of tenston.,

We must link, not separate, military
and cconomic issues. For example,
we are leaving many countries the
option of selling arrms in order 1o
balance their paviments — not just
Russia, but Brazil and a number of
other countries. We must have an
orderly plan 1o support our com-
mon interests and to focus and -
getour assistance and multilateral
resources toward reducing interna-
tional tensions and increasing pros-
pects of global peace and the rule
of Law.,

3.Trade and Investment Strategy
The Charter for American-Russian
Partership and Freedom calls for
the removal of barriers and promo-
tion of trade and investment be-
tween Russia and the United States.
Specifically, the charter states that
Russiacintends to speed up privati-
zation and demonopolization, in-
troduce structural and sectoral re-
form, and create policies divected
at furthering competition and ¢f-
fective property and contract rights,

The Russian Federation intends to

l\ ;l :
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A coopevative foreign policy could deal ivan orde rly way with many international
issues, such as avms sales, drugs, and tevvorism, My, Flavdt stressed.

improve its laws in the ficlds of tax-
ation, property, and contracts and
those relating to intellectual prop-
erty rights. The parties intend to
lower constraints to trade and in-
vestment and to remove Cold War-
crarestrictions on business, The
partics will also work to strengthen
national export control svstems and
prevent arms proliferation and 1o
promote high-technology trade and
investment, America and Russia in-
tend, as indicated in the Charter, 10
work together bilatevally and mudti-
laterally, particulurly through the
new COCOM Cooperation Forum,

These are necessary, but not sufti-
cient steps to implement a trade
and investment strategy. For ex-
ample, we have iended 1o move
slowly on eritical issues, such as Rus-
stans” concerns about the slow pace
of climin: mm, COCOM's lnqh tech-
nology restrictions. COCOM is no
fonger the restrictive problen it
once was, but we should bhe moving
forward and be looking at our trad-
ing relationship as mutually advan-
tageous, Safeguard svstems that we
now have in milituy verification
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We must understand that
defense conversion is not a
stde issue to be dealt with
later, but a ceatral issue that
must be promptly addressed
collectively as well as individ-
wally.

If we fail to provide timely
coordinated assistance, the
evisis surrounding Yellsin's
reforms may deepen and lead
to the collapse of order and
prospects for reform in the

Russian economy.

10

programs can provide access to ci-
vilian enterprises that provide secu-
rity for milituy planners and pri-
vaue imvestors alike.

Government as Facilitator

We should be urging Russian and
U.S. government officials at the
highest levels to facilitate major
new investment and commercial
agreements with private enter-
prises. The Kazakhstan-Chevron
agreement to develop the Tengiz
ficld mav serve as a model. We

need joint productivity committecs
headed by private sector represen-
tatives to emulate the successtul
productivity and restructuring pro-
arams of the Marshall Plan. Produc-
tivity inereases can be mutually ben-
clicial and lead 1o foreign invest-
ment.

We also need more facilitating
mechanisms, including credit guan-
antee facilities and commerce-pro-
moting legislation. Much of the
LS. legislation was passed during
the Cold War when the Soviet
planned economy assured a closed
cconomy. The United States has
recently begun to identifv some leg-
islation that impedes wade and in-
vestiment but has not revised the
legislative framework to conform to
a policy of parmership and friend-
ship in tiade and investment.

Finally, Russia’s unprecedented
transformation of a connnand cco-
nomy to a market cconomy in a
democratic, not authoritarian, con-
text will require broad domestic
supportand visionary and effective
leadership. Tewill also require a
near-term program that emphasizes
restructuring, defense conversion,
and an improved quality of life. In
the long term, this transformation
presents the possibility of a much
more peaceful and productive
world, A rising Russian cconomy
will raise all boats, including ours,

In the Westy we must act prudently
and in our own self<interest. We
must understand that defense con-
version is not a side issue to be
dealt with Later, but a central issue
that must be promptly addressed
collectively as well as individually.

If we fail to provide timely coordi-
nated assistance, the crisis sur-
rounding Yeltsin's reforms may
deepen and lead to the collapse of
order and prospects for reform in
the Russian cconomy. Success can
be shared by both the former ad-
versaries; our assistance would be
the greatest single contribution to
global peace and prosperity.
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Bread Loaf Charter and
Commentary

The Bread Loaf
Charter:

An Action Plan for
American-Russian
Parmership in
Defense Conversion

rom October 15-18, 1999,

60 Russians, Americans,

and Canadians came to-

gether for Geonomices® Fall
Seminar to discuss the obstacles
and opportunities in reversing de-
cades of military buildup and in
converting defense industries to ci-
vilian pr()(lu('li()n During the three
days, the participants — senior offi-
cials from Russia’s five ke v ninis-
tries involved in defense conver-
sion, scnior members representing
the U.S, Departmetits of State,
Commerce, and Defense, and the
Ageney for hnternatioral Develop-
ment: American and Russian de-
fense conversion experts and busi-
ness people — found that they
shared a common concern: defense
conversion, despite its eritical im-
portance to the political and eco-
nomic security of both countries, is
moving far too slowly,

Military build-down and cconomic
renewal based on the tansfer of
defense industry assets o private
hands is possible, but onlv if both
sides work cooperatively and ag-
gressively to ereate the political,
cconomic, and military framework
for conversior. Toward that end,
seminar participants agreed in the
Bread Loal Charter on a set of
guiding principles and recommen-
ded that two task forees develop
proposals to deal with specific mili-
tary, cconomic, and political con-
cerns.

A Follow-up to June Summit

The specific recommendations of
the Bread Loaf Chavter (See page
13.) build on the general goals of
the Charter for American-Russian
Partmership and Friendship signed
ai the Bush-Yeltsin Summit Tast

June and on supporting defense

conversion legislation. While the
Partnership Charter has spawned
new programs, such as the Depart-
ment of Commerce’s new BISNIS
program that encourages invest-

ment in Russia, seminar partici-
pants agreed that cooperative ef-
forts must he expanded.

Timely Action Is Critical

The NIS states and the West can il
afford a protracted debate on ap-
propriate courses of action. Mount-
g miscry and poverty are testing
the limits of Russian |)(()|)lcs pa-
ticnce with cconomie reiorms,

Despite this growing political :ind
cconomic crisis, Western pledges of
support have not alwavs been fol-
lowed by technical assistance pro-
grams or the extension of loans and
credits, Twentv-two countries and
multilateral institutions are now op-
crating at least 230 different aid
programs in Russia, but IMF and
World Bank officials admit that
commitments are increasingly lag-
ging behind promises, The G-7
countries and IMF have pledged
S24 billion in aid, credits, and de-
lferment of foreign debt pavments,
but red ape, concerns over the
progress of cconomic reform and
foreign debt pavments have de-
Laved or stovped many programs,

Conversion in both countries will
ultimately cost billions of dollars,
billions that neither the Russian
nor American governments nor
multlateral instttions have. The
Chartcr for Russian-American
Friendship and Paricership and the
Bread Loal Charter do not atte mpt
to fund conversion through govern-
ment aid, Rather, the charters at-
temptto help ereate the legal, po-
litical, and social infrastructare
needed 1o encourage private and
cuterprise investment. Russian min-
istry officials stressed at the seminar
that they understood owr budgetary
constiaints and argued that low-
cost technical assistance would be
most helpful for both sides.

The Russian government must pro-
vide technical support and some

11
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We face interconnected po-
litical, securily, and economic
probiems that require prompl,
Joint action. Articulaling new
multually agrecable military
doctrines that reflect the new
post-Cold War securily envi-
ronmenl, for example, 15 an
essential precondition for a
parinershib in defense conver-

sion.,
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transitional funding, but conver-
sion will nltimately take place at the
regional and enterprise level and
must be financed from enterprise
profits. The enterprises themselves
are learning to live without state
orders and are uving to develop
products that meet consumer
needs.

Appropriations under the Freedom
Support Act are on the right track.
Up to $400 million will be available
to the ULS. Department of Defense
for purposes authorized under the
Former Soviet Union Demilitariza-
tion Act of 1992, Of that total 540
million will be available for conver-
sion ot NIS defense industries; S15
million is allocated to military-to-
military contacts and personnel
requalification; $25 million will be
available for joint rescarch pro-
grams. Up to S50 million can be
spent on the Multilateral Nuclear
Safety Initiative. These appropria-
tions arc a significant first step and
are psvchologically and politically
important.

Monetary Policy Is Not Enough

In asignificant break with the poli-
cies of the G-7 countries and the
IMF, the framers of the Bread Loaf
Charter called for a partmership
that goes well beyond narrowly fo-
cused monetary stabilization pro-
grams. Defense conversion and eco-
nomic reform mast include specific
attention to individual and mutnal
national security concerns and in-
ternational affairs, in addition to
cconomics. Monetarist cconomists
notwithstanding, monetary stabili-
zation is necessary but not suffi-
cient to deal with Russia’s eco-
nomic and political problems,

A central theme of the Bread Loaf
Charter is that we face intercon-
nccted political, security, and eco-
nomic problems that require
prompt, joint action. Articulating
new mutually agrecable military

doctrines that reflect the new post-
Cold War seenrity environment, for
example, is an essential precondi-
tion for a partmership in defense
conversion. Similarly, privatization
ol defense enterprises is an essen-
tial precondition to attract foreign
investment in defense conversion,

Business Task Force s Needed
The group, and especilly the Rus-
stan and American businessmen
involved in commmercial spinoffs
from former defense plants, argued
energetically that joint defeuse con-
version projects present long-term
opportunities for ULS, business. To-
ward that end the Bread Loaf Char-
ter calls for a ULS.-Russian business
working group to develop strategices
to generate mutually beneficial
trade and investment that promotes
defense conversion,

That economic renewal and mili-
tary conversion are strongly com-
plementary, not conflicting, activi-
ties, was a theme we heard repeat-
cdly from all constituencies a the
seminar,

Ruissian defense enterprises repre-
sent Russia’s best technology, most
highly trained work foree, and most
modern production facilities. In
Russia, where the military sector
once emploved one out of every
five workers, accounts for 20 per-
cent of the GNP, and 80 vercent of
all R & D personnel, defense con-
version is the key to successful eco-
nomic reform. Since the best assets
are in Russia’s defense sector, the
greatest potential for short-term
progress lies in converting and
privatizing the defense sector.

As the deputy general director of
Russia’s leading “Star Wars™ firm
put i, *During vears of defense re-
scarch and development we have
come up with many distinguisbed
discoveries, but they are vaw dia-
monds. You have great technologi-



The Charter*

On October 14-18, 1992, the un-
dersigned group of private citizens
of Russia, United States, and Cana-
da, agreed during the Geonomics
Institute’s Fall Gateway Serainar to
a set of principles and recom-
mended actions for the leaders of
Russia and the United States.
These recommendations build on
the Charter for Russian-American
Partnership and Friendship and
related supporting legislation in
both countries.

[Lis critical that we find mutually
acceptable ways of removing barri-
ers to technology transfer and
Jointdevelopment of technology
processes, within the context of a
mntual safeguard and prolifera-
tion control regime appropriate to
the new security environment. In
view of the critical need for course
corrections in cach counury’s cur-
rent policy to conform with the
principles of these statements and
proceed forthwith to implement
necessary action programs, a series
of specific understandings were
reached.

Critical global political, security,
and economic conditions require
Jjointaction in conversion and eco-
nomic restructuring. A set of prob-
lems must be addressed to put
these major countries on a new,
more positive course,

* To develop a detailed program
in order to reemploy released mili-
tary manpower, defense industry
employees, and physical assets for
production of civilian goods and
services.

® To rcach understanding of the
concepis and doctrines underpin-
ning respective national security.

* To identify programs at the com-
pany and enterprise levels and
varying territorial jurisdictions that
are mutually beneficial in promot-
ing employment and profit.

