The successor states of the Soviet Union are seeking what are surely the most dramatic social transformations in human history. Almost all of them are aiming to build functioning democracies, in an area with practically no democratic traditions on which to draw. All have declared their intention of moving to a market economy, despite there being even less memory of the market than in the Central European countries that pioneered the transition. And, as if that were not enough, the 15 former Soviet republics are trying to build new independent states on the rubble of the last of the world's great multinational empires.

This article concerns the interactions between the second and third of these ambitions: between the aim to transform these economies to a market basis and the replacement of a centralized empire by a series of nation-states. Will market-determined trade between independent states continue with the same intensity/ and in the same direction, as that inherited from the Soviet Union? Is there a danger of this trade collapsing, and how severe would the consequences of such a collapse be? What policy measures might avert the danger of a collapse in trade while helping to shift it to a market basis? How much interest do the new states have in maintaining cooperative relationships among themselves, and what institutional forms might cooperation take?

In association with Oleh Havrylyshyn, the author took a preliminary look at this range of questions shortly after it became clear that the Soviet Union was in the process of disintegrating (Havrylyshyn and Williamson 1991). We were at that time already planning to hold a conference on the subject in the course of the following year. That conference was held in Vienna in April 1992, convened jointly by the Institute for International Economics and the Austrian National Bank in association with the Russian League of Industrialists and Entrepreneurs. This article summarizes the observations and conclusions presented at that conference. The subject matter is in such a state of chaos that it would be surprising if the questions were answered as satisfactorily as one might wish, but it is hoped that both the forthcoming conference volume (Williamson 1992) and this summary and synthesis of the conference will nonetheless make a constructive contribution to analysis of the policy options in the Commonwealth of Independent States (CIS) as well as in the West.

The article starts by outlining the difficult inheritance left by the Soviet Union to all of the new states. It proceeds to an analysis of the range of economic problems created by the dissolution of the Soviet Union. The next section lays out the options on the most contentious of the issues at stake/ namely, the choice of a payments system to finance intratrade among the successor states. The penultimate section develops policy recommendations, and the concluding remarks summarize the implied answers to the set of questions laid out above.

I. The Inheritance

Six years of perestroika destroyed not just the traditional command economy of the Soviet Union, but also the " bargaining economy" that some analysts argued had replaced the command economy as the center progressively lost its power to dictate to the enterprises. Two of the conference papers, those by Sergey Alexashenko and Evgeni Yasin argue persuasively that the damage was done primarily by the fiscal deficit/ which increased from an easily financeable 2.4 percent of GDP in 1985 to close to 10 percent in 1987-90 and more than 20 percent in 1991. In an economy with no mechanism for financing budget deficits other than the printing press, this led to a monetary explosion. The combination of budget deficit, monetary explosion, and universal price controls generated excess demand, massive payments deficits, a large monetary overhang, and a progressive disappearance of goods from the shelves at official prices.

More and more goods came to be sold at unregulated prices, both consumer goods on the free markets and intermediate goods on the new commercial exchanges. The supply system was nonetheless disrupted, in part by excess demand (the unavailability of critical inputs), to the point where output fell by over 2 percent in 1990 and 15 percent in 1991. Capital flight developed, primarily because rubles could not be used to buy anything internally. By late 1991 the Soviet Union was unable to service its external debt and was obliged to ask the Group of Seven (G-7) countries for a moratorium.

The Soviet Union under Mikhail Gorbachev's leadership (1985-91) did achieve progress in some dimensions. Most of these were political: glasnost, elections/ respect for human rights, and the ending of the Cold War were massive achievements by any standard. Even in the economic realm some of the seeds of reform were sown: enterprises did achieve independence from the central planners (although by August 1991 they had still not started to make much constructive use of it), the beginnings of a private sector emerged in the cooperative movement and individual entrepreneurship, and a two-tier banking system was established (but not adequately regulated or capitalized).

The situation of the Soviet economy in its final months was bleak. Inflation was largely repressed by price controls, to the point where almost nothing except a few spices was freely available at the official prices in Moscow, yet prices were still rising by several percent each month. A dollar was valued at 1.6 rubles according to the " commercial" exchange rate at which enterprises were supposed to surrender most of their foreign-exchange earnings, yet a foreigner could buy around 100 rubles for a dollar on the parallel market. Public services were progressively deteriorating. Corruption was rampant and confidence nonexistent.

The collapse had not gone as far in some of the other republics as it had in Russia, so many of them did not feel under the same pressure to embark on an immediate program of price liberalization. Add to that the free-rider problem created by a common currency in the presence of independent fiscal policies, which meant that each of the smaller states perceived that its own deficit spending would not have a significant impact on the level of monetary emission and hence on inflation, and one can understand why the other republics did not all share the Russian sense of urgency in pushing ahead with reform.

