The Economics of Rouble Convertibility.
New Scenarios for the Soviet Monetary

i
LEconomy

1. Introduction

This paper tries to outline a possible transition process to
external convertibility (EC) for the Soviet rouble. This is an issue
which has recently attracted the attention of Soviet economists and
policy-makers, in the light of the general discussion on perestroika
(reconstruction).

It is commonly held, that EC has significant advantages. These
include: benefits from multilateral trade, substitution of multiple
exchange rate regime with a simpler one, providing policy-makers
with a unique macroeconomic criterion with which to judge the
economy’s foreign trade performance, and a powerful instrument of
economic policy.

Some regard EC as an instrument, a pre-condition for further
reforms of the domestic economy and thus as a first step to be taken
immediately. On the other hand, some consider EC as a target, and
advocate radical changes in the economic system before moving to
EC. This view emphasises the dangers involved in a rushing into
convertibility.

The analysis which follows tries to go beyond this strict
dichotomy. Convertibility is seen as a long-term process in which:
(i) the evolution of the domestic economy (i.e., the passage of the

' A preliminary version of this paper was presented at the round table on “Rouble
convertbility” held at the FUT, Florence on 15 December 1988. M, de Cecco, C. Frateschi, G.
Gandolfo, B. Gui, M. Lavigne, $. Marnie, D). M. Nuti, R, Tamborini and two anonymous
referees have made useful comments on previous drafts, but should not be held responsible for
errors or omissions. The views expressed herein should not be interpreted to reflect the views
of the organizations the authors are associated with,
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economy from a highly centralized system of planning and manage-
ment to a more decentralized market-oriented one),” and increasing
flexibility in trade practices are deeply interconnected, and (ii) trade
and currency reforms are mutually dependent. In other words, it is
hard to imagine the attainment of EC without a deep transformation
of the traditional system of planning, but at the same time, the role .Of
greater involvement in foreign trade and international financial
relations in enhancing domestic changes cannot be overlooked.

This essay attempts to single out, in particular, the possible
stages in the Soviet economy’s transition process to EC and multi-
lateralism. Reference will be made to the Soviet rouble, although
some of the problems which characterise the transition phase of the
Soviet currency also apply to other socialist currencies. The theore-
tical framework is drawn from the expericnce of those Western
European countries which were able to shift from a condition of
currency inconvertibility and widespread bilateralism to a system of
currency EC and multilateralism in the late 1940s and 1950s°
Analysis of that experience suggests that the process of transition to
EC is a gradual one, that the interdependence of trade and monetary
liberalization i$ erucial, and that external financial assistance (both in
form of loans and aid) is crucial in helping to achieve the final goals
of multilateralism and EC.
In this respect, the post-war European experience seems relevant for
the current Soviet economic situation for the following reasons:

i) as underlined above, Soviet integration in the world economy
is linked to the developments of the domestic reform process.
However, both the reform of planhing and management at domestic
level and the improvements in Soviet trade and monctary external
relations must undergo a gradwual process of development;?

ii) the need of a prudential approach is strengthened by‘the
necessity to minimize the risks associated with too fast liberaliza-
tions of current account transactions and capital movements (deficits

2 The firm is Fgrantecl greater decision-making autonomy and, slowly, prices start to
respond to signals from markets. The process of transition from central planning to market
socialism has been described. by Nurt (1988b), )

* A more detailed analysis of this experience and its relevance to the socialist economies
can be found in Davippi-Espa (198%a).

* In our view, the approach should also be gradual (and with careful control by central
authorities) given the lack of institutions which can efficiently perform the tasks arising from a
more decentralized system.
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of the balance of payments, possible draining of rescrves, price
Increases, etc.); |

u11) the present dramatic state of the Soviet economy, with its
problems of goods shortage and a situation of potential hyperinfla-
tion (given also the increasingly rapid lack of citizens’ confidence in
the purchasing power of the rouble), makes the inflow of fresh
resources from abroad a vital necessity to proceed towards a
successtul decentralization. Foreign loans in significant quantities or,
better, some kind of aid in the form of transfer of real resources
(technology, human and financial capital) like in the post-war
Furopean experience, can decisively help to reduce inflationary
pressures, cither allowing a higher availability of imported goods in
the domestic market, or avoiding further printing of money to -
finance the state budget deficit. The Marshall plan experience
suggests how important in making smoother the transition to more
liberalised forms of trade external help can be.®

The paper is organized as follows: the next section defines
convertibility in general and in the particular context of a Centrally
Planned Economy (CPE). Sections 3 and 4 discuss the relationship
between convertibility, trade and monetary liberalization in the
reform of the classic Soviet-type economy. Section 5 contains a
detailed description of the stages of transition to EC. The main
findings of the paper are then summarized,

2. Convertibility: definitions and issues

According to the definition of the International Monetary Fund
(IMF), a currency is considered convertible if it meets three criteria:®

i) if it can be used without restrictions of a currency character
for any reason whatsoever; '

ii) if it can be exchanged for any other currency without
restrictions of a currency character;

i11) if it can be used or exchanged at its par value, or at a rate of

? The problems connected with Western financial intervention in the Soviet Union are
mote fully ‘analysed in Davippi-Fspa (1989b).
¢ GoLp (1971), pp. 1-2.
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exchange based on the par valuc?aor 31: ;omggfegal rate of exchange
i i other way considered desirable.

deflﬂff olilll:;l )vjvords, undzarr Article VI, sections 2, 3 and 4, of the
IMF statute, members are obliged to avoid restrictions ondr,?urr.en'f
international transactions, multiple currency practice and }1lsc1:1trirés
inatory currency arrangements. Moreover, the monetary aut 0r1hen
of a member country must convert bala.nces of their currency “L i
those balances are présented for conversion by the monetary author
' other member.”- o
v Olfna?eality, once the member has gccepted the oblflgatlonsbzi
Article VILI, derogatory norms can be introduced and the merrilouS
may impose restrictions of sevqral k_lr‘lds. It fol}iqws t a;h:a;‘ffec_
degrees of convertibility can be identified, depending on th eltec:
tiveness of exchange contrfls and .restrlctions, quantitativ
i i iers to external transactions, etc.
fman';llila :;;er?ence of Western countries tells us that severafl facthtrsl
(i.c. the risks linked to the destabilizing consequencesl_oh capi af
movements, short term in partic_ular) have led to _the estj\bdls rélt:;nt 25
a whole array of controls, limiting both quantities tra'lb‘?' aI:i yEOt
of transactions, Thercfore, the concept o'f full converti igy l(i);::tion
apply to market economies too, Fhough in recent years libera
of capital movements has decisively gained 1rr1porta][r11ceé o

