Trade Policy Reform in the Newly Independent States: Is trade policy reform possible in the newly independent states of the former Soviet Union? by Constantine Michalopoulos, and David G. Tarr 

All fifteen new independent states (NIS) established in the economic space of the former Soviet Union (FSU) have experienced substantial declines in output and trade since their independence. Their heavy economic interdependence, its roots in the centralized state planning system of the FSU, has intensified the linked contraction in trade and output. This paper summarizes the findings of a new volume, Trade in the New Independent States, recently published by the World Bank.1 It argues that ineffective trade and payments policies have been at the root of the decline in trade, which has been linked to the contraction in output. The paper also recommends a strategy for restoring trade and output and promoting fuller integration of the 15 economies with the world trading community.

The analysis is based on case studies of eight countries: Estonia, the Kyrgyz Republic, Latvia, Lithuania, Moldova, Russia, Ukraine, and Uzbekistan. Countries that have reformed slowly have often maintained that their strategy will reduce the high cost of transition. One of the important findings of the study is that in the NIS the slow adjustment strategy has typically backfired. The slow reformers, such as Ukraine, Uzbekistan, Belarus, and Georgia, have not arrested their output decline and still face most of their adjustment costs in the future.2 On the contrary, the Baltics, which are the countries that have reformed the fastest, have done the most in the way of reorienting production and trade. At the same time, the near term growth forecasts for these countries are relatively optimistic: in Estonia, where effective trade policies were introduced as part of an overall package of rapid stabilization and economic liberalization, output expansion began in 1993; and in Latvia and Lithuania, the decline appears to have bottomed out and some output expansion began by late 1994.3 Performance in the Kyrgyzistan, Moldova, and Russia falls in between the two extremes: they introduced trade and other reforms, but have not yet succeeded in arresting declines in output and trade.4
The country study findings are complemented by an analysis of the external environment for trade faced by the New Independent States. This analysis concludes that market access constraints in the OECD countries have not significantly affected these countries' trade performance in the recent past. These constraints are likely to create significant difficulties for the future expansion ofNIS exports once supply problems are overcome.5
The Magnitude of the Trade Decline

There are significant differences in trade performance across countries. But in 1994 total trade among the fifteen countries (interstate trade) was only 25 percent of its level in 1990; while total trade with the rest of the world in 1994 was 47 percent of its level in 1990 (see table I).6 Although the official statistics on which this data is based exaggerate the trade collapse for various reasons, there has undoubtedly been a significant decline especially in trade among the countries. This conclusion is corroborated by firm-level surveys.7 

The Terms of Trade Shock

The decline in trade and output was compounded by a very adverse terms-of-trade shock for the energy and raw material importing states. In the last three years, the major energy exporters, Russia and Turkmenistan had raised previously heavily subsidized prices for interstate shipments of oil and natural gas dose to world levels. The worst losers were the Baltic states, Belarus, and Moldova, who were estimated to experience a loss in their terms of trade of between 20 and 40 percent.8 This is a terms-of-trade shock substantially larger than that experienced by oil importing countries after the oil shock of 1973.

II. TRADE WITH THE REST OF THE WORLD: THE BIAS AGAINST EXPORTS

Once the USSR broke up, the centralized allocation of resources by Gosplan and Gosnab ended, but new market-based mechanisms for allocating resources were slow to emerge in most countries. The institutional infrastructure for the conduct of international trade remains defident.9 Exports of the new independent states also suffered due to declining supplies, e.g. oil in Russia. These problems were exacerbated by trade and payments policies implemented following independence.

