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Country grouping
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Eastern Albania, Bulgaria, Croatia, Czech Republic, FYR Macedonia, Hungary,
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Baltic states Estonia, Latvia and Lithuania

cis The countries of the former Soviet Union excluding the Baltic states

Countries of The EBRD's member countries in eastern Europe and the

operations former Soviet Union

Abbreviations

The Bank, EBRD The European Bank for Reconstruction and Development

BIS Bank for International Settlements
CEFTA Central European Free Trade Agreement
CIS Commanwealth of Independent States (which includes as full or
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CSFR Czech and Slovak Federal Republic

EFTA European Free Trade Area
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FDI foreign direct investment
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GATT General Agreement on Tariffs and Trade

GDP gross domestic product

GNP gross national product

GSP Generalised system of preferences: exception to the Gatt's MFN

principle, established to accord lower tariff rates (than MFN) for
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IFl international financial institution
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MFN most-favoured nation: GATT principle that gives a country tariff
treatment equal to the lowest rate generally offered to other countries
na not available
NAFTA North American Free Trade Agreement
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QECD Organisation for Economic Cooperation and Development
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Foreword

The purpose of the EBRD is to foster the transition to the market economy in the countries of eastern Europe and the former Soviet
Union. The Bank’s principal means of furthering this ohjective is participation in investments that promote the development of the
private sector. Its activities must therefore be informed by an analysis of both the transition and the role of investment in the
process, The series of annual Transition Reports, of which this is the second, is intended to further this analysis, as a contribution
both to the EBRD’s own effectiveness and to the activities of those, whether in business, government, academic life or elsewhere,

who are participating in or studying the process of transition.

As last year, Part I of the Report is devoted to defining, measuring and assessing the movement of transition, and Part IV to
macroeconomic developments and forecasts. The main themes for this year are investment. in Part LI, and enterprise develop-
ment, in Part TI1. Investment will be the central instrument of change over the next period of the transition and is now beginning
to recover in a number of countries in the region. The quality and level of that investment will be key to shaping the transition
over the next decade. Many of the economies of the region have returned to growth in the last year or two. However, if the reforms
and sacrifices of recent years are to realise their full potential in terms of a well-functioning market economy, the investment
process will require strong support. That support must take the form of deepened reforms and strengthened macroeconomic
stabilisation, but external investors have a crucial role to play. The next phase of the transition will be vital — the responsibilities

associated with this historic process are great but so too are the opportunities.

Institutional change, both in terms of the enterprise itself, and the business, financial, legal and social framework underpinning
the enterprise and the market process, lies at the heart of transition. That this institutional change will take time was a key
message of last year’s Transition Report and comes through strongly again. That this change takes time does not, of course, imply
that the process should be delayed or pursued less rigorously. Indeed, the evidence is coming through still more strongly that those
who embarked on the process early and more firmly have experienced the emergence of growth sooner and at lower social and

economic costs.

Production of the Transition Report is the work of the Office of the Chief Economist working as a team, but this year we have had
the most welcome contribution of the Office of the General Counsel, which is responsible for Chapter 6. The team, which drew on
all parts of the Office of the Chief Economist, was led by Mark Schankerman, Director of Policy Studies, who provided intellec-
tual direction and the overall structure for the Report. Within the OCE the editorial process for the Report was the responsibility
of Kasper Bartholdy, Mark Schankerman, Andrew Tyrie and myself. Anne Maklan bore the heavy burden of coordinating produce-

tion within the OCE with equanimity and efficiency and with the strong support of her adminisirative colleagues.

Principal responsihility for the chapters is as follows. Chapter 1, the introductory chapter, was by myself with the assistance of
Vanessa Glasmacher. The authors of Chapter 2, on the measurement of transition, were Alex Neuber and Mark Schankerman,
with the assistance of Macé Mesters, Kasper Richter and Ksenia Yudaeva. Annex 2.2 in Chapter 2 forms the foundation of the
work on measuring the transition and draws on the input of the whole office. It was organised primarily by Alex Neuber.
Chapter 3, which views the investment process from an economy-wide perspective, was written by Hans Peter Lankes with the

assistance of Pietro Garibaldi. Chapter 4 analyses investment from the perspective of restructuring and sectoral reallocation: this

European Bank for Reconstruction and Development



chapter was written by Hans Peter Lankes, with assistance from Maria Nikolakaki and Ksenia Yudaeva. Chapter 5. on the
financing of enterprise investment, was written by Stephen Fries with the assistance of Carlo Sdralevich. Chapter 6, on legal
reform related to investment, was written primarily by Gerard Sanders and Frangois April of the Office of the General Counsel,
with input from other members of the OGC. Chapter 7, which analyses the transition impaet of investment projects, was co-
authored by Robin Burgess and Mark Schankerman with substantial input from Kasper Richter. Chapler 8, on the links between
ownership, governance and enterprise restructuring, was written by Philippe Aghion, Mark Schankerman and Andrew Tyrie,
with input from Lina Takla. Mark Schaffer kindly helped us in preparing the data presented in the chapter, Chapter 9, on small
and medium-sized enterprises, was written by Ian Goldin and Francesca Pissarides, with substantial input from Kimya Kamshad
and the assistance of Michele Clara. Steven Fries was responsible [or Chapter 10, which analyses the development of financial
institutions and markets, with assistance from Mayamiko Kashingwe and Carlo Sdralevich. Chapter 11, including the annex, was
written by Kasper Bartholdy and Chapter 12 by Kasper Bartholdy with the assistance of Vanessa Glasmacher. They also
compiled the macroeconomic data series for each country, with input from the EBRD country economists. Ivan Szegvari provided
information and insights on developments in Russia for several chapters. Willem Buiter, John Flemming and Ricardo Lago
provided helpful input into a number of chapters. While we have attempted to be as up-to-date as possible, the cut-off date for

revisions to most of the draft chapters was early August 1995.

The OCE would also like to thank Andre Newburg for reading and commenting on the entire Report, and Bart le Blanc for his
valuable comments. Sandy Donaldson (copy-editing). Victoria Jones (publications). Simon de Nicola (design), Tony Lambrou

(design) and Steven Still (design) have provided invaluable assistance in this effort.

We have benefited from discussions with our colleagues at the World Bank, particularly Alan Gelb and his collaborators, who are
working on the 1996 World Development Report (which will focus on transition), and a number of researchers at the World Bank
studying transition. Many people outside the EBRD assisted us in gathering data and other information about countries in the

region and we would like to thank them collectively. Some are mentioned in individual chapters.

The assessments, statements and views expressed in this Transition Report are not necessarily those of the EBRD. The Office of
the General Counsel is responsible for those in Chapter 6. The responsibility for those in other chapters is laken by myself on
behalf of the Office of the Chief Economist.

Nkd. @

Nicholas Stern

Chief Economist

2 October 1995
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Executive summary

Chapter |

Introduction: opportunities and challenges in
transition

This introductory chapter emphasises that the transition is about
institutional change, involving not only the advance of the private
sector but also a fundamental transformation of the role of the
state, in particular in the economic, financial and legal institu-
tions underpinning the market economy. The past year has seen
great advances in the region, in terms of the transition itself, in
the resumption of growth and investment, and in the control of
inflation. Deep-seated and long-lasting challenges remain,
however, in creating, developing and strengthening underlying
institutions and in restructuring enterprises to overcome the
industrial and environmental legacy of decades of the communist
system. The main themes of the Report, in particular the leading

role of high-quality investment, are summarised in Section 1.7.

Chapter 2

Transition: measurement and indicators

The chapter provides an account of changes in transition over the
past year. It presents a detailed description of transition progress
in each of 25 countries of the region, including a summary table
with country-specific indicators for the stage reached in various
areas of reform. While the past year has seen important advances
in transition across the region, the most rapid change is now
taking place in the countries of the CIS. In the largest of these,
Russia, privatisation has advanced substantially, relying heavily
on a transfer of shares to insider owners (managers and
employees). Russian prices and foreign trade have been increas-
ingly liberalised, although about a third of prices remain subject
to restrictions.

After initial reluctance, in the second half of 1994 Ukraine
embarked on widespread liberalisation of prices and foreign
trade and on privatisation of selected large companies. Most of
the smaller CIS countries have, over the past year, liberalised
prices and foreign trade while tightening subsidy and credit
policies, and most of these countries have begun implementing
mass privatisation. In Kyrgyzstan and Moldova, following
comprehensive reform and stabilisation packages in 1993, the
market focus is becoming entrenched, with prices freed, compe-
tition from imports, and advancing privatisation. The countries
of eastern Europe and the Baltics, all of which implemented
market liberalisation and small-scale privatisation in 1990-92,
are facing the longer-term challenges of institution-building
associated with large-scale privatisation, enterprise restruc-

turing and financial sector reforms.

European Bank for Reconstruction and Development

Evidence is provided on the changes over time of key social
indicators. Mortality rates in Russia and the Baltic stales
increased by 40-70 per cent between 1989 and 1994, reversing
the trend seen in the 1980s. On the other hand, mortality rates
in the fast-reforming east European transition countries evolved
during 1989-94 largely in line with the trend observed in the

preceding decade.

An annex to Chapter 2 presents official data on the private sector
share of GDP. These data were collected by the EBRD from statis-
tical agencies and ministries in the countries in the region

specifically for publication in this Report.

Chapter 3

Investing for growth

This chapter examines the pattern of investment in recent years
and discusses its role in the growth process. The available
evidence suggests that investment has fallen, but also that invest-
ment began falling before reforms had started, and that fast reform
creates the conditions for dynamic investment. Measured against
the key role that it should play in providing the infrastructure for
private sector development, government investment is low in many

transition economies.

Suslained high growth rates will be needed for convergence with
Western standards of living, but the transition economies can tap
substantial “productivity reserves” in the form of under-utilised
human capital, and close a technology and management gap.
This should make returns to investment high and thus invest-
ment easier to finance. Nevertheless, for the growth process to be
sustained, domestic and, in particular, private savings will have
to rise. External financing is bound to be limited as a share of
total financing for a region as large as 400 million people.
However, external participation, through finance and in other
ways, can play a crucial role in developing and anchoring

reforms and in transferring intangible forms of capital.

Chapter 4

Determinants of investment in the transition

This chapter argues that the price of existing factors of production
— including human capital — has in many cases been driven well
below their potential yield and thus, compared with similar
projects in more mature market economies, potential returns to
investment are high. Returns can differ substantially among
sectors, depending on the degree of technological obsolescence of
existing assets, the effect of shifts in demand and prices, and the
scope for complementarities with assets now in excess supply.

Given the inherent complexities and uncertainties, a policy of



attempting to target “winners” is unlikely to be successful.
Government investment policy should concentrate on facilitating
the response to opportunities by helping to reduce or mitigate
uncertainty — perhaps the most serious impediment to investment
— and administrative constraints. as well as investing in the infra-

structure necessary for dynamic private sector development.

Chapter 5

Financing enterprise investment

The evolution of the financing of enterprises is discussed using
recent experiences in the Czech Republic. Romania and Russia.
In the transition, the financial sector acquires an increasing role,
replacing that of government, in mobilising savings for investment
and in exercising financial discipline over enterprises. However,
as the government withdraws and as the financial sector takes time
to transform, the evidence shows that enterprises become heavily
reliant on their own internal funds. For enterprises that are
controlled by government, by inside managers and workers or by
dispersed outside shareholders, there is thus an absence of the
financial discipline that can arise from owners or providers of
outside finance. The greater provision of outside finance (debt and
equity issues) to enterprises with weak governance can become an
important source of financial discipline. Recourse to outside
finance can be promoted by fostering the development of the finan-
cial sector to make outside finance more easily available. A
second, complementary, approach involves measures to promote
product market competition, primarily through trade liberalisation,
enforcement of anti-monopoly laws and facilitation of market entry,

which can potentially increase the demand for outside finance.

Chapter 6

The contribution of law to fostering investment

This chapter provides an overview of the legal rules affecting
investment in the countries of the region and seeks to assess the
effectiveness of those rules by evaluating the degree to which
they are clear, accessible and adequately supported administra-
tively and judicially. An annex sets out a country-by-country
assessment of these issues. A table also provides a summary
score for each country under two broad headings: the extensive-
ness of the legal rules on investment and the effectiveness of
those rules. It shows that the countries of eastern Europe have in
general made greater progress than those of the CIS both in
adopting legal rules and in applying and enforcing them. Few
countries, however, have investment rules which closely approxi-
mate o international standards. In those countries that do, the laws
are often compromised by being unclear, inaccessible or poorly
supported administratively or judicially. Throughout the region,

most countries have made more progress in enacting law than in

ensuring its effectiveness. In particular, the judicial and adminis-

trative support is frequently poor.

Chapter 7

Transition impact of investment projects

Investment projects, if carefully selected, can advance the tran-
sition process. Three critical dimensions of the transition impact
of projects are identified: the development of market-based rela-
tionships between enterprises, the promotion of market-oriented
skills and learning, and the development of a competitive
market environment. Examples of EBRD and other IFI projects
are provided to illustrate these transition impacts, in particular
those involving infrastructure services, privatisation and
restructuring, and the development of competitive interactions
between banks and enterprises. The promotion of learning, in
the sense of reskilling, can enhance the compatibility of the
exisling stock of “human capital” with markets and new
processes. Small and medium-sized enterprises are identified as
attractive vehicles for testing and demonstrating the profitability
of new processes. To the extent that these types of high-transi-
tion-impact projects generate benefits that are not captured by
the original investors, there is a role for governments, develop-
menl agencies and international financial institutions in the

promotion of such projects.

Chapter 8

Ownership, governance and restructuring

The structure of ownership greatly influences the scope for effective
corporate governance. This in tumn influences the degree of restruc-
turing which is likely to take place. These issues are discussed.
largely with reference to four countries: the Czech Republic,
Hungary, Poland and Russia. Privatisation programmes have
dramatically altered ownership structures in these countries in
recent years, but the early evidence suggests that these reforms
have not necessarily improved corporate governance significantly.
From the best available survey evidence, it appears that “inside”
ownership may be delivering less effective governance than domi-
nant outside ownership. In particular, it seems that “deep
restructuring”, involving substantial new capital investment, is
being undertaken to a much greater degree in firms with dominant
outsider-ownership, especially those owned by foreign investors,
Deep restructiring may be achieved by other means; in particular,
the development of securities markets can contribute to better
governance and more active restructuring by facilitating a concen-
tration of outside ownership. The design of mass privatisation
schemes, in countries that have not yet embarked on the process,

can benefit from the experience of the early reformers.
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Chapter 9

Small and medium-sized enterprises

SMEs play a special role in transition, as vehicles for experimenta-
tion in product markets (discovering competitive advantage), and
by providing demonstration effects, among other functions. They
allow flexibility in highly uncertain environments, provide re-
employment opportunities for displaced employees and managers
from the stale sector, and provide productive use for household
savings in markets with underdeveloped financial institutions,
especially in the early to middle stages of transition. An accompa-
nying annex summarises the development of the SME sector in
each of the countries of the region, providing official data and
additional information on the size and characteristics of the sector,
and the contribution of SME-related legislation and other support
programmes implemented by the government.

Governments can promote SMEs, along with all economic
activity, by providing a stable macroeconomic environment and a
“level playing field”. This involves removing the range of restric-
tions and biases against SMEs inherited from command
economies and placing SMEs on the same regulatory and tax
footing as other economic activity. [nternational financial institu-
tions can also help by providing a combination, not generally
available elsewhere, of lending, equity and technical assistance

for SMEs.

Chapter 10

Developing financial institutions and markets

Progress in financial reform is examined here. Despite advances
in reform of banking regulations, enforcement capacity is
limited, particularly in the CIS. In eastern Europe, the problem
of bad loans is pervasive and the pace of bank privatisation has
been slow. In the Baltics and the CIS, there has been extensive
entry of new private banks, some of which have gained market
prominence, and consolidation of the weaker new private banks
has begun. The international financial institutions are assisting
the development of a core of private banks to serve as the
nucleus of a viable banking system. As the asset quality problem
is resolved in the region, market conditions should allow banks
to aperate profitably. Since banking markets remain small and
mostly concentrated, further entry into hanking will be required,
but this process must be disciplined by adequate minimum

capital requirements and effective regulation.

There has also been progress in setting up securities markets, but
less in establishing and enforcing regulations in this area. The
method of privatisation heavily influences the development of secu-
rities markets in the region, which are either highly
undercapitalised or illiquid, compared with those of advanced
industrial and high-growth East Asian countries. Securities markets
are important both to provide effective governance after mass
privatisation and to finance riskier investments (increasingly so for

countries constrained by EU accession guidelines for safe banking).

Vv European Bank for Reconstruction and Development

Chapter 11

Recent economic developments

Macroeconomic performance is the subject of this chapter. Most
countries in eastern Europe and the Baltics recorded healthy
output growth during 1994 and the first half of 1995, following a
precipitous contraction over the preceding three years. Output
is still declining in most of the CIS countries but at a gradually
slower pace. Thus, the picture emerging is one of growth in
those countries that entered the process of market-oriented tran-
sition and macroeconomic stabilisation in earnest around
1989-91, and of gradual stabilisation of output in those coun-

tries that entered the process a few years later.

Inflation has fallen sharply during the past two years in the vast
majority of the countries of the region. With one exception, all
the countries in eastern Europe and the Baltics are likely to see
consumer price inflation of less than 50 per cent a year by the
end of 1995. A sharp deceleration in the pace of price increases
has also been recorded in many countries of the CIS, although
the level of inflation in most of these countries remains substan-
tially above 100 per cent a year. Most strikingly, Georgia,
Kyrgyzstan and Moldova have brought inflation down to 1-3 per
cent a month during the first seven months of 1995.

An annex to the chapter presents a tabular summary for each
country of macroeconomic developments in recent years. Most of
the data series come from official national sources, and the
systemic change in both the economic and statistical systems
imply that problems of interpretation are severe. These issues are

discussed in detail in this same annex.

Chapter 12

Forecasts and prospects

A compilation of country-specific forecasts for growth and infla-
tion is presented, summarising perceptions among forecasters of
prospects for countries in the region. For most countries in
eastern Europe and the Baltics, GDP is forecast to grow by 3-6
per cent in both 1995 and 1996. For the CIS as a whole, nega-
tive growth of 4-9 per cent is predicted for 1995, followed by a
turnaround to positive growth of less than 1 per cent in 1996.
Most forecasters are predicting further progress towards price
stability during 1995 and 1996 throughout the region.

The chapter includes a discussion of the accuracy of earlier
predictions for growth and inflation based on comparisons
between forecasts and outturns. On this evidence, the ability of
forecasters to predict short-term developments in GDP and infla-
tion in eastern Europe and the Baltic countries appears to have
improved in 1994. However, the precision of their short-term
predictions for the evolution of the same variables in the CIS

countries seems to have deteriorated sharply.
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Introduction: opportunities
and challenges in transition

1.1 Introduction

The purpose of the European Bank for Reconstruction and
Development is “... to foster the transition towards open market-
oriented economies ...” (Article 1 of the Agreement Establishing
the EBRD, 29 May 1990). The purpose of the Transition Report is
“lo examine the transition in the Bank’s countries of operations
and to measure, interpret and understand its progress” (Transition

Report, 1994, p. 3).

Transition is the process through which open market-oriented
economies are being established. It involves changing and
crealing new institutions. The indicators in Chapter 2 of this
Report are intended to capture the stage that each economy has
reached in its move to a market system. Accordingly these indica-
tors focus on the hasic elements of a market economy: enterprises;
the markets in which enterprises and households interact with
each other; and the financial and other institutions that underpin
enterprises, markets and transactions. In constructing and
presenting these indicators we have, with some extensions and
refinements, adopted the approach initiated in last year’s
Transition Report. The movement of these indicators over time

charts the transition.

From this definition of transition. and the associated hases for the
indicators, it is clear that market-oriented transition is, as a
concept, sharply different from economic development.
Development refers to the enhancement of the standard of living of
individuals. Central to the definition of standard of living are
command over resources, education and health. Countries in
eastern Europe, the Baltics and the CIS have embarked on market-
oriented transition, in large part because they believe it will
advance development. However, as many recognised at the outset,
there will be substantial sacrifices of important aspects of develop-
ment to be made on the way. One of the main themes of this Report
is that, although many of these sacrifices have been severe, the
rewards of transition, in terms of a resumption of growth, are

already appearing strongly in many of the countries of the region.

Market economies vary considerably: in the extent, organisation
and regulation of markets; in the types of enterprises, legal
systems, financial institutions, capital markets, labour relations,
pension arrangements and housing markets; and in the structure of
social support. To put it more generally, they vary both in the
detailed operations of economic institutions and in the role of the
state in economic life. For all the economies in the region, there
are hasic choices to be made in the next few years within these
dimensions that will be crucial in determining the kinds of
economy and society that will evolve. Thus, while there are core
features which a market economy must possess, there is no unique

destination for the transition.
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Just as the destinations will vary, the starting points for the transi-
tion at the end of the 1980s differed greatly across the countries of
the region. The countries outside the former Soviet Union had seen
four decades of communism whereas the former Soviet Union itself
(excluding the Baltics) had experienced seven. Thus for the former
Soviet Union only those over 85 vears old at the start of transition
could have a clear memory of an alternative to the command
economy, and that alternative was in many respects semi-feudal.
On the other hand, some countries, such as the Czech Republic,
were among the leading industrial market economies between the
two World Wars. Others, such as Hungary, embarked on experi-
ments in reform in the 1970s and 1980s. A few, such as Poland.
had extensive private sectors at the outset of transition, in partic-
ular in agriculture. Some countries, such as Albania. Bulgaria.
Hungary, Poland, Russia and the former Yugoslavia, began the
process with substantial international debt, whereas for most
others international debt was negligible. In all these respects the

economies differed in their experience.

The economies of the region also differed at the outset of transition
regarding their endowment of natural resources. Some countries,
such as Kazakstan, Russia. Turkmenistan and Uzbekistan, are
very rich in petroleum, gas and minerals. Others, such as Ukraine,
have little in the way of natural resources, but are rich in fertile
land. The highly concentrated and distorted industrial structures
of the Soviel system left some newly independent countries, such
as Belarus, heavily dependent on the production of a range of
defence and capital goods for which there is now little demand.

For all these reasons, the point of origin of the market-oriented
transition varied radically across eastern Europe, the Balties and
the CIS. These differences in both origin and destination imply
that one cannot and should not expect a unique route for the tran-
sition. There are, however. certain fundamentals of market
economies that must be part of any successful transition. These
include key elements that we embody in our transition indicators
in Chapter 2 — private enterprise, competitive markets and sound
institutions as a basis for commercial transactions. The fiscal and
monetary disciplines required for macroeconomic stability are
themselves fundamental for the development of a well-functioning
market economy. Indeed we shall see, in the next and other chap-
ters, that those countries that have recognised and acted on these
fundamentals have not only shown the greatest progress in transi-
tion but have also experienced an earlier resumption of growth and

lower costs of adjustment.

The countries of eastern Europe, the Baltics and the CIS have
embarked on a political as well as an economic transition. Indeed,
Article 1 of the Agreement Establishing the EBRD explicitly

states that its purpose is to foster the transition towards open



market-oriented economies in “... countries committed to and
applying the principles of multiparty democracy, pluralism and
market economies”. The combination of political and economic
liberalism was explicit. The focus of thiz (and the previous)
Transition Report is on the economic transition (corresponding to
Article 2 which describes the “functions”™ of the Bank in terms of
economic activities to fulfil its purpose). A detailed account of the
political transition is beyond the scope of this Report, but there are
certain crucial features of the relationship between economic and
political transition. in theory and practice. on which we shall
comment here.

Taking the empirical aspects first, the establishment of multiparty
democracy in much of the region is siriking. By and large, consti-
tutions have been written and observed, political parties have
emerged, there is lively and open discussion in the media, and
power has changed hands in free and open elections. For most
countries in the region the speed of establishment and the robust-
ness of democratic political systems is likely to be viewed as

remarkable in a historical perspective.

The democratic process has seen the electorate in a number of
countries express concern over the disruption and stresses of tran-
sition. Yet it is impressive, and important to recognise, that
throughout the region there have been few reversals of either polit-
ical or economic reforms. Reservations have heen expressed over
the speed and the administration of the reforms, and the vulnera-
bility of key groups. And in some countries the speed of
market-oriented transition has been slow. Yet in the vast majority
of countries in the region the hasic direction of the reforms has not

been subject to serious political challenge.

Democracy and democratic structures are not, however, uniform or
complete and they cannot be taken for granted. There is much more
to democracy than multiparty elections. Democratic institutions
take time to become firmly rooted and require responsible partici-
pation from government and populace. Thus, while the democratic

advance has been siriking, democracy is not wholly secure.

The former Soviet Union and the former Yugoslavia cut across
numerous linguistic. ethnie and religious boundaries. Many
tensions, which had been suppressed and controlled in these
regions under the old regimes, have recently broken out. There has
been ethnic strife in a number of countries of the region. As the
experience of Africa in the last two to three decades has shown,
this can be devastating for people’s livelihoods and for economic

development.

The mandate of the EBRD states its support for multiparty demac-
racy and associated rights, as did the population of much of the
region at the time of the fall of the command economy. Economic
and political processes are linked and, in particular, we should
consider the implications of market-oriented transition for polit-

ical development. Some, including Balcerowicz, have argued that

1 See, for example, Balcerowicz (1995).
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a successful and rapid market-oriented transition is required for
the protection of democracy.! Attempts to establish a market
economy can, if poorly managed and overly protracted. generate
stresses and difficulties that could undermine democracy and
provide the circumstances for an authoritarian take-over. A
successful transition, however, as experience is already showing,
delivers the kind of rewards that can strengthen both the political

and economic commitment to reform.

1.2 The state in transition

The market-oriented transition involves a redefinition of the role of
the state. It does not imply a reduction of the state to a minimal
entity. There are a number of key responsibilities the state must
fulfil if & market economy is to function effectively. The most
important is to provide economic order in lransactions and macro-
economic stability. Without the former, market transactions and
decisions are undermined. Effective economic decision-making
requires an ability to assess economic returns. This does nol. of
course. mean the absence of uncertainty, but it implies an under-
standing of stable “rules of the game” so that rational calculation
of cost and reward is possible. Similarly, inflation can have a corro-
sive effect on rational decision-making through the volatility and
obscurity it brings to the price signals that are at the heart of the
market process. Inflation undermines hoth the quality and quantity
of investment by distorting enterprise decision-making, by engen-
dering shori-termism and by diverting energies to purely financial

manipulation (see Chapter 3).

While these two factors are primary and basic, the responsibilities
of the state in a well-functioning market economy are much mare
extensive. Many of these pertain to the nature of the rules of the
game, importantly the promotion of competition, both domestic
and through international trade, and, in particular, entry into
markets. This includes the removal of arbitrary barriers to entry
associated with quotas, licences, permits, regulations. cartels and
other restrictive practices. On the other hand, the regulation of
privatised utilities and genuine natural monopolies will be neces-
sary if the establishment or abuse of special market positions is to
be avoided. And financial institutions will require regulation to
protect transactions against external and internal breaches of trust
and manipulation. Well-functioning laws and legal institutions
{see Chapter 6) will be required to support the honest and effective
corporate governance which is basic to both the quantity and

quality of investment and production decisions.

Since the main focus of the Transition Report is the establishment
of the conditions necessary for vibrant market development,
including state regulation of the rules of the game in markets,
there is only limited discussion of social issues (mainly concen-
trated in Chapter 2, Section 2.3). The following will briefly
highlight the important role of the state in providing the social

infrastructure necessary for development.
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Health and education are fundamental areas of activity both in
their own right and for the funetioning of the economy. Decisions
concerning the way in which they operate will shape the society
and the economy. Many of these decisions lie ahead for much of
the region. There are major areas of health and education for
which substantial public involvement will be desirahle. However,
we must distinguish here between the funding and the provision of
such services — both for physical and for social infrastructure.
Some aspects of health and education could, and arguably should,
be both privately funded and privately provided, while most would
argue thal education up to a certain age should be both compul-
sory and publicly funded, although it may or may not be publicly

provided.

Some of the most challenging aspects of transforming the role of
the state arise from burdens inherited from the structures of the
old system — in particular, problems concerned with social protec-
tion and the restructuring of state-owned enterprises. As in many
advanced industrial economies, the promises embodied in the
existing pension systems are putting intolerable burdens on the
budgets of many countries of the region. The reform in the provision
lo existing pensioners, the method of {inance, the structure of the
future entitlements and contributions, and the role of the private
seclor constitute an urgent task for the next years throughout the
region. Decisions here will have a profound effect not only on the

budget but also on capital markets and savings decisions.

A related, but distinet, obligation of the state is the establishment
ol a social safety net or social protection. Most would accept that
the state has, at a minimum, the obligation to protect the popula-
tion from starvation and destitution. The nature and level of such
protection is a fundamental choice. Further, the absence of such
protection can be a hindrance to the reallocation of labour, which
will be a crucial part of the transition. The provision by enter-
prises, in some CIS countries, of many aspects of social services,
including elements of housing, education and health, poses a chal-

lenge for enterprise reform.

The change in the role of the state along these dimensions (the
rules of the game, health, education, restructuring state-owned
enterprises and social protection) constitutes unfinished business,
even in the countries of the region that are most advanced in the
transition. The further redefinition of the rale of the state remains a

profound challenge for all countries of the region.

1.3 Private sector development

Great strides have been made in most countries in the region in
establishing a private sector. In 9 out of 25 countries the private
sector accounts for more than 50 per cent of GDP (see Table 2.1 in
Chapter 2). There remain, however, many difficulties in its func-
tioning and numerous obstacles and impediments to its growth.
The coming years are crucial to the pace and form of its develap-
ment. The private sector needs the guidance provided by sound

examples of successful private investment projects together with a

2 Vit (1995).
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policy and administrative environment that will allow it to develop
in a strong and rational manner. Some policy challenges and
responses are described in broad terms below. Many of them are

taken up in more detail in Parts II and III of this Report.

Excessive regulation and arbitrary obstacles abound — in large
part inherited from the old regime. Some of these obstacles arise
from the confusion of a system under change in which new legal
and administrative structures have been transplanted in a hurry
and in which there are many conflicting and ambiguous laws and
regulations. Other problems can stem from the behaviour of
bureaucrats with ill-defined responsibilities who may be anxious

to take a personal share in any rewards.

A second sel of obstacles to private sector development lies in the
evolution of financial institutions and markets. Again, we find
substantial progress, particularly in legal and regulatory reform,
but fundamental difficulties remain which will take time to over-
come. Newly emerging or privatised firms with an entrepreneurial
leadership and good ideas will need capital to grow and adjusi.
The availability of external finance generally depends on both
track records and collateral, but there may be little to offer on
either count. Indeed, given that most enterprises have only existed
for a few years, track records are necessarily shorl. Accounts (and
husiness plans) are understandably requested by a lender and
firms are likely to find great difficulty, given their inexperience, in
providing data in the form required. Collateral requires legal
underpinning if it is to secure a loan, and the status and enforce-
ment of property rights might be unclear in the presence of often

contradictory elaims and uncertain obligations (see Chapter 6).

The financial institutions are themselves new and embarking on a
learning process. The [inancial sector was virtually absent in the
old regime and had to bhe created from scratch. The Czech
Republic had 8,000 bankers in 1991 and 55,000 by the end of
1994.2 Banking skills and judgement depend on experience and
relationships and these take time to establish. The uncertainties of
new initiatives, legal insecurity and the lack of track records are
endemic to the transition. These have, in some cases, been

compounded by macroeconomic instability.

Bad loans contribute to the precariousness of the financial position
of many banks and to the need for recapitalisation and restruc-
turing. Banking regulations and effective supervision take time to
develop. All these difficulties imply that the financial system in
the countries of the region, notwithstanding the great progress in
some areas, is as yel deficient in providing adequate support to
economic expansgion. In these circumstances it is not surprising
that most bankers are reluctant to lend beyond the short term.
Indeed, enterprises appear to be heavily dependent on internal
finance (see Chapter 5). There is therefore a key role for the inter-
national financial institutions (IFIs), in particular the EBRD, in
strengthening institutions and stimulating investment finance for

the private sector (see Chapter 10).



A third set of challenges to private sector development lies in the
restructuring of large enterprises. Many of these enterprises are
saddled with a product range for which there is little or no
demand, obsolete equipment. an oversized workforce with an inap-
propriate mix of skills for a market economy, a set of expensive
social responsibilities to their workforce and large debts. The
problems are daunting and must be tackled on a large scale. This
is in conlrast Lo the restructuring of problem industries in Western
socielies, which can be supported by profits and tax revenues
arising elsewhere in the economy. It is not easy to find finance for
the restructuring of industries in the region. In addition to the
scale of the finance required, it will have to be long term, will
involve considerable risk and will require accompanying technical
cooperation and grants. There are many examples of the restruc-
turing of single industries in Western economies which required
many years, and the problems in transition countries are much
deeper and more extensive than those of a single industry in an

advanced industrial country.

A fourth challenge to private sector development is the establish-
ment of viable corporate governance. Managers and workers have
to adapt to a new system of private ownership in which they are
responsible to the owners of the firm. The relationship between
ownership and control depends on transparency in operation, clear
rules of the game, and structures through which owners can
express their preferences or dissatisfaction. All of these three
elements will take time to establish and will require legal under-
pinning. The problems are particularly severe when firms are
privatised to “insiders” so that workers and managers have great

powers relative to outside shareholders (see Chapter 8).

Progress in establishing corporate governance requires good models
of behaviour, enforcement of commercial law and practices, and
viable and strong secondary markets for securities. This is an area
where the experience and expertise of [Fls and foreign investors can
play a crucial role in establishing the right environment. For
example, irresponsible behaviour by private agents or by govern-
ment in dealing with shareholders can seriously undermine both

foreign and domestic investment.

In addition to the legal and financial infrastructure, the physical infra-
structure also poses a number of challenges to private sector
development. Modern telecommunications are crucial for the viability
of enterprises. Environmentally sound and reliable electricity and
water supplies are also essential for their effective operation. Cost-
effective investment in market-oriented infrastructure on a large

scale, involving both the private and public sectors, will be required.

We have listed many challenges to private sector development
inherent in the transition process. As the strong progress in this
sphere has demonstrated, the challenges are formidable but not
insurmountable. They exist. albeit in a less serious form, in many
mature market economies. Their severity does mean, however. that
it will be many years before the region’s private sectors function as
in a mature market economy. In this basic sense, the transition will

take many years to complete.

1. Opportunities and challenges in transition

1.4 The resumption of growth and investment

For the majority of the countries of the region, the period of
declining output is over. For many of them the prospects for an
extended period of strong growth are very good. Indeed, many of
them share a number of the key features underpinning the
outstanding growth of East Asia over the last few decades. These
include an outward orientation of the economy. macroeconomic
stability, an educated labour force, nearby countries containing
many strategic investors (in this caze the EU), and a large potential
nearby market (again the EU). Of course, they also have many
difficult legacies from the old regime, but nevertheless for many of
them the outlook is promising. The challenge will be to overcome
the obstacles described and to develop economic and financial

arrangements and skills that allow the potential to be realised.

The opportunities for investment created by this potential growth will
be large. If medium-term to long-term growth rates of 5 per cent, or
higher, are to be attained then investment finance of the order of 20
per cent or more of GDP will be required. The investment tasks are
rendered more challenging by the high degree of obhsolescence of the
exisling capital stock, the requirements of restructuring and the inad-

equate infrastructure of most of the countries of the region.

The limitations on available finance from abroad indicate that over

the medium term a country’s investment must, for the most part, be
financed from its own savings. That is a key lesson from the East
Asian experience. It is, therefore, of paramount importance to
strengthen the financial sector and institutions, which will allow
the mobilisation and allocation of domestic savings. That is one of
the reasons that the financial sector has been such a high priority

for the EBRD and other [Fls.

External investors can, of course, play an important role in
providing investment and {inance. But they will also play a vital
role in developing basic skills and technology and providing
models for higher standards of quality. The establishment of
quality, both in terms of products and of capital investment, is

crucial to seizing market opportunities and achieving growth.

The task of realising the growth and investment potential iz imme-
diate and central to the next stages of transition (see Chapter 3). If
these investment opportunities are grasped over the next five or
len years, many of the countries of the region are likely to be
launched on a process that could be self-sustaining. The task will
bhe lengthy and daunting, however. A simple numerical example is
instructive. If living standards are currently of the order of one-
third of those in western Europe (as may be the case for a number
of east European countries currently seeking accession to the EU)
then a growth rate of 3 percentage points above those in western
Europe for the next quarter of a century will be required to bring
living standards to two-thirds of those in western Europe. The long
period of waste and decay under the old regime has made the task
of “catch-up™ an enormous challenge. The magnitude of this task
and the depth of the restructuring problem means that it will be a
long haul. But the prospects for many countries and the investment

opportunities are now looking highly promising.
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1.5 Integration into the world economy

As documented in last year’s Transition Report, the reorientation of
international markets since 1990 has been remarkable. The coun-
tries of eastern Europe and the Baltics have rapidly reoriented
their trade towards the Western markel economies, while trade
between the CIS and the West began only in 1994 to rise after a
decline during the preceding three years. The EU has clearly
dominated as the destination for “new” exports and is now the
main trading partner for most countries in eastern Europe and the
Baltics. Meanwhile, intra-regional trade has declined sharply,
although there has been a revival, from low levels, in trade

between east European countries during 1994-95.

Progress in market development and the realisation of potential
growth rates will depend crucially on the trading policies of other
countries and, in particular, the EU. Since the beginning of the
1990s, overall OECD tariff levels on imports from eastern Europe,
the Baltics and the CIS have been generally non-diseriminatory.?
Problems of protection by OECD partners do arise, however, espe-
cially in so-called sensitive areas, including textiles and clothing,
agriculture, and iron and steel, in which the countries of opera-
tions often have a comparative advantage but in which OECD
countries have been particularly reluctant to embrace free trade.
Total sales from the region account for only around 1-4 per cent of
the OECD area’s total imports of these sensitive products.” It is
vilal that the progress the OECD has made in opening its markets

be maintained and extended.

Those countries in eastern Europe and the Balties that are partners
to “Europe Agreements™ with the EU will benefit from favourable
tariff and non-tariff treatment. By the summer of 1995, Europe
Agreements had been signed by Bulgaria, the Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Poland. Romania and the
Slovak Republic. Slovenia and the EU had initialled an Agreement.
These countries will see EU customs duties on their exports of steel
products, coal, textiles and clothing eliminated by 1997 at the
latest. If the Europe Agreements are not revised, then countries will
enjoy free trade with the EU in all industrial products by the year
2001. However, even after that date, agricultural trade will not be
subject to free trade, and anti-dumping and safeguard clauses
which can be invoked by EU producers in response to a substantial
drop in their market shares will remain in place. Furthermore,
barriers will remain significant for transition economies not covered

by these agreements.

The last year has seen the emergence of accession to the EU as a
key issue for most of the countries in eastern Europe and the
Baltics (see the more detailed discussion of this issue in Chapter
11). A “White Paper™ outlining the steps to be taken within the
countries applying for accession was circulated in the spring of
1995 and endorsed by the meeting of the EU summit in Cannes in

June. The advance of the transition will be a central part of this

story — promoting the transition is promoting the conditions for
accession. It is unlikely, however, that accession for any country
will eccur much before the turn of the century. The Inter-
Governmental Conference (IGC) of the EU states, to start in 1996,
will form a major part of the process. This IGC is unlikely to be
completed before the middle of 1997 and this must be followed by
a process of ratification by member states that could take one or
two years. And agreement among existing members is likely to
require major reforms to the Common Agricultural Policy and the
Structural and Regional Funds as the new members would place
substantial demands on such funds. Further, the problems that
originated in the old command regimes and that require economic
reform and restructuring for their resolution will subsist far beyond
the year 2000. Accession to the EU will be an event of great

importance, but it will not be the end of the transition.

A number of the countries in the region are members of the World
Trade Organisation (WTQ), including the Czech Republic,
Hungary, Poland, Romania, the Slovak Republic and Slovenia.
There are currently requests for WTO accessions from Albania,
Armenia, Belarus, Bulgaria, Croatia, Estonia, FYR Macedonia,
Latvia, Lithuania, Moldova, Russia, Ukraine and Uzbekistan. It is
important for their market growth that membership be granted
speedily and that the WTO move strongly in its task of advancing

the openness of world trade.

The integration of countries in transition into the world economy
goes far beyond trade. These countries are creating the conditions
for successful foreign direct investment (FDI), from which they
will benefit greatly in terms of skill transfer. Foreign investment
into the region nevertheless remains very low. In 1994, the total
FDI into eastern Europe, the Baltics and the CIS, a region with a
population of 400 million, was similar to that into Malaysia with a

population of 19 million.

The advance of FDI will depend to a great extent on conditions in
the countries of the region: it is up to them to create the conditions
where FDI can expand. However, at the same time foreign
investors may have been slow in responding to the vast investment
opportunities in the region. One promising sign is an increase in
the geographical diversification of FDI flows into the region
(Chapter 3).

Working with domestic investors, FDI is likely to contribute to the
conditions for its own success. The workforce and natural
resources of the region have high potential. The task is to create
and discover comparative advantages through investment, tech-
nology upgrading and trade. Now is a time when creativity can
establish indusiries, products and patterns of trade that will deter-
mine the structure of economies. It is a time for domestic and

international entrepreneurs to work together.

3 The tariff levels are based on most favoured nation (MFN) status, which gives a country tariff treatment equal to the lowest rate generally offered to other countries. Most countries
also enjoy privileges under the general system of preferences, which was established as an exception to the MFN status to accord lower tariff rates for imports into industrial countries

from developing countries.
4 OECD (1994).
5 European Commission (1995).
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1.6 The challenges ahead

The achievements in the majority of the countries over the last five
years have been remarkable. Macroeconomic stabilisation, price
liberalisation and extensive privatisation have been achieved in
much of the region. In most cases the period of output decline is
over and, with the right conditions, policies and assistance, coun-
tries can look forward to an extended period of growth. For such
countries the challenges are to deepen the reforms, to restructure
large enterprises, to seize the investment opportunities. and to
establish and redefine the role and responsibilities of the state in
the market economy. The response o the challenges of the next
phase of the transition will be vital in defining the farm of the
market economy and the success in economic growth of the coun-

tries of the region.

Private enterprises and investment, the focus of this Report, lie at
the centre of these challenges. Private enterprises that have been
established or privatised face serious problems in financing growth
and restructuring, in corporate governance, in their legal. adminis-
trative and social environment, and in the supporting
infrastructure. 1F1s, investors and governments all have key roles
to play in fostering the development of these new enterprises and

in allowing further enterprises to be born and flourish.

The investment challenge will be immense. There are markets to
be sought and established. equipment and workplaces to be
constructed, and the right management skills to develop. The
basic infrastructure will be crucial to this process. Modern
telecommunications and transport are essential to establishing the
links that a modern firm must have if it is to be successful in the
world economy. Reliable and environmentally sound water and
power supplies are similarly vital ingredients in the effective oper-
ation of the modern firm. The government must seek to ensure the
supply of these infrastructural elements in a flexible and competi-
tive manner. This will require a regulatory environment that
provides incentives for investment, while at the same time
protecting consumers against the abuse of monopoly positions. The
government muslt also ensure the supply of infrastructure without
imposing intolerable burdens on the public finances. For all these
reasons commercially-oriented infrastructure is a high priority for
EBRD investments.

It must be recognised, nevertheless, that the progress in transition
and the resumption of growth are far from uniform. There are still a
few countries for which progress in transition has been slow.
However, even here there are encouraging signs of movement.
There have been important breakthroughs, for example in Ukraine
and Armenia over the last year. Reform programmes are on the
way in much of Central Asia. But in countries for which political
as well as economic transition has moved less far, investment is
still difficult to stimulate.

Evidence elaborated in this Transition Report indicates that those
countries that have moved most firmly in transition and stabilisa-
tion have suffered the lowest costs in the process and are starting

to see the rewards. These rewards have not come instantly but they

1. Opportunities and challenges in transition

can and do begin to appear within two to four years of decisive
transition measures being implemented. While living standards
will take some time to recover, in historical terms four years must
be regarded as a remarkably short period for the returns on such a
radical economic and social change to start to emerge. The argu-
ments for further advance of reform in countries at earlier stages of

transition are now observable and powerful.

The next phase for the more advanced countries will be to realise,
through investment and further reform, the growth potential that is
now emerging strongly. For the countries less advanced in the
transition, the crucial reforms must be enacted quickly. For all
countries of the region the next five years will be fundamental in

shaping their economies and societies.

1.7 The central themes of the Report

A number of key themes emerge from this Transition Report
concerning the performance of the economies of the region and the
progress of their transition. The most striking feature of perfor-
mance over the past vear is that most countries of the region are
now showing economic growth. For these countries the period of
output decline is over. Trade with advanced countries, particularly
in the EU, continues to expand for much of eastern Europe. Intra-
regional trade is also showing signs of recovery. However, there are
some economies, particularly in the CIS. where output is still
falling and persistent high inflation remains a problem despite
recent progress. While in most cases the initial shocks may be
over, no country has regained its output level of 1989. The chal-
lenge remains to consolidate macroeconomic stabilisation so that,
together with further advance in the transition, the groundwork is

laid for sustained economic growth.

The transition to the market economy has indeed advanced
strongly in the past year. The changes have been greatest in coun-
tries that had moved less rapidly in the early 1990s. We are seeing
a number of countries, including the largest in the region, Russia
and Ukraine, moving into and through intermediate stages of tran-
sition. The process is far from smooth, however, with stops as well
as starts. Countries that embarked on the transition earlier and
more firmly have shown further advances in the continuing devel-
opment of economic, financial and legal institutions, but the task
is great and this process of institutional development will take

time.

In many economies of the region the fraction of output coming
from the private sector is well above 50 per cent and most prices
are liberalised. But this does not mean that the transition is over.
Important milestones have been passed, but the institutional struc-
tures are still far from working as they need to in an advanced
industrial economy. This Report shows that the functioning of
basic elements of a market economy, including the structure of the
enterprise and its corporate governance, compeltition policy, the
banking system, securities markets and the legal structure,
remains weak. That institution-building takes time was a major
theme of last year’s Transition Report and this Report underlines

this conclusion emphatically.
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Privatisation and its aftermath provide some key examples. One
cannot simply privatise and expect firms immediately to function
like their counterparts in advanced economies. The form of
privatisation used — with its implications for the role of insiders,
for whether outsider ownership is dispersed or not, and so on —is a
basic determinant of the subsequent performance of firms. The
further development of post-privatisation structures of ownership
and management will be fundamental to the further advance of the
transition. Financial institutions and securities markets, which
provide both finance and some elements of outside control, will
have a key role to play. These are areas where international finan-
cial institutions can make important contributions. In all these
aclivities they can also contribute by setting standards of husiness
ethics — responsible behaviour is a key ingredient for an efficient
market economy.

Restructuring of enterprises and the economy will be central to the
further progress of the transition. There are many dimensions to
restructuring, including management, organisation, employment,
divestiture of social assets, balance sheets, product mix, tech-
nology and marketing. While some changes can move quickly,
restructuring on other dimensions, particularly those involving
investment in new production processes, takes longer to achieve
and must be underpinned by effective corporate governance and
financial institutions. Some of the restructuring will be required to
meet environmental, energy and safety standards of international
organisations such as the EU. The industrial legacy of the decades

of the command economy cannot be overcome in only a few years.

Investment must play a leading role in the process of transforming
both enterprises and the economy. The movement towards the
market economy, the resumption of growth, the reduction of infla-
tion, the competitive real exchange rates — all have created
promising conditions for invesiment. But substantial obstacles
remain. The challenge is now to generate the investment needed
for vigorous growth and to continue and deepen the transition. The
necessary private investment will be committed only if there is a
stable macroeconomic environment with effective financial, legal
and regulatory institutions. Macroeconomic stability and develop-
ment of effective institutional frameworks are well along the way in
much of eastern Europe and the Baltic states. but there is much to
be done to ensure that these institutions function to the standard of
advanced industrial economies. And in the CIS both the macro-
economic stability and the institutional framework are fragile and

in some dimensions still embryonie.

The next period of the transition must be led by high-quality
investment. The old regime did generate large amounts of invest-
ment but much of it was of poor quality, of low productivity,
undirected to demand, and dangerous or polluting. With the right
kind of institutions, leadership and partnership, the private
markets in these countries can deliver the quality investment
which is necessary for successful economie growth. The IFIs must
play their part in moving the investment process forward by
supporting high-quality projects, providing resources and facili-

taling technical assistance. In this context foreign direct
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investment and partnership can carry great benefits in providing
market skills, management, technology and finance, as well as

effective corporate governance.

Private investment cannot flourish in isolation. As well as effective
liberalisation. it requires human and institutional capital, which
are key to making it profitable. It also requires infrastructure. The
private sector can and must be central to the finance and operation
of infrastructure facilities, given the scale and nature of the task.
However, governments must play a major role, including setting
the rules of the game governing the scope of private and public
activity in these sectors, and providing regulation to safeguard
competition and consumer interests, as well as making their own
direct investments. These are areas where the [Fls have consider-
able global experience and can help mobilise the necessary
finance on the scale required. With the right level, quality and

balance of investment the prospects for growth are encouraging.

Lastly, we must note that the social upheavals of the past few years
have been very severe in much of the region. The rise in mortality
in the Baltic states and the CIS represents loss of life on a scale
that has received insufficient recognition. It surely represents
deep underlying stresses. The strains of the transition process
must be recognised and understood, but that recognition is likely
to emphasise still more strongly the case for the continued

advance of the economic reforms.
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Transition:

measurement and indicators

The transition indicators reported in this chapter focus on key
aspects of liberalisation and institution-building. grouped under
four broad headings: enterprises, markets and trade, financial
institutions and the legal system. There are strong complementari-
ties among these different areas of reform, some of which are
discussed later, so that lack of progress on one dimension can
undermine the potential benefits of advances on another. A proper
assessment of a country’s progress should take these complemen-

tarities into account.

Table 2.1 displays the share of the private sector in economic
activity (which is quantified), and scores the transition indicators
for each country based on a qualitative classification system.
While the scoring in each reform area is by its nature only approx-
imate, the country-level transition indicators do provide a
cross-country comparison of the stage of transition along different
dimensions, while movements in scores over lime indicate the

pace of reform.

We have refined the transition indicators and the classification
system first presented in the 1994 Transition Report. although we
have retained the basic structure. Comparing this year’s Table 2.1
with last year’s, the principal changes in the transition indicators

are the following:

® Last year's category “price liberalisation and competition” is
broken into two separale categories with competition policy
defined as a separate transition indicator. The heading
“competition policy” encompasses a number of aspects of
policy and institution-building that were not fully captured by
the earlier consolidated category. This is of particular impor-
tance since the industrial structure of socialist economies
inherited by transition economies showed a very high degree of
industrial concentration and vertical integration. As few coun-
tries  have undertaken substantial pre-privatisation
restructuring, the tasks of post-privatisation regulation in some
sectors are significant. As public utilities are privatised, and
liberalisation increases the scope for competition in some
infrastructure sectors (e.g. telecommunications and transport),
there will be greater need for a properly targeted, efficiency-
enhancing competition and regulatory policy if the market

system is to function effeciively.

The classification criteria for the competition policy indicator
involve two areas: first, whether competition legislation and
institutions are in place and the degree to which they function
effectively and, second, the extent to which statutory and regu-
latory barriers to entry have been removed. However, because
of limited availability of information at this time, the assess-

ment of competition policy in Table 2.1 is based primarily on

an evaluation of progress in legislation and institution-

building, although supplementary evidence on trade
liberalisation, the growth of the private sector and other avail-
able information is also taken into account. In future Transition

Reports the basis for evaluation will be broadened.

o Securities markels and non-bank financial institutions is intro-
duced as a new category. As transition advances, the important
role of non-bank financial intermediation and the challenges in
establishing effective supporting regulation are becoming more

apparent.

¢ The extensiveness and effectiveness of legal rules on invest-
ment is introduced as another new category. The associated
indicator is based on an assessment not only of the extent of
coverage and content of relevant statutes, but also the clarity
and accessibility, the administrative support, and the judicial
enforcement of the law. Chapter 6 presents in tabular form a

detailed description of reform in this area.

e We have included an additional score of 4% for each transition
dimension. This score is used to indicate that the policies and
performance standards achieved in that category are not very
different from those in an advanced industrial economy (taking
into account the fact that these economies themselves vary
substanltially). This should be seen as a division of the old 4
category into an upper and lower range and does not involve

any rescaling of other parts of the scoring structure.

e The classification criteria for several indicators have been
refined to reflect more fully the diversity in the rate and direction
of reform in the region. The 1994 classification system is other-

wise left largely intact, in order to allow comparisons over time.

In revising the classification criteria, still greater emphasis has
been placed on assessing the actual performance standards
resulting from policy reform (rather than the existence of the
measures per se), particularly in the areas of regulatory reform and
mstitutional development. In making all of these refinements, we
have been careful to ensure that the country scores that were
published in the 1994 Transition Report were compatible with the
modified classification criteria (i.e. that no country would have

received different scores in 1994 based on the revised criteria).

In reading the transition indicators and their classification, the
following factors should be kept in mind. First, the classification
system in each area of reform is hierarchical. The requirements for
a higher category include all those of a lower category. Second, to
the extent that different transition indicators are complementary,

they need to be read together. The effectiveness of reform in one
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area may be undermined if there are significant distortions in
closely linked areas which “spill over”. A good example is the
liberalisation of domestic energy prices in Russia. Although there
were no controls on the domestic price of oil products in 1994,
energy exporl quotas and taxes depressed domestic prices signifi-
cantly below world prices, and thus prolonged energy-inefficient
production, slowed restructuring and weakened investment incen-
tives in Russia’s promising energy sector. The liberalisation of
these export restrictions in early 1995 significantly raised oil

prices in Russia.

This vividly illustrates the links between price and trade liberali-
sation, but there are other important examples of complementarity.
These include the role of capital markets (including associated
regulatory and legal frameworks) in ensuring that large-scale
privatisation delivers effective corporate governance and enter-
prise restructuring (issues taken up in Chapter 8), the need for
competition policy to safeguard against monopolistic outcomes
from large-scale privatisation, and the pervasive importance of
effective legal reform in underpinning reform in many other areas

(discussed in Chapter 6).

As in the 1994 Transition Report, there are some important areas of
reform that are covered in the detailed Annex 2.2 but have not
been included as separate transition indicators, Among these, the
most important are fiscal reform. the mix of public and private
provision of social services including health, education and
pensions, and more generally the redefined role of the state.
Ditferent approaches to these areas within mature market
economies make it difficult to identify a clear standard against

which to appraise the transition economies.
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Tahle 2.1

2. Transition: measurement and indicators

Progress in transition in eastern Europe, the Baltics and the CIS !

(see classification system for transition indicators overleaf)

Enterprises Markets and trade Financial institutions Legal

reform
Countries Private  Large-scale  Small-scale Enterprise Price Trade Competition Banking Securities Extensiveness
sector share privatisation privatisation restructuring liberalisation & foreign policy reform markets & effectiveness
of GDP in %, mid-95 exchangde & interest & non-bank of legal
(rough EBRD system rate financial rules on
estimate) liberalisation  institutions  investment
Albania 60 2 4 2 3 4 1 2 1. 2
Armenia 45 2 3 2 3 3 1 2 i 2
Azerbaijan 25 1l 1 2 3 2 A 2 i &
Belarus 15 2 2 2 3 2 2 2 2 2
Bulgaria 45 2 2 2 3 4 2 2 2 3
Croatia 45 3 4% 2 3 4 1 3 2 3
Czech Republic 70 4 4% 3 3 4% B 3 e’ 4
Estonia 65 4 “ ) 3 4 3 8 2 3
FYR Macedonia 40 2 4 2 3 < 1 3 1 2
Georgia 30 2 3 2 8 2 1. 2 1 2
Hungary 60 4 4% 3 3 4% 3 8 3 4
Kazakstan 25 2 2 1 3 3 2 2 7 2
Kyrgyzstan 40 4 4 2 “: 4 2 2 2 2
Latvia 60 2 4 2 3 4 2 3 pr 2
Lithuania 556 3 4 2 3 4 2 3 2 2
Moldova 30 3 3 2 3 4 2 2 2 2
Poland 60 3 4% 3 3 4% 3 3 3 4
Romania 40 2 3 2 3 4% 1 3 2 2
Russian Federation 55 3 4 2 3 3 2 2 2 2
Slovak Republic 60 4 4% 3 3 4% 3 3 3 3
Slovenia 45 3 4% 3 3 4% 7 3 3 3
Tajikistan 15 2 2 1 3 2 1 1 1 1.
Turkmenistan 15 1 1 1 2 1 i i i 1
Ukraine 35 2 2 2 3 3 2 2 2 2
Uzbekistan 30 3 3 2 3 2 2 2 2 2

Most advanced industrial economies would qualify for the 4* rating for almost all the transition indicators. Table 2.1 assesses the status rather than the pace of change. For instance,
Slovenia's score of 4* on small-scale privatisation, despite the absence of a comprehensive privatisation programme, reflects the fact that small-scale activity in Slovenia was largely

private before transition began.

European Bank for Reconstruction and Development
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Classification system for transition indicators 2

Transition element Category

Large-scale
privatisation

Small-scale
privatisation

Enterprise
restructuring

Price liberalisation

Trade and foreign
exchange system

i
2
3
4

4%

N

A*

4%

4%

Description of the category

Little progress

Comprehensive scheme almost ready for implementation; some sales completed

More than 25 per cent of large-scale state-owned enterprise assets privatised or in the process of
being sold, but possibly with major unresolved issues regarding corporate governance

More than 50 per cent of state-owned enterprise assets privatised in a scheme that has
generated substantial outsider ownership

Standards and performance typical of advanced industrial economies: more than 75 per cent of
enterprise assets in private ownership with effective corporate governance

Little progress

Substantial share privatised

Nearly comprehensive programme implemented, but design or lack of government supervision leaves
important issues unresolved (e.g. lack of tradability of ownership rights)

Complete privatisation of small companies with tradable ownership rights

Standards and performance typical of advanced industrial economies: no state ownership of small
enterprises; effective tradability of land

Soft budget constraints (lax credit and subsidy policies weakening financial discipline at the
enterprise level); few other reforms to promote corporate governance

Moderately tight credit and subsidy policy but weak enforcement of bankruptey legislation and little
action taken to break up dominant firms

Significant and sustained actions to harden budget constraints and to promote corporate
governance effectively (e.g. through privatisation combined with tight credit and subsidy
policies and/or enforcement of bankruptcy legislation)

Strong financial discipline at the enterprise level; substantial improvement in corporate
governance through government restructuring programme or an active corporate control
market; significant action to break up dominant firms

Standards and performance typical of advanced industrial economies: effective corporate
control exercised through domestic financial institutions and markets, fostering market-driven
restructuring

Most prices formally controlled by the government

Price controls for several important product categories, including key infrastructure products such as
utilities and energy; state procurement at non-market prices remains substantial

Substantial progress on price liberalisation including for energy prices; state procurement at non-
market prices largely phased out

Comprehensive price liberalisation; utility pricing ensuring cost recovery

Standards and performance typical of advanced industrial economies: comprehensive price
liberalisation; efficiency-enhancing regulation of utility pricing

Widespread import and/or export controls or very limited legitimate access to foreign exchange
Some liberalisation of import and/or export controls; almost full current account convertibility

in principle but with a foreign exchange regime that is not fully transparent (possibly with multiple
exchange rates)

Removal of most quantitative and administrative import and export restrictions: almost full current
account convertibility at a unified exchange rate

Removal of all quantitative and administrative import and export restrictions (apart from agriculture)
and all significant export tariffs; insignificant direct involvement in exports and imports by ministries
and state-owned trading companies; no major non-uniformity of customs duties for non-agricultural
goods and services.