* To effectuate effective conversion,
and rapid and extensive privatiza-
tion in Russia, it is necessary to redi-
rect and restructure domestic assets
and to attract foreign investment.
Particular attention must be given
to the redirection and retraining of
the niilitary related human assets to
new productive civilian tasks,

* To release major constraints wn
financing through promptand de-
finitive relief of the debt burden on
the Russian economy; the fucilita-
tion of funding by national, multina;
tional, and other organizations of
targeted progrars; and the creation
of a favorable private investment cli-
mate.

* To change restrictive legislation
and the regulatory climate in both
countries consistent with the needs
of the new cooperative environ-
ment.

To bring about these actions of the
Charter specific steps should be un-
dertaken:

* Convene a group of responsible
authorities and experts of both na-
tions to define agreeable principles
of mutuai security, Lo agree upon
specific actions to implement those
principles, and to ensure chat such
actions further our stated objectives
of defense conversion and econom-
ic renewal.

o Task a United States-Russian Husi-
ness working group wi: 1 developing
detailed strategies to g nerate maxi-
mum mutually beneficial trade and
investment between the two coun-
tries facilitated by the defense con-
version precess. Included in this
task is the goal of developing and
enhancing transparent legal and
regulatory structures in both coun-
trics.

The participants plan to continue
their dialogue and call upon their
respective governmennts, businesses,
and rescarch organizations to take
prompt aciion on these matters of
critical importance.

L ]

* Thirty-six seminar participants
signed the charter as private citizens, A
list is available from Geonomics.
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There are many unre-
solved guestions in possible
high-technology partnerships
and in global competition for
high-technology markels.
Where does the United States
wanl Lo cooperate with Russia
and where does it want lo

compele?
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cal threats from Japan; this is the
best time to cut them together.”

Government officials and business
people alike believe that joint com-
mercial projects could very well rep-
resent the tuture trend of increased
cooperation between our two coun-
trics. The American investor ben-
cfits flom Russia’s technology, such
as in advanced computer software,
and trained workloree and gains
access to the country’s huge domes-
tic market. The Russian enterprise
jearns Western marketing skills and
production techniques needed 1o
compete in international markets.

But there are many unresolved
questions in possible high-technol-
ogy partnerships and in global con-
petition for high-technology mar-
kets. Where does the United States
want to cooperate with Russia and
where does it want to compete,
ministry officials asked. Will the
United States, for example, accept
competition in arcas which it has
monopolized, such as space ser-
vices?

Improve Infrastructure

While there is growing interest in
business opportunities in Russia,
the lack of an appropriate legal ar<
institutional framework continues
to discourage investors. In the last
half vear, the Russian government
has adopted aicarly two dozen laws,
protecting patents and trademarks,
computer programs, and data
bases. These should help normalize
technology transfers. But the work
is far from complete, especially in
defining and valuing intellectual
property. The Bread Loaf Charter
calls for much more rapid progress
creating a Western-style legal and
business infrastructure,

Russia also badly lacks modern tele-
phone and computer connmnunica-
tions. [t needs o establish institu-
tional mechanisms to support com-

mercial payinents; insurance and
land title guarantees; dissemination
and application of business legisla-
tion: and appraisal and valuation of
buildings, land. stock, bonds. In
short, Russia needs continuing help
in creating the necessary infrastrue-
ture for commercial operations,
Consistent, not arbitrary, applica-
tion of legislation and regulations is
essential to a partnership for de-
fense conversion,

Shrink the Defense Complex

A smaller, more stable, and well-
defined defense complex in Russia
is clearly in the national interest of
the United States. The prospect of
uncontrolled exports of defense
cquipment and technoiogy and the
cmigration of nuclear specialists o
the Third World is a frightening
sequel o the end of the Cold War,

Herein lies the catch-22. There is
very litde political will to downsize
the U.S. military sector rapidly until
Russia makes significantly greater
progress with its own demilitariza-
tion progran. But, Russian success
depends directly on Western tech-
nical assistance, access to current
technologies, and lowered trade
barriers, and Western aid has been
slowed by the global recession, do-
mestic priorities, red tape, and the
lack of concrete programs in Rus-
sia,

Both sides must be sensitive to the
need to balance national and inter-
national sccurity requirements with
their cconomic interests. Iuis eriti-
cal, as the Bread Loaf Charter ar-
gues, that military authorities and
security officials discuss and under-
stend cach other’s security needs,
agree upon tie level of their armed
forces, and develop strict regula-
tions on the export of arms. With-
out such discussion and agreement
on military docirines, it will be difti-
cult for both sides to build support
to move aggressively in reducing



the size of their armed forces and
militarv-industrial complex.

Joint discussions are particularly
importan: given the pressure on
the Russian government and de-
[ense enterprises to sell arms to the
Third World to raise critical hard
currency and to keep the militny
industrial complex aflow. Arms
sales, such as the sile of Russian
submarines to Tran, Mig-29s (o Ma-
lavsia, or helicopters to Turkev are
potentially destabilizing and high-
light the need to avoid cut-rate
competition and the creation of an
international arms bazaar.

Rethink COCOM

Converting defense industries and
retraining enterprise and militny
personne [ for new jobs in civilian
mdustries offer great pmlmw for
L.S-Russian cooperation. There
are numerous opportunities for the
U.S.in training, technology trans-
fer, and retooling and redirvecting
defense industries into producing
vital consumer and agro-industrial
sector goods.

In this regard, Russian business
people and policvmakers argued
passionately that greater aceess o
current Western technology is eriti-
cal to the modernization of their
infrastructure. The Commerce De-
partment has eliminated export re-
strictions on about three-quarters
of'its dual-technology list in the
past two vears and now operates on

a “presumption of approv-al” rather

than a “presumption of denial™ in
evaluating export requests.

But the Russian participants ex-
pressed severe ivritation by what
they consider to be lingering Cold
War attitudes that continne to re-
strict export of dnal-use technolo-
gies in such areas as fiber optics,
teleconmunications, and high-
speed computers. Many Russian
policymakers believe that they are

Converting defense industries and yetvaining entevprise and military pevsonnel for new
Jobs in civilian indushy present many opportuanities for U.S.-Russian cooperation.

onlv being permitted access to out-
dated technology, particularly in
telecommunications and transpor-
tation. This Lack of trust and access
to technology is a “national put
down” one minisuy official com-
plained.

Such advanced technology is criti-
cal if Russia is to compete in inter-
national markets and to aturact
Western investment. Toward that

end, the Bread Loaf Charter places

a high priority on developing
mechanisms to promote productiv-
itv, competitiveness, and technol-
ogy exchange.

Establishing the COCOM (Coordi-
nating Committee on Multilateral
Export Controls) Cooperation Fo-
rum at the June Sunnmit is an im-
portant step. The forum, which is
schednled wo hold its first meeting
in November, provides the West
and the N1S \\Illl the bilateral
framework for discussing export
controls and to coordinate techni-

St
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cal assistance efforts. Ieis eritical
that the Forum move aggressively
Lo review restrictions, to remove re-
strictions where possible, and to
place safeguards on the use of dual-
use technology. Itis equally impor-
tant that the Departments of Com-
merce and State, which are not
bound by the “gentlemen’s agree-
ments” of COCOM, also review re-
maining export controls on dual-
use and milicuy technologies.

Easing the Foreign Debt Burden
Russia’s inability 1o service its S80
hillion forcign debt highlights the
need for the country to broaden its
export base and to capitadize on its
high-technology resources. H Russia
is to be an international economic
power, it must emphasize the ex-
portof high-tech namufactured
goods and scrvices and reduce the
uncontrolled export of strategic
raw materials.

Cooperation Is in Our Interest
Good intentions and calls for coop-
cration are not enough. Itis time 1o
convert good intentions into solid
programs [or defense conversion
and mutual economic renewal,

® In assisting in the reduction of
their military capabilities, we, too,
can transfer resourcees from our
militny to productive civilian uses;
en hclpmg dismantle a confronta-
tional, militarv-based foreign policy,
we benelit from a cooperative, law-
based international svstem;

® In aiding their cconomic and po-
litical ransformation, we create
profitable trade and investment
abroad and cconomic growth at
home,

The gravest threat is that we fail 1o
take advantage of this historic op-
portunity.



Defense Conversion:
The Russian Perspective

The Need for
Mululateral Support

By Sergei Kortunou

Chief, Department of Conversion
and Export Control,
Ministry of Foreign Affairs

Sevget Kortunov

onversion of defense in-

dustries to civilian pro-

duction is critical if Rus-

st is to have a well-bal-
anced, responsive economy. With-
out cffective and timely conversion
of defense industries, cconomic re-
form could fail. But if conversion is
to succeed, the Russian govern-
ment must dronatically reverse its
policies: American companies must
be encouraged o invest and their
investments must be protected; and
the US. government must change
its restrictive Cobd War policies,

Defense industries are capable of
producing high-technology goods
that equal ov surpass world stan-
dards, but these industries have
long operated under their own
rules. Market-oriented economic
reforms are now changing these
rules and are a major problem for
solated and privileged defense in-
dus ries,

Conversion and timid steps toward
amarket cconomy, lor exieple,
have sharply inereased prices for
civilian products manufactured by
military factories, reduced living
standards for this nost skilled
group of workers, and led 1o a dis-
integration of the system of state or-
ders. Doces that mean that defense
industries and a market cconomy
are entirelv incompatible? Many
think so. Some believe defense in-
dustries are a major obstacle 1o
market and cconomic reforms.

I believe this is a superficial view,
The defense industries have mo-
nopolized the countuy's scientific,
engineering, and labor elite, and
have the potential to be a vital com-
ponent of a market economy.,

Shifting Priorities Is Essential
Why is defense conversion so criti-
cal to economic reform in Russia?
Defense spending in the United
States accounts for only 5 percent

of GNP, At the current and project-
cd rate of the defense budget cuts
(about A pereent a vear in real
terms), cuts will only decrcase the
GNP about 0.2 pereent a vear, A
reasonably healthy cconomv can
casily bridge that gap with moder-
ate increases inindustrial output.
Therefore, the decline of U.S. de-
fense spending is not a serious
miacrocconomic problem, even
though it causes severe dislocation
for some companices, emplovees,
and communities.

The former Soviet Union has been
spending more than 20 pereent of
its NP on defense, which is one of
the reasons for the countny's deep
cconomice crisis, To reduce spend-
ing to U.S, levels inafew vears
would decrease the GNP about 5
pereent avear, or about 25 times
the decline in the United States.
This would happen when the rest
of the economy is in dramatic de-
cline. As daunting as these figures
mav seem, they don’t capture the
entire problem, which is qualitative
and quantitative. The Russian de-
fense industries have the highest
quality of any industy in the coun-
try, the best engineers and manag-
ers, aceess to scarce materials, and a
functional support infrastructure.

Thus the American approach o
defense spending, which lets mar-
ket forees consolidae the industry,
cannot be duplicated in Russia.
Such asignificant part of national
cconomy cannot be permitted to
vanish. Russia must use these re-
sources to make products badly
needed in the civilian cconomy,

What is even more important, any
hindamental and durable transfor-
mation of the security relationship
between the United States and the
former Soviet Union will tend to
break the military-industrial com-
vlex’s grip on national resources.
This will promote a productive mar-
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Defense industries employ
manpower whose “commerc al
value” and skills mateh inter-
national standards.

It would be extremely un-
desivable, if not criminal, to
dissipate this potential. And
yet theve is a visk that this may
happen in the current conoer-

sion program.
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ket economy and stable democratic
institutions.

Defense conversion does not boil
down to retaining old plants to pro-
duce civilian goods. Sometimes that
will be feasible: often it won't. Ra-
ther, defense conversion is an inte-
gral part of a comprehensive post-
Communist reform process requir-
ing amassive shiftin society’s pri-
orites and its wavs of doing busi-
1ness.