TABLE I. TRADE IN THE NEW INDEPENDENT STATES, 1990 AND 1993 (in millions of U.S. dollars)

	 
	Trade among the NIS
	Trade with the rest of the world

	 
	1990
	1994
	1990
	1994

	Country
	Exports
	Imports
	Exports
	Imports
	Exports
	Imports
	Exports
	Imports
	
	

	Armenia
	3,509
	5,477
	411
	750
	109
	855
	42
	110
	
	

	Azerbaijan
	8,213
	7,300
	734
	1,280
	723
	1,413
	360
	275
	
	

	Belarus
	27,660
	28,740
	6,965
	9,448
	3,438
	5,256
	1,053
	690
	
	

	Estonia
	3,289
	5,257
	373
	623
	198
	592
	730
	1,251
	
	

	Georgia
	5,168
	7,608
	319
	1.126
	515
	1,543
	86
	189
	
	

	Kazakhstan
	13,993
	24,810
	7,012
	8,239
	1,777
	1,250
	1,327
	1,694
	
	

	Kyrgyz Rep
	3,250
	5,120
	705
	857
	89
	1,298
	112
	88
	
	

	Latvia
	5,516
	8,302
	577
	1,082
	304
	1,642
	524
	581
	
	

	Lithuania
	7,213
	12,082
	831
	1,293
	679
	1,543
	855
	1,063
	
	

	Moldova
	4,984
	8,442
	1,221
	2,058
	405
	1,432
	121
	134
	
	

	Russia
	146,183
	95,802
	37,376
	27,272
	80,900
	82,900
	46,974
	35,100
	
	

	Tajikistan
	2,760
	5,375
	341
	538
	609
	655
	319
	306
	
	

	Turkmenistan
	4,603
	4,042
	2,678
	1,414
	195
	523
	371
	298
	
	

	Ukraine
	60,348
	71,841
	15,887
	19,754
	13,390
	15,907
	4,648
	4,347
	
	

	Uzbekistan
	11,327
	18,818
	3,118
	3,322
	1,390
	2,217
	912
	1,106
	
	

	FSU
	309,016
	309,016
	78,548
	79,055
	104,721
	121,026
	58,433
	47,233
	
	


Note: Total interstate exports of the former Soviet Union may not equal imports because country data were independently estimated.

Source: Michalopoulos, Constantine and David G. Tarr, "Summary and Overview of Developments Since Independence," in C. Michalopoulos and D. Tarr (eds.). Trade in the New Independent States. Tables 1.1 and 1.2; and Misha Belkindas, " Measuring Foreign Trade Flows and Patterns in the FSU Countries, " Paper presented at the Fifth World Congress of International Council for Central and East European Studies, Warsaw, Poland, August 1995.

The most striking feature of trade policy in almost all countries was the presence of extensive export controls to "keep goods at home," the absence of explicit import restraints to protect domestic producers, and the extensive use of state trading. Export restraints have taken various forms including export licenses and quotas, export taxes, limited licensing of authorized exporters, monopsony purchases on the domestic market of exportables by state trading organizations, control by state trading organizations of external trade of key commodities, and surrender of foreign exchange at below market exchange rates. The restraints were focused on the key energy, raw material, and food exports. They wanted to maintain low domestic prices to ease the process of adjustment for domestic enterprises that use these products as inputs, and soften the impact of liberalized food prices on consumers.

In light of this motivation, it is not surprising that the pace of reform of the trade regime in various countries was closely related to the pace of price liberalization and the introduction of broader market reforms. At the one extreme were the Baltics, most notably Estonia, which reformed earlier and faster. They substantially reduced export restraints and the role of state trading organizations in international trade. By mid-1994, with few exceptions, very little of their exports to the rest of the world were restrained or flowed through state trading organizations.

As early as the end of 1992, these countries had introduced new currencies, begun to stabilize their economies, and, in the case of Estonia, established a liberal regime for exports and imports. Special interests were beginning to call for protection in 1994, as the new currencies strengthened, but these protectionist pressures were for the most part resisted.

At the other extreme, in countries like Belarus, Georgia, Turkmenistan, Ukraine, and Uzbekistan, export restraints were common and state organizations continued to control the bulk of foreign trade, especially key exports. By mid-1994, these countries had not yet undertaken significant stabilization and market reform efforts. In between were countries like the Kyrgyz Republic, Moldova, and Russia that have made progress in stabilization and market reforms yet retained a significant but declining role for state control of key commodity exports to the rest of the world, while liberalizing other trade policies.