When considering the practical experience of the Sovie f )
nomy, or more generally a CPE, dlfff':r(.il’}t mea,mng?), orkat .e;tso
different uses of the concept of fconvertﬂ:nhty should be taken 1

. More precisely, we refer to: o
accmil.n‘r:thel\gxterrfal conv};rtibility of ‘Lhe rouble, which is comparable
i ral definition given above;

Wlthi;.hethgeerz;f)nvertibility oig the Transferable ‘Rouble (TIC{I):S_dthfi
parity of the TR may refer both to the currencies of tlfée indivi léla
CMEA countries® (e.g. TR - Lev; TR - Flf)rmt; etc,) and to }e: pur 37
theoretical exchange rate with currencies external to the area.

7 GoLp (1971), p. 58. As in the European expericnce of the fifties, EC is initially limite
- 1 . . tl

v n?nTll.-lejlfggssfcrable evevodnye) rouble was created in 1963 as a mear;sio?lg ?llj-(s)ii!ll: tmii
mulnlatetalism even witgﬁin the CMEA. In principle, v{h.en'sctthl:}g t]ﬁmsaps lons IS iy
area, a surplus in roubles could be used for repaying a deficit; in reality there s e, O
even insidg CMEA and the share of multilateral exchanges in total has remaine

87). . . |
BRM”A?J t 153772p21:dw(612efe)r mainly to the seven active members of thle) Coun:;:isolliel\;&lgﬁz,
Economic Assistance (CMEA): Burgaria, Czechoslovakia, the German Democ

Hungary, Poland, Rumania and the Soviet Union.
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However, the conversion of the TR inside the CMEA, and its further
diffusion as a means of payment within the area, is not merely a
matter of the technical determination of parities. It depends on a
thorough reform of the decision-making process at the domestic and
CMEA level, and in particular, on the attempt to overcome the
constraints on goods convertibility, which will be analysed below;

iii. the possibility of frecly converting money into goods (even
at domestic level); goods inconvertibility is indeed peculiar to a CPE,
The holding of a certain amount of currency (both foreign and
domestic}) as such, is not a sufficient condition to guarantee direct
access to goods (outside the retail sector, and in some cases even
within it): a docurnent, ie. a plan allocation, is needed for the
acquisition of productive inputs;™®

iv. mutual convertibility within the CMEA, that is the attain-
ment of a situation in which each of the socialist currencies is
convertible into any of the other CMEA currencies.

It is important to stress that in a CPE the main obstacle to the
introduction of effective EC is goods inconvertibility. In this
context, two different models can be identified: one characterised by
highly centralized planning, commodity inconvertibility and
bilateralism (“classic” CPE), the other by a more decentralized
model of planning and management, goods convertibility and multi-
lateralism (modified planned economy). The problem of meaningful
convertibility arises only in the context of the transition to the
second model. In the first, the selective and direct controls, the
system of administrative orders linking customers and suppliers and

the central allocation of resources, represent the main obstacle to the
achievement of effective EC.

3. Central planning, trade and convertibility

In the classic CPE, foreign trade is part of the overall planning
process: long-term planning involves provisions concerning the level
of exports and imports, while short-term plans should contain

** For this reason, BERLINER (1976) defines the Sovier Union as 2 “decumonectary
economy”.
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disaggregated administrative orders. In practice, kfloweﬁrer, frotm a)lrria;
to year, the level of import and export flows is for the mos ll_p 12
matter of marginal adjustments to previous tlows. The()]iet}llca ﬁ, ¢
centralized system of planning and management has all t ela va:ln
tages deriving from a direct and unified control of external tra ii
which allows a minimization of damages deriving from unanticipate
variations of trade flows. However, structural deficiencies of e‘x1st1ng
CPEs make things less Simplel. With regard to the domefstlc b(;}ull'gisr
of supply, the central authormes.face strong .p_ressiu:e m[? e v
(z.e. branches, Ministries, enterprises) for a.cld1t{ona 1m[z10r s, cr\laspo'C
cially for investment goods. At the same time imports ei.)en_ r;t
only on the presence of a shortage, 'but also on the degree Oh pr10rf );
given to the shortage product. Finally, the incentive Sﬁ cfme 'on
managers and workers often makes production for the ()relgf
market unattractive: the costs connected with the 1mpr0vc;ment'o
quality, delivery, servicing of exports are higher than tfe' gagif
assured by the incentive system. The main consequenceho bmciS "
vertibility is the large amount of trade that takes place on l1: e ats sof
bilateral agreements. This does not involve money sztt erl_lflzln and
prices tend to be specially negotiated. In bilateral tra edw1t oflect
centrally planned economies prices used are supposed to dr‘f:1 lect
world prices, while intra-CMEA trade prices are now (il' J ed
annually on the basis of “world” averages from the preceding
yearsF.‘our features of a classic CPE financial system with respect to
ign trade are worth stressing. .
forel%?rsl;:, the rouble does not link domestic to world prices and ;het
structure of domestic prices can and does diverge sharply flfg)m t aS
of foreign trade prices. The Foreign Trade Organization (FTO) p'a{e
the Soviet suppliers and charges Soviet pu{chasers approprﬁas
wholesale prices, in such a2 way thaF the domestic operator nelyertion
foreign currency at his disposal. With the use of a price ;:qua iZa "
mechanism, the wide disparity between domestic and fch nid Prlceso_
adjusted via the state budget. Broadly speaking, from ; e mlctﬁjeiher
nomic point of view, there are no price differences for firms w
they sell abroad or on the domestic market. _—
Second, there is no uniform criterion for dete1:m1n1ngd e
efficiency of foreign trade. Owing to the fact that the prlcels; udse10
not reflect the desirability of a given transaction, the metho cl) gﬁ
for calculating the effectiveness of foreign trade is based entirely
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“engineering” rules, rather than on an evaluation of costs and
benefits, !