When the Soviet Union vanished in December 1991 and its former republics declared themselves independent nations, none except Russia-which was able to take over most of the Soviet institutions-had the basic institutional infrastructure needed to run a modern state. All the republics had branches of the former ministries which they proceeded to convert into full-fledged ministries. In some cases, for example the branches of Gosplan (the planning ministry) and of the industry ministries, the well-wishers of a market economy might actually have desired that these institutions be less able to continue functioning autonomously. However, in the key economic ministries like finance there were acute problems of inexperience and a shortage of trained personnel (for example, Kyrghyzstan is reported to have a Ministry of Finance with a staff of a dozen). The same was true of the branches of Gosbank (the Soviet central bank), which became republic central banks, but without any of the traditions of central banking or employees familiar with such basic matters as how to print money, let alone how to conduct a monetary policy.

Even Russia had problems, including the lack of a customs service on its new borders with the other republics. Insofar as this impeded the erection of trade barriers among the republics, this was not without its advantages. But given that energy and many raw materials were priced internally far below their world prices at any realistic exchange rate, Russia was greatly concerned about the possibility of primary commodities being reexported through other republics, which would then capture much of the rents.

There were also problems of dividing the assets and, more important, the liabilities of the old Soviet Union among the new states. The G-7 insisted that the foreign debt be divided among the states but then be guaranteed by them " jointly and severally" -in other words, each of them would hold itself legally responsible for the whole debt. Since it is ridiculous to think that Armenia (say) could in any meaningful sense be held responsible for a Russian failure to service its portion of the debt, this language was presumably intended to be a formula either for getting Russia to take responsibility for the whole of the debt, or for bolstering Russian hegemony. Ukraine and Uzbekistan seem to have adopted the latter interpretation, for it was they rather than Russia that balked at the formula.

II. Problems Posed by Disintegration

Despite its formal federal structure, the Soviet Union operated as a highly centralized state. It is therefore not surprising to find that its collapse has confronted the successor states with severe problems. The present section outlines six critical problems that will need to be resolved in designing arrangements for trade and payments of, and among, the newly independent republics in a post-Soviet world.

The Need for New Trade Patterns 

Soviet planners had a very clear idea of the sort of trade patterns they wished to see. The Soviet Union, or at least the area of the Council for Mutual Economic Assistance (CMEA, which also included the Central European countries), should be self-sufficient, but each of its component parts should act as a branch of a giant factory. Hence the pattern of very low levels of exports to the outside world/ even including the other CMEA members, combined with very high levels of trade among the republics.

This " socialist division of labor" was pushed to an extreme. One of the unfortunate legacies, detailed in the conference paper by Tim Snyder, is the extraordinarily high degree of monopoly in the former Soviet republics. Since the planners regarded competition as a social waste rather than the stimulus that makes an economy efficient and motivates innovation, they were unconcerned by the prevalence of monopoly. Indeed, since they also underpriced transportation and had an exaggerated faith in economies of scale, they tended to regard public monopolies as rational and beneficent institutions.

A conference paper by Oleg Vjugin and Andrey Vavilov attempted to project how the pattern of trade would change in the long run assuming that market economies are established in the former Soviet republics. They used a gravity model (in which trade flows are estimated inter alia as an inverse function of distance) calibrated on 19 industrial countries (15 European countries plus the United States, Canada, Japan, and Korea) to estimate what the volume and direction of trade of each of the new states will be after they have adjusted and become integrated into the world economy-a process that one would expect to take a decade or more.

The results of the model led Vjugin and Vavilov to conclude that the absolute level of trade of the former Soviet republics will decline in the long run. That is, market forces can be expected to motivate efficient net import substitution, so that goods currently produced in only a few locations in the former Soviet Union and then sold to the other states will be produced in a larger number of states.

The model yielded a second and equally striking conclusion: that there will be a dramatic shift in the direction of trade, away from intratrade among the former republics and toward the rest of the world. For example, the model suggested that, in a full disintegration scenario, Russia could be expected to send only some 13 percent of its exports to the other ex-Soviet republics, as opposed to the 57 percent of its exports that it sent there in 1987. Similarly, the proportion of Ukrainian exports destined for the other republics would drop from 80 percent to under 20 percent, those of Belarus from 84 percent to 23 percent, and the remaining republics would experience declines from over 85 percent to something under 20 percent.

Vjugin and Vavilov then examined the potential impact of a free trade agreement in modifying the predicted reduction in intratrade. They concluded that a free trade arrangement would increase the share of intratrade by some 4 to 7 percentage points: for example, Russian exports to the other former Soviet republics would be some 17 percent of total Russian exports rather than 13 percent, those of Ukraine would be some 24 percent instead of 18 percent, and so on. The differences are noticeable, but most of the projected shift in the pattern of trade would still materialize. Thus, the projected redirection of trade is not so much a consequence of the disappearance of a common economic space as of the move to a market economy and the opening of borders.

II. The Need for New Trade Mechanisms

The shift to a market economy will require a fundamental change in the way in which trade is conducted, away from the sort of interstate barter agreements that were negotiated in 1991 and toward direct contracts between enterprises.

As the republics gained more and more power in the course of 1990-91, they began to sign what were called barter agreements in an attempt to prevent a breakdown of interrepublic trade. The government of one republic would commit itself to supplying a long list of goods to another republic, in return for which it was promised another long list of goods. Payment was to be made in rubles.