Import Policy: The Myth of Low Protection

One of the main concerns regarding the policies for transition in Eastern Europe has been that stabilization policies using a fixed exchange rate as a nominal anchor combined with rapid trade liberalization could result in overvaluation of the exchange rate and create undue competitive pressure on domestic enterprises from imports. Such a development would impose adjustment costs on the economies before they are capable of adapting to the new price signals. This has not been a problem in the former Soviet Union. Before 1994, most new countries had imposed few formal import restraints yielding very low explicit protection, the problem so far has been too little competition from imports rather than too much.

The reason for the weak import competition was undervalued exchange rates which made the cost of importing very high. This is evidenced by real wages of only $10-$30 a month in 1992, and only slightly higher in many countries in 1994.10 

The exchange rate has tended to be undervalued rather than overvalued because: the financial demand for foreign exchange was very strong in almost all countries. Given macroeconomic regimes with large fiscal deficits, high rates of domestic inflation, and negative real interest rates, residents sought to store their assets in anything but domestic currencies. Since domestic assets were not an effective store of value (due to lack of privatization), residents chose to buy foreign exchange and there was significant capital flight, (b) By restraining exports to the convertible currency area, countries tended to forgo convertible currency earnings which, if available, would have caused the market price of foreign exchange to fall (the real exchange rate to appreciate) and make imports less expensive. At the same time several countries, notably Russia through 1993 and Uzbekistan to date, have employed extensive import subsidy programs," In others, like Ukraine, foreign exchange has been allocated at below market rates to preferred importers. The impact of both the import subsidy program and the allocation of foreign exchange to noncompetitive imports was to reduce the amount of foreign exchange available for those who desired to import competitive imports. This further increased the price of foreign exchange in market determined environments or simply reduced the quantity for imports in rationed environments.

Thus, there is an equivalency between export and import restraints: it is the tradables sector that is taxed. For many of the new independent states their integration into the world trading environment has been retarded by their trade restraints which lead them to both lower exports and lower imports. And most countries that have employed export controls further retarded adjustment by providing additional support to enterprises in the form of explicit subsidies and directed bank credits at highly negative, real interest rates.

The costs of this approach are very high. According to a preliminary estimate, the costs of Russian export restraints in 1993 amounted to about 20 percent of GDP.12
This picture started to change in late 1993. More foreign exchange was becoming available through foreign exchange markets in Russia and elsewhere, as markets were strengthened and new currencies were introduced. The appreciation of currencies in real terms prodded more domestic enterprises to seek protection from international competition. Several countries including Latvia, Lithuania, and Russia, responded to such pressures with new tariff regimes in early 1994 or with plans for new higher tariffs.

The Need for Improved Access to OECD Markets

Though the supply side problems outlined above bear most of the responsibility for the decline in trade in the last few years, most of the countries face potentially significant trade barriers especially in the form of non-tariff and contingent restraints in OECD markets. Energy and raw materials, which account for a significant portion of total exports, encounter few problems of market access.

In the course of 1992 and 1993, most OECD countries granted most-favored-nation treatment to the countries of the former Soviet Union and many countries were also granted eligibility for the Generalized System of Preferences (GSP) in a number of OECD markets. The Baltics have concluded association agreements with the EU and with EFTA countries providing for free trade treatment for Baltic products, except agriculture. Non-tariff barriers however, can be an important impediment to future trade, especially in agriculture, food products, leather, textiles, chemicals, and metals. Antidumping actions have been a particular problem for several countries. The new independent states 'inherited' antidumping actions started against the Soviet Union and were subject to many new ones in 1992 and 1993. Belarus, Georgia, Kazakhstan, Russia, Tajikistan, and Ukraine have all been the object of some sort of antidumping action on a variety of products from aluminum to ferro-silicon and uranium. These new countries, like the Soviet Union before them, are not yet members of the GATT, continue to be treated as 'state trading' countries, and are subject to individual rules decided often arbitrarily by each importing country. These factors plus the remaining trade barriers and preferences extended to other countries, mean that the new independent states face perhaps the most severe obstacles to market access for their exports - other than raw materials and energy - of any other group of countries in the world today. As they address their supply side problems, these countries may find that problems of market access seriously constrain their future export expansion, especially in agriculture and manufactures.