Standards and performance norms of advanced industrial economies: removal of most tariff barriers;
membership in GATT/WTO

2 The classification system is simplified and builds on the judgement of the EBRD's Office of the Chief Economist. More detailed descriptions of country-specific progress in transition is
provided in Annex 2.2. The classification system presented here builds on the 1994 Transition Report and may be refined further in future editions.
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Classification system for transition indicators 2

Transition element Category Description of the category
Competition policy 1 No competition legislation and institutions; widespread entry restrictions
2 Competition policy legislation and institutions set up; some reduction of entry restrictions or
enforcement action on dominant firms
3 Some enforcement actions to reduce abuse of market power and to promote a competitive
environment, including break-ups of dominant conglomerates; substantial reduction of entry
restrictions
4 Significant enforcement actions to reduce abuse of market power and to promote a
competitive environment
4% Standards and performance typical of advanced industrial economies: effective enforcement

of competition policy; unrestricted entry to most markets

Banking reform ik Little progress beyond establishment of a two-tier system
and interest rate 2 Significant liberalisation of interest rates and credit allocation; limited use of directed credit or
liberalisation interest rate ceilings

3 Substantial progress in establishment of bank solvency and of a framework for prudential supervision

and regulation; full interest rate liberalisation with little preferential access to cheap refinancing;
significant lending to private enterprises and significant presence of private banks

B Significant movement of banking laws and regulations towards BIS standards; well-functioning
banking competition and effective prudential supervision; significant term lending to private
enterprises; substantial financial deepening

4% Standards and performance norms of advanced industrial economies: full convergence of banking
laws and regulations with BIS standards; provision of full set of competitive banking services

Securities markets T Little progress
and non-bank 2 Formation of securities exchanges, market-makers and brokers; some trading in government paper
financial and/or securities; rudimentary legal and regulatory framework for the issuance and trading of
institutions securities

3 Substantial issuance of securities by private enterprises; establishment of independent share

registries, secure clearance and settlement procedures, and some protection of minority
shareholders; emergence of non-bank financial institutions (e.g. investment funds, private insurance
and pension funds, leasing companies) and associated regulatory framework

4 Securities laws and regulations approaching 10SCO standards; substantial market liquidity and
capitalisation; well-functioning non-bank financial institutions and effective regulation
4% Standards and performance norms of advanced industrial economies: full convergence of

securities laws and regulations with 10SCO standards; fully developed non-bank intermediation

The extensiveness al Legal rules often very unclear and impose significant constraints to creating investment

and effectiveness vehicles, security interests or repatriation of profits; availability of legal advice is limited:;

of legal rules judicial and administrative support of the law is substantially deficient

on investment 2 Legal rules often unclear; legal advice often difficult to obtain; legal rules impose constraints to

creating investment vehicles, the taking of security or repatriation of profits; judicial and
administrative support of the law is rudimentary; where adequate legal rules or legal advice exist,
administration of the law is deficient

3 Legal rules do not impose major obstacles to the creation of investment vehicles, the taking of
security or the export of profits; legal rules are reasonably clear and specialised legal advice is
available; judicial and administrative support of the law is often inadequate; where such support is
adequate, legal rules often impose significant constraints

4 Legal rules are clear, generally do not discriminate between foreign and domestic investors and
impose few constraints; specialised legal advice readily available; investment laws reasonably well
administered and supported judicially, although that support is sometimes patchy

4% Legal rules closely approximate generally accepted standards internationally and are readily
ascertainable through sophisticated legal advice; investment laws are well administered and
supported judicially, particularly regarding functioning of courts and land and the orderly and timely
registration of proprietary or security interests
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2.1 General trends in transition

The discussion in this section is organised around Table 2.1,
which presents, in tabular form, scores on a number of dimensions
of the transition stage for 25 countries in the region. The table
should be seen as only a summary of, and not a substitute for, the
more detailed descriptive material set out in Annex 2.2, on which
it is based. The specific dimensions are examined in somewhat

greater detail in Section 2.2.

Apart from the leading indicator — the share of the privale sector
in GDP — the table is organised around four broad areas of reform.
The first focuses on the basic unit of production, the enterprise,
and covers small-scale and large-scale privatisation and restruc-
turing. The second area focuses on the openness and
competitiveness of markets, including price liberalisation,
competition policy, and trade and foreign exchange market liber-
alisation. The third centres on financial institutions, including
banking reform and the development of non-bank financial inter-
mediation and securities markets. The financial institution
transition indicators pay attention hoth to the growth of private
seclor aclivity in financial services and to the development of

effective regulation for banking and securities markets. The

Chart 2.1 Progress in reform across the region

fourth area covers investment-related legal reform, including the

content and scope of statutes and various aspects of enforcement.

Table 2.1 reveals distinct patterns, some associated with specific
areas of reform throughout the region (as reflected by similar
scores down a column) and others delineating certain “transition
groups” of countries with similar progress across the range of
reform areas (as represented in the table by rows with similar
scores). A distinct ranking of progress in different areas of reform
has emerged, reflecting in large measure the degree to which
particular reforms involve institutional development and thus
take more time.? Most countries exhibit this ranking, but their

speed of reform has varied.

This ranking is illustrated by Chart 2.1 which provides
(unweighted) average scores for three categories of reform for
eastern Europe. the Baltics and the CIS as of mid-1994 and mid-
1995. Most countries in the region have addressed “first-round™
reforms: the widespread liberalisation of prices, external trade and
currency arrangements, and privatisation of small-scale units, all
of which constitute necessary conditions for the development of

private sector activity. These measures involve limited institu-

4 —
3.5 1995
i Eastern Europe Baltics
w .
5]
® 87
Q i
o
=
= il
= —] CIs
= 25
2 -
(o]
o l
=
5 L
an
& i
2 2
= |
155 =
) | T \ T T \ T T T T T |
j = ] c . e 5
8 g = E 5 s £ £ S g £ £
© =] = — e o
© — = (=4 o -— [reg el o = =l S
= & = @ 0 @ o o o o © T
© b= o - © = o) . o] = w0 .
~ a : & =
@ = 5 5] @ = E D o = = 8
2 = é O o = = a o = é =
= 2 5 — & o % = o B
2 5 et © i

Notes

The columns provide average scores for the transition indicators for 1994 and 1995, taken from Table 2.1 in the respective Transition Reports. The categories are:

(i) Liberalisation: price liberalisation, and the trade and the foreign exchange system;

(i) Privatisation/restructuring: large-scale privatisation, small-scale privatisation and enterprise restructuring;

(i) Banking reform; and

(iv) Institution-dependent reform: competition policy, banking reform, securities markets and non-bank financial institutions, and investmentrelated legal reform.
Category (iv) has been scored only for 1995 as most of the constituent indicators did not exist in 1894, Throughout, scores of 4* have been treated as 4 for the averages.

3

We emphasise that the relevant factor here is the extent to which different areas of reform involve institution-building. The fact that this process takes time underlines the impertance of

starting it early. As a descriptive matter, the observed patterns described in the text broadly confirm earlier analyses about feasible reform sequences, e.g. Fischer and Gelb {1980) and
Hinds (1990), with the possible exception of development of securities markets and private non-bank financial institutions, whose importance may not have been fully recognised initially.
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tional development and could thus be adopted rapidly. The early
lead of countries in eastern Europe and the Baltics has been
narrowed by continued progress in this area in most of the CIS.
However, despite substantial liberalisation in most countries,
energy prices remain well below cost recovery levels in the region.
Further liberalisation is necessary to improve price signals for
investlment and, indirectly, to reduce environmental pollution, but
the short-run impact on enterprises and househalds may limit the

politically feasible speed of adjustment.

Progress in “second-round” reforms, which include large-scale
privatisation and enterprise restructuring, has been slower. These
iniliatives require more preparation, both to build the necessary
political consensus and to create the implementation infrastruc-
ture. Many countries in eastern Europe and the Baltics have
privatised a major share of their large-scale enterprises, most
notably the Czech Republic, Estonia, Hungary and the Slovak
Republic. Within the CIS, Kyrgyzstan, Russia and Uzbekistan
have implemented fairly comprehensive large-seale privatisation
programmes. Land privatisation has been particularly slow in the
CIS. The long history of collectivisation and the very large size of
farms (with associated methods and equipment) generate severe
problems in designing and organising privatisation. And there has

been no political consensus on how to proceed.

Significant progress has been made in enterprise restructuring,
especially in eastern Europe and the Baltics. This primarily
reflecls progressively hardened budget constraints and enterprise
autonomy associated with macroeconomic stabilisation (elimina-
tion of budgetary and off-budget subsidies), product market
liberalisation and privatisation policies, rather than special

government restrucluring programmes.

It is evident from Chart 2.1 that policies addressing “third-round”
challenges — banking reform, private non-bank financial institu-
tions, competition policy and investment-related legal reform — are
still at a relatively early stage in most transition countries. Very
few countries have successfully restructured the banking system,
including recapitalisation and bank privatisation, and put in place
an effective system of prudential regulation and supervision (see
Chapter 10 for details). Institutional reform in financial markets
lags behind the rapid and largely unregulated growth in these
markets, as evidenced by recent securities markel scandals in
Russia and Romania (see Section 2.2), and the general lack of
proper custody and registry facilities in emerging stock markets
(see Chapters 6 and 10). Effective financial market regulation will
be required to underpin the continued growth in finance to enter-
prises from “outsiders” (in the form of debt and equity, as opposed
to retained earnings). Outside finance can not only support invest-
ment but also improve corporate governance and deepen capital

markets.

Competition policy has also been slow to develop in most coun-
tries. Although many of the countries in the region have some form
of competition legislation and have charged an agency with imple-

menting this legislation, only a few have taken significant

2. Transition: measurement and indicators

enforcement action. There has been some limited divestiture of
conglomerates and monopoly distribution facilities, but in some
countries competition policy takes the form of profit margin
controls for specified “monopolies™. Such practices (for example,
in Azerbaijan) suggest a danger that competition policy may
become a surrogate for widespread price controls, and limit impor-

tant gains in price liberalisation.

Lastly, many countries in the region have made substantial
progress in introducing legal rules that facilitate domestic and
foreign investment. The clarity and accessibility of investment-
related law (including timely publication of laws and availability
of legal assistance) vary considerahly, being typically weaker in
the countries of the CIS (including Russia) than in eastern Europe
and the Baltics. Even more important, Chapter 6 documents that it
has proved difficult in almost all countries to establish the neces-
sary administrative apparatus and, to a lesser extent, judicial

enforcement to support these statutory reforms.

2.2 Specific developments in transition

The private sector’s share in GDP

During the last year the private sector share in economic activity
has exhibited some convergence across the region. In easlern
Europe and the Balties, the private sector share increased
modestly (less than 5 percentage points) from already compara-
tively high levels, whereas substantially larger gains were
recorded for some CIS countries. Gains of about 10 percentage
points have acerued in countries that have embarked in earnest
during 1994-95 on comprehensive large-scale privatisation
(Estonia, Georgia, Moldova. Slovenia and Uzbekistan).

The private sector share of GDP will tend to grow more slowly for
countries that initiated reform, including comprehensive privatisation,
relatively fast and early, simply because further expansion of the
private sector in these countries will have to come primarily from the
formation of new firms and from higher growth rates in private enter-
prises than in state firms. In making cross-country comparisons, the
limitations of the data need to be kept in mind, particularly the scope
of the “informal economy” and the treatment of cooperatives and
partially privatised enterprises, which varies across countries. The
nature of ownership, the quality of governance and relationship with
government vary greatly within the private category and across coun-
tries. Thus the notion of what is private is not straightforward. Annex
2.1 provides a more detailed analysis of private sector shares of

employment and GDP across the region and over time.

Large-scale privatisation

The pace of large-scale privatisation has varied sharply across
countries. Following the highly visible voucher-based mass
privatisalion programmes in the Czech Republic, Lithuania,
Russia and the Slovak Republic, a wider span of countries has
embarked on similar programmes (including Armenia, Georgia,
Kazakstan, Kyrgyzstan, Latvia, Moldova, Slovenia and Ukraine).
Other countries (including Albania, Bulgaria, Poland and
Romania) have adopted voucher-based mass privatisation

programmes, and some of these programmes are almost ready for
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implementation. In 1994 Belarus launched a voucher-based
programme but in early 1995 the government cancelled the results
of the first auction. The biggest setback in the region over the past
year has been the recent cancellation of the second wave of the

Slovak voucher privatization programme.

Privatisalion does not by itsell ensure improved enterprise perfor-
mance or lead to more active restructuring. The impact of
privatisation on enterprise behaviour depends very much on
whether the change in ownership delivers oulside pressure on
managers to do well (see Chapter 8). Privatisation that concen-
trates ownership in the hands of insiders (workers and
management) can undermine prospects for rapid restructuring.
This may to some extent have occurred in some of the countries
that have undertaken mass privatisation (including Lithuania,
Russia and Uzbekistan). In some other countries (including the
Czech Republic and the Slovak Republic) the design of mass
privatisation has led to a dispersed outsider ownership. The dilu-
tion of ownership in turn poses a problem for corporate governance
by making it difficult for owners to exert pressure on managers.
The unwinding of this problem, through gradual concentration in a
few hands of shareholdings in individual companies, will require a

well-functioning market for securities.

In order to eircumvent exactly this problem (and in order to raise
finance from abroad in a manner that would not add to the external
debt), Estonia and Hungary have put the emphasis in their compre-
hensive privatisation programmes on sales of majority stakes to
strategic (often foreign) investors, mainly for cash. Estonia has in
some cases combined the sale of majority stakes to a strategic
investor with sales of minority stakes for mass-distributed vouchers,
and has thereby extracted some benefits of mass participation while

escaping the problems that are associated with diluted ownership.

A number of countries, such as Kyrgyzstan and Uzhekistan, are
attempling to improve corporate governance by mandating conver-
sion of closed joint-stock societies into open joint-stock societies,
thereby increasing the tradability of shares and restricting the scope
of insider ownership in further privatisation. If supported with effec-
tive development of securities markets (including regulation), this
could improve the structure of ewnership and control, accelerate
enterprise restructuring and increase the willingness of capital
markets to provide outside finance (see Chapters 8 and 10), The first
hostile takeover bid in Russia in July 1995 is evidence of this
process being at work, as is the increasingly assertive role played by
financial intermediaries in the Czech and Russian privatisation
programmes. Countries that have privatised a significant part of
slate enterprises through voucher-privatisation, such as Kyrgyzstan,
Lithuania and Russia, have now begun to sell part of the remaining

stakes to strategic investors through cash auctions.

Policies regarding the privatisation of “strategic” sectors, such as
energy, telecommunications and other public utilities, differ
widely across countries. Some countries largely exclude these
sectors from privatisation (such as Bulgaria and Moldova), while

others have postponed privatisation in these areas (Poland, Russia
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and Uzbekislan). Yel others have begun lo offer strategic investors
significant minority interests (Czech Republic, Hungary and
Kazakstan). Since these sectors are typically important bottle-
necks to private sector development, such policy differences may
have important implications for investment in these sectors and for

future growth in the economy as a whole.

Small-scale privatisation

Privatisation of small enterprises was implemented in many coun-
tries in the very early phases of reform (including Albania, the
Baltic states, the Czech Republic, Hungary, Kyrgyzstan, Poland
and the Slovak Republic). In most cases, small-scale privatisation
has, together with price and trade liberalisation, been imple-
mented more comprehensively than other reforms (see last vears
Transition Report). In the countries of the former Yugoslavia, most
small-scale units were already privately owned before the initia-
tion of comprehensive market-oriented reforms. Within the CIS,
significant progress on small-scale privatisation has heen made
recently by Armenia, Georgia, Kazakstan, Moldova. Ukraine and
Uzhekistan. However, Azerbaijan, Belarus and Turkmenistan still

have nol privatised significant shares of their small enterprises.

While small-scale privatisation has advanced widely, both priva-
tised small firms and new start-ups have faced severe constraints
to their growth. As Chapter 5 documents, the availability of
outside finance (both term lending and equity) is very limited in
most countries of the region, even those at more advanced stages of
transition. This has been compounded by the historic bias of banks
towards larger, state-owned enterprises. The lack of secured trans-
actions (collateral) laws is one of the most important legal
shortcomings affecting the ability of small enterprises to obtain
finance. Other frequently cited obstacles to growth include
licensing requirements that restrict entry, lack of commercial
space and high regulatory costs that impinge most severely on
small firms (see Chapter 9 for more discussion). Two manifesta-
tions of these and other obstacles are the high share of inactive
small firms (in some countries more than 50 per cent of registered
companies are inactive) and significant levels of informal activity.
The “informal sector” is typically estimated at between 10 and 25
per cent of GDP (see Annex 2.1 for details).

Privatisation of farms has reached an advanced stage in many
countries. Much of agriculture is now in private hands in Albania,
Armenia, Bulgaria, the Czech Republic, Hungary, Moldova,
Poland, Romania and the Slovak Republic. In other countries,
including Russia, ownership reform has been slower in agriculture
than in other sectors, reflecting serious praclical difficulties and
the political and ideological opposition in some countries to the
privatisation of land. Agriculture has been dominated by very
large farms for more than four decades in most countries in the
region, so that restitution to the original owners is not a realistic
option. The existing ownership structure of land takes many forms,
which complicates the privatisation process. Much of the existing
capital equipment and production methods are unsuitable for
smaller-scale agriculture, which further slows the effective privati-

sation and restructuring of agricultural production.



In many countries of the CIS, most importantly in the Central
Asian countries and in Georgia, agricultural land cannot be
privately owned, although this prohibition has been largely miti-
gated by the introduction of inheritable long-term leases. In
Russia, private ownership of land is legally allowed but there are
significant resirictions on the sale of land. A new land code is
under discussion in the parliament, but no major breakthrough is
expected in this area in the near future. Private farmers currently
own only about 7 per cent of the agricultural land. Large state
farms and cooperatives have been reregistered in new forms of
collective ownership, without any major impact on the effective
governance and performance of agricultural enterprises. The
break-up of these cooperatives started in late 1993, but has been
proceeding at a very slow rate since then. Ukraine, where progress
in reform will be an important ingredient in any expansion of its
potentially strong agricultural sector. introduced private land
ownership in late 1994, but it remains subject to certain restric-

tions and implementation is still on hold.

Significant progress has been made in privatisation of housing in
some countries, with more than 50 per cent privatised in, for
example, Albania, Armenia, Georgia, Lithuania, Moldova and
Uzbekistan. This is an important development because private
ownership of housing provides incentives for renovation of the
existing housing stock and investment in new residential and
commercial property, and can eventually facilitate lahour mobility

needed for enterprise restructuring,

Enterprise restructuring

The bulk of restructuring in transition economies has been brought
about by progressively hardened budget constraints, created by
product market competition and sharp reductions in direct and
indirect (interest rate and other off-budget) subsidies. Thus. the
extent of market-based enterprise restructuring reflects the effec-
tiveness of price and trade liberalisation, privatisation,
macroeconomic discipline and banking reform. as well as illus-

trating the important complementarities among them.

The most significant advances over the past year have been made
by a number of CIS countries, including Armenia, Georgia,
Kazakstan, Kyrgyzstan and Moldova, which have sharply reduced
enterprise subsidies and extension of credit on soft terms through
the banking system. Armenia, Azerbaijan and Kazakstan have
adoepted new bankruptcey laws. The Kazak law includes a provi-
sion for out-of-court settlement which, given the time and cost
involved in legal bankruptey proceedings, should facilitate effec-

tive implementation.

Two of the main factors that have slowed the restructuring process
are the ineffective implementation of bankruptey laws and insider
privatisation. Most countries in the region have passed bank-
ruptey laws (most recently Croatia and FYR Macedonia), but the
incidence of bankruptey and liquidation is still very limited
excepl in a few countries (including the Czech Republie and
Hungary). This reflects both the difficulty in establishing effective

legal and regulatory institutions required to implement such laws,

2. Transition: measurement and indicators

and political sensitivity about increased open unemployment. The
dominance of insider ownership from mass privatisation has also
slowed the pace of fundamental restructuring required for
sustained competitiveness and growth (including changes in
management structures, product mix and new investment),
although extensive labour shedding has occurred even in enter-

prises privatised to insiders (see Chapter 8).

Starting from a low level, the enforcement of bankruptcy laws has
picked up in a number of countries, including the Czech Republic,
Estonia, Poland. Slovenia and the Slovak Republic, where it has
helped accelerate restructuring. Progress has been less marked in
other countries where there is moderately tight financial discipline
but where the threat of bankruptey or liquidation is less effective
(e.g. FYR Macedonia, Latvia, Lithuania, Romania and Russia). At
the other end of the spectrum, the lack of macroeconomic disci-
pline and limited privatisation activity has led to little noticeable

restructuring in Tajikistan and Turkmenistan.

A number of government and [Fl-sponsored restructuring agencies
have been established during the last few years, for example in
Albania (1993), Armenia (1995), FYR Macedonia (1994),
Kazakstan (1995), Kyrgyzstan (1994), Romania (1993) and
Uzbekistan (1995). Their aims are to restructure enterprise
balance sheets, isolate inter-enterprise arrears, divest viable
elements and liquidate non-viable firms. There has been relatively
limited progress to date. but it may be too early to make a full

assessment of these attempts.

Liberalisation of prices, wages and interest rates

Liberalisation of prices, wages and interesl rales is a key precon-
dition for market-oriented investment and growth (liberalisation
of eredit markets and inlerest rates is discussed below in the
subsection on Banking reform). Price signals are at the heart of
enterprise decision-making and must be as clear and non-
distorted as possible. Furthermore, successful macroeconomic
stabilisation requires large reductions of subsidies. which imply
significant movement in, and liberalisation of, prices. This has
been recognised by reforming countries throughout the region.
By mid-1995 all countries of the region had undertaken exten-
sive price liberalisation, except Turkmenistan and. until

recently, Belarus.

The most important commodity remaining controlled in all coun-
tries is energy. Since the pre-reform level of energy prices in most
of the region, especially in the former Soviet Union, was only a
small fraction of the world-market level, full liberalisation
involves very sharp real price adjustments, far exceeding those
experienced by the advanced industrial economies during the oil
shocks of 1973-74 and 1979-80. Net energy-importing countries
have been compelled by balance of payments pressures to adjust
domestic energy prices lowards world levels, but most of them
have not yet completed the process of liberalisation, especially for
electricity. In some countries of eastern Europe (including
Hungary, Poland and Slovenia) industrial prices for natural gas,

oil and oil products are roughly comparable to those in western
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Europe. In Kyrgyzstan, Moldova, Ukraine and Uzbekistan
domestic prices for imported fuels. including oil, gas and coal, are

now close to world-market levels.

However, the net energy-exporting countries have been much
slower Lo adjust prices until very recently. Kazakstan and Russia
maintained domestic price controls and anti-export policies on oil
and gas products until 1994, but during the past vear both coun-
tries have significantly liberalised the pricing and export of these
products. Despite the fact that domestic energy prices are now
largely market-determined in these countries, these markets are
subject to strong government intervention. Kazak oil prices are
still only 60 per cent of world levels, partly due to export capacity
constraints, while significant export taxes maintain oil prices at
about 70 per cent of world-market levels in Russia. None the less,
oil prices for both enterprises and households have been sharply
raised in both countries during the last year. Russian export taxes,
including those for oil and gas. are scheduled to be phased out by
the end of 1995.

In maost countries of the region, prices remain well below cost
recovery levels for non-traded energy, especially electricity, and
for most key infrastructure services including water, telecommuni-
cations and public transport, despite considerable progress over
the last year. For example, in 1994 the industrial electricity price
in Hungary was 56 per cent of the level in Germany, and in Poland
only 43 per cent of that level. despite the fact that unit costs of
electricity in these countries are unlikely to differ substantially.
The most extreme case of underpricing is Turkmenistan, where
important commodities. including water, gas and electricity, are

actually given free to enterprises.

A number of countries in the CIS have liberalised the vast majority
of retail prices, and have complemented this with trade liberalisa-
tion measures (especially Armenia, Georgia, Kazakstan,
Kyrgyzstan, Moldova, Russia, Ukraine and Uzbekistan). Most of
the CIS countries have largelv phased out their state-order
systems. This has pul strains on the severely underdeveloped
compelitive distribution channels, particularly in the agricultural
sector. To the extent that distribution of commodities is forced to
rely on privatised state trading companies with market power, the
incentives provided by price signals to primary producers
(including farmers) are weakened or distorted. Some countries,
including Russia and Ukraine, have sought to develop competing
private distribution channels, for example by establishing agricul-
tural commodity exchanges dealing in spot and futures contracts.
More extensive development of distribution networks to facilitate
new competitive interactions hetween private sector suppliers and

buyers will take time (see Chapter 7).

During the past year Bulgaria continued to hackirack from the
extensive price liberalisation which the country had undertaken in
1991. Tt expanded administrative controls on prices and profit
margins, reducing the share of unrestricted prices from 90 per cent
of the hasket of goods in the consumer price index in 1991 to 69
per cent in mid-1994, and further, to 54 per cent at present.
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Wages in the private sector are largely market-determined in most,
but not all, countries in the region. Many countries have reduced
the use of incomes policies, which had served in the past to prevent
the “decapitalisation” of state-owned enterprises through unwar-
ranted wage increases. The widening scope of privatisation has
mitigated this problem. Still, there is further scope for liberalisa-
tion. A number of countries retain various forms of controls over
private sector wages (e.g. a direct incomes policy in FYR
Macedonia and Slovenia, the use of an “excess wage” tax in Russia
and Turkmenistan, and discretionary control over nominal wages in
Kazakstan). Poland terminated its “excess wage” tax in mid-1994

and now sets only indicative norms for wage negotiations.

In most CIS countries, public sector wages, pensions, social bene-
fits and even some important aspects of the tax system are directly
or indirectly linked to the minimum wage. As a consequence, any
adjustments in the minimum wage inevitably have major implica-
tions for the public finances. For example, if the Ukrainian
parliament had decided in February 1995 to raise the monthly
minimum wage from KBV 60,000 (US$ 0.5) to the official poverty
line at the time, KBV 780,000 (US$ 6.3), the budget deficit would
have increased by 23 per cent of GDP (the proposal was passed in
a first reading in December 1994 but abandoned in 1995). In
Russia, President Yeltsin vetoed a minimum wage adjustment

passed by the Duma because of its serious fiscal implications.

Trade and foreign exchange liberalisation

The liberalisation of trade and the market for foreign exchange
strongly complements price liberalisation. Comprehensive trade
liberalisation is necessary to ensure that liberalised domestic
prices for tradable goods and services adjust to world price levels
and thus reflect scarcity values. The resulting sharp change in
input and product prices after trade and price liberalisation allows
firms to discover their competitive advantage, and thus underpins

market-oriented restructuring of tradable goods sectors.

The countries of eastern Europe and the Balties by and large
adopted comprehensive trade liberalisation in the early stages of
reform. There have been some increases in tariffs subsequently,
but these economies remain very open by international standards.
By mid-1995 Europe Agreements with the EU had been signed for
Bulgaria, the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Romania, the Slovak Republic, and initialled
for Slovenia, typically with provisions for phased programmes of
liheralisation in certain “sensitive” sectors including agriculture
and textiles (see further details in Chapter 11).

Trade liberalisation in agriculture has been considerably slower
than in other sectors. Both east European and Baltic countries main-
tain significant tariff barriers in agriculture. As members of GATT
and the WTO, the Czech Republic, Hungary. Poland. Romania, the
Slovak Republic and Slovenia have converted (or are now
converting) all quantitative restrictions on agricultural products into
tariffs. However, the Czech Republic, Hungary. Poland and the
Slovak Republic decided in August 1995 to accelerate the liberali-

sation of agricultural trade under the Central European Free Trade



Agreement (which Slovenia is expected to join in January 1996).
This will involve eliminating about one-third of all agricultural
tariffs by early 1996." with no import duties for most products as of
1998. Slovenia, Bulgaria, Romania and the Baltic states are plan-
ning to undertake similar agricultural trade liberalisation. However,
over the last year Bulgaria imposed new export restrictions and bans
as well as high export taxes, largely on agricultural commodities, in

conjunction with its partial reversal of domestic price liberalisation.

A number of countries in the CIS accelerated the liberalisation of
foreign trade. Belarus, Kazakstan, Kyrgyzstan, Moldova, Russia
and Ukraine have signed Partnership and Cooperation
Agreements (PCA) with the EU. However, these agreements must
still be ratified by the European and the national parliaments.
Armenia and Georgia have substantially eliminated the state agen-
cies that controlled trade with the CIS countries, and Kazakstan
has also made progress in this area. All three countries have liber-
alised the trading system with non-CIS countries. In Tajikistan and
Turkmenistan, trade is still dominated by the state-order system.
Ukraine has significantly liberalised its foreign trade regime since
mid-1994 and removed a significant tax on exporters by unifying
its exchange rates al market levels. Where surrender requirements
for hard-currency export revenues are still in place (as in Ukraine
and most other CIS economies). these are now typically at market-
level exchange rates. In mid-1995, Tajikistan became the last CIS
economy to introduce its own currency, the Tajik rouble. Both
Georgia and Ukraine are sel to replace their interim currencies

with fully fledged national currencies by the end of the year.

A number of countries solidified the credibility of their trade and
foreign exchange reforms by committing to Article VIII of the
IMF"s Articles of Agreement. Under this article, a country commits
not to adopt restrictions on payments for current international
transactions, to avoid discriminatory currency practices and to
provide convertibility for foreign-held balances of its currency.
Over the past year, a number of countries have made this commit-
ment, including the Czech Republic, Croatia, Kyrgyzstan, Latvia,

Moldova, Poland and Slovenia.

Competition policy

Ensuring a competitive market environment in transition
economies (as in other economies) requires price liberalisation to
provide appropriate price signals. trade liberalisation to impose
international efficiency and quality standards, and competition
policy to maintain unrestricted entry and exit of firms. Most coun-
tries in the region had not undertaken significant restructuring of
conglomerates and other dominant firms hefore price liberalisation
or privatisation. There remains considerable potential for abuse of
market power in these economies, in the production, distribution
and infrastructure sectors. Import competition can serve as the
primary tool of competition policy for tradable goods and services
in small open economies, such as the Baltics, but most countries
will also need more proactive approaches. Freedom of entry is the

key to effective competition. It is important that competition policy
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focuses on preventing entry-deterring hehaviour by incumbent
(both state-owned and private) enterprises and on removing regu-
latory and statutory barriers to entry. Direct government control of
prices is a blunt instrument of competition palicy, although it may

he occasionally needed on a limited basis.

The Czech Republic, Estonia, Hungary, Poland and the Slovak
Republic are developing competition policy and institutions
broadly consistent with EU guidelines in the area, but many other
transilion countries have either no or only rudimentary legal and
institutional frameworks for this purpose. It is not surprising that
progress in this area has been relatively slow, since establishing
effective competition policy involves considerable institution-
building and the development of specialised skills. In most
countries that do have legislation and competition agencies, there

has been relatively little enforcement.

Moreover, in some countries in the CIS, competition policy is
being misused as a tool to continue widespread price controls. For
example, the anti-monopoly authority in Azerbaijan exercises
extensive price controls by regulating the mark-ups of more than
1,000 enterprises designated as “monopolies”™. The anti-
monopoly agency in Russla (recently given ministerial status)
must now approve the privatisation of designated “monopolies”,
defined as any enterprise with a market share greater than 35 per
cent. More than 400 privatisations were rejected on this basis
over the last year. Ukraine and Russia passed decrees that
support the creation of financial-industrial groupings that
threaten to cartelise their economies further. The challenge of
creating effective, and properly focused. competition policy

remains throughout most of the region.

Banking reform

Developing effective financial systems remains a central challenge
in the region. As of mid-1995, most of it was still significantly
“underbanked”. The banking sectors are typically small relative to
the size of the economy, the large share of non-performing loans
adversely affects bank lending and profitability. and large interest
margins (used lo support recapitalisation) often impose very high
loan rates. The vast bulk of enterprise investment is financed out
of internally generated funds, even in the more advanced countries
of eastern Europe (see Chapter 5). There is a strong need for
ereater provision of outside finance (term loans and equity). both to
fund private investment and to impose outsider discipline on

privatised firms (see Chapter 10).

None the less. government-initiated recapitalisations, restruc-
turing and privatisation of banks, and improved supervision of the
banking system, are starting to pay off in some countries of eastern
Europe in terms of a strengthened and more effective banking
sector. Different approaches have been adopted to deal with the
stock of non-performing loans. The recapitalisations have aimed to
compensate banks for the write-off of non-performing loans

incurred prior to a specified date and to raise their capital

4 The Additional Protocol No. 2 from August 1995 also foresees zere import duties for “medium sensitive™ manufactured goods as of 1996.
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adequacy. In some countries, such as the former Czechoslovakia in
1991, these loan obligations were transferred to new institutions,
which have sought to recover payment. In some other countries,
including Hungary and Poland, the banks maintain the non-
performing loans on the balance sheet, but the governments have
encouraged them to engage in debt work-outs with enterprise
debtors by offering to reduce government claims on problem enter-
prises on the condition that the banks reduce their claims on the

same enterprises.

Without clear post-recapitalisation incentives for commercial
and prudent operation of banks, there is a very real danger of
repeated accumulation of bad loans (as happened after the
partial recapitalisation in 1992 in Hungary). In Poland, for
example, such incentives have been linked to privatisation of
banks. The privatisation of state-owned banks has heen particu-
larly comprehensive in the Czech Republic and the Slovak
Republic, in the context of the mass privatisation schemes. Other
countries, including Hungary and Poland, have privatised a few
of the largest banks primarily through sales to strategic investors.
In addition, in some east European countries there has been a
marked increase over the last few years in the presence of new
private (including foreign-owned) banks. The market structure
and performance of the banking sectors are discussed in more
detail in Chapter 10.

Systemic hank reform is still at a relatively early stage in most CIS
countries. In a number of them. including Russia, past high infla-
tion has eroded the value of non-performing loans and reduced the
asset quality problem, but banks remain undercapitalised and
continue to issue loans that subsequently become non-performing.
This latter problem reflects hoth government pressure on state
banks to provide credit to particular clients and inadequate

banking regulation and supervision of private and state banks.

In Russia and the Balties, banking reform has involved substantial
entry of new commercial banks, together with efforts to weed out or
restructure insolvent players. This approach invalves the risk of
bank failures, at least until effective bank supervision is in place.
Given the systemic risk associated with failure of large banks,
governments may intervene to bail out such banks (as recently
oceurred in Latvia) rather than allow market discipline to he exer-
cised on both shareholders and depositors. The consolidation of
the undercapitalised commercial banking system and the develop-
ment of elfective banking regulation in Russia and most of the CIS

remain difficult challenges.

While development of financial institutions is proceeding slowly,
countries in the CIS are consolidating progress on macroeconomic
discipline. Fiscal and monetary policies have tightened over the
last year (see Chapter 11), direct eredits for industrial enterprises
have largely been phased out (except in Belarus, Tajikistan and
Turkmenistan), and interest rates are mostly market-determined in

the region.
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Non-bank financial institutions and securities markets

In transition economies. non-bank financial institutions and secu-
rities markets can fulfil two important roles. First, given the
limited availability of bank-intermediated debt finance in the early
and intermediate stages of transition, securities markets and a
variety of funds can provide alternative sources of debt and equity
finance to the emerging private sector. Second, these institutions
provide a secondary market in ownership and. thereby, control of

enterprises, which is crueial in improving corporate governance.

The latter is particularly important in the wake of mass privatisa-
tion programmes which, while playing a central role in the
transition, have brought with them serious problems for corporate

governance (see Chapter 8).

To fulfil these functions, a sound legal and regulatory framework is
required, one that provides, inter alia, independent share registries,
secure settlement procedures, protection of minority shareholders
and effective supervision. Moreover, the market infrastructure has to
provide transparency. securily of property rights and liquidity.
Progress in this area has been slow. Most countries in the region
(18 out of the EBRD’s 25 countries of operations) have established
rudimentary stock exchanges and, Lo a lesser extent, private finan-
cial intermediaries, but the level of activity is limited in most cases
and the regulatory rules and institutions to enforce them lag even
further. As a result, financial scandals such as the MMM pyramid
scheme in Russia and the Caritas pyramid scheme in Romania have
served to undermine public confidence in domestic financial institu-
tions and markets, and contribute indirectly to capital flicht. In the
more advanced transition economies (including the Czech Republie,
Hungary, Poland, the Slovak Republic and Slovenia), the markets
and regulatory framework are better developed, but even there the
markets remain relatively thin and illiquid in comparison to those in
advanced industrial economies and fast-growing East Asian coun-
iries (see Chapter 10).

Despite these difficulties, in a number of countries finaneial inter-
mediaries have succeeded in gaining concentrated ownership
stakes. However, in the Czech Republic and the Slovak Republie,
many of the funds have not adopted proactive roles in corporate
governance, due partly to cross-ownership by banks that are also
debt-holders in the funds’ enterprise portfolios. Russian investment
funds, on the other hand, appear to be more asserlive in exercising
their control, including forcing changes in enterprise management.
Recent government actions in the Slovak Republic and Belarus may
undermine the effectiveness of financial intermediaries in providing
the potential benefits from corporate governance. In the Slovak
Republic the future of some of the investment [unds is uncertain,
following the recent government legislative proposals to cancel the
second wave of voucher privatisation, while in Belarus the licences
of the 38 investment funds were temporarily suspended in early
1995 (though 35 were reinstated in August 1995).

A dynamic market economy requires effective corporate gover-
nance and unrestricted entry. Well-developed securities markets
can make a central contribution by facilitating governance and

financing new entry. Achieving this will require the development
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Social indicators for countries of the region

Education indicators

Health indicators

Demographic indicators

PPP-GNP Primary Secondary Immun- Low Crude Male Female Infant Under-5 Aged
per capita enrolment  enroiment isation birth birth life ex- life ex-  mortality mortality 20-59
in 19931 rate4 rate4 rate? weight2 rateS pectancy pectancy rate rate mortality
. at hirth® at birth6 rate’
Czech Republic 7,550 99.7 88.5 98.6 5.9° 10.4 68.92 76.6° T2 11.6° 3,7k
Hungary 6,050 99.12 81.4 99.82 8.7 11.8 64.5° 73.87 115 13.5 6.7
Poland 5,000 97.1 82.0 9789 72 125 67.42 76.0° 151 i7.3 4.3
Slovak Republic 6,290 99.5 90.2 na 6.7 12.4 68.3 785 T2 132 3.9
Slovenia 10,585 95.5 84.7 g5ge 528 9.8 69.42 TH3 6.5 8.2 3.6
Estonia 6,320° 94.2 84.6 78.2 5.0 9.5 61.0 74.0 14.5 17.4 8.0
Latvia 5,010 84.9 81,2 84.8 5.0 95 61.67 73,89 15.5 20.1 9.4
Lithuania 3,110 94.1 83.4 88.1 4.3 11.6 63.0° 502 13.9 18.2 el
Albania 999 85.0° na 20.1° 564 19:92 69.3¢ 75.44 3320 44.1° 2,24
Belarus 6,240 93.5 84.2 20.8 4.1 10.7 63.5 74.3 13.2 16.2 6.6
Bulgaria 4,100 97.1 65.0 93.3 78 9.4 67.2 74.8 16.3 20.9 4.6
Moldova 2,870 77.0 74.0 90.0 6.1 14.3 654.32 i B 22.6 28.5 6.9
Romania 2,800 99.4 755 93.92 10.92 10.9 66.6° 7329 239 30,32 528
Russia 5,050 94.2° 717 89.6 6.3 9.4 58.2 71.4 18.7 25.0 8.1
Ukraine 4,450 82.7 46.9 93.5 na 10.0 66.0¢ 74.0° 14.3 19.9° 659
Armenia 2,040 na na 87.7 7.42 13.6 67.92 74.48 15 24,23 4.2
Azerbaijan 2,190 na 76.0 61.0° 548 21.4 6522 73:9° 26.9 45.2 S0
Georgia 1,750 86.67 75.90 3057 584 10.7 68.74 76.14 23.2 1740 4,19
Low-income#8 1,376 89.5100 41 011 88.69 11.310 28.0 61.0 63.0 64.0 103.0 na
Without China & India 1,347 58.0100 na na 21.410 40.0 54.0 57:0 89.0 144.0 na
China 2,330 96.0"° 53.011 94.08 6.0° 19.0 68.0 71.0 30.0 54.0 na
Lower-middle income® 3,821 68.9100 53,011 79.99 11.010 23.0 64.0 70.0 40.0 63.0 na
Upper-middle income8 8,318 91.010b 53,011 78.1° 10.610 24.0 66.0 72.0 36.0 43.0 na
High-income8 18,682 g7.0100 g2 011 86,32 6.510 13.0 74.0 80.0 7.0 9.0 na
Notes

The data, except column 1 and the last 4 rows, were compiled by UNICEFICDC and
reported, for a subgroup of countries, in Central and Eastern Europe in Transition.
Regional Monitoring Report 3, 1995. Unless otherwise indicated, the figures refer to
1994, The symbols indicate the following years: 1993, ® 1992, ¢ 1991 and ¢ 1990.
When available figures were rounded, we have put a zero after the decimal point. The
country groupings In this table follow the pattern that is set out on page 24.

PPP stands for purchasing power parity. The estimates quoted here are taken from the
World Development Report 1995 (World Bank), except for Albania and Slovenia.
Estimates for the latter come from PlanEcon Review and Qutfook for Eastern Europe
(June 1995). To compute these estimates, each country’'s nominal GNP per capita was
divided by the “purchasing power parity”, defined as the number of units of the
country's currency required to buy the same amount of goods and services in the
domestic market as one US dollar would buy in the United States. Given the difficulties
of measurement, particularly where many statistical offices and price mechanisms
were in a state of flux, the PPP-GNP figures should be treated with some
circumspection.

e

2 Figures refer to the unweighted average of immunisation rates for diphtheria and
measles.

3 Defined as the percentage of live births weighing less than 2,500 grams.

“ Figures refer to net enrolment rates, defined as the percentage of the relevant age
group enrolled in primary and secondary school education.

5 Defined as the number of [ive and still births in a year per 1,000 population.

of stable regulatory and legal {rameworks that enable organised,
competitive trading by investors and fund managers. This task

remains largely uncompleted.

5 Defined as the expected number of years for a newborn, assuming the prevailing
mortality rates remain unchanged.

7 Calculated as the unweighted average of mortality rates for the age groups 20-39 and
40-59,

8 The figures shown in these rows are weighted averages of available observations for low,
lower-middie, upper-middle and high income countries as defined according to the World
Bank's classification. The exception is column 1, which refers to unweighted averages.
Countries are categorised based on the following ranges for the World Bank Atlas (1994)
estimates of nominal GDP per capita: low income US$ 695 or less; lowermiddle income
US$ 696-2,785; upper-middle income US$ 2,786-8,625; and high income US$ 8,626 or
more. Unless otherwise indicated, the data refer to 1993. Among the countries of the
table Albania, Armenia and Georgia are “low” on this definition; Belarus, Estonia,
Hungary and Slovenia are “upper-middle”; and the remaining 11 are “high”.

[}

Refers to the most recent estimates of the indicator provided in Social Indicators of
Devefopment 1995 (World Bank).

0 The group averages should be interpreted with care since data are available only for a
subset of countries. Comparability across countries may be limited by variation in data
collection, definitions and statistical methods.

Figures refer to gross enrolment rates, defined as the number of pupils enrolled in
primary and secondary school education as a percentage of the population in the
relevant age group.

12 The values for China and India are 94 and 88, respectively.

1

o

13 The values for China and India are 53 and 44, respectively.

2.3 Social indicators and transition

As deseribed in Chapter 1, development and transition are distinct
but mutually dependent processes. Transition involves the devel-
opment of market-oriented economies whereas development refers
to the advancement of the standard of living. None the less, it is a

commonly held view that the transition process has imposed
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considerable costs in terms of the standard of living throughout the
region, for example in deterioration of hasic dimensions such as
education and health. It is important to ask whether all countries
in the region have incurred such costs similarly. or whether those
countries that embarked on reform earlier and more aggressively
(as described earlier in this chapter) have incurred different costs

in terms of decline in these social indicators.

This section provides some evidence on this issue. It begins by
comparing the levels of some key dimensions of the standard of
living (including health, education and income) across countries
of eastern Europe, the Baltics and the CIS. Comparisons are made
both within the region and worldwide. The next subsection
presents evidence on the changes over time, both before and
during the transition period, in order to assess how the pace of
reform in different countries of the region has been related to

these social indicators.

Cross-country comparison of social indicators

Drawing on information collected by UNICEF, Table 2.2 provides
some of the key social indicators for countries in eastern Europe.,
the Baltics and the CIS.® Countries are grouped roughly according
to geographical criteria. The table focuses on 18 countries of the
region for which usable and up-to-date data are available. Croatia,
FYR Macedonia and the five republics of Central Asia are not
represented. Whenever 1994 data were unavailable, the most
recent observation was applied. As reference points, comparable
information on the World Bank groups of low. lower-middle, upper-
middle and high income countries is included. The table includes
data on GNP per capita (in purchasing power parily terms), educa-
tion (primary and secondary enrolment rates), demography (crude
birth rate), health (immunisation rate, low birthweight rate) and

mortality (life expectancy, group-specific mortality rates).®

The first column in Table 2.2 documents the wide differences in
income among the economies of eastern Europe, the Baltics and
the CIS. Using the World Bank’s classifications system (which is
based on nominal, not PPP-adjusted, GNP), most of the transition
countries in the sample (11 out of 18) fall in the lower-middle
income group, three are in the lower income category, and the
remaining four fall in the upper-middle income group. Moreover,
the lower-middle income group is under-represented because six
of the seven countries of eastern Europe and the CIS that are
excluded from the table would fall into this category.

The table highlights four important features. First, there are
systematic differences in social indicators across countries of the
region. Economies that belong to the upper-middle income group
show, on the whole, higher development indicators than other
countries. The exceptions are for male life expectancy and
mortality rates for the 20-59 age group, where there is no uniform

pattern. The differences between the low and lower-middle income

countries of the region with respect to (non-income) development

indicators are less clear-cut.

Comparing the different income-based country groups with each
other (the last six rows in the table), a strong association of higher
income levels with more favourable levels for social indicators is
evident. An important exception to this pattern is China, which is
a low income country engaged in the transition towards a more
market-based economy, but systematically achieves social indi-

cator values typical of countries in the high income category.

Second, with few exceptions, the economies of eastern Europe, the
Balties and the CIS perform significantly better than the average
for the World Bank income group in which they are classified. The
health indicators, immunisation and low birthweight rates in the
region are high compared with the reference values for the middle
income groups. Infant mortality rates and under-five mortality
rates are considerably lower than these of the relevant worldwide
reference groups. Life expectancy in the region slightly exceeds
the group reference values for women, but male life expectancy is
on the whole similar to middle income countries. In education, the
countries of the region achieve enrolment rates similar to upper-

middle and high income countries.

Third, crude birth rates are very low across the region. except in
Albania and Azerbaijan, even in comparison with high income
countries. An already sharp decline in this rate during the 1980s
has accelerated for most, but not all, countries during the transi-
tion process (see next subsection). This acceleration may be due
both to the increased economic uncertainty that has accompanied
the transition process for most groups in the population, and an
increase in the private cost of having children, brought about by

the dismantling of the socialist system.

There are a few notable exceptions. For example, Estonia tends to
display lower scores on the development indicators than the other
countries of the region in the high income group (apart from the
indicator for low birthweights). The social indicators for Lithuania
and Poland, on the other hand, are similar to their neighbouring
upper-middle income countries of central Europe. Georgia is on
the whole more advanced in terms of social indicators than the
other Transcaucasian republies, but it displays a dramatically low
level of immunisation rates of 30 per cent. This signifies a drastic
failure of preventive health care with consequences that may only

be evident in the coming years.

To summarise, while there is considerable diversity among these
countries in terms of income per capita and some variation in
social indicators, their level of health and education is more
advanced than the typical level for countries in other parts of the
world with equivalent GNP per capita. Their indicators resemble

those seen in the upper-middle income category for most

5 We would like to thank Giovanni Andrea Cornia, Director of the Economic and Social Policy Research Programme at UNICEF-International Child Development Centre in Flarence, Italy for

providing access to these data (unpublished at the date this Report was prepared).

& A comprehensive overview of the social dimensions in the region would include a discussion of inequality, poverty and indicators of social cohesion like the crime rate. Such an analysis
lies beyond the scope of this Report and, in any case, would be severely impeded by the lack of reliable data.
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Chart 2.2 Change in social indicators in countries of the region

Male life expectancy at birth

2. Transition: measurement and indicators
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Group 2: missing include 1980-85 Estonia and Lithuania, 1991 Lithuania;
Group 3: no observations on Albania, 1980-85 Belarus, Moldova and Ukraine;
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Group 1: 1980-85 for Czechoslovakia, 1993-94 Czech Republic missing;

Group 3: missing include 1980-85 Belarus, Moldova and Ukraine, 1992-94 Albania,
1994 Romania and Ukraine, 1994 Albania;

Group 4: missing include 1980-85 Armenia, Azerbaijan and Georgia, 1993-94 Georgia,
1994 Armenia.

e Group 1 The groups are defined as follows:
—— Group2 | Group 1: Czech Republic, Slovak Republic, Hungary, Poland and Slovenia;
Group 3 Group 2: Estonia, Latvia and Lithuania;
Group 3: Albania, Belarus, Bulgaria, Romania, Moldova, Russia and Ukraine;
S04 | Group 4: Armenia, Azerbaijan and Georgia.

Group 1: missing include 1980-85 Czech Republic, Hungary and Slovenia,
1993-94 Czech Republic;

Group 2: 1980-85 Estonia and Lithuania missing;

Group 3: 1980-85 available only for Russia, missing include 1991-94 Albania,
1993 Romania 40-59 mortality rate, 1994 Albania, Romania and Ukraine;

Group 4: missing include 1980-85 and 1994 Azerbaijan, 1991-93 Georgia.
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countries, and are similar to worldwide high income countries for
the economies of eastern Europe. These achievements are particu-
larly remarkable, as they already incorporate the worsening of
social indicators (discussed below) which has taken place in many
countries of the region since 1939.

Changes over time in social indicators

Chart 2.2 documents recent changes over time in some of the
social indicators listed in Table 2.2, The 18 countries are divided
into four groups. Group 1 contains selected countries of eastern
Europe (the Czech Republic, Hungary, Poland, the Slovak
Republic and Slovenia). Group 2 comprises the Baltic states
(Estonia, Latvia and Lithuania). Group 3 contains the other east
European countries and CIS countries (Albania, Belarus, Bulgaria,
Moldova, Romania, Russia and Ukraine). Group 4 covers the
Transcaucasian countries (Armenia, Azerbaijan and Georgia). The

reported averages for each group are unweighted mean values.

To simplify presentation, the indicators were expressed as percent-
ages of their 1989 values. When interpreting the graphs in Chart
2.2, it is important to bear in mind that they conceal the differ-
ences in absolute levels of the underlying indicators that were
highlighted in Table 2.2. The UNICEF data set provides informa-
tion on individual countries for 1980, 1985 and the period
1989-94. The pre-1989 data set is incomplete and does not always
distinguish between the Czech Republic and the Slovak Republic

or the different republics of the former Soviet Union.

The charts reveal that different country groups experienced very
different changes in social indicators. For Group 1 there was an
improvement or a continuation of pre-transition trends in the
development of social indicators, whereas the countries of Groups
2-4 saw a dramatic deterioration in these indicators. This Is true
for all of these social indicators. Crude birth rates dropped dramat-
ically between 1989 and 1994 for all four groups, but in Group 1 to
a lesser extent. The rate of decline remained roughly constant
between 1980 and 1994 for Group 1, while it drastically acceler-
ated after 1989 for the other groups. Secondary enrolment rates
rose for Group 1 between 1989 and 1994 at a rate that was broadly
equivalent to that experienced in the 1980s. For the other country

groups, secondary enrolment rates declined after 1989.

A similar picture emerges for mortality rates. Infant and under-five
mortality rates fell in Group 1 before 1989 and continued to decline
in subsequent years. For the other country groups. infant and
under-five mortality rates increased in the 1990z, reversing their
earlier trend. These increases in mortality rates were modest
compared with those experienced by the 20-59 age group. For
Russia and the Baltic states, as extreme cases, the index increased
between 40 and 70 per cent in the period 1989-94. On the other
hand, the average of this indicator for Group 1 declined by more

than 10 per cent over the same period (despite an increase in

Hungary).

Male and female life expectancy rose throughout the region during
the 1980s. While this trend broadly continued in country Group 1
after 1989, it was reversed in the 1990s in the other country
groups. Life expectancy dropped by a greater percentage for men
than for women. Together with the evidence on mortality rates, this
suggesls that the transition process has affected the male working-

age population most severely.

While there are some country-specific exceptions, and the full
extent of changes in social indicators during the transition process
will only be evident in the coming years, the evidence strongly
suggesls lwo important conclusions. First, the eastern European
countries in Group 1 were more successful at coping with the
dramatic changes that characterise transition than countries in the
other three groups. The Group 1 transition countries are among
those that instituted reform earlier and faster. They are also among
the relatively wealthier of the transition economies. This indicates
that transition can be suceessfully implemented without experi-
encing a worsening in social indicators. On the other hand,
Estonia, a country well advanced in the lransition process,
incurred social costs on a similar scale to those of more slowly
reforming countries. Thus, rapid and successful transition towards
a markel economy may not in itself be sufficient to prevent a

decline in the standard of living.

The second finding is that all of the late and slower-reforming
countries, which fall into Groups 2-4, have experienced a dramatic
deterioration in social indicators since 1989. Far from improving
these dimensions of the standard of living, it is clear that slow or
postponed market-oriented reform has been associated with a

sharp deterioration in indicators of social development.

This superior performance of the faster-reforming countries in
Group 1 is of greal significance. I1 lranslates into large improve-
ments for the population in social development in these countries,
relative to those in Groups 2-4. To illustrate this point, consider
the following implications of the figures on mortality and life
expectancy presented in Chart 2.2. The number of deaths of
working-age adults (male and female) in the countries of Groups
2-4 was about 434,000 higher in 1994 alone than it would have
been if the age 20-59 mortality rates for these countries had
followed the trend (not the level) observed in Group 1 countries
between 1989 and 1994. For children under five, the corre-
sponding figure for 1994 was about 103,000.7 The differences in
life expectancy are also striking. The average (weighted by popula-
tion) life expectancy of males in Groups 2-4 was 4.3 years shorter
in 1993 (not computable for 1994) than it would have been if the
trend observed in the Group 1 countries since 1989 had been

T These estimates are computed as follows. For each country in Groups 2-4, say country A, the value of the mortality rate In 1989 is multiplied by the cumulative percentage change over
the five-year period 1989-94 observed for the Group 1 countries (averaged over those countries). The difference between the actual mortality rate in 1994 and this hypothetical rate is
then multiplied by the population in the relevant age group for 1994 in country A. This yields the estimate of the “additional” deaths for country A. These figures are summed up for all
countries in Groups 2-4 to obtain the figure quoted in the text. We emphasise that this procedure does not compute what would have happened to the number of deaths if the level of
mortality had been the same in Group 1 and Groups 2-4 in 1994. It computes only what would have happened to the number of deaths if the percentage change from 1989-94 in

mortality rates in Group 1 had been achieved in Groups 2-4 as well.
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achieved. Female life expectancy was 2.6 years shorter on this

account.®

The decline in social indicators is likely to be the consequence of
a number of factors.” Unemployment, lower wage income, and
aggravation of pre-existing nutritional imbalances for large parts of
the population account for some of this development. Additionally,
insufficient maintenance of water and sewerage systems have led
to worsening sanitary conditions, which contributed to outhbreaks
of infectious diseases in some areas of the region. Furthermore,
economic uncertainties and the necessity to cope with new
circumstances, in particular for the population of working age,
point to stress-related factors as direct causes for a decline in life
expectancy and rise in mortality rates. This is supported if one
examines the specific causes of mortality, particularly for males,
where deaths from strokes, heart disease. suicide and alcoholism
have risen sharply.!?

2.4 Concluding remarks

The past year has seen important advances in market-oriented
reforms in most of the region.!! Particularly rapid change is now
taking place in the countries of the CIS, most of which are
pursuing comprehensive reform programmes. Meanwhile, most of
the countries in eastern Europe and the Baltics are consolidating

the reforms that they began three to five years ago.

In the largest CIS country, Russia, privatisation has advanced
substantially, relying heavily on a transfer of shares to insider
owners (managers and employees). Russian prices and foreign
trade have become increasingly liberalised. although about a third
of prices remain subject to local restrictions. The access of compa-
nies to government subsidies and soft bank credits has gradually

been tightened over the past three years,

After initial reluctance, Ukraine embarked in the second half of
1994 on a far-reaching liberalisation of prices and foreign trade
and on pilot privatisation of zelected large companies. Meanwhile,
the government and the central bank of Ukraine implemented a

substantial tightening of enterprise access to subsidies and credit.

Each of these two large countries is now moving through the inter-
mediate slages of transition to the market economy. Important
investment opportunities will accompany these changes, but there
will be major challenges in ensuring responsible corporate gover-
nance in the enterprise sector. in improving the effectiveness of
the banking system and, in the case of Ukraine, in pushing ahead
with privatisation.

The hulk of the smaller CIS countries have taken equally impres-
sive action to broaden the role of markets and to intensify

compelition between enterprises. Armenia, Azerbaijan, Georgia,

8 The computational procedure is identical to that in footnote 7.
2 UNICEF (1994).
10 UNICEF (1994).

2. Transition: measurement and indicators

Kazakstan and Uzbekistan have all during the past year freed up
prices and foreign trade, and tightened subsidy and credit poli-
cies. Most of these countries have also initiated implementation of
mass privatisation schemes. In Kyrgyzstan and Moldova. where
comprehensive packages of reform and stabilisation measures
were already introduced in 1992-93, the market focus is becoming
entrenched, with prices freed and domestic producers subject to
competition from imports. Privatisation in these countries has
gathered pace over the past year, and a sustained firmness in
credit and subsidy policy has helped ensure pressure on enter-

prises to restructure their operations,

For all of the CIS countries, a key challenge will be 1o establish
credible and stahle institutions that can support investment and
growth. In this context. further strengthening of banks and secuui-
lies markets will be essential. It will also be important to ensure
that enterprise managers are subjected to commercial pressure
from banks or “outside owners” to make sound and market-based

strategic decisions.

The enhanced market orientation of most CIS economies has
created a wealth of opportunity for private investors. Substantial
interest among foreign investors is evident from the results of a
survey conducted over the past year by the EBRD (see Chapter 4).
However, investors will be cautious. During the first years of
reform, the prospect of high profitability may, from their point of
view, be partly offset by uncertainty about the permanence of
reforms, market prospects, relative price developments and macro-
economic stability. A sharp rebound in investment will be needed
to enable the CIS countries to recover the output losses they have
suffered in recent years (Chapter 11). Inducing investors to partici-
pate in and generate this recovery will require consistent
government adherence to market-oriented principles and macro-
economic stabilisation policies. In these circumstances, and with
the associated uncertainty, IFIs can play an especially important
role as co-financiers for private investment, as guarantors against
particular types of event risk, and as sources of finance for infra-
structure that can help make private risk-taking in these countries

a more attractive proposition.