Third, the system offers few incentives to boost exports and to
rationalize imports, This is in part the outcome of problems which
often characterize a CPE, such as the positive correlation of incen-
tives with volume and/or gross value of output and the lack of
penalties correlated with the costs of production, which leads to an
“unlimited” demand for resources, or to preference being given to
investment as opposed to innovation. At the same time imports
depend not only on the presence of a shortage, but also on the degree
of priority given to the shortage product. Planners also face export
constraints from below, in so far as spectal bonuses for exports are
not sufficient to make production for the foreign market attractive,
In particular costs connected with the improvement of quality,
delivery and servicing of exports are higher than the gains assyred by
the incentive system.

Fourth, as outlined above, in many respects the domestic
currency is not fully convertible into goods even within the country.
Money alone is not sufficient to provide a claim on available goods.

4. Trade liberalization and convertibility in the Soviet economy

The Soviet economy can no longer be described as a classic
CPE, since a more decentralized system is being built up. Schemati-
cally, the new system is characterized by a substantial improvement
in planning and management, with increased individual responsibil-
ity for the results obtained, greater enterprise autonomy, and
encouragement of various forms of private enterprise. A large part of
production is however still subject to direct control, through state
orders (Goszakazy); prices in the consumer markets are

fixed administratively, and resources are only partially allocated
through the market.

" Schematically, the methodology for calculating the economic effectiveness of foreign
trade is based, for exports, on a comparison of valuta earnings with costs in roubles, adjusted
with a corrective coefficient to compensate for the inadequacy of internal prices. Imports are
¢ompared with analogous goods or with the cost of goods exgorted to pay imports (although it
is almost impossible to entify which goods are exported).
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The reorganization of the forf:ign trade sector has grantelii some
enterprises the right to operate d}r(?ctly on the foreign mar e(ti, zif.
without the mediation of the Ministry of Foreign .Trade: an : the
FTO.? Many Soviet economists maintain that the final aim o tde
reform is a dramatic transformation of the nature of foreign trale
operations: the complete abolition o'f trade and currency mono;_)fQ ﬂ
and the introduction of trade in foreign currency based on a unifie

istic exchange rate.

w0 g??l&ztﬁnuary 1%87, twenty Ministries and about seventy a}fso—
ciations and enterprises have been able to import and export W{} O::l.lt
the preliminary authorization by the Ministry of For§1gn rz_tl e
(now the Ministry for Foreign Economic Relations). Subsequently,
the right has been extended to a larger number of f':i:(;nggmlc;
organizations (about 150 at the end of 1988) and, from April 1989, 1n
applies to all economic units “whose output is competltge ot_
the foreign market”."> The enterprises which cannot enter direc
ly the external market, can utilize specialized foreign trade organiza-
tions, which, however, will no longer be a brapch of 'the ll\/[lnlstry,
but specialized firms carrying out these operations with the njccs-
sary expertise. These enterprises are also fmth.omzed to retain an u_Sfi
part of the hard currency they earn, which is deposited in a specia
fund. . .

The reform has also attempted to increase exposure to interna-
tional prices, by introducing some forms of shiadow prices Edlffeu
rentiated currency coefficients - DVK differenzirovannye va utnﬂe
koeffitsienty). In theory, with the use of the ex ante cocflflccllents ;ctis
product bought or sold is no longer accounted for using the domes i
wholesale price, but directly from the .contractual. price on t te
foreign market. Coefficients are dl.fferr'anuated according dto impor ?
and exports, geographical distribution of trade and type o

t.'l‘fr '
pmd;lie December 1988 Decree also announ(:?d the introduction off?
unified exchange rate by 1991, as well as the introduction of a tari

i i i i sector
12 For a more detailed description of the Soviet reform proeess in the foreign trade

see Davippr (1989a). (1988), art. 2

" VLENTE , art. 2. )

1 £e Il)l?lf‘;‘!.rg?f of coefficients is unclear, but there are certainly morg thalfl 3‘3;32&5'{11';3}6'
range from 0.2 to 6.6. See AsTRAKHANTsEvA-KuzngTsov (1988). A num }tl:r o e Of
recc;gntly appeared in the Soviet press pointing out serious shortcomings in ¢ lt; gg). icients, <,
AnTONov (1988); Doronin (1988), esp. part I; GoLOVATYI-ANTONOV { ;

(1988); VaLyurnye (1988); ZaxHarov (1987),
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system as an indirect way of regulating imports and stimulating ex-
ports and of closing the gap between internal and foreign trade
prices.' '

There are important implications that need to be figured out in
the relationship between trade and monetary liberalizations, and, in
particular, the consequences of trade liberalization on economic poli-
¢y management. As discussed below, the transition to an indirect
system of management necessitates the adoption of new instruments
of economic policy, as well as a redefinition of some of the objectives
to be pursued with them. Obviously, the dismantlement of direct
controls has to be paralleled by the simultaneous introduction of
indirect instruments: selective credit and investment controls, in-
comes policies, and, later on, tariffs, and exchange rate management.
Vice versa, the evolution of targets and instruments of economic
policy, which must parallel the decentralization process, seems to be
missing in the debate among Soviet economists and policy-makers,

As we have seen above, in the classic CPF, policy intervention is
essentially carried out through direct and selective controls of import
and export flows, monopoly of FTO, etc. The price-equalization
mechanism (import taxes and export subsidies) allows the differential
domestic-foreign prices to be maintained and (theoretically) insulates
the domestic economy from external fluctuations. In other words the
planner, instead of promoting a microeconomic relationship between
internal and external prices using one or more exchange rates, allows
only a macroeconomic link, through the state budget. Thus, the
exchange rate as an instrument for maintaining external balance is in
many respects redundant; and this explains, at least partiaily, the
possibility of maintaining dramatic overvaluation of the official ratein
many CPEs.