I will involve Targe-scale redeplos-
ment and retraining ol manpower
resources: svstematic identification
ol facilities and enterprises that can
he adapted and those that must be
closed: elimination of barriers and
creation ol incentives for private-
sector involvement: and develop-
ment of a rational and accountable
defense acquisition svsteni. But
above all, it will require that the
democratically elected leaders of
the new independent states make
responsible tradeolts between le-
gitimate defense requirements and
the cconomic and social needs of
their people.

Since the Soviet defense industries
had to compete with the military-
industrial complex of the West,
they had to meet world market re-
quirements. It's no long( r doubted
that these industries” emplovees
have “commercial value™ and skills
of internatonal standards.

It would be extremely undesivable,
il not eriminal, to dissipate this po-
tential, And ver there is arisk that
this mav happen in the carrent
conversion program. Militoy facio-
ries are now stepping up consumer
gn()ds' owput while still numnudac-
turing their milicuy pln(hl( 1s. in-
stead of converting their facilities
entirelv to civilian production.
Meanwhile, fundamental research,
which depended on defense hudget
subsidies, has declined.

Defense conversion is diffienlt even
when there is awell coneeived pro-
gram; the current program has fail-
¢d o analvze the eriteal role and
fate of milituy factories. This is per-
haps undersandable. The powertul
administrative elite of the mility-
industrial complex has wraditionally
had the final sav. Their one-sided
views are bound to be counterpro-
ductive and economically disadvan-
tagceous to the counoy as i whole,

While there are common problems
it defense conversion in the Uni-
ted States, there is also o critical dif-
ference. The government owns
these enterprises. But it is also obvi-
ous that no matter how much the
government does, it does not have
sufficient resources. The role ol the
Russian government should be to
assist the private sector espee tallv in
privatization and the formation of
stock markets.

Finallv, it imust be frankly admitted
that Russia needs owtside help in
the fundamental reform of its mili-
tarv-industrial complex and in de-
veloping these new nongovernmens-
tal organizations. Without such
help and the integration of the Rus-
sian cconomy inty the world econ-
omy. conversion is irrelevant and
doomed 1o failure.

International Projects Needed
Defense enterprises must be given
more autonomy Lo alter their pro-
duction. The state, however, can
help with fundamental market re-
scareh that helps converted enter-
prises gain access to world markets.

The hest way for enterprises to
switch from militay o civilian pro-
duction is 10 become an integral
part ol major international pro-

jeets, such as the European civilian

rescarch program Fureka, the de-
velopment of “electronic money,”
improvement of air taltic control
in Russiat, and the construction of



high-specd railways, These coopera-
tive vennures would provide access
1o Western economie, intellectual,
and technological resources while
commercializing advanced tech-
nologies developed by defense in-
dustries.

It should be noted, however, that
attempis to establish business links
with potential American partmers
have heen irregubr and unprofes-
sional. There are a number of exist-
mg and new organizations, which
are doplicating cach other's efforts,
In the process, they are misleading
LS, companies and raising donbts
ahout the reliability and compe-
tence of Russian partners,

There has been an inereasing num-
ber of cases where former employ-
ces ol the militarv-industrial com-
plex, presidents of vinious associa-
tions and foundations, have wied 1o
set forth Russia’s position on con-
version without being authorized to
doit. To chuifv these issucs and
provide information to the business
community abroad, the govern-
ment has setup the Coordinating
Council to be its liaison with gov-
crnments and the business commu-
nity abroadd.

This group is headed by Mikhail
Malei, advisor to the President of
the Russian Federation on matters
of conversion, and includes repre-
sentatives of the Ministry of Indus-
trvand the Minisuv of Foreign Af-
fairs. In the Minisuy of Foreign Af-
fairs & special deparunent has been
established to deal with conversion
and to assist the Russian and for-
cign business communities in devel-
oping contacts and organizing mu-
tuallv beneficial projects,

The only official sources of infor-
mation are Malei, his group, and
authorized representatives of the
Minisuy of Industry and Ministry of
Foreign Affairs, Considering the

The weak ruble should help inevease exports, but the government must also create a
Javorable investment climate that stops capital flight, lan Materov, deputy minister
i the Ministiy of Economics and Finance, said.

nationwide character of this activ-
itv, it should be supervised by a sin-
gle government agenev. While en-
suring prompt political decision-
making, such an ageney could be
regarded by ULS, companies as a
guarantor of commitments made
bv their Russian partners,

At the same time, a flexible and ef-
ficient conversion program re-
quires direet contacts with the West
on a non-governmental basis, 1t can
be done within the framework of
an independent association of en-
terprises. In other words, we need a
mechanism for broad cooperation
between Russia and foreign na-
tions, a mechanism which com-
bines governmental and nongov-
crnmental arrangements,

Western businessmen need 1o work
with nongovernmental organiza-
tions that are initially supported by
the state. There should be a net-
work of information agencies, data
banks, and consultants. Our long-
term goal should be to ereate con-
ditions so that enterprises can act
independently or through nongoy-
ernmental organizations without
government involvement.
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The dejense sector will now
have to become an integral
part of the market economy
and even have to compete and
bid for defense contracts. The
Russian defense industries
have a good chance lo survive
in this new domestic market
environment and must use
these new management skills
lo compete in international

markets.
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In this connection last July a private
non-profit Moscow-hased Integra-
tion Association was registered and
started its operations. The Associa-
tion unites Russian leading defense
enterprises and research institu-
tions in their efforts to promote
comprehensive integration of Rus-
sian high-tech industries into the
vorld market economy,

The Association seeks to establish
direct links and ties between its
members at home and abroad;
identify promising arcas and mutu-
allv heneficial joint |)m|( cts and
programs of international coopera-
tion: utilize advanced technologices,
know-how, productiion, and man-
power potential in the acrospace,
nuclear, communications, transpor-
tation and ccological liclds: and
help ereate a favorable environ-
ment for foreign investment in the
Russian cconomy.

The organizational and operational
concept ol the Association was thor-
onghlv disenssed and widelv sup-
ported at the International Confer-
ence on Russian defense industries
conversion held under its aegis in
Moscow this summer. More than
100 leaders of Russian nyajor de-
fense enterprises met with high-
level representatives of more than
40 Western companies, legal firms,
and banks, as well as governmental
and nongovernmental experts from
Russia, Western Fanope, the United
States, and Canada.

The Association has established a
good working relationship with the
relevant governmental bodies of
the Russian Federation including
Ministries of Foreign Alfairs, Indus-
oy, Defense, Office of the Adviser
to the President on Conversion
Matters, and kev committees of the
Supreme Soviet, Preparations for
organizing the Association’s branch
offices in various industrial regions
of Russia such as the Volga Region

(Nizhny Novgorad, Ulvanovsk), the
Urals (Chelvabingk), Northwestern

Region (St Petersburg), and others
as well as in other CIS countries are
heing completed.,

If Russian defense industries re-
ceive significant injections of West-
ern capital 1o aid conversion, they
will bhe encouraged to produce con-
sumer goods for domestic and
world markets rather than military
goods. This would reduce the possi-
bilitv of war and militay conflict.

But Russian defense industries face
a number of problems in convert-
ing to civilian production. Thev
have had the Tuxury of being the
most spendthrift branch of the
cconomy and have monopolized
the best manpower and resources.,
The defense sector will now have 1o
become an integral part of the man-
ket economyand even have to com-
pete and bid for defense contracts.
The Rnssian defense indnstries
have a good chance to survive in
this new domestic market environ-
mentand must use these new man-
agement skills to compete ininter-
national markets.

The Russian Government’s Role
The Government can encourage
and support defense conversion
with the following measures:

L. Make publicas soon as possible a
national security policv and milituy
doctrine (issued by the president or
minister of defense) ontlining the
size and composition of armed
forces and military capital “equip-
ment requirements; cutbacks in de-
fense mdustry production: and pri-
ority areas ol conversion, In addi-
tion, the government should for-
mallyv invite international coopera-
tion i conversion.

2 Make a presidential appeal to
American businesspeople, welcom-
ing their energetic involvement in



Russian defense industry conver-
sion, The government must also
provide specitic information on the
protection of private investments.

3. Make clear that many industries
will be closed or eut drastically,
Others will be restructured along
market lines through personnel re-
training programs, abandonment
of old technologies, and introdue-
tion of new technologies with the
help of foreign partners,

1 Undertake projects which use
and preserve the most talented de-
signer and management teams; set
up these projects in new joint-stock
enterprises, not in their current or-
ganizational structures. Encourage
the establishment of Timited part-
nerships, holding companies, and
small ventures that would incorpo-
rate talented designers and engi-
neers;and encourage privatization
of these new structures,

d.Arrange afast wack for projects
which contribute to upgrading and
developing infrastrncture, such as
transportation and telecommunica-
tion systems, systems lor extracting
and distributing energy, and for
processing and distributing food.

6. Promote the ereation of joint
ventures with American companies
which can provide manufacturing,
marketing, and financial skills
needed to succeed in the market.

7. Accelerate the privatization of
defense enterprises by transferring
state-owned assets needed for con-
version to these newly formed joint-
stock companies.

8. Accelerate the establishment of
the legal and financial infrastruc-
ture necessary for companies doing
business in a market economy and
for forming business partnerships
with American companies.

9. Ease the visa application process
{or I)usin(-ssp(-()plv involved in con-
version projects,

10. Separate conversion projects
from the existing defense plant and
governmental burcaucracies, This
separation should be accomplished

by creating new stock enterprises or

other business entities to develop,
manufacture, and market nev com-
mercial products. Conversion pro-

Jeets would transfer appropriate

personnel and would use existing
facilities (obtaining new buildings
is verv difficult) of large defense
companies. These new entities
should seck to form partmerships
with U.S. companics to get immedi-
ate access to the capital and ma-
keting and management skuls
needed inamarket cconomy.

1. Introduce tax exemptions for
conversion projects and other long-
terin privileges and benefits for
UWS. companies involved in such
projects. The government should
identify these measures as soon as
possible.

12, Develop a national program of
step-by=step disclosure of the de-
fense industries” human, material,
and scientific potential.

13, Establish a financial climate (a-
vorable to normal banking opera-
tions.

1. Adopt international standards
refated to the joint technological
projects (e.g., civil aviation).,

15. Promote sales of high technolo-
gies abroad. Continue promotion
of national high technologies
abroad through exhibitions, semi-
nars, ete. Create joint projects to
design, produce, and sell competi-
tive high-tech goods. Such compre-
hensive joint ventures are one of
the best ways to generate needed

N A
(The government should)

make pudlic as soon as pos-

stble a national security policy

and military doctrine (issued
by the president or minister of
defense) outlining the size and
composition of armed forces
and military capital/equip-
ment vequivements; cuthacks
i defense industry produc-
tion; and priority areas of

conversion.
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Russia and the United States waust detevmine the vules of competition and cooperation
in aveas, such as space services, said Fogenti Rogovskii from the Ministry of Foreign
Feonomic Relations.
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hard currenevand to speed Russia's
integration into the world
CCONOMY.

If and when the government devel-
ops a viable defense conversion
program, it will need and, 1 believe,
will receive, the backing of Western
nations, especiallv that of the Unit-
cd States. Focusing defense conver-
sion on development of infrastrue-
ture, for example, will delay the use
of defense facilities for [)l()(]ll(ll()ll
of needed consumer goods.