The classic disadvantage of barter-the fact that it precludes efficient triangular trade and instead relies on a double coincidence of wants-is the least of the disadvantages of this arrangement. A more important drawback, which became apparent very quickly, is that it contained inadequate incentives for the sellers to fulfill the terms of the agreements. Where goods were in short supply at the controlled prices that prevailed, it made more sense for republics to keep the goods at home than to ship them off in fulfillment of a barter agreement.

A second problem with the barter agreements is that they are poorly specified. In some cases obligations are designated in physical terms, creating endless opportunities for disagreement and/or unintended disruption of supply in the importing state. In other cases the obligation is specified in terms of a given ruble value of some good (like furs) to be shipped, which in an environment of near-hyperinflation obviously invites delays in shipping the goods.

The most fundamental difficulty with these barter agreements, however, is that they require the state to do what it is supposedly in the process of renouncing: issue state orders so as to procure the goods that can then be supplied in fulfillment of the obligation enshrined in the barter agreement.

If the members of the CIS are serious about creating a market economy they must abandon interstate barter agreements formally and move to enterprise-to-enterprise trade. The commodity exchanges that have emerged from the grassroots over the last two years now provide a mechanism for negotiating such contracts.

Much of such trade as does take place between enterprises at the moment remains in the form of barter. This is primarily a consequence of the near-breakdown of the settlement mechanism.

The Threat of a Trade Collapse 

Many of the conference papers asserted that intratrade has been severely reduced in 1992 and gave this as a significant cause of both declining output levels and falling standards of living. The evidence is fragmentary rather than statistically well-documented, but it is nonetheless compelling. It seems that fears about the danger of a collapse of intratrade are being realized. This is presumably in part because of the inadequacies of barter agreements as discussed above. (Of course, the initial effect of making the needed move to enterprise-to-enterprise trade might prove to be further disruption: it will doubtless take time to work in the new system.)

A Western attempt to analyze the consequences of a severance of intratrade has been made by Nuti and Pisani-Ferry (1992) using Goskomstat data. They assume that republics could sell " hard goods" like energy, raw materials, and 50 percent of chemicals and food products on the world market if other republics ceased to buy from them/ but that the loss of markets for " soft goods" -essentially finished manufactures and services-would result in a loss of output because these goods would be unsaleable elsewhere. The results show that the total costs of a breakdown in trade would be very substantial indeed. Russia and Kazakhstan would suffer least (because the bulk of their exports to other republics consist of hard goods), whereas the cost to many of the small republics would be crippling (reaching a maximum of 53 percent of net material product [NMP] in the case of Belarus). This asymmetry in the costs of a trade collapse is one of the fundamental facts that the smaller republics have to take into account before giving vent to dissatisfaction with Russian hegemonic behavior.

It became very clear in the course of the Vienna conference that the CIS is not providing an effective mechanism for defusing the tensions inherent in the relations between Russia and the smaller republics. It is often argued that the Commonwealth was set up to facilitate the final dismantling of the Soviet state/ rather than to provide a framework for long-term economic cooperation on the model of the European Community. The organization has no funds and no staff. If multilateral economic cooperation among the members of the CIS is to be revived, the CIS needs either to be reformed or to be replaced.

Monetary Control 

One of the first and most disruptive consequences of the erosion of central authority in the Soviet Union was the progressive loss of monetary control. Under the ancien regime it did not matter very much that the central bank automatically monetized the deficits of the republic governments as well as the union government, because the union government kept its own deficit down and made sure that the republic governments did too. But the practice of automatic monetary emission was carried over to a situation where the union government was letting its own finances deteriorate and the republic governments were gaining a large measure of autonomy in their fiscal policy. Since most of the costs of monetary emission by any one republic spill over to the others under a common monetary system, while the benefits of the deficit spending accrue exclusively to the republic that runs a deficit, the system gave each individual republic an incentive to run a deficit even though the collective consequence was inevitably either repressed or open inflation. In fact the situation was even worse in 1991, inasmuch as Russia, which as the largest republic had the clearest incentive not to act as a free rider, wielded its monetary power with a view to destabilizing the union government. The Soviet Union ended up with a budget deficit of around 20 percent of GDP in its final year of existence. This problem was recognized very quickly by the Russian economic team appointed in November 1991 and headed by First Deputy Prime Minister Yegor Gaidar. That same month Gaidar's team moved to assert unilateral Russian control of the emission of cash rubles, indicating that other republics would be entitled to obtain ruble banknotes on a scale commensurate with Russian emission, but no larger. This evoked strong complaints from some of the other republics.

Ruble banknotes are not, however, the only problem. Even though the control of banknotes constrained the governments of the other republics in their ability to finance budget deficits with the public, their central banks could still extend credit to their enterprises. The enterprises could use that credit inter alia to buy goods from Russia, implying that excess monetary emission in the other republics could still occur and might undermine Russia's stabilization program.