The countries of eastern Europe and the Balties, all of which imple-
mented “first-round” reforms (market liberalisation and small-scale
privatisation) in 1990-92. have embarked with varying degrees of
intensity on the more challenging second-round and third-round
measures (large-scale privatisation, enterprise resiructuring and
financial sector reforms). The Czech Republic, Estonia, Hungary
and the Slovak Republic have privatised most of their large enter-
prises in the manufacturing sector. A number of other countries in
eastern Europe and the Baltics are likely to advance their privatisa-
tion programmes to a comparable stage over the coming year. It

remains a major challenge, however, throughout eastern Europe

11 overall, only Bulgaria, Tajikistan and Turkmenistan have shown minimal advance in the transition over the past year.
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and the Baltics, to establish and sustain corporate governance in
enterprises and to ensure market-based enterprise restructuring.
This process may he helped along in the years ahead by increas-
ingly vibrant local stock markets which will facilitate gradual

concentration of ownership in the hands of strategic investors.

The establishment of corporate governance and the supply of
finance for a recovery of investment in eastern Europe and the
Baltic countries can also be strengthened by improvements in
the functioning of domestic banks. Governments in a few coun-
tries have recapitalised their largest banks sufficiently to allow
them to operate with prudential ratios that are broadly consistent
with BIS guidelines. Some of the largest banks in the Czech
Republic, Hungary, Poland and the Slovak Republic have been
privatised. Nevertheless, reform of the banking system has far to

go in these countries.

The role of banks as a source of finance for private investment
remains modest. The ability of domestic banks to atiract savings
and efficiently channel them to investment must be built up gradu-
ally over a number of years. Low ratios of total bank lending to
GDP throughout the countries of eastern Europe and the Baltics
indicate that the supply of banking services remains inadequate.
Banking skills depend critically on experience that can only be
established with time. In addition, the soundness of many banks
remains questionable despite government-financed recapitalisa-
tions. Without further advance in the privatisation of large banks it
will be difficult for the government to provide an effective
response to the serious policy challenge of establishing incentives
and imposing financial discipline on bank managers. Moreover,
the recent banking erisis in Latvia is a reminder of the challenges
that will continue to confront bank regulators and supervisors in

most of the transition countries, even after bank privatisation.
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Annex 2.1. Estimates of private sector activity
in transition countries

This annex presents estimates of the share of GDP and employ-
ment accounted for by the private sector in eastern Europe, the
Baltics and the CIS during the period 1989-94. The estimates are
drawn from official national sources including ministries of
finance, statistical offices and privatisation agencies. Some of the
numbers have not been published before. The annex provides
figures both at the aggregate and sectoral levels, when available.
The first section briefly discusses various statistical problems
associated with any attempt to measure private sector activity in
transition economies. The second section provides a summary
picture of private sector activity in transition economies as of the
end of 1994. The more detailed estimates for eastern Europe, the

Baltics and the CIS are presented in the last two sections.

Methodological issues

The growth of the share of GDP or employment accounted far by
the private sector can come from five sources: the creation of new
private businesses, the growth of existing private businesses, the
privatisation of state-owned enterprises, the decline of the existing
state sector and foreign investment. Reliable assessment of private
sector activity in transition economies is hindered by various
statistical problems, and only approximate estimates can be made
of the changes of ownership that have taken place since the start of
the transition process in 1989,

Statistical offices in many transition countries define the private
sector (or non-state sector) to include all enterprises with
majorily privale ownership.! However, net output produced in a
state-owned factory leased by a private enterprise should also
be considered as private for the present purpose, and is
normally included by statistical offices in the private or non-
state sector. However, some economic units may be classified as
part of the non-state sector but still enjoy only limited indepen-
dence {rom state control. Cooperatives and collectives are a
good example. Under communist rule, cooperatives and collec-
tives, together with the state sector, constituted the so-called
socialised sector. All communist countries had large cooperative
or collective sectors, especially in agriculture, which were
effectively run as part of the state sector.? During the past five
years, new legislation in many countries has converted tradi-
tional state-controlled cooperatives and collectives into genuine
cooperatives or private corporations, but the precise nature of
the state involvement in the cooperative sector still varies from

counlry to country.

Most experts agree that hidden activities are now more pervasive
than under communist rule and that this situation has led to the
under-recording of both the growth of existing private enterprises
and the registration of new, active private enterprises. In the newly
liberalised economic environment, some private entrepreneurs
may have both the incentive and the capacity to hide productive
activities from the authorities either to avoid taxes, social security
contributions or regulatory and legal requirements, or because the
activities are illegal. Official national sources in Bulgaria, Estonia,
Hungary, Lithuania, Poland, Romania and Russia have reported to
the EBRD that their estimates of GDP and private sector activity
were at least partially corrected for hidden activities, whereas no
adjustments were made by official sources in Croatia and the
Czech Republic.

Estimates made by statistical agencies of legal hidden activities fall
mainly in the range of 10-25 per cent of GDP. In Hungary, a
specially organised survey found that the share of the hidden
economy (defined as that share which escapes the tax authorities)
had increased from 13.1 per cent of official GDP in 1980 to 29.6
per cent of official GDP in 1992 (only part of which is taken into
account in the official GDP-estimates for Hungary).? Estimates for
other countries have been collected by the EBRD from national
statistical agencies. * For Estonia such estimates indicate that the
informal economy in 1994 accounted for 35 per cent of the value
added in the private sector, and about 20 per cent of total GDP. In
Slovenia the “grey” economy has been estimated to account for 20
per cent of GDP and 26 per cent of employment. In Bulgaria hidden
activities of registered private enterprises account for an estimated
16.8 per cent of GDP in 1994, up from an estimated 4.3 per cent of
GDP in 1992. In Romania the share of GDP accounted for by the
gross value added in the hidden economy was estimated at 6.7 per
cent in 1992, 9.0 per cent in 1993 and 10.0 per cent in 1994.

The centrally planned economies used to rely on the Material
Product System (MPS), which does not record “non-material
services” (e.g. banking and insurance, medical care, housing,
education, scientific research, business and personal services),
areas in which the emerging private sector is expected to
contribute significantly. Official sources tend to be ill-equipped to
monitor this contribution, hut coverage of it is gradually
improving. A good example is Bulgaria, where the statistical
agency recently revised upwards its estimate of value added in the
private sector in order to take into account more complete data for

value added derived from owner-occupied dwellings.

1 The difference between private and non-state is not always clear. In most cases, these two categories are used interchangeably, but in some countries the non-state sector includes
companies in mixed ownership and the private sector excludes such companies. In some countries, the term “private sector” used to apply to 100 per cent non-state companies only,
but later was extended to include companies in mixed ownership. See the footnotes to the tables for details of the definitions used In each country. See footnote 8 for definitional

peculiarities in some of the CIS countries.

2 Exceptions existed even under communist rule in the form of “new cooperatives” in the former Soviet Union and small cooperatives in Hungary, which enjoyed greater independence

from the state.
3 Vertes and Arvay (1994).

4 Estonian Market and Opinion Research Center Lid.; Ljubliana Institute for Economic Research, Slovenia; National Statistical Institute, Bulgaria; National Committee for Statistics,

Romania.
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Table L.
Private sector share in GDP and employment in eastern Europe, 1989-94

Private sector share (%)

In GDP In employment

1989 1990 1991 1992 1993 1994 1989 1990 1991 1992 1993 1994
Bulgariat - - 16.6 253 359 40.2 5.5 5.9 10.1 i S 28.3 34.7
Croatia?2 - 18.8 25.2 349 41.2 44.9 - - 21.8 26.9 37.5 46.6
Czech Republic3 14.2 12.3 b7 e 277 45.1 56.3 1.3 6.9 18.8 31.1 471 -
including cooperatives - - - - - - 14.2 19.1 28.4 38.6 52.8 -
Hungary 14.9 - 33.0%* 44.0 52.4 - - - - - - =
including cooperatives® 29.0 - 41.0% 48.1 55.6 - - - - - 59.4 -
Poland 28.6% 31.4 45.3 48.2 53.5 56.0 45.7 45.8%* 51.1% 57.0% 57.6 59.8
Romania 12.8 16.4 23.6 26.4 32.0 35.0 b9 9.2 33.6 41.0 43.8 51.4
including cooperatives - - 2 - - - 31.2 31.2 38.4 44.0 46.3 53.4
Slovak Republics - - - 22.0 24.6 43.8 1.0 5.0 12.8 18.4 222 31.9
including cooperatives - - - 324 39.0 58.2 17.5 20.0 25.9 30.4 33.2 40.5
Slovenia® 8.1* 114% 15.7% 19.5% - - 13.0% 14.7% 17.5% 19.9% - -

Sources

National Statistical Institute, Bulgaria; State Institute of Macroeconomic Analysis and
Forecasting, Croatia; Czech Statistical Office; Hungarian Central Statistical Office;
Central Office of Planning and Central Statistical Office, Poland; National Commission

........ GrignRiss Gk e oy,

for Statistics, Romania; Statistical Office. Slovak Republic; Institute of Macroeconamic
Analysis and Development, Slovenia.

Notes
Estimates are for the private sector excluding cooperatives, unless otherwise indicated.
An asterisk indicates numbers taken from the EBRD (1993), when more recent official
numbers were unavailable. In most cases these data cover only 100 per cent privately-
owned enterprises.

1 Data for 1994 are preliminary.

Private sector activity in transition countries in 1994
Official estimates of private sector activity gathered by the EBRD
from statistical agencies in the region are summarised in Chart 1
for those countries for which 1994 data were available.? These will
in many cases differ somewhat from the EBRD estimates that are
listed in Table 2.1 of this Report due to the factors that are
discussed country by country in Annex 2.2.

Official estimates indicate that the private sector accounts for more
than half of GDP in a number of countries that have implemented
comprehensive, large-scale privatisation (including the Czech
Republic, Hungary, Kyrgyzstan, Lithuania, Russia and the Slovak
Republic). Poland, however, had the largest private sector share as of
end-1994, at 59.8 per cent, although the country has yet to implement
a comprehensive privatisation programme. The dominance of the
private sector in employment in Poland reflects in part the prominence
of the private sector in agriculture prior to the onset of comprehensive

market reforms and the rapid growth of new enterprises.

The non-state sector remains particularly small in Belarus and
Ukraine. due to relatively slow progress in privatisation and in
market liberalisation (at least until recently in Ukraine). The large
difference between the GDP and employment shares of the private
sector in some countries of the CIS may be partly due to the preva-

lence of workers on “unpaid leave” as a form of hidden

=3
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2 End-ofyear data: employment data for the period before 1993 include only 100 per cent
privately owned firms; for 1993-94 mixed firms with more than 50 per cent private
ownership and transformed firms are also included.

Share in GDP eslimales are for the “non-stale sector”.

(1}

Employment: excluding financial corporations.

o B

Before 1994, firms with mixed ownership were excluded from the definition of the
private sector; for 1994, such firms were partially included in the definition of the
private sector.

& Excluding socially managed enterprises.

unemployment in these countries. Some of the differences across
countries in the private sector shares also reflect definitional
quirks. For example, Bulgaria excludes cooperatives from the defi-
nition of the private sector, while Russia and Latvia include former

collective farms in the non-state sector.

Changes in private sector activity in eastern Europe

Croatia, Hungary and Poland reported substantial private sector
activity as early as 1989, reflecting earlier reforms introduced in
Hungary after 1968, Poland in the 1980s, and Yugoslavia after
1950. Poland was the only CMEA couniry to maintain a large part
of agriculture in privale hands. In Hungary a substantial share of
economic units with mixed ownership and decentralised decision-
making had been created before 1989. In the former Yugoslavia
private enterprise played a substantial role in agriculture, construc-
tion and certain services. Bulgaria, the former Czechoslovakia and

Romania started the reform period with smaller private sectors.

Table 1 presents estimates of private sector GDP and employment
shares in eastern Europe for the period 1989-94. The countries
that started the transition process with relatively sizeable private
sectors (Hungary, Poland and Croatia) remained in front in the
early reform years, but the Czech Republic and the Slovak
Republic, where rapid progress on large-scale privatisation

compensated for the small initial private sector, had caught up

1994 numbers were not available for Hungary; 1993 numbers were included in Chart 1 because privatisation in Hungary finished before 1994.



Annex 2.1, Estimates of private sector activity in transition countries

Percentage share of GDP and employment accounted for by private sector (including cooperatives) in eastern Europe and former Soviet Union in 1994
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Table 2.

Sectoral breakdown of the private sector share in value added and employment in eastern Europe, 1994

Private sector share (%)

In value added In employment

Agriculture Industry Services Agriculture Industry Services
Bulgariat 79.5 18.4 48.9 66.5 7.9 40.5
Croatia? 79.5 38.5 | 40.0 & — 3=
Czech Republic3 82.1 59.0 49.5 23.2 45.2 50.9
including cooperatives4 - - - 77.0 48.0 53.0
Hungarys 68.1 541 59.7 77.0 61.6 a6
Poland® - 38.0 89.0 - = =
Romania 85.2 150 354 89.5 213 36.8
Slovak Republic - 534 - — - =

Sources
National Statistical Institute, Bulgaria: State Institute of Macroeconomic Analysis and
Forecasting, Croatia; Czech Statistical Office; Hungarian Central Statistical Office;
Central Office of Planning, Poland; National Commission for Statistics, Romania;
Statistical Office, Slovak Republic.

Notes
Estimates are for the private sector excluding cooperatives, unless otherwise indicated.

+ Preliminary data. Excludes cooperatives in the private sector for the 1990-94 period;
employment: 1993 data.

with them by 1994. The Czech and Slovak figures clearly reflect
the completion of the first “voucher privatisation wave” in late
1992 and the first hall of 1993. For the Slavak Republic the large
jump in 1994 reflects primarily a definitional change (see the fool-

noles to the table).

2 Employment data before 1993 include only 100 per cent privately owned firms; after
that mixed firms with more than 50 per cent private and transformed firms are also
included.

3 GDP estimates are for the non-state sector.

Employment: 1993 data.

Including cooperatives and excluding financial corporations; 1893 estimate.

Services include retail trade only.

'S

@ o

Previously published estimates for private sector activity in
Bulgaria for the period 1991-93 have been revised to reflect the
availability of more complete estimates for the hidden economy
and privale sector activity.® In Romania the growth in the share of

the private sector in employment (and decline in the share of

8 Previous estimates for the private sector share in GDP were: 7.2 per cent in 1989, 9.5 per cent in 1990, 11.9 per cent in 1991 and 15.6 per cent in 1992, The revision is mainly

based on the inclusion of services derived from owner-occupied dwellings.
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Table 3.
Private sector share in GDP and employment in the Baltics and the CIS, 1989-94

Private/non-state sector share (%)’

In GDP In employment

1989 1990 1991 1992 1993 1994 1989 1990 1991 1992 1993 1994
Armenia
non-state sector 8.1% 11.7% 24 2% 36.7% - - 11.8% 15.2% 29.0* FE.0* - -
Belarus
pure private sector W B 6.8* 8.1% - - 1.2 1.2 2.3 3.5 4.7 6.2
non-state sector - = - - = = 19.7 26.1 29.1 35 36.9 40.2
Estonia
pure private sector - - 17.7% 22.0% - - - — 105 15.0% - =
non-state sector2 - - - 45.0 50.6 58.0 - - - - - -
Georgia
non-state sector 17.6¥ 28.1 27.3 49.0 56.9 60.0 20.5 24.5 24.9 30.7 34.3 36.3
Kazakstan
pure private sector 165.0% T2 12.2% - - 20.2 3.3% 3.8% 4.4% - - 9.0
Kyrgyzstan
non-state sector - = - - 56.4 58.0 - - - — = -
Latvia
pure private sector - - - - - - - 8.0 12.0 31.0 47.0 52,0
non-state sector3 - - - - - - 13.9% 19.0 22.0 44.0 55.0 58.0
Lithuania
pure private sector 10.4% 11.6% 15.4% 20.0% - - 2.4% BF 15.5% 25.4% = -
non-state sector - = 18.0 37.0 T ) 62.3 20.0 22.3 29.8 41.3 54.2 61.5
Moldova
non-state sector - - - - - = 26.0 31.0 36.0 38.0 47.0 -
Russia
pure private sector 5.3* 6.0* 10:4* 14.0 21.0 25.0 1.6%* 2.6%* 4.8% 18.3 28.1 3458
non-state sector - - - 25.0 52.0 62.0 - 18.0 25.0 31.0 46.0 51.0
Ukraine
pure private sector - 7.6 7.8 5.6 5 = = - e - - =
non-state sector - 23.9 32.6 30.0 41.0 - - - - 1Ll B 19.6 24.5
Uzbekistan
non-state sector - - - 38.8 46.7 54.2 - = - 42.2 48.7 59.7

Sources Notes

State Directorate of Statistics, Registration and Analysis, Armenia; National Committee
on Statistics and Analysis, Belarus; State Statistical Office, Estonia; Ministry of State Numbers were taken from the EBRD (1993}, where recent official numbers were
Property, and State Committee of SocialEconomic Information, Georgia; State unavailable {marked with an asterisk).

Statistical Committee, Kazakstan; Ministry of Finance, Kyrgyzstan; Central Statistical 1 “pure private sector” refers to economic enterprises that are 100 per cent privately
Bureau, Latvia; Department of Statistics, and Ministry of Economics, Lithuania; State owned. The “non-state sector” is a broad concept which includes, in some countries,
Department of Statistics, Moldova; State Statistical Committee, and Working Center for collective farms and companies with only minority non-state ownership.

Economic Reform, Russian Federation; Ministry of Statistics, Ukraine; Presidential ¥
State Committee on Forecasting and Statistics, Uzbekistan.

Estimates are for the private sector excluding cooperatives, unless indicated otherwise.

1994-estimate refers to private share of value added in non-financial corporations.

3 Non-state sector, excluding agricultural statutory companies, i.e. former collective
farms.

employment accounted for by cooperatives) reflects mainly the
privatisation and corporatisation of agricultural cooperatives in
1991. Their dissolution and the redistribution of land to members
or former owners largely account for the tripling of the private
sector share in employment during this short time period. Progress
has been much slower in other sectors in Romania. The sharp
differences between the private sector shares in GDP and in
employment for Romania, and for the Slovak Republic, might be a
result of definitional differences in private sector coverages, but
this has not been confirmed by the national statistical offices that

provided the data.
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Sectoral progress in eastern Europe

The agricultural sector in the centrally planned economies was
and often still is highly concentrated, with food processing, distri-
bution and supply typically managed by a few large state
monopolies. Rapid corporatisation of agricultural cooperatives
resulted in the very high contribution of the private sector to

sectoral production and employment (Table 2).

Slow progress in large-scale privatisation in most countries in
eastern Europe accounts for the lower contribution of the private

sector to industry, compared with agriculture and services.



Table 4.

Annex 2.1. Estimates of private sector activity in transition countries

Sectoral breakdown of the private sector share in value added and employment in the Baltics and the CIS, 1994

Private/non-state sector share (%)'

In value added In employment

Agriculture Industry Services Agriculture Industry Services
Belarus
pure private sector — - - 12.9 2.4 -
Georgia
nhon-state sector 4.7 21.9 52.7 82.8 21.3 17.8
Kyrgyzstan
non-state sector 83.6 50.7 321 - - -
Lithuania
non-state sector - - - 96.5 56.4 48.5
Moldova
non-state sector 2 83.0 48.0 33.8 30.0 5.0 -
Russia
non-state sector3 80.0 55.0 = 84.6 21.1 51.4
Ukraine
non-state sector 2 82.6 38.0 23.0 - s -

Sources Notes

Ministry of Statistics and Analysis, Belarus; State Committee on Social-Economic
Information, Georgia; Ministry of Finance, Kyrgyzstan; State Department of Statistics,
Moldova; State Statistical Committee, and Working Center for Economic Reform,
Russian Federation; Ministry of Statistics, Ukraine.

Bulgaria and Romania. which have not yet embarked on compre-
hensive large-scale privatisation, have the smallest share of the

private sector in industry.

While the service sector accounts for the major share of economic
activily in advanced industrial economies (62 per cent of GDP and
67 per cent of the labour force in 1990), centrally planned
economies showed a clear hias against the service sector.” Banking
and insurance, personal and business services, and medical
services, for example, were not considered productive activities
under communist rule, and the development of private sector
aclivity in this part of the economy has relied primarily on the
entry of new firms. In order to meet previously unsatisfied demand,
newly formed private firms, together with recently privatised small
businesses, have led 1o a substantial increase in the private share
in the service sector. In some parts of the service sector, such as
retailing, small-scale privatisation has been the principal way for

the state to divest its assets.

Progress in the Baltics and the CIS
Table 3 presents estimates of the private sector share in GDP and

employment for the Baltics and some CIS countries. In inter-

7 When possible, education was excluded from services.

1 "Pure private sector” refers to economic enterprises that are 100 per cent privately
owned. The “non-state sector” is a broad concept which includes, in some countries,
collective farms and companies with only minority non-state ownership.

2 Share of private sector in production, not value added.

3 Share of non-state sector in value added; share of private sector in employment; the
non-state sector accounts for about 67 per cent of industrial employment.

preting these figures, differences in the statistical treatment of

ownership structures should be kept in mind.?

Some private sector activity existed already at the beginning of the
transition process in the Baltics and the CIS countries, especially
after several new private forms of business arrangements were
introduced in 1988, including new cooperatives, leasing arrange-
ments and small enterprises with substantial independence from
state plans and budgets. These and other types of private sector
arrangements have been expanding among the successor slates,

although at an uneven pace.

The significant decline of GDP since 1989 played a much more
important role in explaining the share of GDP and employment
accounled for by the private and non-state sectors in the Ballics
and CIS countries (especially in the Transcaucasus) than in
eastern Europe, Calculations based on official estimates show that
the size of the non-state sector in Georgia fell in absolute terms in
1991, 1993 and 1994, and that it remained unchanged in Armenia
in 1992, although the share of the private sector in GDP rose in
these years. Progress on privatisation in the Baltic States, Russia
and Kyrgyzstan, combined with the GDP decline, resulted in a

8  National statistics in some CIS countries (Belarus, Russia, Kazakstan, Kyrgyzstan, Ukraine) classify enterprises according to four mutually exclusive categories of ownership: domestic,
private, mixed, state and foreign. The “private” category covers only firms that are 100 per cent privately-owned (in some countries excluding joint-stock companies). The “mixed”
category includes joint-stock companies with private domestic ownership combined with state or foreign stakes. In Ukraine and Belarus, leasing arrangements with the state are
included in the mixed sector. Kyrgyzstan and Belarus attributed to the non-state sector those companies from the “mixed” category which were between 51 and 99 per cent privately
owned. Russia and Ukraine treat the whole mixed sector as a part of the non-state sector. Former collective farms are often included into the ron-state sector together with

corporatised state firms.
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significant increase of the private and non-state share of GDP in
these former Soviet economies (Table 3). In other republics, such
as Belarus, more modest estimates clearly reflect the slow progress

on privatisation and market liberalisation.

Sectoral progress in the Baltics and the CIS

In the agricultural sector, corporatisation of collective and state
farms accounts for the large contribution of the private sector
(Table 4). However, it is important to emphasise that, while even
state-owned industrial enterprises in the Baltics and the CIS coun-
tries (except for armament production) usually enjoy substantial
independence from the state, agriculture continues to rely heavily
on state support. Moreover, the change in the ownership status of
farm cooperatives has been nominal in many CIS countries, with
limited real consequence. The numbers for Belarus are not strictly
comparable with those for other countries because collective farms
are not included in the private sector, but they are elsewhere. In
most CIS countries, the “individualisation” of agriculture has not
been successful. Consequently. the size of the private sector in
Belarus may serve as a reasonable indicator of the true share of the

private sector in agriculture for the rest of the CIS countries.

In Kyrgyzstan and Russia, progress in large-scale privatisation,
together with the disruption of industrial state sector activity,
accounted for the relatively large contribution of the private sector
to industry. Georgia, Belarus and Ukraine have proceeded slowly
in large-scale privatisation. In the service sector, newly formed
private firms, together with recently privatised small businesses,

led to a substantial increase in the private share.

Coneluding remarks

The private sector is active in all countries in the region, and in
many cases accounts for a very substantial share of GDP and
employment. Mass privatisation has been a major contributory
factor to the growth in the share of the private sector in overall
economic activity. In countries that have already undertaken
large-scale privatisation, further expansion will rely more heavily
on the formation of new firms. the growth of existing firms, and
foreign direct investment. In the others, including Bulgaria,
Romania and a number of the CIS countries, the private sector
share should increase rapidly as privatisation progresses. For this
reason, one should expect some convergence across the region in
the shares of the private sector during the coming years. It should
be emphasised. however, that increased private ownership does
not by itsell ensure improved performance. That depends very
much on whether the change in ownership delivers effective

incentives and control of enterprises (see Chapter 8).

European Bank for Reconstruction and Development
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Annex 2.2 Transition indicators

Enterprises

Size of the private sector

Seventy per cent of total employment is estimated to
be in the private sector, which accounts for at least
60 per cent of GDP.

Large-scale privatisation

Avoucher-based mass privatisation programme was
approved early in 1995. Voucher distribution to
approximately one million eligible people began in
June 1995. The scheme involves privatisation of
about 1,000 state enterprises with total employment
estimated at 160,000. These include utilities and
subsidiaries in the mining and petroleum sectors, but
exclude enterprises under the Ministry of Defence.
Actual completed privatisation of large companies
has been insignificant.

Small-scale privatisation

The Privatisation Law (1991) and subsequent amend-
ments regulate the privatisation of small-scale enti-
ties (less than 15 staff). Privatisation progressed
rapidly in 1991-92, largely through employee buy-
outs. Privatisation of retail shops is virtually com-
plete. Since mid-1993, responsibility for the small-
scale privatisation programme has rested with the
National Agency for Privatisation. The programme
includes entities with less than 300 employees or a
book value of less than US$ 0.5 million. As of June
1995 about 2,775 enterprises had been sold, gener-
ating 2.2 billion leks of 1994 government revenue

Privatisation of land is regulated by the Law on Land
(1991). By the end of 1993, 92 per cent of agricul-
tural land had been privatised, primarily in 1991-92
as farmers took over the land of former cooperatives.
The sale and purchase of land was originally prohib-
ited. In July 1995 two new laws regulating land owner-
ship and its sale and purchase were passed. The first
allows sale and purchase of agricultural land. It also
transforms the titles to usage of the land into prop-
erty titles. The second law allows foreign individuals
or companies to buy land if they combine the pur-
chase with a three times as large investment in the
usage of the land. The sale of state-owned housing is
regulated by the Law on the Privatisation of State
Housing (1992) and by subsequent by-laws. By 1995,
98 per cent of state buildings had been privatised.

Property restitution

According to two laws passed in 1993, former own-
ers and their heirs can claim compensation or restitu-
tion for earlier government expropriation of non-agri-
cultural land. For property that has been privatised,
the law prescribes co-ownership between the new
and former owners

Growth of private enterprise

Employment in the non-agricultural private sector rose
from about 50,000 at end-1992 to 130,000 at end-
1993. The private sector presently accounts for 20
per cent of employment in the non-agricultural sector.
The establishment of small enterprises in trade,
transport and services has been partly financed by
the large inflow of remittances from abroad.

Enterprise restructuring

Much enterprise restructuring has happened over the
past two years in response to sharp tightening of
enterprise access to bank credits and government
subsidies. The rapid accumulation of inter-enterprise
arrears in 199192 was halted in early 1993 by the
nationwide move to a system of payment before
delivery. Interenterprise arrears were netted out and
a strictly limited set of financially viable firms were
granted the financial means to write off their claims
on nonviable companies. Despite the adoption by
parliament of a bankruptey law in 1992, no bankrupt:
cies have yet taken place. An agency was estab-
lished in 1993 to restructure or terminate the opera-
tions of 32 large companies. Plans by the Agency to

Initiate the liquidation or privatisation of several large
problem enterprises have been scrapped and these
enterprises were included in the mass privatisation
programme approved early in 1995.

The bankruptey law covers only state-owned compa-
nies but has never been applied.

Markets and trade

Price liberalisation

Price liberalisation has been extensive, but 25 com-
modities remain subject to administrative price set-
fing. Price controls and subsidies (amounting to less
than 1 per cent of GDP) remain on public transport,
rail fares, postal tariffs and rural water supply. Price
controls also apply to the provision of electricity.
While electricity prices now cover 50-60 per cent of
long-run production cost, suppliers only receive half
as the remainder is excise taxes.

Competition policy
A draft competition law was reviewed by the Council
of Ministers in February 1995.

Trade liberalisation
Since 1992 there have been virtually no quantitative
restrictions on imports and very few on exports.

In May 1995 parliament approved the latest customs
law, introducing three new customs tariffs: 7 per cent
on raw materials, machinery and equipment, previ-
ously exempt from duty; 25 per cent on most con-
sumer goods; and 40 per cent on luxury goods.

Currency convertibility and exchange rate
regime

The exchange system is largely free of restrictions on
current account transactions including on profit repa-
triation. Controls remain on capital transactions but
not on repatriation of initial capital by foreign
investors. The exchange rate is freely determined in
the interbank market, which competes with a number
of private dealers and foreign exchange bureaux.

Wage liberalisation

There are no longer wage ceilings for state-owned or
private enterprises. An agreement is in place
between government and the largest trade union to
index government wages to the prices of 24 basic
consumer goods and services. The minimum wage
was equivalent to $32 per month in early 1995.

Interest rate liberalisation

There is no cap on deposit or lending rates, but banks
have generally followed the central bank in setting
rates. Real interest rates on both deposits and lend-
ing have been positive since the first quarter of 1293.

The Bank of Albania sets minimum deposit rates and
issues guidelines for the formation of lending rates
with the aim of maintaining positive real rates on
deposits and credits. According to the IFC, annu-
alised interest rates in the informal credit sector are
as high as 100 per cent (whereas annual endyear
inflation for 1995 is projected at less than 10 per
cent). This is the main source of outside finance for
the private sector, apart from remittances from fam-
ily/friends who migrated abroad.

Financial institutions

Banking reform

The central bank has the right to issue operating
licences to commercial banks, approve mergers and
division of banks, and approve the issue of securi-
ties. The state-owned Savings Bank takes the bulk of
household deposits. These deposits are channelled
via the central bank to the state-owned National
Commercial Bank (NCB) which undertakes more than
half of all lending to enterprises. Another important
state-owned bank is the Rural Commercial Bank.

A large share of new bank lending extended since
mid-1992 has become non-performing. In October
1992, the government provided state bonds to the

Albania

The reform process was initiated in

1991, and a comprehensive programme
was adopted in 1992. Price and trade
liberalisation as well as privatisation of

Jarm land and small-scale enterprises is

virtually complete.

banks to offset the write-down of non-performing
loans that had been extended to the former agricul-
tural cooperatives. None of the established commer-
cial banks has vet been privatised. However, a law on
the privatisation of the state banks is currently being
drafted. The NCB has recently been recapitalised, its
ownership clearly allocated to the Ministry of Finance
and its capital separated from that of the central
bank. Three partly-foreign-owned private banks are
currently operating in Albania. In July 1995 new regu-
lations were approved concerning minimal capital
requirements for new banks (US$ 1 million for local
banks and US$ 2 million for jointventure banks).

A law on checks has been drafted but not yet
approved; aimost all transactions are still in cash.
Only shortterm lending (up to six months) is avail-
able from the banking sector, which is actively financ-
ing the public deficit. A large informal credit market
with strong repayment history exists. Lending to pri-
vate enterprises is primarily through the informal
credit sector.

Non-bank financial institutions

A draft law on investment funds has been prepared.
The Albanian-American Enterprise Fund has recently
been established, but has yet to make its first invest-
ment,

Securities markets and instruments
A stock exchange is to be established before the end
of 1995. New securities laws are in place.

Fiscal and social safety net reform

Taxation

Until 1990 the state budget relied on three main rev-
enue sources: the turnover tax, enterprise profit trans-
fers and social security contributions. All of these
were paid by the enterprises. Reforms since 1991
have introduced a personal income tax, property tax
and customs duties. They have replaced profit trans-
fers by profit taxation and removed the most notable
inefficiencies in the turnover tax system. In 1992 the
profit tax rate was set at 30 per cent, the progressive
rates for personal income taxation at 5-40 per cent,
and the basic turnover tax at 15 per cent. Despite the
new revenue sources, there has been a very sharp
drop in revenues collected from enterprises. None of
these rates have changed since then.

A VAT of 12.5 per cent (with few exemptions) is to be
introduced during the second half of 1995.

Social security

The government has, over the last 2-3 years, placed
pensions and unemployment insurance on an actuari-
ally sound basis: an individual unemployment insur-
ance contribution has been introduced as well as
phased increases in social security tax rates; a one-
year limit on eligibility for unemployment insurance
was introduced; and earnings-related unemployment
benefits has been replaced by flat payments linked to
minimum pensions. The government has improved
targeting of social assistance to the most vulnerable
groups by replacing price subsidies with targeted
income transfer programmes, means-testing social
assistance and enforcing eligibility requirements.
Sacial security contributions are 32.5 per cent of the
payroll (6 per cent paid by employer).
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Armenia

A reform package focusing on price liber-
alisation, land privatisation and tax
reform was adopted in January 1992.
However, Armenia was unable to proceed
with reforms and stabilisation due to the
conflict in Nagorny-Karabakh, and the
blockade imposed on the country by
neighbouring states.

Armenia’s reform efforts regained
momentum in 1994 with the support of
an IMF Structural Transformation
Facility and a World Bank
Rehabilitation Credit. Macroeconomic
stabilisation is gradually taking hold
and important structural reform
measures have been implemented.

Enterprises

Size of the private sector

The private sector is likely to account for about 40-45
per cent of GDP,

Large-scale privatisation

A “voucher” privatisation programme was approved
in 1994 that provided for privatisation of about 5,000
both large and small-scale enterprises (35 per cent
of productive assets owned by the government), but
for some “strategic” enterprises privatisation has
been deferred at least until 1997. Distribution of
vouchers to the Armenian population started in
October 1994 and was completed in March 1995, By
mid-1995, about 1,100 medium and large-scale
industrial enterprises had been converted into joint-
stock companies with 20 per cent of the shares
distributed to employees. The first privatisation auc-
tion, involving 10 medium and large-scale enter-
prises, was concluded in May 1995, Financial inter-
mediaries have played a limited role so far. More
than 800 medium and large-scale enterprises are to
be privatised by end-1995, which would raise the
share of non-state sector in GDP to 70 per cent.

In the agricultural sector almost all of the more than
800 state and collective farms have been broken up,
and over 300,000 private farms have been created.

Small-scale privatisation

By May 1995, about 740 small-scale enterprises had
been privatised outside the agricultural sector (up
from 350 by end-1993); a further more than 1,000
small enterprises are to be privatised in the remain-
der of 1995, and the remaining about 2,300 enter-
prises are scheduled to be privatised before the end
of 1996. Employees have the first option to buy via
cash or vouchers; otherwise, the enterprise is
offered for sale by auction. About 50 per cent of the
housing stock has now been privatised and the
remainder is scheduled to be privatised by the end
of 1995.

Land privatisation is virtually complete. As the first
among the CIS countries, Armenia permitted private
ownership in agricultural land already in the late
1991 and 90 per cent of Armenian farm-land was in
private hands by mid-1992.

Property restitution
No property restitution had taken place in Armenia by
mid-1995.
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Growth of private enterprise

New private enterprises have emerged rapidly in
Armenia, although their development has been ham-
pered by an incomplete legal framework, shortages
of energy and other inputs and trade barriers
imposed by Armenia's neighbours.

Enterprise restructuring

During 1994-95, substantial financial discipline has
been imposed on state enterprises by the elimination
of subsidies and cheap credits, clearance of arrears,
and improved payments compliance. Pre-privatisation
restructuring is monitored by the government and
focuses on debt workouts and reduction of arrears,
labour shedding, divestitures and spin-offs, new
marketing strategies, and management changes.

A law on bankruptcy was approved by parliament in
1995. Ten loss-making enterprises were to be placed
in a restructuring programme by August 1995; a sub-
stantial number of other loss-makers are to be liqui-
dated soon.

Markets and trade

Price liberalisation

Fairly comprehensive price liberalisation was intro-
duced in January 1992 in Armenia as in most other
CIS countries. Due to lasting barriers by neighbouring
countries to trade with Armenia, further price liberali-
sation was delayed. Price liberalisation was revived in
October 1994. Since then, only few goods and ser-
vices have been subject to price controls and subsidi-
sation (bread, urban transport, state-owned housing,
communal services, domestic phone calls) or to lim-
its on profit margins (bread, electricity, natural gas).
During the first half of 1995 subsidies on bread and
electricity prices were reduced substantially, and in
July 1995 bread prices were fully liberalised. Rents
are to be liberalised by the end of 1995. Cross subsi-
dies between users of various utility services are to
be removed, and electricity tariffs are to be set so as
to cover at least operations and maintenance costs.

Competition policy

An Anti-monopoly law is to be submitted to the
autumn session of the new Parliament, which was
elected in July 1995. In order to improve resource
allocation state purchases above US$ 50,000 have
been offered for competitive tendering since
February 1995, State procurement for interstate
barter trade is conducted on a competitive basis.

Trade liberalisation

Armenia has progressively removed most of the regu-
latory obstacles to external trade. Import tariffs at
rates of 0-10 per cent are applied to most non-CIS
imports, but tariffs levied on some luxury items are
as high as 50 per cent. Import and export licences
are required only for health, security and environmen-
tal reasons. There are no export taxes. The role of
interstate barter agreements has gradually dimin-
ished. The dismantling of an interstate trade agree-
ment with Russia is planned for the end of 1995.
Difficulties in securing continuity in transport and
energy supplies have been caused by border clo-
sures by neighbouring countries, This constraint now
appears to be loosening.

Currency convertibility and exchange rate
regime

A national currency, the dram, was introduced in
November 1993 and became the sole legal tender in
March 1994. The exchange rate is determined in for-
eign exchange auctions that are held several times a
week. The exchange rate is floating. The export sur-
render requirement was reduced to 30 per cent on

1 January 1995 and was eliminated by mid-1995.
There are no restrictions on repatriation of profits
and capital. Most current account transactions have
been liberalised.

Wage liberalisation

A Wage Indexation Law was adopted in early 1992,
giving the government discretion over nominal wage
adjustments. A “minimum consumption basket"” is
used to guide monthly minimum wage adjustments to
price increases.

In June 1995, minimum monthly wages in budget
organisations were raised to 430 drams (US$ 1),
and the minimum wage in non-budget organisations
was raised to 540 drams (US$ 1.25).

Interest rate liberalisation

Interest rate limits were removed in the last quarter
of 1994. The Central Bank's refinance rate is deter-
mined by the outcome of credit auctions and turned
positive in real terms in early 1995.

Financial institutions

Banking reform

A two-tiered banking system was created in 1987-88
in Armenia as in the rest of the Soviet Union. There
are five large specialised former state banks and
some 40-50 other private commercial banks. The
Central Bank of Armenia (CBA) and the five largest
banks are to be the subject of international audits by
end-1996, including portfolio reviews, and financial
sector reform strategies will be formulated depen-
dent on the quality of the banks' loan pertfolio. The
CBA's supervisory capacity and the system of pru-
dential regulation have improved considerably over
the past year. International accounting standards will
be introduced from 1 January 1996.

In June 1895, the 35 per cent limit on foreign share-
holdings in the financial sector was abolished. The
first foreign-owned bank, Midland-Armenia, was
established at the end of June 1995.

Non-hank financial institutions

In late 1994, an Investment Fund Decree was
passed that allowed funds to own up to 40 per cent
of shares in any given enterprise. A state insurance
company and several private insurance companies
are active in Armenia. A private deposit insurance
company is under way.

Securities markets and instruments

Securities markets are in an embryonic stage. A
share registry system has been implemented and a
unit in the Ministry of Finance has been established
to supervise capital markets.

Fiscal and social safety net reform

Taxation

Major tax reform took place in 1992 with the intro-
duction of a value added tax (VAT) of 20 per cent, an
ad valorem excise tax (10-73 per cent), an enterprise
profit tax (12-25 per cent) and a personal income tax
(12-45 per cent).

Current government programmes call for VAT tax
exemptions to be reduced, excise rates to be
increased and collection efforts to be enhanced. A
property tax on enterprises and households is to be
introduced by January 1996.

Social security

Social government expenditures (including consumer
subsidies) are high (reached 20 per cent of GDP in
1993), but average benefits are low. In this situation,
the government plans to reduce expenditure on sub-
sidies and the pension system by increasing the
retirement age, flattening the pension structure,
delinking the pension from the minimum wage and
reducing special privileges. The phasing out of con-
sumer subsidies (especially energy) may require off-
setting compensation for the most vulnerable groups.



Enterprises

Size of the private sector

The private sector, including informal activity, may
account for about 15-25 per cent of GDP.

Large-scale privatisation

A government programme put forward in April 1994
envisaged privatisation of medium-sized enterprise
(50-300 employees) in 1996-98 and large-scale pri-
vatisation from 1998.

A privatisation programme, approved by parliament in
July 1995, sims to transform at least 20 large enter-
prises into joint-stock companies and sell majority
stakes to both domestic and foreign purchasers.

A plan to use vouchers for a mass privatisation
scheme has also been approved.

Small-scale privatisation

The government programme of April 1994 earmarked
8,000 small enterprises (about 30 per cent of the
total) for privatisation in 1994-95.

Little progress was made. A new privatisation pro-
gramme, also approved by parliament in July 1995,
envisages that small enterprises (less than 50
workers) will be auctioned or sold directly to individ-
ual workers before the end of 1995. This would
result in the privatisation for about 2,000 small
enterprises, accounting for about 5 per cent of state
assets.

Property restitution

In November 1991 all former Soviet property in
Azerbaijan was nationalised. There is no individual
property restitution law.

Growth of private enterprise

Over 10,000 small private enterprises are registered
with local authorities, but many are inactive.
Development of the sector is hampered by the delay
in Presidential approval of a new Company Law,
passed by parliament in spring 1993,

Enterprise restructuring

The pre-independence management structure and
relationship between enterprises and ministries
remains largely intact, supported by budgetary subsi-
dies and bank credits to enterprises. There has been
some managerial reform of large enterprises by divi-
sion into smaller units.

At the end of 1994 subsidised credits to state-owned
enterprises from the two major state banks,
Agroprom and Prominvest, were terminated. In the
spring of 1995, direct subsidies from state budget,
including those on bread, were eliminated. A new
Bankruptcy Law was approved by parliament in

July 1994,

Markets and trade

Commodity price liberalisation

In January 1992, 70-80 per cent of producer and
consumer prices were liberalised, with further rounds
of liberalisation later in 1992 and 1993, leaving
bread and energy as the main goods under price con-
trols, Energy prices were at about a quarter of inter-
national market prices.

Bread prices were liberalised late in 1994. Prices of
oil and oil products were raised to about half world
levels at the beginning of 1995, with the intention to
reach parity with world market prices within the next
few months. However, price regulation in the utilities,
housing and transport will remain for the time being.

Competition policy

The State Anti-monopoly Committee, established in
1993, regulates mark-ups in nearly 1,000 enter-
prises categorised as monopolistic. A law on Unfair
Competition was passed by parliament in 1993 but
is still awaiting Presidential approval.

Trade liberalisation

The dominant role of central government in foreign
trade is being reduced. All quotas and licensing
restrictions for both imports and exports were
removed by spring 1995, with the exception of some
“strategic goods”, including oil and cotton.

Currency convertibility and exchange rate
regime

Since May 1994 the official manat rate has been set
weekly, based on a weighted average of exchange
rates quoted by commercial banks authorised to deal
in foreign exchange. Plans are being drawn up by the
National Bank to promote an interbank foreign
exchange market. Both current and capital account
convertibility is heavily restricted.

Wage liberalisation

Wage ceilings have been imposed on enterprises
since May 1994. The real value of the minimum
wage, which sets the benchmark for determining
social benefit payments and public sector wages, has
declined significantly over the last 12 months.

Interest rate liberalisation
Real interest rates have been positive for most
of 1995.

Financial institutions

Banking reform

The rudiments of a new two-tier banking system were
established in August 1992 with the National Bank
Law and the Law on Banks and Banking Activities.
Since 1992 around 200 very small commercial
banks have been created which together account for
about 10 per cent of total credit to enterprises and
individuals.

Four state banks (Prominvest, Agroprom, Amanat,
International) are protected from competition from
commercial banks by a number of measures,
including a decree in June 1994 which requires state-
owned enterprises to bank with the state sector, and
selective tax privileges. New minimum capital require-
ments are likely to force consolidation of the 200
small commercial banks by the end of 1995. The
National Bank of Azerbaijan has been granted signifi-
cant powers to exercise prudential regulation but
enforcement is patchy.

Non-bank financial institutions

There are no active investment funds in Azerbaijan.
Securities markets and instruments

Although a Law on Securities and Stock Exchange
has been passed, no Stock Exchange has been
established.

Azerbaijan

The reform process initiated as part of
perestrotka in 1987 was continued in
early 1992, after independence, with
new tax legislation, a foreign ownership
law, price liberalisation, property reform,
currency reform and improvements to
banking legislation. A comprehensive
stabilisation and economic reform
programme was initiated early in 1995,
supported by a Systemic Transformation
Facility from the IMF.

Fiscal and social safety net reform

Taxation

In 1992 turnover and sales taxes were replaced with
a value added tax, and new enterprise profits tax was
introduced along with new excise duties, a car owner-
ship tax, a royalty in petroleum production and a pro-
gressive personal income tax. Laws on import cus-
toms tariffs and export taxes were adopted to enable
further trade liberalisation; the latter is not yet effec-
tive. Plans are being drawn up to extend the base of
VAT to non-CIS imports and to reduce exemptions.

Social security

In 1992 the Social Protection Fund, created from a
merger of two pre-existing soclal security pro-
grammes, was established to provide pensions and
social allowances financed by payroll contributions.
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Belarus

Despite the official adoption of several
market-oriented programmes since 1992,
Belarus has been slow in implementing
restructuring and privatisation of state-
owned enterprises and macroeconomic
stabilisation. However, substantial
progress in these areas is now under way
in the context of a tentatively agreed
stand-by arrangement with the IMF.

Enterprises

Size of the private sector

As of mid-1995, the private sector probably
accounted for approximately 15 per cent of GDP
(although the non-state sector, which is a broader
concept, was officially estimated to account for about
40 per cent of employment in 1994).

Large-scale privatisation

Privatisation of state-owned enterprises began in 1991
on the basis of legislation passed within the former
Soviet Union. In July 1994, a voucherbased privatisa-
tion programme was launched, but only 5.6 per cent of
total assets were privatised in 1994. By the end of
March 1995, 40 per cent of the population had applied
for vouchers. A total of 38 investment funds have been
licensed. Government dissatisfaction with the level of
fund activity led to a temporary suspension of their
licences in early 1995 and the cancellation of the
results of the first voucher auction. This suspension
was reversed with respect to 35 funds in August 1995.

Genuine privatisation of large state-owned enter-
prises, with majority ownership and decision-making
powers transferred to private investors, has not yet
taken place.

In August 1995, the government unveiled a list of
1,000 enterprises which are to be privatised before
the end of the year. Foreign investors will be invited
to participate in this round of privatisation.

Small-scale privatisation

By mid-1995, 6.5 per cent of the population had
received “property vouchers”. Privatisation of small
enterprises, including leasing and spin-offs from
large state-owned firms, has been somewhat more
successful than that of large enterprises. Privatised
firms are mostly found in services, trading and trans-
port. But the total share of privatised small-scale
firms In output and employment is significantly
smaller in Belarus than in neighbouring countries.
About one-third of the country’s housing units have
been privatised; in most cases ownership was trans-
ferred to the former tenants. Farmland has not been
privatised on a significant scale.

Property restitution
No property restitution has taken place to date.

Growth of private enterprise

Private businesses accounted for about 20 per cent
of enterprises in the non-agricultural sector in 1993,
including about 15,000 small businesses and 1,200
joint ventures with foreign investors.

As of early 1995, private companies accounted for
19.3 per cent of all companies, collectives for

47.5 per cent, state enterprises for 18.8 per cent,
cooperatives for 4.6 per cent and joint ventures for
2 per cent. Fully private and cooperative enterprises
accounted for only 6.6 per cent of the total employ-
ment, There are approximately 3,500 joint ventures
with US$ 100 million in paid-up capital, but the
majority are thought to be inactive and to be used as
vehicles for tax evasion.
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Enterprise restructuring

There has not yet been a significant restructuring of
state enterprises. The Bankruptcy Law was enacted
in 1992, but has been inoperative.

Budgetary subsidies to enterprises amounted to

4 per cent of GDP in 1994. By February 1995, 2,079
enterprises (25.5 per cent) of those checked by the
Ministry of Statistics showed losses. According to
estimates from the Ministry of the Economy, 600
enterprises are insolvent, but no bankruptcy cases
have been initiated.

Markets and trade

Price liberalisation

A large share of producer prices were liberalised in
early 1992; however, after prices had been freed,
ceilings on wholesale and retail margins were intro-
duced to limit price increases. These margin limits
were eliminated in November 1994. Rents and
energy prices remain administratively controlled.

As a result of the recent agreement with the IMF,
most prices for food and agricultural products were
liberalised in 1994-95. Utility rates were raised to
60 per cent of the cost recovery level in July 1995.
This percentage is scheduled to increase to

80 per cent by the end of 1995. Domestic prices

for oil and gas are to cover import costs.
Competition policy

The State Anti-monopoly Committee was established
in 1991, and enabling legislation and administrative
regulations were approved in 1992-93. As a first
step, the Committee broke up a major trading con-
glomerate. The Committee also monitors and regu-
lates monopolistic enterprises, controlling profit mar-
gins in enterprises accounting for about 30 per cent
of industrial output in 1993.

Wholesale trade monopolies were broken up in 1994
and the first half of 1995. The output prices for nat-
ural monopolies (about 50, largely in public utilities)
remain regulated, but other enterprises are subject
to investigation only when there is evidence of
monopoelistic practice. The Anti-monopoly Ministry
has successfully pursued a few cases.

Trade liberalisation

In May 1994, Belarus broadly unified its export and
import duty system with that of Russia, resulting in
average tariff rates of 15-20 per cent.

Tariffs on imports from Russia were eliminated under
the January 1995 customs agreement, which was
later extended to include Kazakstan. Export tariffs and
non-ariff restrictions have been removed in 1995,

Currency convertibility and exchange rate
regime

The Belarussian proposal of a monetary union with
Russia was rejected by Russia in early 1995.

The Belarussian rubel remains much less convertible
than the Russian rouble. The required surrender of
foreign exchange earnings at onerous exchange rates
has been cut back in 1995.

Wage liberalisation

The 1990 Law on Enterprises allowed for the free
determination of wages; however, many enterprises
follow adjustments in public wages. In 1992 an
excess wage tax was introduced. The minimum wage
is set by parliament and is periodically adjusted for
inflation; as of March 1995, it was 60,000 Rbl.

Interest rate liberalisation

Despite decontrol of interest rates to industry and
commerce in October 1994, a significant amount of
credit has continued in 1995 to be allocated at
preferential rates through the state-owned banks on
government recommendations, particularly to agricul-
ture. Directed credit is likely to be cut back for the
fourth quarter of 1995.

Financial institutions

Banking reform

The 1990 Law on the National Bank and Law on
Banks and Banking Activities established the
National Bank of Belarus, which operates as the
central bank, and five banks constituted from former
branches of the specialised banks of the former
Saviet Union. 47 new banks have been licensed,
mostly during 1994.

As of January 1995, total assets were US$ 1.6 bil-
lion, and total paidin capital US$ 40 million. Over
85 per cent of assets and loans were concentrated
in Sberbank (the Savings Bank), Belagroprombank,
and the five large former state and commercial
banks. Banks were required to increase their founda-
tion capital to an equivalent of ECU 2 million by
January 1996. The minimum size of the foundation
capital has been set at ECU 5 million for foreign
banks.

The seven largest banks, all of which are predomi-
nantly owned and controlled by the state, account for
about 90 per cent of all assets in the banking sector.
Foreign and jointventure banks account for less than
1 per cent of all banking assets.

In September 1995, Belarus Bank (a joint-stock
bank) was merged by Presidential Decree with the
state-owned Sberbank. Shareholders are to be com-
pensated at the nominal value of their shares.

Non-bank financial institutions

Assets of non-bank financial institutions represent
less than 10 per cent of all assets in the financial
sector. There are over 70 insurance companies with
an estimated annual premium income of

US$ 6 million, of which one-third is accounted for by
the state insurance company.

There are 34 operating licensed investment funds,
holding about 8 million vouchers. A presidential
decree of March 1995 suspended the activities of all
funds. This suspension was lifted in August 1995.

Securities markets and instruments

The Law on Commercial Paper and Stock Exchanges
was passed in 1992. The Belarus Stock Exchange
trades once a week, with only 10 companies (mostly
banks) actively traded. There are 30 minor stock and
commodity exchanges with still less activity.

Fiscal and social safety net reform

Taxation

Tax revenues amount to 30 per cent of GDP

(40 per cent if contributions to non-budgetary funds
are included). Statutory tax rates are generally high,
although there are many exemptions. Tax compliance
is comparatively good, partly because of the large
state share in GDP. The VAT, which accounts for more
than 25 per cent of revenues, is levied at a basic rate
of 20 per cent. It is levied at an origin base, which
favours imports and discourages exports. Profits tax
accounts for another 25-30 per cent of total tax rev-
enues. Its basic rate is 30 per cent, the same as the
top marginal rate for personal incomes.

Social security

Despite the steep decline in output (at least

40 per cent since 1991), the official rate of unem-
ployment was only 2.1 per cent as of end-1994.

As elsewhere, the continued provision of employment
and the services that often go with it (e.g. education,
health services) has effectively been a major compo-
nent of the social security system.

Social security payroll taxes are levied at 35 per cent
of the wage bill for private companies, and

30 per cent for agricultural producers. In addition, a
12 per cent payroll tax is earmarked for Chernobyl-
related expenditures.



Enterprises

Size of the private sector

Due to delays in large-enterprise privatisation, the
private sector’s share of GDP appears to have
increased by only 4 percentage points in 1994, to
40 per cent, according to official estimates, which
also indicate that the private sector in 1994
accounted for 37 per cent of employment

(and 80 per cent of GDP in agriculture, 50 per cent in
services, but only 18 per cent in industry as a result
of slow privatisation). The private sector's share of
GDP may have grown more strongly recently and may
have surpassed 50 per cent in mid-1995.

Large-scale privatisation

There has been significant resistance to privatisation
from line Ministry officials and management. By June
1995, only 63 large-scale enterprises had been priva-
tised by the Privatisation Agency (PA) and 280 proce-
dures opened. The PA is responsible for the approxi-
mately 1,200 enterprises whose book value of fixed
assets exceeds US$ 1 million. Management and
employees can bid for up to 20 per cent of shares on
preferential terms (with a 50 per cent discount).
Important sectors (including energy and telecoms)
are to remain excluded from privatisation. The privati-
sation process is open to foreign investors.

Total cumulative sales proceeds by mid-1995 were
7.5 billion leva, of which 4.1 billion leva were in the
form of bonds, mainly Brady Bonds (see details
below). The first round of a “mass-privatisation-
scheme” is being prepared for launch in late 1995
but delays in implementation may occur. The pro-
gramme is to encompass some 200 large enter-
prises with around US$ 1.5 billion in fixed assets.
Payment is to be 70 per cent in vouchers (distributed
to the population) — primarily through the intermedia-
tion of Privatisation Investment Funds — and
cash/bonds (30 per cent). Regulations were adopted
in August 1995, but details of the programme are
still under discussion.

It has been possible since November 1994 to use
Brady Bonds and domestic bad-loan bonds (ZUNKs)
as payment assets in the context of privatisation,
This has provided a shortterm boost to privatisation.
However, severe restrictions have been placed on the
transfer abroad of profits and capital from Brady-pri-
vatisations and no more than 50 per cent of the
shares in individual companies can be purchased
from Brady Bonds.

Small-scale privatisation

A law regulating small-scale privatisation was adopted
in January 1993. Most small-scale privatisation has
taken place through restitution of some 20,000
municipal entities. 2,300 other enterprises fall below
the threshold of responsibility of the Privatisation
Agency (70 million leva), of which 274 had been priva-
tised by the respective line Ministers by June 1995,
primarily through management buy-outs.

Property restitution

Significant restitution has taken place, following the
Law on Ownership Restoration (1992) and the
Compensation Law (1993). Few land titles have been
issued, but 60 per cent of agricultural land has been
handed back to the original owners through “final
land decisions” recognised as ownership documents
and accepted as collateral. Recent legislation that
favours cooperatives restricts the ability to sell resti-
tuted land under certain conditions.

Growth of private enterprise

Reportedly 460,000 private enterprises were registered
by mid-1994 (96 per cent of which were micro-sized),
including around 8,000 joint ventures with foreign enti-
ties (mostly engaged in retail trade). A recent EBRD sur-
vey found that as few as 20 per cent of registered enter-
prises in the manufacturing sector are active.

Enterprise restructuring

In 1991, the government broke up 871 of the largest
monopolies into 3,485 independent state-owned
enterprises. While direct budgetary subsidies have
largely been eliminated, financing of losses through
the banking system and through payments arrears
remains pervasive. The assumption of pre-1991 non-
performing bank assets by the government (which
was accompanied by the injection into banks of state
bonds worth 27 per cent of GDP in 1993-94) was to
be connected to stricter lending criteria but has not
led to a material change on this score. While a new
bankruptcey law has been in force since July 1994,
implementation is being handled very cautiously.
Arrears of more than 50 per cent interest due and

70 per cent of tax liabilities of state enterprises had
emerged by late 1994. Defensive restructuring (i.e.
without net investment) is taking place mainly as a
result of product market competition. A cut-down on
liquidity in the banking system since late 1994 may
also have contributed.

Markets and trade

Price liberalisation

In February 1991, about 90 per cent of prices in the
consumer basket were liberalised (excluding primarily
energy and public transport). But new controls were
subsequently introduced in the form of ceiling prices
for petrol (1992) and for other fuels (1993) and con-
trols on tobacco and certain other products (March
1994). Since mid-1994, government “monitoring” of
basic food prices and restrictions on profit margins
has strongly expanded, reducing the share of gen-
uinely free prices to 54 per cent, with below-inflation
adjustments to administered prices. The effective-
ness of these controls is doubtful, but they generate
uncertainty. No liberalisation is expected during
1995, Distortions in producer prices, as a result of
direct controls and de facto distribution monopolies,
are more substantial still, and have entailed ad hoc
restrictions on exports and subsidisation of produc-
tion inputs. The single most important distortion is in
electricity prices, which remain among the lowest in
the world, even after increasing by 25-38 per cent
from 1 September 1995.

Competition policy

The Law on Commerce {1991) eliminated de jure
monopolies and established an anti-trust body.
Former conglomerates were broken up, but there has
been no active anti-trust policy in important areas
such as agro-industrial wholesale trade. A regulatory
framework for ‘natural’ monaopolies is missing.

Trade liberalisation

Imports were significantly liberalised in 1991. A sim-
plified import tariff schedule was adopted in 1992,
with tariffs ranging from 5 to 40 per cent, few exemp-
tions and a relatively low dispersion in tariff rates.
Only one formal import quota remains (on ice
cream). Export taxes and quantitative export restric-
tions are used as a complement to domestic price
controls. Export taxes on wheat and sunflower oil
were raised substantially in mid-1994. However,
efforts to join the WTO have intensified in 1995, and
gradual liberalisation is foreseen under the “Europe
Agreement” with the EU (see Chapter 11 for details
on this).

Currency convertibility and exchange rate
regime

The lev has been floating freely since February 1991
and is internally convertible. Profits and invested
capital may be repatriated by foreign investors in
hard currency, except for debt-equity swaps with
Brady bonds where restrictions apply.