When decentralization of the decision-making process takes
place, the exchange rate not only regains economic significance, but
becomes an essential instrument of economic policy. The co-
existence of indicative and normative planning (and the increasing
transformation of the first into the second) takes place during the
transition period, when some objectives of economic policy (e.g.
quantity of money in circulation, credit supply, etc.) can be managed
almost exclusively through the use of the “new” mstruments, while

“ Those measures are seen as strengthening “the basis for international commercial
negotiations with the GATT and EEC”. PosTANOVLENIE (1988), art. 6,
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others, like aggregate demand, may be influenced by ‘dn'ec't and m]é
direct ones. Moreover, the reform of monetary mechanisms in al%P
will only have effect if it is accompanied by measures of trade liber-
alization. The introduction of new forms of 11[1tc_rnaF10nal payments
goes hand in hand with the abolition of restrictive import policies;
however, the gradual character of this process must be stressed E)nce
again: it would be dangerous to advocate an immediate passage r(()im
direct control of all trade flows, from the monopoly of foreign trade,
to a completely liberalized system.

5. The process of transition to convertibility

With this in mind, we propose an analytical approach based on da
sequence of stages describing the transition to convertibility, mslpgus"g
by the experience of Western European countries from 1947 to 8

The post-war experience ofl‘{Westem European countries is char

1 four main aspects:* _ o
acwril)s?hg}s’trict link betwlzen the development of trade liberalization
and the increasing openness of the intra-European payments system.
As a matter of fact, it immediately appeared clear to the European
economic authorities that more advanced trade liberalization peelc.lbed a
less strict foreign exchange management. Slmllarly', f¥nanc1al i eri
alization would be of no use if traders’ ChOlC(?S werc limited by severa
types of restriction on foreign trade operations.!” o

ii) The crucial role played by external American fmancmfg (linf f‘e Ei-
ing the European economies to overcome the ?vlde array o dl'ffl'cult
ties faced during the transition to mgltllaterallsm. It seems f'l icu 1

to challenge the view that the massive flows of external financia

¥ Historical details of this experience can be found among others in: Dirsorp (1952);
1984); TrirriN (1957 and 1961). ) ) . .

M[L“'V’A%Il)lig idea)is clearly expressed by the following quotation from G. C:tt]rh, Cil}g;m?“l'}' 1‘1):2

the Managing Board of the European PaY.menE Url10n_(EP£)anrﬁlr1;Erlrl935tiO;21 1952: “The

n -

enlargement of the free exchange area requires the ex ension < ; bl
) riibility is widened; (...) currency co

B e Vs oehiepes umrency come l 1 be built and this in turt creates
through which a system of multilateral payments can be | s i

;l:leiglt‘:ﬁZdoL;ll%narket in vzhich goods are exchanged on the basis of fcompctliiveng.;lfrsr;p'le'gz

re-establishment of an internationai n}arket requires that the C?Izzti}cll:soob lig;?i:)ﬁ o? e

h t goods; if convertibility were not associate | h 10
iﬁis;cngggrgs i%wo]ving quotas, it would just be an expression with no content at all”; CARLI
(1952}, p. 936, also reprinted in CarLr (19535), p. 208.
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assistance decisively helped the European economies to recover very
quickly from the ruins of the war; it is indeed hard to think that
European countries would be able to substantially improve so fast
their institutions of trade and monetary cooperation and to move
towards multilateralism and EC without reduction of the economic
burden imposed by the reconstruction and by the need to finance the
essential imports (mainly from the US market) necessary for the
reconstruction itself.

ii1) The surprising steadiness which accompanied the gradual
liberalization of commercial and financial operations. This may have
been partly due to the British failure to go back to sterling external
convertibility in the summer of 1947, This episode probably made
many European governments wary of an excessively rapid return to
freedom in foreign currency transactions. Obviously, the parallel
improvement in the economic situation of European countrics
considerably helped the gradual consolidation of the process of
monetary and trade liberalization.,

tv) The flexibility in allowing temporary retreats from the
process of trade liberalization. The new institutions of economic
cooperation {the EPU in particular) and the agreements on import
controls reductions were devised in a way to allow a country facing
external imbalances the possibility of reintroducing higher import
quotas on some commoditics. A country resorting in the short-run
to forms of trade discrimination did not face the danger of trade
retaliation by other countries.

From a purely methodological perspective, the stage by stage
approach seems useful since the sequence described below can be
easily altered and supplemented by more detailed suggestions.’8
The logical sequence of stages (and the distinction between “region-
al” convertibility and convertibility with respect to Western curren-
cies) is also a useful theoretical device 1o understand more clearly
both the advantages and the drawbacks inherent in the decision to
move towards a more liberalized system. However, enlarged con-
vertibility should not necessarily be interpreted as strictly dependent
on the attainment of regional convertibility. In other words the two
processes may develop in parallel, even though it should be stressed
that there are necessary preconditions that need to be fulfilled in
order to make the whole evolution to EC feasible.

** The need for a stage by stage approach is also suggested, with reference to the West
African Currency Union, by Mc LenacHaN et af. (1982).
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Stage 1. Creation of effective mechanisms of monetary com-
pensatio%a within the CMEA; enhancement of the role of the Interna-
tional Bank for Economic Cooperation (IBEC).

Trade balances between CMEA nations, deriving both from
bilateral agreements or from trade planning, arc passed 011;1. t(]):) thle
International Bank for Economic Cooperation (IBEC). T 1sl an 5
calculates each country’s total balances tlowards' the IBEC itse fan
makes the monetary balance compensations using traditl'onz‘d com-
pensatory techniques.”” A country bu_1l'd1ng up a credit Ll)osn:i:)n
towards another CPE can use the positive balance to settle other
debts arising from trade with other CPE. .

These devices allow maximization of the a(‘ivantages deriving
from bilateral agreements: each CPE is able to avmd‘ tl‘le cqn_stralfnt of
not being able to use its surplus to settle a def1c1t arising r?lrn
transactions involving other currencies.* It goes without saying that
the existence of this mechanism of compensation could encourage
bilateral trade agreements which are not fully .bah‘mced (i.e. allqwuﬁg
surplus or deficit for one or both the countries involved), as is fi
case with present intra-CMEA trade mechanisms. Those comrpzrcm
transactions not included in bilateral agreements could be carrie (_)fl_lt
and settled using foreign currency made available through specific

ions. .