However, one significant additional change, adopted in January 1992, set up correspondent-type relations between the republics' central banks and the Central Bank of Russia. This change essentially nationalizes the ruble. Once the system is fully operational, enterprises in other republics will no longer be able to spend rubles in their bank accounts as though these were Russian rubles available to buy Russian goods in unlimited quantities. Instead, because such payments will be tunneled through the accounts of a correspondent bank, Russia will be able to keep track of the balance of each state and can suspend exports to any state that runs an excessive cumulative import surplus and overdraws its correspondent account. This will give Russia a tool that it can use to avoid accepting bank-deposit rubles created in the other states.

Whatever its political implications (discussed below), this system at least has the merit of curbing the spillovers that made stabilization almost inconceivable under the regime that prevailed in the final months of the Soviet Union. If it helps Russia to stabilize successfully, that will satisfy one of the prime requirements for continued use of the ruble by other republics. Russia would surely also have to make an acceptable offer to share the seigniorage. Some republics might be happy to continue using the ruble under those circumstances, perhaps even if it meant following Russia's lead on monetary policy rather than having a say in decisions on interest rates, exchange rates, reserve requirements, and credit guidelines. Indeed, given the lack of methods for financing fiscal deficits other than monetary emission, they would be constrained to follow a fiscal policy no more expansionary than that of Russia as well.

Other republics would clearly not be prepared to stick with the ruble, for the economic case is not what is driving the determination of a number of the republics-at least the Baltics, Moldova, and Ukraine-to introduce their own currencies. A separate money is viewed as an attribute of national sovereignty, and it is desired on that score rather than because of any economic arguments.

Fiscal Transfers 

Before turning to the political dimension alluded to above, it is convenient to examine a final economic consequence of Soviet disintegration. This is the termination of the extensive fiscal transfers that had developed, primarily to benefit the states of Central Asia. The conference paper on the four states of Central Asia, by Rustam Narzikulov, makes it clear that the withdrawal of these transfers is seen as the central implication of Soviet disintegration in that region. In recent years consumption has exceeded net domestic material product in three of the four republics, leaving the whole of government spending on goods and services, and investment, to be financed by transfers from the union. These transfers were suspended upon the breakup of the union at the end of 1991. Budget deficits without transfers would be around 50 percent of total government expenditures in the absence of adjustments to either revenue or expenditure.

Even if the loss of transfers is not reinforced by worsened terms of trade as a result of moving to world prices (which is not expected), it will still be a crippling blow to the region. The Central Asian states will have no alternative but to adjust in the longer run, even if the West adds them to the list of long-term aid recipients, for Western aid programs as a percentage of the recipient's GNP (other than that from western to eastern Germany) never approach the size of the transfers that the union government was making to Central Asia. It seems that this is well understood in Central Asia, and the occasional newspaper report suggests that at least some of the region's leaders see independence as an opportunity to break away from the role of hewers of wood and drawers of water assigned to them by the socialist division of labor.

Russian Dominance 

The Soviet Union was essentially a perpetuation of the Russian Empire, and despite the breakup of its modern-day empire, Russia nonetheless remains the dominant power in the region. Both the population of Russia itself and the number of Russians living throughout the Soviet Union amounted to just over 50 percent of the Soviet total, and the economic weight of Russia was rather larger than that. First Deputy Finance Minister Andrei Vavilov expressed the position of the present Russian government at the final session of the conference. It is a government committed to economic reform and unwilling to be held back by the hesitations of former Communists (whom the government views as being only partly reconstructed) still in office in many of the other new states. These new states themselves are showing great reluctance to pick up their share of the burdens inherited from the past, such as paying the army and cleaning up after Chernobyl. Russia too has its grievances against its partners, and it feels itself both big enough and with enough at stake to lay down the law.

It is also unsurprising that the other new states resent what they see as high-handed Russian arrogance. Time and again during the conference one heard complaints about Russian insensitivity-not just about specific actions (like the failure to supply enough ruble banknotes, or the interest charges being levied on the banknotes that are supplied), but also about the inability to negotiate with Moscow. Several states, notably Belarus and Kazakhstan, would clearly prefer to maintain close ties with Moscow, including a common currency, but feel they are being forced toward monetary independence by Russian intransigence. This is not the sort of problem for which one can anticipate any easy or quick solution. Greater understanding is bound to take time to develop under the best of circumstances. It will have to be nurtured, by discussions and conferences in which the West can surely play an intermediating role, as well as by direct negotiations. Perhaps a good starting point would be for the Russian authorities to give a dear lead on two key questions: the future monetary system of the region, and the future of interrepublic economic relations.

III. Alternative Payments Systems

The major policy question posed by Soviet disintegration is the nature of the payments mechanism that will be used to conduct the intratrade of the area. This is not to dismiss the crucial importance of moving to enterprise-to-enterprise trade, but rather to assert that that transition poses no controversial policy issues, except those involved in developing a satisfactory payments mechanism. Nor is it to disregard the need to provide at least transitional help to the Central Asian states in order to mitigate the costs of the big adjustments that they must undertake, but rather to suggest that that topic does not raise particularly novel economic issues. The assertion of the primacy of the payments issue is intended to imply that this issue is far more crucial in limiting the collapse of intratrade than a set of trade rules would be. A commitment to free trade within the area of the former Soviet Union, or at least within the CIS, remains highly desirable. The point is that any such commitment will prove to be a dead letter unless it is accompanied by an effective regime for the financing of intratrade.