While development of infrastrue-
ture will promote an efficient con-
sumer market in the long ran, it
will do nothing to alleviate the dras-
tic shortage of consumer goods in
the short run. Western nations
must understand that structural
cconomic reforms take time and
that they should be prepared to buy
time by providing humanitarian as-
sistance, especially food and cloth-
ing, under generous credit werms,

The ULS. government must also
supp()n An(l cncowrage American
companies involved in joint ven-
tures in the defense sector, [ Amer-

ican firms do not find attractive op-
portunitics, no amount of govern-
ment assistance will help. But there
is a surprisingly large number of
American companies interested in
creating joint ventures with Russian
companics.

These ortners recognize, and
manv of them have experienced,
the problems of joint ventures with
Russian companies: the Tack of le-
aal, financial, and communication
infrastructure and the long-term
commitment required for financial
success. Butas the new Russian gov-
crnment commits itself to real eco-
nomic reform, American executives
are [inding a more attractive “risk/
reward ratio.”

U.S. Government’s Role
American executives are looking
for positive actions from the new
Russian authorities and their gov-
crnment, I believe that Western
covernments, and especially the
Us. government, should take the
following inexpensive actions and
that they should be endorsed at the
highest political level:

1. Eliminate COCOMN (Coordinat-
ing Committee on Multiluteral Fx-
port Controls) restraints on specific
defense conversion programs. In
practice, this would involve an ap-
proval procedure for jointventures
on defense conversion, The ap-
proval could require awaiver of re-
strictions when controlled compo-
nents are needed. The product
could be made and verified with
appropriate cnd-use certification.

The end-use should be refatively
casy to verify, since American ex-
perts would be involved in man-
facturing and marketing. For many
in Russia, COCOM is reminder of
the Cold War and is a national
putdown.

9. Provide technical assistance for



the creation in Russia of the legal
and financial infrastructoure needed
to do business in the United States
and o compete in global markets,
US. parimers can provide some of
this technical assistance, but the
costand volume of assistance ex-
ceeds pl'i\‘;ll( resources, especially
when immediate profitabilitvis un-
likelv. Public muliilateral programs
and subsidics will be needed.

3 Provide rechnical assistiance to
unnp‘um-\ trving to form joint ven-
tires in Russiit, l his would involve
establishing information offices in
Washington, London. Bonn, Paris,
and other capitals, plus a few ficld
oflices in Russia, These ofhices
should be staffed with people Tay-
ing business experience, especially
in establishment of joint ventures,
and would be asource of informae
ton about the status of the ccono-
mic reform in Russia and abow
working in the evolving cconomic
svstem. Retired business excecutives
could be engaged in these offices,

1o Extend the coverage of the Insur-
ance Protection Corporation to
American companies doing busi-
ness in Russia (like Overseas Private
Investment Corporation in the
United States) to protect them
from business failures that can oc-
cur from major political changes,
after the jointventure is establish-
ed. B(\(m(l this, the ULS. govern-
ment, with the participation of Rus-
sian experts, should study new
Torms of guarantees for foreign in-
vestors in Russia,

O, Lxpand existing exchanges and
start them,af they do not exist. in
cach CIS country, These programs
should include university-to-univer-
sitvand people-to-people programs,
and programs that ink professional
groups such as milituy officers, Taw-
vers, and scientists.

0. Give immmediate consideration to

climinating or suspending legisla-
tive prohibitions, enacted during
the Cold War, on tade and aid o
Russia and CIS states. This would
include the Jackson-Vanik, Steven-
son, Byrd, Church, and Johnson
amendments, restrictions on Lix-
port-lmpor: ank credits, and ceil-
ings on Overseas Private Invesunent
¢ ‘orpors whon coverage. Many re-
strictions have now been lifted.

7. Support the active involvement
ol the American private sector, In
addition o reviewing outmoded
legislative restrictions, privite-sec-
tor mvolvement should be facili-
tated by sircamtlining export licens-
ing procedures, llp(ldllmr the list of
prohibited technologies, facilitating
visi isstaance for business visitors
from Russia and other CIS coun-
tries, and working with ¢ach coun-
Iy 1o lllll)l()\(‘ ope mllng conditions
for American business people.

8. Provide macrocconomic assis-
tance, such as stabilization funds
for debt management, through ex-
isting international organizations.
The United States should provide
their fair share of additional INIF
special drawing rights and encour-
age vigorous IMIand World Bank
involvement in the economic devel-
opment of Russiaand other CIS
states, including both commercial
and investiment banking.

O, Facilitate the access ol American
companics to the technology base
in Russia:

* Sponsor technology Faivs for the
benelit of American nondefense
companics and 1echnical agencies
that showcase the technology of de-
lense-sector companies and re-
scarch institutes of Russia;

e Istablish exchanges with Russian
institutes and centers in the mili-
tarv-industrial enterprises to work
on technologies for the American
non-defense private sector,

While development of in-

Srastructure will promote an

efficient conswmer market in
the long run, it will do noth-
ing lo alleviate the drastic
shortage of consumer goods in
the short run. Western na-
tions must understand that
striuctural economic reforms
lake time and thal they should
be prepared to buy time by pro-
viding humanitarian assts-

lance.
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Some have argued that the
real risk is that conversion
will suceeed, and that at some
later date Russians will recon-
verl these more efficient
planis back to defense prodie-
tion. The real issue is which
alternative would make this
undesivable aiternative less
likely. [ believe the incentives
(o rearm are much less likely
under effective economic re-
SJorm and a strong democratic

government.
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10. Continue to provide humanitar-
ian assistance, especially food and
clothing, under generous credit
terms, until ecconomic reforms take
cffect.

11, The government should also
consider establishing low-interest
loans for American companices in-
volved in conversion. This move
would be considerably more costly
than those I have mentioned, and
its necessity has vet to be deter-
mined. THowever, the ULS. govern-
ment in supervising the defense
conversion progriun should be
mindful of instituting such a low-
interest loan program lauer.

Although the costs of the recom-
mended programs are not high,
thev are not risk free. Balanced
against those risks are the "rewards”
that would attend successtul de-
fense conversion in Russia. Some
have argued that the real risk is that
conversion will succeed, and that at
some later date Russians will vecon-
vert these more efficient plants
back 10 defense production, The
real issue is which alternative would
make this undesirable alternative
less likely. I'helic « the incentives to
rearm are much less likely under
cffective cconomic reform and a
strong democratic government,

There is no serious basis for fearing
that Russia will flood the world with
arms in the near future. The amuas
market is divided, and it is very dif-
ficult to penerrate markets that
have traditionally been supplied by
the United States and its allies.

Global Rewards from Conversion
Whatever the “risks,™ | believe the
rewards of successful defense con-
version far outweigh them. The pri-
mary benefits are the following:

I. Defense conversion is a critical
ingredient in the overall program
of the current cconomic reform in

Russia. A total and extended col-
lapse of Russian cconomy makes
the country valnerable to civil war,
loss of control of nuclear weapons
to irresponsible groups, and resto-
ration of dictatorship.

2. Defense conversion reduces the
routine resupply of large quantities
ol modern arms to the Russian mili-
tary, [talso reduces the level of
arms export to the Third World,

3. The defense conversion effort,
particularly that part conducted
through joint venuuwres, enhances
the transparency of Russian defense
activity. The process facilitates the
verification of arms conrol treaties
and reduces the need for Western
countries to base their defense
planning on “worst-case” estimates
of Russian military capability.

1. Failure of defense conversion,
along with stagnation in the Rus-
sian economy, would force the lay-
offs of large numbers of highly
skilled weapons designers, There is
the danger that some experts in
nuclear weapons and ballistic mis-
siles could end up working in co-
vert Third World arms programs,
The availability and spread of these
world-class weapons engineeis
could substantially increase the pro-
liferation of these weapons.

Let me underscore again, we don't
expect Western governments to fi-
nance our defense conversion, Mr,
Malei estimates the cost of conver-
sion at 5150 billion in the coming
vears, Neither our government or
your government can afford this.
We need vour help in creating the
legal, informational, economic and
political infrastructure that will at-
tract private investors, That is our

joint task; the actions I have recom-

mended would be quite effective
and relatively low cost.
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The Russian Perspective

Prospects for
Russian-American
Business
Cooperation in
Delense Conversion

By Aleksei Ponomarev

Director
Interdeparimental Analvtical
Center, Russian Federation

Melsei Ponomarer

E—————
Lditor's note: The iterdepartmental
Center coovdinates the vograms of the
five wministries involved in conversion
and is an information clearing howse
on the military-industrial complex for
Joreign investors,

ussian-American rela-
tions are entering a new
cra with the end of miki-
tarv confrontaiion —a
confrontation where concentrating
resources on the mility sector
clearly cost both countries dearly,

In Russia, demilitarizing the eco-
nomy will be particularly difticult
since conversion must occur during
two tvpes of fundamental systemic
change: transition from a central-
ized to a market economy and an
overall restructuring and decen-
tralization ol the cconomy.,

While the fiest atempts at conver-
ston have encountered many prob-
lems, cooperation in veducing our
cnormous military complexes can
clearly be munu 1ll\ beneticial o
both Russian and American compa-
nies and spur cconomic growth in
both countries.

First Attempts Have Failed

I 1990-91, American and Russian
companies, especiallv companies in
the defense sectors, began (\|)lm-
ing business opportunities in car-
nest. Both countries, however, gen-
crally view these contacts as fail-
ures. Russiim participants cite the
tollowing principal problems:

L. American companies were fright-
cned oft by the uncertain direction
of cconomic reforms and the lack
ol real progress in restructuring the
Soviet cconomw,

2. American companies doubted
the reliability of Russian partners
and were concerned that many en-
terprises conld not make good on
their debis to foreign companies.

3. Defense enterprises continued to
be state owned and under the di-
rectadministrative control of gov-
croment ministries. Practically all
the high-tech industries most at-
tractive to foreign investors were
part of the stte-owned delense

complex, and it was unclear if for-
cign lirms could have any property
rights.

L Unrealistic ruble exchange rates
and complicated exchange mecha-
nisms made repatriation of profits
very difficult.

5. Detailed laws to protect foreign
investment were lacking,

6. Business infrastracture was inad-
cquate. Information on defense en-
terprises was limited and poor.

A number of more subjective fac-
tors were equally important:

L. Bothsides felt that negotiations
often ook place in different eco-
nomic languages. For example,
Russian enterprise managers, as a
rule, could not present commenr-
ciadlv viable business proposals or
conduct market rescarch.

2. Russian CHLETPrise managers re-
acted suspiciously to the completely
natural desire of American busi-
nessmen o establish Tegal guaran-
tees lor long-term joint projects.

JAmerican businessmen often
complained that Russian cnterprise
managers were unwilling to con-
sider new products.

L The raditional assistanee of spe-
cialized Russiin "innovation,” con-
sulting, and intermediary firms in
negotiations was completely ignor-
¢d. Fhis stemmed from both the
incompetence and the small nun-
her of such Russian organizations,
and American firms imited under-
standing ol operating conditions in
Russia, In addition, Russian enter-
pPrise managers and ministerial
leaders wanted 1o make decisions
independently without sharing in-
formation.

There were also serions obstacles

on the American side:
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President Yeltsin's package
of measures (o libevalize for-
Cign cconomic aclioily, steps
toward ruble convertibility,
and the beginning of the
privatization process were
viewed by American business-
wen as clear progress towards
the creation of more normal
husiness conditions. On the
Russian side, decreased de-
mand for high-tech products
in the domestic market pushed
Russian industrialists to more
actively search for foreign

/)(1/)'/‘)2(,’)'.8‘.
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1. Many American businessmen felh
that the U.S. Administration, pan-
ticularly the Pentagon, retained
Cold War mentality and did not
support increased cconomic coop-
cration. Large American compa-
nies, dependent on mility orders,
feared sanctions and lost contracts
il they established close ties with
the Russian defense industry,

Y There was no Russian-American
trade agreement establishing a
comprehensive framework for
trade.