alloc?rtl this respect, two types of foreign exchange allocations may bt:
envisaged: in the first one, the central bank, “Th.lc(il retam: 10 :
monopoly over currency operations, allocates specifie " amoun Sare
foreign currency to firms needing particular imports; a 0(:;1.’c1.0nsl
carried out according to priorities established in the economic p an(i
In the second one, part of the convertible currency -could be alioc%tlf.
to importing firms through a system of competitive aucnons.‘t. :
system has the advantage of introducing an elm'ement of cc;mdpeu Ntic
ness among different firms: the high cost, in terms cil mees ic
money, of acquiring foreign currency should induce the firms

e e e oty . 96 For s
g?:;llrsl;)igncg;r:g: foﬁen;{ndafclir:zﬁ:)?lgs of the bank, see Francuz (1969); Braant (1977 and 198.7),
esp. Eupi‘/fgig‘?gl;, given the pec'uliarity of intraf(?MF;A tgade, it ngllf? ;{);duli;iﬁl gg éléztul'lfl:ifl];
ey o B ot ke, et rde balarces wi-d-os o IBEC.
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make efficient use of ‘it. Moreover, the price finally set for the
transactions, can convey to policy makers some idea of convertible
currency excess demand.?' However, one should also be aware of the
fact that the first currency auctions would not necessarily indicate a
realistic level of the exchange rate, because of the existing chronic
excess demand for foreign currencies in CPEs. 22 Finally the currency
auctions may influence the direction of commercia] tlows: if a CPF
wants to increase the amount of mmports from another country
(because of an excessively high trade surplus), the supply of the
deficit country’s currency can be enlarged.

It is likely that the volume of commercial transactions will
increase, when moving from a system of rigid bilateral agreements to
a system such as the one outlined above; moreover, the costs of 4
foreign trade structure based on bilateralism could be minimized,
though this would probably vary from country to country.,

At this stage it is not strictly necessary to think of reforms of the
exchange rate system, even if it is conceivable that each country

would begin to undertake a simplification of the existing multiple
exchange rate regime.

Stage 2. Reduction of quantitative controls on Sovier centrally
planned imports from other CMEA countries; beginning of the
process of trade liberalization inside the socialist economic area;
introduction of forms of planned convertibility.

Some of the firms inside the Soviet Union can now have direct
access to foreign markets; these firms do not need at this stage the
intermediation of foreign trade central authorities and they can
choose freely where to place their import orders, The import/
cxport flows which are no longer centrally determined can be still
part of bilateral agreements, or they can be totally autonomous

(though in the limits set by an economic system still regulated by the
central plan); '

' A correct estimate of the excess demand is obviously strictly linked both ¢o the way and
the care with which foreign currency auctions are managed; for instance, the sup ly of scarce
(excessive} quantities of f%)reign currency could easily lead to over(underjvalued levels of the
rates at which transactions take eventually place.

# In this respect, the recent Bulgarian experience is noteworthy; from June 1988,
a system of competitive auctions for the allocation of foreign currencies Kas been introduced,
The exchange rate at which demand and su ply are settled is sometimes ten times higher than
the official rate. Cf. Fast European Mar,gets, 8 (16): 2-3. 1988. Similar measures will be
introduced in the Sovier Union in 1989,
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— in the former case, imports are internally allocated }tlhrk())ugh gfl
system of licenses; since they are determined ex ante on the a;l_st }?e
bilateral agreements, they will probably not be sufficient to me
| importers; N
fn;;‘mtlhgf lz%cter Ic)a.se, the Soviet monetary authorltlesl face th;
problem of which currency to use. If we rule out the solutions od
barter and countertrade (though the latter has been Wldg:ly pr:ftctlc:ii
in recent years), four types of currency settlement can be envisaged,
involving payment with: .
a. the currency of the exporting country;
b. the currency of the importing country;
c. hard currency;
d. Transferable Roubles (TR). -
In the first two cases countries x_:vxll accept the paymfzilts orlldyble
they think that the amounts of foreign exchange recerved cou
" Ut'ITlLZeeg:;{port earnings in forgign currency are degosnﬁd parl;lg; inOzE
special fund created at a “foreign trade bank” (under the (lzion ol of
the central bank) and partly transferred (the percentage V&;ll l:lnc case
as the process of liberalizatiqn procef.:ds) to an account whic E:n e
used by the firm to finance its own imports. The:se earmrl]gs can be
reallocated by the foreign trade bank itself to finance the ; rEi t
operations of those firms which do not have direct afv;fcess to fo ha% "
currency markets. Obviously, even autonomous firms can
unds. ' _
acces;st(}atrhzssehfard currency payments are concerned, firms }\;Vl}l
certainly be willing to accept the currencies in excharégeilg}ven t;:i
effective convertibility into anyh other currency and their gen
i a means of exchange. o
acce}?Tt;llzllilr:zrc?;uction of a form of de facto co:uvertll:nht}r(i ;ljlannf(:id
convertibility, may be envisaged should th‘e TR be moreh widely us;:cé
In the case of multilateral clearing, as e.rwlsaged here, the emerge ©
of creditor and debtor positions is still determined ex Eznte, 01; hle
arises because of unanticipated price changes which mlfrl ueél]g;j e
final values. A mechanism could be introduced to allow the TSR ©
exchange their currencies with the IBEC, when zcgux:}l;;gSDR’S,
technical procedures would be similar to those used in he SDRS
operations; either a single exchange rate or a systenﬁi of severa,
exchange rates (according to comlrnoc.ilty groupmg:s‘) could b A pf; »
to the transactions. The determination of these “parities” by
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CPE would allow the creation of a parities grid which could
obviously be revised whenever circumstances would ask for it

It is plausible that the problem of unplanned trade and current
account imbalances would arise as the number of tirms directly
engaged on the foreign markets increases, Policy makers should then
make use of the indirect instruments typically utilized in the market
¢conomies, in order to overcome external disequilibria, particularly
structural deficits (e.g. inflexibility of demand for imported com-
modities or agricultural products). The use of these policy instru-
ments should aim to:

i stimulate exports (either through credits, subsidies, fiscal
benefits to the exporting firms, or a revision of IBEC parities);

ii. control imports (through selected quantitative reductions,
tariffs, quotas, ecc.). It is important to stress that the re-introduction
of strict controls does not mean a return (or a confirmation) of the
“plan philosophy”. On the contrary: authorities intervene ex post to
balance the disequilibria arising from unplanned and unexpected
agents’ actions.

At this stage the use of the traditional macroeconomic instru-
ments for managing aggregate demand (fiscal policies, discount rate,
ceilings on bank lending, etc.) seems premature, given the limited
part played by the liberalized side of trade and the fact that the classic
mechanism of internal planning still prevails.