The Central Bank of Russia (and the other central banks) should surely make the restoration of a system of rapid and efficient interbank clearing one of its priorities, perhaps even its number one priority. If Western technical assistance can be of help in this regard, it should be made available as a matter of the utmost urgency. Clearly interrepublic payments are unlikely to work satisfactorily until intrarepublic payments are functioning efficiently.

Once that condition has been satisfied, there would seem to be four options for the financing of intratrade that are worth discussing: a ruble zone, a ruble area, dollar payments, and a payments union. These options are explained and discussed below. The separate examination of these four options is not intended to imply that all 14 non-Russian republics are likely to select the same system: on the contrary, mixed solutions, with some states remaining at least within a ruble area and others refusing to participate even in a payments union, seem quite likely.

A Ruble Zone 

By a " ruble zone" I mean an area that continues to use the ruble as a common currency. It is quite clear that not all of the former Soviet republics are willing to contemplate this solution: at least the Baltics and Ukraine plan to establish their own currencies. But some states would like to continue using the ruble, if they can reach a satisfactory agreement with Russia about the conduct of monetary policy. A major benefit of other states continuing to use the ruble is that they would be able to trade freely among themselves, and with Russia, by transferring rubles. Or would they? At the moment all 15 republics use the ruble, yet there are limits-set by Russia's willingness to allow them to run up debts on the books of their correspondent accounts in Moscow-on the extent to which they can actually pay one another in rubles. If those limits are maintained, then sooner or later some states will presumably run out of credit and find themselves unable to continue paying their suppliers. One may think it is not much of a common money that cannot be freely used to settle debts, and that is right: since the Russian decision to require interrepublic trade to be settled through correspondent accounts, the ruble has really ceased to be a common currency. (Cash rubles are still common, but the bank-deposit rubles used to settle trade contracts are distinct, as argued previously.) The prevailing system is already de facto what is below described as a " ruble area." 

To restore a ruble zone, it would be necessary for the rubles held in any one state to be usable without limit in settling debts in another state. Unless Russia's determination to stabilize its currency evaporates, that would be conceivable only if the other states renounce the right to independent policies on monetary emission. Either they must do as Russia says, which hardly seems likely, or else it will be necessary to found a federal central bank that will give the other states some say in the determination of the common monetary policy of the ruble zone. There is no sign that Russia is currently willing to contemplate such an arrangement, which means that the prospects for revival of even a limited ruble zone cannot be considered bright.

A Ruble Area 

The terms " ruble zone" and " ruble area" have often been used inter-changeably, but they are used here to mean two very different things. As explained above, countries within a ruble zone would continue to use the ruble as a common currency. In contrast, the term " ruble area" is meant to suggest an analogy with the sterling area in its heyday: a group of countries with separate currencies that continue to use the currency of the former " colonial" power for international purposes, even after establishing monetary independence.

A major attraction of a ruble area is that in essence it already exists (or at least it will exist once the reform of the payments mechanism set in train by Russia in January 1992 is complete). The non-Russian states will all have correspondent accounts in Moscow, which they can use to receive and make payments, not just with Russia but with one another and presumably with the outside world as well. There is no reason why they should not maintain those accounts and use them in exactly the same way even if they establish their own currencies de jure.

The major objection to membership in a ruble zone, which was voiced in a number of the conference papers, has been that it means handing over control of monetary and fiscal policy to Moscow. This objection does not apply to membership in a ruble area. The members could set their own monetary and fiscal policies, and if these turn out to give rates of inflation very different from that in Russia, the balance of payments consequences could be avoided by devaluing against the ruble (if their policies are more expansionary than those in Russia) or revaluing against it (if they succeed in mastering inflation better than does Russia).

Republics could also, of course, choose to devalue not just to offset differential inflation, but also to facilitate real adjustment which is likely to be particularly important in states that have already suffered a loss of transfer income or that will suffer a terms-of-trade loss as a result of the forthcoming energy price increases. Or, in principle at least, a republic might one day wish to revalue to facilitate real adjustment.

There seem to be two possible objections to maintaining a ruble area to finance the trade, including the intratrade, of the former Soviet republics. One is that this arrangement still gives a privileged place to Russia. So it does, at least in the sense that it gives a special place to the ruble. But it does not give Russia any special ability to dictate the stance of macroeconomic policy to the other states which is surely what the latter have a legitimate interest in avoiding.

The other objection to a ruble area is that traditionally only stable currencies have succeeded in fulfilling the role that is here proposed for the ruble. Despite the vigor with which Yegor Gaidar and his team have pursued stabilization policies, it is still far from clear that Russia will achieve a reasonable degree of price stability in the next few months.

Dollar Settlement 

If there is insufficient trust among the former Soviet republics to permit continued use of the ruble to settle interrepublic trade, even in the rather undemanding form of a ruble area, then the natural inclination after the establishment of separate currencies will be to settle trade by the use of dollars (or another hard currency). Indeed, this is apparently already happening to some extent, especially with trade contracted through the commercial exchanges. It is also what happened to trade among the former CMEA members after that organization was abolished.