III. INTERSTATE TRADE

At independence, the pattern of trade among the fifteen countries of the former Soviet Union was unusual by the standards of market economies: production was highly concentrated, with some goods produced by a single or very few producers, and consequently trade among the countries absorbed an unusually high proportion of total trade. At 61 percent of total trade, Russia had the lowest dependence on trade with the other republics in 1990; for the others, such trade amounted to between 82 and 93 percent of the total. This high level of trade interdependence was the result of the links forged by central planning that often had little to do with comparative or locational advantage. The introduction of market based reforms should have been expected to lead to a decline in this trade. It does not appear however, that the very large declines in interstate trade have been the result of such reforms but rather of the continuation of ineffective trade and payments regimes. The failure to create an adequate system of payments is retarding new developments in interstate trade.

Payments Problems

Payments problems, with economic agents either unwilling or unable to use the banking system to pay for goods and services from other countries may well have been the most serious impediment to interstate trade. This problem was especially severe in 1992 during the period of the common ruble zone. Russia alone could create cash rubles, but the central banks of all fifteen states could expand the aggregate money supply by creating credit in rubles.

In the absence of monetary coordination among the central banks, governments saw no value in exporting in the ruble zone. All they gained for the exports were ruble credits in their banking system, something their central banks could create independently yet possessed too many.

Governments, including the Baltics, quickly responded by imposing export licensing requirements on interstate trade which were typically more severe than in their trade outside the FSU.13
The payments situation deteriorated further after July 1992. Russia began to accumulate large surpluses on its bilateral trade balances with most of the new independent states. To avoid unlimited financing of these trade surpluses and stem the outflow of goods, Russia imposed credit limits on the central bank correspondent accounts of these countries it had previously established. But the system was still plagued by huge uncertainties and long delays (about three months) in a highly inflationary environment. When a country exceeded its limit, the Central Bank of Russia could refuse to dear the payments orders of enterprises in the debtor country. That meant that Russian exporters would not be paid for the goods they shipped, even if the importer had funds in its commercial bank to cover the payments order. By late 1993 all countries except Tajikistan had introduced their own currencies, which eliminated the free-rider problem. Countries no longer had to fear that direct trade between enterprises facilitated through the commercial banking system would result in trade surpluses that had no value. As a result, the requirement by the Central Bank of Russia for clearing through the central bank correspondent accounts was dropped, and a growing network of correspondent accounts among commercial banks spread through some countries (Russia and Ukraine), providing reasonably fast turnaround on payments.

While this network was facilitating some trade in 1993 and early 1994, a host of new issues emerged: new currencies, with few exceptions (again the Baltics), were not convertible and could not be used in trade. Denominating trade in rubles, however, was a problem because of the ruble's instability, and the use of correspondent accounts was further constrained by the general weaknesses of the commercial banking system. Many countries also faced a serious foreign exchange shortage and were unwilling to use foreign exchange for me denomination or settlement of interstate trade transactions. As a result barter continued to be the favored instrument of trade among most of the new states.

Price Adjustment and the Terms of Trade

In all the new states price controls or export restraints initially kept domestic prices of many products below world market levels. Since price controls were not the same across all countries, restraints were placed on exports to prevent price-controlled commodities from being exported to markets with higher prices, including other ruble zone countries.

Most prices in international and interstate trade were liberalized. As a consequence there were significant adjustments in terms of trade, especially between exporters and importers of energy and raw materials. Energy importers attempted to mitigate their terms of trade losses through special arrangements contained in bilateral agreements with exporting countries to supply oil and other raw materials below world prices. Some countries like Belarus, made such arrangements during a transition period, but others, like the Baltics, could not.