Wage liberalisation

The government has since 1989 been taxing enter-
prise wage fund increases in industry beyond &

Bulgaria

Market-oriented reform and a
programme of macroeconomic stabilisa-
tion were launched in 1991. However,
government intervention into markets
and into enterprise finances remains
significant and there has recently been
some backtracking on price reform and

Soreign trade. New small private enter-

prises have emerged quickly in the trade
and services sectors, but restructuring
and privatisation of large enterprises and
banks has been slow.

defined threshold. However, compliance with these
tax obligations has been weak. In 1991 wage setting
began to be based on tripartite discussions between
government, unions and employers. In spite of a
mechanism for indexing wages (imperfectly) for infla-
tion, real wages dropped significantly between 1992
and 1994. Earlier this year, the unions agreed to a
reduction in (backwardHooking) indexation for mini-
mum wages to 80-85 per cent of the change in the
consumer price index.

Interest rate liberalisation

Interest rates were freed in 1991. Real rates on both
deposits and credit in the banking system were nega-
tive in 1994, and spreads were large (up to

38 percentage points). However, due to the impor-
tance of central bank refinancing for most banks the
rate at which the central bank makes such funds
available has dominated interest rate developments.
Real rates turned positive in the first quarter of 1995
and the lending/deposit spread was significantly
reduced as a tightening of monetary policy led to
increased competition for deposits. However, the
central bank base rate was cut by more than half
between April and July 1995, to a level below the
projected end-year inflation rate.

Financial institutions

Banking reform

A two-tier banking system was introduced in 1989,
but a legal framewaork for this system came only in
1992. The central bank has demonstrated a certain
independence by maintaining a restrictive monetary
policy since late 1994 (recently eased) and forcing
the government to finance an increasing share of its
deficit through issuance of securities. During 1993 a
Bank Consolidation Company (BCC) became sole
holder of state shares in banks.

The original total of 66 state banks had been merged
into 10 by late 1924 as part of a World Bank sup-
parted restructuring programme. So far no state-
owned bank has been either privatised or liquidated.
By the same date, there were two foreign banks and
three branches of foreign banks. There were 23 pri-
vate banks which accounted for 18 per cent of total
bank assets.

Banking supervision has developed slowly. New rules
on capital adequacy and liquidity were introduced in
1993 but remain deficient and poorly enforced.
Legislation to recapitalise state banks was passed in
December 1993, and long-term (low-yielding) so-
called ZUNK bonds with a total value equivalent to
US$ 2.7 billion had been injected into the banks by
December 1994 to offset the impact on bank bal-
ance sheets of provisioning against pre-1991 bad
claims. Stricter lending criteria were to be linked to
this operation (including ceilings on credits to the
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largest loss-making enterprises), but still 75 per cent
of loans of the 10 large state banks were classified
at the end of 1994, and capital adequacy ratios were
negative if loan loss provisions were properly taken
into account. In mid-1995 two of the largest banks
(Economic Bank and Mineral Bank) were given addi-
tional statefinanced support through the replace-
ment of low-yield recapitalisation bonds in the
amount of US$ 825 million. Plans for bank privatisa-
tion have not yet been passed by parliament, but the
BCC has initiated sales of minority stakes in private
banks.

Non-bank financial institutions

New pension fund institutions have been formed, but
operate in a legal vacuum and remain weak.
Privatisation Investment Funds are to start operating
under the Mass Privatisation Scheme due to be
launched in 1996. Private insurance is developing
partly with support from the EBRD. A law regulating
investment funds was passed in June 1995.

Securities markets and instruments

A full range of 3-, 6- and 9-month T-bills have been
issued since 1993, as well as longerterm treasury
bonds (with maturities of up to 10 years). Trading in

the secondary interbank market for government secu-

rities reached 523 billion leva (approximately

US$ 10 billion) in 1994. Since 1992, 14 stock
exchanges and a large number of commodities
exchanges have been in operation. Trading in shares
is thin because of the limited progress with privatisa-
tion so far. Daily tumover in share-trading is the
equivalent of about US$ 50,000. A law on securities
and stock exchanges was adopted in July 1995
which is likely to lead to a significant consolidation of
stock exchanges.

Fiscal and social safety net reform

Taxation

Fiscal reform was initiated in the early 1990s as
budget revenues dropped by 52 per cent in real
terms between 1990 and 1992. Personal income tax
rates range from 20 to 50 per cent. The dividend tax
rate is 20 per cent and there are two basic profit tax
rates: 30 per cent and 40 per cent (50 per cent for
banks). Enterprises with more than 50 per cent state
participation must contribute 10 per cent of profits to
the municipalities in which they are located. Special
tax relief for companies with foreign equity participa-
tion has been eliminated. The rate of value added
taxation (introduced in April 1994) is 18 per cent.

In the first half of 1995, revenues undershot bud-
getary targets by a significant margin, partly due to
the weakness of tax administration.

Social security

Social security is financed by payroll taxes of

35-50 per cent and transfers from the state budget.
At present entitlement levels and demographic
trends, Bulgaria's pensions system is not sustain-
able. The ratio of pensioners to contributors was

86 per cent in 1994, as a result of overly generous
entitlement criteria, an ageing population and the
early retirement of redundant workers,
Correspondingly, although expenditure on social pro-
tection represented 14 per cent of GDP in 1994, real
benefit levels were extremely low.

The government has approved in principle a draft law
separating social security from the budget by setting
up a Social Security Fund.
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Croatia

The first elements of “market
soctalism™ were introduced in 1952.
In 1976 a law on “associated
labour™ institutionalised “social
ownership”. In 1988, the so-called
“Markovic reforms” included wide-
spread price, import and foreign
exchange liberalisation. A compre-
hensive programme was adopted in
the second half of 1991, which
included further liberalisation and
led to the creation of the central
banking system, the introduction of
temporary currency, and a national
budget. The framework; for private
ownership was laid down. A Labour
Law and a Law on Business
Association were adopted. In October
1993, parliament adopted a compre-
hensive macroeconomic stabilisation
and reform programme.

Enterprises

Size of the private sector

The private sector is likely to account for about
4550 per cent of total GDP, when allowance is made
for activity that escapes official statistics.

Large-scale privatisation

The inheritance of “social ownership” of former
Yugoslavia provided for a degree of selfmanagement
to the enterprises at the time when Croatia became
an independent nation. The Law on the
Transformation of Enterprises with Social Capital
(April 1991), administered by the Privatisation Fund,
requires the conversion of almost all “socially
owned” enterprises (about 3,600) into joint-stock
companies. By mid-1995, about 3,000 applications
for autonomous privatisation had been received, of
which about two-thirds had been approved. Of these,
a little over 1,000 have been 100 per cent privatised,
and in another 900 the state has retained a minority
stake. Ten of the largest state enterprises, including
INA (the state-owned petrochemical company), most
utilities and the banks, are to be privatised under
separate legislation,

The acceleration of privatisation is now a government
priority. A new ministry for privatisation and state
holding assets management has recently been
formed. A new privatisation law is currently being
drafted under which a voucher scheme is envisaged.
This law is likely to obtain parliamentary approval in
late autumn 1995. Plans are being drawn up to priva-
tise some telecommunications activity.

Small-scale privatisation

Extensive small-scale private sector activity already
existed under the former Yugoslav law, The small-
scale privatisation process, started after indepen-
dence, has largely been completed.

Property restitution

No law on restitution has yet been sent to parlia-
ment, although a law is under preparation.

Growth of private enterprise

The number of registered enterprises increased from
55,000 in December 1992 to 122,000 by January
1995, Many of these are inactive, Nevertheless, the
number of active enterprises has at least doubled over
the past two years. A Company Trading Law, passed in
January 1995, will require companies to reregister.

Enterprise restructuring

Workers’ councils for enterprises have been replaced
by management boards. There has so far been only
limited success in the transformation of manage-
ment structures, with or without privatisation.

Several major enterprises have been closed down as
a consequence of restructuring. Plans are being
drawn up to restructure the shipyards. A Bankruptcy
Law is being drafted, with likely approval by parlie-
ment before the end of 1995.

Markets and trade

Price liberalisation

All direct price controls have been removed, including
those on energy and food. Some indirect controls
remain, largely through government influence on
major enterprises, particularly in the energy sector.

Competition policy

A draft Law on Competition and Monopoly is still
under consideration. The draft law deals with condi-
tions prohibiting restraints on trade, monopolistic
practices, and abuse from mergers and dominant
position. A competition protection agency is to be
established to implement the policy.

Trade liberalisation
The foreign trade system is liberal. All quantitative
restrictions have been removed.

Croatia applied to become a member of the World
Trade Organisation in October 1994 and negotiations
are under way.

Currency convertibility and exchange rate
regime

The exchange rate of the national currency, the kuna,
is floating but the National Bank intervenes in light of
market conditions in the interbank market. Croatia
has officially notified the International Monetary Fund
that it accepts all obligations from Article VIII {full cur-
rent account convertibility) of the IMF Articles of
Agreement.

Wage liberalisation

Some wage controls are still in place for the state-
owned sector. There are no wage restrictions on pri-
vate enterprises.

Interest rate liberalisation
Banks are free to set their own credit and deposit
interest rates.

Financial institutions

Banking reform

At independence the National Bank of Croatia was
made the regulatory authority of a two-tiered banking
system. The Banking Law of 1993 provides the main
regulatory framework for commercial banks. The Law
on Bank Rehabilitation (providing & procedure by
which banks will be recapitalised) and the Law on the
Deposit Insurance Agency were both passed by par-
liament in June 1994. Five of the ten biggest banks
are being audited with a view to subsequent recapi-
talisation. This process has been delayed and will
now take place early in 1996.

In mid-1995 (in accordance with this Law) savings
banks were put under the control the National Bank.
Out of about 40 operative savings bank, six had
obtained a licence from the national bank by mid-
1995 and 20 more had applied. The National Bank is
drawing up plans to restructure and privatise the
major commercial banks, whose shareholders are
the major debtors.



Non-bank financial institutions

There are about 170 small savings unions and sav-
ings cooperatives. A new Insurance Law was adopted
in 1994 and envisages an open market for the insur-
ance industry. Insurance business is supervised and
regulated by the Ministry of Finance. There are 14
insurance companies and two reinsurance companies.

Securities markets and instruments

A new legal and accounting framework was intro-
duced in autumn 1994, but the securities markets
are developing slowly. The Zagreb Stock Exchange
auctions privatisation shares weekly. Very few
shares are listed and traded. Total turnover in 1994
was about US$ 280 million. There has been modest
activity in a recently established informal overthe-
counter market. A new Law on Investment Funds
and a new Securities Law are being considered by
parliament.

Fiscal and social safety net reform

Taxation

In January 1994 Laws on Tax Administration, Income
Tax, Profit Tax and Sales Tax were enacted. There is a
corporate tax on profits at 25 per cent, with relief for
modernisation of production facilities and for war
reparation. Turnover taxes on consumer goods have
been halved to 20 per cent. Preparatory work has
begun on a value added tax (VAT) to be introduced in
January 1997. Excise duties on, inter alia, petrol,
alcoholic and non-alcoholic drinks, coffee and
tobacco, were introduced in mid-1994.,

Social security

Payroll taxes paid by employees, including social
security contributions, run at between 50 per cent
and 70 per cent of gross salary. The pension fund is
likely to be reformed in response to projections which
indicate that payments will exceed receipts within a
few years. By mid-1995 there were 770,000 pension-
ers, a heavy burden for the 1.3 million estimated
waorkforce.

Enterprises

Size of the private sector

According to official estimates, the non-state sector
accounted for 56.5 per cent of GDP in early 1995,
before accounting for the effects of the second round
of voucher privatisation (which was completed at the
end of 1994). Taking into account this second round
plus the likelihood that private sector activity is sub-
stantially under-recorded in official statistics, the
private sector may have accounted for about

65 per cent of GDP in late 1924 and perhaps

70 per cent in mid-1995.

Large-scale privatisation

The sale of most large-scale state assets has been
implemented in two privatisation “waves”, although
the government retains shares in a number of major
commercial and financial enterprises. The first wave
was launched by the former Czechoslovakia in May
1992 and was completed by mid-1993. In the Czech
Republic (where it included 1,900 enterprises with a
book value of CZK 650 billion) it comprised sales of
shares (for cash) to domestic and foreign investors
and the transfer of CZK 212 billion worth of shares in
988 firms through a voucherbased “mass privatisa-
tion" scheme.

The second wave started in the Czech Republic in
March 1994 with the intention of selling 2,000 more
companies by a combination of conventional cash-
based sales and the transfer of shares through
vouchers. On 1 March 1995, when shares in “sec-
ond-wave companies” had been distributed to
voucher holders, the Czech mass privatisation was
completed, having shifted a large proportion of the
economy into private hands, with voucher privatisa-
tion accounting for around one-third of the total book
value of assets privatised. Approximately 70 per cent
of the vouchers had been placed with investment
funds which had used them to purchase shares.

The National Property Fund retains shares in a num-
ber of companies, although the government has
recently announced its intention to sell its remaining
shares in some 1,400 small and medium-sized com-
panies and to sell some of its shares in a number of
larger companies, partly with the intention of increas-
ing the flow of foreign direct investment into the econ-
omy. In mid-1995 the government announced that it
had approved the sale of 49 per cent of the state-
owned petrochemical company and 27 per cent of
SPT Telecom to consortia of Western companies.

Small-scale privatisation

The sale of small state-owned enterprises was
launched in January 1991 and largely completed
during 1992. Approximately 22,000 enterprises were
auctioned in what is now the Czech Republic, raising
more than CZK 30 billion in revenues. Direct foreign
ownership of land is not allowed, but ownership
through a Czech legal entity, wholly owned by foreign-
ers, is permitted.

Property restitution

A Restitution Law was adopted by the CSFR in
October 1990. About 30,000 industrial and adminis-
trative buildings, forests and agricultural plots
(nationalised between 1948-55), and 70,000 com-
mercial and residential entities (nationalised during
1955-69) have been handed back to the original own-
ers. The value of assets returned has been esti-
mated in the range CZK 70-120 billion.

Growth of private enterprise

By the first quarter of 1995 the total number of
businesses had fallen slightly to 1.17 million from
1.2 million at end-1993.

Enterprise restructuring

The main pressure on enterprises to restructure has
come from a combination of tight subsidy and credit

Czech Republic

After the Velvet Revolution in the Czech
and Slovak Federal Republic (CSFR) in
November 1989, a market-oriented
reform process was initiated during 1990
and a comprehensive programme was
adopted in January 1991. Since dissolu-
tion of the CSFR in January 1993, the
Czech Republic has enjoyed political
stability and a well-performing economy.
Its mass privatisation programme was
completed in March 1995.

policies, import liberalisation, and privatisation. The
first Bankruptcy Law was introduced in 1991, but it
effectively excluded external creditors from forcing
companies into bankruptcy. The current law, intro-
duced in April 1993, allows all creditors to take bank-
ruptcy cases to court after a 3-month protective
period (which can be extended to 6 months in special
cases).

Between late 1992 and May 1995 a total of

4,500 bankruptey petitions had been filed with some
600 bankruptcies actually declared. In July 1995
parliament approved a draft amendment to allow
companies to write off bad debts. It enables firms

to write off up to 10 per cent of their unpaid pre-
1995 receivables from their pre-tax results each year
and 100 per cent of new uncollectable receivables
post-1994.

Markets and trade

Price liberalisation

In January 1991, 85 per cent of consumer prices
were decontrolled and further liberalisation mea-
sures were undertaken during that year. Overall it is
estimated that only 5 per cent of prices remain regu-
lated. The only remaining significant controls pertain
to utility charges, rents and public services. Mark-ups
in the energy sector remain closely regulated. From

1 July 1995, rents for flats which are still regulated
by the state were increased between 22-30 per cent.
Competition policy

A Competition Law was passed in 1991 and
amended in November 1993 to widen the definition
of illegal practice and to increase maximum fines.
Another objective was to make the law more consis-
tent with EU legislation. In 1994 the Economic
Competition Ministry completed 73 administrative
proceedings (including 15 against cartel agreements)
and imposed fines totalling CZK 33.7 million.

Trade liberalisation

Almost complete liberalisation of quantitative con-
trols on imports and exports was undertaken in
1991. The Czech Republic has maintained a very
liberal trade regime; the average import tariff is

5 per cent and there are no serious administrative
barriers to trade. On 1 February 1995 the interim
version of the Czech Republic's “Eurcpe Agreement”
with the EU was converted into the fullyfledged ver-
sion (see details in Chapter 11). The Czech Republic
became a member of WTO in December 1994. In
June the government decided to cancel the ECU-
denominated clearing account through which trade
with the Slovak Republic had been organised since
early 1993. The bilateral Payments Agreement is
likely to cease to be effective from October 1995.
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Currency convertibility and exchange rate
regime

The exchange rate is pegged to a basket comprising
the Deutschmark and the US dollar. The weight of the

DM is 65 per cent. The new Foreign Exchange Law,
effective on 1 October 1995, provides full current
account convertibility and partial capital account

convertibility. According to the draft law, Czechs will
have the right to convert crowns into hard currency to

buy foreign real estate, and Czech companies will

have the right to buy foreign currency to make invest-
ments abroad. On the side of capital inflows the main
restriction will apply to purchase of real estate in the
Czech Republic by nonresidents. Under the current
law on inward investment, foreigners can repatriate

profits and income from investment and other
sources.

Earlier in the year, the Czech National Bank (CNB)

abolished the requirement whereby foreign residents
in EU countries wishing to undertake direct investment
in the Czech Republic had to obtain a foreign exchange
licence, although the reporting requirement remains.

In April 1995, the CNB imposed a 0.25 per cent tax
on foreign exchange transacticns. payable by banks
and other participants in the foreign exchange inter-
bank market. The aim was to slow the inflow of some
types of foreign capital. In June limits were placed on

the amount of foreign currency borrowing banks
could undertake.

Wage liberalisation

A tax on “excessive increases” was imposed during

1991, with the agreement of the unions. The tax
expired at the end of 1992 but was reintroduced

(unilaterally by the government following the break-up

of the CSFR in 1993) and was applied to all enter-
prises with more than 25 employees. Real wage
increases were to be kept below 5 per cent with
allowances made for trends in sales. In July 1995
the government abolished these controls.

Interest rate liberalisation
Interest rates were freed progressively from 19280

onwards, with complete liberalisation in April 1992.

Financial institutions

Banking reform

A two-tiered banking system was adopted in 1920,
The Czech National Bank (CNB) was established in

January 1993 as the successor to the former State
Bank of Czechoslovakia. Most commercial banks are
privately owned, including former state banks priva-
tised during 1993. However, CSOB, which is the inter-

national trade bank, is still majority government-

owned. The state retains a substantial minority own-

ership in the other main banks, and foreigners are

not allowed to purchase bank shares without explicit
approval by the CNB. At the end of 1994 the Czech

banking sector included 58 licensed commercial
banks (of which 56 were operating), comprising 16

wholly Czech-owned banks, 20 partly foreign-owned
banks and 21 entirely foreign-owned banks and one

state-owned institution (the Consolidation Bank).

During the CSFR period, a state-owned Consolidation

Bank was established in March 1991 to take over

Kes 110 billion (20 per cent of credit to enterprises)

of “permanent revolving credits” (perpetual loans

issued at low interest rates for inventory financing).
Further statefinanced recapitalisation of the banks,
totalling Kes 50 billion was conducted in November
1991 (these recapitalisation figures cover CSFR as a

whole).

Despite efforts to strengthen banks’ balance sheets
through the work of the Consolidation Bank and the

issue of bonds by the National Property Fund, the

volume of non-performing loans remains a problem.
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At the end of March 1995 the volume of classified
loans reached 39 per cent of total credits.
Non-performing loans (more than 90 days overdue)
represented 25 per cent of all loans. Non-performing
loans on the books of the Consolidation Bank repre-
sented one-fifth of all non-performing loans. Recent
legislative changes will allow banks to claim tax relief
on provisions against such loans. The CNB wishes to
consolidate the banking sector, following the failure
of three banks in 1994. It has restricted the
issuance of new bank licences and has encouraged
small banks to merge.

Parliament has recently created the legal framework
for providing mortgage credits. From July 1995,
morigage credits can be granted to interested
persons for up to 70 per cent of the price of existing
pledged property.

Non-bank financial institutions

By May 1995 there were 365 investment companies
and 279 investment privatisation funds registered in
the Czech Republic. In addition there were more than
60 private insurance companies, some under foreign
ownership. In May 1995 the parliament passed an
Act on Savings and Credit Cooperatives, allowing for-
mation of such cooperatives from 1 January 1996 by
groups of at least 30 persens underwriting a mini-
mum of CZK 100,000.

Securities markets

The Law on the Stock Exchange and Securities was
adopted in 1992. The Prague Stock Exchange and
the RM-system (an overthe-counter exchange) began
operating during the first half of 1993. Foreigners are
free to trade shares (except bank shares for which
they need an explicit approval of the CNB). Profit
repatriation is subject to payment of income taxes on
capital gains.

By May 1995, securities of 1,750 Czech companies
were traded on the Prague Stock Exchange, including
unguoted shares of 674 enterprises from the second
wave. Trading volumes increased significantly in
1994, with stocks accounting for 70 per cent of
turnover and bonds for 30 per cent, although it is
estimated that a large proportion of trades continue
to be conducted over the counter. In February 1995,
the Rules for Direct Stock Exchange Trading were
amended and a new method for recording, conclud-
ing and settling direct stock exchange trades was
introduced with an emphasis of automated data
processing. At mid-1995 amendments are also being
drafted to the securities law, inter alia to improve
transparency of trades.

Fiscal and social safety net reform
Taxation

A comprehensive tax reform was implemented in
January 1993. It introduced a value added tax and
streamlined the corporate profit tax and personal
income tax.

A number of significant changes to the tax regime
were introduced on 1 January 1295. The higher VAT
rate was reduced from 23 per cent to 22 per cent,
while the lower rate (mainly for food and energy)
continued to be 5 per cent. This is the first of a
series of VAT reductions aimed at harmonising tax
rates with those applied in the EU. The basic rate of
corporate tax was reduced from 45 per cent to

41 per cent and the top marginal rate for income tax
was lowered from 44 per cent to 43 per cent. In June
parliament voted for further reductions. Thus from
the start of 19986, the corporate tax rate will be

40 per cent and the maximum personal income tax
rate will be lowered to 39 per cent.

Social security

The fiscal reform in 1993 also transferred funding for
soclal security from general taxation to an insurance-
hased system. Social security contributions amount
to 37 per cent of the wage sum for employers and
13 per cent of wages for employees.

In June 1295 parliament voted to spend some of the
1994 budget surplus on higher pensions. Thus as of
July 1995 various kinds of pensions will be raised
including old-age pensions, disability, partial disabil-
ity, widows' and orphan's pensions.



Enterprises

Size of the private sector

According to official estimates, the private sector
accounted for 49 per cent of industrial production in
the first half of 1995, up from 40 per cent at end-
1993. The share of the private sector in GDP may
now be in the order of 65 per cent.

Large-scale privatisation

Virtually all large enterprises have been privatised,
except for those in the transport, telecommunica-
tions and energy sectors, including oil-shale mining
and electricity supply. The Privatisation Act (1993)
allows sales of assets for both vouchers and cash.
In practice, the privatisation strategy has been based
on the East German Treuhand model. The majority of
firms have been sold through tenders and direct
sales, with no discrimination against foreign bidders.
Important criteria for deciding on bids have been
viable business plans submitted by the bidders as
well as credible commitments to new capital invest-
ments. These criteria have favoured strategic
investors over management and employees. During
the two years to spring 1995, 192 companies were
sold under this programme for a total of approxi-
mately US$ 100 million. Minority shares have in
some cases been sold for vouchers, distributed to
the Estonian population (other types of vouchers,
usable for other purposes, have also been issued, as
indicated below).

Small-scale privatisation

Rapid small-scale privatisation has been based on
the Law on the Privatisation of State-owned Trade
and Service Enterprises (1991) and amendments to
this Law (passed during 1992). By mid-1995, privati-
sation of small enterprises (e.g. shops, other ser-
vices and farms) had been largely completed through
employee buy-outs and auctions. An Act on
Privatisation of Housing was passed in May 1993 but
implementation has been slow, mainly because of
time-consuming land surveys and, to some extent,
legal uncertainties. Youchers specifically for housing
purchases were issued to almost one million citizens
in late 1893.

Property restitution

More than 200,000 claims for restitution had been
submitted by the April 1993 deadline. By February
1994 approximately half of these had been validated.
However, the need to carry out land surveys as well
as legal probiems have slowed the process.

Growth of private enterprise

The establishment of new private enterprises started
with the adoption of the Enterprise Law in 1989,
New private enterprises grew rapidly in number,
primarily in retail trading, catering and commerce.
Since 1992, about 10,000-12,000 new small private
enterprises have been established annually, accord-
ing to the Estonian Association of Small Businesses.
By end-1994, 81,548 enterprises and organisations
were registered in Estonia; some 65 per cent of
which were in full private ownership, 8 per cent were
owned by cooperatives and 11 per cent were under
some form of mixed ownership.

Enterprise restructuring

Restructuring of privatised state enterprises has
generally been left to investors. In the context of pri-
vatisation, investors have been asked to submit
business and restructuring plans as part of their
bids. A Bankruptcy Law was passed in September
1992 and was quickly implemented, notably during
the banking crisis of late 1992, By mid-1995, bank-
ruptcy procedures were initiated against about 1,000
enterprises, mostly agricultural cooperatives. Overall,
bankruptey procedures are implemented more
rigorously in Estonia than in most other countries of
eastern Europe, the Baltics and the CIS.

Markets and trade

Price liberalisation

The phase-out of price controls started in late 1989
as part of the programme of economic autonomy.

By the end of 1992 most price controls had been
abolished. Only prices for housing and “natural”
energy monopolies continue to be controlled /regu-
lated. Electricity tariffs have been raised, but con-
tinue to be set below the cost of power supply.
Furthermore, there is a chain of arrears from electric-
ity customers to the power utility (state-owned) to the
oilshale industry (state-owned).

Competition policy

A Competition Law was passed in June 1923 and
amended in February 1995, Implementation is moni-
tored by a Competition Board, with some enforce-
ment. Given the small size of the country, the main
competitive force has been external competition,
liberal rules for establishment of new companies,
and comprehensive privatisation.

Trade liberalisation

Virtually all restrictions on foreign trade have been
abolished. Import tariffs apply only to furs

(16 per cent) and to sea and road vehicles

{10 per cent). Export controls and tariffs have been
removed completely, with the exception of an export
tariff on items of cultural value, including arts and
antiques.

A most-favoured-nation treaty was agreed with Russia
in 1993, but it remains unratified, and from mid-
1994 Russia doubled its tariffs on imports from
Estonia. A “Europe Agreement” with the EU was
signed in June 1995 (see Chapter 11). These devel
opments are likely to expedite further the redirection
of Estonia’s exports from Russia to the West.

Currency convertibility and exchange rate
regime

An independent national currency, the kroon (or EEK),
was introduced in mid-June 1992 under a currency
board arrangement. The kroon is pegged to the
Deutschmark at 8 EEK/1 DM. There is full current
account convertibility.

Wage liberalisation

Wage setting (apart from the minimum wage)
became free of administrative central controls in
1990. However, the government has subsequently
relied in part on an incomes policy to contain wage
inflation. The government has at times set a ceiling
for pay increases in state-owned enterprises. Wage
setting in the private sector remains free and wage
negotiations are decentralised. The monthly mini-
mum wage was raised to the equivalent of DM 56 in
September 1994. It is now less than 20 per cent of
the average wage.

Interest rate liberalisation

The central bank (Bank of Estonia) does not interfere
with the setting of interest rates by commercial
banks except through indirect instruments. In view of
the kroon’s peg to the Deutschmark, interest rates
generally track DM rates, although spreads in Estonia
continue to be high (10-15 percentage points
between deposit and lending rates). Lending rates
(3-6 months) are in the same order of magnitude as
the rate of consumer price inflation expected for
1995, i.e. 20-25 per cent. Thus, interest rates on
deposits are negative in real terms if measured
against 1995 inflation.

Estonia

In January 1989, while still a republic
of the Soviet Union, Estonia introduced
a law on economic autonomy. The law
gave Estonia independence in price and
wage setling, fiscal strategy and finan-
cial policies. Market reforms accelerated
Jollowing Estonia’s independence in
August 1991. Since then industry has
largely been privatised and significant
progress towards macroeconomic stabili-

satton has been made.

Financial institutions

Banking reform

An Estonian-based two-tier banking system became
fully operational after the currency reform in June
1992. Between 1989 and 1992, 42 domestic
commercial banks were established, mostly small
and undercapitalised. Foreign banks were also per-
mitted to operate in Estonia. After a banking crisis in
late 1992 and early 1993, the government raised the
minimum capital requirement and more stringent
supervision of commercial banks by the Bank of
Estonia (BoE) was introduced. The number of
domestic banks was almost halved through mergers
or liquidations.

After the failure of the Social Bank and its subse-
quent rescue by the government in 1994, the BoE
further strengthened its supervision of the banking
sector. For example, 11 of the 21 remaining domes-
tic banks were asked in 1994 not to pay dividends
and to use earnings to bolster their capital positions.
Several new regulations aimed at improving the bank-
ing sector’s stability became effective in early 1995.
As a result the number of domestic banks is
expected to decrease substantially over the next few
years.

Non-bank financial institutions
As of June 1995 the Estonian Securities Board had
registered 18 investment funds.

Securities markets

The Securities Market Act was adopted in 1993.
Shares in investment funds, enterprise and banks
are traded overthe-counter at the computerised
depository which was opened in September 1994.
The startup of regular operations of the Tallinn stock
exchange is scheduled for 1996.

Fiscal and social safety net reform

Taxation

The tax structure was changed substantially in
January 1994 but has remained largely unchanged
since then, with VAT being levied at 18 per cent, and
individual as well as corporate income tax being
levied at a flat rate of 26 per cent. In 1994,

52 per cent of individual income tax revenues and
20 per cent of total tax revenues went to the
country's 255 local governments. This represented
approximately 70 per cent of all local government
revenues.

Social security

Employers contribute 33 per cent of wages and
salaries towards social security (20 per cent for
pensions and 13 per cent for medical insurance).
The average pension (on a pay-as-you-go basis) was
about 30 per cent of the average wage in 1994, and
a further fall in this ratio is expected for 1995.
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FYR Macedonia

Markets and trade

Commodity price liberalisation

About 80 per cent of prices in the retail price index
are free of controls, Price controls apply to, inter alia,
flour, bread, electricity and oil derivatives. There have
been large increases in the relative price of electricity
and oil derivatives, with further increases planned to
bring prices close to cost recovery levels.

Social security

Extensive pension fund reform has been undertaken
with an increase in the retirement age and the
removal of automatic indexation. Means testing has
been introduced for general social security benefits.

Following 1988 reforms throughout the
former Yugoslavia, which included wide-
spread price, import and foreign
exchange liberalisation, independence in
April 1992 was accompanied by radical
economic reform. A new currency was
introduced alongside a first attempt at
macroeconomic stabilisation, further

Competition policy

A draft law on competition is being prepared.

Trade liberalisation

Goods in only 2 per cent of all import categories are
affected by quantitative import restrictions (these
include chemicals, steel and some foodstuffs).
Customs duties were levied at an average rate of 9.5
per cent in 1994.

price liberalisation and elaboration of
plans for privatisation. A second bid for
macroeconomic stabilisation was initi-

ated early in 1994, accompanied by
implementation of more far-reaching
enterprise and institutional reform.

Enterprises

Size of the private sector

Private activity, including the informal sector, probably
accounts for 30-40 per cent of GDP.

Large-scale privatisation

The Agency of FYR Macedonia for the Transformation
of Enterprises with Social Capital (ATESC), set up
under the privatisation law of June 1993, is receiving
applications for privatisation from large-scale enter-
prises, which have until December 1995 to prepare
voluntary privatisation plans. About 120 companies
had been sold off (primarily in management buy-outs)
by mid-1995 out of 800 companies scheduled to be
sold this year. About 400 enterprises were privatised
in 1989 under the laws of former Yugoslavia,
primarily in employer buy-outs. A major obstacle to
more rapid privatisation has now been addressed by
the Law on Labour Relations, which created a “labour
redeployment fund” to assist those made unem-
ployed by restructuring to find new work.

Small-scale privatisation
Over 90 per cent of all enterprises are privately
owned. Almost all of these are small.

Property restitution
A draft law on restitution is in preparation and has
received a first reading in parliament.

Growth of private enterprise

Since 1989 there has been rapid growth in the num-
ber of private enterprises, from a low base. Nearly
80,000 small private enterprises have registered
since 1990. Official statistics (from the Social
Accounting Office) indicate that about 20,000 of
these are active.

Enterprise restructuring

A task force was established in 1994 to implement
restructuring of large-scale enterprises. A “special
restructuring programme” has been introduced by
ATESC to restructure 23 of the largest loss-making
enterprises and the two largest utility companies.
The “labour redeployment fund” which assists work-
ers made unemployed by restructuring to find new
waork, together with reforms to the social assistance
programme, will facilitate restructuring. Since the
introduction of the latest stabilisation programme in
early 1994, further borrowing by (or subsidies to)
these enterprises has been severely curtailed.

The 1989 Bankruptcy Law of former Yugoslavia is still
in force.
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Currency convertibility and exchange rate
regime

The denar has been floating since the beginning
of 1994. There is near full current account
convertibility.

Wage liberalisation

The wage control law of December 1993 restricted
wage increases to 1.5-2.5 percentage points less
than targeted inflation, with a subsequent adjust-
ment to compensate 50 per cent for inflation in
excess of target. This type of regulation has been
extended until the end of 1995.

Interest rate liberalisation

Real interest rates are positive and largely market-
determined, although a bank-by-bank credit ceiling is
in place.

Financial institutions

Banking reform

Financial sector reform was slow to get under way
but has recently accelerated with the creation of a
Bank Rehabilitation Agency (BRA). There are 25
commercial banks and 15 savings houses, The non-
performing loans of the largest bank (Stopanska
Banka), which comprised two-thirds of the credit
base, have been transferred to BRA, and replaced in
the bank's balance sheet by government bonds. One
of the large branches has been split off and bought
by its management. It is intended that, with World
Bank support, the recapitalisation and privatisation
of the truncated banks will be completed by the end
of 1995.

Non-bank financial institutions

Non-bank financial intermediaries are at a relatively
early stage of development, as is regulation of the
sector. There is only one, state-owned, insurance
cornpany.

Securities markets and instruments

There is no stock exchange and no securities market
regulation.

Fiscal and social safety net reform

Taxation

The January 1994 tax reform streamlined the sales
tax, reducing the number of rates from 21 to three,
There is now a general rate of 25 per cent, and rates
of 5 per cent for food and 10 per cent for most
services. Excise duties on oil, alcohol, cigarettes and
cars were increased in April 1994. Personal income
tax rates have been consolidated and many
exemptions have been removed. To improve tax
enforcement, an inland revenue service was created
from the merger of the Social Accounting Office and
part of the Ministry of Finance.



Enterprises

Size of the private sector

The non-state sector (as defined in Georgian
statistics) may now account for about 55-60 per cent
of GDP. The private sector (defined more narrowly to
include only companies with more than 50 per cent
private ownership) may account for roughly a third

of GDP.

Large-scale privatisation

A programme for large-scale privatisation started in
May 1994 with a presidential decree, on the basis of
which about 750 out of the country's 900 large-scale
enterprises have been corporatised. By mid-1995
about 30 per cent of the shares in these joint-stock
companies have been sold or, in some cases, given
away to employees. A voucher-based programme for
large-scale privatisation was adopted in March 1995
with the objective to sell at least 35 per cent of the
total shares of corporatised enterprises at voucher
auctions. Cash-based sales methods will continue to
be used as well. Vouchers, each with a face value of
US$ 30, have been distributed to the population.
The first auction took place in June 1995 with shares
in 25 companies on offer. The voucher programme
envisages about 50 further auctions and is to be
completed by 1 July 1996. Land on which the enter-
prises reside cannot be bought by private entities but
can be leased.

Small-scale privatisation

By mid-1995 about 50 per cent of the almost 10,000
state-owned small-scale enterprises (defined as
those that had assets of less than Rb 30 million and
fewer than 50 employees at end-1992) had been pri-
vatised, mainly in the retail and trade sector. The gov-
ernment intends to sell off all the 5,000 small-scale
enterprises still in state hands by the end of 1995.

A significant share of housing in Georgia was already
in private hands before independence: privatisation
of housing is now virtually complete. More than half
of the agricultural land has been privatised in small
plots via long-term leasing (private land ownership is
not permitted). The government intends to keep
approximately 25 per cent of the agricultural land in
state hands.

Property restitution
No property restitution has taken place in Georgia.

Growth of private enterprise

Georgians have a tradition for entrepreneurship.
There are more than 65,000 registered small busi-
nesses. However, a significant portion of these are
inactive as the legacy of civil war continues to plague
the economy. However, the country has become
increasingly dependent for its daily survival on the
emerging private — and largely informal — economy.

Enterprise restructuring

The main sources of pressure on enterprises to
restructure have been war-induced interruptions of
supplies, the collapse in old foreign trading links with
other CIS countries and, especially in the past year,
tighter fiscal and credit policies. Most of the formal
economy continues to be highly monopolistic. A Law
on Bankruptey was adopted by the parliament in
1991 without any significant enforcement.

Markets and trade

Price liberalisation

Prices are free of administrative control, with the
exception of prices for bread (which continues to be
rationed), gas, electricity, municipal services,
pharmaceutical products, public transportation and
telecommunications. The state order system was
completely phased out on 1 June 1995. All direct
price subsidies that used to be provided by the state
are now eliminated.

Competition policy

The government is currently preparing draft legisla-
tion for competition policy with the assistance of the
World Bank.

Trade liberalisation

Trade with countries of the former Soviet Union had
been largely based on bilateral trade agreements and
barter arrangements. By mid-1995 the system of
bilateral agreements has been eliminated and the
trading system with non-CIS countries has been
substantially liberalised. Export licensing is being
phased out gradually.

Currency convertibility and exchange rate
regime

An interim and parallel currency, the Georgian
coupon, was introduced in April 1993 and was
declared sole legal tender in August 1993, A fully-
fledged national currency — the lari — is to be intro-
duced in late 1995. The currency surrender require-
ment (currently 12 per cent) is to be scrapped by the
end of 1995.

Wage liberalisation

Adjustments to minimum wages have lagged behind
inflation. Real disposable income, reflecting non-
wage earnings and income from the informal econ-
omy, Is rising substantially. Minimum monthly wages
were raised from 1 July 1995 to 3 million coupons
(US$ 2.2) For the government sector, a new wage
grid introduced in July 1995 increased the minimum
wage to 3.5 million coupons per month (US$ 3) and
raised the dispersion of wages within that sector.

Interest rate liberalisation

With progress in financial stabilisation and financial
sector reforms real interest rates have become
positive and market-determined. Commercial banks
are completely free to set interest rates.

Financial institutions

Banking reform

The first banking laws were adopted in August 1991,
A new Law on the Central Bank was passed in
mid-1995 and the draft Law on Banks and Banking
Activity has been submitted to parliament. The
national Georgian (as opposed to Soviet) two-tier
banking system was created in 1991, It consists of
the National Bank of Georgia (the central bank), five
specialised state-owned banks (only one of which
has been corporatised), and about 220 small domes-
tic commercial banks (about half of which are owned
principally by state enterprises; only a few are fully
private). The state-owned banks hold more than

90 per cent of the assets, branches and personnel.
The central bank still uses directed credits. Unofficial
estimates indicate that bad debts comprise between
14 per cent and 35 per cent of the portfolios of
state-owned banks. Licences of around 40 banks
have been withdrawn in 1995,

The National Bank has improved its supervisory
capacity and issued new prudential standards in
March 1995. It has raised the minimum capital
requirement to the equivalent of US$ 100,000, and
plans to increase it further to US$ 500,000 over the
next few years. A study of the five former state
sectoral banks has been commissioned with a view
to develop a plan for recapitalisation.

Non-bank financial institutions

Although some new investment funds and a few
insurance companies exist, non-bank financial institu-
tions do not play a significant intermediation role in
Georgia.

Securities markets and instruments

No stock exchange exists In Georgia.

Georgia

Early stabilisation efforts and structural
reforms in 1992 were interrupted by a
cwil war, which led to drastic output
decline, hyperinflation and a suspension
of structural reforms in 1993 and most of
1994. In September 1994, the govern-
ment began implementation of a
comprehensive stabilisation and reform
package.

Fiscal and social safety net reform

Taxation

The principles of a new tax system were laid down in
a law passed in December 1993. Enterprises are
subject to profit taxation (governed by a law adopted
in January 1994) with rates between 10 and

35 per cent, and property taxation at a rate of

1 per cent. A personal income tax was established in
January 1994, with marginal rates of up to

20 per cent. There is no separate capital gains tax.

The tax reform package approved by parliament in
late 1994 increased the VAT rate from 14 to

20 per cent and eliminated most VAT exemptions.
As tax revenues remain at critically low levels, the
overall fiscal strategy for 1995 emphasises revenue
collection.

Social security

The social safety net provides minimal cash benefits
to half of the population, including pensioners, the
unemployed, children, refugees, students, single
mothers and state employees at the bottom of the
wage scale.
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Hungary

Having experimented with increased
enterprise autonomy since 1968,
Hungary embarked on more ambitious
market-oriented reforms between 1988
and 1991. Comprehensive liberalisation
was introduced for prices and foreign
trade, the tax system was revamped, the
banking system became increasingly
market-based and privatisation was
initiated. Comprehensive small-scale
privatisation was implemented in 1992-
93. Large-scale privatisation has been
implemented gradually but steadily. By
the middle of 1995 control of most of the
Jormerly state-owned large companies
had been transferred to the private sector.

Enterprises

Size of the private sector

The Hungarian Central Statistical Office (CSO) has
estimated the GDP-share of the private sector in
1993 at 55 per cent. The private sector is likely to
have accounted for more than 60 per cent of GDP
in mid-1995.

Large-scale privatisation

On 2 May 1995 a new Privatisation Law was passed
by parliament. The law merges the two main privati-
sation agencies (the State Property Agency and the
State Holding Company) into the State Privatisation
and Asset Management Company. According to inten-
tions stated in the new law, 46 companies will
remain fully state-owned, including postal services
and the railways. The state will maintain majority
stakes in the electrical grid and the country’s only
nuclear power plant, and 25 per cent ownership in
large banks. The number of companies with majority
state ownership will eventually fall to 161, compared
with 252 under the previous privatisation law. The
government plans in the near future to sell minority
stakes in the main oil and gas company (MOL), the
main electricity company (MVM) and five regional gas
companies, and a 10 per cent stake in the telephone
company (MATAV), which is already partly privatised.

Among the 1,862 companies that have been
managed by the State Property Agency (SPA), state
ownership had been reduced to less than 50 per
cent in 902 companies by April 1995 (up from 736 in
June 1994). About 542 of the original companies
were in liguidation. These companies represented
55-60 per cent of the asset value of all the compa-
nies under SPA administration. Among the 210 com-
panies handled by the State Holding Company, state
ownership had been reduced to less than

50 per cent in 28 by March 1995. These companies
represented about 35 per cent of the asset value of
all the companies under the administration of the
State Holding Company. Foreign investment has
played a major role in privatisation in Hungary.
Government cash revenues from privatisation
dropped in 1994 to Ft 22 billion (0.5 per cent of GDP)
from Ft 43 billion in 1993 and Ft 63 billion in 1992.

Small-scale privatisation

Out of 10,423 state-owned shops and small enter-
prises in 1990, a total of 2,990 had been transferred
into private hands by March 1995 (up from 9,065 in
June 1994).
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Property restitution

About 1.2 million Hungarians have been granted
“compensation coupons” as restitution, mainly for
nationalisation of property. Coupons have in practice
been usable mainly towards the purchase of land.

By the end of 1994 about 2 million hectares of land
had been sold to half a million people for compensa-
tion coupons. A further round of compensation was
initiated in 1994 and land auctions for

185,000 hectares are to be completed with coupon
participation in 1995,

Growth of private enterprise

By April 1995, there were 1.05 million registered
businesses of which 96,578 were legal entities
(joint-stock companies, etc.) — up from 75,654 at the
end of 1993,

Enterprise restructuring

Restructuring has been achieved mainly through sub-
sidy reduction and tightening of access to finance for
loss-making enterprises, resulting in production cut-
backs, rationalisation and reduction of employment
in large former and current state-owned enterprises.

Hungary's Law on Bankruptcy was enacted on

22 October 1991 but was substantially amended in
September 1993. The new version of the law no
longer forces companies with overdue liabilities to
declare bankruptcy, and allows a qualified majority of
creditors to decide on an out-of-court restructuring.
The revision has slowed the rate of bankruptcies and
liquidation: there were 189 new bankruptey cases
and 5,711 liquidation cases in 1994, down from 987
and 7,242 cases in 1993. The first quarter of 1995
saw 38 new bankruptey and 1,791 new liquidation
cases.

The framework for state-financial bank recapitalisa-
tion has included incentives for banks to help restruc-
ture the balance sheets of enterprises. In December
1992 and December 1993, the state purchased
bank claims on enterprises (see details under “bank-
ing reform”), and subsequently forgave some of this
debt. Separately, the government has negotiated
restructuring of enterprises’ bank debt in two rounds,
inducing banks into settlement by offering a reduc-
tion of state claims (in the form of overdue tax and
social security contributions) on the debtor enter-
prises in return for bank concessions. In total, the
two phases have led to restructuring of Ft 30 billion
worth of enterprise debt out of a total Ft 149 billion
of debt in the 1,950 participating enterprises.

Markets and trade

Price liberalisation

More than 90 per cent of consumer prices, weighted
by their share in the consumer price index, are free of
administrative controls. The Laws on Electricity and
Gas require that prices for these products must cover
costs by 1 January 1997. Accordingly, prices for
these products were raised sharply in January and
September 1995, and further substantial increases
are scheduled for 1996.

Competition policy

The Law on the Prohibition of Unfair Market

Practices, passed in 1990, provided the legal frame-
work for the work of a newly established anti-monop-
oly office. More than 100 decisions were made by
the office in 1994, resulting in fines in excess of

Ft 600 million. Regulation for some agricultural goods
and utilities is subject to the rulings of other state
bodies.

Trade liberalisation

Trade liberalisation has been phased in gradually. In
1989 licensing requirements and quotas were elimi-
nated for 40 per cent of imports (in value terms
based on 1988). This ratio was raised to 65 per cent
in 1990, 90 per cent in 1991 and stood at

92 per cent in 1994. Some consumer goods imports
are regulated by the so-called “global quota”, with
individual ceilings set for about 20 product groups.

A number of industrial and “sensitive” products

(i.e. textiles and agriculture) remain substantially pro-
tected by import tariffs. Some of these tariffs are
being phased out for trade with the EU in accordance
with Hungary's “Europe Agreement” (see details on
this agreement in Chapter 11). Hungary became a
member of the WTO in December 1994,

On 20 March 1995, Hungary introduced an

8 per cent import surcharge on all goods, except
primary energy carriers and machinery for invest-
ment. The surcharge is to be phased out during the
first half of 1997.

In accordance with the new GATT agreement,
Hungary eliminated quantitative restrictions on farm
product imports in January 1995. In preparation for
this, Hungary had raised the average agricultural
import tariff to 37 per cent in November 1994

(up from about 20 per cent one year earlier).

Currency convertibility and exchange rate
regime

The forint is convertible for trade-related transac-
tions. Each Hungarian can currently purchase
US$ 800 worth of foreign currency a year at the
official exchange rate for tourism abroad.

The exchange rate Is pegged to a basket of curren-
cies. The basket was changed in May 1994 from
previously 50 per cent US dollar and 50 per cent
Deutschmark to now 30 per cent US dollar and

70 per cent ECU.

The Law on Investment by Foreigners in Hungary of
1988 guarantees the foreign investor the option of
repatriating profits and capital in the currency of the
ariginal investment and full and immediate indemnifi-
cation for any loss resulting from nationalisation or
expropriation.

Wage liberalisation

Attempts to control wages by taxing wage increases
above a defined limit were abandoned in 1993.

Interest rate liberalisation

The government removed administrative control of
interest rates on deposits and loans for enterprises
in 1987, and for households in 1991-92.

Financial institutions

Banking reform

A two-tler banking system was introduced in 1986.
The law on commercial banks, operative since
January 1992, imposes the Basle-defined standard
for capital adeguacy on Hungarian banks, but tempo-
rary exemptions have been granted to the large
state-owned banks.

State-owned banks have benefited from several
rounds of statefinanced recapitalisations. In 1990,
the government permitted the savings banks to swap
low interest housing loans for so-called housing
bonds carrying market-linked interest rates. At the
end of 1991, the state granted commercial banks
guarantees for doubtful loans worth Ft 10 billion.

In the autumn of 1992, the government launched
what became a series of initiatives to improve the
balance sheets of banks that were partly state-
owned and had a capital adequacy ratio below

7.25 per cent. The total state injection of bonds into
the banking sector since eatly 1992 amounts to

Ft 334 billion, about 8 per cent of 1994 GDP,
Following these initiatives, capital adequacy as mea-
sured in the official audited balance sheets
exceeded 8 per cent in all the large banks by end of
1994.



The Foreign Trade Bank has been privatised.

Three other of the four largest commercial banks
remain state-owned. The law on commercial banks
requires a reduction in state ownership in all banks
to less than 25 per cent by end-1997. There is a
substantial presence on the Hungarian banking
scene of smaller private banks, many with foreign
participation. Privatisation of the main household
bank, the National Savings Bank (NSB) began in
July 1995. In total about 25 per cent of the shares in
NSB were sold to private investors in July.

Non-hank financial institutions

Domestic insurance companies were among the first
to be privatised and foreign companies have estab-
lished themselves in the Hungarian insurance sector.
Social security funds are in deficit and have been
borrowers rather than investors in domestic capital
markets. A law passed in 1993 enabled the first non-
state pension funds to be established. The Law on
Investment Funds was passed in 1991. In late 1994
there were 21 investment funds with the combined
capital of US$ 240 million.

Securities markets and instruments

In June 1990, the Budapest Stock Exchange was
opened and a new regulatory framework was intro-
duced (the Act on Economic Associations, the
Securities Act and the Act on Mutual Funds). Turnover
is dominated by trade in treasury bills. About 40
stocks are listed, with a capitalisation at end-1994 of
roughly US$ 1.5 billion, about twice the level in
1993, Many Hungarian companies are listed on West
European markets, and one on the US NASDAQ.

Fiscal and social safety net reform

Taxation

In 1988-89 the government introduced value added
and personal income taxes, while streamlining taxa-
tion of enterprise income and radically reducing sub-
sidies. The resultant drop in consumption taxes and
direct taxation of enterprise income was largely off
set by steep increases in taxation of personal income
through the PIT and social security contributions.

Reforms in the last few years have focused on
remaving sector/activity-based tax reliefs. Special tax
incentives for foreign investors were largely phased
out by the end of 1993 (except for grandfathering
until year 2003 for already active projects). Personal
income is taxed progressively at rates up to 44 per
cent. There are two VAT-rates of 12 per cent and

25 per cent.

In January 1995 the corporate income tax rate was
cut from 36 per cent to 18 per cent, but a tax of
23 per cent was introduced for dividends.

Social security

Sacial security reform is at a relatively early stage.
An increase in the retirement age (which is now 55
for women and 60 for men) has been contemplated
but not implemented. Due to demographic factors,
the cost of the pension system is expected to grow
substantially over the next two decades in the
absence of change in eligibility criteria. Recent
government efforts to tighten family allowances and
sick leave benefits were struck down by the
Constitutional Court in June of 1995. Eligibility for
unemployment benefits has been tightened substan-
tially over the past three years.

Employer and employee payroll tax contributions
(covering contributions to funds for pensions, health,
unemployment insurance and vocational training)
were lowered from respectively 52.5 per cent and
12 per cent of the wage sum in 1993 to 50.5 and
11.5 per cent in 1994.

Kazakstan

| Partial reforms were introduced
Jollowing independence in December

1991, but a more comprehensive
programme was implemented in
January 1993. Tighter monetary and

Jiscal policies from the middle of 1994

have reduced inflation and stabilised
the currency. Progress on structural
reforms has been uneven: the privatisa-
tion programme is under way, and
measures have been adopted in 1995
to provide a framework for commercial
activity, but enterprise restructuring
remains slow.

Enterprises

Size of the private sector

The non-state sector accounted for 20 per cent of
GDP in 1994, according to official estimates. Given
the progress made with privatisation over the last
year, the private sector's share is likely to be
between 20 and 30 per cent (the private sector
excludes companies with minority private ownership —
these are included in the non-state sector).

Large-scale privatisation

The National Privatisation Programme for 1993-95
launched the mass privatisation of medium-sized
enterprises (200-500 employees) through auction
and sale of shares to investment privatisation funds
(IPFs). In the second half of 1994 points-denomi-
nated vouchers were distributed to the public, who in
turn invested their vouchers in the IPFs. Since then
two major waves of auctions have taken place, but
the government's goal of privatising 30 per cent of
the assets of non-agricultural medium-sized and large
enterprises has not yet been met.

Following the sale of shares of some 530 joint-stock
companies in coupon auctions by the end of 1994,
the shares of a further 260 companies were offered
for sale in the first quarter of 1995. To date 169 IPFs
have been established, which by the end of the first
quarter of 1995 were estimated to have acquired
over 40 per cent of the population’s coupons.

The IPFs invest the vouchers in the 51-80 per cent of
shares offered by each enterprise (employees
receive 10 per cent and the state may retain up to
39 per cent). At the end of 1994 the IPFs had
acquired shares in over 550 enterprises. The govern-
ment plans to increase the number of firms included
in the auctions to 150 per month from mid-1995.

The privatisation of the largest enterprises started in
July 1993 with the first successful tender and contin-
ues on a case-by-case basis. The government has
finalised a list of about 130 large companies to be
privatised. By early 1995 five large transactions had
been completed. The government has also been con-
sidering the use of management contracts whereby
an enterprise is placed under the management of a
foreign company. Tenders have been offered for five-
year contracts to enable foreign companies to man-
age 18 large enterprises. More generally, a new law
on foreign direct investment was adopted at the end
of 1994 which built on the existing liberal investment
law, permitting the repatriation of profits.
Small-scale privatisation

In 1994, 5,000 small-scale enterprises (those with
less than 200 employees) were offered for sale, a
little above the planned total.

By March 1995, a further 1,200 small-scale enter-
prises had been offered for sale by auction and it
was planned to have a total of about 10,000 enter-
prises offered for sale by mid-year. The programme
was to be accelerated from mid-year, when more
firms were to be auctioned each month. Specialised
cash auctions were introduced in March for foreign
investors.

Privatisation has been extended to farms and agro-
industries and, by the end of 1894, over 1,450 state
farms (about 66 per cent of the total) had been priva-
tised or were undergoing privatisation. This has
involved providing farm workers with long-term leases
to land and then distributing shares in non-land farm
assets to those with land rights.

Property restitution
There has been no property restitution in Kazakstan.

Growth of private enterprise

At the beginning of April 1994, more than 11,000
private businesses (excluding farms), 2,000 cooper-
atives, 1,400 joint ventures and 17,000 private
farms were registered. Private farms and plots
account for 35-70 per cent of the major agricultural
products.

According to official data, there were over 32,600
small-scale enterprises registered by March 1995, of
which 20,000 were private companies (though not all
are likely to be active).

Enterprise restructuring

Progress on enterprise restructuring has been slow,
partly because of parliamentary delays in approving
legislation to implement the government's restructur-
ing plan for about 400 enterprises, announced in
September 1994, but also because the original bank-
ruptey law as well as labour market regulations have
inhibited lay-offs.

During the first half of 1995, the government pre-
pared for the implementation of enterprise reform
with the establishment of a fund for the support of
agriculture and a Rehabilitation Bank (with World
Bank assistance). The latter, funded from the state
budget but intended to operate independently from
government, will be responsible for the financial oper-
ations of enterprises with a large debt burden, with
the aim of restructuring them over a fouryear period.
Most of the remaining problem companies will be
restructured by a rehabilitation agency under the
Ministry of the Economy. Progress in this area will
also depend on the effectiveness of the new
Bankruptcy Law, approved in April 1995, which
includes a provision for out-ofcourt settlement.

Markets and trade

Price liberalisation

In January 1992, most prices were freed.
Administered prices for bread and bakery products
were liberalised in October 1994 and all related bud-
get subsidies eliminated. Only utility tariffs, including
electricity, remain regulated, although prices of a
number of other products are subject to anti-monop-
oly regulations. As part of the implementation of
these regulations, all fixed prices for domestic crude
oil and oil products were abolished in December
1994, and ceilings on the margins of ol refiners
were removed in April 1995,

Competition policy

The existence of monopolies in trade and distribution
remain an impediment to competition. A new Anti-
monopoly Law was introduced in June 1294, which
gives the anti-monopoly committee the power to regu-
|ate the prices of natural monopolies. Additional mea-
sures have included the removal of the monopoly
rights of state trading organisations in external trade
of strategic goods and the termination of compulsory
deliveries of grain to the state in December 1994. In
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February 1995 the government set up a commission
to develop plans for the demonopolisation of some of
the 80 state holding companies which have responsi-
bility for about 1,700 enterprises, focusing first on
grain milling and petroleum distribution.

Trade liberalisation

Substantial trade liberalisation was achieved by the
first half of 1995, following the abolition of all export
quotas and the elimination of most import and
export licences. Exemptions from payment of import
and export duties were abolished. A Partnership and
Cooperation Agreement was signed with the EU in
January 1995, which will enable Kazakstan to estab-
lish closer economic and political ties over a 10-year
period, and includes an MFN agreement for trade in
goods. In early 1995 Kazakstan signed a trade agree-
ment with Russia providing for a zero customs tariff
on respective imports.

Currency convertibility and exchange rate
regime

A new national currency, the tenge, was introduced
on 12 November 1993. The tenge is convertible for
the purpose of foreign trade undertaken by enter-
prises. Success in lowering inflation, combined with
National Bank of Kazakstan (NBK) intervention in the
foreign currency auctions, has helped stabilise the
exchange rate. Official and commercial rates are
largely unified, with rates set in the Kazak Interbank
Currency Exchange, in which all the main banks par-
ticipate. From the beginning of 1995, foreign cur-
rency can no longer be used for domestic transac-
tions. The 50 per cent surrender requirement for
export proceeds was abolished in August 1995.

Wage liberalisation

The Law on Employment of the Population (1991)
gives the government discretion on nominal wages
and minimum wage adjustment. The average monthly
wage was about 4,800 tenge in mid-1995 (approxi-
mately US$ 75).

Interest rate liberalisation

In 1994 interest rates were positive and high in real
terms. In recent months rates the fall in inflation has
permitted a reduction in interest rates at periodic
intervals, but rates remain positive in real terms.
Directed credits were abolished in early 1995 and
limits were placed on the amount of NBK net credits
to the government. During the first four months of
1995 virtually all NBK credit was extended via credit
auctions (in which only those banks that meet pru-
dential standards can participate), up from

60 per cent at the end of 1994,

Financial institutions

Banking reform

A two-tier banking system was introduced in 1987.
The main banking laws were adopted in April and
June 1993. The banking system consists of the
National Bank and about 200 commercial banks,
with another 30 licensed banks dealing in hard
currency. However, credit continues to be channelled
mainly through four specialised state banks which
hold 80 per cent of the assets of the banking system.