The problem with dollar settlement is that it requires substantial reserves of hard currency. The joint study by the International Monetary Fund (IMF), the World Bank, the Organization for Economic Cooperation and Development (OECD), and the European Bank for Reconstruction and Development (1991, table K.8, 132) states that currency in circulation amounted to 133 billion rubles at the end of 1990, a year in which GNP was a trillion rubles; other monetary assets totaled 614 billion rubles. If those other assets required a 10 percent reserve in the form of external dollars, the total dollar requirement would be more than $100 billion-a lot of money for a bankrupt group of states that cannot even service their external debt.

Even allowing for the ability to mobilize flight capital, however, the former Soviet republics would fall far short of the amount of hard currency needed to assure them of reserve ease. Hence the consequence of resorting to dollar settlement would probably be restrictions of " inessential" imports designed to save scarce foreign exchange, even if the victims of the restrictions are other republics that are just as short of hard currency. That is exactly the sort of paralysis of trade from which Western Europe suffered in the early postwar years, before Marshall Plan conditionality and the European Payments Union (EPU) induced infra-European liberalization.

A Clearing or Payments Union 

The EPU precedent naturally raises the question as to whether a similar arrangement might not be worthwhile in the former Soviet Union today. Could it combine the advantages of denominating trade and debts in a hard currency, and the discipline of knowing that ultimate settlement would be in hard currency, with a saving in foreign exchange that would avoid the danger of republics restricting their imports from one another?

A clearing union is an arrangement in which the member countries agree to accept one another's currencies in payment for exports, deposit their earnings from those exports with the agent of the union, allow the claims to be consolidated and periodically netted out on a multilateral basis, and then settle the remaining imbalances centrally with the union in hard currency. This arrangement permits the establishment or maintenance of current account convertibility while achieving major economies in the need for hard-currency reserves because it is only net imbalances that have to be settled in hard currency, rather than each individual transaction. A payments union has the additional feature that the resulting imbalances are settled in a mixture of credit and hard currencies, thus further economizing on the need for hard-currency reserves.

It is often said that a clearing or payments union would be redundant if the republics all established current account convertibility. This view is mistaken. In order to establish convertibility in the former Soviet republics without a payments union, it would be necessary to have reserves approaching five times as high as would be needed with such a union, given that about 80 percent of trade is intratrade. In fact, a payments union is still a sensible arrangement among countries that have established current account convertibility with the rest of the world, if they trade intensively among themselves and have a shortage of hard currency. It can enable them not only to establish current account convertibility among themselves, but also to establish it with the rest of the world more rapidly than would otherwise be feasible, and/or avoid as sharp a depreciation of their currencies as would otherwise be necessary. Once reserves are no longer in short supply, a payments union becomes redundant; it can be phased out gradually, as the EPU was, by periodically increasing the proportion of hard currency used in settlement.

There is no technical difficulty in combining payment through a payments union for one group of countries with payment in dollars to another, as long as exchange controls still exist so that an importer has to demonstrate a foreign purchase before he or she is entitled to buy dollars. If the purchase is from a supplier within' the region covered by the payments union, the purchaser is channeled through that mechanism rather than allowed access to dollars. The feasibility of this arrangement is demonstrated by the fact that it was operated by Switzerland, which had current account convertibility with the dollar area, at the time when it was also a member of the EPU.

Nor does a payments union require fixed exchange rates among the participants. That was the basis on which the EPU functioned, but it would be quite possible to operate a clearing union among countries with floating currencies or frequently adjusted pegs. Under those conditions the exact date when a transaction was entered on the books of the clearing agent would acquire a significance that was absent in the case of the EPU, but that would not constitute a decisive obstacle to the functioning of the system.

Should the members of a payments union be expected to aim at overall payments balance only, or should they also seek to balance their intraunion payments? In the case of the EPU this issue was attenuated by the fact that a very large share of the members' trade originated within the EPU area (which included the colonial empires of the European powers). Despite this, members did aim at intraunion as well as overall balance. They had a separate policy variable that they could deploy to aim at the additional objective, inasmuch as quantitative restrictions on trade were still prevalent and more severe against the dollar area than within the EPU area. A payments union covering the successor states of the Soviet Union would probably need to operate on the alternative principle, at least if Russia and other republics fulfill their declared intention of moving quickly to current account convertibility with the outside world. That is, in the absence of a policy that could be used differentially by individual republics, or in common by all of them together, members will have to aim at overall balance. This implies that a member that has a surplus with the outside world would have to use its net dollar earnings to finance its intra-area deficit. Conversely, a member with an external deficit offset by a surplus within the area would have to be allowed to use its creditor position within the union to finance its external deficit.