3. The ULS. Administration pursued
arestrictive policy on technology
exports lhu)ugh COCOM (Coordi-
nating Commiuce on Multilateral
Lxport Controls) and unilateral
American export regulations.

4. There were no agreements, such
as through the Overseas Protection
Investment Corporation or Russian
Government, to protect foreign in-
vestment from political risks,

5. Most importantly, there seemed
to be no clear desire on the part of
the American political leadership
to address these problems.

There were also important subjec-
tive factors on the American side:

1. American businessmen had a
poor understanding of the cconom-
ic and legal peculiarities of Russian
enterprises.

2. Americans were unwilling to pur-
sue nontraditional or complicated
business plans.

3. A number of experienced Ameri-
can firms, accustomed to working
with a central minisury, continued
to rely on ministerial decisions long
after that was necessary., They un-
derestimated the increasing inde-
pendence ot enterprises from the
ministries and the decreasing role

of the government in industrial
management,

4 Serious American entreprencurs
mistrusted the many Russian inter-
mediaries and consulting firms,
many ol which were unscrupulous
or incompetent.

Because of problems on both sides,
by the end of 1991 or carly 1992,
American companics and Russian
defense enterprises had largely
stopped talking about joint pro-
jects. The record of Battervmarch, a

leading American investment firm

which had moved aggressively o
seek defense conversion invest-
ments, is tpical.

It dropped its proposal for a de-
fense conversion investment fund
and did not carry out a single large-
scale project. In essence, parties on
hoth sides remained on the side-
lines during the pre- and post-coup
period, waiting for a more stable
political and cconomic climate.

New Investment Climate in 1992
By the spring of 1992, the climate
had begun to change. President
Yeltsin's package of measures to ib-
cralize foreign cconomic activity,
steps toward ruble convertibility,
and the beginning of the privatiza-
tion process were viewed by Ameri-
can businessmen as clear progress
towards the creation of more nor-
mal business conditions. On the
Russian side, decreased demand for
high-tech products in the domestic
market pushed Russian industrial-
ists to more actively scarch for for-
cign partners.

There were also factors in the ULS,
that led American industrialists to
seek greater cooperation with Kus-
sian enterprises. By spring or carly
summer, America’s cconomic trou-
bles were becoming increasingly
apparent and large high-tech com-
panices, dependent Targely on De-
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fense Department contracts, fore-
saw further defense budget cuts,

The curtailment of strategic weap-
ons systems development in the
United States and the former Soviet
Union has forced companies to
rapidly diversify and to find new
markets for their products. But en-
tering new high-technology aveas is
too costy for many companices in
this time of global recession.

Morcover, Japan and Western Fu-
rope and Southeast Asia are becom-
ing increasingly competitive in
high-tech markets. These factors
are forcing American industrialists
to wirn to pos‘sil)lc ('n()p(-r;ni()n with
the relatively inexpensive high-tech
sectors of the Russian cconomy.,

Summit Spurs Cooperation
Agreements reached at the June
Summit lifted many ol the U.S. Ad-
ministration’s restrictions on coop-
cration. Of particular importance
was the agreement on cooperative
defense conversion, which encove-
ages cooperation with Russia’s de-
fense enterprises undergoing con-
version. The agreement to protect
foreign investment was vet another
important step towards a better chi-
niate for investment,

This, of course, is far from Tull-
blooded cooperation. Nevertheless,
these are significant steps towards
the establishment ol a business in-
frastructure, the realization of mu-
tally profitable projects, and the
integration of Russiat into the world
cconomy.

Unquestionably, there are many
unrcsolved problems. In p.ull(ul.u
the ULS, government continues to
strongly resist lifting COCOM re-
strictions and casing U.S, export
controls. Large firms are still not
ready to negotiate large-scale pro-
jeets. Recently, however, small and
medinm=sized American companices

Many individual enterprises and yegions can now deal divectly with foreigu investors
withont ministry intervention, Valevian Sobolev, fivst depuaty administratorof the Volgo-

grad Region, stressed.

have begun to focus i establishing
close ties with larger industrial en-
terprises. These firms are ooking
for long-term opportunities and are
working closelv with American
manulacturing firms.

An analysis ol the activities of for-
cign firms in Russia shows that they
most commonly strive towards mini-
mal commercial risk by developing
and commercializing intermediate
technologies ereated by Russian en-
terprises. Once thevare prolitable,
they begin to expand cooperation,

A possible variation could be for
Russian enterprises to work as sub-
contractors to American firms to
assemble foreign-made compo-
nents for eventual re-export,
Another variation could be projects
to assemble components, utilizing
American technologies, for subse-
quent sale on the Russian market
or export to third countries,

Attempts to pinpoint one or two
“golden technologies™ from the vast
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Allempts to pinpoint cne
or two “golden technologies”
Srom the vast spectrum of Rus-
stan science and technology
have genevally ended in fail-
wre. Russians have a number
of data bases, but most don’t
conlain enough information
Jor even a preliminary evalu-
alion of a specific technology.

Moreover, Russian special-
ists are mistrustful of foreign
companies that endlessly look
Jor the vight deal bt never

sign @ contract.
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spectrum of Russian science and
technology have generally ended in
failure. Russians have a number of
databases, but most don’t contain
enough information for even a pre-
liminary evaluation of w speciiic
technology. In many spheres of sci-
ence and technology, there can be
much duplication and overlap
among rescarch institutes.,

Morcover, Russian specialists are
mistrustiul of foreign companies
that endlessly look for the right
deal but never sign a contract.
Therefore, it is extremely impor-
tant that an American firm make
painstaking preparations prior to a
rip to Pussia;

1. This preparation should include
developing alist of American com-
panics and their specific technol-
ogy interests. This assessment
speeds the seaveh for a Russian
partner.

2. Before making contacts in spe-
cific areas, the American firm
should analvze its Russian counter-
parts using the knowledge and ex-
perience of Russian specialists in
scientific and industeial poliev.
Those experts can evaluate the rveli-
ability and technical level of enter-
prises and laboratories.

3. A veliable and competent Rus-
sian partner is extreely impor-
tant. Tae partner must be capable
of working quickly and effectively
in sclecting potential projects.
American companies make wide
use of “protocol firms” that make
hotel and transportation arrange-
ments while making contacts, That,
however, is not enough. American
firms should also plan well in ad-
vance to connect with an organiza-
tion that can competently select
projects on a given theme, make
preliminary evaluadions, and pre-
pare all necessary information and
contacts. Experience shows that the

clfective work of Russian specialists
in these carly stages, given the im-
ited information on Russian enter-
prises and parlous cconomic situa-
tion, is critical,

4. Experience also shows that direct
contacts at public conferences or
during official negotiations at the
excentive level are useful Zor infor-
mation exchange, but they don't
alwavs lead to full mutual under-
standing of proposed activities, Ne-
goliating parties often begin to view
cach other as competitors, compli-
cating the scarch for compromises.

Russian managers poorly under-
stand foreign cconomic activities
and world markets, which only fur-
ther complicates negotiations. Simi-
Larly, Americans poorly understand
the opportunities in Russia and the
legal and economic conditions of
Russian enterprises.

Corporate managers must enter
anto negotiations thoroughly pre-
pared and be willing to work coop-
cratively to develop creative sohi-
tions, The infrastructure for com-
plicated investment projects is still
ina formative stage, but it is not a
barrier to most joint projects.

5. American firms should be aware
that the ministries no longer play
the key role in approving joint pro-

Jects. In the past, several ministries

could simultanconsly declare their

Jurisdiction over foreign investment

projects. Current Russian legisla-
tion permits the vast majority of en-
terprises to establish diveet contacts
with foreign parmers.

The process of registering agree-
ments is not controlled and not
complicated. Facilitating divect
conticts between Russian enter-
prises and foreign companies is one
of the main goals of Russia’s for-
cign economic policy. Russian en-
1erprise managers, however, don’t



Privatization of defense enterprises, especially high-technaology sectors with commercial potential, is essential to attvact significant
Western investment, Russian officials and Amervican investors agmeed.

alwavs realize their level of inde-
pendence from ministries.

6. American companies still face
serious problems in obtaining ad-
cquate financial and operating in-
formation about Russian enter-
prises. This is caused, in part, by
new private organizations that have
sprung up in place of disbanded
Soviet ministries that are attempt-
ing to monopolize information for
their own henelit,

This lack of information also stems
[rom enterprise managers’ poor
understanding of the need o dis-
seminate complete information
about their firm to potential inves-
tors. The Government and enter-
prises now understand the need 1o
provide detailed information about
mvestment opportunities,

We believe that the recommenda-
tions in the Charter for American-
Russian Parmership and Friend-
ship, signed at the Bush-Yeltsin
Summitin June. are a major step

forward. We are attempting to imn-
prove the availability of information
on Russia, particularly with the help
of the U.S Departme:it of Com-
meree’s new program, the Business
Information Service for the New
Independent States.

7. Given the radical structural re-
forms taking place in the Russian
cconomy, foreign partners must
constantly monitor legislative and
policy changes and the status of
cconomic reforms, Rescarch and
analyses done under the aegis of
the Russian governiment, by organi-
zations such a. the Interdepartmen-
tal Analytical Center, can help pro-
vide answers o these questions,

We hope that this can be a water-
shed dmie in Russian-American eco-
nomic relations, Cooperative solu-
tions to the problems of defense
conversicn are essertial it we are to
crecte new opportanities for Rus-
sian and American industry,
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Thix paper is dvawn from Part Four of
a report entitled “American Business
Involvement in Defense Conversion in
the Former Soviet Union: Opportuni-
ties, Constrainis and Reconmmeuda-
tions,’ s/muwu'(l by The American
Committee on US.-CIS Relations. The
Jullveport will be published later this
year by The Amevican Conmomillee.

his paper |)r('h-nls‘ an over-

view of U.S. business per-

spectives on working with

Russian defense-related
enterprises. Based on interviews
with over 100 ULS. business leaders,
corporate representatives, and oth-
er experts, it focuses on two ques-
tions:

¢ Is vour company actively working
with any Russian defense-related
enterprises, and do any of these
business activities or projects in-
volve conversion? Why (or why not)
is vour compans involved there®
What succeses and problems has
vour compaay experienced z

e What are the opportunities lor
working with Russian delense-re-
lated enterprises, especially with
respect to delense conversions

In-acpth answers to these questions
were obtained from interviews con-
ducted from mid-April 1o Septem-
her 1992, The interviewees come
from a wide variewy of U.S. defense
and nondefense industries that are
examining or pursuing opportuni-
ties in Russiaz acrospace: manufac-
arers of other militory equipment
and weapons; clectronies, telecom-
munications, and other high tech-
nology, such as computer software;
pharmaceuticals; automotive and
steel; machine wols; food process-
ing; energy and environment: con-
struction; transportation; and ser-
vices, including investment banking
and management,/consulting,

Work with Best of the Best

In general, US, corporate repre-
sentatives state the hest opportuni-
nes for ULS. basiness in Russia exist
in its defense industries,

FFirst, there is an economic advan-
tage to be gained in working with
the Russian defense sector. Susan
Walsh and Tom Hajek, United
Techunolegies/Prat & Whitney,

stated that “under the old Soviet
svsten, lhc military got the “best of
the best,” soinm; ANV WS L s casier
to work with defense plants there
than with commercial enterprises.”
There are classes of assets within
the Russian defense sectors that
make them attractive to a ULS, com-
pany, according 1o Frank DiBello, a
partner with KPGM Peat Marwick.
These assets include their brain-
power, labor, facilities and plants,
particular technologies and other
products, i.c., planes, tanks, guns,
ships, and missiles,