Steps have been taken to strengthen the banking
sector, including presidential approval, in February
1995, of an NBK Programme for the Reform of the
Banking Sector. Its main features include: adoption
of a law establishing the independence of the central
bank, a requirement that banks provide guarantees
for all payment orders they forward for clearing and
settlement (in an attempt to avoid accumulation of
inter-enterprise arrears), adoption of BIS guidelines
for prudential supervision, the introduction of on-site
examinations, compulsory risk classification of
assets and provisioning requirements, and tougher
licensing policy, including the closure of unviable
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banks (at least 20 banks were closed in 1994).

In addition, plans for the specialised banks include
the transfer of some of the non-performing loans of
the Agroprombank to a new agricultural support fund.
The former foreign trade bank (Alem Bank) has
already been split into a commercial bank and a
state-owned Exim Bank to guarantee foreign credits.
In mid-1995, following the establishment of a com-
mission to oversee the operations of the commercial
bank, it was decided to link the Alem commercial
bank with the Savings Bank. In addition, the State
Development Bank, which had been established in
September 1994, is to be merged with the Exim
Bank.

Non-bank financial institutions

The corporate governance role of the IPFs has been
strengthened by increasing the ownership share each
fund may hold in a single enterprise to 31 per cent,
from 10 per cent previously.

Securities markets and instruments

The Law on the Circulation of Securities and the
Stock Exchange was adopted in June 1991, and
amended in April 1993. A stock exchange (the
Central Asian Stock Exchange) was subsequently
established.

Fiscal and social safety net reform

Taxation

In 1994 overall government revenues were only

17 per cent of GDP. Action is being taken to improve
tax collection (computerisation of VAT administration
is under way) and the targeting of social security
payments.

A new Tax Code, effective 1 July 1995, simplifies and
modernises the tax system. [t reduces the number of
taxes from 49 to 11, and improves incentives by
reducing both tax rates and tax concessions and by
moving away from production-based taxes. The
45-55 per cent profits tax was replaced by a

30 per cent corporate income tax for companies

(45 per cent for banks and insurance companies),
and the maximum income rate tax was set at

40 per cent. A uniform VAT was introduced at

20 per cent. To compensate for the expected decline
in revenues resulting from these changes, the aver-
age import duty was raised from 5 to 15 per cent,
excise taxes were imposed on certain goods and VAT
was extended to imports from non-CIS countries.

Social security

Social security payments include an employment
fund levy of 1 per cent of wages and a pension fund
contribution of 37 per cent of wages.

Given the decline in the real value of many benefits,

the general aim of policy has been to improve the tar-
geting of benefit payments. When bread prices were
liberalised, income supplements to vulnerable groups
were increased by 30 per cent. The pension system will
be reformed by increasing the level of benefits, com-
bined with a gradual increase in the retirement age.



Enterprises

Size of the private sector

The private sector accounted for 26 per cent of
employment as of end-1994. The nonstate sector,
which includes companies with majority state owner-
ship that have been partially privatised, accounted for
58 per cent of GDP as of end-1994. Given that the
state still owns majority stakes in many of these par-
tially privatised enterprises, and that early privatisa-
tion in agriculture has been largely a national transfer
of ownership, this figure tends to overstate the size
of the true private sector which may be closer to

40 per cent, The authorities believe that up to

20 per cent of GDP may originate in the informal
economy, of which only a small share is presently
reflected in official figures.

Large-scale privatisation

The predominant privatisation method in 1992-93,
applied to 500-800 medium and large-scale enter-
prises, was to transform state-owned enterprises into
Jjoint-stock companies and transfer share ownership
1o the workers' collectives, with the state usually
retaining a large ownership share.

In January 1994 the government passed a new
Concept Note which provides for the sale of remain-
ing state shares in already privatised medium to
large-scale enterprises through voucher and cash
auctions. Medium (100 to 1,000 employees) and
large-scale enterprises (over 1,000 employees) will
be transformed into joint-stock companies as a first
stage before privatisation. International tender
rounds are under way for 10-70 companies. A further
27 enterprises have been grouped in the restructur-
ing agency ERRA (see below). The remaining medium
and large-scale state-owned companies (estimated at
1,500) are being privatised as follows: 5 per cent of
shares are given free to employees, 25 per cent are
sold at coupon auctions, while 70 per cent are sold
at cash auctions.

As of August 1995, 75 per cent of the total pool of
vouchers had been distributed to the population. Half
of these had been invested. Of the invested vouchers
0.5 per cent had been used to privatise housing,

25 per cent had been bought from individuals by
investment funds which had in turn invested in
shares, and 74 per cent had been invested directly
by individuals and legal entities into individual enter-
prises. Between April 1994 and August 1995, cash
auctions for 322 enterprises and voucher auctions
for 634 enterprises were held.

A total of 914 companies were to be privatised in the
1994-95 mass privatisation programme. As of
August, state-ownership had been reduced to less
than 1 per cent in 287 of these enterprises, to less
than 50 per cent in a further 287 and to less than
70 per cent in yet another 114,

Small-scale privatisation

Privatisation of the approximately 4,600 previously
state-owned small trade outlets, retail and service
establishments was largely completed by end-1994.

Land reform began in 1991-92, with the reorganisa-
tion of some of the state and collective farms, creat-
ing 17.000 peasant farms (10-30 hectares) and new
agricultural cooperatives from 165 of the 470 state
and collective farms. A revised programme has been
implemented since early 1994. In January 1994 the
government passed a new Concept Note recommend-
ing privatisation of all remaining state-owned small-
scale enterprises (with up to 100 employees) through
cash auctions. A decree of February 1994 provides
for 49year leases that can be sold (only to Kyrgyz citi-
zens), exchanged, rented or used as collateral; in the
second half of 1995 parliament Is to discuss a pro-
posal to eliminate the constitutional provision against
private ownership of land. The remaining state-owned

collective farms are to be privatised by end-1995; by
early 1995, some 80 per cent of all state and collec-
tively owned farms had been reorganised, but a sig-
nificant number continue to operate as collective
farms. Land tenure rights and land demarcation/reg-
istration are still inadequate.

Property restitution

Kyrgyzstan has no restitution programme. A Land
Fund covering up to 25 per cent of arable land is to
be created, for redistribution of land or compensation
for nationalisation in past decades. Criteria for eligibil-
ity are still under discussion.

Growth of private enterprise

While the formation of new private enterprises, partic-
ularly in trade and services, is accelerating, the
process is impeded by a lack of finance and inade-
quate infrastructure. Privately owned small-scale agri-
culture (less than 30 hectares/farm) accounted for
65 per cent of non-grain agricultural production in
1994,

Enterprise restructuring

Tight credit policies have led to a sharp rise in inter-
enterprise arrears since 1992, to a level of

30 per cent of GDP by end-1993; these have started
to decline at the end of 1994 due to remonetisation
of the economy and a strengthening of the perception
among local suppliers that it does not pay to deliver
to companies with a poor payments record.

In May 1994 a Presidential decree established the
Enterprise Reform and Resolution Agency (ERRA) for
a period of four years to oversee restructuring of

29 large, loss-making, state-owned enterprises.
Diagnostic studies on 20 companies are complete,
and the remainder are to be completed by yearend.
After divestiture of social assets, some production
lines are thought to be viable. International tenders
for some of the companies are being prepared.

Market-based restructuring and corporate governance
will be enhanced by a decree issued in February
1995, which requires all companies that have been
privatised as closedjoint stock companies (i.e. com-
panies whose shares are not tradeable) to convert to
open joint-stock companies within four months, mak-
ing it possible for outsiders to acquire stakes.

The Insolvency Law, enacted in January 1994, was fol-
lowed by a number of decrees aiming to impose finan-
cial discipline on state-owned enterprises, improve
corporate governance, and restructure or liquidate
large, loss-making enterprises. No bankruptcies have
been enacted so far, owing to unresolved interenter-
prise arrears and banking system insolvency. Recent
implementing instructions have introduced out-of-
court settlement procedures in order to sidestep the
implementation bottlenecks in the legal system.

Markets and trade

Price liberalisation

There are few direct controls on prices. In March
1994, all limits on retail margins were eliminated
except for that on bread. Bread prices were freed in
November 1994,

Domestic prices of imported fuels have gradually
been liberalised. Domestic prices for oil, gas and coal
are now close to world market prices following
increases in US dollar terms of 167 per cent in 1993
and 44 per cent in 1994. Domestic prices of district
heating, natural gas for domestic users, and electric-
ity remain subsidised. Elimination of energy subsidies
is a sensitive political issue.

Competition policy

In December 1993 the maximum profit margins for
monopoly producers were eliminated. The Anti-
monopoly Law of January 1994 defines “monopoly
producers” as those with a domestic market share of
at least 35 per cent. Their number was reduced to

Kyrgyzstan

Following independence in December
1991 a comprehensive market-oriented
reform programme was initiated in July
1992. Substantial progress in macroeco-
nomic stabilisation has been made since
the introduction of the national currency,
the som, in May 1993. Structural
reforms including privatisation and
agricultural reform have accelerated
under a new policy framework intro-

duced in 1994-95,

50 in September 1993, to 15 in February 1994, and
to 9in May 1994 (five of which are classified as nat-
ural monopolies). The process of determining which
firms constitute monopolies will be further examined
with a view to limiting state regulation only to natural
monopolies such as electricity, water and railways.

Demonopolisation has led to the partial break-up of
the bread and grain conglomerate and the elimination
of three large transport holding companies in late
1994. In 1995-96 the government plans to break up
and privatise two other agfricultural input/output
conglomerates.

Trade liberalisation

In early 1994, the trade system was substantially lib-
eralised. Remaining import and export licensing
agreements were lifted, and export taxes reduced.
The number of export taxes was reduced from

50 to nine in May 1994, and further to two in May
1995 (on hides and skin). A temporary export tax on
silk cocoons was introduced in 1995. All export taxes
are to be eliminated by end-1995.

The common customs union with Kazakstan and
Uzbekistan, established in early 1994, provides for
duty-free import of goods of these countries. In late
1994, a differentiated system of customs duties was
replaced by a flat duty of 10 per cent on all imports
from non-CIS countries.

Currency convertibility and exchange rate
regime

The national currency, the som, was introduced in
May 1993 and allowed to float (with some interven-
tion). In March 1995 the authorities introduced full
current account convertibility In accordance with the
obligations under Article VIIl of the IMF's Articles of
Agreement.

Wage liberalisation

Increases in the state-sector wage bill are to be lim-
ited to targeted future inflation rates. The 1995 profit
tax law stipulates that the total wage bill that is
deductible for tax purposes in any enterprise cannot
exceed 10 times the number of employees multiplied
by the minimum wage.

Labour mobility has been enhanced by the elimina-
tion of residency restrictions.

Interest rate liberalisation

Interest rates are market determined. Interest rate
ceilings on treasury bill auctions were removed in
early 1994, Real interest rates turned sharply posi-
tive in early 1994 and stayed at very high levels
(100-150 per cent per annum) throughout the first
three quarters of 1994, Despite a fall in nominal
rates in line with inflation in late 1994 and early
1995, real interest rates on loans are still prohibitive
at 30-40 per cent a year. Segmentation of the credit
market is high, with significant variation in lending
and deposit rates between banks.
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Kyrgyzstan

Financial institutions

Banking reform

A two-tier banking system was established in 1991.
In 1992 a comprehensive Central Bank Law and a
Commercial Bank Law were enacted; the former
made the National Bank of Kyrgyzstan (NBK) indepen-
dent. Following the introduction of the som in May
1993, the NBK introduced several indirect monetary
instruments, including weekly forex sales to the inter-
bank market, treasury bill and credit auctions;
reserve requirements were unified at 15 per cent and
a Lombard facility was introduced. There is a Law on
Pledge, and a Law on Collateral is to be submitted to
parliament in 1995 including out-of-court settlement
procedures.

The banking system is dominated by three large
state-owned banks: Agroprom, Promstroibank and
Kyrgyzstan Bank, together accounting for 85 per cent
of total assets of the banking sector. There are also
14 commercial banks, which were mostly estab-
lished after 1991 by state-owned enterprises and
ministries, and the Savings Bank; three of the 14 are
partially foreign owned. As of end-1994, the state
held majority shares in only three banks, including
the savings bank. The level of financial intermedia-
tion is very low, with the M2/GDP ratic among the
lowest in the world at below 10 per cent.

Nor-performing loans and associated undercapitali-
sation make the majerity of banks presently techni-
cally insolvent. Prucential regulations have recently
been tightened. Minimum capital adequacy require-
ments have been introduced (defined in terms of
som and equivalent to approx. US$ 1 million for local
banks and US$ 2 million for foreign banks) as have
liquidity ratios, reserve requirements, loan classifica-
tion and provision guidelines, as well as limits on
lending to shareholders and single borrowers. The
National Bank's supervisory capacity has been signif-
icantly strengthened, In 1994, three small commer-
cial banks were closed and another six placed under
NBK supervision; in 1995 two further licences were
suspended. The NBK also instituted a freeze on new
lending to enterprises in arrears, and has limited
access to refinance auctions. As part of a reform of
the banking system, legislation preparing a deposit
insurance fund and amendments to the Central Bank
Law and the Commercial Bank Law are being drafted.
Systemic reforms, including possibly recapitalisation
of select banks, is being prepared by the NBK jointly
with the World Bank.

Non-bank financial institutions

A regulatory framework for investment funds has
been introduced. Since 1993, 29 investment funds
have been licensed, of which only 12 have thus far
actively participated in privatisation auctions. They
have accounted for some 25 per cent of demand at
the coupon-based auctions.

Thirty insurance companies and one pension fund
are in operation. Their activities are prescribed by
government regulations.

Securities markets and instruments

The Law on Securities and Stock Exchanges was
passed in December 1991. Treasury-bill auctions
have taken place since 1993, but were limited to
sales of 3-month bills until recently; secondary mar-
ket trading remains very thin.

In May 1994, the government established the State
Agency for Securities in charge of securities regula-
tions. In September 1994, the Coupon Trading
Center starting trade in privatisation coupons, and
the Stock Exchange commenced operations in May
1995. An independent share registry and tight listing
requirements should ensure a significant degree of
transparency and property rights security. While trad-
ing is still very thin (five companies listed by August
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1995, but 30+ expected by mid-1996), the institu-
tional basis for a secondary market in shares is
given. Extension of trade to T-bills, regional curren-
cies and municipal bonds is planned.

Fiscal and social safety net reform

Taxation

The tax system includes a profit tax, the rate of which
was reduced from 35 to 30 per cent for most busi-
nesses in January 1994, The new profit tax law of
January 1995 eliminates most exemptions and
deductions; provisions for deduction of accelerated
depreciation exist, but no loss carryover provisions.
The personal income tax of January 1995 includes in-
kind payments in the tax base and requires the filing
of tax declarations. Marginal rates range from

10 to 40 per cent. A retail sales tax of 5 per cent,
covering those goods not covered by the turnover-
based VAT tax, is to be eliminated as of January
1996. A genuine VAT at 20 per cent will be intro-
duced in January 1996.

Social security

Employers pay a payroll tax of 33 per cent in the
state and enterprise sector and of 23 per cent in the
collectivised agricultural sector. 85 per cent of the tax
accrues to the Pensions Fund and 15 per cent to the
Social Insurance Fund. Employers also pay

1.5 per cent to the Unemployment Fund, and employ-
ees 2 per cent to the Pension Fund and 0.5 per cent
to the Unemployment Fund. In 1994, the three funds
were consolidated into the Social Fund.

In 1994, total social expenditures amounted to some
18 per cent of GDP, or more than half of government
expenditure. Due to the tight fiscal situation, regional
governments were in arrears on social payments and
wages of some 3.3 per cent of GDP at end-1994. In
order to improve the efficiency of the social safety
net, the government is to consolidate all existing ben-
efits under the system and other cash benefits into a
single cash benefit payable to individuals earning
less than the minimum wage.

The authorities estimate that 60 per cent of the
population lives below the poverty line, and another
20 per cent at the poverty line.



Enterprises

Size of the private sector

The share of the nor-state sector in GDP was offi-
cially estimated at 58 per cent in 1994, with industry
remaining far below this average but agriculture and
services exceeding the average. The private sector
share of GDP is likely to be at a similar level in 1995,

Large-scale privatisation

Large-scale privatisation is still lagging behind other
areas of reform, although the privatisation law of
February 1994 streamlined the process of privatisa-
tion by creating an independent Privatisation Agency
and a State Property Fund. The mass distribution of
privatisation vouchers, which started in 1994, was
completed in March 1995. By then, certificates with
an aggregate face value of lats 2.8 billion had been
distributed to 2.2 million residents. The vouchers
are tradable and can be used for the purchase of
shares in state-owned companies as well as for the
purchase of land and housing units.

The privatisation programme emphasises interna-
tional tenders and public offerings of shares. The
first international tender of 45 enterprises were
offered to the public under a pilot programme in
January 1995. Overall about 200 large enterprises
{accounting for 10-20 per cent of industrial output)
are expected to be privatised by the end of 1995.
Significant ownership shares in 50 of these will be
sold for vouchers.

Small-scale privatisation

More than half of agricultural land has been priva-
tised. The privatisation of small enterprises in the
services and trade sector, most of which were previ-
ously owned by municipalities, is almost completed,
with significant foreign participation, mainly from
Scandinavia and Germany. Furthermore, an esti-
mated 40 per cent of the country’s housing units
have been privatised.

Property restitution

By the end of 1994, some 231,000 restitution
claims for land in towns and cities had been submit-
ted. Of these, 13 per cent had been settled. Claims
for the restitution of urban land can be submitted
during a period of 10 years. In order to avoid uncer-
tainty for new owners of privatised property, the
government issues guarantees to the new owners,
which basically provide for the security of ownership
of the privatised land and compensation for the
claimants in case their claims are accepted.

Growth of private enterprise

From 1991 to mid-1995, an estimated 30,000 new
private enterprises were created, mostly in services
and trading. There are no significant administrative
obstacles to entry. As in the other Baltic states, one
of the most important obstacles to the establish-
ment of new private enterprises is lack of longterm
finance.

Enterprise restructuring

Restructuring has largely been left to the new own-
ers of privatised firms. The emphasis in Latvia's pri-
vatisation process has been on strategic investors
including foreign investors, rather than on the trans-
fer of ownership to workers and management on to a
large share of the population. As a result, restructur-
ing in privatised countries has been pursued rela-
tively vigorously. One indicator of this is that open
unemployment was 6.8 per cent of the labour force
by early 1995, the highest rate in any former Soviet
country.

Although a bankruptcy law was passed in 1991 it
has been ineffective. Therefore, and because out-
right budgetary subsidies to enterprises were elimi-
nated early in the transition process, interenterprise
arrears have posed a serious problem, particularly in

1994 and early 1995. There has been a particular
lack of payment discipline among energy customers,
especially consumers of electricity.

Markets and trade

Price liberalisation

Price liberalisation began in early 1991 and was vir-
tually completed by late 1992. Few formal price con-
trols remain. Rents and public transport and heating
prices are set by municipalities, often with nade-
quate allowance for capital costs. Electricity tariffs
charged by the state-owned power utility are
approved by the central government. They cover
about 60 per cent of economic costs at present.

An increase to full economic cost level is envisaged
by the authorities only for the year 2005.
Competition policy

An Antiimonopoly Law was passed in 1991, with sub-
sequent amendments in 1993. Compliance with the
law is monitored by the Anti-monopoly Committee.
Competition policy is scheduled to be harmonised
with EU legislation within four years. As in other small
countries with a liberal trade regime, imports are the
main competitive force in the economy.

Trade liberalisation

As in the other Baltic countries, the trade regime
continues to be very liberal. Quantitative restrictions
on exports and imports as well as export tariffs
have been virtually eliminated. Import tariffs are gen-
erally modest (1 per cent ad valorem on raw materi-
als and component parts, and a 15 per cent most-
favoured-nation rate on finished products), except in
the agricultural sector which remains protected by an
average production-weighted tariff of more than

50 per cent. Latvia has been very successful in redi-
recting its exports to Western markets, as share in
total exports outside the former Soviet Union is
expected to reach 54 per cent in 1995 compared to
46 per cent in 1993 and almost complete depen-
dence on the Soviet Union prior to 1989.

The “Europe Agreement” with the EU (see details in
Chapter 11), signed in June 1995, together with
expected accession to the WTO this year, should
further improve Latvia's integration into the world
£conomy.

Currency convertibility and exchange rate
regime

The lats has been informally pegged to the SDR
since February 1995 via central bank intervention in
foreign exchange markets. Base money is fully
backed by net international reserves. Latvia offers
complete and effective current and capital account
convertibility with no repatriation or surrender
requirements.

Wage liberalisation

Wages are set freely by enterprise managers, with
union influence remaining modest. The existing
minimum wage legislation is without material impact
on wage setting in the private sector.

Interest rate liberalisation

Banks have been free to set interest rates since
1992. The spread between lending and deposit
rates has fallen recently but remains about
15-20 percentage points. Based on the expected
1995 inflation in the order of 20-25 per cent,
deposit rates of all maturities are negative in real
terms.

Financial institutions

Banking reform

The Central Banking Law of May 1992 established a
two-tier banking system. Latvia's largest bank,
Banka Baltija (BB), became insolvent and was put
under government administration in the second
quarter of 1995. Around one-fifth of Latvia's popula-
tion of 2.5 million had deposits with BB. They will

Latvia

Afier regaining independence in 1991,

Latvia adopted in mid—1992 a compre-

hensive reform package, involving price

and trade liberalisation, small-scale

privatisation and macroeconomic stabili-

sation. Progress has been rapid in all of

these areas. Less progress has been made

on large-scale privatisation.

have deposits of up to 200 lats covered by the
government. Equity holders in BB have lost their
holdings.

Following the BB crisis, bank supervision has been
strengthened. The portfolios of two of Latvia's
largest banks, the Latvian Universal Bank and the
Latvian Savings Bank, have been strengthened
through treasury-funded recapitalisations. Out of

54 banks operating at the beginning of 1995, less
than 40 are still in business, only 16 of which have a
full banking licence including deposit taking, Further
closures are expected.

Non-bhank financial institutions

About 10 insurance companies are active in Latvia.
Some of these are partly or fully owned by foreign
insurance firms (from Scandinavia, Germany and the
USA). All but one (life insurance) are private.
Investment funds play only a minor role.

Securities markets and instruments

Treasury bill auctions were introduced in December
1993; a secondary market window has been estab-
lished by the central bank to strengthen money-mar-
ket operations. Eleven commodity exchanges are
operating, some of which are expected to be
amalgamated.

A securities law was introduced recently to support
the opening of the stock market in Riga in mid-1995.
The number of listed companies is expected to
expand to 50 by yearend.

Fiscal and social safety net reform
Taxation

Total tax revenues are expected to amount to about
38 per cent of GDP in 1995. Personal income tax
and a pay payroll tax account for approximately

45 per cent of this, with indirect taxes, mainly VAT,
and corporate profit tax accounting for another

33 per cent and 8 per cent, respectively. The top
rate of the progressive personal income tax is

35 per cent. The standard VAT rate has been

18 per cent since November 1893. Since mid-1994,
the standard VAT rate has also applied to food.

Social security

The social security payroll tax is 37 per cent (of the
wage-sum) for employers, and 1 per cent for employ-
ees. Pensions and unemployment benefits are
financed from these revenues. A gradual transforma-
tion of the pay-asyou-go system to a funded system
has been initiated. The number of pensioners per
1,000 employees has been projected to increase
from 391 to 429. As a first step to reduce the finan-
cial burden on the system, the retirement age has
been increased by 1 year (to 61 for men and 56 for
women). In addition, it is intended to widen the role
of means-tested social benefits.
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Lithuania

Stnce regaining independence in 1991,
Lithuania has introduced comprehensive
market-oriented reforms and has
achieved a comparatively high degree of
macroeconomic stability. Over the past
year Lithuania has made significant
[further progress in macroeconomic
stabilisation.

Enterprises

Size of the private sector

According to government estimates, the share of the
non-state sector in GDP increased to around

60 per cent in 1994, with the share being lower in
industry and higher in agriculture and the services
sector. The GDP-share of the private sector, which is
a narrower concept than the non-state sector (as, for
example, the latter includes companies with minority
private ownership while the former does not) may be
about 55 per cent.

Large-scale privatisation

Privatisation is based on the Law on Initial
Privatisation of State Property (passed in late 1991
and amended in 1993). Originally only voucher privati-
sation had been envisaged, but some cash auction
sales have also taken place. Preference has gener-
ally been given to employees and management (with
up to 50 per cent of shares reserved for these new
shareholders).

The voucher-based first phase of the ownership trans-
fer involved 6,700 enterprises, 84 per cent of which
had been privatised by the end of June 1995, accord-
ing to the Central Privatisation Commission. The
framework for the second phase, which provides for
cash sell-offs of assets valued at a total of

US$ 375 million went before parliament in July 1995.

Small-scale privatisation

Small-scale privatisation was based on the same law
as large-scale privatisation. Progress in the sale of
small units has been substantial with 2,318 of
2,660 eligible small enterprises having been priva-
tised (9.4 million out of 12.4 million litai in asset
value). The privatisation of farmland was preceded by
the break-up of 1,100 collective and cooperative
farms into 12,300 units designated for privatisation.
By mid-1995, privatisation of housing and farmland
was largely completed. Foreign citizens, joint ven-
tures and firms with foreign capital cannot own land
but can lease land for up to 99 years.

Property restitution

The deadline for restitution applications by former
owners of nationalised land was March 1994.
Restitution has been granted in 86,000 cases,
based on 500,000 applications. Property restitution
has been impeded by administrative and legal diffi-
culties. Uncertainty surrounding the legal ownership
of properties, which may yet be returned to the origi-
nal owners, continues to complicate a number of
privatisation cases.

Growth of private enterprise

The share of truly new enterprises in manufacturing
production and employment continues to be smail.
There is some discrimination against foreign
investors (e.g. through a need to have a local partner
and sometimes through the administration of tax
laws). But a large number of mostly small new firms
have been established in the services sector. Various
legal barriers to entry and restrictive licensing
requirements for production and distribution have
been removed. Unavailability of medium:- to long-term
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credit is probably the key obstacle to broad-based
small enterprise growth, with property uncertainty
also playing an important role.

Enterprise restructuring

Direct subsidies to enterprises have been largely dis-
continued (except for agriculture, energy and hous-
ing), and credit policies of banks have, especially, in
the most recent years, been relatively tight. However,
privatised companies continue to be owned, to a
large extent, by worker cooperatives favouring job
security over rationalisation and labour-shedding,
Management has in many cases remained intact
after privatisation. A Bankruptcy Law was passed in
September 1992, but supporting regulations and
institutional arrangements required for enforcement
were not finalised until several years later. These are
now largely in place but, in practice, bankruptey pro-
ceedings have been initiated only against very few
firms.

Markets and trade

Price liberalisation

Prices of food, consumer and industrial goods were
fully liberalised during 1991-92. Restrictions remain
on prices for energy and housing. Some prices for
transport and utilities fall short of costs (when capi-
tal replacement is included in the cost calculation).

District heating prices were raised significantly in the
winter 1994-5 and in June 1995. According to the
government, these prices now cover the cost of sup-
ply, including depreciation on revalued assets.
Electricity prices are, however, still below economic
costs, particularly when necessary safety improve-
ments to, or the replacement of, the Ignalina nuclear
power plant, the country’s dominant power generator,
are taken into account. Arrears of energy customers
amounted to 1.5 per cent of GDP as of February
1995. As a consequence, the utilities were unable to
pay their import bills.

Competition policy

Some action has been taken to split up conglomer-
ates, but there is no consistent policy on this. An
Agency for Prices and Competition has been estab-
lished, with the ability to negotiate margins with
enterprises whose market share exceeds

40 per cent, but with no effective power to break up
monopoly enterprises. Profit margins of many distrib-
ution networks continue to be very high. Competitive
pressures come mainly from the liberal trade regime
and from tight fiscal and monetary policies.

Trade liberalisation

Foreign trade has been freed of non-tariff restrictions.
Import tariffs are generally moderate. Since mid-
1994, import tariffs on some agricultural products
have been reduced further. The elimination of the few
remaining export restrictions has been delayed.

A “Europe Agreement” with the EU was signed in
June 1995 (see Chapter 11 for details).

Currency convertibility and exchange rate
regime

Lithuania introduced a currency board system of
menetary management in early 1994, with a peg to
the US dollar at the rate of 4 litas per US dollar. This
system involves a very high degree of commitment to
exchange rate stability. There is virtually full convert-
ibility of the litas on both the current and capital
account.

Wage liberalisation

Wage-setting was liberalised in mid-1993. A (low)
minimum wage which does not significantly affect
private sector wage setting has been enforced.
Interest rate liberalisation

Restrictions on interest rate setting by commercial
banks have been abolished. Despite the currency
board, nominal interest rates, particularly medium

and long-term rates, remain significantly higher than
US dollar rates quoted in the West, but they are neg-
ative in real terms (based on the expected 1995
inflation rate of 30-35 per cent in Lithuania).

Financial institutions

Banking reform

The Commercial Banking Act of June 1992 intro-
duced prudential regulation. In early 1993, the Bank
of Lithuania transferred its remaining commercial
functions to the State Commercial Bank. Twenty-
seven commercial banks were in operation in mid-
1995, including three large banks with majority gov-
ernment ownership. The assets of these three banks
account for about half of all assets held by commer-
cial banks. The government has delayed the planned
reduction to minority status of its share in the three
large commercial banks. A large number of small
non-bank enterprises have been engaged in unregu-
lated deposit-taking and lending, increasing the
fragility of the financial system. Since mid-1994, the
Bank of Lithuania has strengthened its central bank
role and capabilities and shown its resolve in several
temporary suspensions of bank licences.
Competition between commercial banks has become
stronger, which has led to reduced interest margins.

Non-bank financial institutions
Investment funds held 31 per cent of all privatised
capital by August 1994,

Securities markets and instruments

A National Stock Exchange began operations in
September 1293. At the end of 1994 more than
180 securities were listed by the National Stock
Exchange, and 29 brokers had been registered. The
trading volume was equivalent to

US$ 2.5 million per month.

Fiscal and social safety net reform

Taxation

Since mid-1990, a series of tax reforms provided
Lithuania with a tax structure broadly similar to mar-
ket economies. A new VAT at 18 per cent became
effective in April 1994. Corporate income tax reform
introduced a flat rate of 29 per cent but the many
exemptions severely ercded the tax base. The per-
sonal income tax schedule is progressive up to a
maximum marginal rate of 33 per cent. Recently, tax
administration has been improved and a number of
exemptions have been abolished and loopholes
plugged.

Social security

Real levels of government transfers to households
have fallen sharply in recent years. Pension pay-
ments, on a pay-as-you-go basis, represented

4 per cent of GDP in 1993. The social insurance
payroll tax amounts to 30 per cent for employers and
1 per cent for employees.



Enterprises

Size of the private sector

The private sector's share of GDP is likely to be in the
range 25-35 per cent.

Large-scale privatisation

The March 1993 Privatisation Plan envisaged the pri-
vatisation within two years of about 1,600 enterprises
(40-50 per cent of state assets), mostly through
voucher privatisation. Some state corporations have
been designated to remain in state ownership, includ-
ing some utilities, scientific institutes and large-scale
food processing companies. Little progress was made
until the middle of 1994. Since June 1994, 874 state
companies have been sold, of which 472 were
medium and large companies and 402 small ones.

In 1995 the pace of privatisation has accelerated fur-
ther. The 199596 privatisation programme, approved
in March 1995, schedules another 1,450 enterprises
for privatisation. 804 of the firms will be privatised for
vouchers, 183 for cash, and the remainder for a com-
bination of vouchers and cash. Youcher privatisation
is to finish by 15 November 1995,

Small-scale privatisation

The sale to private entities of small-scale units began
in September 1993 with the first auctions. More than
two-thirds of housing is in private hands, and privati-
sation of the remaining 350,000 unoccupied or
state-owned dwellings is under way. Some small-
scale land ownership was already permitted before
Moldova gained independence. Agricultural privatisa-
tion is under way with the transfer of shares of some
state and collective farms to present and former
farm employees. At least 10 per cent of state hold-
ings in agriculture were transferred to private owners
in 1992 and further sales took place in 1993. Agro-
processing enterprises will be converted into joint-
stock companies with 50 per cent share distribution
to suppliers, 20 per cent to employees and

30 per cent to the Ministry of Privatisation. Privatised
land will not be tradable until January 2001.

The 1995-96 Privatisation Programme envisages the
privatisation of virtually all small-scale enterprises.

Property restitution
No property restitution has taken place.

Growth of private enterprise

More than 35,000 private businesses had been reg-
istered in Moldova as of end-1994, which represents
a sixfold increase as compared with end-1992.
However, only about half are currently thought to be
operating.

In December 1993 there were 256 registered joint
ventures, of which 104 were operational, About 350
Joint ventures were registered by end-1994.

Enterprise restructuring

Over the past year a tight fiscal monetary policy
regime has exerted great pressure on the enter-
prises to restructure operations. A Bankruptcy Law
was adopted in 1992 but has been largely ineffec-
tive. Revised legislation is being drawn up which will
enable creditors to trigger bankruptcy proceedings.

In September 1994, 25 private enterprises were
declared bankrupt by the arbitration court as a result
of suits brought against them by local authorities. The
government identified and initiated liquidation pro-
ceedings against a further seven state enterprises.

Markets and trade

Price liberalisation

In January 1992 consumer goods prices were liber-
alised, with the exception of those for bread, dairy
products, some transport prices, and utilities, Initially
indirect price control remained through heavy pro-
ducer regulation and strict retail margin controls, but
1993 saw some liberalisation and an increase in
milk prices to 75 per cent of production costs.

By 1 January 1995 the government had removed
margin controls on most goods. The remaining mar-
gin controls on commercial transactions of selected
goods at the retail and wholesale levels were to be
eliminated by end-June 1995 but this has been sub-
ject to delay. Energy prices, among others, remain
well below cost.

Competition policy

Legislation governing anti-monopoly activity was passed
in early 1992 but has been relatively ineffective,
Trade liberalisation

The State Monopoly on foreign trade was abolished
in 1992, In April 1993 the generalised export
licensing system was replaced by a restricted list,
mainly related to security, cultural goods and medical
items. By the end of 1994 export quotas had been
removed except for grain and grain products. At the
same time the licensing procedure was simplified.
The import regime is fairly unrestricted though
average tariff levels remain high by the standards of
the transition economies.

On 28 November 1994 the EU and the Government
of Moldova signed a Partnership and Cooperation
Agreement. On 1 January 1995, Moldova lowered its
maximum tariff to 50 per cent, with the exception of
a small number of luxury goods. By December 1995
the government intends to reduce the maximum tariff
rate tariff to 20 per cent.

Currency convertibility and exchange rate
regime

November 1993 saw the introduction of a new
national currency, the leu. The exchange rate is
largely market determined with currency auctions
three times a week. The Transdniestr region intro-
duced a separate currency in late August 1994,
Since January 1994 most payments and transfers for
current transactions and some capital transfers have
been free of controls. The export-earning surrender
requirement, with 35 per cent to be compulsorily sold
on the domestic interbank market, was eliminated in
November 1994.

In accepting Article VIIl of the IMF agreement at the
end of June 1995, Moldova declared its currency
convertible for current account transactions. The
nominal exchange rate of the leu has remained rela-
tively stable. In July 1995 an agreement was signed
on simultaneous circulation of both the Moldovan leu
and Transdniestr's rouble in the Transdniestr region.
The frequency of trading sessions on the interbank
market was increased, from three times a week to
daily, in February 1995.

Wage liberalisation
Before 1993, indicative wage levels were imposed by
law. This practice has been replaced by wage floors.

Interest rate liberalisation

Since the introduction of the leu, Moldovan lending
and deposit rates have been linked to the rate estab-
lished at auctions for National Bank credit. Real inter-
est rates have been significantly positive since 1994.
The commercial banks set their own interest rates,
following the refinancing rate quoted by the National
Bank of Moldova.

Financial institutions

Banking reform

In mid-1991 a two-tier banking system was estab-
lished. Credit operations of the central bank were ini-
tially subject to significant influence by the govern-
ment and parliament. In 1993 the central bank's
powers were enhanced. The Law on the National
Bank and the Law on Financial Institutions were
adopted by parliament in July 1995. The former
states price stability as the primary policy goal of the
central bank, the latter regulates licensing and bank-
ing standards.

Moldova

After the disintegration of the Soviet
Union in 1991, a reform programme
was adopted in early 1992, the legal
components of which included a

Property Law, a Privatisation Law, and

the Law of Agrarian Reform and Land
Code. In March 1993 parliament
adopted the “Action Plan for the

Stabilisation and Recovery of the
Economy”™ and the Privatisation Plan,
leading to an IMF-supported stabilisa-
tion programme in September 1993. In
July 1994, the government adopied a

new constitution enshrining the rules of

the market economy into the republic’s
guiding principles, and formally
launched a large-scale privatisation
programme.

The financial sector consists of four large banks and
23 other commercial banks, all of which were trans-
formed into joint-stock companies in 1991. Minimum
capital requirements were raised progressively over
the last two years. Some banks remain severely
undercapitalised.

Non-bank financial institutions

There are currently 15 investment funds and 8 trust
companies. Moldovan citizens can offer their national
patrimonial bonds in exchange for shares in a fund.
The funds participate at auctions and buy shares in
the newly privatised companies. Trust companies act
as intermediaries, buying shares upon instruction by
the owners of the bonds.

Securities markets and instruments

The National Commuodity Exchange of Moldova was
set up in April 1991. A decree concerning securities
markets and commodity exchanges was issued in
February 1992. In December 1983 a consortium of
local banks and investment trusts announced the
intention to establish a stock exchange.

In June 1995 Moldova opened its first stock
exchange with 95 per cent of trading being in shares
of privatised companies. The first auction of govern-
ment securities was held in March 1995.

Fiscal and social safety net reform

Taxation

Major tax reforms in 1992-23 included the introduc-
tion of a VAT, restructuring of the personal income
tax, the introduction of several new taxes including a
road tax, some import tariffs and an extension of the
VAT base. A progressive enterprise profits tax with
the rate at 32 per cent was also introduced. VAT has
been charged at 20 per cent since January 1993.

Fundamental changes in tax provisions were
approved on 8 June 1995 which will affect the provi-
sioning for losses and taxes of Moldovan commercial
banks.

Social security

Companies are liable for social security fund taxes,
and payments to the unemployment fund, amounting
to 45 per cent of the payroll.
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Poland

Tentative market-oriented reform began
in 1981-82, with measures atmed at
reducing economic administration,
increasing enterprise autonomy, and
strengthening workers’ self management.
The 1989 Balcerowicz plan launched
much more comprehensive market-
oriented reforms. With the election of a
lefi-of-centre coalition government in
September 1993, the pace of structural
reform, in particular that of privatisa-
tion, initially slowed. However,
implementation of the long-delayed
Mass Privatisation Programme began in

the second half of 1995.

Enterprises

Size of the private sector

The share of the private sector has increased
steadily since the start of comprehensive reform,
albeit at declining pace. According to official esti-
mates, the private sector share of GDP rose to

56 per cent of GDP in 1994 from 54 per cent in
1993 and 31 per cent in 1990, while that of total
employment increased to 61 per cent in 1994 from
59 per cent in 1993 and 49 per cent in 1890.

Large-scale privatisation

The 1990 Privatisation Law introduced a multi-track
approach to privatisation. Under the two main privati-
sation tracks, enterprises can be liquidated and their
assets sold, leased or transferred to a new private
company, or they can be commercialised (for exam-
ple through conversion into joint-stock companies,
with lessened influences of workers’ councils) and
then privatised through share sales. By end-1993,
25 per cent (more than 2,000) of the 8,841 enter-
prises owned by the government in July 1990 had
been privatised and 6 per cent had been transformed
into treasury-owned joint-stock companies.

In 1994, an additional 321 enterprises were priva-
tised and 244 enterprises were commercialised, rais-
ing the cumulative privatisation total to 29 per cent of
the initial number of state-owned enterprises, with an
additional 9 per cent of this total being commer-
cialised.

In 1995, the long-delayed voucherbased mass pri-
vatisation programme got under way, with the selec-
tion of the management for 15 National Investment
funds in February and the allocation of 413 enter-
prises to the Funds in July-October, An additional 106
firms are to be transferred to the funds later this
year.

A new Privatisation Law was passed in July 1995,
which would reinforce the recent trend toward com-
mercialisation and would transfer authority for initiat-
ing privatisation away from the Minister of
Privatisation to other government ministries.
Privatisation of enterprises in strategic sectors would
require parliamentary approval. The President’s veto
of the bill was overridden by parliament.

Small-scale privatisation

Most small retail, wholesale and construction enter-
prises (approximately 20,000) were privatised by
local governments early in the Balcerowicz reform
period.
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Property restitution

Under current law, restitution claims may only be
enforced if the original nationalisation law provided
for compensation and none was paid. While several
thousand restitution claims have been filed, compen-
sation has been awarded to individuals in only a few
cases, although a significant amount of property has
been returned to the church.

Growth of private enterprise
The number of private companies reached 2.2 million
at end-June 1995, up from 1.9 million at end-1993.

Enterprise restructuring

Important sources of pressure on enterprises to
restructure have included tight fiscal and monetary
policies and a liberal import regime. The level of gow
ernment subsidisation of producers fell from

4.5 per cent of GDP in 1989 to 0.8 per cent in 1992,
The 1992 Law on the Financial Restructuring of
Enterprises and Banks required the nine state-owned
commercial banks to enter into debt restructuring
negotiations (outside of the courts) with those
enterprises whose loans had been declared non-
performing by independent auditors.

Commercial banks have been renegotiating debts of
the 600 larger enterprises that accounted for most of
their bad loans. Conciliation agreements were
reached by the April 1994 deadline with about one-
third of the enterprises accounting for over one-half of
the bad loans. Another 25 per cent of the enterprises
were placed under liquidation or bankruptcy proceed-
ings. The remainder regained creditworthiness, had
their debts auctioned off by the banks, or their collat-
eral executed. During 1994, ocutstanding loans by
commercial banks to state enterprises declined by
11 per cent in real terms.

Markets and trade

Price liberalisation

Most prices were liberalised in 1990-91. Those for
district heating, electricity, gas, medicines (basic),
rents in local authority housing, and spirits remain
centrally administered. Coal prices are distorted by
the continued operation of loss-making mines. The
Agency for Agricultural Markets intervenes extensively
in the farm sector through price supports, export
subsidies, credit guarantees and management of the
commodity reserves.

In 1994, industrial gas prices roughly equalled eco-
nomic costs, while that for residential gas covered
about 76 per cent of distribution costs. District heat-
ing tariffs covered on average about 60 per cent of
costs. Electricity charges were about one-half of the
long-run marginal production cost for the industry.
Competition policy

The 1990 Law on Monopolistic Practice serves to
prevent anti-competitive behaviour, to foster develop-
ment of competition and safeguard the interest of
censumers. In 1290, the Anti-Monopoly Office (AMO)
was founded. Enterprises with a market share over
80 per cent have been closely monitored by the AMO,
and their number was reduced to about 70 in 1994
from nearly 200 in 1990. In addition, the AMO has
ordered the splitup of 20 regional state enterprises
in local markets.

Trade liberalisation

In 1990, most tariff and non-tariff barriers to trade
were suspended or sharply reduced and the state
monopoly on foreign trade was ended. Average tariffs
declined to 5.5 per cent in mid-1991 from

18.3 per cent in 1989. Import and export licensing
was eliminated to cover a limited range of products
(cigarettes, dairy products, natural gas, petroleum
and spirits). After a significant deterioration in the
trade balance, suspended import tariffs were reim-
posed in late 1991. The average tariff increased to

18.4 per centin 1992 and, in 1993, a & per cent
import surcharge was imposed. Multilateral trade
agreements were reached with the EU, EFTA, and
CEFTA in 1992-93 (see details in Chapter 11 on
Poland’s “Europe Agreement” with the EU).

In January 1995, the average tariff on industrial
goods was reduced to 9.3 per cent and the import
surcharge was reduced to 5 per cent. In May 1995,
quantitative restrictions on agricultural imports were
converted into tariffs in line with the GATT Uruguay
Round. In July 1995, Poland became a member of
the WTO.

Currency convertibility and exchange rate
regime

Convertibility of the zloty was introduced in January
19890. Exchange restrictions on travel allowances
and other invisible payments were maintained. The
1991 Law on Companies with foreign participation
gives foreign investors the right to purchase foreign
exchange with zlotys for the transfer of profits and for
repatriation of capital without a special permit,
provided that the initial investment was made with
zlotys purchased at the official exchange rate.
Following the introduction of a fixed exchange rate in
January 1990, the regime was changed to a
pre-announced crawling peg against a basket of
currencies in October 1991, The rate of crawl was
1.8 per cent per month. In August 1993, there was a
7.4 per cent step devaluation of the zloty against the
basket of currencies but after that the monthly crawl
of 1.8 per cent was resumed.

In December 1994, a new Foreign Exchange Law was
passed, which allowed for the full current account
convertibility of the zloty and, in June 1995, Poland
accepted the obligations of Article VIII of the IMF's
Articles of Agreement. The rate of crawl in the peg
was slowed in several steps to 1.2 per cent in
February 1995. In May 1995, the exchange rate
regime was modified to allow the zloty to fluctuate
within a band of 7 per percentage points around the
central rate, the devaluation of which is 1.2 per cent
per month.

Wage liberalisation

An excess-wage (Popiwek) tax was imposed on state
enterprises in 1290, contributing to a yearly average
8.4 per cent decline in real wages in the enterprise
sector from 1990-93. The excess wage tax was sus-
pended in August 1994 and replaced for the remain-
der of that year with regulations linking wages to
increases in the relevant enterprise’s profitability.

Real wages in the enterprise increased in 1994 by
4.2 per cent. In January 1995, a new law on wage
negotiations introduced a consensus approach under
which negotiations between labour and management
are guided by indicative norms set by a tripartite
commission consisting of the government, employers
and worker representatives.

Interest rate liberalisation

In January 1990, banks were permitted to set
deposit and interest rates freely. The refinancing rate
of the National Bank of Poland (NBP) on credits for
central investments has been replaced by more mar-
ket-oriented rates, such as Lombard rates (discounts
of treasury bills) and re-discount rates (discounts of
bills of exchange). Since 1992, the NBP has engaged
in open market operations.

Financial institutions

Banking reform

The Banking Law (1989) and the NBP Act (1989)
divided the banking system into two tiers. Between
198991, the commercial banking operations and
branches of the nine regional departments of the NBP
were transformed into independent commercial
banks. Two of the nine large state-owned commercial



banks were privatised in late 1993 and in early 1994.
In 1889, in addition to the nine commercial banks,
four specialised state banks were in operation (two
savings banks, a foreign trade bank and a bank for
agriculture). Many new private banks were licensed in
1991-92 after enactment of the Banking Law.

Bank supervision is carried out by the NBP, through
its General Inspectorate of Banking Supervision.
Since 1992, the issuance of new banking licences
has slowed substantially. The system of prudential
regulation includes: a minimum 8 per cent risk-
weighted capital ratio calculated substantially in
accordance with international standards, monthly
reporting of liguidity levels, classification of the qual
ity of bank assets, provisions with respect to problem
loans, and limits on foreign exchange positions. The
Law on Financial Restructuring provided for the recap-
italisation of seven of the nine state-owned commer-
cial banks, one of the two state savings banks and
the bank for agriculture. This recapitalisation was
implemented in 1993 by issuing to the troubled
banks state bonds 2.1 billion new zloty (1:‘-/2 per cent
of GDP).

A third state-owned commercial bank was privatised
in early 1995, The 1994 Law on the Banking Deposit
Guarantee Fund came into force in February 1995,
providing a bank-funded scheme of deposit insurance
for all commercial banks. It provides full coverage for
deposits up to ECU 1,000 and 90 per cent coverage
for deposits up to ECU 3,000. In the latter part of
1994, the second state savings banks was recapi-
talised with state bonds in the amount of

0.4 billion new zloty (0.2 per cent of GDP) and the
agriculture bank recelved a second recapitalisation
totalling 1.5 billion new zloty (0.7 per cent of GDP).
At the end of 1994, after the recapitalisation, the
agricultural bank still had negative net worth of

2.4 billion new zloty (1.1 per cent of GDP). The bank-
ing system remains small relative to the size of the
economy. The ratio of broad money to GDP at the end
of 1984 was 37 per cent. The banking sector also
appears hesitant to increase its commercial lending.

Non-bank financial institutions

The 1991 Law on the Public Trading of Securities and
Trust Funds permits the establishment of open-end
investment funds and the first such fund was estab-
lished in 1992. The 1990 Insurance Law established
principles for authorisation of insurance companies,
minimum capital and solvency criteria and rules for
setting up a guarantee fund. In 1990, there were
nine insurance companies operating in the domestic
market. Two state-owned insurance companies domi-
nated the market.

In May 1995, the securities commission authorised
the establishment of three new open-end investment
funds. At that time, there were also 40 insurance com-
panies, 11 of which had majority foreign ownership.

Securities markets and instruments

The Warsaw Stock Exchange reopened in 1991.

The Act Establishing the Warsaw Stock Exchange
(1991) provided the basic legal framework for securk-
ties activities. The 1991 Law on Public Trading in
Securities and Trust Funds (1991) regulates the pub-
lic offerings of securities, the establishment of open-
end investment funds, and the operations of securi-
ties brokers. Under that law, the Securities
Commission is charged with supervising the securi-
ties markets and is equipped with enforcement pow-
ers. The number of listed companies rose from 9 in
1991 to 44 in 1994, market capitalisation rose from
0.2 per cent of GDP in 1991 to 3.5 per cent of GDP
in 1994, and turnover values (for shares) rose from
0.04 per cent of GDP in 1991 to 11.1 per cent of
GDP in 1994. Since 1991, short-term treasury bills
have been issued with maturities ranging from one

month to one year. Treasury bond maturities now
range up to five years, with floating interest rates.

Fiscal and social safety net reform

Taxation

Recent years have seen a substantial overhaul of the
tax system. A corporate profits tax with a uniform rate
of 40 per cent was introduced in 1989; an unemploy-
ment insurance scheme financed by a 2 per cent pay-
roll tax was initiated in 1990; a personal income tax
with three rmarginal rates (20, 30 and 40 per cent)
was launched in 1992; and a value added tax was
introduced in 1993 with three rates (22, 7, and

0O per cent). The payroll tax to fund social security
was raised in two steps to 45 per cent in 1992 from
38 per cent in 1989, In 1993, the payroll tax for the
Labour Fund was raised to 3 per cent. Personal
income tax rates were increased in 1994 (to 21,

33 and 45 per cent). As a result of these measures,
the composition of government revenues has shifted
dramatically. The share of levies on enterprises in
total state budget revenues fell from 43 per cent in
1989 to 13 per cent in 1994. In 1994, the VAT and
personal income tax accounted for 70 per cent of
state revenues.

Social security

Outlays from the Social Insurance Fund and the
Labour Fund have increased rapidly in recent years
due to demographic trends, generous incentives for
early retirement and rising unemployment. Their
expenditures amounted to 16.0 per cent of GDP in
1994, up from 8.3 per cent in 1989. At the same
time, transfers from the state budget to these funds
have increased sharply. Pensions and benefits are
indexed to wages.

In May 1995, the cabinet agreed on a proposal for
pension reform, which has been circulated for public
comment. Total expenditures of the main social funds
in 1995 are expected to reach 16.6 per cent of GDP,
while transfers from the state budget to these funds
is projected at 14.5 per cent of total expenditures.

Romania

Reforms began in November 1990 with
radical price liberalisation and the devo-
lution of decision-making power to
enterprises. Gradual further reform steps,
including small-scale privatisation,
import liberalisation, subsidy reduction
and improvements in tax management,
Jollowed in 1991-92. Since mid-1993, a
serious effort has been made to tighten
the budget constraini facing enterprises
and to improve efficiency in the alloca-
tion of credit and foreign exchange.

Enterprises

Size of the private sector

According to official estimates, the private sector has
increased its share of GDP from 32 per cent in 1993
to 35 per cent in 1994 and accounts for approxi-
mately 51 per cent of total employment. In the first
half of 1995, the private sector's share of value
added in different sectors was estimated at

12 per cent for industry, 50 per cent for construction,
46 per cent for services, 69 per cent for domestic
trade and 12 per cent for industry.

Large-scale privatisation

By mid-1295, more than 1,100 companies had been
privatised, primarily through management/employee
buy-outs.

In 1992, the National Agency for Privatisation
designed a more comprehensive scheme for privati-
sation of medium-sized to large enterprises. The
scheme involved the establishment of five “private
ownership funds” and one “state ownership fund”.
The latter holds 70 per cent of the shares in 6,280
“commercial companies” while the rest are held in
the five “private” funds which are themselves joint-
stock companies.

A new Privatisation Law was passed on

21 March 1995. Under the new Law, Romanians will
be able to purchase state assets using “certificates
of ownership”, distributed to 15.5 million individuals
in 1992, and highervalue coupons. The distribution
of coupons to adult Romanian citizens started in
August 1995. The new privatisation framework fore-
sees the sale through various means of about 3,900
medium:-sized to large companies by the end of
1995, The privatisation programme is to be carried
out in three stages: distribution of coupons (August
and September), subscription for shares in enter-
prises on offer (15 September to 15 December) and
the exchange of certificates of ownership and
coupons for shares (15 December 1995 to 31 March
1996). After 1 April 1996 the coupons and certifi-
cates of ownership are to become invalid. Up to

60 per cent of the ownership in an individual com-
pany may be sold for coupons and certificates of
ownership, with the remaining at least 40 per cent to
be sold for cash. Prices of assets sold for certificates
and coupons will not be determined through auctions
or other market-clearing mechanisms but will be
based on the enterprise book value.

Large-scale privatisation in the agricultural sector has
advanced under the guidelines laid down in the Land
Law of 1991, according to which 4.9 million
Romanians are entitled to reclaim small plots from
state holdings. More than 90 per cent of the new
landowners have received “temporary property certifi-
cates”. Conversion of these into formal land titles is
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progressing gradually. The government expects to
have converted 60 per cent of the ownership
certificates into formal titles by the end of 1995.

Small-scale privatisation

More than 7,000 small units (shops, etc.) have been
put up for sale and about 3,000 have been priva-
tised, involving 13,500 employees. Some

83 per cent of all agricultural land is in private hands,
following the break-up of large farms into small units
(see the description of this break-up under “large-
scale privatisation” above).

Property restitution

A new law on property restitution, passed by both
houses of parliament in June 1995, was overruled by
Romania’s constitutional court in July 1995. This law
would have granted restitution rights to former own-
ers of around 250,000 residential properties that
had been confiscated by the state in the postwar
period.

Growth of private enterprise

The number of registered companies with private cap-
ital increased to 457,703 by June 1995, up by about
50 per cent on 1993. The number of family establish-
ments which accounts for about 47 per cent of the
total, increased in 1994 by 5 per cent.

Enterprise restructuring

The main restructuring tool has been subsidy reduc-
tion and attempts to introduce market-oriented
credit policies. A renewed effort at strengthening
financial discipline in enterprises was initiated in the
second half of 1993 and is still being pursued.
Credit policies have been tightened, a restructuring
agency has been established (with EU-Phare sup-
port) and financial supervision has intensified for
25 enterprises that account for the bulk of inter-
enterprise arrears.

A Bankruptcy Law was passed by parliament in
March 1995 and is to become effective on

28 August 1995. The law will not apply to the largest
state sector companies, the “regies autonomes”, for
which special bankruptey legislation will be drafted
later this year. Between 1991 and March 1995

(i.e. prior to the passage of the Bankruptcy Law) two
state companies had been liquidated and about 30
had been declared insolvent under a 1991 law on the
liguidation of businesses.

Markets and trade

Price liberalisation

Romania freed half of the prices in the consumer
goods basket in November 1990. Price liberalisation
picked up again in 1993 as consumer subsidies
were phased out, mark-up limits were eliminated and
the number of consumer goods under direct price
control dropped to five. Prices for oil and other energy
products remain subject to state control.
Competition policy

Romania does not at present have an anti-trust law.
Trade liberalisation

Most licensing requirements for export and impert
were eliminated in May 1992, leaving quantitative
import restrictions only for a few products related to
public health or security. There are no duties on
exports, and the tariff treatment of imports is fairly
liberal,

The full version of Romania’s “European Agreement”
with the EU came into force on 1 February 1995. An
interim version had been in force since May 1993,
The most important aspect of the agreement is the
establishment over 10 years (from May 1993) of free
trade in industrial goods between Romania and the
EU. This part of the agreement has been fully opera-
tional under the interim arrangement. In June 1995,
Romania applied formally for EU membership (see
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further details on the Europe Agreement in Chapter
11). Romania became a member of WTO in
December 1994.

Currency convertibility and exchange rate
regime

The leu is virtually fully convertible for the purpose of
foreign trade transactions and for repatriation of capi-
tal and profits of foreign investors. In April 1994, the
interbank foreign exchange rate was in principle uni-
fied with the rate quoted by the so-called “bureaux”
(which cater for individuals). The gap between the two
rates has occasionally over the past year broadened
to up to 15 per cent but by mid-1295 the gap had
narrowed to less than 5 per cent. The exchange rate
of the leu is floating.

In August 1994 Romania launched an interbank for-
eign exchange market. Since July 1995 foreign banks
with local branches have been able to operate as
dealers on this market. Exposure is limited to

US$ 1 million or the equivalent in local currency
converted at the official rate.

Wage liberalisation

Collective bargaining is well established.

The government pursues an incomes policy by taxing
“excessive” wage increases.

In July 1995 a social agreement between the govern-
ment, the employers’ association and the trade
unions on minimum wages was signed. In consulta-
tion with the social partners, the government will
revise the gross minimum wage every six months.

Interest rate liberalisation

Commercial banks are free to set their interest rates,
On 1 August 1994, an interbank money market was
set up. In June 1995 the money market produced its
first Bucharest Interbank Offered Rate.

Financial institutions

Banking reform

A two-tier banking system was created in December
1990 as the commercial functions of the National
Bank of Romania (NBR) were spun off to the
Romanian Commercial Bank (RCB). The banking
system consists of 28 licensed banks, of which 20
have private and mixed — state and private — capital.
In December 1924, private banks represented

30 per cent of the capitalisation in the banking sec-
tor. Five foreign banks have branches in Bucharest.

In 1991, the government bought from the banks

90 per cent of their non-performing claims, and then
cancelled the loans, the total nominal value of which
was 150 billion lei (6.8 per cent of 1991 GDP). The
banks' balance sheets improved markedly between
1991 and 1994 on account of this recapitalisation,
reinforced by another injection in 1992 of state capi-
tal in the amount of 50 billion lei (0.8 per cent of
19292 GDP) and large spreads between lending and
deposit rates during much of this period. A July 1995
regulation by the NBR allows banks to make tax-
deductable provisions for general credit risk.

Non-bank financial institutions

Romania's insurance market has 37 companies, most
of which are private. The insurance sector is dominated
by three state firms. Brokerage firms have emerged
throughout Romania in anticipation of trading in the new
stock market (see below) towards the end of 1995.

Securities markets and instruments
The National Bank of Romania issued the first trea-
sury bills in March 1994.

A law establishing a public stock exchange was
passed in July 1994 and at the end of the year the
parliament appointed the National Securities
Commission (NSC). The new stock exchange officially
opened on 23 June 1995 and is scheduled to begin
trading late in the year. The NSC, which will regulate

the market, has licensed 25 securities companies to
operate on the exchange.