Another question that is sometimes raised is the scope of membership, notably whether former CMEA members in Central and Eastern Europe, and Mongolia, should be invited to participate. Their inclusion would seem to offer a chance of reversing the drastic decline in trade that followed the move to hard-currency financing at the start of 1991. Now that the geopolitical fear of continued Soviet domination that underlay their refusal to contemplate such arrangements when they were first proposed in 1990 has vanished, and the countries of Central and Eastern Europe have experienced the hardship caused by the disappearance of Soviet orders, one might have expected the idea to be welcomed in the non-Soviet former CMEA members. In fact, for reasons that are not fully clear, there seems no weakening in their hostility to the idea. They surely do not believe that the new Russia is a threat comparable to the old Soviet Union. Perhaps they have not grasped the point made above about the feasibility of combining membership in a payments union with one group of countries and current account convertibility with another.

IV. Policy Recommendations

It was argued above that, even though the total trade of the ex-Soviet republics will and should diminish in the long run, and even though the share of intratrade in that diminished total will and should likewise decline, an excessive and precipitate fall could give a further vicious twist to the downward spiral in which the region is currently trapped. This is not only a theoretical possibility, but something that the fragmentary evidence available indicates is actually happening. Historical precedents (not to mention common sense) suggest that it would be worth trying to arrest and reverse this development, and that outside influence might be of strategic importance in doing so.

Hence it is appropriate to turn to a discussion of what it would be sensible for the governments of the former Soviet republics to do, and of the extent to which the West should push them to act on that advice. The discussion centers on the issue of the payments system, but also touches on two other topics-financial support and currency stabilization-the resolution of which is also critical to relations among the republics.

Of the four options for settling interrepublic transactions discussed in the previous section, a ruble zone will certainly not be acceptable to all the new states, because some of them have made a firm political commitment to introduce their own monies. The rump of a ruble zone may survive if the Russians succeed in stabilizing, and especially if they can bring themselves to share the seigniorage and to give the other participants a genuine share in monetary decision making, but it will not solve the main problem because its membership will be too restricted.

It seems that the IMF is having some difficulty in acknowledging this reality. Its latest publication on the subject/ the April 1992 volume on Common Issues and Interrepublic Relations in the Former USSR in the Economic Review series resulting from the premembership negotiations, continues to hanker after a ruble zone. Unless the Russian attitude to sharing seigniorage and monetary sovereignty changes markedly, the IMF is pushing a hopeless cause. Moreover, it is not even clear that we should welcome a Russian willingness to share monetary (and fiscal) sovereignty at this point/ since it could all too easily involve a dilution from the Russian government's commitment to stabilization.

The other option that should be resisted is full settlement in dollars or any other hard currency. Even though ex-Soviet enterprises now have quite a few dollars in Western banks as a result of capital flight, there would not be enough to avoid strong contractionary pressures on intratrade. Moreover, it is more sensible to plan a system that/ once it reestablishes confidence/ will enable those dollars to be mobilized for productive purposes than to design one that will require yet more dollars to be earned as a condition for reviving output.

That leaves two options: a ruble area and a payments union. Either of these could support multilateral trade among enterprises without calling for vast sums of hard currency that the republics do not have and without requiring them to forgo or share monetary sovereignty. The West does not have a strong interest in seeing one of those solutions adopted rather than the other, but it surely does have a crucial interest in seeing one or the other implemented. It should therefore be prepared to give such financial support as may be needed to get one or the other off the ground/ and it might reasonably hesitate to put in a lot of money unless the ex-Soviets can get their act together to the point of agreeing on one of these two mechanisms.

The ex-Soviet republics might, however, find difficulty in reaching agreement on this issue. If Russia favored a ruble area, it might refuse to join a payments union-which would make no sense without Russian participation-in an attempt to force the other republics to go along. But this is a topic where the primary responsibility for deciding which system to adopt should surely be that of the non-Russian republics. It would be well and good if Russia can persuade them that it is in their interests to remain within a ruble area (and Russia does have some weapons that it can deploy for that purpose, such as the amount of credit it would be prepared to advance and the extent to which it might credit the correspondent accounts of the republics for ruble banknotes withdrawn from circulation). If Russia fails to persuade them, then the West should use moral suasion to induce Russia to participate in a payments union.

The form of the financial support would be very different depending on which solution was adopted. To make a ruble area work, the key need-despite the argument that indebted republics might not mind too much if their ruble liabilities were eroded by inflation-is to stabilize the ruble. With a payments union solution, in contrast, ruble stabilization would be a matter of national interest to Russia rather than of systemic interest to all the new states. The key systemic need would instead be for a capital fund that would permit the payments union to extend more credit to those states in cumulative deficit than it would need to obtain from those in cumulative surplus.

It turns out that such a fund set up on the same relative scale as that which catalyzed the EPU would require the surprisingly modest sum of $1.3 billion if it were restricted to the former Soviet republics, or $2.5 billion in the unlikely event that it was extended to include the other former members of the CMEA (Havrylyshyn and Williamson 1991, 58). The purpose of a payments union is to provide swing credits to finance the bulk of the short-term variations in net balances inherent in reasonably free trade. (The credits finance less than 100 percent of those imbalances to make sure that participants have an incentive to take adjustment action promptly once imbalances that are not expected to reverse themselves become apparent. That incentive will probably need to be reinforced by a vigilant IMF if republics are to resist the temptation to let things ride until a crisis develops, in the hope that a deficit will reverse itself naturally.) A payments union cannot finance structural imbalances, and any attempt to rely on it for that purpose would simply guarantee an early crisis as the structural deficit countries exhausted their credit limits. This does not mean that structural deficit countries cannot participate in a payments union, but simply that the size of the structural deficit that they will be allowed to run must be determined ex ante and then financed from outside sources.- Each year they would then receive a credit in the accounts of the payments union equal to the finance provided from outside, and a deficit on the books of the payments union would arise only if their total deficit exceeded the size of that credit.

