An Economic Development Strategy for the Caucasus by Richard Giragosian 

As the April 23rd " nine-plus-one" agreement formed the basis for the ongoing new Union Treaty negotiations, this process of redefining the dynamic of center-republic relations with its inherent delineation of power to the sovereign republics will inevitably restructure the Soviet system both politically and economically.

Politically, the dynamic negotiating process of the new Union Treaty represents a true balancing of interests based on the strategic needs of all involved. More importantly, in economic terms, the formulation and establishment of a new center-republic relationship is the key to true, systemic economic reform. Without such an internal correction of the centrally imposed regime of economic dependence, full marketization and structural reform of the economy would be greatly hindered, if not impossible.

Externally, as East-West relations have been transformed from a security arrangement defined in military terms, into a redefinition of security in economic terms, the new Union Treaty is a fundamental prerequisite to large-scale financial and economic assistance from the West, as well as for the Soviet Union's entrance into the world economy.

The Carrot and the Stick

While on the one hand, the draft significantly recognizes the emerging sovereignty of the republics and granted the republics the right to not sign the treaty, harsh economic penalties for non-participation was included.

Specifically, the denial of " most-favored-nation" status is threatened for non-signatories which would force those republics to purchase energy and other key supplies at world market prices with hard currency, thus challenging their ability to survive outside the Soviet economic system. Further, this switch to world prices would mean considerable economic hardship. For example, in the Lithuanian case, this would mean that oil would cost the republic 3500 rubles a ton, up form the current rate of 70 rubles a ton. The centrally planned Soviet economy is still so integrated that both sides would suffer from such an abrupt economic divorce - as shown by the collapse of Soviet trade with Eastern Europe, as a result of a similar switch to hard currency trading.

The considerable economic hardship inherent in such an abrupt economic divorce would be further compounded by several factors: 

· regional economic links: The disruption of the regional flow of supplies, due to the high territorial interdependence of the industrial branches, would have a multiplier effect over the already chronic under-utilization of the capacities of republican enterprises. 

· Absence of a regional market: Such an economic divorce from the " unified economic space" under a regime of imposed hard currency trading at world prices would further hinder economic viability for these republics due to the lack of an adequate regional market to guarantee a minimal supply network of commodities and raw materials. 

· rigidity of the industrial structure: The third factor contributing to the economic costs of exclusion from the unified economic space is the rigidity of the industrial structure with its heavily and irrationally concentrated sectors, both geographically and technically. Inherent in this rigidity is the lack of competition for alternative purchases of needed inputs and supplies. 

· regional specialization and monopolization: Related to the other three factors is the regional specialization of production and the compulsory redistribution of resources imposed by the center. This is further linked with the weak integration of the regional economies. The element of monopolization compounds the inefficiency of regional specialization by the geographic and technical " closure" , or restraint, of key industrial and consumer goods sectors such as medicine, soap, cigarettes, oil-drilling equipment, etc. 

In addition to the forced regime of hard currency trading, the nonparticipants would also be required to pay their share of internal and external debt and to pay full price for all-Union factories, and then to lease them back to the state on " favorable" terms or create joint ventures with the center as majority stockholders. An end to credit and money supply services would also be imposed on the republics.

Regionalization: The Caucasian Model

As the negotiation process of the new Union Treaty reaches its final stages, a trend toward economic regionalization within the " unified economic space" is emerging. This trend is a natural result of the struggle between the republics and the center by which the economic development of indigenous comparative advantage on a republican level is fostered by the republics' disparate size and levels of development. Therefore, a natural process of regionalization has emerged, contributing to the evolution of the Soviet system into a " breeding ground" model. Growing republican sovereignty and its related pattern of newly-forged interrepublic trade links, although of a limited barter-based system, has enabled regionalization to become a mechanism for marketization within a transformed economic arena, or " breeding ground." 

The economic regionalization of the Caucasus (Armenia, Azerbaijan, Georgia) represents a key factor in systemic reform as each republic holds unique potential for the development of broad marketization. However, the center's use of ethnic disputes (Ossetia for Georgia, and Nagorno-Karabakh for the Armenian-Azeri case) as a strategic fulcrum in the regional balance of power, has significantly hindered economic reform in the three republics. With the political aspect aside, in economic terms, the existing center-dependent structure of the Caucasus does allow for republican specialization and the development of indigenous comparative advantage through regionalization within the " breeding ground" concept.