Stage 3. Introduction of the first elements of a greater degree of
Jree transaction between the roubie and the other socialist currencies
and gradual increase both of trade outside guantitative Planning and
of the amount of currency freely available for commercial purposes.
Slackening of the regulations concerning the use of currency for
tourism, study abroad, other special purposes.

Trade between Socialist countries is now increasing and Eastern
Europe is becoming an area in which the holding of a specific
currency no longer constitutes an obstacle for a higher level of trade
and monetary transactions. At this stage the problem of managing
the exchange rate, as an instrument of economic policy, arises.
Central monetary authorities retain control over the allocations of
foreign currencies to firms.?* In this respect, flexible use of the

* It is worth remembering that the currency is still used only for commercigl purposes, a
fact which guarantees a low epree of volatility of the exchange rate.
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exchange rate may encourage competitiveness in specific geographic
dities. o
arcasl’?;g(r:gsz] ?;%fards the unification, or at least the 31,1'1r1p11f1;:15ui1onic }(IJ:
the present system of multiple exchange rates may run pafl;:_l ellto the
strengthening of the domestic economic reform process.1 ! Ela yt,o i
important to underline that at this stage every CPE Wloq ave ¢
something about the distortions in the structure of relative prices a
the excessive differential between internal and exter.nal prices. 1 u;
effect of such a distorting gap would be an equally distorted level o
exchange rates, which would hamper 'ﬁle use of the exchange rate as an
ive instrument of economic policy. _
Effecglf tll?e other hand, the abolition (or a decrea‘se' in the amofunt)‘ of
export subsidies would lead to a loss of competitiveness on foreign
markets. Within the CMEA countries, thls‘loss of cot:nl?eut];vene}js
could be partially offset by a mutual reduction of subsidies, but t e
problem of a drop in competitiveness outside the trade area fma(ljnSAt
At this stage, firms have increasing frefec'lom to buy frorn abroad.
the same time central monetary authonges can provide the qe_cessarz
monetary resources, while retaining their function of supenlr:smn ;.nh
coordination, using the new network of comm_ercml ban s, whic
would perform independently part of the.techmcal operations pre
viously implemented by the central bank itself. y
The allocation of money for tourist purposes, study, etc., woul
now be carried out using more flexible criteria (e.g., morci:i rere}hsgc
exchange rates, increase of the amount of currency allowe ).P rlq e
and external financial imbalances are now more likely to arise. Policy
makers can intervene with the tools mentioned ab_ove, making r;mﬁe
extensive use of tariffs and selective import credits. The use o tbe
classical macro instruments for managing aggregate demand fan 3
postponed until the proportion of free trade surpasses the planne
portion of foreign trade.

: : . ign

Stage 4. Increase in the degree of freedom in managing fore
cmremj;g stocks held by the firms and centralization of hard currency
funds by central monetary authorities.

il 1 rate
is situation, it is li e pressure for an exchange
e Sltuatl?n, Hlls hke}ydth? X ex%qrfilzvgil;?icdriiishfve been abolished. Obvious-
ation, at least for those goods for whid : 1 i
i:levzl;;eﬂ the need of high technology imports from market ecoalomtes, ta S:;lec:js:n B
J;,valuation — in a context of growing price [iberalization — does no
solution for the CPEs’ trade problems.
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Firms enjoying a greater degree of autonomy from the central
plan now face the problem of managing their foreign currency hold-
ings both for purely commercial and financial purposes. In the last
case the firm may decide to hold a specific currency portfolio,
according to its expectations of changes in the parities of some of the
socialist currencies. :

The central bank can obviously retain strict control over the
firms’ financial behaviour, restricting or enlarging the amount of
foreign currency freely available.

The firms’ increased financial autonomy now makes the risk of
external imbalances even greater. Cooperation among CMEA coun-
tries aimed at concerted action to ensure the stability of exchange
rates becomes crucial. Trade and current account imbalances must
obviously be financed. The methods used in coping with these
problems will not differ very much from those typical of market
economies: external credits from foreign governments, indebtedness
on the private international financial markets, “swaps” between
central banks, financial assistance from international bodies (the
IBEC in particular, in this case, but also the IMF and the World
Bank, if the intention to join them is finally implemented by the
CMEA countries which still do not belong to multilateral organiza-
tions),

A further difficulty arises at this stage of the transition. The
Central Bank needs to build up a stock of currency reserves, which
can be used in the event of temporary exchange rate and balance of
payments crisis. However, in the limited context of intra-CMEA
convertibility, such a problem should not be t00 serious for the
Soviet Union. The rouble will probably be the most widely accepted
means of payments within the area, given the amount of transactions
between the USSR and the other Socialist countries.

What is new, however, is the presence of an external channel
which contributes to the creation of monetary base; this reinforces
the need for a careful supervision of the reformed system by the
central monetary authority.

In short: two parallel markets are now at work. One in which
currency exchanges can be carried out using decentralized proce-
dures, though subject to some forms of control by the center. The
other, which plays an increasingly minor role, where direct manage-
ment by the Central Bank and the system of competitive bids, grants
access to hard currency even to the non-liberalized tirms, ‘The

!
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planner still retains some discretionary conFrol over transactions: fog
instance, the question of whether transactions with country y (air;h
therefore currency allocation) are preferable to trandsafcftl‘ons fwthe
country x is decided according to the surpluses or deficits o

balance of payments.

' ' ] ket within
Stage 5. Creation of an effective foreign exchange mark
the CM%A; authorized banks are allowed to trade freely in curren-

cies even for purposes of arbitrage.