Fiscal and social safety net reform
Taxation

Substantial tax reforms have been implemented.
Personal income is taxed on a progressive schedule
(in 1994 at rates from 5 per cent to 60 per cent).
The value added tax is levied at a flat 18 per cent.
On 1 January 1995 the rate was reduced to

9 per cent for some foodstuffs and medicines.

Fundamental changes to the profit tax system were
introduced on 1 January 1995. A single rate corporate
profit tax of 38 per cent replaced the dualrate tax to
which companies were liable and is applicable to all
permanently established legal entities, including lim-
itecHiability and joint-stock companies with foreign
investment. The standard rate of VAT is 18 per cent.
Social security

Romania’s social security system is financed in part
through a payroll tax (in 1994, the employers’
contributions amounted to 32.5 per cent of the wage
sum; employees paid an additional 1 per cent of the
wage sum).



Enterprises

Size of the private sector

According to official sources, the non-state sector,
including all corporatised enterprises, irrespective of
the share of state ownership, accounted for

62 per cent of GDP and 51 per cent of employment
as of end-1994. In getting from these data to an esti-
mate of the private sector share of GDP, two impor-
tant factors need to be taken into account. One is
that the non-state sector, as opposed to the private
sector, includes companies with majority state owner-
ship. The other is that the official data for GDP and
for non-state activity are likely to capture only a part
of the activity in the private sector (see Annex 11.1).
Taking these factors into account, the private sector
is likely to account for about half of Russia's GDP.

Large-scale privatisation

By July 1994, 15,052 medium and large-scale enter-
prises, employing more than 80 per cent of the
industrial workforce, had been privatised in a
voucher-based privatisation scheme. A proposed
framework for the second (postvoucher) cash-based
phase of privatisation was finally launched by presi-
dential decree in July 1994 after having twice been
rejected by parliament. The implementation of the
programme came to a practical halt in late 1994.
The programme is now being redesigned and is to be
fully reactivated from September 1995, State shares
in 140 key enterprises are to be sold before the end
of the year. However, the original target to raise over
Rb 8,000 billion in privatisation revenue in 1995 is
likely to missed by a wide margin. Government blocks
of shares will be sold primarily to strategic investors.
For 3,054 “strategic enterprises”, including mainly
large-energy, defence utility companies, majority
state ownership is to be retained for at least two to
three years.

Enterprises are to receive 14 per cent of cash privati-
sation revenues while the rest will be shared
between federal and local governments. In the sec-
ond stage of privatisation, enterprises will be able to
buy the land and buildings with which they are associ-
ated. Voucher-privatisation has so far in Russia
favoured management and employees and has
resulted in a predominance of insider ownership.
According to estimates based on recent surveys,

43 per cent of shares (including 20 per cent of non-
voting shares) in privatised companies are owned by
workers, 17 per cent by management and

11 per cent by the state, while 29 per cent is dis-
persed among outsiders, primarily investment funds,
foreigners and domestic individual investors. Since
workers and to some extent even the state are typi-
cally passive in exercising their ownership rights,
enterprise management often enjoys effective control
of the enterprises.

Farm privatisation has made limited progress so far.
More than 80 per cent of the agricultural land is
owned by large farms with some form of collective
ownership (reregistered state and collective farms,
joint-stock companies and partnerships) and

11 per cent remains state property. Only around

7 per cent is in the hands of private peasant farmers
or urban dwellers with small household plots.
Although members of the agricultural collective are
entitled formally to opt out of the collective and take
their share of land with them, this is in reality done
only in very rare cases. The Nizhny Novgorod model
of decollectivisation has not become a widespread
practice, despite a government resolution to this
effect in late 1993. Property rights over agricultural
land remain subject to heawy restrictions. The current
version of the Land Code recently adopted by the
State Duma in its first reading retains most of these
restrictions.

Small-scale privatisation

By mid-1995 more than 100,000 state-owned small-
scale businesses (with less than 200 employees),
had been transferred into private hands. The over
whelming part of the privatised businesses were in
the retail trade, public catering and consumer ser-
vices sectors, where private entities account for

80 per cent of activity. Progress in small-scale privati-
sation varies heavily across geographical regions.
Small firms have been sold primarily through
employee buy-outs or public auctions.

The number of private farms increased modestly dur-
ing 1994, from 270,000 to 279,000. About

40 per cent of the housing stock was already in
either private or cooperative ownership at the end of
the Soviet period. Since Russian independence
between 30-35 per cent of the remaining state-
owned housing stock has been privatised. However,
the system of housing maintenance and provision of
utilities is still largely unreformed.

Property restitution
No property restitution to former owners has yet
taken place.

Growth of private enterprise

There are around one million registered small busi-
nesses. Estimates suggest that an additional two to
three million small businesses exist but most remain
unrecorded. Macroeconomic and legal uncertainties,
obstacles to registration and licensing, lack of
access to external finance and commercial space as
well as extortion threats are among the key obsta-
cles. The government offers a two-year tax holiday for
small enterprises. A new federal programme for sup-
port of small businesses in 1996-97 was recently
adopted, with priority attached to small farms and
conversion of military enterprises.

In mid-1995 the number of joint ventures and foreign
companies amounted to approximately 16,000, of
which less than half were operational.

Enterprise restructuring

Drastic cuts in federal financial transfers to the enter-
prise sector, from 31.6 per cent of GDP in 1992 to
less than 5 per cent in 1994, have been partly offset
by subsidies from local governments, widening tax
exemptions and enterprise arrears. Nevertheless,
there can be little doubt that enterprise financial dis-
cipline has strengthened substantially since 1992,
especially following the tightening of fiscal and mone-
tary policy in early 1995. The main beneficiaries of
subsidies continue to be the agricultural and coal
sectors and the largest enterprises in machine bulld-
ing, defence, chemical and metallurgical sectors.

A Bankruptcy Law became effective in March 1993,
So far less than 300 bankruptcy cases have been
taken to the arbitration courts. No case has been
completed. A Federal Bankruptcy Agency was estab-
lished in September 1993 to deal with insolvency/
bankruptey for enterprises in which the state holds
more than 25 per cent of the shares. To date about
1,400 companies have been put on the Agency's
insolvency register and a few hundred of these are
scheduled for liquidation. Despite limited implemen-
tation of the law so far, the threat of bankruptcy
appears now to be influencing enterprise behaviour.

Enterprise restructuring has consisted of changes in
the product mix, reductions in working hours, sending
workers on unpaid leave, divesting enterprise assets
and reducing obvious sources of wastage.

Markets and trade

Price liberalisation

In early 1992, about 80 per cent of wholesale prices
and 90 per cent of retail prices were freed from fed-
eral administrative controls, Only basic necessities
and a restricted list of producer goods and services

Russian Federation

Partial reforms were introduced in
1987-91 in the framework of perestroika.
A radical reform package focusing on

economic liberalisation and privatisation
was adopted in January 1992.
Considerable progress has been made on
a wide range of structural reforms but
very uneven advance has been achieved
in financial stabilisation. In 1995, a
comprehensive stabilisation programme
was launched with the assistance of an
IMF Stand-by Agreement.

remained subject to federal price controls. However,
widespread direct and indirect price controls as well
as price and profitability ceilings for monopolies con-
tinued to be applied at local level. At the beginning of
1995 such controls covered approximately a third of
all prices.

A presidential decree from March 1995 envisages
the removal of all price regulations, both federal and
local, for all goods and services except for those
related to natural or state monaopolies. The imple-
mentation of the decree will decrease the share of
controlled prices to 16-17 per cent. Domestic oil
product prices are liberalised and in mid-1995 stood
at about 70 per cent of the world price levels.

Gas prices are still administered and have been
approaching world market levels much more slowly
than prices for oil.

Competition policy

The Law on Competition and Limitation of
Monopolistic Activity in the Goods Market was
adopted in March 1891. Pro-competition policies
have remained largely ineffective so far. A register of
dominant firms was established in 1992; at the out-
set it listed more than 2,000 enterprises. A monop-
oly was defined in the register as an enterprise with
market share of at least 35 per cent.

Enterprises that are on the monopoly register need
the approval of GKAP (the ant-monopoly agency) to
privatise. Mergers are also subject to prior approval.
In 1294, GKAP refused privatisation of 400 enter-
prises, which dominated their respective markets.
The Duma adopted a Law on Natural Monopolies in
mid-1995 but it was returned by the President for
revisions.

Anti-trust activities have focused until recently on
price and profitability controls for monopolies and
controls on concentration of ownership during the
privatisation process.

Trade liberalisation

Imports were basically freed from administrative con-
trols in 1992. A comprehensive system of import
subsidies was phased out in late 1993. The export
regime was substantially liberalised in the first half of
1994 as the scope of the export quota and licensing
system was sharply reduced and export taxes were
cut. The export quota system was completely
scrapped with the elimination of quotas on energy
products in early 1995. Export taxes are to be
phased out by the end of 1995.

Import tariffs were very low in 1992-93. Sharp
increases in July 1994 and July 1995 raised the aver-
age weighted tariff level to 12.7 per cent. However, a
cap of 30 per cent is being introduced to individual
tariffs. The government has committed itself to
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reduce gradually the degree of import protection as
part of its pledge to comply with WTO rules.

Intra-CIS trade remains subject to various administra-
tive controls. Russia has signed an agreement with
Belarus and Kazakstan on the creation of a customs
union.

Currency convertibility and exchange rate
regime

The exchange rate was unified in mid-1992 and the
rouble has been floating since then (it is now traded
in daily auctions). The rouble is convertible for cur-
rent account purposes, including for profit repatria-
tion by foreign investors. Many elements of capital
account convertibility are de facto also in place.
Foreign exchange earnings are subject to a

50 per cent export surrender requirement at the
market exchange rate. In January 1924 the use of
foreign currencies for cash transactions within
Russia was prohibited.

The exchange rate is currently pegged within a band
of 4,300-4,900 roubles per dollar.

Wage liberalisation

A tax-based incomes policy applies to both state and
non-state enterprises. The key instrument of this pol-
icy is a tax on the excess of the enterprise average
wage level over a certain multiple (currently six times)
of the official minimum wage. This tax is, however,
scheduled to be abolished in 1996. Public sector
wages are also set as multiples of the nominal mini-
mum wage. The minimum wage stood in August
1995 at 55,000 roubles (US$ 12). The average
monthly wage was about 480,000 roubles (approxi-
mately US$ 105) in June 1995.

Interest rate liberalisation

Interest rates have been liberalised. Since July 1993
the refinance rate has closely followed the bench-
mark interbank market rate. Real interest rates on
credits have been positive since October 1993 with
the exception of the November 1994 to January
1995 period (based on a comparisen between the
interest rates during particular months and the
realised inflation rates for the same months).

Financial institutions

Banking reform

A two-tier banking system was created in 1987 as part
of the perestroika reforms. Russian laws on the cen-
tral bank and commercial banking activities were
adopted in December 1991. Due to very liberal pru-
dential regulations and weak supervision the number
of commercial banks has increased sharply.

On 1 June 1995 there were 2,561 commercial banks
(either spin-offs of former sectoral banks or new
banks) out of which 1,050 had a charter capital of
less than Rb 500 million. The minimum capital require-
ment is to be raised gradually to reach ECU 5 million in
1999 (this target is specifically defined in terms of
ECU rather than roubles). Existing banks were to reach
a capital level of Rb 2 billion by early 1995. In 1995,
minimal reserve requirement for rouble accounts were
significantly increased. Banking supervision was tight-
ened: in the first half of 1995, 71 banks had their
licence withdrawn, compared with 65 in 1994 and
19in 1993. A World Bank and EBRD supported
reform programme aims to create a core select group
of banks that would be capable of complying with inter-
national prudential standards and which would in
return become eligible for certain privileges.

Tight restrictions were imposed on foreign banks in
November 1993 but were subsequently eased. The
aggregate capital of foreign-owned banks in Russia
must not exceed 12 per cent of the total capital of
the Russian banking system by June 1999. In early
1995, there were 17 foreign banks which accounted
for 7 per cent of the total capital of banks in Russia.
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A new draft law on banking and banking activities,
providing amang other things for stricter banking reg-
ulations, was passed by the parliament in mid-1995
and is likely to enter into force in autumn 1995.

Non-hank financial institutions

Following the enactment of enabling legislation in
1992, about 650 investment funds have been cre-
ated. Such funds played an intermediary role in the
voucher privatisation scheme by collecting vouchers
and investing them in enterprise shares.
Subsequently some of the financial companies,
including pyramid schemes (such as MMM), have col-
lapsed prompting a renewed push for basic regula-
tion. In mid-1995 a new legal framework for mutual
funds was launched.

The legal basis for insurance activities was estab-
lished in 1992 and is scheduled to be amended in
late 1895. There are around 2,700 insurance compa-
nies but only 20-30 of these are adequately capi-
talised. The two main state insurance companies
have gradually lost their leading position in the mar-
ket. Foreigners are not allowed to hold majority
stakes in insurance companies. There are about 600
private pension funds. Financial leasing activities are
regulated by presidential decree from September
1994 and an ensuing government resolution from
mid-1995. A draft law “On Leasing” covering both
financial and operative leasing as well as registration
issues for leased properties has been submitted to
parliament.

Securities markets and instruments

In an almost unregulated environment the securities
markets have developed spectacularly in terms of vol-
ume, market participants, the available range of
instruments and sophistication. There are about 70
authorised stock exchanges (and 100 commodity
exchanges with stock exchange departments).
Government bonds of different maturity, gold certifi-
cates, hard currency bonds, corporate and municipal
bonds, currency futures and corporate and bank
shares, along with other securities, are traded in
Increasing volumes. So far the dominating instru-
ment has been the three-month T-bill launched in

May 1993 with more than 60 auctions to its name so
far. Securities markets are still fragmented both geo-
graphically and ameng financial instruments.

The equity market started to develop in earnest fol-
lowing voucher privatisation. There is a liquid market
for about 50 company shares. About 90 per cent of
the transactions are carried out on the OTC market.
Share prices are very volatile (equity prices, which
more than halved between September 1994 and
February 1995, had recovered strongly by July).
Market capitalisation, based on an index covering
roughly the 200 most actively traded firms, stood at
US$ 22 billion in June. Russian investors as well as
international investment banks and funds are
increasingly active in the market, which was originally
dominated by Western hedge funds. Risks and trans-
action costs are unusually high, partly reflecting the
still rudimentary market infrastructure. In terms of
share registration and custodial and settlement ser-
vices, gualitative changes are under way. Drafts of a
fully-fledged securities law and of a law “On Joint
Stock Companies” were adopted in principle by the
parliament in mid-1995 but will be signed into law
only after some revisions.

Fiscal and social safety net reform

Taxation

The first key departure from the traditional Soviet fis-
cal system was the replacement of the administrative
centralisation of enterprise with a normative enter-
prise tax system during the perestroika period.
Principal further tax reforms took place in 1991-92,
including the introduction of a value added tax (VAT)

and excise taxes, the creation of the legal base for a
market-based tax system. Since then tax regulation
has been introduced in an ad hoc fashion, regulatory
changes are frequent, while tax exemptions, avoid-
ance and arrears are widespread. The tax base has
been eroded as a result of sharp output falls and a
shift of economy activity toward the informal sector.

Taxes are charged at the federal, regional and local
levels. Revenue shares and expenditure assignments
between the different levels of government are still
not clearly defined. The main (total) tax rates were as
follows in mid-1995: enterprise profit tax 35 per cent,
VAT 21.5 per cent and personal income tax

12-30 per cent. The share of profit tax accounts in
total tax revenues is three to seven times higher in
Russia than in western Europe. Taxation of personal
income and natural resources is low in international
comparison. The profit tax burden is bloated by a
combination of high inflation, a pre-payment obliga-
tion and the specific features of the Russian account-
ing system.

Social security

The social safety net is financed mainly through a
range of extra-budgetary funds (the Pension fund, the
Employment fund, the Social insurance fund and the
Social support fund), local budgets and heavy enter-
prise expenditures on social services. The extra-bud-
getary funds are financed by payroll taxes totalling
40 per cent of the wage bill.



Enterprises

Size of the private sector

The private sector is officially estimated to have
accounted for 58 per cent of GDP in 1994, Official
estimates indicate that the private sector in May
1995 accounted for 62 per cent of industrial output
and 80 per cent of construction activity (compared
with 57 per cent and 74 per cent respectively in
1994). On the basis of these figures, the private sec-
tor may have accounted for about 60-65 per cent of
GDP by mid-1995.

Large-scale privatisation

A comprehensive selloff of state assets has been
pursued through two “privatisation waves”. The first
of these was launched by the CSFR in May 1992 and
completed by mic-1993. In the Slovak Republic it
involved 750 enterprises with book value of

SKK 166 billion (SKK denotes the Slovak crown). In
this process, SKK 80 billion worth of shares in 503
firms were distributed through a voucher-based
“mass privatisation” scheme which created

8.5 million shareholders in the Czech and Slovak
Republics. The balance of the assets were sold by
standard methods including direct sales and public
tenders.

The second wave of privatisation commenced with
the distribution of vouchers in September 1994, but
was then delayed by the change of government
towards the end of 1994 and by an internal debate
over the most appropriate method of privatisation. In
mid-1995 the government approved amendments to
the 1991 Privatisation Law which cancelled the sec-
ond wave. Amendments were also made to the laws
regarding investment funds, and parliament adopted
a law concerning state interests in enterprises.
Parliament approved these three laws in early
September, following a presidential veto.

Under the new legislation, the 3.5 million voucher
holders will each be entitled to receive 5-year bonds
with a nominal value of SKK 10,000, to be issued
(and guaranteed) by the National Property Fund
(NPF). Bond holders may hold the bonds until matu-
rity, or use them for a number of defined purposes,
including the purchase of shares in privatised compa-
nies in which they are employed or the purchase of
shares from assets in the NPF portfolio. The immedi-
ate effect of the cancellation of the second wave of
voucher privatisation is that most of the assets to be
privatised in the future will be via direct sales, includ-
ing management and employee buy-outs.

The law relating to state interests identifies over 20
companies which will not be privatised (mainly in gas
and electricity generation, telecommunications, arma-
ments and agriculture). It also lists a further

40 companies, some of which have already been
partially privatised, and which are defined as “strate-
gically important” (mainly in mining, chemicals,
construction, engineering and the agricultural sec-
tors). The state will retain ownership in these and
enjoy special voting rights.

Small-scale privatisation

The sale of small state-owned enterprises was largely
completed during the first round of privatisation in
1992, with approximately 10,000 enterprises auc-
tioned off.

Property restitution

A restitution law was adopted by the CSFR in October
1990. About 30,000 industrial and administrative
buildings, forests and agricultural plots, which had
been nationalised during 1948-55, as well as
70,000 commercial and residential entities nation-
alised during 1955-59, have been handed back to
the original owners. A further law on restitution cover-
ing former church property was adopted in the Slovak
Republic in October 1993.

A restitution fund was established by the NPF in
1993 to provide financial compensation to those
whose claims could not be met by the return of prop-
erty. The fund usually receives 3 per cent of each
privatised company and currently has stakes in some
500 companies with a market value of over

SKK 2 billion. Revenues (estimated at

SKK 500 million in 1995) from sales of shares and
dividends are used to meet claims.

Growth of private enterprise

The number of profitmaking institutions rose from
34,200 in October 1994 to almost 40,200 in
mid-1295. Over 95 per cent of these are private
sector companies.

Enterprise restructuring

The main restructuring tools have been indirect: pri-
vatisation and tight access to credit and subsidies for
enterprises. Restructuring has essentially been left
to the new private owners. The initial Law on
Bankruptcy was passed in August 1991 with virtually
no possibility of external creditors forcing companies
into bankruptcy. The current law became effective in
June 1993, allowing creditors to bring bankruptcy
cases to court after a three-month protective period.

At mid-1995 there were almost 1,100 proposals for
liguidation under the Act; 53 companies had been
put into liquidation and there had been one out of
court settlement,

Markets and trade

Price liberalisation

In January 1991, 85 per cent of consumer prices
were decontrolled. The only remaining significant con-
trols pertained to utility charges, rents and public ser-
vices. In addition, mark-ups were closely regulated in
the energy sector. It is now estimated that less than
10 per cent of prices are regulated, mainly utility tar-
iffs, oil and certain chemical products.

Competition policy

A competition law was passed in 1991 and amended
in October 1993 to bring it close to consistency with
EU legislation. The European Commission’s “White
Paper” on Accession ta the EU will necessitate
changes to the legislation in this area to conform to
EU directives. There is a liberal legal and regulatory
environment for foreign investors, with no restrictions
on repatriation of profits and invested capital.

Trade liberalisation

Almost complete liberalisation of quantitative controls
on imports and exports was undertaken in 1991,
The average import tariff is 6 per cent. A 10 per cent
import surcharge on consumer goods was introduced
in March 1994. Export licences are required only for
certain natural resources. The government has indi-
cated it is likely to lower the import surcharge from
the beginning of 1996 if the balance of payments
develops satisfactorily. The bilateral Payments
Agreement for trade with the Czech Republic is likely
to cease to be effective in October 1995.

On 1 February 1995, the interim version of the
Slovak Republic’s “Europe Agreement” was con-
verted into the fully-fledged version (see details in
Chapter 11). The Slovak Republic became a member
of WTO in December 1994,

Currency convertibility and exchange rate
regime

Current account convertibility for enterprises was
introduced in January 1991. Some restrictions on
capital remain. The exchange rate is pegged to a
basket in which the Deutschmark has a weight of
60 per cent and the US dollar a weight of

40 per cent.

Slovak Republic

After the Velvet Revolution in the Czech
and Slovak Federal Republic (CSFR) in
November 1989, a market-oriented
reform process was initiated during 1990
and a comprehensive programme was
adopted in January 1991. Following
rapid privatisation in 1992-93, further
progress on privatisation has, however,
slowed, espectally following the recent
decision to cancel the second round of
voucher privatisation.

The draft of a new foreign exchange law was
approved by parliament, valid from 1 October 1995,
which will enable the Slovak Republic to move further
towards full current account convertibility.

Wage liberalisation

A tax on “excessive increases” was imposed during
1991, with agreement from unions, to regulate the
rise in real wages. The tax expired at the end of
1992. Remaining selective controls on wages were
abolished in late 1994,

Interest rate liberalisation

Interest rates were freed progressively from 1990
onwards, with complete liberalisation in April 1992.
In mid-1995 the discount rate, at 11 per cent, was
close to the rate of inflation, with lending rates posi-
tive in real terms.

Financial institutions

Banking reform

A two-tiered banking system was adopted in
January 1990. Laws on the central bank and com-
mercial banks were passed in February 1992, With
the split of the CSFR, the National Bank of Slovakia
(NBS) was established in January 1993 as the
Slovak successor to the former State Bank of
Czechoslovakia. At the end of 1993, 20 banks,
including seven foreign bank branches and represen-
tative offices, were operating in the Slovak Republic.

The regulatory regime sets the required capital ade-
quacy (following the Basle definition) at 6.25 per cent
by the end of 1993 and & per cent by the end of
1996. During the CSFR-period, a state-owned
Consolidation Bank was established in March 1991
to take over Kes 110 billion (20 per cent of credits to
enterprises) of “permanent revolving credits” (perpet-
ual loans characterised by low interest rates and
issued for inventory financing). Further state-financed
recapitalisation of the banks totalling Kes 50 billion
was conducted in November 1991 (these recapitali-
sation figures cover CSFR as a whole).

At the end of March 1995, 30 banks (including the
NBS) were licensed to operate, with over

SKK 24 billion of equity capital, employing over
21,000 staff. Of these banks, 28 were operational,
including 10 with foreign participation and a further
9 which are branches of foreign (mainly Czech) banks
and two which remain state-owned.

The policy of the NBS over the last year has been to
strengthen the banking sector through a tougher
licensing policy and a strengthening of supervisory
capability. Non-performing loans, however, remain a
source of concern. To assist with the restructuring of
banks’ balance sheets, the NBS approved regulation
with effect from July 1995 that banks should adopt
five categories of accounts recelvable, based on a
financial analysis of the debtors, and make provisions
against each category. Some banks have strength-
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ened their own position by maintaining relatively large
spreads, thus increasing retained earnings. According
to the National Bank, the average interest margin was
5.16 per cent at the end of 1994, 0.6 per cent below

the level at the beginning of 1994.

Non-bank financial institutions
At the beginning of 1995 about 160 investment

funds were in operation, the majority dating from the
first round of coupon privatisation. The shares of the
funds are traded on the stock market and represent
an important part of the total trade on the exchange.
The future of some of the funds is now in doubt fol-
lowing the government’s decision to cancel the sec-

ond round of coupon privatisation as some funds

have incurred financial losses owing to preparations
for the second round. In addition, the amendments to
the Investment Funds Act will limit the funds' role as

owners of enterprises.

Securities markets and instruments
The Bratislava Stock Exchange, the RM-system (an

overthe-counter exchange) and the Bratislava Options

Exchange began operations during the first half of

1993. In March 1994, nine companies were listed on
the stock exchange. The RM-system trades in nearly
600 companies distributed under the voucher privat-

sation scheme. Foreigners are free to participate in

the market for shares; profit repatriation is subject to

payment of income taxes on capital gains.

Because the markets are fragmented and lack liquid-
ity, it is estimated that over 80 per cent of all trades
are over the counter. Parllament has adopted amend-
ments to the Securities Law which will provide for the
establishment of an independent regulatory body to

protect investors rights; it will centralise trading on
the official market with the requirement that all
trades be registered, published and completed at

prices set by the exchange, thus promoting greater
transparency. It will also increase the minimum capi-

tal requirements for brokers.

Fiscal and social safety net reform
Taxation
A comprehensive tax reform was implemented in

January 1993, introducing a value added tax (VAT) in
two tiers at 23 per cent and 5 per cent, streamlining
corporate and individual income taxes, and transfer-
ring funding for social security from general taxation

to an insurance-based system. In July 1993, the VAT

rates were raised to 25 per cent and 6 per cent.

Further revisions in January 1994 reduced the corpo-
rate tax rate from 45 per cent to 40 per cent, and the
maximum personal income tax rate from 47 per cent

to 42 per cent.
Social security

Employers and employees contribute 38 per cent and

12 per cent respectively of the employees’ gross

income for health and social security contributions.
Legislation is currently under preparation to improve

the targeting of social benefits.
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Enterprises

Size of the private sector

According to official estimates, the private sector
accounted for almost 20 per cent of GDP (and
employment) in 1993. This ratio is likely to have
risen since then to more than one third.

Large-scale privatisation

By mid-1995, 215 enterprises had been formally pri-
vatised; another 478 had obtained ministerial
approval for their privatisation plan but were awaiting
court approval. The programme is expected to be
completed by the end of 1995. Privatisation of the
“socially owned” enterprises is governed by a law
passed in December 1992. The government's objec-
tive is to privatise 1,549 of such companies before
the end of 1995. The first step of the privatisation
process, i.e. the preparation of an “opening balance
sheet” and submission of privatisation plans to the
Agency for Restructuring and Privatisation, was com-
pleted by 1,359 companies within the deadline of
31 December 1994. Their sale will, in part, take
place through mass privatisation in support of which
“ownership certificates” have been issued to all
Slovene nationals. The value of each ownership cer-
tificate is linked to the age of the citizen. The certifi-
cates can either be exchanged for shares directly in
enterprises or for shares in the Investment Funds.

A maximum of 20 per cent of the shares in each
company can be distributed to employees. A further
40 per cent of the shares will be transferred to three
funds: 20 per cent to the Development Fund,

10 per cent to the Pension Fund and 10 per centto a
fund which will compensate individuals for previous
nationalisations.

Banks, insurance companies and public utilities will
remain majority state-run in the short-term.

Small-scale privatisation

Almost all small-scale trade and service activity is in
the hands of the private sector. Extensive small-scale
private activity existed under former Yugoslav law.

Property restitution

Under the 1993 Law on Denationalisation, land and
buildings can be returned to former owners. A com-
pensation fund is being recapitalised with shares in
privatised companies. (See the comments on large-
scale privatisation above.)

Growth of private enterprise

In mid-1995, there were 56,000 private companies
in Slovenia (40 per cent up on 1993) employing
about 90,000 people.

Enterprise restructuring

Substantial action has been taken to break up large
“socially managed” enterprises into smaller units.
Slovenia's law on bankruptcy and liquidation was
approved in 1989 and is being enforced.

In November 1994 a law was passed to regulate the
privatisation of companies rehabilitated by the
Slovenian Development Fund (SKLAD). The fund,
which has held some 100 companies in its portfolio,
is restructuring enterprises in preparation for their pri-
vatisation. The current fund portfolio totals 53 com-
panies. The remainder of the 100 companies have
been privatised.

Markets and trade

Commodity price liberalisation

Price liberalisation was almost complete by mid-
1994, In the first half of 1995, the regulated energy
price was raised by 15 per cent and telephone
charges by 26 per cent. Electricity prices cover all
operating costs plus approximately 60 per cent of the
depreciation element. Natural gas prices are close to
EU levels.

Slovenia

A comprehensive reform programme was
adopted in 1990 after independence.
Liberalisation of prices and trade, exten-
stve restructuring of industry and
banking reform have taken place, along-
side successful macroeconomic
stabilisation. Comprehensive mass
privatisation is proceeding according to
schedule.

Competition policy

During the first half of 1995 the anti-monopoly com-
mission, the Office for the Protection of Competition
(OPC) conducted a cartel investigation of the agree-
ment among Slovene banks to set a maximum
deposit rate. A government decree imposed during
the summer 1994 authorises OPC to handle com-
plaints by Slovene companies about dumping and
subsidised imports.

Trade liberalisation

By end-1994, 98 per cent of imports were free from
quantitative restrictions. The government is commit-
ted to further liberalisation and to the elimination of
all non-tariff barriers. Slovenia became a full member
of GATT in September 1994. In June 1995 a “Europe
Agreement” for Slovenia was initialled, setting out
terms of associate membership of the EU (see
Chapter 11 for details). Slovenia is expected in the
near future to become a member of the Central
European Free Trade Agreement (also invelving the
Czech Republic, Hungary, Poland and the Slovak
Republic).

Currency convertibility and exchange rate
regime

The national currency, the tolar, was introduced in
October 1991 and is fully convertible for current
account transaction. The exchange rate is floating
although interest rate policy kept the rate vis-3-vis the
Deutschmark within a narrow band during the first

& months of 1995. Every foreign currency loan to a
Slovene beneficiary of a duration less than five years
requires an interest-free deposit with the central bank
of 40 per cent of the loan amount.

Wage liberalisation

In an attempt to control wage Increases, a law was
passed in April 1994 levying a 50 per cent tax on
wages above a defined level. In practice both this
and previous attempts to control wages through leg-
islation and taxation have met with limited success.
In May 1995 trade unions and the Chamber of
Commerce (with the latter representing employers)
signed a new Wages Agreement, according to which
wages will be indexed imperfectly to inflation. The
Agreement also specifies both a maximum and a
minimum wage.

Interest rate liberalisation

Commercial banks are free to set their deposit and
lending rates. Since the establishment of the
national currency, rates have been highly positive in
real terms.

The government is gradually phasing in a regulation
that will reduce the role of backward-looking inflation
rates in the setting of interest rates (the convention
has hitherto been to guote interest rates in “real”
terms). In February 1995 all 34 banks signed an
agreement to cap interest rates on savings indefi-
nitely. This agreement is under investigation by the
anti-monopoly authorities.



Financial institutions

Banking reform

A national two-tiered banking system was introduced
in 1991. The Bank of Slovenia became the central
bank responsible for monetary policy, exchange rate
management and the regulation of commercial
banks. To reduce the dominance of the largest bank,
Ljubjanska Banka (LB), the government carved out
separate banks from some of LB's subsidiaries.
There are 34 banks in total; the two largest are state-
owned. In 1993 a state agency recapitalised two
state-owned banks by swapping state bonds (in an
amount equivalent to 6 per cent of GDP) for bad
loans.

The government intends to present a law on privatisa-
tion of banks to parliament in October 1995, but pri-
vatisation of the largest two state-banks is not
expected before 1997. Since September 1994 all
banks have satisfied the minimum capital adequacy
requirement, which was raised from 6.25 per cent to
8 per cent in August 1994. Bank supervision is well
developed.

Non-bank financial institutions

About 20 licensed management companies have set
up investment funds that will invest “ownership cer-
tificates” on behalf of citizens (see the comments on
large-scale privatisation above). The funds can partic-
ipate in auctions organised by the Slovenian
Development Fund where shares of privatised compa-
nies are sold for cash or ownership certificates.

In September 1994 parliament passed a law regulat-
ing insurance companies, in accordance with direc-
tives about the level of capital at risk.

Securities markets and instruments

Securities markets are regulated by the Law on
Securities (1989 and 1990), the Law on Money
Market and Capital Market, and the New Securities
Market Act of 1994. The Ljubljana Stock Exchange
was founded in December 1989, A total of 34 securi-
ties are listed, and 57 members are registered for
trading. Government, municipal and enterprise bonds
are traded.

A law on financial operations with foreign entities
{(which will provide the regulation of dematerialisation
and foreign investment) and a take-over law are
expected later in the year. Within this framework,
many privatised companies appear to be waiting for
these laws to be passed before going public. The gov-
ernment has extended the deadline for investment of
ownership certificates (see comments on large-scale
privatisation above) from 30 June 1995 to end-1995
to accommoadate privatisations planned for later this
year, In January 1995 an over-the-counter market
was opened on the Ljubljana Stock Exchange, with
eight companies acting as brokers. The Ljubljana
Commodities Exchange is planning to start futures
trading by end of 1995,

Fiscal and social safety net reform

Taxation

Following a comprehensive reform of tax legislation in
1990-93, corporate profits are taxed at a rate of

20 per cent; and personal incomes at a maximum
marginal rate of 50 per cent. There is a sales tax of
20 per cent for goods and 5 per cent for services.
Dividends are taxed at a 25 per cent rate for resi-
dents and 15 per cent for non-residents.

Social security

The Slovene pension system was partially reformed
in 1992. Social security contributions by employers
and employees are contributed at a rate of 22.9 and
22.4 per cent respectively of the gross wage. The
share of expenditures for pensions in GDP is growing
and in 1994 amounted to 14 per cent.

Enterprises

Size of the private sector

The share of the private sector in GDP is likely to be
about 10-20 per cent.

Large-scale privatisation

A Law on De-statisation and Privatisation of Property
was adopted in February 1991. Privatisation meth-
ods include lease (with or without option to buy), cre-
ation of joint-stock companies, employee buy-outs
and free transfer of state property. The privatisation
process, which initially proceeded rapidly, slowed
down considerably after the civil war broke out in
1992 and little progress has been achieved since
then. Among the enterprises that are subject to the
privatisation law, 159 (out of 1,304) had been priva-
tised by mid-1995. Privatisation has mainly taken the
form of ownership transfers to labour collectives or
leasing arrangements.

Small-scale privatisation

About 800 small-scale enterprises were privatised in
the 1991-92 privatisation programme. As of May
1995, 1,156 small such enterprises (less than

7 per cent of total number of enterprises) had been
privatised at the local level. Both employee buy-outs
and sales to outsiders were used; the latter method
was applied mainly to enterprises in the trade and
services sectors. A further 675 enterprises are to be
privatised by the end of 1995. Private ownership of
(agricultural) land is not envisaged; land may be
assigned to agricultural collectives or joint-stock com-
panies without the right of resale or it may be leased
1o farmers on a long-term basis. By October 1993,
more than 50 per cent of all dwellings had been pri-
vatised. Significant progress has been made in the
privatisation of housing.

In agriculture, 6 per cent of cultivated land, which
accounted to estimated 30 per cent of total agricul-
tural production, had been leased to private farmers
by 1994.

Property restitution
There has been no property restitution to pre-commu-
nism owners in Tajikistan.

Growth of private enterprise

Obstacles to the growth of the private sector include
difficult entry and exit rules, lack of finance, limited
access to business information, strict labour regula-
tions and an incomplete legal framework.

Enterprise restructuring

As with privatisation, enterprise restructuring began
in 1991 but stalled as a result of the war and politi-
cal instability and has yet to gain momentum. A Law
on Bankruptcy was passed in June 1992 but few
companies have been forced into bankruptcy. The
1995 decree on “The identification of Bankrupt
Enterprises” represents an effort to speed up reha-
bilitation and restructuring of inefficient enterprises.

The number of people on compulsory unpaid leave or
shortened working hours increased fivefold in 1994;
and huge stocks of interenterprise arrears were
accumulated.

Markets and trade

Price liberalisation

In January 1892 the government lifted price controls
on 80 per cent of all goods. However, in 1993 some
price controls were reintroduced. Prices in industry
were regulated under the monopoly law, and 17 basic
consumer items (including bread, milk, rents and
public transport) were controlled by executive order.
In 1995, some of these price controls have been
eased. Being unable to solve bread-shortage crises,
the Tajik government freed bread prices from

20 August 1995.

Tajikistan

A comprehensive economic reform
programme has not yet been adopted.
Due to civil war, reform measures have
been limited in scope. The authorities are
currently working on the formulation of
a reform programme. Tajikistan
introduced an independent national
currency, the Tajik rouble, in May 1995
(the last republic of the former Soviet
Union to do so).

Competition policy

Major sectors of the economy remain highly concen-
trated, often with only one state-owned supplier in a
given market segment. A new anti-monopoly law is
being drafted.

Trade liberalisation

A command system, based on state orders, quotas,
export licences and centralised trading, dominates
production and trade. Until October 1993, export
licences were classified into 33 categories and were
subject to 10 different rates of surrender require-
ment, ranging from 32 per cent to 100 per cent of
export proceeds. In November 1993 a new decree
unified the different surrender requirements at

30 per cent of export proceeds for those exports that
were not traded by the general contractors. Customs
duties range from 5 per cent to 100 per cent of the
rouble value of imports.

According to a Presidential Decree of 27 June 1995,
guotas and licences for exporting of all goods except
cotton fibre and aluminium were to be abolished from
1 July. Since the beginning of 1995, all cotton pro-
duced must be sold to the Directorate for Cotton-
Processing Industry, which, according to Presidential
Decree, will be paid for at international prices.
However, the government plans to remove the state
monopoly on cotton from the beginning of 1996,

Foreign trade is mainly based on barter agreements,
with the exception of cotton and aluminium, which
are traded for hard currency.

Currency convertibility and exchange rate
regime

Until recently, the Russian rouble remained the offi-
cial currency.

On 10 May 1995 (the last republic in the former
Soviet Union to do so), Tajikistan introduced its inde-
pendent national currency, the Tajik rouble, with a flex-
ible exchange rate regime (the currency exchange
started to operate in mid-May 1295). In practice the
government and the central bank control major foreign
exchange transactions in order to channel resources
to priority sectors. Capital transactions require licens-
ing by the central bank, but there are no restrictions
on the repatriation of profit and capital by foreigners.

Wage liberalisation

Wages remain largely determined or by norms set by
the government via the Law on Wage Indexation
(December 1993). The minimum wage is set at the
equivalent of about US$ 2 per month. In the first
quarter of 1995, the average wage was about
39,700 Russian roubles (US$ 7.76) well under the
55,900 Russian roubles it costs to cover the monthly
need of one person for basic foods.

Interest rate liberalisation
Interest rates remain centrally controlled. Credit alloca
tion has favoured reconstruction following the civil war.
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Financial institutions

Banking reform

The Law on Banking Activities and the Law on the
National Bank were adopted in February 1991.
Apart from the National Bank the financial sector in
Tajikistan is dominated by 14 large specialised
banks, three of which account for well over

70 per cent of total lending. The first joint venture
was ready to start operations in January 1995.

The National Bank still imposes maximum lending
margins on commercial banks and directs credit
resources to priority sectors. Structural weaknesses
remain in the form of insolvency and low portfolio
quality, inadequate capital levels, lack of banking
skills and an ineffective framework of prudential
regulations and supervision.

Non-bank financial institutions
One state and several cooperative insurance
companies are operating.

Securities markets and instruments
No securities market had been established by
mid-1995.

Fiscal and social safety net reform

Taxation

The value added tax has, since early 1992, been set
at 20 per cent. A flat sales tax of 3 per cent in addi-
tion to the VAT was intreduced from 1 July 1994.

The basic profit tax rates range from 25 per cent (for
farmers and small enterprises) to 60 per cent (in bro-
kerage). Personal income is taxed at progressive
rates of up to 40 per cent for monthly income of
more than 43 times the minimum wage.

Social security

The authorities are planning to restructure social
expenditures away from universal support towards
targeted assistance to the needy. The existing
system includes a large number of social payments
(30 per cent of budget expenditure). In

January 1995, arrears in the payment by the govern-
ment of pensions and allowances amounted to some
74 per cent of total pensions and allowances due in
1994, According to the State Statistical Agency, only
1,400 unemployed were actually receiving unemploy-
ment benefit in March 1995, out of 7,300 unem-
ployed qualified for the benefit.
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Turkmenistan

Since gaining independence in

1991, Turkmenistan has made some
progress on price reform and has
established a national currency.
However, no comprehensive market-
oriented reform package has been
designed.

Enterprises

Size of the private sector

According to government estimates, the officially
recognised private production or service units employ
about 22 per cent of the labour force and account for
9 per cent of GDP. Government estimates indicate a
total private sector share of GDP of about

18 per cent, including the “home industry” and
Sunday market trading.

Large-scale privatisation

Privatisation remains largely at the planning stage.
No significant effort has been made to privatise
large-scale state-owned enterprises.

A Presidential Decree of 13 May 1994 foresees a
vouchertype privatisation process with preferences
granted to members of workers' collectives, but
preparations for implementation are at a very early
stage.

Small-scale privatisation

The government's policy has been to kick off the pri-
vatisation process with the sale of small service
units. In total, about 850 small entities in the service
sector, mostly shops, had been privatised by late
1994. In agriculture, a small share of the land has
been leased to private individuals. Land ownership
has been legalised. The maximum plot size that can
be owned privately is 50 hectares.

Property restitution
Turkmenistan has no programme of property
restitution.

Growth of private enterprise

Official estimates point to the existence of about
21,000 private production or service units, excluding
the “home industry” and informal trading entities.

Enterprise restructuring

Little effort has been made to initiate orderly restruc-
turing of enterprises. Since the second half of 1993,
enterprises have been faced with shortages of
imported production materials due to a sudden drop
inthe country’s gas-related hard currency revenues,
but have been helped to keep employees on the pay-
roll through the rapid extension of credits from the
banking system. The Law on Bankruptcy was passed
in June 1992 but few companies have been forced
into bankruptcy to date.

Markets and trade

Price liberalisation

About half of all retail sales are transacted without
direct price intervention from the government. There
are price controls for “necessities”, “goods under
presidential review” and “other consumer goods”.
“Necessities” is a term which covers 24 products,
mainly foodstuffs, for which the price is set by presi-
dential decree. “Goods under presidential review”
covers 40 goods, including petroleum products for
households, and urban transportation, the prices of
which can be altered only after submission by the rel-
evant ministry of a request to the President. For
items in the category “other consumer goods”

(473 items, including cotton fabrics and knitwear)
price changes, usually based on cost plus mark-up,
require agreement from the Ministry of Economy and

Finance. A number of items, including water, gas and
electricity, are distributed to the population and to
Turkmen enterprises for free.

Competition policy

Turkmenistan does not have an anti-trust law.

Trade liberalisation

Centralised state trading remains a prevalent influ-
ence on both foreign trade and production. However,
duties and implicit taxation through surrender of
foreign currency at unfavourable exchange rates can
be very high. The establishment of a commodity
exchange, on 1 August 1994, has led to further
centralisation of foreign trading operations. All trade
transactions (domestic or foreign) exceeding
250,000 manat must be carried out at (or be regis-
tered and endorsed at) the official commodity
exchange.

Currency convertibility and exchange rate
regime

In principle, Turkmenistan introduced full currency
convertibility and a unified exchange rate for the pur-
pose of trade transactions when the manat was intro-
duced on 1 November 1993. Potential investors in
Turkmenistan are confronted with three different
exchange rates for the manat: the official rate, the
commercial rate and the black market rate. The com-
mercial rate applies to few and typically small trans-
actions such as foreign exchange commission for
tourists. The official rate is used for all enterprise
transactions involving import and export, including
the 100 per cent mandatory currency surrender for
exports. The official exchange rate was changed on
18th September 1995 from 75 to 200 manat per
US dollar. At that time the black market exchange
rate stood at about 700 manat per dollar. Exporters
of oil and gas enjoyed a somewhat lower 60 per cent
currency surrender requirement but were forced to
accept the more onerous exchange rate of 10 manat
per US dollar. High currency surrender requirements
at low exchange rates imply a heavy tax on exporters.

Wage liberalisation

A statutory minimum wage is set by the state and
wages tend to be adjusted at the same time and at
uniform percentage rates throughout the state-owned
sector. Uniformity is exercised in part through the
imposition of a tax on excess wage increases at
rates of 50-150 per cent.

Interest rate liberalisation

Commercial banks have little freedom to set interest
rates. Rates have in practice been highly negative in
real terms. In mid-February 1995, the President
issued a decree which ordered banks to cut nominal
lending rates to 15 per cent a year (less than the
average monthly rate of inflation in the first half of
1995). Directed credit still plays a dominant role.

Financial institutions

Banking reform

Upon the introduction of Turkmenistan's national cur-
rency, the manat, in November 1993, the State Bank
became Turkmenistan's central bank. Turkmenistan's
banking sector now includes 21 commercial banks.
Some banks are owned by state enterprises which are
also the main recipients of loans from these banks.
Eight of the commercial banks are privately owned:
three in the form of cooperatives and two in the form
of 50 per cent foreignowned, jointstock companies.
The five largest state banks, and a number of so-
called “specialised banks”, are used heavily by the
state as an instrument for distribution of directed
credit and play a dominant role in the financial sector.
Most banks are in need of major restructuring.

In mid-February 1995, the President issued a decree

that retroactively instructed all banks to surrender
75 per cent of profits made in 1994 to the state



budget, and ordered banks to cut lending rates to
15 per cent a year.

Non-bank financial institutions
No venture funds are operating in Turkmenistan.

Securities markets and instruments
There s no securities market in Turkmenistan.

Fiscal and social safety net reform

Taxation

The standard rate of profit taxation (introduced in
1991 to replace profit transfers to the budget) was
reduced from 45 to 35 per cent in January 1992 and
further to 25 per cent in 1993. Certain exemptions
are offered to foreign investors and some sectorspe-
cific rates apply. The personal income tax structure
was simplified in June 1894; rates now range from

0 to 10 per cent. The VAT was reduced to 20 per cent
in 1993 with a preferential rate of 10 per cent for cer-
tain staple goods. Export taxes were eliminated in
1994. Otherwise, few major changes to the tax sys-
tem have been introduced in the past 1%, years.

Price subsidies accounted in 1992 for about one-
third of central and local government expenditure.
Gas-related tax revenues dropped sharply in 1893 as
Russia phased out the practice followed during 1992
of settling 15-20 per cent of gas deliveries from
Turkmenistan in hard currency at world market
prices.

Social security
The social security system is partly financed by pay-
roll taxes set at 20 per cent of wages.

Enterprises

Size of the private sector

The private sector is likely to account for 35 per cent
of GDP, of which a large share is likely to be in the
informal sector.

Large-scale privatisation

Large-scale privatisation was slow until 1994.
Between 1890 and 1994, some 2,650 medium and
large enterprises were sold, mostly through non-com-
petitive methods to employees; another 1,600 were
leased to employees. In July 1994, mass privatisa-
tion was suspended altogether by parliament.
However, a Presidential Decree of November 1994
introduced a new voucher-based mass privatisation
programme and instructed the State Property Fund to
privatise at least 8,000 medium and large-scale
enterprises in 1995. In December 1994 parliament
lifted its moratorium on mass privatisation, but
replaced it with a list of 6,147 enterprises in the
transport, communications and energy sectors that
were to be excluded from privatisation; this list was
extended in March 1995 by 90 enterprises in the oil
refining, defence and food processing industries.
Although the Ukrainian parliament rejected the 1995
Privatisation Programme in April 1995, a Presidential
Decree on privatisation, issued in June, overrules the
parliamentary rejection.

As of August 1995, 5,200 medium and large enter-
prises had been approved for inclusion in the mass
privatisation programme by the Cabinet, including
agro-industrial enterprises (25 per cent), leased
enterprises (15 per cent), and enterprises in various
stages of privatisation (60 per cent). New non-
tradable vouchers are being distributed to all eligible
citizens who did not use thelr privatisation accounts
in the pre-1995 mass privatisation programme. By
August 1995 around one-third of the population had
either collected a privatisation certificate {(around

9 million) or opened a privatisation account (8 million).

Around 7O per cent of the shares in enterprises will
be available for sale in the voucher auctions, while
30 per cent will be available through other means,
such as for cash tenders and for compensation
certificates. Some 200 million tradable compensa-
tion certificates are to be issued to the holders of
54.3 million accounts at the Savings Bank as of
January 1992 in compensation for loss of real money
balances through hyperinflation, Voucher and certifi-
cate holders can bid directly in auctions for shares or
bid via investment funds.

By April, auction centres were operating in all

27 oblasts, but the network of bid centres was still
insufficient. By June, five auctions for over 600 enter-
prises had been concluded. However, out of 387
medium and large-scale enterprises put up for sale in
the first three monthly auctions, only 102 were suc-
cessfully sold; sales below nominal value and total
bids worth less than 70 per cent of shares offered
led to the withdrawal of enterprises, under the cur-
rent framework. Privatisation of the companies from
the agribusiness sector is proceeding particularly
slowly, as these are subject to closed subscription

(in the sense that 51 per cent must be sold to
agricultural preducers).

Small-scale privatisation

Parliament adopted a Law on Privatisation of Small
State-owned Enterprises in March 1992. By end-
1994 only 7,967 of some 80,000 small enterprises
(less than 200 employees) were actually transferred
from state ownership into private hands, while
approximately half of all enterprises were held in col-
lective ownership through leases. The use of leasing
arrangements with buy-out rights, often extended to
employee collectives, has left many enterprises in an
intermediate state of privatisation.

Ukraine

In the early 1990s, several partial
reform programmes were adopted only
to be abandoned. Reforms during
1993 and early 1994 were gradual
and inconsistent. Since October 1994,
Ukraine has made headway with
macroeconomic stabilisation, price and
trade liberalisation, and has begun to
implement a new mass privatisation
programme.

0On 1 September 1995 many leases expired, requir-
ing the leaseholders to exercise their buy-out right if
they want to avoid the auctioning of the enterprises.

A decree issued in December 1994, provided mea-
sures to accelerate small-scale privatisation, includ-
ing the de facto liberalisation of local real estate mar-
kets, the application of competitive methods (tenders
and auctions), the curtailing of leasing arrangements,
and monetary incentives for state property fund
employees and local authorities. In 1995, 13,500
retail outlets are to be privatised. However, of the
9,647 small businesses scheduled for privatisation
in the first half of 1995, only 2,166 were actually
sold. There is strong regional variation, with small-
scale privatisation near-complete in Luhansk,
Mariupol, Zaporizhzhya, Khmelnitsky, Cherkasy and
Ushhorod.

Residential privatisations have proceeded rather
more successfully, with 28 per cent of Ukraine's
8.5 million flats privatised since 1993, although the
process has decelerated significantly in early 1995.

Privatisation in agriculture has been less successful.
The Land Code that was introduced in 1992 allows
private as well as state and cooperative ownership of
agricultural land. A decree of November 1994 intro-
duced private land ownership including the rights to
sell, lease or bequeath land to Ukrainian citizens,
subject to no changes in its usage. It also made it
possible for farmers to separate themselves from
collective farms by claiming their share in land and
fixed assets. However, until the decree is passed by
parliament, it is not effective. The development of the
agricultural land market and private farming are also
being constrained by a six-year moratorium on land
sales and by the failure to distribute identifiable land
shares to the state and collectives so that they can
be registered and mortgaged. Land tenure rights and
foreclosure procedures for land held as collateral are
still to be established. Although the share of state-
owned land had fallen to 35 per cent by early 1994,
three-quarters of all land is still managed by collec-
tive farms. By August 1995 around 12 per cent of
agricultural land was cultivated by families on

0.5ha household plots, and 33,000 private farmers
cultivated 2 per cent of agricultural land in

20ha farms. In July 1995 the government declared
that residents are now allowed to buy or lease land
plots for business activities, which have not been
designated for agricultural use. Land ownership will
not be limited and can be acquired with a privatised
object.

Property restitution

There has been no restitution for former owners of
nationalised property in Ukraine.

Growth of private enterprise

The strengthening of government controls in 1993,
coupled with confiscatory tax regulations, led to the
emergence of a large informal economy. As liberalisa-
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tion progresses and regulations become more trans-
parent, it is expected that these activities will inte-
grate gradually into the formal economy.

Enterprise restructuring

Virtually the entire formal economy remains highly
monopolised and exhibits a high degree of integra-
tion and concentration. Enterprise budget constraints
have remained soft because of budgetary subsidies
and directed credits from the banking system. The
first half of 1995 saw the closure of 15 coal mines
and the symbolic cutting off of gas supplies to 2,000
enterprises with payment arrears (for one day only).
A mechanism is being established to control the flow
of subsidies to large enterprises by making payments
conditional on specified targets on restructuring.
Financial discipline remains weak, however; the rise
in energy prices has led to significant increases in
domestic arrears. Since mid-1995, collection by gas
and electricity companies has improved as the cutoff
of supply to users in arrears has become a credible
threat.

The Law on Bankruptcy was adopted in May 1992.
There has been little enforcement thus far. A January
decree supports the creation of financiakindustrial
groups and could strengthen the cartelisation of
domestic industry, thus slowing restructuring.

Markets and trade

Price liberalisation

Until & comprehensive reform programme was intro-
duced in October 1994, price controls were perva-
sive throughout the whole economy and agriculture
was dominated hy the state procurement system.
Prices were set administratively for housing and
transport, goods of “social significance” and goods
produced in monopolistic sectors. In addition, profit
margins were subject to regulatory limits.

In October 1994 the majority of direct price controls,
most ceilings on profit margins as well as the
advance notification/approval of price increases in
goods of “social significance” and those produced by
monopolies were eliminated. Price adjustments led
to increases in energy prices, agricultural prices and
communal tariffs by factors of from three to seven.

A competitive wholesale market for electricity is to
operate from the fourth quarter of 1995; retail prices
are to be based on regulated mark-ups over costs.

Further price adjustments towards cost
recovery/border prices were made in December
1994, February 1995 and July 1995. Price controls
remain only for bread, public utilities, public trans-
portation, fuel for households and rents. Producer
price controls remain only for utilities (gas, electricity,
central heating, water supply and sewage), public
transport and rents.

Prices in the coal-mining sector were gradually
increased between October and December 1994 and
have reached world price levels (except for residential
use). Wholesale producer prices for crude oil and nat-
ural gas have reached 83 per cent of world market
prices, including a rent payment introduced by decree
in December 1994. A wholesale natural gas price of
US$ 80 was introduced in March 1995 for all indus-
trial consumers, which is equivalent to the price in
Germany. Residential consumer prices for natural gas
are at a level between 46 and 77 per cent of the
price level in Germany. Prices for housing and utilities
have been at 20 per cent of costs since July 1995
and are to rise to 60 per cent by year-end. Electricity
prices are above cost recovery levels for industrial
users and below cost recovery levels for residential
users,

Competition policy

The February 1992 Law on Limitation of Monopolistic
Activities provides the basic framewark for competi-
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tion policy and established the Anti-monopoly
Committee, the activities of which are further gov-
erned by the November 1993 Law on the Anti-monop-
oly Committee. According to the 1994 report of the
committee, 400 monopoly enterprises in 460
regional product markets were identified. The
Committee analysed some 5,000 cases, of which
31 per cent concerned abuse of market power,

37 per cent unfair trading practices, 27 per cent
discrimination of enterprises by authorities, and

5 per cent anti-competitive agreements.

According to antimonopoly regulations introduced in
November 1994, the approval of the Anti-monopoly
Committee is required for the creation, merger and
acquisition of enterprises if (1) the aggregate asset
value and sales volume exceeds US$ 2 million, if (2)
the aggregate share of a particular product market
held by the founders exceeds 35 per cent, or if (3) the
expected market share of the entity to be established
exceeds 35 per cent. These low threshold require-
ments will affect many newly-founded enterprises.

Trade liberalisation

A system of state contracts and barter arrangements
dominated exports and imports until the end of
1994, While virtually all exports were subject to
restrictive licensing, imports outside the trade order
system were relatively free of tariff and non-tariff
restrictions. In October 1994 the liberalisation of the
export sector was initiated by the abolition of quotas
and licensing requirements, except for grain, coal,
cast iron and metal scrap, In December 1994 these
were lifted on all products except grain; restrictions
on grain were phased out on 1 July 1895, but reintro-
duced on 17 August.

Export quotas only apply to goods subject to volun-
tary export restraints (VERs) under international
agreements. Export pre-registration is still required
for goods subject to VER agreements and foreign
anti-dumping actions; for the latter, indicative prices
are set by the government to avoid such actions.

State procurement has been significantly reduced
and is taking place at market prices; it is being
replaced with agricultural commodity exchanges,
which are starting to function. Import tariffs range
between 10 and 20 per cent and there are no quanti-
tative restraints on imports. In June 1995 an Interim
Agreement on trade was signed with the EU, which
represents the first step towards the entry into force
of the Partnership and Cooperation Agreement.
Currency convertibility and exchange rate
regime

In October 1994 the existing multiple exchange rates
were unified. The official exchange rate is now deter-
mined at the Ukrainian Interbank Currency Exchange;
trading has increased to five times a week and
access has been broadened. Banks are now free to
sell hard currency directly to their customers within
agreed margins of the official rate.

The government has postponed the phased introduc-
tion of a new currency, the hryvna, to 1996. As of

1 August 1995, the use of foreign currency for domes-
tic trade has been prohibited. In the same month, the
NBU also significantly liberalised the regulations gov-
erning the opening and operation of foreign currency
accounts by residents and non-residents in Ukraine.

Wage liberalisation

A wage tariff system is still in effect under which
wage coefficients for workers of different skills are
set on the basis of the minimum wage. Wage coeffi-
cients are negotiated between the Cabinet of
Ministers, the Ministry of Labour and the trade
unions in what is called the “General Tariff
Agreement”. In April 1995, the incomes policy
applied in 1994, which kept wage increases to

80 per cent of inflation, was dismantled by parlia-
ment. The government intends to reintroduce it in the
budgetary sphere in order to slow strong wage
growth,

Interest rate liberalisation

A large share of bank lending takes the form of state-
directed credits at heavily subsidised interest rates.
Since March 1295 real interest rates on credits as
well as on deposits have gradually become positive.

Financial institutions

Banking reform

Ukraine's financial system is still underdeveloped
and an effective regulatory system is only gradually
being developed. Like other countries of the former
Soviet Union, Ukraine adopted a two-tier banking sys-
tem in 1991. The banking system consists of the
National Bank of Ukraine, the five successor banks of
the Ukrainian branches of former state-owned spe-
cialised banks, and more than 200 smaller (often
undercapitalised) private commercial banks. The five
former state-owned specialised banks, two of which
remain state-owned and three of which are majority-
owned by state enterprises, account for 97 per cent
of all bank branches, 70 per cent of total bank
assets, and 63 per cent of all credits outstanding.

A decree of July 1995 intends to raise the govern-
ment's stake in the latter three to 35 per cent; this
will not involve any capital injection, but includes the
cancellation of loans extended to the government in
compensation for earlier undervaluation of former
state property among the banks’ assets. Credit to
the private sector is scarce as commercial banks
have become more risk-averse; the spreads among
lending and deposit rates are high and loans are
mainly shortterm.