One of the major resources of these
defense-related ¢ nl('rprisvs is their
highly educated scientists and engi-
neers. Jetl Bachr, Sun Microsvs-
tems, stated that his company is
working with a group ol Russian
computer experts who are world-
class engineers, “Because they have
had no equipment for so long, they
are the world's best theoreticians., Tt
is a privilege 1o work with these in-
dividuals who are so brilliant, They
have just never been able to imple-
ment their theories,”

John Cohm, Rockwell International,

verified this viewpoint, stressing
that Russian defense enterprises
have good wechnologies and good
people, including capabilities in
material science, computer sciencee,
compurational flow dynamics, and
clectronies. DiBello adds that Rus-
stans possess sophisticated capabili-
ties and technologies in a number
of ficlds, such as biomedical re-
scarch, artificial intelligence, and
advanced sensors,

For example, 15,000 patents were
sought annually in the FSU bio-
medical fickd, but enly 2,000 of
these were granted because the
ISU could not afford 1o develop all
these technologies, American com-
panies can have access to these pa-
tent applications in order to iden-
tifv and evaluate new technologies,
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Other ULS, corporate representa-
tives said thev are working with Rus-
sian specialists, not only because of
their lm,h level of qu alifications,

but a'so due to their lower costs of
research and development, Dr. Ri-
chard Garwin, IBM, explained that
anvbody in rescarch and develop-
ment at IBM who can get their jobs
done better and quicker in Russia is
ercouraged to do so. Although

IBM has not setaside specilic com-
pany funds to do this, they are us-
ing Russian nuelear scientists, as
well as other seientists from the
Academy of Sciences, 1o carrv ot
certain rescarch ana deve l()pnu nt
P“’l‘ s,

Low Labor Costs Are Appealing
Many ULS, company representatives
stated that Russia has a comparative
advantage due 1o its overall lower
labor costs. Polaroid has found it

cconomicallv advantageons 1o es-
tablish a4 cameriasse ml)l\ line with-
in a Moscow acrospace plant be-
cause of its lower labor costs and
skilled workforee. Although Pola-
roid has had 1o provide additional
taining for these emplovees, ichas
found them to be highly motivined
and willing to learn. The cameras
assembled in Moscow meet world-
class standards, according to Pavel
S. Sidorov, general director of Sve-
tozor Joint Venture,

Russian defense enterprises are also
beiter equipped than civilian enter-
prises. although many US, corpo-
rate representatives stated that alo
of the equipment in defense plants
appears to be outdaned, often 20 10
30 vears behind American counter-
part plants. However, there are ex-
ceptions, Robert Lewicki of G Fd-
wards said that he has found pi( ces
of technology and equipment in
defense plants that could not he
casilv duplicated in the United

States ata reasonable cost, includ-
ing a 75,000-ton lorger that wonld
cost at least S30 million 1o build to-

dav. Defense-related enterprises
also have aceess to strategic resour-
ces, including aluminum, magne-
sium, and titaninm, among others,
These are the tvpes of resources
and capabilites that a Russian part-
ner is able to bring to ajoint busi-
ness venture, according to Lewicki,

Morvcover, US, international busi-
ness experts point out that the in-
frastructure, which is so important
to doing business there, exists at de-
fense enterprises. They have better
roads, telecommunications, water
and sewer facilities, electriciy, and
aceess 1o railroads, airports and
trucking. These factors are impor-
tant components in an American
firm’s decision toinvest in Russia.

Sccond, there must be a direct eco-
nomic incentive to doing business
with Russian defense enterprises,
especially if such projects involve
conversion. No American company
chooses to do “conversion™ in Rus-
sii. As Tom Hajek, United Tech-
nologies Pratt & Whitnev, stated
“Defense conversion has to be done
more for cconomic redsons than
for ])()llll(.ll militury or security rea-
sons.” No company will choose 1o
doa project that involves or re-
quires conversion ol defense facili-
ties unless it makes cconomic/ busi-
ness sense. UWS, firms that end up
doing projects that would be con-
sidered “defense conversion™ in
Russia do so because that is what is
required in order for the project to
be commercially feasible.

Government Support Helps
At the same time, ULS, exccutives
said that i there isan economic in-
centive from the US. and Russian
governments andor international
Ninancial institutions to assist in de-
fense conversion, thev would be
more interested and willing to con-
sider such projects, Thus, one of
the reasons for current ULS. busi-
ness interest in Russian defense

Polaroid has found it
economically advantageous to
establish a camera assembly
line within a Moscow aero-
space plant because of its
lower labor costs and skilled
workforce. Although Polaroid
has had to provide additional
training for these employees, it
has found them to be highly
motivated and willing to
learn. The cameras assembled
in Moscow meet world-class

standards.
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American companies and
organizations are working
with diffevent types of entities
within the Russian military
industrial complex: mini-
stries, enterprises, individual
Plants, design bureaus, re-
search and development
institutes and other entities,
such as training institutes
and nongovernmental orga-
nizations. Some U5, com-
panies are engaged in joint
venlures with state enter-
prises, desien bureaus, and/
or vesearch institutes. Some
have created new joint stock
companies with spinoffs from

defense enlerprises.
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conversion is the availability of
funds to carry this out, The avail-
ability of financial assistinee would
reduce a company's capital costs of
doing business there, which makes
it much more atractive as a busi-
ness and investment proposition
for U.S. companices.

Western Expertise Is Needed
Third. American business leaders
recognize the need 1o assist in Rus-
stan defense conversion. As corpo-
rate citizens, thevare willing 1o
help achieve the US, Govern-
ment's aim to support delense con-
version, but notif this requires an
ceconomic sacrifice on their part.

Instead, ULS, firms want to work
with the ULS, Government o iden-
tivand pursue specitic Russian bus-
iness opportunities that could also
assist in defense converston. Nina
Dimas, international program man-
ager, KPGM Pear Marwick, savs the
most persistent request she receives
from Moscow enterprises is for help
on delense conversion because they
do not know how 1o carry this out.

Despite the fact that no one traly
appears to know how to plan and
implement conversion, U.S, firms
agree they can provide the neces-
sarv expertise on critical elements:
how to ide ntifv and sereen wechnol-
ogices and how 1o commercialize
them: how to reorganize industrial
structures, redesign facilities, pro-
duction lines, and products: how to
retool plants and retrain workers:
how to train managers in market
skills and new techniques: and how
to compete in the international
minket.

Based on the three reasons above,
many U.S. firms believe there are
excellent long-term business oppor-
tunities with Russian defense-relat-
ed firms, although it is not alwavs
clear if these opportunitie s direetly
involve conversion.

Lessons from U.S. Experiences
American companies and organiza-
tions are working with ditferent
tvpes ol entities within the Russtan
military industrial complex: minis-
tries, enterprises, individual plants,
design burcans, rescarch and devel-
opment institttes and other enti-
ties, such as training institutes and
nongovernmental organizations,
Some US. companies are engaged
in joint ventures with state enter-
prises, design burcaus, and or re-
scarch institutes, Some have cre-
ated new joint stock companies
with spinoffs from defense enter-
prises.

Several important lessons have
cmerged from U.S. businesses’ ex-
periences in working with these dif-
ferent defense-relned organiza-
tions,

The lirst lesson is a conversion pro-

Jectoas previously stated, must make

sense commerciallv, Whether a pan-
ticulir business model or project
could be classified as “conversion™
often depends on the definition of
conversion that is used. Several dif-
ferent models, based on different
definitions of conversion, are being
implemented in Russiaby UL S,
firms.

One business model that is being
used by a number of US. compa-
nies is to identifv Russian technolo-
gies that can be commercialized,
While this definition is considered
quite narrow, nany U.S. firms see
such opportunities as the best way
to make a profitin the shortterm
and to also help their Russian part-
ners carn hard curreney fast.

Battervinarch Financial Manage-
mentin Boston is working closely
withaseleet group of Russian de-
[ense enterprises undergoing con-
version, These particubr enter-
prises have been carefully sereened
by Battervinarch and are creating
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Jointstock companies as ¢ means of
privatizing and atvacting foreign
direct investment. According 1o
Viadimir Sidorovich, former Bat-
tervimarch director in Moscow,
Lge detense enterprises should be
divided into segments, with sepa-
rate accounting svstems and bank
accounts, He argues that the profie-
able divisions of the enterprise
should receive additional resourees;
and the unprofitable divisions
should be allowed 1o go out of busi-
HeSs,

Typicallv, the joint stock company
would be formed swround a division
ol the enterprise with a commer-
ciallv viable techinology, Sidorovich
savs that " parent enterprise would
contribute assets of the relevant di-
vision. and foreign investors would
contribute hard carreney and pro-
vide aceess to world markers, To
create mohvittion for a ])‘.ll‘('lll Ch-
terprise, part of the sharves of the
newh-created joint stock COMpELnY
should be granted 1o emplovees.”

In evaluating the conversion capa-
bilities and other Letors in over
100 Russian defense enterprises,
Battervimarch has idemified six en-
terprises that meet its eriteria for
joint stock companies that would
attract foreign investors, Battery-
march isalso attempting to create
the “Sovier Companies Fund™ (S100
[ 5250 midlion) to attract capital
for these selected defense enter-
prises nidergoing conversion,

Although OPIC has already agreed
to provide S100 million in risk in-
strance to Battervimarch forits pro
posed projects in Russia, Batiery-
march still needs to recetve the
proper guarantees from the Ruos-
sian government, in addition to -
tracting sulficient investment funds
from potential investors,

Ascecond model involves the actual
reorvientation of the production of

Theve is evovmous intevest and opportunities for the strategic investor, but the rish-
veivard vatio i sl too high for most ivvestors, Western husinessmen agreed.

defense plants from defense prod-
ucts to civilian products. For ex-
;unpl(- one US. aatomaker is ex-
amining the ])(mllnlm of assem-
bling ‘ullmnnlnl(-\ in defense plants
that previously produced tanks and
other defense-related cquipment.

This sccond model has been imple-
mented successtullv by a number of
I uropean firms. One German com-
panyis producing aluminum
wheels for the world market at two
defense plintsin Russia. These
plants formerly built airplanes and
tanks and possess acdisciplined
work force and metallurgical wech-
nologv. What is important from this
experience is that the German firm
lound a Western buver for its
wheels, prior 1o begining produc-
tion in Russiin, This enabled the
German firm to overcome the con-
straint of repatriating profits in ru-
bles, because it was not selling the
wheels on the Russian market.

LS, business representatives said
that il the Russian conversion prod-
et can be sold internationallv, itis
much casier to invest in a Russian
defense enterprise because there
will he aready souree of hard cun-
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Company execilives ex-
Pplain that the size and scope
of most Russian defense enter-
prises makes it extrenely diffi-
cult to make a large enongh
ivestment that would have
any major impact on the fi-
nancial and commercial vi-

ability of these enterprises.
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rency profits from the beginning,.
This makes the investment in a Rus-
sian plant cconomically feasible for
the U.S. (or foreign) company.

The Polaroid joint venare "Svet-
ozor”™ was also developed to as-
semble cameras to he sold on the
international market. Although
some ol these Polaroid products
are also sold within Russia, this has
been aless active part of'its opera-
tons which mav change in the near
[uture.

One important lesson from Pola-
roid’s experience is that it subcon-
tracted for a certain number of em-
plovees and specific workspace
within an acrospace plant. Polaroid
is onlv using 30 cmplovees out of
thousands emploved at the enter-
prise, so it was able 1o handpick the
best and brightest for its opera-
tions. The German firm deseribed
above also did the same thing, us-
ing 100 emplovees out of 10,000 at
the plant in which it works.