This stage is characterised by the transition from a mlﬁltlgl;f,lig;
of exchange rates (or coefficients such as l':hc DVK in lt es ovic
economy) determined by monetary aut}}ormes, to a simp Cli‘ni; e to.
The final goal is the introduction of a unique excha%%e r(zéte,t rlal ed o
a greater extent to currency demand and supply. The Cen ! Bank
authorizes a limited number_ of commercial banks to c'au}‘1 y out
currency transactions, including arb.ltrage (?p.eratlolns (Wlt mtions
narrow limits of fluctuations around fixed parities). These (l)lper:;tr h
are for the moment of a short-term type (three, six moptds). dus;
the determination of the exchange rate is now partially in ?en Z?t
from currency supply and dema}ld arising from 11npc?ﬁt an Expds
flows. A fixed exchange rate regime, with limited osci atlon_t ;mri(i
may be more appropriate at this stage.zf‘ An exchallzge rate Pcim 2:1 g N
among the various socialist currencies could be mtrof u}(l; .ain
Socialist Currency System (SCS) could be based on some of the m
features of the European Monetary System (EMS):

—- oscillation bands, if necessary diversified 'by country; S
— currency realignment in response to excessively strong pressure

he existing parities; N
T ::ooperatiog getween central monetary au.thonues.; o the
— possibility of some countries delaying their commitmen
currency agreement; f :

— mmon unit of account, ‘ .

u'STeh: fr;leczf the Central Bank becomes‘ more important, glveE
the commitment to maintain SCS parity, as it has to mf:mlage aesggi\”; S
of foreign reserves, initially limited to the more powerful curr

ibili i nacceptable
# A regime based on more pronounced exchange rate ’flexlbllu‘:yfm{gh;1 }81:::'(; Finﬂatilz) rory
consequences for the economy, particularly the emergence or the reinforce

pressures.
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which emerge within the area, At this initial stage of the SCS, the
currency speculative manoeuvres will come exclusively from other
socialist countries, Tt s important to underline the role which the
IBEC can play in the case of unexpected trade and payments
disequilibtia. The mechanism of intervention could be similar to
those of the IMF (creation of a pool of different currencies, credic
advances in main currencies according to criteria based on con-
ditionality). During the preliminary phase of the SCS more automa-
tic credit concession may be envisaged, once the criteria according to
which a disequilibrium of the balance of payments merits external
intervention have been established.

The IBEC may transfer to CMEA deficit countries the sur-
pluses in hard currencies accumulated against the rest of the world
by surplus countries.? Countries with a structural deficit, or even in
temporary difficulties, could have access to IBEC hard currency
credits,

The TR could continue to play its role as the socialist intra-
regional currency, even though the possibility of arbitrage between
the exchange rates of the various currencies with the TR and the grid
of parities within the SCS would have to be avoided or reduced. The
increasing role of market mechanisms in exchange rate determination
should tend to “equalize” the various exchange rates, though the
possibility of discrepancies cannot be ruled out a priori. The
possibility of commercial and monetary crists would now be even
greater. However, at the same time, new instruments of economic
policy may be used, e. g. controls on the aggregate demand in order
to maintain external equilibrium. Such equilibrium can be strength-
ened by exploiting the remaining components of the traditional
system of planning and management, as well as monetary and fiscal
policies regulating global demand.

Stage 6, Completion of the commercial and monetary libevaliza-
tion process within the CMEA, and decrease in imporiance of
compensatory mechanisms.

This stage sees the gradual strenghtening of the tendencies
described above, with respect both to the advantages deriving from

* Obviously, as long as convertibility of the kind described applies only to CMEA
countries the system may work, Given the potential tendency to run up c]peficits with the rest of
the world, and more specifically vis-d-vis the Western industrialized countries, more serious
problems might arise in the event of more general convertibility (see below).
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commercial and monetary liberalization, and to the r1?ks l{n_liefir }t:;
the balance of payments deficit and to possible curreré(,y crés;s.(With
share of unplanned foreign trade surpasses the plam:ie quo jimakin
a parallel increase in the decentralization of the ec1s10r}mm th%
process). The economy is even more exposed to pressuresh 1 the
external sector: these circumstances lead to the need to enhanc ihe
use of classic instruments of macroeconomic contr‘ol. IE partlc;; d;
the exchange rate is nowhb_oth a posglble source of disturbances

jor instrument for their correction. ' _
ma]of)g:asof the main problems facing the planners:s t}fle (illchot;)er;lg
between long-term planning and “management | ) }f ort term
disturbances. In this environment‘pla.nmng tasks also 1c angle'ia with
exchange rate stabilitly and the maintainance of external equils

ing increasingly important. ‘ ‘

beco?ﬁ:gcé?axistencg }(I)f ingicative and normative planning (and t}];e
increasing transformation of the latter into the former)iurr:ttijil bz
envisaged at this point. Some sectors (e.g. priority ones) ;vmone >¢
subject to administrative orders. Some targets (quanflt){ 01 thmﬁ ¥
circulation, credit supply, etc.) may be attamed. exclusively g
the use of the “new” instruments of economic policy.

Stage 7. Strengthening of commercial and monetary liberaliza-
tion with respect to Western countries.

The process of commercial and monetary liberalization E?s—}iz;?;s
the rest of the world gives rise to more corr}phcat_ed ssucs, w é:ME A,
however, similar to those alr}eady examn}ed in the intra- MEA
liberalization process. The main problem is still the e)lﬂstenc o
trade structure based on bilateral agreements, slzatrltct y regulat
planning of trade flows, and.cgr.rency inconvertibility. il tend

It may be supposed that m.lt}aliy the Soviet {?coanllrny il tend
to maximize the advantages derwmg from prevailing bi ?tera g e
ments. Given the impossibility of using a clearing house for co(:;pwas
sating imbalances arising from trade with market ecqnlormes fas was
the case within the CMEA) it will become essentia ftLO ria e
constraints of rigid trade and monetary controls at the 1f1“m cﬂfef:it.her
particular, stocks of hard currenl;:{r1 can ]aedfsupssclllig ;\?e 1(1)’;1151 e

a system of competitive bids, as indica _ , :

Eikil;g;giilocs}:tion by the pi)anner. The system of bids, as well.asé 81Sg(1)1§112
coming from the black market for currencies, can giv
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indication of a realistic level of the exchange rate,?” Another possibil-
ity is the creation of economic enclayes in which firms are allowed to
exchange foreign currency freely. The idea of so-called free zones,
and the possible emergence of two monetary circuits, is part of the
carly phase of transition to a more enlarged form of EC.2* Iy
particular, a specific currency backed by gold, foreign currency
teserves, and export carnings — the “gold rouble” — could be used
as a means of payment inside the free zones and at the same time as a
means of settling trade transactions with non-CMEA countries.