Regulations and supervision have gradually
improved. A new minimum capital requirement of
ECU 3 million for new banks (ECU 5 million for minor-
ity foreign-owned banks and ECU 10 million for major-
ity foreign-owned banks) was introduced in January
1995; existing commercial banks have to raise their
capital to ECU 0.5 million by January 1996. The
authorities have also introduced prudential regula-
tions comprising a capital adequacy ratio, a loan clas-
sification scheme, exposure limits and shareholding
constraints. In addition, the inspection department of
the NBU and its 25 branch offices is being
enhanced. Statutory auditing requirements are being
upgraded. In April, a draft law on monetary policy was
submitted which reinforces the focus of the NBU's
mandate on price and monetary stability and bank
supervision.

Consolidation of the banking sector is accelerating.
As of May, 70 of the 226 commercial banks had capi-
tal below the required level, and the NBU was consid-
ering the revocation of 20 licences of banks with cap-
ital below ECU 0.2 million. In the first half of 1995,
the NBU liquidated 8 banks, and reorganised another
10; 85 banks not in compliance with prudential stan-
dards were under special control of the NBU.

Non-bank financial institutions

Non-bank financial institutions in Ukraine include
trust companies, investment funds, insurance com-
panies and, in recent months, credit unions and pen-
sion funds. There are around 600 insurance compa-
nies. 265 investment funds, investment companies
and trust funds have received licences from the
State Property Fund; over 500 capital market inter-
mediaries have been licensed by the Ministry of
Finance, with some overlap between these groups.
Funds must have a minimum capital of US$ 20,000.
80 per cent of privatisation certificates have been
bought by 30-40 investment trusts and funds.

A comprehensive regulatory framework is lacking;



activities are regulated by a February 1994 decree
“On Investment Funds and Investment Companies”
and an amending decree of March 1995, Present
supervisory functions are fragmented between vari-
ous government agencies. In an attempt to tighten
supervision, in August the State Property Fund
revoked the licences of 14 trust companies for viola-
tion of regulations.

Securities markets

The Law on Securities and Stock Exchange has been
in effect since January 1992. As of early 1995, there
were 91 exchanges operating in Ukraine, with an
average of 50 brokers each; 14 of these traded in
stocks, 4 in real estate, and the remainder in com-
modities, but trading was concentrated in Kiev.
Trading capacity in the stock market will need to be
expanded to deal with the expected large increase in
volumes that will accompany the mass privatisation
programme. Most trade still takes place in Kiev,
through an unregulated over-the-counter market. The
more regulated and centralised trading systems
include the Ukraine Stock Exchange, which was
established in 1991 and presently has 67 brokerage
houses registered as its members, and the “Central
Depository” system. Overall trading volumes are very
small, averaging only US$ 3,000 per day. No inde-
pendent and transparent share registration and
share custody system exists; minority shareholders’
rights are not protected. A June 1995 decree man-
dates the creation of the State Committee on the
securities market to provide regulatory oversight.
Since March 1995 several successful auctions for
3, 6 and 9-month treasury bills have been held. The
stock exchange also trades investment certificates of
investment funds.

Taxation

A number of new tax laws and decrees have been
introduced since independence in 1991. A decree
from December 1992 sets the rates for the two-
tiered value added tax at 22 per cent and

28 per cent, subsequently lowered to 20 per cent.
Another decree adopted the same day set excise
taxes on a string of goods at rates of 10-85 per cent.
The Law on Income Taxation of Enterprises and
Organisations (1992) provides for the taxation of
enterprise revenues at 35 per cent. The Decree on
Income Taxation of Individuals, effective since 1
January 1893, sets marginal rates at 10-50 per cent.
In January 1995 a new law replaced the previous

22 per cent tax on gross corporate income with a

30 per cent tax on net corporate income, (with a

45 per cent tax on intermediary and wholesale busi-
nesses and a 60 per cent rate on casinos and gam-
bling activities). In addition, the law eliminated the
five-year tax holiday for enterprises with foreign
investments registered after 1 January 1995. It
allows enterprises to apply accelerated rates of
depreciation to their fixed assets and to carry for-
ward their losses for a period of five years. The
recent application of VAT on imports is increasing the
tax burden due to the lack of deductibility on the sale
of final goods.

Social security

The Ukrainian social security system is still in large
part enterprise-based. The extrabudgetary funds in
the social sphere are financed by payroll taxes, with
employers paying 37 per cent of the wage bill for the
soclal and pension funds, and 12 per cent for the
Chernobyl and unemployment funds. Employees pay
1 per cent of their wage to the pension fund and

3 per cent to the Chernobyl fund. More than half of
the expenditures of the extrabudgetary funds are
funded from general taxation.

Enterprises

Size of the private sector

The genuine private sector is likely to account for
about 25-30 per cent of GDP. The non-state sector's
share of GDP was officially estimated at around

50 per cent of GDP at the beginning of 1995. The
non-state sector includes all companies that have
been corporatised, including those for which the state
retains majority ownership. (This is the main source
of difference between the GDP-share of the private
sector and the GDP-share of the non-state sector.)

Large-scale privatisation

Phase Il of the privatisation programme, launched in
early 1994, focuses on medium and large-scale
enterprises. In 1994, a total of 9,774 enterprises
were privatised including 2,884 medium and large-
scale companies. The previous practice of creating
closed joint-stock companies (with limited transfer-
ability of shares) has been replaced with corporatisa-
tion with tradable shares. Privatisation methods
have been diverse and include most importantly auc-
tions, direct sales, joint venture privatisations and
flotation on the stock exchange. The first auctions of
medium and large-scale enterprises took place in
March 1994, While carporatisation and allocation of
shares to employees is proceeding fast, involvement
of outside investors has been much slower than
planned.

A mass privatisation scheme using investment funds
is under way. Although the elaboration and adoption
of a fully fledged programme is being delayed, presi-
dential decrees providing for acceleration of privati-
sation and the creation of a network of private invest
ment funds were issued in mid-1995. The state is to
retain, for the time being, a majority interest in
strategic sectors, such as energy, fuel and gold min-
ing. The government is committed to limit the com-
bined share of state and insider ownership in non-
strategic enterprises to less than 50 per cent. The
1995 privatisation target is to sell 2,046 enterprises
- of these, 513 (including about 300 large ones) had
been privatised by the end of May. In addition, more
than 1,000 privatisation deals were effected outside
the centrally controlled system during this period.

Small-scale privatisation

Small-scale privatisation was initiated in late 1992
based on the laws of November 1991 on
Denationalisation and Privatisation and on Lease.
To date, over 47,000 small-scale businesses have
been privatised or leased, primarily to worker collec-
tives. Around 40 per cent of these were originally
(during Phase | of the programme, lasting until early
1994, privatised as closed companies (with non-trad-
able shares) and with 51 per cent of the shares
being retained by the government. Retail trade, con-
sumer services, public catering and local industry
privatisation is very advanced. Housing privatisation
is 96 per cent complete. Since January 1994 cash
auction has become the most common method of
small-scale privatisation. In early 1995 many previ-
ous restrictions on privatised companies were
removed.

Property restitution
There has been no property restitution for former
owners of nationalised property in Uzbekistan.

Growth of private enterprise

By early 1995 more than 20,000 private enterprises
had been registered. In addition there were 14,235
private farms which, together with household plots,
occupy 10-11 per cent of agricultural land.
Presidential decrees of January and July 1995 on pri-
vate entrepreneurship have loosened the registration
rules and eased the tax burden, Half of the privatisa-
tion income is earmarked for financial support of
small enterprises.

Uzbekistan

Transition to a market-based economy
started in 1992, with partial and
gradual reforms in 1992-93, accelerated
in 1994. A comprehensive programme
was adopted for 1995 and beyond, with
strong assistance from the international
Jinancial institutions.

Enterprise restructuring

Enterprise restructuring has been hindered by the
predominantly insider nature of the privatisation
process so far, and lack of political willingness to
allow widespread unemployment and bankruptcies.
State farms have been transformed into coopera-
tives or joint-stock companies without any major
impact on enterprise behaviour. The Law on
Bankruptcy was adopted In May 1994, No bank-
ruptcy cases have yet been initiated.

Markets and trade

Price liberalisation

The bulk of consumer prices were liberalised in
January 1992. This process was subsequently partly
reversed and a rationing system was introduced for a
wide range of goods. Since early 1994 liberalisation
has resumed. The state order system has been
phased out except for cotton and grain. The rem-
nants of the rationing system and profitability ceil-
ings were abolished in early 1995, and now apply
only to certain medicines and natural monopolies.
Prices that remain administered are being adjusted
to cost-recovery or world market levels. Qil and oil
product prices are to reach world-market level by late
1995,

Competition policy

The Law on Restrictions of Monopolistic Activities
was adopted in July 1992 and amended in March
1993. A new anti-monopoly law is expected to be
adopted by mid-1995. Monopolies are defined by the
draft law as enterprises (or specific products) with
market shares of more than 35 per cent, or those
that engage in certain specified activities. In late
1994, 611 enterprises and 1,534 products were
identified as monopolies at either the national or
regional levels. A Competition Agency monitors mar-
ket activity. A separate Office of Public Utility
Regulation is being established for the administra-
tion of utility prices.

Trade liberalisation

Following years of timid reform, foreign trade liberali-
sation started in earnest in early 1994. Customs
duties on all imports were suspended until mid-
1995 and the plan was to introduce uniform low-
level tariffs in the second half of 1995. By early
1995, the number of product categories subject to
export quotas and export licensing systems had
been reduced from 70 to 11. However, the list
includes cotton and gas, accounting for over half of
the country’s non-gold export. In 1994, a

15 per cent tax on foreign exchange proceeds was
eliminated and the surrender requirement was
increased to 30 per cent (to be surrendered at the
market exchange rate). Export taxes applied to 65
product groups and ranged from 5 per cent to

50 per cent in 1994, but both their scope and level
has been reduced in 1995. However, the bulk of
foreign trade is still channelled through state-owned
foreign trade companies and there are limits on
enterprise access to hard currency for the purchase
of imports.
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Currency convertibility and exchange rate
regime

A fully fledged national currency, the sum, was intro-
duced in mid-1994, The exchange rate was unified in
November 1994. Foreign currency auctions are now
accessible to all banks, and are held twice a week
(since April 1995). Private companies still have lim-
ited access to hard currency and rules for repatria-
tion of profits generated in local currency are non-
transparent. The government is committed to making
the sum convertible for current account purposes by
the end of 1995.

Wage liberalisation

Minimum wages and pensions are adjusted every
few months to keep pace with inflation. For 1995 a
tax-based income policy was adopted for state enter-
prises.

Interest rate liberalisation

During 1994-95 both deposit and lending rates were
raised sharply, with lending rates occasionally reaching
positive levels in real terms. A system of directed and
subsidised credits is still in place, although its scope
has been reduced sharply. Since March 1995 the
central bank refinance rate has been based on inter-
est rates observed in the interbank money market.

Financial institutions

Banking reform

A two-tier banking system was introduced in early
1988. There are about 35 commercial banks, includ-
ing three private banks and three joint-venture banks.
Seven foreign banks have offices in Uzbekistan but
no foreign bank has opened a branch there.
Corporate banking remains dominated by
Agroprombank and Promstroibank, while foreign
exchange transactions are channelled primarily
through the National Bank for Foreign Economic
Activity.

Prudential regulations, including capital adequacy
and provisioning rules and exposure limits, remain
loose compared with international standards.
Minimum capital requirements were raised in late
1994. A new draft banking law has been submitted
to the parliament. International audit of the largest
banks has started.

Non-bank financial institutions

One state-owned and several private insurance com-
panies, including a major joint venture, are active in
Uzbekistan. A few leasing companies have emerged
but there is no law on leasing. A wide range of invest
ment funds are being established. They are expected
to play a key role in further rounds of privatisation.

Securities markets and instruments

A law on Securities and the Stock Exchange was
adopted in September 1993. A Republican Stock
Exchange, a National Share Depository and a
National Investment Fund were created in 1994,
Currently 570 enterprises and banks are listed on
the stock exchange but market capitalisation
remains low. There are plans to issue government
bonds during the second half of 1995.

Fiscal and social safety net reform

Taxation

Key reform measure were undertaken in early 1992
with the replacement of the turnover tax by a VAT
(currently 18 per cent) and excise taxes and the
creation of legislative basis for the tax system.

Tax reform accelerated in 1995 with the change from
an enterprise income tax to a profit tax (with a maxi-
mum 38 per cent rate), the elimination of the

20 per cent tax on amortisation, a reduction in the
number of tax exemptions and an increase in prop-
erty and land tax rates.
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Social security

Pension expenditures accounted for about

10 per cent of GDP in 1994, In 1995 measures have
been taken to limit the entitlements of the less
vulnerable groups and in August 1995 a revised
system for adjustments of pensions was introduced.
The system of family allowances has been ratio-
nalised to a single benefit linked to the minimum
wage.
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Investing for growth

A primary objective of the economic reforms is to improve living
standards, of which income is a key component. Thus a sucecessful
transilion must generate the hasis for economic growth. There are
three “technical” prerequisites for sustained growth: economies
need to invest; the investment should be of good quality, i.e. effi-
cient in terms of cost and directed towards demand; and financing
it should be within a country’s long-term capabilities.] Investment
should be conceived broadly, encompassing additions to physical,
human, institutional and technological capital (see Box 3.1). In
addition, the political viability of, and social justification for,
growth in democracies calls for its [ruits to be widely spread,? and
any appraisal of the process of investment and growth should take
careful account of its effects on other (non-income) aspects of the

standard of living, particularly the environment and health.

During the economic transition, investment is important not only
to increase a nation’s capital stock, but also to deepen the restruc-
turing of enterprises and the economy as a whole. This is part of
the process of reorienting output, production processes and
methods of work. More than in other economic circumslances. in
transition economies the quality of investment should be the focus
of attention. The link between restructuring and investment is
central Lo the subject matter of this Transition Report. The present
chapter intends to place developments at the sectoral and enter-
prise level within the aggregale context.

How has aggregate investment fared so far during the transition? How
much investment is necessary to “catch up” with the Western market
economies, and how will it be financed? The available evidence
suggests that investment has fallen, but the levels of investment as a

share of GDP (the “investment rates”) are generally not low.

Box 3.1

Concepts of capital and investment

Physical investment

Most of the data to be assessed in this and
the following chapters relate to the simplest
type of investment represented by industrial
plant, machinery and structures. Capital goods
are not, however, confined to the industrial
sector but exist also in the service, household
and public sectors. The classification of
household expenditures between investment
(for example, buying a house or motor car) and
consumption (for example, buying a restaurant
meal) is not always simple. We normally think
of shoes and shirts as consumer goods but
they are as durable as some hand tools or
pieces of equipment. Some assets are referred
to as “social capital”, such as the housing
stock, roads, water facilities, power stations
and railways, whether these are privately or
publicly owned. It is helpful to distinguish them
from industrial equipment for three reasons:
they are complementary in use, they are
intimately related to public policy whether
through ownership or regulation, and they are
quantitatively at least as important in the
aggregate as industrial capital.

i

66 European Bank for Reconstruction and Development

These conditions are captured by the Harrod-Domar growth equation: g = s/v, where ‘g’ is
the growth rate, ‘s’ is the savings rate (including both domestic and foreign savings), ‘v’
stands for the incremental capital-output ratio (i.e. the investment needed to produce an
additional unit of output), and investment should be interpreted to include bath physical
and other types of capital (see Box 3.1). Thus the growth rate can be increased by
increasing the savings rate or decreasing the incremental capital-output ratio (increasing
the quality of investment). While Harrod's formulation came in the late 1930s it is at the
heart of much of modern growth theory, which shows that this argument applies even

Human capital

Households as well as state organisations are
involved in health and education expenditures
many of which can, at least in part, be regarded
as investments in the sense that they confer
benefits in subsequent periods. These
investments contribute to the stock of skills,
competencies and capacities of the labour
force, known as human capital. As in the case
of physical capital, the valuation of the stock
involves not only measuring current expenditure
but also depreciation (through retirement,
death, Incapacity) and obsolescence since
unimproved skills can become less valuable as
available technology advances.

Technological capital

We can also think of the stock of available
technological knowledge as constituting a form
of capital and of expenditure to enlarge it as a
form of investment. Economies not at the
forefront of technological progress can acquire
much useful knowledge relatively cheaply by
“Importing” it from abroad rather than by
undertaking original research to extend the
frontiers of knowledge. Importation may carry
the obligation to pay royalties to the foreign
supplier where the knowledge is protected by
intellectual property rights.

Some knowledge is only of use in conjunction
with particular pieces of equipment in which it
is said to be embodied. Disembodied techno-
logical advances enable previously installed
equipment and previously trained workers to
operate more effectively. Perhaps more
frequently, technological advances are
embodied and can only reduce production
costs if supplementary investment is also
made in particular forms of physical or human
capital. In a distorted and inefficient economy,
there are opportunities for better management
and organisation (management “technologies”)
to raise output or reduce the use of resources
quickly with only a modicum of investment, typ-
ically in human capital and consulting services.

Institutional capital

Throughout this Transition Report a central
theme is the importance for the transition of
the development of the key institutions of a
market economy: from effective and
responsible enterprises and entrepreneurship,
to legal frameworks and judicial institutions,
competition authorities and others. Building
these institutions — the essence of the
transition — takes time, legislative effort,
training and so on, all of which represents
investment in appropriate skills, attitudes and
habits as well as offices and equipment.

when account is taken of the limitations on the supply of labour. More recent
developments in “endogenous growth” theory show that long-run growth rates can also
be affected by the initial fevels of human, physical and technological capital when these
forms of capital generate positive external benefits. This last point may be relevant in
assessing growth prospects for transition economies (see Section 3.3).

2 Gross inequalities of income and wealth appear to constrain longer-term growth even in
authoritarian regimes. See, for instance, Dornbusch and Edwards (1991).



Investment began falling before reforms had started. Evidence and
data on investment are problematic, particularly in transition, where
both reality and statistical methods are in a state of flux. It appears,
however, that early-reforming countries have seen a more rapid stabil-

isation and in some cases a turnaround in investment activity,

Sustained high growth rates will be needed for convergence
towards Western standards of living, There is reason to helieve that
the transition economies will be able to tap substantial “produc-
livity reserves” in the form of under-utilised human capital, and
close a technology and management gap. This should make returns
to investment high and thus investment easier to [inance.
Nevertheless, for the growth process to be sustained, domestic
and, in particular, private savings will have to rise. External
financing is bound to represent a limited share of total investment
financing. However, external participation, through finance and
other channels, can play a crucial role in developing and
anchoring reforms and in transferring intangible forms of capital
from the West to castern Europe, the Baltics and the CIS. While
public savings should be encouraged, their role in investment
finance in the short to medium term will be constrained by other
transition-specific pressures on public finances (see Chapler 6 of
last year's EBRD Transition Report).

3.1 The investment and savings effort under

central planning3

Under the command system, output and investment decisions
were, in principle, taken by the planners on the basis of quantita-
tive largets. Consumption and savings were “residuals” which
were forced to adjust. Most savings Look place within the govern-
ment-enlerprise sector, through direet and indirect taxation and
retained earnings of enterprises. Savings were transferred between
enterprises to accord with investment plans through the national
budget. In market economies a much greater proportion of national
income accrues directly to households and, therefore, a larger
share of national savings is determined by and accumulated in the
household sector. The financial system plays the crucial role of

intermediating savings and investment,

Direct control of consumption and savings allowed the socialist
economies to sustain very high savings and investment rates hy
international standards.* Savings and investment in the countries
of eastern Europe. the Baltics and the CIS are estimated to have
been on average of the order of 32 per cent of GDP in the period
1977-88. This compares with a world average of about 24 per cent
of GDP and an average of 21 per cent in the advanced industrial
countlries over the same period. However, the efficiency of the
investment undertaken by socialist economies was low, hoth in
terms of cost and relationship with demand. Investments were

normally not made on the basis of profitability but determined by

#  This section draws partly on Temprano (1995).

3. Investing for growth

the objectives of the central plan. the hargaining power of the
different enterprises, and other non-market criteria, which also
failed to mitigate in the direction of quality.

The investment rate in the region began declining during the
1980s, that 1s, before the collapse of the communist regimes. Chart
3.1 shows falls of approximately 1.5 and 2.5 percentage points
between 1985 and 1989 in eastern Europe and in the former Soviet
Union, respectively.6 Among the possible explanations for this pre-
transition decline is the greater enterprise autonomy introduced by
perestroika in the former Soviet Union and under reform policies in
Hungary and Poland. This autonomy was oflen used to increase the
wage bill to the detriment of investment. There have also heen
arguments that the high cost of forced savings in terms of foregone
consumplion, together with the low returns as a result of investment
inefliciency, may have gradually raised pressure on politicians to

improve consumption possibilities.

3.2 Investment trends during the transition

For the region as a whole, the trend decline in investment rates
accelerated after the start of market-oriented reforms. As Chart 3.1
indicates, the average fixed investment/GDP ratio in the east
European economies is estimated to have declined from 21.6 per
cent in 1989 to 17.9 per cent in 1993. A similar but more
pronounced fall can be observed in the Baltics and the CIS (where
the ratio fell from 27.8 to 18.8 per cent of GDP).

Chart 3.1
Share of fixed investment in GDP. 1985-93
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Table 3.1. GDP weights from 1993.

4 Kornai (1992; pp.160-70) discusses the ideological, political and institutional motivations behind the high savings and investment rates that were observed in socialist countries.

5 Chapter 4, Section 4.1 provides evidence on the inefficiency of the capital stock accumulated under central planning, However, both investment and GDP growth were probably

overstated (see Annex 11.1).

6 The figure presents averages weighted with 1989 purchasing power parity GDP. The eight east European countries are Bulgaria, Croatia, Czech Republic, Hungary, Poland, Romania,
Slovak Republic and Slovenia; the average for the former Soviet Union is estimated on the basis of time series for Belarus, the three Baltic states, Kyrgyzstan, Russia and Ukraine.
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Tahle 3.1

Investment in national accounts statistics, 1985-94

Gross domestic investment including changes in stocks (current prices)

1985 1989 1990 1991 1992 1993 1994
Per cent of GDP

Albania 33 32 29 6 10 14 20
Armenia 28 39 32 32 26 14 =
Azerbaijan - 10 21 14, 9 - -
Belarus 21 30 27 30 32 37 -
Bulgaria 32 33 26 23 20 14 15
Croatia a7 43 Gt 26 30 6 =
Czech Republic 28 20 29 30 24 abyf 20
Estonia 33 83 30 LF 15 23 —
FYR Macedonia - - 32 e akik 10 18
Georgia 34 28 31 28 32 = —
Hungary 26 27 25 21 {115 20 21
Kazakstan 47 40 43 31 2 = B
Kyrgyzstan - g 27 25 53 29 21
Latvia 35 36 40 34 41 9 16
Lithuania 34 34 34 22 19 23 13
Moldova 30 31 26 31 65 7é =
Poland 28 39 26 20 15 15 19
Romania 33 27 30 28 32 30 =
Russia 33 34 30 39 35 26 25
Slovak Republic 32 30 33 35 27 27 AT
Slovenia 23 18 kL 115) 16 25 22
Tajikistan 30 28 16 15 34 = =
Turkmenistan® 42 25 25 54 42 = =
Ukraine 27 20 18 22 29 30 =
Uzbekistan 32 32 32 19 25 29 22
* Refers to ‘Accumulation’
Gross fixed investment (current prices)

1985 1989 1990 1991 1992 1993 1994

Per cent of GDP

Albania a2z 31 31 6 10 = —
Armenia - 16 11 4 - - =
Belarus - & 23 23 24 26 28
Bulgaria 26 26 24 18 16 12 18
Croatia 18 15 16 14 alil 15 -
Czech Republic 26 26 26 23 25 23 27
Estonia 30 29 24 22 22 23 -
FYR Macedonia — = ALTf 23 28 17 A7
Georgia - - 23 19 16 6 =
Hungary 23 22 19 19 20 18 20
Kyrgyzstan - - 23 17 15 12 3L
Latvia 32 32 23 6 it 14 16
Lithuania 82 32 29 19 13 24 20
Moldova 26 22 19 18 14 - =
Poland 21 16 24 20 17 16 16
Romania 30 30 20 14 17 16 =
Russia 30 32 29 25 20 ol 21
Slovak Republic 29 28 31, 28 22 27 26
Slovenia 23 18 18 19 18 19 21
Tajikistan 12 12 2f ¥ 5 = =
Ukraine 27 12 8 6 12 10 9
Uzbekistan - 31 31 12 7 -

Sources

National Statistical Institutes, IMF, OECD, PlanEcon, World Bank, EBRD estimates.
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Note

Pre-price liberalisation

Three countries are missing from the table due to insufficient information:
Azerbaijan, Kazakstan and Turkmenistan.

Post-price liberalisation



Data issues

Before turning to more detailed evidence, a word of caution is
warranted regarding investment data. As is well known, most data
series in the transition economies — and historical ones in partic-
ular — suffer from a substantial margin of error (see Annex 11.1).
Even more than price or output data, however, investment statistics
are hedevilled by problems of definition, accounting and coverage.”
As a resull, estimates from the same source can differ substantially
in repealed revisions, and cross-country comparisons should be
viewed with more than the usual degree of scepticism. As a general
rule, relative magnitudes (i.e. shares of GDP) and nominal data
tend Lo be more reliable than absolute and “real” data. Difficulties
with “real” data are due to, among other causes, the difficulty of
choosing the appropriate weights in an environment of rapidly
changing prices. Even relative magnitudes can present certain
puzzles, e.g. the low investment rate in fast-growing Poland
compared with the high recorded rate in Russia. While many of
these problems cannot be solved here, the data displayed in the
following tables reflect informed choices by the EBRD made on the

basis of various series available for cach country.

Reform and investment ratios

A closer look at the experience of individual countries shows
diversity which appears to be linked to the depth and speed of
reforms. Measured fixed investment fell sharply in virtually all
countries in the late 1980s and early 1990s, both in real terms and
as a share of GDP.8 There appears to be a link between this decline
and the process of liberalisation.

Table 3.2

3. Investing for growth

After an initial fall, the share of fixed investment in GDP stabilised
in countries that were liberalising comparatively slowly, and
turned around in many of the countries that were liberalising more
swiftly. The role of reform can be further assessed by analysing the
sequence of price liberalisation and changes in the (fixed) invest-
ment rate. Table 3.2 shows the association between changes in the
investment rate and the timing of the first significant steps in intro-
ducing market prices, as described in the transition indicators of
Chapter 2 (to distinguish the pre- and post-liberalisation periods
in Table 3.1, mildly and strongly shaded fields indicate that prices
have been partially and comprehensively liberalised, respec-
tively). An example may help in the interpretation of Table 3.2. In
Ukraine the investment share started to fall more than two years
before liberalisation (first row) and investment hegan to pick up in
the same year as liberalisation (first column). The evidence does
not allow unequivocal conclusions, but it does suggest that liberal-
isation had a positive effect on the investment rate. Two key

observations emerge from Table 3.2.

First, in no country did the investment share hegin to drop after
price liberalisation was initiated. The timing of price liberalisation
and investment decline coincided in four countries (see the fourth
row); in all others the first significant drop in the investment share
preceded price liberalisation. Second, in many cases, including all
of the fast-reforming countries, the investment share began to
stabilise or to rise contemporaneously with or within a year from

price liberalisation.

Sequence of price liberalisation and changes in the share of fixed investment in GDP

Investment share picks up/stabilises (after)

Same year 1 year 2 years > 2 years Continues to
fall throughout
period covered

> 2 years Ukraine - - - Armenia, Georgia,
Moldova, Tajikistan
2 years | Latvia Estonia - Kyrgyzstan -
Investment
share drops 1 year Albania, Poland Lithuania, - Bulgaria, Uzbekistan
(years before Romania, Russia Croatia
liberalisation)
Same year Slovenia Hungary, Slovak Republic = =
(no change) Czech Republic
na Belarus FYR Macedonia = = =

Note

Based on Table 3.1. Three countries are missing from the table due to insufficient information: Azerbaijan, Kazakstan and Turkmenistan.

7 Definitions of what constitutes an investment appear to differ across countries, in particular regarding the borderlines between capital alteration and maintenance, work in progress and
investment, and valuation changes on existing assets. For instance, it appears that in certain countries of the former Soviet Union the revaluation of assets that became necessary
because of inflation was partially accounted for as “investment”. Accounting problems in an inflationary environment affect estimates of inventories and depreciation. And coverage

problems can be severe, especially in estimates of private sector investment activity.

& An exception appears to be Belarus, where broad-based reform has not vet proceeded very far.
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The cumulative fall in the investment rate is less severe in countries
that have liberalised comparatively rapidly, and the subsequent
recovery is stronger, As shown in Table 3.3, countries that were at an
advanced stage of transition in mid-1994 experienced on average a
fall of 3.4 percentage points in their investment/GDP ratio between
1989 and the trough. The average recovery from the investment
trough represented almost two-thirds of the previous fall by 1994.
For countries that were at an intermediate stage of transition, these
figures were 16 per cent and a quarter, respectively, while in coun-
tries at earlier stages of transition the fall represented 14 percentage

paints and recovery has not yet been reported.

Table 3.3
Variations in the ratio of fixed investment to GDP
Cumulative Recovery by Recovery
drop latest available ratio
after 1989 date
B B (1) (2) (2)/(1)
Percentage points Fraction
Advanced transition stage as of mid-1994
Croatia -4 4 1.00
Czech Republic -3 4 1.33
Estonia -7 1 0.14
Hungary -4 2 0.50
Poland 0 0] 0.00
Slovak Republic -6 4 0.67
Slovenia 0 3 -
Average -3.4 2.6 0.61
Middle transition stage as of mid-1994
Albania 21 - =]
Bulgaria -14 6 0.43
FYR Macedonia - 4] -
Kyrgyzstan 11 1 .08
Latvia -26 10 0.38
Lithuania -19 i 0.37
Moldova -8 = -
Romania -16 2 0.13
Russia 12 1 0.08
Average -15.8 3.9 0.25
Early transition stage as of mid-1994
Armenia -12 - -
Belarus 0 5 =
Georgia i = =
Tajikistan 14 = -
Ukraine -5 3 -
Uzbekistan 24 - -
Average -12.0 = -
Source
Table 3.1.
Note

The transition stage reflects the average of six scores of progress in reform, as set
out in the Transition Report, 1994, Table 2.1. Advanced, middle and early transition
countries are those whose average score fell in the range 3.0-3.5, 2.0-2.9 and
1.0-1.9 respectively.

w©

extremely low in the last available estimates.

In spite of the initial declines. Table 3.4 shows that fixed invest-
menl shares remain at fairly high levels when compared with the
OECD average (which was 20.6 per cent in 1994). One interpreta-
tion could be that the adjustment or market “correction” from the
situation of forced savings under central planning has been estab-
lished fairly quickly, and we may now be ohserving longer-run
investment rates. However, most of the countries for which no
recent information on the fixed investment rate is available are
likely to be in the “below 15 per cent” category.” Mareover, the
data limitations described earlier should invite some scepticism,
in particular regarding countries of the CIS. For instance. the
continued high measured investment levels in Belarus and Russia

have not been reflected in economic growth.

Some briefl comments, and caveats, are necessary on changes in
stocks; and by extension on the aggregate “domestic investment”
series in Table 3.1 (which represents the sum of changes in stocks
and fixed investment). Since changes in stocks are subject to
serious revaluation difficulties during periods of high inflation and
other measurement problems, not too much should be read into
available estimates of their evolution over time.10 Nevertheless,
there is clearly a pattern of substantial stockbuilding in the early
years of liberalisation in all countries (linked no doubt to the fall
in aggregate demand), and of subsequent reductions in stocks.
Stocks and fixed investment appear to go through opposite
motions, which accords well with aggregate demand based invest-
ment theories: when fixed investment falls, stocks rise, and vice
versa, except in Poland, the Slovak Republic and Slovenia, where

the two variables have at times moved in the same direction.

Table 3.4
Fixed investment/GDP in 1993-94 (where available)

Georgia, Kyrgyzstan, Ukraine

< 15 per cent
15-20 per cent Bulgaria, Croatia, FYR Macedonia, Hungary,
Latvia, Poland, Romania

> 20 per cent Belarus, Czech Republic, Estonia, Lithuania,
Russia, Slovak Republic, Slovenia

Source
Table 3.1.

These countries include Albania, Armenia, Azerbaijan, Kazakstan, Moldova, Tajikistan, Turkmenistan and Uzbekistan. In all of these except Turkmenistan, investment rates in GDP were

10 Typically, stockbuilding in OECD countries represents less than 1 per cent of GDP. In many transition economies, it is reported to have reached up to half of GDP in certain years.
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Aggregate output and investment

Does the GDP-collapse explain the fall in investment rates? We have
seen measured output fall by about 15 per cent in eastern Europe and
by about 50 per cent in the Baltics and the CIS, and a fall in invest-
ment that was proportionately greater; the points in Chart 3.2 all lie
below the 45° line. As is well known, causality hetween aggregate
investment and output can go either way. and they can hoth be driven
by common third factors, Thus, an “autonomous” fall in investment
(for instance as a result of uncertainty or a cutback in public invest-
ment) reduces aggregate demand and therefore GDP. Low capacity
utilisation due to an economic downturn may discourage investment.
And impaired coordination of business decisions following the demise
of central planning, in the absence initially of functioning markets,

can affect bath production and investment independently.

The evidence on the relation between GDP and investment is incon-
clusive and illustrates some of the limitations of the “aggregate
approach” in analysing the transition. The sequence of events allows
a simple although rough assessment of causality. In the absence of
foresight, changes in the “causing” variable would be expected to
precede those in the other variable. Table 3.5 classifies countries
according to how variations in GDP and in the investment-to-GDP
ratio followed each other in time. Along the rows, the classification
reflects the sequence during the initial (significant) fall in both
series in the early 1990s, whereas the columns record the events
during recovery (if any). Thus, for example, in Lithuania the initial
investment decline lagged behind the output fall (first row) but the

investmenl rate led in the recovery (second column).

Although the available annual data do not allow a very discrimi-
naling analysis, they show a surprising diversity of experiences
both during the initial fall and during the recovery. The table never-
theless yields one very important observation: in no country has

growth led the investment rate during the recovery. Investment is

Table 3.5

3. Investing for growth

Chart 3.2

Change in GDP and gross domestic investment
23 countries (1989-94)

Percentage decline in GDP
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Source
Table 3.1 and Annex 11.1 (Table on GDP growth).

much more likely to serve as a motor for output recovery than vice
versa. This emphasises the importance of policies designed to facil-
ilale investment in a strategy to deliver growth in the transition
economies. Recall also that investment rates remained moderately
high in most of the region. This suggests that investment during the

economic transition is driven more by sectoral reallocation

Change in the fixed investment ratio in relation to GDP growth

Sequence during recovery

The investment is contem- is counter- no recovery
ratio... lags leads poraneous cyclical is constant or no data
lags - Albania, Bulgaria, Belarus Romania, Georgia
Lithuania Czech Republic Russia
leads - Latvia - - - Armenia,
Moldova,
Sequence Tajikistan
during the
initial fall is contemporaneous - Croatia Estonia, FYR Macedonia Hungary Kyrgyzstan,
Slovenia Ukraine,
Uzbekistan
is counter-cyclical - - - Poland = =
is constant - - - Slovak Republic - -
Source

Table 3.1 and Annex 11.1 (Table on GDP growth). Three countries are missing fram the table due to insufficient information: Azerbaijan, Kazakstan and Turkmenistan.
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Table 3.6
Investment by ownership

1989 1990 1991 1992 1993 1994

Per cent of GDP

Bulgaria
Domestic investment 329 25.6 226 19.9 14.2 14.6
Private investment 1.5 0.9 0.6 0.4 o1 X -
State-sector investment 314 24.7 22.0 19.5 11.0 -
Government (budget) 6.9 3.1 2.0 27 1.9 L7
Non-governmentl 24,5 21.6 20.0 16.8 9.1 -
Czech Republic
Domestic investment 26.8 28.6 29.9 24.0 170 20.4
Private investment 1.1 1.5 2.8 233 4.1 =
State-sector investment 25.7 271 27 20.7 12.9 -
Government (budget) 6.2 6.1 5.6 6.5 4.2 4.9
Non-government® 19.5 21.0 218 14.2 8.7 -
Estonia
Domestic investment 32.7 30.2 151 15.4 22.8 -
Private investment - - - 1.4 1.6 -
State-sector investment = = - 14.0 20,2 =
Government (budget) - - 31 1.3 241 2.0
Non-government! - - - 12.7 19.1 -
Latvia
Domestic investment 36.6 40.1 33.7 41.2 9.2 15.9
Private investment = 0.7 0.6 23 g 2=
State-sector investment - 394 331 39.0 7.9 -
Government (budget) - - - 1.5 il 2.0
Non-government?! = i = 375 6.8 -
Lithuania
Domestic investment 34.1 34.3 22.2 18.1 220 13.0
Private investment 6.6 7.0 5.4 5.4 8.3 5.2
State-sector investment 278 27.3 16.8 12.7 14.3 7.8
Government (budget) - 7.4 7.7 4.7 4.0 1.6
Non-government? =] 19.9 9.1 8.0 10.3 6.2
Romania
Domestic investment 26.8 30.2 28.0 32.3 28 o]
Private investment - - - 2.6 4.7 -
State-sector investment = = - 29.3 25.1 -
Government (budget) — T 6.0 5.8 4.3 LEET
Non-government?! - - - 235 20.8 -
Russia
Domestic investment 33.8 361 39.1. 35.4 25.8 25.0
Private investment - - 0.3 0.4 0.9 -
State-sector investment - e 38.8 35.0 24.9 ~
Government (budget) = = = 4.5 4.0 3.8
Non-government? - - - 30.5 20.9 -

Source
National Statistical Offices, Tempranc (1995).

1 Derived as public investment minus government investment.
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considerations rather than by ageregate supply and demand. These
determinants of investment, and the central role investment plays

in the reallocation process, are discussed in the next chapter.

Public and private investment

Table 3.6 provides some evidence of a shift from public to private
decision-making over investment — while aggregate investment falls,
private investment rises moderately in most of the countries covered.
As was lo be expected, the timing of the shift is closely related to the
privalisation process in each country.!! Survey data in Poland
provide a detailed picture of enterprise investment that underlines
how important the new private sector can be in leading the invest-
ment dynamics.12 In 1993, these data show, the investmeni-
to-sales-ratio of new private firms was more than twice as high (5.8
per cenl against 2.2 per cent) as for corporatised state enterprises,
with privatised firms (4.4 per cent) and traditional stale enterprises
(2.5 per cent) in between. However, where privatisation leaves enter-
prises under weak or inappropriate governance — for instance as a
result of insider control or dispersed outside ownership — investment
may be delayed. The same effect can arise from delayed privatisa-
tion. As underlined in Chapter 8, privatisation in itself is often
insufficient lo generate the governance and motivations that induce
investment, at least in the short run. As management and governance
in privatised firms improve and respond to new circumstances with
effective restructuring, investment will recover and indeed will play a

crucial role in the restructuring process.

Another cause of the switch in the pattern of investment from public
to private has been the relative decline in public (budgetary) invest-
ment, which has been cut back — often more than proportionately —in
line with the collapse of budgetary revenues that has been witnessed
in many countries.13 Despite this decline, public investment/GDP
ralios remain on average at approximately the levels normally seen in
industrial countries. Thus, for those countries for which a basic
sectoral breakdown of investment is available, the average govern-
ment investment/GDP ratio was 3.6 per cent in 1993, exactly the

same as the average ratio in OECD countries in thal year.!4

This similarity in public investment shares may be a worrying rather
than an encouraging sign. The appropriate level of public investment
may well be higher during the transition than in other circumstances.
This is because there are crucial infrastructure demands to sustain
the growth of the private sector during the transition. As discussed in
Chapter 6, infrastructure plays, through complementarities and

forward linkages, a vital role in supporting and stimulating private

1 Again, it is important to stress problems of data quality, which are compounded here by
classification problems. Time series may correctly reflect trends, but some of the
movements in the data may also reflect changes in statistical methodologies that allow
a more accurate estimate of small private activity and housing investments. The
increase in the private investment shares in Bulgaria and Romania in 1893 is partly
explained by such factors.

iz Belka et al. (1994).

13 Two warnings must be given on the reliability of the data on public investment
presented in Table 3.6. For the pretransition period and for several countries, the
government investment statistics shown may include investment actually undertaken
not by the state but by state enterprises, which would exaggerate the downward
tendency in public investment recorded since 1989. Second, in several countries public
investment is overstated (both in the pretransition and the post-transition figures)
because the data also include capital transfers from the state.

3. Investing for growth

sector investments. These benefits cannol always be captured
through fees or tariffs. It is important to emphasise, however, that in

both the operation and funding of infrastructure there is an often

unexploited potential for private sector involvement, which is partic-

ularly valuable in the presence of severe hudgetary constraints.

Support for infrastructure, including the promotion of commercial
operations and private sector provision, will remain a central activity
for the international financial institutions. It accounts for around one-
third of the EBRD stock of projects. The countries of the region will
continue to require support in this area for a considerable period,
given budgetary pressures. the damaging and dangerous environ-
mental legacy of the old regime, the scale of the challenge to provide
infrastructural support for a developed market economy, and the
“newness” of the issues involved in establishing a commercial basis
for infrastructure activity.!> While the main focus of this year’s
Transition Report is the private enterprise and privale investment,
this does not imply any lack of emphasis on the importance of infra-
structure investment in taking the transition forward. Indeed the
private investment necessary lo transform the economies and estab-
lish growth will not he able to flourish without it. The issue will

reappear at many points throughout this Report.

3.3 The possibilities and requirements for growth

How much investment is “needed”? Should investment rise
substantially beyond current levels in the transition economies?
Though often asked, these are social planners’ questions. In a
market environment, the focus should be on what makes investing
attractive, how constraints on investment can be relaxed, what
kinds of investments can lead the processes of transition and

growth and how they can be stimulated.

Nevertheless, simple relationships between aggregale investment
and growth can be instructive to illustrate the magnitude of the
challenge and to guide further analysis. The rate of growth of GDP
can be described as the ratio between the investment share in
GDP and the incremental capital-output ratio (ICOR).10
Developing countries with per-capita incomes in the same range as
the former centrally planned economies and low population growth
had, on average, an ICOR of around 5 in the period 1974-89.17
Under these conditions, sustained growth of 4 per cent a year
would require the transition economies to invest 20 per cent of
their GDP. “Catching up” with income levels in OECD countries
within a generation would call for substantial sacrifices indeed.

Assuming that current average income in the transition economies

14 Temprano (1995) p.10.

15 A valuable discussion of these issues is to be found in the World Bank’s 1994
World Development Report.

16 An ICOR of “5”, for instance, implies that five ECU have to be invested to yield one ECU
of annual GDP. All productivity growth is implicitly ascribed to capital. The growth process
in this illustration is described by the Harrod-Domar equation (see footnote 1 above),
after substituting the investment rate for the savings rate.

17 This refers to 20 developing countries with annual income levels of US$ 2,000-6,000
per capita in 1974 and a rate of population growth of less than 2 per cent. Average
GDP growth of this group over the 1974-89 period was 4.0 per cent, while the
investment-to-GDP-ratio averaged 21.1 per cent (Summers and Heston (1993).

European Bank for Reconstruction and Development 73



Transition report

represents one-fifth of the OECD average (in purchasing power
parity terms), and that OECD countries grow by 2 per cent a year,
investment rates of 36 per cent (growth of 7.2 per cent) would be
needed over a period of 30 years to draw even.18 A closer look at
the sources of medium-term productivity growth, however,
suggests thal this scenario is overly pessimistic. There are various
reasons Lo believe that the ICOR is (or will be) lower in the transi-

tion economies than in middle-income developing countries.

Part of the scope for productivity increases is independent of
capital investment. After an initial fall at the beginning of reforms,
measured labour productivity rose strongly in many transition
economies (see Chapter 11 for discussion). In the east European
countries for which data are available, the continuing fall in aggre-
gale employment while production stabilised around 1993-94
suggests that part of the productivity increase was due to the redun-
dancy of previously “hoarded”, unproductive labour. In some
countries, such as Poland, labour productivity in manufacturing
continued Lo grow at a fast pace even after employment levels
began to stabilise, in spite of relatively low recorded levels of
investment. This reflects in part greater production efficiency as a
result of improved work incentives, better management, production
logistics, etc. — all of which were neglected under central planning,
Continued progress during the restructuring process toward
Western levels of management quality and incentives can boost

productivity growth rales for some Lime to come.

There is also considerable scope in the transition economies for
investment-related (“embodied™) productivity gains, which should
reduce the ICOR in these countries. These issues are discussed in
more detail in Chapter 4. Since technology lags behind Western
countries in many sectors — and is now often commercially avail-
able to companies in the region — substitution of new processes or
products for technologically obsolete old ones will allow produc-
livity to rise even when only replacement investment takes place.
Furthermore, the process of structural change has caused capital
scarcity in high value-added sectars, and investment in these can
have a high yield and thus, taken together, a substantial effect on
growth.

Most importantly, however, the transition economies are endowed
with levels of human and social capital that far exceed the norm in
their income category (see Table 2.2 for evidence on social indica-
tors. including health and education). The mismatch between these
assets and the low-value stock of physical capital represents a
productivity reserve that can be tapped by new investment of the
right quality. New investment can potentially generate higher value
added than in most developing countries because the skilled opera-
tors and engineers are there to make it work (often with limited
retraining investment). Since much human and social capital is
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currently “structurally unemployed™ as a result of economic dislo-

cation, this value added represents a net gain 1o lhese economies.
In the longer term, the human capital is a source of technical

progress and can thus contribulte to ongoing productivity gains.

All these factors should make it possible for transition economies
to grow faster than OECD countries in the medium term, even in
the absence of very high investment rates. and therefore contribute
to some convergence of living standards toward the levels in the
West. The human capital “reserve” should also enable produc-
tivity growth beyond the levels that characterise most developing

countries.

However, the legacy of the old regime has left ohstacles to growth,
as well as opportunities for it. The eredibility of institutions and
reliability of commitments, which have characterised the East
Asian experience, will take time to achieve in the transition
economies. Both macroeconomic stability and institutional devel-
opment help explain the variation in foreign investment per capita
among transition countries and between them and East Asia.
including China.!% Transition has also reduced the effectiveness of
government in many countries and constrained its budgetary lati-
tude; the state’s ability to actively promote growth is seriously
impeded. Another important factor is that investment and savings
rales, though not low in the transition economies, tend nevertheless
to lag far behind those of the Asian economies. New or improved
financial institutions leading to a better mobilisation and chan-
nelling of savings should clearly improve the medium-term growth

performance of transition countries.

This discussion suggests that il is reasonable to expect medium-
term growth rates above OECD and LDC levels, but still lower than
the double-digit performance of the East Asian tigers, in those tran-
sition economies that will have completed the necessary

macroeconomic and institutional reforms.

3.4 Savings

Despite the potential for large productivity increases, growth and
eventual convergence with the Western market economies will
require substantial amounts of new investment. A significant
invesiment effort in economies of this size will have to be financed
primarily by domestic savings. Investment finance is the topic of
Chapter 5. but some considerations regarding the likely develop-

ment of savings should be useful here.20

Current rates of savings in transition economies reflect to a consid-
erable extent the recession and the initial difficulties linked to the
process of systemic transformation. As transition economies grad-
ually strengthen and restructuring in the enterprise and financial
sectors proceeds, domeslic savings rates should increase. This is
particularly clear in the case of corporate savings, since enterprise

profitabilily is likely to improve quickly with the resumption of

18 According to the World Bank Attas methadology, the average GNP per capita in 1993 was US$ 4.381 (in purchasing power parity terms} in the 25 transition economies of eastern
Europe and the former Soviet Union, while it was US$ 19,636 in the OECD countries, In addition, this calculation assumes no population growth in both OECD and transition countries.

19 See also Chapter 4 for a discussion of investor uncertainty and FDI.

20 The following draws partly on Temprano (1995).
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growth.2! Economie recovery and continued progress in structural
reforms is likely Lo increase public savings, both by increasing
revenues and by reducing unemployment benefits and (explicit
and implicit) subsidies to loss-making enterprises and hanks. The
impact of economic growth on the savings rate of households is
less clear. The positive influence of economic expansion and struc-
tural reform on public and household savings may be at least
partially offsel by adverse demographic developments unless
governments in the transition economies move fast to reform their
pension systems. In the short and medium run, therefore, the bulk
of the rise in savings necessary lo finance higher investment is
likely to come from increased corporate savings. Indeed, as in
most of the successful economies, much of the new investments
undertaken hy private enterprises will be directly financed with

retained profits (see Chapter 4).

This should, however, not be laken to imply that foreign capital
will not play an important role in the financing of investment
growth in transition economies.22 According to the forecasts for the
region as a whole contained in the IMF World Economic Outlook of
May 1995, the negative gap between average domestic savings and
investment rates Lo be covered by foreign savings is projected to
increase to 6 per cent of GDP by 1996, up from 3.8 per cent in
1994. This is the result in almost equal parts of both a projected
rise in investment rates and a continuing decline in domestic

savings rates.

When it comes in the form of foreign direct investment, external
capital can provide services that extend beyond financing to
management abilities, marketing networks and technology. Such
“packages”, which cannot always be “unbundled” for selective
import, can be particularly useful during the transition hath
directly by modernising parts of the economy and indirectly by
providing demonstration effects and other external benefits.

Official foreign capital flows, lastly, will continue to play a key role
in the transition economies. Conditional official assistance linked
to sensible reform programmes not only contributes to cover the
gap between domestic savings and investment but also acts as a
calalyst for domestic and foreign investment by reducing uncer-
tainty and increasing the chances that the reforms will succeed. As
systemic transformation proceeds, those countries with a stable
macroeconomic framework should he able to increasingly rely (as
some are already doing) on private capital inflows to cover the

current account gap and any debt repayments.

21 Domestic savings represent the aggregate of household, corporate and public sector
savings. These different sources of savings are interdependent: for instance, public and
corporate savings interact through taxes, public and household savings through the
pensions system, and corporate and household savings through the intermediary of
capital markets.

22 Note, however, that the growth contribution of foreign capital is smaller in terms of GNP
than GDP. the difference being dividends and interest payments accruing to foreigners
for the capital services rendered. Foreign and domestic savings as sources of
investment finance are thus not equivalent.

3. Investing for growth

3.5 Concluding remarks

The picture that emerges from this chapter is that, after a decline
reflecting as much the artificially high starting point as the tempo-
rary dislocations of reform, the prospects for investment in the
transition economies are bright. Fast reform is a condition for
dynamic investment, not a brake on it. Aggregate developments do

1

not reveal much about the underlying “story”, which is structural
in nature. Our oplimism regarding future investment and medium-
term growth in the transition economies reflects in part the
existence of productivity reserves — such as a large endowment of
human capital — that can be tapped by profit-oriented investors.
These will he discussed in greater detail in the next chapter.
Effective governance in enterprises will be needed Lo align the
incentives of managers with the long-term commercial interesls of
their firms and to induce high-quality investments (see Chapter 8).
Government has an important role to play in facilitaling invest-
ment, by reducing uncertainty, providing the framework for
market-hased contracts and complementing private investment
with the necessary infrastructure. The chapters in Part IT of this
Report highlight different aspects of the role of governments.
Lastly, domestic savings will be the primary source of finance for
the investment effort and there is reason to believe that it will pick
up gradually as a result of economic recovery and the strength-
ening of domestic financial intermediation (Chapters 5 and 10).
External finance can complement domestic savings, but it can be
particularly valuable by enhancing the quality of investments and

the investment process.
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Determinants of investment

in the transition

Economic transition is about change: in the way decisions are
made, in the institutions that underlie economic relationships, in
the organisation of enterprises, and in the composition of produc-
tion and consumption. Transition economies are marked by an
exceplional range of assets — human, physical and institutional —
requiring the radical overhaul for which investment is essential.
The focus of this chapter, in contrast with the more aggregate
approach of the preceding chapter and the financial emphasis of
the next chapter, is on the sectoral and technological aspects of

change and investment during the transition.

In transition economies, the process of investment is not merely a
question of accumulating a little more, or more sophisticated,
equipment. The distortions of the old regime prevented capital and
other resources being used in the way in which they might most
fruitfully have satisfied wants. Many of the distortions have been
eliminated by liberalising prices and trade and by abandoning
controls. Prices, costs and returns now guide most investment deci-
sions. However, investment during the transition differs from
investmenl in other circumstances because of its importance in
facilitating the reallocation (or rededication) of existing human and
malerial capital from lower to higher value uses while adapting the
structure of the capital stock to that required by the market.

During the transition process, many investments should offer a high
return as exisling assets represent sunk costs! and their use may
often be upgraded with only minor additional expense. However, the
reallocation of resources may encounter abstacles or bottlenecks,
including a high level of uncertainty over policies and prices and
underdeveloped financial systems which may prevent available
funds from flowing to their most productive uses. Since change in
the transition is all pervasive, the ability of the “invigible hand” to
facilitate and coordinate investment decisions is severely tested,
well before the markets themselves have fully matured. Government
policy would be similarly strained in attempting to steer these devel-
opments. Its first priorities must e in providing the predictable
macroeconomic, regulatory and institutional framework needed for
investment to respond to the existing opportunities.

In this chapter, we focus on what is “different” about investment
during the economic transition. After briefly discussing the nature
of the capital stock inherited from the period of central planning
(Section 4.1), we analyse the decline in its value as a resull of
reform (Section 4.2). This capital loss, and its structure, explain the
potential for high-yielding investment as a result of scareity and
complementarities with existing assets. Together with a review of

developments in the structure of investment, these arguments are
developed in Section 4.3. A discussion of constraints on the
response of investment to these “fundamentals” follows in Section
4.4, focusing particularly on the role of uncertainty, and a brief
discussion of policy implications concludes (Section 4.5).

Because of data restrictions, most of the evidence and analyses
refer to investment in physical capital. For the same reason, and
because much of the “story” hehind investment during the transi-
tion is hard to measure, there will be a focus on principles and
examples rather than more detailed quantitative analysis.

4.1 The inherited capital stock

The capital stock that the transition economies inherited was
accumulated under central planning, a product of what Kornai
describes as “the age of forced growth”.2 Among the characteris-
tics of that age were: (i) that consumers had little voice in
determining overall investment rates in a system primarily
controlled by agents whose interests or inclinations lay in expan-
sion; (i) that, therefore, investment priorities were geared heavily
towards investment and producer goods; and (iii) thal incentives
were not linked to efficiency, with prices, costs and economic
returns playing only a minor role in guiding the structure and tech-

nology of the capital stock.

As aresult of the first of these characteristics, investment rates as a
share of national income were consistently and impressively high,
while consumption was suppressed — this was discussed in Chapter
3. As aresult of the second, a capital stock was built up over time
whose sectoral and technological structure was far removed from
that generated in market economies. The third characteristic
accounts for an extremely low efficiency of capital in generating
value added (even if valued at the distorted prices of the old system).
A particularly stark example of inefficiency are the energy coeffi-
cients in GDP. Compared with the OECD area, the energy intensity
of GDP in 1992 was about four times higher in the east European
countries, and more than six times higher in many countries of the
former Soviet Union (see Table 4.1).3 While the command system
was wasteful of all resources, its lack of attention to prices and
opportunity cost made it especially wasteful of resources in which it
was parlicularly well endowed. It is in this sense an unfortunate
accident of history that some of the command economies were also
those with very large resources of oil, gas and coal.

Chart 4.1 plots investment shares in GDP against GDP growth rates
of six centrally planned economies (CPEs) from 1974 to 1989, as

1 “Sunkness” refers to the fact that these funds cannot simply be converted into another form of asset (e.g. into money) or adapted for a different use without additional investment.
Reform can lead to a total loss of value of assets in their previous application; because of sunkness, their opportunity cost then falls to zero.

2 Kornai (1992), p. 197.

3 Industrial and geographical structure as well as climate may explain a minor part of the variation.
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Chart 4.1 Table 4.1
Growth and investment in middle income countries and centrally planned Energy intensities in eastern Europe and the former
economies, 1974-89 Soviet Union, 1992
8% TPES1/GDP ratios TPES!
Réfarenice: - n (tonnes oil per capita
7% 4 1 CSFR Other middle ™ equivalent per (tonnes oil
2 East Germany income countries US$ 000) equivalent)
6% 1 3 Yugoslavia
4 Hungary Centrally planned Eastern Europe? 1.49 2.56
5% 4 5poland economies Bulgaria 1.62 2.14
4% 6 USSR Croatia na 1.29
Czech Republic 1.70 4.17
3% Hungary 0.82 2.47
2% Poland 1.24 2.43
] Romania 1.72 1.86
s -
4 Slovak Republic 1.85 3.55
0% i T T — T T T ! Slovenia na 2.82
0% 5% 10% 15% 20% 25% 30% 35% 40%
Former Soviet Union? 2.78 4.79
Average investment share in GDP Azerbaijan 4.33 3.69
5 Belarus 1,29 3.76
ource "
Summers and Heston (1993). Estonia 170 4.74
Kazakstan 3.44 5.74
Note .
Countries in the sample have the following characteristics: Russia 2.69 7.24
1. GDP per capita in 1974 — US$ 2,000-6,000 Turkmenistan 3.02 3.45
2. Average annual population growth over the period is less than 2 per cent. Ukraine 2.98 4.94
Uzbekistan 3.70 & il
well as t.hose of 20 countries tha‘t are broadly comparable in t.erma of o —— b G
population growth (as a proxy for labour force growth) and income Sirsda 0.55 7.88
per capita (US$ 2,000-6,000 annually in 1974). It is evident from France 0.37 4.03
this comparison that the CPEs have been singularly unable to trans- Germany 0.41 4.22
late high investment rates into growth. In fact, fitting lines that relate Ijtaly g‘;; g;g
. ) i ey s apan ! ;
these two variables, as is done in Chart 4.1, suggests a “rightward United Kingdom 0.41 274
shift in the functional relationship between them in CPEs. It appears United States 0.43 7.78

that CPEs were not showing the kind of productivity growth that

arose from both human and physical capital in other countries.!

This is not the place to discuss the causes of this inefficiency and
lack of dynamism,? but it is clear that the system induced waste
and excessive verlical integration to keep control over supplies,
which prevented taking advantage of opportunities for improving
productivity. A further result of the priorities of the old system was
a systematic choice of technologies that neglected the environ-
ment. Lastly, the comhination of economic stagnation, very large
capital stocks and waste meant that even the high investment
ratios could not prevent a lengthening of the average age of the
capital stocks in the later years of central planning. At reunifica-
tion, for instance, this had reached 18 years in East Germany as

against eight in the Federal Republic.®

This capital stock constituted the initial endowment of the transi-

tion economies with which to face the challenge of the market.

4 The regression lines are defined in terms of the rate of growth (dependent variable), the
investment share in GDP (independent variable) and a shift factor. This is obviously a
simplification of what is in reality a very complex relationship, and there are a number
of possible underlying theories. However, an analysis of the roots of low productivity
growth under central planning is not our main focus here.

5 See, for instance, Le Houerou (1895); Kornai (1992).

Source
CEPII, IEA, PlanEcon.

1 Total primary energy supply.
2 Unweighted average.
3 Weighted average all OECD.

4.2 Structural change and the capital stock
Transition “shocks™ to the value of capital

Despite ils general lack of efficiency, the inherited stock of assets
was valuable to enterprises under the set of relative rewards
imposed hy the central planners. Reform severely disrupted the
exisling structure of rewards, even though large quasi-fiscal deficits
in many of the transition economies are evidence that the impact on
enterprises was parily cushioned by the financial system. The inher-
ited capital stock was exposed to several “shocks™: shifts in relative
prices and allocations, a radically different structure of demand,
changes in environmental and other regulations, and exposure to
superior technologies. None of these shocks is “exclusive” to the
transition. However, their suddenness, magnitude and pervasive-

ness during the transition are unusual.?