American Firms Employ Few
Emploving a limited number of se-
fected emplovees within a plant
does not fit a broad definition of
conversion that is used by experts
such as Dr. Witham Perrv of Stan-
ford. Perry defines conversion as
finding gainful employment for
people, but not necessarily using
plants or managers. We have not
found anv U.S. firms who have
adopted this definition of conver-
sion in their business ventures.
Company executives explain that
the size and scape of most Russian
defense enterprises makes it ex-
tremely difficult to make a Luge
enough investment that would have
any major impact on the financial
and commercial viability of these
CriCrprises,

Most Russian defense plants are
quite farge, emploving thousands
of people, who will require retrain-

ing over along period of tme. The
retraining factor alone would re-
quire a massive investment ol time
and money which no U.S. (or other
forcign firm) appears prepared o
make at this time. Instead, business
leaders state that other tvpes of
technical assistance wre needed 1o
assist in carrving out this type of
cmplovee conversion,

However, US, corporate represen-
tatives do recognize the need to
help create employvment within
Russia, although initiallv on a lTess
massive scale than discussed above.
A number of U.S. companies are
working on creative wavs to employ
Russian scientists and engineers,
Since thisis one of the purposes of
the new Internadonal Science and
Technology Center in Moscow, itis
expected that ULS. firms will be ac-
tvely working with this center 1o
identifv and hire leading experts.

For example, Grumman Corpora-
tion, in collaboration with Los
Alamos National Laboratory, is pur-
suing a joint U.S.-Russian accelera-
1or transmutation proposal (ABC)
as ameans of utilizing surplus plu-
tonium. This project would employ
alarge number of Russian scientists
relatively quickly.

Boce ingr Company, which is the Targ-
estaircraft company in the world,
slqm d an agreement at the begin-
ning of \ug ust with the Russian
Ministry of Industry’s Aviation De-
partment to setup a development
center in Moscow. The new center
will initially employ 30 Russian en-
gineers and scientists to pursue
projects inarcas such as airframe
technology and wind-tunnel test-
ing. Projects such as these help o
achicve a prime foreign policy ob-
jective of the U.S. Government: en-

sure that IFSU seientists and engi-

neers do not take positions in third
countries that might present an in-
ternational threat to security,
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With respect to ereating broader
cmplovment opportunities, Glenn
Buckles, senior associate, Booz,
Allen & Hamilton, said that it is im-
portant to separiate the problems of
generating hard carveney from the
issue of jobs and factories. “Selling
arms will not fill factories.”™ Instead,
other domestic cnmplovment alter-
IGHIVES (¢ NeCessaiy.

One such alternative was suggested
by Richard Lamb, president of Ri-
chard AL Lamb & Russian Associ-
ateso who wrgues that the Russians
need to learn what they know how
to do and then market it

American companies also need to
tap into Russit's domestic inarket.
According to Lamb. they should
begin selling or leasing their tech-
nologics 1o Russian enterprises, as-
sist those enterprises in manufie-
turing and selling the products
theve, and then sell the products
back to the USCor the interna-
tonal market. For Lamb. develop-
ing local manufacturing capabilities
is extremely important, because it
would create jobs, particularly in
lormer defense enterprises.

Another point emphasized by ex-
perts such as Maria Aronson of
General Motors, s that if a large
LS. corporation made a major in-
vestment inan automotive, ma-
chine tools, or similar manufac-
turing or assembly facility in Russia,
this would attract U.S. components
manufacturers to that region. Such

an investment would tead o greater

emplovment within the Russian
municipality and region, which
would have a strong multiplier ef-
feet throughout the area.

Defense Companies as Partners
The second lesson involves whether
LS. defense companies make good
partners for Russian defense plants.
There appears to be no consensus
on this issue, Rather, the answer

Enterprise managers do not realize the

amoun! of duediligence information meajor

Western investors vequure, Joseph Campbell
of Paine\ebher noted.

seems to depend on the particular
business ventare. Dr. William Perry
states that a US, defense company
understands and relates better to
the people and organization in 2
Russtan defense enterprise than a
non-U.S. defense company.,

Therefore, he wgues thaca ULS,
defense company makes a good
partner for a Russian defense com-
panv ifitis converting 1o a product
that is appropriate for the U.S.
company.,

However, if the Russian conversion
product is a consumer-oriented
product, U.S. defense companies
might not make good partners be-
cause they do not understand the
consumer markec well, In addition,
their accounting procedures and
other business practices would also
be i inappropr ate, Overall, Perry
stresses that in arcas where USS, de-
fense companies would face diffi-
culties in converting themselves,
thevwould not make good partners
for Russian defense ente rprises and
plants.

American com panies also
need to lap into Russia’s do-

mestic market. "They should be-

gin selling or leasing their

technologies to Russian enter-
prises, assist those enterprises
i manufacturing and selling
the products there, and then
sell the produets back to the
U.S. or the international mar-
ket.
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Many American bhusiness

execulives believe it is ofien
preferable to “oveen field”
(huild a completely new faci-
Ity located near or next to the
old facility) in Russia than to
work within existing plant
Jacilities. U.S. C1Os that
have visited Russian defense
plants have concluded that
some, if nol most, of these
Russian plants cannol

survive.
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Green Fields Are Preferrable
The third lesson is that many Amer-
ican business excoutives believe it is
often preferable to “ereen field”
(build a completely new fae iliv To-
cated near or next to the old facil-
itv) in Russia than to work within
existing plant facilities. U.S, CEOs
that have visited Ruassian detense
plints have concluded that some, i
not most, of these Russian plants
cannot stvive: they are poorly Taid
OLIL, POSSESS o Te dundant workforee,
have a topsv=turyy manufacturing
How, and are unsale.

These CEOs argue that itis better
to start with a “green field” than w
ke the massive capital invest-
ment to update the existing plant.
In contrast, Russians seem o prefer
renovation of existing facilities,

Most Activity Is in Aerospace
American companies are pursuing
avariety of conversion-related acti-
vities: direct selling or buving: leas-
ing of technologies; manulacturing:
and assisting Russian defense re-
lated enterprises to export products
or raw materials and other re-
sources to the United States or 1o
other countries. These activities are
being carried out inavariew ol in-
dustrial sectors, including aviation
and acrospace, telecommunica-
tions, nuclear encrgy, chemical and
biological warfure, antomotive,
shipbuilding. machine tools, con-
struction, and computer software,

In general, the greatest level of ULS,
business activity with Russian de-
fense enterprises is in acrospace
and aviation. This is not surprising
since one of Russia’s major defen-
sive strengths has been its aero-
space industry, Russiais the second
largest aireralt builder in the world,
although itis notadvanced in avi-
onics and equipment. .\ number of
U.S. firms are competitive in this
market, according 1o U.S. acro-
space experts, because the Russian

aviation industry neceds new en-
gines and advanced avionies.

One of the other major reasons
that U.S. firms. including Bocing,
McBonnell/Douglas, Honevwell
and Hughes Aireraft, are so active
in Russia is because Airbus, their
major foreign competitor, is -
tively pursning business there. In
addition there is strong need {or
building new airports and renovat-
ing existing ones, as well as design-
ing and implementing new air traf-
fic control systems throughout Rus-
siaand the FSU.

Defining Conversion

LS. business representatives often
believed that they were not in-
volved in Russian delense conver-
sion. However, it became clear that
many LS. business activities were
divectly or indirectlvinvolved in
supporting conversion. The U.S.
company might only he buving or
leasing technologies from the Rus-
sians or selling technologies o the
Russians, but these technologices
were often being used by defense
enterprises and pl'uns o cary out
some type of conversion. There-
fore, the role of ULS, business in
Russian defense conversion is not
always clearcut, but must be as-
sessed ona project-by-project basis.

Additional findings will be pre-
sented in the final report. This will
include an analvsis of the con-
straints faced by ULS. companies in
working with Russian defense-re-
Lated enterprises and their recom-
mendations on what the ULS, Gov-
crnment can do to help them. In
general, many ULS, companies be-
licve there wre enormous long-term
business opportunities in Russia,
particularly inits defense indusury,
but there is a need for a stronger
LS. gove nment-business partmer-
ship to take advantage of these op-
portunities and o overcome con-

stramts, =,
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Sergei Chevardov, Conversion Spe-
cialist, Ministry of Defense

Cooperative Defense Conversion

Soviet defense enterprises, long cut
off from contact with the West,
have achieved many scientific and
technological breakthroughs, West-
ern investors can work cooperative-
Iv with their Russian counterparts
in this new era of openness in de-
veloping mumally heneficial com-
mercial applications The United
States and Russia, for example,
should consider cooperating in the
development of dual-use technolo-
gies, such as using satellite systems
for global navigation and rescue.

This cooperation can take many
forms: selection of technologices
and development of commercial
applications: establishment of joint
R& D firms to develop specific
components for foreign Hrns; cre-
ation of non-defense production
within defense enterprises to assem-
ble goods mainly for export: man-
facture of goods for the Russian
market with imported parts, such as
airplanes with Western avionics: the
manufacte of components for
torcign firms; and the mannfacture
ol finished goods based on foreign
licenses with a significant number
of Russian-produced components.

Priority should be given to convert-
ing defense enterprises to the pro-
duction of equipment for oil and
gas extraction, transportation, re-
fining, and petrochemical process-
ing. Factories that now build ships,
rockets, tanks, and artillery can he
converted relatively quickly 1o this
production. The challengc is o
bring the entire cconomy np 1o the
qualitv and professionalism of the
defense sector,

Given the huge market of Russia,
conversion should also encourage
production for the domestic nur-
ketas well as for exports.

Andrei Gorbachev, Assistant to
Deputy Prime Minister Khizha

Convesion: Problems and Solutions
Defense conversion, essential in
Russia’s transition to a market
cconomy, will deepen the country’s
cconomic crisis and benefits will
not be felt for the next oo to three
vears, In fact, cutting the defense
budget will not reduce the govern-
ment’s budget but will inerease it
because of the high social and eco-
nomic costs of conversion,

Not only have defense enterprises
lost state orders and linancing, new
state orders are being issued with-
ont a new militny doctrine that de-
fines fiture weapons needs ora
strategy for the export of weapons.,

In 1992, 550 defense enterprises in
89 regions are subject to conves-
sion. The government is extending
favorable credits, its only financial
support, to ('nl(‘l'pl‘i.\'('s that have
concrete conversion plans that gua-
rantee repaviment by 1996, Priority
is given to conversion to civilian
production in energy, tansporta-
ton and communications, agricul-
ture, medicine, chemicals and tim-
ber, and the environment,

The government is developing con-
version zones by offering 50 per-
cent tax reductions in targeted re-
gions: providing tax eredits for con-
version programs from 1992-96;
and transferring to the regional
level expenses for the naintenance
and development of the social in-
brastructure of defense and atomic
SCClors,

While the government can provide
information and some financial
support, conversion must take
place at the regional and enterprise
level, Enterprises must learn 1o act
mdependently and o develop
products that meet consumer de-
mand. New decentalized market
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structures, such as regtonal associa-
tions and funds, are needed to help
atract financing and develop hori-
rontal ties. Successful conversion
will require be appropriate legisha-
tion, a svstem of incentives, favor-
able conditions for privatization,
and cooperation that promotes the
interests of Western governments
in a smaller and stable defense
complex in Russia.

Sergei Kovalev, Deputy Chairman,
Russian Federation Coordinating
Council; Aleksandr F. Kononenko,
Member, Russian Federation Coor-
dinating Council

Officer Retraining and Conversion
Kovilev and Kononenko outline
the Council's efforts 1o create civil-
i work by the vear 2000 for the
approximately 100,000 milit v of-
ficers who will be discharged in the
proposed reduction of the Russian
milituy. Finding work lor these
mid-carcer milituy officers is espe-
ciallv eritical as the veould, il they
are not retrained and remploved,
threaten the progress of reform. In
surveys, 70 percent of these officers
sav lh(\ would like to become busi-
nessmen.