Many countries have not made the necessary domestic adjustment to these price changes. Even where substantial progress has been made (as in Moldova) high energy import prices mean that countries either have to sell larger quantities of their exports or find other means of financing imports. They are finding it difficult to do either. Incomes are still falling and it is difficult to obtain enough external financing for energy imports. As a consequence some countries (Georgia, Ukraine) are running up arrears in interstate trade, inducing their trading partners to reduce the volume of trade even further.

State Trading

Countries reacted to these interstate trade problems in two ways. Estonia and the other Baltic states moved quickly to abandon most of the machinery of the planned economy. The others reestablished what they knew best: a network of massive intergovernmental barter agreements analogous to the system of state trading under CMEA countries, with goods to be distributed through state ministries or agencies that were the successors to Gosnab. Agreements were implemented through a national systems of state orders and controls on interstate trade shipments.

Networks of these agreements were concluded in 1992, 1993, and 1994. The later agreements contained fewer items on the lists supplied under state obligation and prices appeared to be closer to world market prices than in 1992. Domestic procurement has been liberalized over time in some countries. The Kyrgyz Republic, Moldova, and Russia have moved away from state orders to competitive procurement by state agendes in the domestic market.

The bilateral trade agreements failed to maintain the level of interstate trade. Deliveries were frequently less than half the contracted amount. The price controls that motivated the bilateral agreements also undermined them. Price controls on exports reduced incentives to export. Moreover, analogous to the CMEA problems, there was no agreement on how to settle imbalances in the agreed trade. The distortional impact of the obligatory trade remained pervasive, even though by 1993, Russia which has by far the largest trade, had narrowed the list of goods traded under state obligation to a few commodities (except in agreements with Ukraine). Countries such as Uzbekistan tax their agricultural sector on their exports to Russia (offering low prices to their domestic producers) in order to subsidize their energy-using sectors. Russia, for its part, uses export restraints to keep the domestic energy prices low. Through mid-1994, Roskontract (the successor to Gosnab in Russia) purchased energy cheaply on the Russian domestic market to meet its obligations under the interstate agreements and resold underpriced imported inputs, such as cotton from central Asian states, at below world market prices in Russia. Such arrangements greatly extended the range of products that enterprises received at less than world prices.

The principal shortcoming of the state trading agreements is that they perpetuate the system of managed trade and retard the introduction of market forces. As long as trade is conducted on the basis of bilateral pacts, governments rather than markets determine the allocation of resources and the volume and terms-of-trade.

IV. THE POLITICAL ECONOMY OF REFORM

The progress with reforms in individual countries was significantly affected by considerations of political economy. In the Baltics, in general and in Estonia in particular, the overriding concern has been "to escape the discredited Soviet past and to return to Europe." 14 Specific steps such as the choice of a fixed, undervalued exchange rate and a currency board in Estonia, may have been the result of the political will and savvy of a few leaders.

In Ukraine the political leadership was until recently not persuaded of the desirability of moving forcefully towards liberalizing the economy because the existing controls offered the opportunity for significant rents. The search for a 'third way" has contributed to the decline in the official economy while significant rents are accumulated by a few.15 In parallel, the controls have encouraged the development of an underground economy where entrepreneurship is flourishing.16 Entrepreneurs who wish to operate openly and pay taxes are forced into the underground economy by harassing bureaucrats who impose fines. In the underground economy they pay one single high payment, a significant part of which is subsequently distributed to bureaucrats at various levels. The entrepreneurs of the underground economy have served to bolster the Ukrainian economy, and show that Ukrainians have more than adequate entrepreneurial ability to abandon the planned economy. Relative to a liberal trade and regulatory regime, however, where entrepreneurs can operate without harassment, the underground economy has many problems. The most serious are that the state's taxing authority is eroded; the system excessively rewards rent seeking relative to entrepreneurship; and long term investment nature is discouraged.