For example, even at this early stage and still hostage to a centrally-planned system, each republic exhibits its unique economic strengths: Armenia, with a vast " shadow economy" serving as a potential private class strengthening the marketization of the economy and the development of a service-sector, as well as a fairly high-level of privatization; Azerbaijan, through its developing trade links with Iran and Turkey, and the development of its oil industry as a sector to attract Western investment; and Georgia, offering the role of an exporter of fruit, tea and wine and other foodstuffs following the Cyprus-model for economic growth.

Transcaucasian Economic Union

Throughout the Gorbachev period, the Caucasus has been known for intense nationalism marked by explosions of ethnic violence. A somewhat neglected development in this region, however, has been the extensive economic reforms launched by the republics' newly-elected nationalist governments. Although Azerbaijan, the only republic of the three to remain under firm communist control, has resisted the trend of broad economic reform, the republics of Armenia and Georgia have turned to each other for reasons of economic convenience and, at times, necessity. The foundation of a Transcaucasian economic union is further reinforced by the nature and structure of interrepublican trade. As the last two years have particularly brought a severe breakdown of the Union distribution network and chronic shortages of consumer goods, energy supplies and industrial inputs, the Caucasian republican economies have been brought together as their enterprises have lost access to the wider all-Union capital markets and supply networks and have been allowed to adjust fiscal and trade policies according to the indigenous needs of their economies. Such republican focus on developing their own comparative advantage has advanced prospects for economic integration through interrepublic regionalization.

The most significant factor influencing economic regionalization in the Caucasus is the structure and nature of interrepublican trade. With the initiative for reform now held by the republics, the correction of the centralized and center-dependent system is most likely to benefit republics with dissimilar economies in static (trade) terms as the institutionalized protectionism of central planning, with its imposed arrangement of resource allocation, is replaced by the natural adjustment of efficient resource mobilization.1

As interrepublican trade flows indicate, the energy sector is the most significant factor contributing to regionalization. No other sector demonstrates the potential economic benefits such regionalization offers, with the weaknesses of each republican economy balanced by the strengths of the others. For example, both Armenia and Georgia are seriously energy dependent-Armenia importing 80% of its total fuel supplies and Georgia nearly totally dependent on oil from other republics- while Azerbaijan offsets this structural vulnerability by its extensive energy sector. Other aspects highlighted by the existing interrepublican trade relationship include the food industry, with Armenia's weakness balanced by a strong Georgian food sector, and Azerbaijan's weak position in light-industry offset by Armenian and Georgian strength. Such a sector-oriented approach to economic cooperation between these republics fosters additional cooperation on issues of region-wide relevance.

Region-Wide Issues for Cooperation

The economic integration and regionalization of the Caucasus offers additional benefits for each republic. Besides the balancing of structural weaknesses of the interrepublican trade arrangement, region-wide issues enhance economic cooperation with a significant advantage in overall marketization and the adoption of world market standards in all sectors. An applicable analysis of the regionalism model for Eastern Europe recognizes that " forging new regional cooperation to ease and further the overall process of market integration and interdependence might mitigate severe transition shocks..." 2

The application of a region-wide approach is feasible for a number of reasons. Clearly, the homogeneous ethnic and national composition of the three republics is a significant advantage due to its negation of any threat of labor migration. A second factor is the benefit such a region-wide focus would offer to overcome the monopolization and over-specialization of Caucasian industry. The regionalization model would also effectively enhance broad and radical marketization with a region-wide agenda of five areas: industrial and agricultural transformation, health/environment, infrastructure development, and overall regional reform.

Transformation of Industry and Agriculture

The transformation of industry on a regional level is significantly eased because of the lack of any sizable military-industrial complex. In general terms, the industrial base of the region consists of a heavy-industry based on mining, mineral processing, and in the case of Azerbaijan, a fairly extensive energy sector. Although this Azeri dominance in energy production has been altered over the last decade due to decreasing investment and a lack of technological development, as well as its oil reserves nearing depletion, the sector retains an important role in processing and the supply of oil-drilling equipment. The transformation of the light-industry sector merely requires an emphasis on quality enhancement to meet world competitive standards, as Georgia and Armenia provide a strong light-industrial base.