In an attempt 1o meet two needs —
privatizing delense enterprises
(those not involving national secu-
rity) and providing employviment —
the council is developing plans for
officers to become managers of
converted defense enterprises,
These enterprises will either ex-
pand their existing consumer
goods production or move from
defense production to civilian
goods, The kevio this conversion is
privatization, a process essential in
generating capital within Russia, in
atbracting Western investors, and in
giving enterprises the flexibilin to
survive without state orders,

In order to move rapidly on conver-
sion, small and middlessized joint

stock companies must be split off
from from the giant enterprises.
Western technical assistance can be
most helptul in developing business
plans to attract outside investment.
There are various privitization
plans now under discussion that
give emplovees the option to ac-
quire through vouchers and to pur-
chase a majority stake in the com-
pauy in the process scheduled 1o
begin this fall.

Evgenii Rogovskii, Chict, Depart-
ment of Export Strategy, Minister
of Foreign Economic Relations

Developing and Iaplementing Projects
to Restructure the Russian Economy
The government's three goals in
conversion are: preserve the most
valuable elements, manufacturing,
personnel, and R & D; use this base
to raise the technological tevel of
civilian production; and develop
exports and import-replacing goods
for the domestic market.

Russia must emphasize the export
oi”high-tech manufacured goods
and services and reduce the uncon-
trolled export of strategic raw mate-
rials and the import of foreign-
made goods, it is to be a great
power.

Mecdiume-term priorities should be
to export income from raw materi-
als to support traditional export in-
dustries but also to develop large-
scale service exports, such as
freight, international transporta-
tion, environmental services, and
computer programming, Later, the
export of new, value-added tech-
nologies, such as materials sciences
and geology, could be stressed.

Russiac could also increase its ex-
ports by providing international or-
ganizations, such as the UN, high-
tech services 1o offset increasing
dues. Implementation of Targe-scale
projects could be the basis for re-
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constructing needed interregional
and international ties that have
heen cut or have seriously fraved in
the fall of cenvral plinning,.

Here the government faces a ditfi-
cult halmeing act. On the one
hand it would like 1o encourage
and spread development through-
out the country without resorting
Lo Oppressive and ¢ qualizing
topdown directives. On the ()lhcr
hand, some regions will flourish
and others will fiounder i a lree
market, This inequalite will inevita-
biv he asource of political and cco-
nomic tension.,

The macromarketing of advanced
technologies will require a new fi-
mancial infrastructure, such as ven-
ture capital firms. Foreign partners
can provide these services, Inaddi-
tion. the Minisoy of Foreign Feo-
nomic Relations understands and
will provide foreign parmers with
veliable information on defense en-
terprises. Foreign capital, in tarn,
can be used to conduct joint devel-
opment and marketing activities in
avariey of high-technology arcas.

Boris Yurlov, Chict, Department of
Conversion and Export Control,
Ministiv of Science

Technotogy Transfer and Conversion
Russia’s main domestic and l'nrcign
policy goal in technology transter is
1o develop a legal and administra-
tive svstem that protects the coun-
s cconomic interests and nation-
al security. Developing scientific
and indusirial exports is eritical 1o
cconomic growth in times of sharp-
v dec hnmg domestic demand for
high-tech products,

To stimuiate the export of high-
tech products the government musi
FESUTICTUre Programs 1o inerease
their export COMPeHiveness: create
favorable lines of credit tor export-
oriented Airms; create tax incentives

to reinvest profits in new produce-
tion; and create an export credit
and insurance infrastructure,

The government should establish
subsidics to encourage the import
ol new technologies and financial
incentives to attract foreign inves-
tors, The government must push
tor removal ol foreign barriers to
Russian exports and promote a do-
mestic market through the ereation
ol a patent and licensing svsteny,
the exchange of scientific informa-
tion, and the adoption ol interna-
tional standanrds.

In the Tast hall vear, the govern-
ment has ‘1(1()[)1( d nunl\ wo dozen
laws on technology s insfer, pitt-
ents, trade m‘ul\s. computer pro-
grams and dita bases. These should
help normalize technology trans-
fers. But the work is Gar from com-
plete. especially in defining and
pricing intellectual properte.

Another major obstacle is the na-
tional security classification of
manv defense technologies suitable
for transfer. This will re quire spe-
cial documentation before declassi-
fication. This is particularly difficuh
given the lack of clear Taws, o devel-
oped financial svstem, and quali-
fied personniiel. In addition, there
must be a formal process where
military technology is turned over
to civilian producers,

Government’s role should be sup-
portive and regulatory, such as in
creating a network of technology
arcas and centers using the re-
sotrces of the once closed defense
cities. The government, lacking
gualified people to manage tech-
nologv ransfer, must cmpower
firms to work diwrectdy with cach
other.

To encourage ccommercial develop-

ment, the government must ensure
that patent holders have guaran-
teed rights to their inventions, &

Bores Yrrlov
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Michael P. Claudon, President, Geonomics Institute

Keynote Address

Defense Conversion: Achieving U.S.-Russian ( ooperation for an Orderly Build-down
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Dr. John P. Hardt, Associate Director and Senior Specialist in Soviet
Feonomics, U.S. Congressional Rescarch Service, The Librarv of Congress
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Framing an American-Russian Cooperative Relationship: Overarching 1 olicy Issues
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Moderator: Michael P. Claudon, President, Geonomies Institute
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Dr. John P. Hardt, Associate Divector, U.S. Congressional Research Service
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The Russian Federation
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and Fvaluating Released Military Resources

Moderator: Peter B. Maggs, University of Hlinois College of Law

Sergei G. Chevardov, Conversion Specialist, Ministry of Defense

Andrei O. Gorbachev. Assistant to Deputy Prime Minister Khizha

Evgenii A. Rogovskii, Chicf, Department of Export Strategy, Minisuy of
Forcign Feonomic Relations

Boris D. Yurlov, Chicf, Department of Conversion and Export Conurol,
Ministry of Science

Panel Discussion

The Policy Perspective: Government Support for Private hevestment in Defense
Conversion

Moderator: Charles M. Perry, Vice President and Director of Studics,
Institute for Foreign Policy Analysis, Inc.

André Benoit, Exccutive Director, Canada-Russia Business Council

Daniel C. Hurley. Jr., Director, Forcign Industry Analvsis Division,
LLS. Department of Commerce

Sergei V. Kortunov, Chicf, Department of Conversion and Lxport
Control, Ministry of Forcign Affairs

Sergei L. Kovalev, Deputy Chairman, Russian Federation Coordinating
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Saturday, October 17

8:30-10:30 a.m. Panel Discussion

Investing in Defense Conversion: Opportunities for Novth American Businesses

Modecrator: Kathryn Wittneben, President, Enterprise Development Information
Center, Inc.

Aleksandr F. Kononenko, Mcmber, Russian Federation Coordinating Council

Robert E. Marcille, Exccutive Consultant, Defense Conversion Project,
Canada-Russia Business Council

Rashmi Nehra, International Trade Specialist, BISNIS,
U.S. Department of Commerce

Valerian M. Sobolev, First Deputy Head, Volgograd Regional Administration

11:00 am.-1:00 p.m. The Russian View From the Trenches
Russian Interprise Managers
Moderator: Barry W. Ickes, Professor of Economics, Pennsylvania State University
Vasilii P. Bakhar, Deputy General Director, Vypmel Corporation, Moscow
Valerii V. Filippov, General Director, Scientific Production Association Ferrite, St.
Petersburg

2:30-5:15 p.m. The American View From the Trenches
The American Business Perspective, Part |
Moderator: Robert L. Krattli, President, Scott-European Corporation
Edward A. Benson, President, Benson & Company Incorporated
Glenn A. Buckles, Dircctor, Furopean Delense & Electronics,
Booz, Allen & Familton
Mark D. Mariskz, Chairman of the Board, The Mariska Group, Inc.
Jeffrey Moore, Dircctor of Furopean Programs, Grummnan International

The Amervican Business Perspective, Part 11
Peter B. Maggs, Corman Professor of Law, University of Ilinois College of Law
Kathryn Wittneben, President, Enterprise Development Information Center, Inc.

Sunday, October 18

8:30-10:30 a.n. Closing Discussion
Moderator: Michael P. Claudon, President, Geonomices Institute
Dr. John P. Hardt, Associate Director and Senior Specialist in Soviet Economics,
U.S. Congressional Rescarch Service, The Library of Congress
Dr. Aleksei K. Ponomarev, Dircctor, Interdepartmental Analvtical Center, Russian
Federation
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newsletter cand policy: papers,

Correspondence should be sent o
George Bellerose, Periodicals Editor,
Geonomics Institute, 1 Hillerest
Avenue, Middlebury, VT 03753, Tel,
[ROZ] 3889619 FANX |R0O2| 388-0627.

Membership information is available by
writing or calling Nanev Ward at the
address and number above.

Officers and Staff

Michael P Clandon, President and
Co-founder

Nanev Ward, Viee President

George Bellerose, Periodicals Editor
and Public Relations Director

Melissa Lane, Institute Administrator

Charlote Tate, Exccutive Assistant

Robert Waltemver, Contract Services
Coordinator

Board of Trustees

Robert A, Jones, Founder and
Chairman Fmeritus, MMS
International, Inc.

Michel Bergerae, Former President,
I'TF, Europe, Former Chief
Exccutive Officer, Revlon

Willard T Jackson. Former Partner,
Brundage, Storv & Rose, Investiment
Counsel

B.S. Jaftrav. Former Senior Viee
President, Cargill, Ine.

Robert L. Krauli, President, Scott-
European Corporation

Peter Pettibone, Partmer, Lord Day &
Lord, Barrett Smith

Donald Roach, Former President and
Chiefl Exccutive Officer, Brown &
Sharpe Manulacturing

Leonard J. Santow, Managing Director,
Griges & Santow

Advisory Board

Joset Brada, Professor ol Economics,

Arizona State University
Arthur Macey Cox, Seeretary, American
Committee on US.-Soviet Relations
Svvatoslay Frodorov, Director General,
MNTK Ese Micro Surgery, Moscow
Peter Maggs, Professor of Law,
University of Hlinois School of Law
Vihmir Popov, Research Director,
Academy of National Feonomy
Keith Severin, ELAL Jaenke and
Associates Ine., Agricultural
Consultint

45



Geonomics Sp()nsors

Geonomics™ Fall Seminar is made possible, in part, by the generous support of:

American Committee on US-CIS Relations

Booz, Allen & Hamilton

Enterprise Development Information Center, Inc.
Jones International, Inc.
PaineWebber, Inc.
San Francisco World Trade Associates, Inc.
Scott-European Corporation
Sheffield Group, Ltd.

Part of the broadeasting services and simultzancous anskition equipment has been donated by:
Broadcast Engineering Service

Part of the transhation and interpreting services has been donated byt
Russian Interpreting Services, Inc.

The operation of Geonomies™ programs is supported by:
Geonomics Corporate Sponsors
Farhart Foundation
Enterprise Development Information Center, hne.
Hevtesbhury, Ine.

Willard T. Jackson
Jones Internadional. Inc.

Monsanto Company
Josephine Bay Paul and C. Michael Paul Foundation, Inc.
Scott-Luropean Corporation
Sharpoint

Geonomics Patrons

Bread Loal Construction Company, Inc. Plizer International, Inc.
Cargill. Incorporated Scott and Aida Pardee
Ebony Bull Capital Corporation SOVCAP Lad.
GTE Spacenet Corporation San Francisco World Trade Associates, Inc,
Holstein Association Schooner Capital Corporation
IC1 Ine. Joseph F. Seagram & Sons, Inc.
David Klock Shettield Group, L.,
Land O'Lakes, Inc. St Limited
The Mariska Group, Ine. White & Case

Moodv's Investors Service


http:IPfi/.cl