The desire to retain rents and rent seeking in the system has not been limited to Ukraine. In Russia, the use of export licenses rather than export taxes to control exports for a number of key commodities is explained by the preference of line ministries and the ministry of economy for licenses. Given more general reform in the Russian economy, the principal instrument of control for these ministries is export licenses. Through export licenses they are able to control the key exports and compel important commodity suppliers to make domestic deliveries to many industries or firms who are delinquent in payment.17
V. A STRATEGY FOR REFORM

Perhaps the most important recommendation regarding trade policy is that governments should reduce their direct involvement in international trade. While many countries, in particular the Baltics have made big strides in reducing the role of state trading, in others state trade organizations or other public entities continue to dominate international trade. The state continues to dominate trade in cotton in Uzbekistan and gas in Turkmenistan, irrespective of whether the product is destined for export to the West or to the former Soviet Union. The biggest changes are needed in the role of the state in trade among the FSU.

The most important shift needs to be for governments to stop directing what, how much, and at what price commodities should be traded and start playing the role governments play in international trade of market economies. This is usually limited to: providing a policy and regulatory environment and helping establish the financial and institutional infrastructure that would facilitate enterprise to enterprise trade which is especially lacking at present.

The principal shortcomings in trade policy of the new independent states are on exports not on imports. Since the objectives of export restraints can be met more efficiently by taxes, remaining export licenses should be converted to export taxes and the taxes should be eliminated over time. Countries need to exercise vigilance to ensure that as the real exchange starts appreciating in response to effective stabilization, the implicit import restraints are not replaced with formal restraints which would impede future adjustment.

Currency convertibility should be the goal for all countries, at least for current account transactions. Estonia and Latvia have shown that early currency convertibility is feasible. Even if currencies are not convertible, it is important to develop a network of correspondent accounts among the commercial banks of the FSU and markets in vehicle currencies. If the Russian ruble stabilizes, it will become a suitable currency for denomination and settlement of trade. If it does not, other international currencies should be used instead of barter.

A dealing union could serve a useful purpose in facilitating trade among countries in transition with inconvertible currencies. The Interstate Bank, whose establishment had been agreed to by most CIS countries was designed to be precisely such an arrangement. The Bank never became operational however, essentially for political economy reasons: Russia did not want the institution because it was in a trade surplus position with practically all other CIS countries and it was afraid that the clearing arrangement would be used to perpetuate its financing of the deficits of the other member countries of the Bank. The institution would work only if members participated and benefits went to all.19
More grandiose arrangements such as payments unions are counterproductive: they may create perverse incentives by providing balance of payments support to countries which are pursuing ineffective macroeconomic policies. A payments union could induce central banks to funnel payments through the payments union and choke off the budding development of correspondent accounts among commercial banks that is vital for convertibility and effective trading relations over time. Better instruments are available to stimulating trade and facilitating payments.20
Regional trade preferences can under provide stimulus to interstate trade and reduce adjustment costs during a transition phase without compromising the objective of wider integration of the countries in the international trading system. The bulk of the 'free trade' agreements concluded among the FSU countries are free trade only in name. Most continue to preserve export restraints on key products which continue to handicap interstate trade.

Both trade and payments reform must be taken in the context of broader reforms aimed at macro-economic stabilization and the introduction of market forces. Macro-economic stability is essential for convertibility and the establishment of undistorted exchange rates. The latter in turn would reduce the incentives for the imposition of export controls. Trade reform should be viewed as part of broader price and enterprise reforms which aim at introducing hard budget constraints and transparent and time limited support for enterprise adjustment. The most important policy step the countries themselves can take to enhance international market access is to join me new World Trade Organization (WTO) - the successor to GATT. Such a step would provide some protection from arbitrary imposition of controls by other countries, including other FSU. Independent states have used trade as a weapon in their interstate political and economic relations. Joining the WTO requires that countries undertake reforms of their trade regime along the lines recommended above. Should the countries undertake such reforms, GATT members and the GATT Secretariat expedite the process of admission to the extent possible. Finally, OECD countries can support these countries integration into the international economy by ending their designation as 'state trading' from World Bank and the IMF that they have taken appropriate steps for stabilization and structural adjustment supported by the two institutions.
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