Agricultural transformation is also aided by the progress of privatization in Armenia and the specialization in foodstuffs of the Georgian economy. For example, in March of this year, Armenia successfully privatized over 300,000 hectares of farm land, thus spurring further reform of the agricultural sector. The main adjustment remaining is the development of external market access, which is met by the regional infrastructure.

Health and Environment

A fundamental regional problem facing the Caucasus is the poor state of the environment and its related health implications. The pollution of the Caspian Sea for Azerbaijan, of Lake Sevan in Armenia and the potential problems for Georgia as it expands its Black Sea ports (mainly Batumi), present both short and long-term challenges to economic growth. Of additional importance, infant mortality rates in Azerbaijan and severe air pollution in Armenia add to the scope of ecological obstacles to be considered in economic planning. These issues assume even greater importance as the nationalist governments of Armenia and Georgia are now accountable to the ecological agendas of the nationalist movements that elected them. However, the scope of the problems being of such regional importance, tends to give added incentive to regional cooperation.

Infrastructure Issues

By far, the geopolitical position of the Caucasus, with its proximity to the markets of the Middle East, Eastern Europe and the other Soviet republics, is the strongest impetus for regionalization. Utilization of this strategic geographic advantage requires effective development and extension of the regional infrastructure. Moreover, this aspect of the regionalization significantly guarantees access to the outside world essential to marketization and a reentry into the world economy.

As the transportation component of the region's infrastructure is built, each republic holds a distinct national advantage. Azerbaijan offers expanding trade links with Turkey and more importantly, bordering Iran, that add a potential for use as a trans-shipment point for Georgian exports, for example. Azeri development of the Caspian Sea entices Iranian and even Western involvement as well. The Armenian contribution involves its highway and railway links to the outside world. Armenia has the only railway line in the Soviet Union to Turkey, enabling a connection for trade and securing a flow of goods to Eastern Europe for the rest of the Soviet republics. Its highway network to Iran further enables economic penetration into the sizable Middle Eastern markets. And completing the triad of the regional trade center, is the vital Georgian ports on the Black Sea, providing a route to the Mediterranean Sea. Thus, the combination of periphery advantage (in geographic terms) and product differentiation constitutes the greatest advantage to regionalization. And with the sum of each republic's strategic location, the use of combined sea and air transport offers the advantage of cheaper air and shorter sea transit.

A second component of regional infrastructure development is the potential for a solid technological base. Of the three republics, Armenia offers a strong role for the establishment of a technological base. Although the communications sector of the Armenian economy has only been developed, in terms of capital investment, since the Khrushchev era, there has been significant attention to technology as a whole under Gorbachev. This attention includes significant Western involvement through joint ventures within the republic. Specifically, the Siemens Corporation joint venture to construct a computer plant and the joint venture with the British firm Simon-Carves, Ltd. to establish a factory-automation center, provide a technological " core" for the further development of a region-wide technological base.

The Eureka Model

An interesting model for such a regional project is the " Eureka" pan-European research program.3 The program is instructive in this case because of its nature as a civilian research project aiming to improve the competitiveness and productivity of European firms by encouraging cross-border cooperation. This model would also benefit the region because it offers a unique approach to technological development quite apart from the traditional Soviet pattern. The model's approach would enable the region to excel from a " bottom-up" approach to new technology through a commitment to developing their own, proprietary technologies as a basis for regional competitive strength. This is compounded by the need for radical divorce from the stagnant Soviet technological base and because of the increasingly important role of technological innovation in competition as product life-cycles shorten and products combine a wider range of technologies, such as new materials and micro-electronics.4 Thus, the development of a region-wide core proprietary technology will endow the Caucasus with a substantial role in the economic reform process, even expanding to absorb new innovative roles in such emerging fields as information services.