At a second stage, when presumably part of the excess demand

for imported intermediate goods will have been mitigated both by
the increased technological level of domestic production and by the
parallel evolution of the decentralization process, decision-makers
will tend to relax some of the restrictions concerning type and
quantity of imported goods. A system of licences could act as a
substitute for direct allocation in the distribution of imported goods,

There will, however, still be a strong degree of centralization in
currency management, with the central bank retaining the exchange
rate monopoly and, with the growing number of commercial banks,
becoming responsible for the satisfaction of currency requests arising
from the real side of the economy.,

It may be supposed that removing some of the obstacles to
domestic convertibility will help and accelerate the process of
convertibility towards third countries. In particular we have already
seen that one of the difficultics of the transition to convertibility was
the definition of 2 proper exchange rate. Improvements in the
domestic sector of the cconomy, the reduction of the differential
between domestic and foreign trade prices, which have helped to
achieve a more realistic leve] of the exchange rate within the CMEA,
should speed up the same process with respect to the rest of the
world,

Under conditions of greater cxternal openness increasing free-
dom of Western partners to buy Soviet products may be useful, since

it may provide Western countries with a good reason for holding,
and transacting in roubles.

# Initally, if thereisa tendency to import technologically advanced goods available only

on markets outside the CMEA, supply of hard currency should be directed towards the more
obsolescent firms,

* Similar proposals have been recently advanced by A. Acansrayan (1989),

N
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While the process of liberalization within the CMEA area
should develop at the same time for all member countries, a similar
process towards the rest of the world may be different from country
to country. In this respect a crucial role may be played by the IBEC,
which can influence the different speed of adjustment for some of the

socialist countries,

Stage 8. Determination of rouble exchange rate on the interna-
tional markets, according to the conditions prevailing on those
markets when EC is introduced. Gradual abolition of restrictions on

capital movements to market economies.

Socialist governments may now gradually open up to Western
monetary systems,

Various hypotheses may be advanced:

— the TR is made externally convertible;

— the Soviet rouble is made externally convertible;

— all or some of the socialist currencies are made externally
convertible.

This stage can be considered the final one in the process of
transition to convertibility. The opening to international currency
markets raises the problem of the adoption of a specific exchange rate
regime. In the experience of Western Furopean countries, the EMS
monetary agreement among various states allows the determination
of ratios between currencies on the basis of collective rules, rather
than the behaviour of a single country. In the case of socialist
countries, political, as well as economic considerations may suggest
pegging each currency to EMS parities® or even to the ECU.

In the event of both convertibility of the TR and of all or some of
the national currencies, such criteria could assure a greater stability of
the exchange rate and could give indications of the variations in the
degree of competitiveness towards the commercial area (Western
Europe), which presumably will continue to be privileged.

All the problems concerning external shocks are still present, and
it will be even more necessary to adopt an effective mix of monetary
and fiscal policies to cope with them. However, the decentralization
process of the economy will, hopefully, have proceeded to such an

¥ Even though this raises the problem of which specific EMS currency to use as 2
reference.

— .
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CXI¢ W i i W
2

it oo .
Se};vof coliwertlbdl.ty for non-residents. The creation of currency re-
Currteafl ta ets p(liace in tlhe usual Iway: international indebtedness in hard
€y, trade surpluses, sale of gold i
ency, stocks, and, in the event
o
part1'(i'3£alfzon to thfe IMF, through allocation of SDRs f
Conside: 1;1tr0d.uct10n of greater freedom in capital movements can be
¢d an important step, but not it
_ ) a necessary co :
attainment of convertibility,3° 7 condition for the
devegf’emhave falready advance.d a few hypotheses concerning the
pment of an embryo capital market among socialist countries

6. Conclusions

In thi o
Pmce?s til;s ﬁ)épfer Wfl have gfgléed that the feasibility of the transition
Or the rouble depends both on th 1
_ € success of Soviet
o
mestic reforms and on the gradual nature of the transition to
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multilateralism and convertibility. As we have seen, the transition
from a centralized system of planning and management to a decentral-
ized one creates macro and microeconomic problems. Until today the
centralized system of planning and the price equalization system
reduced, or actually completely eliminated the role that the exchange
rate plays in an open economy. The main instrument of economic
policy is represented in a classic CPE by the state budget, which
allows, through the mechanism of equalization mentioned above, the
maintenance of a dual pricing system and the isolation of domestic and
external flows (minimization of damages deriving from external
shocks). When direct contacts between enterprises are introduced,
firms are allowed to trade on foreign markets and the creation of joint
ventures is encouraged, the convertibility issue starts to arise, as well
as that of how to give “rationality” to the exchange rate (and more
generally to the classic instruments of economic policy).

Drawing on the Western European experience of the 1950s, we
have suggested an eight-stage approach to EC, with respect both to
CMEA countries and to the rest of the world.

The main objection that may be raised to the transition process
described above, is that an excessive attention is paid to commercial
and financial liberalization within the CMEA. It can be argued that
many of the difficulties facing the Eastern European CPEs are con-
nected to the excessively closed nature of the Socialist system. The
solution is often seen, even within the socialist countries, in a greater
participation in international trade and integration in the world
economy.

While this is true, it is important, however, to take into account
that:

i) the process of socialist economic integration has to be streng-
thened using different instruments from the past;

i1) the process of transition to convertibility within the area must
be paralleled by a similar gradual process of “opening up” to the rest of
the world, and in particular to Western industrialized countries.

Within the context of growing polarization in international trade
(trade areas, unified markets, and so on) it is not clear why socialist
countries should give up the potential advantages of being part of a
commercially (and in some respect politically) integrated area. In
other words, why should what is perceived to be advantageous for
Western European countries not apply mutatis mutandis to Eastern
European ones? The advantages of being a member of an integrated
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area 1
are cven greater ata time of structural modifications of the system

of planning and mana e ea
be useful, despite the gement. Converub}hty within the CMEA may

bdw’l;c; :,]:2 ;181]); th; CMEf&, once its tasks and path of development
. ied, can play a very important role in the
roc
opening up to the rest of the world by the socialist countrief.' It i:stsrl?i

that the possibility of some CPE jndivi
' individ i
with Western countries cannot be ru‘;;duggf feaC}}lf}g (o gonl of EC

and the decision to move towards enlarged EC.

Firenze
Roma

Renzo Davippr - Erisio Espa
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