V. Concluding Comments

It remains to summarize the answers that have been implied in the course of this study to the set of questions laid out at the beginning.

The first of those questions was. Will market-determined trade between independent states continue with the same intensity, and in the same direction, as that inherited from the Soviet Union? The answer suggested was that in the long run the total volume of trade is likely to decline, and that there will be a dramatic shift in the composition of trade, with much less intratrade among the former Soviet republics than before and much more trade between each of them and the West.

The second question was. Is there a danger of intratrade collapsing, and how severe would the consequences be? The evidence that a collapse is in process is still somewhat fragmentary/ but it is nonetheless sufficiently widespread to demand a prompt response. Similarly, the evidence that this collapse will further intensify the downward spiral in economic activity is a little on the casual side/ but so many fears were expressed on this score that it would be the height of irresponsibility to dismiss the concern until the consequences can be more conclusively documented. In particular, it is wrong to argue that, because of the expectation of a long-run decline in intratrade in the course of a move to the market economy, the sooner the decline comes the better. However inefficient current practices may be, it is better that any activity that produces positive value added continue until it is possible to make the investments that will permit the factors it employs to be redeployed into new activities.

The third question was. What policy measures might avert the danger of a collapse in trade, while helping to shift it to a market basis? It was argued that the current interstate barter agreements need to be phased out quickly, and that support needs to be given to allowing enterprises to trade directly with one another. The primary issue on which that focuses attention is the system for effecting payments between republics. The first priority in this area should be to improve the intrarepublic interbank system of settlement, which is currently subject to extreme delay.

The next priority is to choose a mechanism for effecting interrepublic payments. It was urged that the IMF and the G-7 abandon their hankering after a ruble zone, which has already de facto broken down as a result of Russia's decision to channel interrepublic payments through a set of correspondent accounts in Moscow. It was also argued that any resort to hard currency to settle trade would be likely to induce strong pressures to restrict trade as republics attempted to compensate for their reserve shortages.

The two more promising ways to finance trade would involve either a ruble area, modeled on the sterling area of the British Commonwealth (and thus permitting each of the republics whatever degree of monetary independence it chooses), or a payments union. The West has a strong interest in ensuring that one of those arrangements is implemented, but the choice between the two is primarily one for the non-Russian republics to make. It would be quite legitimate for Russia to offer them inducements (like generous credit limits or credits for ruble banknotes when these are withdrawn from circulation and returned to the Central Bank of Russia) to stay in a ruble area, but the West should dissuade Russia from trying to railroad them into a ruble area by refusing to join a payments union.

If a ruble area is chosen, then a successful early Russian stabilization of the currency acquires importance for the whole of the Soviet Union rather than only Russia. This justifies the stabilization fund that has been proposed for Russia once Russia has a program that deserves to be backed-but such funding should be made available before the ruble exchange rate is fixed, so that the fund can be used to induce an appreciation of the ruble to a level that does not carry the same threat of stagflation as would a rate in the vicinity of that currently prevailing. Achieving such an appreciation will also require that Russia scrap most of its current deterrents to exporting and to inward direct investment.

If a payments union is chosen instead, the Western democracies should be prepared to endow it with a capital fund of several billion dollars. Such an endowment, which would be proportionately larger than that which the United States gave to start the European Payments Union, would be justified as a way for the West to help those republics that are heavy net importers of energy while they adjust to the increased price of their energy imports. If the reason for selecting a payments union were that Russia had failed to stabilize and if the stabilization fund were still intact, it could be diverted to this function.

Once a particular interrepublic payments mechanism is chosen and is functioning satisfactorily, it will be time to think about the institutional form of longer-term cooperative arrangements. Russia and its neighbors have to learn to interact in a forum that provides a judicious combination of nominal equality with a realistic acceptance of actual differences in power, that embodies an agreed set of principles defining the ends being sought, and that generates strong pressures to reach agreement. This forum will have to combine the roles filled in the West after World War II by the IMF and the Organization for European Economic Cooperation: those institutions provided a civilized and principled way for the United States to exert its power while paying decent attention to the interests and concerns of its smaller partners, but it also pressured the Western Europeans to act together in their common interest. One of the first tasks of such an institution established for the former Soviet Union should be to create an economic community that will allow intratrade to develop on a liberal basis. If the CIS cannot be adapted to play this role, it should be disbanded and replaced.

The euphoria that followed the defeat of the attempted coup of August 1991 has long since dissipated. No one now imagines that the massive social transformations being sought in what used to be the Soviet Union will be easy, quick, or painless. But nothing that has happened in the past year suggests them to be either impossible or undesirable. They remain perhaps the greatest challenge to our age.
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