Regionalization As Impetus to Reform

Regionalization, as discussed here, serves a vital role as an impetus for radical reform. It also effectively negates the reform hindering economic separatism that has been exhibited by some republics as shown by the creation of republican trade barriers and export controls restricting the flow of goods and commodities outside the republic. The consolidation of interrepublic cooperation and trade into a system of regionalization for a conducive locale such as the Caucasus not only anchors true systemic reform but adds an important dynamic of economic and political initiative necessary for the successful transformation of the Soviet system. In other words, the road from central planning to the market lies through the republics.

A concrete example of this impetus, is the cooperative sector of the Armenian economy. As of January 1991, there were almost 15,000 operating cooperatives in the republic, generating over one billion rubles in output. The cooperatives play an important role in job creation as they absorb the released labor (unemployed) from the transformation of industry. Also important is their role in overall reform, as Janos Kornai notes, " ...only a radical extension of the private sector creates favorable conditions for the marketization of the whole economy, including more effective market signals and more powerful profit incentives for state-owned firms. Movement in that direction, namely in the direction of the extension of the private sector, is the most important yardstick of economic transformation." 5

Conclusion

Obviously, the economic regionalization of the Caucasus is hindered, in the short term at least, by the continued Armenian-Azeri dispute over the Nagomo-Karabakh Autonomous Oblast. However, there are two significant factors contributing to the natural inclination of regionalization.

Economic necessity aside, the most immediate factor is the role of Georgia in brokering the arrangement. The economic treaties recently reached between Georgia and both Armenia and Azerbaijan, strengthens the Georgian role as a balancing broker. With the Georgian experience at attempting to mediate the ethnic dispute of her neighbors, it is also reasonable to expect Georgia to be able to entice both republics into an economic union, serving as a starting point for the establishment of a more comprehensive regionalization.

Secondly, the enhanced role of the autonomous regions and republics in the ongoing Union Treaty negotiations further suggests that the core of the dispute, the Armenian-populated enclave of Karabakh, might be addressed by a central role in alleviating the conflict.

The most revealing element of the current redefinition of the center-republic relationship to be institutionalized by a new Union Treaty, is not the mere recognition of the greater role of the periphery by the center, but the realization that in the end, what was the Soviet Union, will evolve into a natural two-tier loose federation. As the entire negotiation process demonstrated, the center was forced into a position of eternal adaptation to the republics. For example, the clear capitulation of the center to reach a compromise over the taxation issue establishes that the actual signing of the new Union Treaty is meaningless. Despite its outward manifestation, the Soviet Union will be essentially comprised of a formalized-by-treaty grouping of nine or ten republics and a second-tier of five or six republics united by interrepublican treaties and agreements. This " second-tier" will consist of the " refusal" republics with a necessary economic union-type relationship with the center. Relations both between the " tiers," and with the center will be free of the threatened economic sanctions, and will expand from the existing barter agreements to more complex economic relations of a more bilateral nature. The threatened sanctions of denying most-favored-nation status for republics choosing to remain outside of the union is unrealistic and significantly impractical. The " unified economic space" of the emerging Soviet market is not a membership-only structure. There can be no division of economic reform by republic. Thus, the model of regionalization will develop as a natural reformist dynamic within a renewed Soviet system. The key question is whether the center will pursue true, systemic market reform at the expense of its ideological baggage. The one known answer is that no matter what, the republics will remain the real engines for radical economic and political reform.

NOTES 

· Alastair McAuley, " Costs and Benefits of De-Integration in the USSR,'' лняр Economic Journal on Eastern Europe and the Soviet Union, No.2 (1991), pp.51-66. 

· John Hardi, " European Regional Market: A Forgotten Key to Success of European Economies in Transition?" Congressional Research Service, January 25, 1991. 

· The Eureka Project was established in 1985 to promote research and cooperation between European companies and to help them compete with the United States and Japan. 

· As discussed in the report, " Attitudes to Innovation in Germany and Britain: A Comparison," Center for the Exploitation of Science and Technology (London), 1991. 

· Janos Komai, " The Affinity between Ownership Forms and Coordination Mechanisms: The Common Experience of Reform in Socialist Economies," Journal of Economic Perspectives 4, No.3 (Summer 1990), p.164. 

Richard Giragosian is a staff assistant for a committee of the U.S. Congress dealing with Soviet and East European economic issues. 