8 Fickelpasch (1995). In Poland in 1993, 37 per cent of the fixed capital of enterprises
surveyed in a World Bank research project was older than 15 years, and 57 per cent
older than 10, in spite of a rebound in investment activity that had begun by that time
(Belka et al. 1994).

7 They are also accompanied by new forms of institutions and behaviour - a “shock”
which does distinguish the transition.
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These shocks are discussed in the following since they are impor-

tant for subsequently deriving the structure and productivity of

investment. The plausible assumption is made here that capital
and its embodied technology are mostly irreversible, once
installed.® Were it not for this feature, capital could simply migrate
to the sectors now favoured by the new prices or demand, and
mutate into new technologies and shapes with no obvious conse-

quences f{or ils value.

Relative price shocks

Relative prices of products and inpuls into production have re-
adjusled as a resull of price liberalisation, foreign competition and
the elimination of subsidies. Even at a very aggregate level, these
shifts can be dramatic. For components of the consumer basket,
Table 4.2 shows that, except for Bulgaria among the countries
selected, the price of services has rizen much faster since the
heginning of liberalisation than other prices. For industrial sales
prices, the selection in Table 4.3 illustrates that prices of raw mate-
rials and intermediate goods into production have often left prices
in sectors that manufacture final products far behind. To pick an
extreme example, in Russia the prices of energy and fuels rose by

factors of 6 and 7, respectively, relative to the price of textiles.

We should expect the value of the capital stock to fall in those
seclors in which input and output prices and subsidies move so as
to reduce real nel cash flows, and vice versa.? While the market
value of capital services falls in some sectors, however, this is not
equivalent to retirement of the capital (scrapping) except where
cash flows insufficient to finance wages force installations to close
down.1? Even where this is not the case, we should often see
equipment operating at below capacity (if this helps to reduce
operating costs) and the serapping point brought forward.

Box 4.1
Relative prices and the value of capital

The valuation of capital is central to this chapter and deserves some
analytical clarification. Capital goods can be valued at the cost of
producing or releasing them (supply price) or at the value they
represent to users (demand price). In principle, this applies to all forms
of capital, but we will here concentrate for simplicity on physical,
commercial assets.

In the short run, the supply of capital goods is often inflexible and the
market-clearing price will tend to reflect the “user value” of existing
capital stocks. In the longer run, especially where capital goods
imports are an option, it will be the supply price that determines
market values, but supply and demand prices will also show some
tendency to converge as stocks of assets increase (or decline) over
time. As a result, in transition economies, assets in certain sectors
suddenly “favoured” by demand may rise steeply in value initially, and
fall behind general price increases later on, and vice versa.

The demand price of capital goods is perhaps the most difficult of these
concepts. It reflects the expected stream of net income that can be
derived from their application in production, the variability of that stream
(risk) in conjunction with the degree of irreversibility of an investment,
as well as the discount rate at which future income is discounted to its
present value. The determinants of the net income stream include on
the one hand the prices of outputs, material inputs and non-material
inputs such as labour, in short the structure of relative prices in the
economy. On the other, the efficiency with which the capital goods help
transform units of inputs into units of output — i.e. their technical
coefficients (as well as management ability). The discount rate will
generally be dictated by the returns to funds in alternative, relatively
risk-free investments (such as US Treasury Bonds). Lastly, risk — with
respect to relative price movements, regulations, etc. — in a transition
environment is to a large extent a function of the speed and
decisiveness of reforms, a point that is addressed in Section 4.4.

Table 4.2
Relative prices of consumer goods, selected countries’
Bulgarial Hungary? Kazakstan? Latvia3 Poland? B Russial
(Consumer Price Index = 100)

Food 109 100 114 91 74 102
Beverages & tobacco 38 87 - 66 87 35
Non-food - - 84 - 110 72
Clothing 64 87 - 67 - =
Housing, electricity, heat 73 142 - 145 - -
Services 86 106 172 249 175 307

* Change in price over the period relative to the average consumer price index.

Sources
OECD short-term economic indicators; Russian Economic Trends.

-

1990-94.
2 1989-94.
3 1991-94.

8 While equipment can sometimes be refitted (e.g. gas-guzzling engines in cars or aeroplanes, environmentally damaging power-generating technology), rededicated (e.g. military-industrial
plants), or relocated (computers, transport equipment), this will tend to involve substantial new investment. These issues are taken up again In Section 4.3.

9 See Box 4.1 on capital valuation. Note that a simple one-to-one relationship between cash flow and the market value of physical capital exists only under strict assumptions which

include perfect foresight of investors, the absence of intangible capital, and others.

10 “Capital services” is employed here for simplicity; in fact, equivalence between cash flow and capital services is only given in the absence of taxes and market power.
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Table 4.3 Table 4.4
Relative industrial producer prices, selected industries and countries Changes of sector shares in GDP at current prices, 1989-1993
Industrial sector Belarus!  Bulgaria? Poland? Russia* Industry Agriculture Services 1
(Industrial Producer Price Index = 100) Change in share (% of GDP)
Energy AR 142 219 222 Albania -26.4 6.7 19.7
Fuel 185 148 179 188 Armenia 225 47.9 254
Ferrous metals 86 230 109 130 Azerbaijan? reri 0.7 -8.4
Chemical 123 148 94 118 Belarus 5.2 5.5 0.3
Machine-building 36 73 61 83 Bulgaria -23.5 1.3 22.2
Electrical/electronic - 65 61 - Croatia3 -3.6 2 1.8
Building materials 98 115 86 97 Czech Republic -10 0.4 10.4
Glass 30 114 92 = Estonia 8.4 9.e 18.3
Textiles B3 78 57 30 FYR Macedonia? -7.3 2.6 4.7
Food 62 109 103 81 Georgia -21.3 34 -12.7
Hungary -8 -8 16
Sources Kazakstan 9.2 -15.1 5.9
National Statistical Yearbooks, Russian Economic Trends. Kyrgyzstan 6.7 a1 26
ng o — — o Latvia 131 -4.3 17.4
p:;::giﬁc;;lxprlce over the period relative to the average industrial producer Lithuania a3 & it
% s eslisAsEE Moldova 1:8 -11.9 10.1
§ AGREEE Poland -19.4 5.9 2538
5 HOREOS Romania -19.3 6.7 12.6
4 Dec. 1991-Dec. 1994 Russia A11 5.6 16.7
Slovak Republic -14.9 2.7 17.6
Slovenia -8.9 0.2 8.7
Changes in the structure of demand Tajikistan 1.3 6.1 7.4
Trade liberalisation, the new power of consumer preferences and Turkrj’\enistan‘ii 17 4.3 26
the cutback in defence spending in many transition economies e c o s i
= E Uzbekistan 2T -7.8 5.4

have shifted sectoral and geographical patterns of demand.
Table 4.4 illustrates that there have been dramatic shifls, over a
period of only four years, even at a broad sectoral level of disag-
gregation. The service sector has gained substantially in most
countries in terms of shares at the expense of industry and, to a
lesser extent, of agriculture. More detailed data show wide differ-
ences in the performance of individual industries within these
aggregates.!! This has brought opportunities to some industries
and severe adjustment problems to others. To the extent that
prices were not flexible enough to accommodate demand (or that
products would not find a buyer whatever the price) the result
has heen “structural unemployment”™ of the capital stock in the
now neglected sectors — reduced capacity utilisation that will not
he overcome by a cyclical upturn in aggregate demand. In
accounting terms, the excess capacity should be written off.
There will also be gainers from these demand shifts, with capital
in the “favoured™ sectors enjoying temporary scarcity rents. The
same propositions developed here for “physical” capital apply to
human capital, to the extent that it is application-specific (i.e.
they apply to certain forms of on-the-job training but not to

general education which is “fungible”).

11 Chart 4.3 llustrates the variation of output and investment shares in Romanian industry.

12 These are Bulgaria, the Czech Republic, Hungary, Poland, Romania and the Slovak Republic.

Sources
Computed from data from national statistical offices, Worid Tables (World Bani),
Trends in Developing Economies (World Bank), UNECE.

1 Calculated as a residual for some countries.

Change over 1989-92.

Change over 1990-93.

Change over 1989-91.

oW N

Changes in regulations

In various countries of the region, particularly the east European
candidates for accession to the EU, environmental and health and
safety regulations have begun to be adapted to Western standards.
Existing installations, for instance in the power-generating and
chemical industries, will have to comply with these standards
over time, often by deadlines that are likely to lie well within their
economic lifetimes. Consequently, refitting or premature scrap-
ping will be required, reducing the discounted value of capital
services and thus the market value of equipment and perhaps
structures. Investment needed to achieve environmental “parity”
with the EU has been estimated at ECU 91 billion for the six large
central and south-east European candidates for accession,!2
implying substantial annual spending if measured as a share of

1990 GDP (Table 4.5). While some of the investment will take
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place as part of the normal replacement cyele of capital goods and
structures, 3 it will place impossible burdens if any attempt is
made to compress it into a period of five years or so. The environ-
ment is an area where international partners have both an
incentive to collaborate and expertise to impart. It is likely 1o be
of special importance in the activities of the international finan-

cial institutions in the coming years.

Technology shock

The liberalisation of external transactions has made technologies
and producls available to economic agents in eastern Europe, the
Baltics and the CIS that are sometimes far superior to domestic
ones, especially given the new set of input prices. This is equiva-
lent to an innovation shock — “creative destruction™, in
Schumpeter’s terminology.!4 The impact on existing capital in this
case derives nol from changes in the product markets but directly
from competition in the markets lor capital goods. The capital
stock in the affected sectors is relegated to an obsolete “vintage™,
and its market value can decline sharply independently of any
changes in product and input prices or demand. For instance, if
the profit rate on gross revenues generated by “old”™ machinery is
10 per cent, new equipment that helps to save input costs repre-
senting another 10 per cent of sales value can double profits and
thus — assuming everything else remains constant — the user value
of the machinery. As illustrated by Table 4.1 in the previous
section, the efficiency differential, for instance regarding the use

ol energy. can be very large.

Measures of the decline in the market value of capital

The “shocks™ described in the previous section can be synthesised
in a drop in the value of inherited capital that combines conven-
tional measures of physical decay with a structural and

technological rate of obsolescence.!5 Many of the changes do not

Table 4.5

take place once and for all, but over various years. If they are
initially underestimated — and there is some evidence of that — this
increased depreciation can also be a drawn-out process. An excep-
tion to this is East Germany, which adopted Western prices,
regulations and demand struetures virtually “overnight”, on 1 July
1990. According to estimates, al reunification between 50 per cent
and two-thirds of the capital stock became subject to write-off

under West German accounting rules,16

However, accounting rules do not generally reflect market values.
Unfortunately, in the absence of well-functioning stock markets
(pre- and post-reform) it is very difficult to eslimate changes in the
value of installed capital. The closest that Western market
economies have come to such an experience in recent history was
the oil price shock of the 1970s. Between 1973 and 1974, the
industrial share price index dropped by 23 per cent in the United
States and 41 per cent in the UK.17 While many other factors influ-
ence stock prices, it is likely that this crash was heavily influenced
by the instant loss in value of company assets that were either
energy-intensive or dedicated to the production of energy-inten-

sive goods (such as certain models of motor car).

A different approach to measuring the effective size of the inherited
capital stock under market conditions is to approximate it by that
which would generate the same value of output in comparable
market economies. Taking account of measures of human capital
and labour endowments in the transition economies, Borensztein
and Montiel, for instance, estimated that between 50 and 75 per
cent of the pre-transition capital stock in the former Czechoslovakia,
Hungary and Poland should be written off.18 This methodalogy
values capital in proportion to value added at market prices, and the
implied write-off thus reflects primarily the high technical input

coefficients of the existing capital stock. Some of these may show

Investment needs to achieve regulatory and emission standard parity with the EU

Czech Republic,

Slovak Republic Poland Hungary Bulgaria Romania Total
Investment needs (ECU billion) 177 30.4 12.3 115 191 91.0
Investment need per capita (ECU) 1,128 796 1,160 1,304 837 947
Annual investment need as % of 1990 GDP 1 2.8% 4.0% 3.3% 4.5% 3.9% 3.7%

Source

Environmental Resources Management (1993), based on estimates by IFO Institut fir Wirtschaftsforschung, Munich.

1 Assuming costs are spread over 15 years.

13 Hence, one should not ascribe the full amount of the investment ta stricter
environmental regulation. Note that much of the investment will have to be done by
municipalities, not the enterprise sector. The detailed estimates were prepared in 1993
as part of EBRD/EU-Phare-sponsored research into the implications of harmanisation of
regulations in the environmental field. The estimates are derived from case studies
covering the fields of air (Poland), water pollution (Hungary) and treatment of waste
(Czech Republic), and represent a high-case scenario, i.e. they imply meeting high
western European environmental and technological standards, and not necessarily
those that would represent the appropriate balance between cost and priorities of the
transition economies. See Environmental Resources Management (1993).
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14 The industrial history of Western market economies abounds with examples. Among the
more prominent ones is the “sudden” obsoleteness of existing computers every time a
new, more powerful generation of these machines is introduced, with corresponding
falls in their market value.

15 Baily (1981) develops such an approach.

6 Estimates by the Institut fiir Angewandte Wirtschaftsforschung and the Deutsches
Institut fiir Wirtschaftsforschung, according to Sinn and Sinn (1992), p. 44.

17 Industrial share price indices reported in the International Financial Statistics, IMF.

18 Borensztein and Montiel (1991).



some flexibility, for instance, allowing for substitution of labour for
energy services in agriculture. The estimates would therefore over-
slate the value depreciation of the capital stock. However, neglect of
the structural and regulatory changes and “technology shock™ elab-

orated in the previous section in turn suggests a downward bias.

4.3 Returns to investment

What does the value-contraction of the capital stock imply for
investment? In Chapter 3 we elaborated on the potentially high
growth-contribution of investment in a transition selling. In
essence, new capital can make a significant contribution to
economy-wide productivity growth because: (i) new physical
capital can complement valuable existing assets such as human
capital which are now in excess supply; and (ii) it should differ
from the inherited capital stock in quality and sectoral allocation
and could thus initially enjoy scarcity rents.

Equivalently, the returns to new capital, if well invested, can be
expected to be high. Investment in the transition is “special” in that
we should not assume that the growth in the capital stock is more or
less balanced across sectors — as may be a reasonable approxima-
tion in more mature market economies. Its composition is crucial
and is the subject of this section. The focus is on enterprise invest-
ment; public investment is briefly discussed in Section 4.5. It
should be noted that the following discussion perhaps provides
perhaps a somewhat optimistic assessment of the investment
process in the transition economies. In fact, investment is subject

to a variety of constraints which are taken up in Section 4.4.

4. Determinants of investment in the transition

Broad trends in the sectoral allocation of investment

It is instructive Lo view some evidence of sectoral investment
patterns in the transition economies. Data on sectoral changes in
investment that allow cross-country comparisons over various
years are not easy lo oblain. Table 4.6 provides our aggregation to
the “smallest common denominator” — agriculture, two industrial
sectors, four service sectors — for 13 countries. The figures repre-
sent the variation in the share of the respective sector in total
investment, between 1989 and 1993. We have created three loose
country groupings based on the country-specific progress in transi-
tion that had been made by mid-1994.

A clear pattern that emerges is the loss in the share of agriculture
and, to a lesser extent, of industry, in favour of the service sectors.
This pattern is valid for all subgroups, though differences emerge
regarding gainers and losers within the service sectors. The trade
sector has most consistently posted gains, while there is surprising
variation in housing investments across countries, perhaps partly
explained by institutional differences in this sector. The presence
of uncertainty over investment outcomes, which tends to constrain
investment in capital-intensive sectors, may explain part of the
early improvements in the relative position of (less capital-inten-
sive) services (this is discussed in Section 4.4). Some of the
contraction in certain sectors reflects particularly severe state and
municipal budget cuts (low infrastructure investment in the bottom
group) and geographical specificities (high infrastructure invest-
ment in the Baltics), and one should be careful not to interpret all

movements as a function of the economic transition alone.

Table 4.6
Changes in sectoral investment shares (1989-93)!
Agriculture Industry Construction Transport & Trade Housing Other
B communication services
In per cent of total investment
Czech Republic -7.5 -0.9 -0.7 0.2 0.1 5.2 14.2
Slovak Republic 7.6 7.5 0.3 7.6 1.6 0.3 5.3
Hungary 6.8 1.0 0.2 6.6 0.7 -2.9 1.2
Slovenia i ) 9.9 0.9 5.9 24 5.3 3.7
Poland -5.0 -3.1 0.8 4.5 B2 1.7 13.0
Sub-average 5.1 -4.1 0.0 3.7 148 -2.0 6.0
Latvia -19.6 -0.6 -1.0 19.3 1.7 7.4 7.2
Lithuania -10.3 5.4 -3.0 12.4 0.8 1.6 4.1
Kyrgyzstan 35 -1.0 1.4 9.3 0.1 7.2 -0.4
Sub-average -14.5 -2.3 -1.8 187 0.8 54 1.2
Russia -1.8 -7.5 8.2 -3.9 8.2 10.3 2.9
Bulgaria BT =39 -0.4 0.8 9.3 -3.5 3.4
Romania 1.1 3y -0.6 2.6 6.6 -5.0 3.8
Kazakstan 0.6 8.2 -4.4 7.4 0.6 3.5 -1.0
Ukraine 7.4 1.7 0.9 -4.0 .4 8.4 4.5
Sub-average 5.1 0.2 2.9 2.4 52 IR 2.7
Overall average -7.3 -2.2 -1.5 3.7 2.8 1.5 3.1

Source
Elaborated on the basis of data provided by national statistical offices.

1 Example: The share of agriculture in total investment in Lithuania fell from 14.6 to 4.3 per cent between 1989 and 1993, hence by 10.3 per cent of total investment.
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Net cash-flow, technology and the structure

of investment

The broad investment trends suggest that an adjustment process is
in motion whereby the “central planning biases™ in the production
structure of the transition economies are gradually being over-
come. Services were consistently underrated under central
planning. Shifts in demand and prices caused by the switch from
planners’ to consumers’ choices might thus provide a simple

explanation for the investment trends.19

As discussed, it is plausible to assume that capital specific to the
sectors favoured by price and demand shifts (more generally cash
flow) should rise in value, drawing in new investment to increase
production capacities, whereas that in the declining sectors should
fall, with correspondingly sluggish investment activity. Over time,
with capital stocks adjusting to their new equilibrium sectoral
structure, scarcity rents should end and returns to investment
activily in all sectors should return to “normal”. When all this
takes place within a framework of declining aggregate GDP and
investment, we should nevertheless expect investment of the
sectors favoured by the new relative prices to expand as a share of
the total.20

Chart 4.2

Change in GDP and investment shares of agriculture, industry and
services (13 countries, 1989-93)
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Sources
Tables 4.4 and 4.6.

Note
Each point represents the change in investment and GDP shares of either agriculture,
industry or services in one of the 13 transition countries for which consistent data are
available.

Chart 4.3

Sectoral output and investment growth in Romanian industry,
32 sectors (1990-93)
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Romanian Statistical Yearbook, various issues,

Employing output shares as a proxy for demand, this proposition
turns out to hold reasonably well at the broad level of sectoral
aggregation chosen here. Chart 4.2 plots variations in the sectoral
shares in GDP and investment of agriculture, industry and
services in 13 countries in transition, over the period 1990-93.21
Three-quarters of points in the scatter-plot lie within either the
first or third quadrants, indicating that the relative importance of

sectoral investment and GDP changed in the same direction.

There is little evidence, however, of changes in investment having
generally heen more drastic than output changes, as one might
have expected. Strong movements in investment shares coineide
with only moderate ones in output shares and vice versa, with

numerous points in the second and fourth quadrants.

Some of this could of course be explained by differences in the
depth of the transition process among the countries in the sample.
Nevertheless, a more disaggregated look at the performance of
industrial sectors, as displayed in Chart 4.3 for Romania,
suggests that other factors must also have been at work.
Examining levels rather than shares. output in all sectors
declined. Nevertheless, investment growth, in some cases
substantial, was measured in 13 of the 34 sectors of Romania’s
industrial classification system.22 A positive correlation between

investment and output growth exists but is weak (the correlation

19 The direction of structural change can be “predicted” by employing the Chenery- method of identifying “stylised” patterns for market economies of the same income level, size and
natural resource endowment as the economies in transition (Chenery, 1960). Results from such studies confirm the likelihood of structural change away from agriculture and industry
and towards the service sectors in transition economies. For example, Dohrn and Heilemann (1995) perform estimates for four central European countries.

20 This ignores the role of subsidies. The phasing out of subsidies can lead to higher prices and lower profitability at the same time. Cash flow would be a better measure of resource pull.

21 That is, each point in the scatter-plot refers to one of the three sectors in one of the 13 countries.

22 Two further sectors, both with positive investment and negative output growth, are not shown. They displayed extreme values.
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coefficient is 0.24). Altogether, industrial investment fell by only
7.6 per cent, while output collapsed by 39 per cent.23

It is likely that a relationship between investment and demand is
hard to pick up at a disaggregated level partly since differences in
technological obsolescence are obscuring it. The technological gap
that separated productive assets from those in now competing
market economies varied widely among sectors. There is no reason
a priort to suspect that it was greater or lesser in sectors that bene-

fited from liberalisation.

How does this affect the calculation of the individual investor? As
a general rule, investment will tend to flow into those sectors in
which capital is particularly scarce, to take advantage of scarcity
rents. Simplifying somewhat, scarcity is a function of the “gap”
between the stock of capital in a sector (with new technologies)
that could be sustained by demand, and that which currently
obtains. It is then clear that, if output price changes are favourable
to a sector, while its capital stock is heavily depreciated due to
obsolescence, returns to investment in this sector will be poten-
tially high and vice versa. When favourable output prices together
with a valuable capital stock or unfavourable conditions on both
counts prevail, the effect on returns is harder to predict, since it

will depend on aggregate demand conditions.

While empirical information to illustrate these propositions is
hard to obtain, they may explain some of the variance observed in
Charts 4.2 and 4.3. A further hypothesis based on complementar-
ities between different assets is elaborated in the following

subsection.

Complementariiies between different assets

Once we take into account that firms employ various forms of
capital, the possibility arises that they depreciate at different
rates. However, as long as they are closely bound together, such as
usage-specilic machinery and the structures to house it, the poten-
tial value of assets that are only weakly affected by relative price
changes can often not be realised without new investment. This is
true for individual firms as well as for sectors or the economy as a
whole. An example of the latter is the presence of a surplus of
engineers and scientists who, though perhaps “mobile”, may not
find productive applications once complementary physical capital
has declined in value because of obsolescence, or because the
market demands somewhat different abilities. The market value of
such capital can decline sharply as a result, although its potential
productivily, given some new investment, is great. In view of the
high levels of human capital indicators in the transition economies

(see Chapter 2), this is a highly relevant issue.

To illustrate the implications for investment, we analyse two cases

of complementarity. First consider a factory in, say, Poland, that

23 An alternative approach is to view growth in investment as a function of relative prices
instead of output. Again, except for Poland, changes in investment show little
correlation with relative industrial sales prices at a detailed industry level: the
correlation coefficient for the period 1990-93 is -0.3 for the Czech Republic, 0.46 for
Poland and 0.08 for Romania. Computed from data in the Statistical Yearbooks

4. Determinants of investment in the transition

runs an obsolete assembly line in good-quality buildings.
Replacing a share, maybe a small share, of the company’s capital —
namely all or part of the equipment — together perhaps with
managerial and organisational changes, can bring it up to the stan-
dard of its (foreign) competitors. Since the buildings and other
usable assets represent sunk costs, the returns to this investment
would be higher than, say, that of competitors abroad in expanding
their production capacity.2* This effect is magnified when, as has
happened in various transition economies and sectors, the unit
labour cost falls as a result of declines in wages disproportionate to

the decline in potential labour productivity.

The development of investment outlays by the enterprise sector in
equipment and buildings, during the Polish transition, provides a
vivid illustration of the point made here (Chart 4.4). After first
declining jointly until 1990, investment in equipment rose rapidly
while building investment continued to fall. Table 4.7 shows that
Poland’s experience is shared by other east European countries
that are recovering from recession (except Hungary), while equip-
ment investment had not yet picked up in the countries of the

former Soviet Union.

A second example should illustrate that the same consideralions
apply for human capital, perhaps still more strongly. Consider an

accountant, say, in a Ukrainian firm, with skills that are quite

Chart 4.4
Poland 1987-94: investment in construction and machinery
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GUS (National Statistical Office), Monthly Statistical Bulletin, various issues.

1 First three quarters only.

(Statistical Offices) of the Czech Republic (17 industrial sectors), Poland (23 sectors)
and Romania (24 sectors).

24 This phenomenon should be viewed as in fact combining two types of investment,
rededication and “new” (i.e. replacement), of which only the latter is measured in
investment statistics.
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specific to the Soviet system of recording financial and physical
flows. Such skills cannot generate the kind of information that
would allow the firm to take appropriate decisions in a market envi-
ronment, receive access to bank loans. ete. As can be observed in
many transition economies, skilled workers may end up engaging
in pelty trading activities or others that do not make use of much of
their human capital. Effectively, this capital “depreciates™.
However, it consists of various components, including years of
primary and secondary schooling, post-secondary training that
raised the ability to think conceptually, and only a relatively small
component that was specific to the now obsolete accounting skills.
A similarly small investment in training in market-based
accounting methods could re-establish a high level of productivity,
with the difference between the “new” value to the firm and the
value of an unskilled activity representing the returns to this invest-
ment. Again, as in the case of the equipment investment previously
discussed, the sunk cost of this accountant’s general education can
cause these returns to be very high.

The two examples can be combined and extended to other cases
where complementarities between different forms of capital char-
acterise the investment process.25 The effect, as in the previous
considerations regarding scarcity, is that marginal returns to

capilal in individual sectors and activities can be very high.

4.4 Investment-constraining factors

The previous sections have pointed out the potential for invest-
ment in the transition economies. However, the scale and
pervasiveness of the adjustments during the economic transition
within a framework of nascent and weak institutions can severely
strain the ability of investors to respond to these opportunities. As
a consequence, potentially useful capital may gradually decay, and
knowledge wither away. Perhaps the most important constraint is
uncertainty, but others include coordination problems in the pres-
ence of market linkages. problems in financing investment,
continuing government intervention, deficient governance and
high transaction costs. While the discussion in Section 4.3 empha-
sised “fundamentals™ and did not stress cross-country differences
in the investment process that we should observe — except for the
requirement of substantial liberalisation — the constraining factors
differ widely between countries. It is the existence of these
constraining factors, the high potential and the cost of delay, that
provide a strong justification of the participation of a financial
institution such as the EBRD acting on the frontier of the invest-

ment process.

Uncertainty and investment

Uncertainty, the waiting option and the structure of investment

Uncertainty — over market developments, prices, legal problems
and changes in government regulations — is a central feature of
transition. Once we recognise the inevitable uncertainty about the
evolution of these parameters, we see that waiting can enhance the
value of an investor's opportunity by reducing the chances of the
resources committed to it proving inappropriate in quantity, form

Table 4.7

Share of machinery and equipment investment in total fixed
investment (per cent)

1990 1991 1992 1993 1994
Bulgaria 45 47 A6 46 -
Czech Republic 46 46 46 52 57
Estonia = —~ 5 58 -
Hungary 46 46 48 48 45
Latvia 42 33 34 37 =
Lithuania - 25 23 37 -
Poland 35 35 39 42 47
Romania 41 39 37 45 45
Slovak Republic 46 51 o - -
Slovenia 45 54 51 60 62
CIS 54 = 48 41 43

Source
UNECE Economic Survey of Europe in 1994-95, Table 3.2.15.

or embodied technology. Prospective investors may delay their
projects in the hope that uncertainty will be dissipated. When the
investor has some notion of the distribution of returns, the value of
the “wait and see option” can be calculated and set against the net
present value of the investment. It is easy to show that even a small
amount of uncertainty can result in a high “option value™ as long
as relatively safe alternatives for “parking” funds exist and there is
little difference in principle between investing now or later — the
cost of waiting for a year is then only the difference between the
expected yield of the investment and that of the alternative, while
the potential “cost” of investing, should events take an un-
favourable turn, could be a significant capital loss.

Uncertainty affects different types of investment differently, since
the exposure of the investor is a function of the degree of irre-
versibility of the commitment and its duration, and the opportunity
cost of delay varies. Because of a smaller exposure, the presence of
uncertainty tends to discourage investments in sectors with low
capital requirements and a high turnover to a lesser degree, such as
labour-intensive industrial sectors (e.g. clothing), trade and a
variety of other services. Services are also less penalised because of
the often greater reversibility of their capital investments.
Computers, offices and warchouses, to pick some examples, are not
as inherently dedicated to a particular use as an assembly line
tends to be. The opportunity cost of delay, in turn, depends on char-
acteristics such as the competitive situation in a market and the
ability to pre-empt competitors. The chance of acquiring a strategic
asset such as a brand name in a new market, or natural resource
exploration and extraction rights, can be a strong incentive to invest

before the competition does, even in the presence of uncertainty.

There is no reason to assume, a priori, that the sectors that are least
discouraged by uncertainty are also those in which the potential
productivity of investment is highest. As a result, prolonged uncer-

tainty not only limits overall amounts invested, it can also introduce

25 Note that putty-clay technology for all capital investments is not a necessary condition for these conclusions to hold. In the accountant’s case, only the specialised Soviet accounting

skills represented such a technology.
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4. Determinants of investment in the transition

Box 4.2 distortions in the pattern of capital accumulation, with potentially

Evidence on the relationship between inflation, investment long-term consequences. A country may be led far down a low-tech,
’

and growth low-capital path while valuable human capital decays.

Evidence of a harmful effect of inftation on both growth and investment
is presented in Table 4.8. This result is corroborated by three
econometric studies which use data covering the last three decades. While transition tends to engender uncertainty. there have been
The first two studies, using data for over 100 countries, found that a marked differences between countries regarding its extent and
permanent increase in inflation by 10 percentage points per year
reduces the growth of real GDP per capita by 0.2 to 0.3 percentage
points per year and lowers the ratio of investment to GDP by 0.4 to 0.6

Reform path and uncertainty

duration. Government policy tends to be the principal source of

these differences. Decisiveness and swifiness in implementing

percentage points every year. Beyond a point (say, for inflation rates reforms are important in mitigating uncertainly. As long as a
above 100 per cent a year), however, further increases in the inflation “backlog” of reforms remains, relative prices and other investment
rate have a declining incremental (negative) effect on real GDP and conditions are subject lo change, enhancing the value of the

investment. The third study arrives at the result that the volatility of the
return on capital has a depressing effect on investment and that this
effect is greater for developing countries than for industrial
economies.2 Further, it finds that — after trying a range of indices of deeper political and social causes of uncertainty. Evidence on a
political and economic instability as explanatory variables — only negative relationship between inflation and growth and investment
inflation seems to be clearly and robustly correlated with the volatility
of the return on investments.

waiting option. One of the key sources of uncertainty is inflation,
which, in addition to its direct detrimental effects, often reflects

in large country samples is presented in Box 4.2,

On the other hand, at lower rates of inflation (say 20 per cent a year

or lower) there is less evidence of any clear pattern of covariation
between inflation and growth or between inflation and other observable
indices of efficiency, such as total factor productivity. Thus, in speaking

An illustration for the countries in transition is provided by an
analysis of foreign direct investment (FDI) patterns in the region,
based on a recent survey of investors carried out by the EBRD.26.27

of the damaging effects of inflation on performance, one must be clear In December 1994 the EBRD sent a questionnaire to more than
that it is the high rates of inflation that are at issue. 11,000 companies worldwide, representing approximately 80 per

1 Fischer (1993). cent of world enterprise capitalisation. Companies were asked to

2 Pindyck and Solimano (1993), provide a short profile of their investment intentions in the EBRD’

countries of operations.28

Table 4.8 Some of the results are shown in Charts 4.5 and 4.6. In each case,
Some economic characteristics of fast-growing and the vertical axis measures the existing number of investment
slow-growing countries projects of the firms in the survey, per capila, in each of the
Averages of: Fast growers Slow growers t-statistic * EBRD’s countries of operations. On the horizontal axis, Chart 4.5
Inflation rate 12% 1% 1.7 uses Lhe transition indicators developed in the 1994 Transition

Report to measure progress in transition, while the logarithm of

Black market exchange 14% 57% 3.8 inflation in 1993 is reported in Chart 4.6.2% The results indicate

rate premium 5 0 ; .
i that countries that are comparatively advanced in market-oriented

transition and price stabilisation have attracted significantly more

Investment/GDP 23% 17% 5.2
foreign investment than other countries.30 The evidence from the
Export/GDP 32% 23% 213 survey sample is confirmed by the distribution of balance of
payments data on FDI presented in Table 4.9,
Source
Levine and Renelt (1990, Table 2), Sample of 109 countries; fast growers are the
56 countries whose growth rate of per-capita income exceeds the mean; slow In Chart 4.7 an attempt is made to capture the extent to which

growers are the remaining 53 countries. . G e wx . < 1 s
investors are “waiting” and to relate it to price stability as an indi-

* The rule of thumb [s that t-statistics close to 2 or higher signal that the averages are . Y A v .
significantly different in statistical terms with a high (95 per cent) probability. cator of uncerlainty. It uses information from the surv ey to
construct a ratio between “considered but deferred” investments3!
and the number of those already undertaken. The positive correla-

tion between this “waiting ratio” and inflation (a correlation

26 This study is part of the Programme of Palicy Studies to Promate Private Sector Development being conducted by the Office of the Chief Economist of the EBRD.

27 Foreign Investment is particularly sensitive with regard to uncertainty, since alternative investment opportunities tend te exist in other locations, This reduces the opportunity cost of not
investing in a particular country and thus enhances the waiting option.

28 This assessment was made based on information from the Worldscope Database. 1,450 companies completed the questionnaire. The response rate was high when measured against
the number of large companies likely to consider investing in eastern Europe and the former Soviet Union. Addressees included, for instance, a large number of heavily capitalised
municipal enterprises and other companies that would be unlikely to consider investing in the EBRD's countries of operations. As expected, the response rate among these companies
was low.

29 The transition “scores” are taken from Table 2.1 of the EBRD Transition Report 1994 rather than from the corresponding table of the present Report, given the timing of the survey. In
Chart 4,6 inflation for 1993 is used since there tends to be a lag in the effect of inflation on investment decisions.

32 Note that both the transition indicators and inflation show a significant exponential relationship with the level of percapita investments. That is, the cost of greater macroeconomic
instability or the lack of reform can be very high at the margin.

31 The survey instrument included questions concerning future investment plans, including a “concrete plans” and a “wait and see" category.
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Box 4.3
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Each point reflects the number of investments in a country that had been undertaken by
the companies in the survey, divided by population size (in millions), and the average of six
scores that a country received in different areas of reform, in Table 2.1.

Chart 4.6

Relation between inflation and foreign direct investment —
25 countries in transition
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Each point refiects the number of investments in a country that had been undertaken by
the companies in the survey, divided by population size (in millions), and the logarithm of
the rate of inflation in 1993.

Chart 4.7
Plot of the “waiting ratio” against inflation — 25 countries in transition

2 T |

2.57] .

24

4.5

Logarithm of inflation, 1993

The “waiting ratio” is defined as the ratio of the number of investments that companies in
the EBRD survey indicated they were considering to undertake (if conditions improved),
and the number of investments that they had already undertaken.
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Foreign investment: increasing geographical diversification

As described in last year's Transition Report, most foreign investment
in the region is concentrated in a small number of countries. However,
the dominance of the top five countries is gradually eroding, from 83
per cent of the total in 1992, to 78 per cent in 1993 and 68 per cent
in 1994 (Table 4.9). The share of the top two countries in cumulative
terms, Hungary and the Czech Republic, has fallen even more
significantly, from 59 per cent in 1992 to 35 per cent in 1994. This
tendency towards a greater geographical diversification is also evident
in the percapita data, which show an increasingly strong performance
of small countries in eastern Europe and the Baltics. It is likely that
these developments are explained primarily by the continuing progress
in reform in a wide range of countries.

coefficient of 0.61) can be interpreted as a measure of the potential
for investments once uncertainty subsides.

Other constraints on investment

Various other factors can prevent investment from responding to
the opportunities sel out in Section 4.3. They are discussed briefly
here for reference. Some of these factors are taken up again in

subsequent chapters of this Report.

Coordination failures

Production processes are not self-contained. Any economic
activily has to rely on access to necessary inputs and clients, the
services of utilities, distribution systems, business services such
as advertising and legal advice, and so on. When change is incre-
mental, such as in most market economies most of the time,
individual investments can be generally inserted into existing
networks of such linkages. When change is as drastic as during the
economic transilion, the presence of vital linkages can no longer
be taken for granted, in particular when some of the necessary
goods or services are not tradable. An investment may then have
great potential, but only if other investments with which it inter-
acts are undertaken at the same time — investment in a car factory
and in parts suppliers, or an agribusiness investment together with
the creation of wholesale markets and other infrastructure. Each of
these investments may then be postponed because of the danger of
being left isolated. The potential for this problem to arise is partic-
ularly large in more sophisticated processes — those required to
catch up with Western technology. Conversely, however, positive
interaction can generate bursts of investment feeding on each
other.32 The problem is that, while these linkages can provide
benefits to the economy as a whole, they are not seen as returns
realisable by the investor who generates them. Linkages are
further discussed in Chapter 6.

32 There is a parallel in the economic development debate of the 1940s and 1950s, when
these considerations led to proposals of a “big push”, in which the government should
take an active role in catalysing investment across broad fronts to overcome such
coordination failures. These ideas have recently been taken up by the new literature on
growth; see, for instance, Murphy, Shleifer and Vishny (1289). Some of the East Asian
development successes have been partly ascribed to a coordinating role of government.
Even if correct, this is highly demanding of the skills and credibility of governments and
public administrations, qualities that are not easily replicable in other circumstances.



4, Determinants of investment in the transition

Table 4.9
Foreign direct investment in the economies in transition (US$ million)!
Cumulative Per capita Per capita

1989 1990 1991 1992 1993 1994 1989-94  Cumulative 1994
Albania - - - 32 45 53 130 38 16
Armenia - = 0 0 0 3% 3 1 1
Azerbaijan - - 0 0 20 BO* 70 10 i
Belarus - - 50 i 18 10%* 85 8 i f
Bulgaria - - - 42 55 105 202 po 12
Croatia - - - 13 72 98 183 38 20
Czech Republic - 120 511 983 517 850 2,981 289 83
Estonia - - - 58 160 253 471 295 158
FYR Macedonia - - - - - 5 5 2 2
Hungary 187 311 1,459 1,471 2,339 1,146 6,913 671 144,
Kazakstan - — - = 473 330* 803 47 19
Kyrgyzstan - - - - 10 25 35 8 ]
Latvia - - - 43 51 155% 249 92 57
Lithuania = - 25 27 61 60 173 46 16
Moldova - - - - 14 23% 37 9 5
Poland = - 117 284 580 542 1,523 40 14
Romania - - - 77 94 428 599 26 19
Russia - -400 -100 700 400 1,000%* 1,600 4. T
Slovak Republic =, - - 100 156 187 443 84 36
Slovenia - 1, 41 113 112 88 355 178 44
Tajikistan - - - 8 9 12 29 5 2
Turkmenistan? - - - 11 104 100%* 215 55 26
Ukraine - - - 170 200 91 461 9 2
Uzbekistan - - - 9 48 87 144 7 4
Total 187 32 2,103 4,148 5,538 5,701 17,709 45 14
Source

Central bank annual reports, IMF, EBRD estimates.

1 Data for Georgia were not available.
2 FDI data for Turkmenistan are subject to more than the usual degree of uncertainty.
* 1994 estimated.

Financing

When financial systems are weak and underdeveloped and capital
markets shallow, potentially high rates of return do not translate
into investments in a straightforward way. As Chapter 4 demon-
strates for various transition economies, in such circumstances
most investment has to rely on internal financing by enterprises.
The need for cash flow makes investment decisions hostage to
prior (rather than future) favourahble relative price developments
(or the presence of market power) and prevents the reallocation of
investible funds across sectors to their highest-yielding uses. As
Section 4.3 has argued, good investment opportunities in the tran-
sition economies — in particular for replacement investment — may
often be found in sectors adversely affected by the relative price
changes. This assigns a strategic role to financial sector develop-
ment in the investment process, perhaps more acutely so than in

settled market economies.

Transaction costs and government interventions

Efficient investment processes in the transition economies are,
lastly, impeded by a host of factors that can be subsumed under
the notion of transaction costs. Some of these lie in the nature of
the adjustment process — efficient coordination mechanisms to
substitute for central planning do not spring up overnight — and
time and continuing reform will serve to overcome them. Others
have their root in government interventions or administrative
systems that are badly adapted to the challenges of a market
econonmy. One such source of difficulties for investors results from
the interplay between the tax system and inflation, and is illus-
trated in Box 4.4. As shown, effective rates of profit taxation can be
highly sensitive to inflation under certain conditions, such as
accounting rules that do not take account of rising replacement

values of assets.
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Box 4.4

The influence of inflation on the enterprise
tax burden

The company tax burden under inflation
depends on the details of a country's tax
system as much as on statutory rates. If tax
codes are badly adapted to the effects of
inflation on the valuation of assets and
revenue and cost flows, they can become a
serious deterrent to investment. In some
cases, companies may benefit from high
inflation, at the expense of the tax authorities.
This is particularly true if the companies are
allowed to pay taxes on a particular flow of
income long after the income is earned. The
longer they are permitted by tax regulations to
wait (or the lower the penalty for non-
compliance), the greater will be the extent to
which inflation will erode the real value of their
tax liability. At the same time, however, the tax
legislation may include stipulations that lead to
particularly harsh profit taxation when inflation
is high. One example would be a stipulation
that forces companies to use historical costs
to assess depreciation allowances. Another
(which has been applied in many countries in
eastern Europe and had a great impact, for

1 The calculations were made with the help of the
Marginal Effective Tax Rate (METR) software
developed at the World Bank, which we modified to
suit the context of our simulations.

For the METR model, see Dunn and Pellechio (1990).

2 The simulations take account of the following
provisions of the tax codes:
Corporate income tax in Russia is charged at a
standard rate of 35 per cent. Taxable income is gross
income less operating costs and deductions.
Dividends are excluded from the tax base for profit tax
purposes but are subject to a final withholding tax.
The proceeds of share issues and bank loan
repayments used for capital investment can be
written off against taxable profit. However, there are

Table 4.10

example, in Poland in 1990) is a requirement
that companies pay tax on the nominal
appreciation of their inventories.

The sensitivity of profit taxation to inflation is
illustrated in Table 4.10. The data in the table
reflects the results of simulations, rooted in a
data-set that pertains to a concrete private
investment project in which the EBRD
participates. A first round of simulations tested
specifically within the framework of detailed tax
codes for Hungary and Russia the impact on
the company tax bill of changes in the rate of
inflation and in the tax collection lag.

Table 4.10 measures the tax burden with
reference to the “effective rate of taxation”,
which is defined for a particular investment
project as the percentage gap between the
internal rate of return before and after
taxation.1 The simulations take into account
country-specific taxes levied on profits,
dividends, assets, capital gains, sales and
certain cost items. They also make
adjustments for country-specific rules
governing indexation, interest-deductibility,
carry-forward of losses, investment incentives,
depreciation rules and other features of the tax
code.2 None the less, it is important to be
aware that such simulations cannot capture

some limitations on interest deductibility. The
simulations assume that half of interest payments
are deductible. There is no specific provision for
inventory valuation and capital gains are subject to
profit tax. Depreciation allowances follow the straight-
line method. Wages are deductible to up to four times
the minimum wage, which Is set by the government
and is usually much lower than the average wage.
Losses may be carried forward for five years.
Dividends paid to resident and non-resident
companies are subject to a final withholding tax of 15
per cent. Dividends paid to resident individuals are
subject to income tax (deducted at source), but final
withholding tax at a flat 20 per cent rate applies to
dividends paid to non-resident individuals. Business
property tax at a maximum rate of 2 per cent is levied

the full complexity of the tax treatment in
individual cases. For instance, the Russian tax
system is often perceived as unpredictable and
insufficiently transparent, factors that cannot
well be reflected in our figures.

The simulations that were based on Russia's
tax code illustrate the potential importance of
collection lags at high rates of inflation. Should
inflation return from the current comparatively
modest levels to the 2,000 per cent seen in
1992, then the effective rate of profit taxation
(ERT) could wind up as high as 77 per cent if —
as is currently the case — interest payments
were only partly deductible and there were no
lag between the time at which income was
earned and the time at which taxes on this
income were paid. On the other hand, the ERT
could be as low as 6 per cent if there were a
six-month collection lag at this high level of
inflation and the company managed to contract
considerable debt. Using the 1994 inflation
rate in Russia of 203 per cent, the ERT could
wind up anywhere between 15 per cent and 53
per cent, depending on collection lags and
debt/equity ratios. In practice, the Russian tax
authorities introduced as early as in 1992 a
system of monthly advance payments for both
the VAT and the profit tax. Thus the high tax

by local governments. There are a number of
investment incentives for small enterprises. Tax
incentives may not decrease the amount of taxable
profit by more than 50 per cent. Most companies are
required to make monthly advance payments for
income tax.

The tax system in Hungary has been radically
changed in 1995. Corporate income tax is currently
levied at 18 per cent, but an additional 23 per cent
tax is due on income distributed to shareholders.
Capital gains are included in taxable income and
charged at a rate of 18 per cent. The Hungarian tax
law permits a number of deductions from the tax base
for depreciation allowances. Interest paid by the
company is treated as an ordinary business expense
but there are some limitations on shareholder

Sensitivity of the effective profit tax rate to inflation

No collection lags

Collection lag: 6 months

Country End-year inflation Debt-to-equity ratio Debt-to-equity ratio

{per cent) (6] 0.5 1.5 [e] 0.5 1:5
Effective tax rate (per cent)
Russia 0 324 32.0 3243 32.4 32.0 323
2,318 (1992 actual) 76.9 50.5 31.6 14.3 9.9 6.3
203 (1994 actual) 52.6 34.4 26.4 29.0 19.2 14.9
145 {1995 forecast) 49.4 33:3 26.4 30.5 20.8 16.6
Hungary 0 37.9 36.2 336 39 36.2 33.6
21.2 (1994 actual) 429 3TT 31.1 38.9 34.1 28.2
28 (1995 forecast) 44.0 aT.7 30.5 38.7 332 26.9
Note

The same rate of inflation was assumed to apply over the entire life of the project (30 years).
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rates quoted in Table 4.10 for the “no
collection lag” simulations may refiect reality
for those companies that fully comply with the
tax code.

If inflation in Russia falls to the more modest
levels experienced in Hungary in 1990-94,
then the effective rate of taxation will be much
less sensitive to changes in collection lags and
to additional reductions in the rate of inflation.
The data for Hungary in Table 4.10 illustrate
this. The difference in the effective rate of
taxation between the 28 per cent forecast for
1995 and a no-inflation situation represents at
most 6 percentage points, whereas for any
given financing structure shifts in collection
lags from zero to six months would reduce the
rate by at most 5 percentage points (still
substantial but small compared with the effect
at much higher rates of inflation).

The cross-country data for 1994 (in Table
4.11) show not surprisingly that the ERT was
most sensitive to the length of collection lags
in countries that registered comparatively high
levels of inflation. The ERTs spanned (with no
collection lag and a debt-to-equity ratio of 0.5)
a range from 38 per cent in Hungary to 87 per
cent in Ukraine. With a collection |ag of six
months, ERTs varied from 34 per cent in
Hungary to 49 per cent in the Czech Republic.

lending. The law requires straight-line depreciation with a
loss carry-forward of up to five years. Tax is paid under a

system of corporate self-assessment, where advance
payments are required, based on the previous year's
liability. Fines are levied for failure to pay the taxes.

There is no withholding tax on dividends paid to resident

or non-resident recipients. Dividends paid to resident
individuals are subject to 20 per cent withholding tax if
the paying company has not paid corporate income tax

and to a 10 per cent withholding tax if it has. Effective 1
January 1995, no investment incentives are available to

new companies.

In addition, a number of local taxes, import-export
duties, and minor other taxes exist in both Russia and
Hungary. Inflation is not taken into account in the tax
codes aof either country.

Table 4.11

Effective tax rates in selected countries in transition

4. Determinants of investment in the transition

Other impediments shall only be listed here, for brevity. Thus regu-
latory and administrative complexities still hamstring flexible
investment decisions in many countries, and multiple and rapidly
changing taxes tend to confuse it; legal systems erect obstacles to
bankruptcies — thus binding resources that could find more produc-
live uses — and prevent the use of assels as collateral for lending;
payment and settlement systems, though rapidly developing, still tax
what should otherwise be simple transactions; market and economic
information is often scarce; the basic infrastructure for business,
such as telecommunications, tends to be deficient; and an under-
developed housing market restricts the mobility of labour, Together,
these factors curtail the responsiveness of investment to the opportu-
nities outlined in Section 4.3. There is some further discussion of
these issues in Chapters 6, 7 and 9.

4.5 Concluding remarks: the role of policy

The key message of this chapter is that returns to investment in the
transition are potentially high, both socially — to society as a whole —
and for the individual investor. Impressive labour productivity
growth rates in the more advanced transition economies, well beyond
the initial period of rationalisation, illustrate this point (see Chapter
11).33 While the focus of this chapter has been on decentralised
decisions rather than on policy, there are nevertheless a number of
broad messages for the role of governments in supporting the invest-
ment process.

Perhaps most importantly, what constitutes a high-productivity or
even just sensible enlerprise investment during the period of transi-
tion is a very complex question. Marginal returns to capital are
determined by factors that allow few broad conclusions regarding the
appropriate sectoral or product composition of investment. A policy
of attempting to target “winners” is likely to be a losing proposition.
The information problem is better solved in a decentralised process
hy managers and entrepreneurs. That is what the market is for.
Government investment policy should concentrate on facilitating the
response to opportunities by helping to overcome the constraints
identified in Section 4.4.

This suggests that the principal task for policy is to mitigate uncer-
tainty, by stabilising the macroeconomy, allowing relative prices to
adjust rapidly to their long-term, market-determined levels, and

End-year No collection lags Collection lag:
inflation & months establishing predictable and transparent rules. A stable environ-
1994 Debt-to-equity ratio Debt-to-equity ratio 5 , i i a

Country 0 05 0 05 ment for investment is necessary not only to increase its quantity,
R (per cent) Effective tax rates (percent) but even more so to ensure its (sectoral and technological) quality,
Bulgaria 122 83 55 54 36 which should be the principal source of productivity growth during
Czech Republic 10 59 51 55 49 the economic transition. Rapid and decisive reforms have been
Hungary 21 43 38 39 34 successful in achieving these objectives in various countries of the
Poland 30 63 47 54 41 region.
Romania 62 - 61 - 47
Russia 203 53 34 29 19 The discussion of investment-constraining factors suggests further
Slovak Republic 12 51 42 48 40 scope for policies in promoting linkages. spurring the development
Slovenia 18 51 41 | 46 37
Ukraine 401 86 Sro| vas 37

Note

w0
prd

A more thorough analysis of total factor productivity growth would have to substantiate these

The same rate of inflation was assumed to apply over the entire life of the project

(30 years).

propositions. However, since recent net additions to the capital stock in the transition
economies have not been higher than in Western market economies, an increase in the average
capital intensity of production is unlikely to explain much of the growth in labour productivity.

European Bank for Reconstruction and Development 89



Transition report

of the financial sector and reducing transaction costs, including
those caused by arbitrary or unnecessary government regulations
and interventions. As in other contexts, the development and
maintenance of infrastructure are crucial for privale enterprise
and investment during the transition. While this point has been
discussed in Chapter 3, it is worth repeating that many areas of
infrastructure are no longer “natural monopolies™ because of tech-
nological developments and more diverse demand. This opens the
possibility of private sector involvement in the provision of these
services and in the funding of the required investments — an
important consideration for cash-starved reforming governments.
Even where private funding is excluded because of the size and
duration of the required capital exposure, private management of

public services is often possible and desirable.

90 European Bank for Reconstruction and Development
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Financing enterprise investment

The command economy delivered only low growth, despite high
investmenl, because the investment was of low quality. Under
cenlral planning investments were misallocated, and with inade-
quate or bizarre incentives in enterprises they were
inappropriately designed, badly utilised and poorly maintained. In
the transition toward a market-oriented economy, an autonomous,
if not private, financial sector gains a greater role in mobilising
savings by allocating them to investments and by exercising finan-
cial discipline over enterprises. This chapter examines how the
financing of enlerprise investment has evolved so far in the transi-
tion. Particular consideration is given to the questions of how, and
how far, the lack of finance has held back enterprise investment
and whether the evolving financial structures are conducive to
improving the quality of investment and the financial discipline on
enlerprises. Several policy measures to strengthen the financing of

enlerprises are proposed.

Aggregate data on the financing of enterprises in a representative
sample of countries provide the analytical base for this chapter.
These countries are the Czech Republic, Romania and Russia,
which differ not only in terms of their pattern of enterprise finance
at the start of the transition, but also in their progress in devel-
oping decentralised or market-hased sources of finance. The
period covered by the sample discussed is 1990-94. The main
identified sources of finance are gross savings of the enterprises
themselves (profits after taxes and distributions plus depreciation),
bank lending and government transfers for investment. There are
also some data on the supply of foreign savings to fund enterprise

invesiment.

5.1 Financing of state enterprises under the old
regime

Under central planning, the investment of enterprises was among
the most strictly controlled aspects of their operations, and the way
in which investment funds were allocated reflecied how this control
was implemented by government.! Most fixed investments hy state-
owned enterprises were largely funded directly through the state
budget. The share of fixed investment financed by savings of the
individual enterprise or by bank credits was relatively small. Any
surpluses accruing to enterprises after the sale of their products
and deduction of costs were typically transferred to the state
through a variety of taxes and levies. With the partial reforms to
central planning in the 1980s, enterprise autonomy increased and
self-finance by enterprises and bank credits gained in significance.

A second method of control was through provision of short-term

credits to fund inventories through the state banking system,
which provided both the information required to monitor their

1 Kornai (1992) pp. 131-159.

levels and a means of exercising control if there was an excessive
accumulation of stocks relative to planned targets. Interest rates
on these bank loans were kept low: in certain countries and

periods, below the rate of inflation.

The role of state banks under central planning was largely passive,
apart from exercising administrative control over inventory accu-
mulation. The state banking system comprised the central bank
and specialised banks controlled by the central bank. The
accounts that enterprises held with these banks were designated
for particular purposes, such as fixed investment, material inputs
and wages. Money deposited or created for one particular purpose
could not be converted into money for another purpose without
administrative approval. This internal inconvertibility of money
through segmentation of enterprise accounts occurred either
within the central bank or between it and the specialised banks.
For investment funds provided in the form of credits, the interest
rates on the loans were low and their repayment was subject to

bargaining between the hank and enterprise.

5.2 Financial reform and development

Comprehensive market reforms require a much greater degree of
enterprise autonomy than was achieved under the partial reforms
to central planning. This increased autonomy has arisen in part
from a winding down of direct government outlays and directed
credits for enterprise investment, and in part from an overhaul of
enterprise taxation to allow the greater accumulation of savings.
This autonomy has been reinforced in some countries through

enterprise privatisation and transformation of banking.

The transformation of banking has involved splitting up the mono-
lithic banking system controlled by the central bank into a two-tier
system with a central bank and autonomous commercial banks,
along with the establishment of internal convertibility of money.
This initial change, buttressed hy strengthening prudential regula-
tion and supervision and by recapitalising and privatising state
banks, has helped to increase the autonomy of enterprises by hard-
ening formerly soft credits (see Chapter 10).

The patterns of enterprise finance that emerge from this chapter
reveal that, as the state begins to withdraw from direct support for
enterprise investment and to transform banking, enterprises
become much more dependent on their internal cash flows to
finance investment. It also appears that enterprises as a whole
accumulated substantial financial assets as the comprehensive
market reforms were being implemented. This period of enormous
structural change and great uncertainty may well have encouraged

enterprises to postpone fixed investment outlays until a more
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stable economic framework emerged.? While the significance of
bank lending has also tended to increase with progress in transi-

tion, the heavy dependence on internal finance remains.

5.3 Challenges ahead

One might be tempted to argue that the heavy reliance on enter-
prise savings to finance investment in transition economies,
bearing a remarkable similarity to the pattern of corporate finance
in advanced industrialised countries, is desirable. However, in
transition economies the ownership structure of enterprises is not
conducive to efficient decisions. In some countries, privatisation
has been slow, leaving the bulk of enterprises in state ownership.
In others, mass privatisation has achieved the rapid transfer of
enterprise ownership to the private sector, albeit at the expense of
weak enterprise governance by private owners.? In each case, the
controlling owners of enterprises tend to be either the state or the
managers and workers on the one hand, or dispersed outside
shareholders on the other. None of these ownership structures are
likely to be a source of strong financial discipline (Chapter 8).
Therefore, from a perspective which emphasises the role of finance
in improving allocations and decisions, as opposed to simply the
patterns of flows, the funding of enterprise investment predomi-
nantly by internal cash flows does not mark a particularly dramatic

departure from the previous regime.*

For those enterprises with weak governance structures, greater
provision of outside finance can provide an important source of
finaneial discipline. Outside finance can also improve the alloca-
tive efficiency of investment. If access of enterprises to outside
finance were severely restricted, the allocation of investment
would be impaired, since only those enterprises with both suffi-
cient gross savings and profitable investment opportunities would
undertake investments. In a well-functioning market economy,
only the latter should be the key determinant of whether an invest-

ment takes place.

To facilitate and to promote recourse to outside finance, there are
two complementary areas for policy. Both entail important consid-
erations for outside potential investors. The first is fostering the
development of the financial sector to expand the supply and
effectiveness of outside finance (see Chapter 10). The second
involves measures to promote product market competition,
primarily trade liberalisation, enforcement of anti-monopoly laws
or regulations and facilitation of market entry, to keep profits in
check and to hoost the demand for outside finance (see Chapter 2).
This line of argument presumes that the basic fiscal reforms of
eliminating the direct government financing of enterprise invest-
ment and of overhauling enterprise taxation have already been
undertaken. Clearly, the measures to expand the demand for and

supply of outside finance should move together.

5.4 Measuring the sources of investment finance
Cross-country comparisons of investment finance encounter a
range of challenging issues, and the present analysis is no excep-
tion. There are basic issues concerning whether to focus on the
outstanding stock of financial claims on enterprises or the flow of
these claims and, since enterprises not only raise oulside finance
but also invest in financial assets, whether to analyse financial
claims on a gross or a net basis. The comparability across coun-
tries of data and their quality are also important considerations.

Two considerations weigh in favour of the flow approach for the
purpose at hand. First, since investment is a flow concept, the
question of how investment is being financed 1s thus primarily
about the financing of flows. In terms of stocks, the equivalent
question would be how the existing physical capital stock of enter-
prises was financed in terms of their balance sheets. Of course, the
two concepts are linked, with the outstanding stocks at a point in
time both representing the cumulation of past flows and being key
determinanis of future flows. Given the dramatic changes in finan-
cial arrangements in transition economies, however, cumulating
the past financing of investment iz much less relevant to the issue
of investment finance than are the new flows. Second, given the
high inflation in some countries and the wide range of accounting
practices with regard to depreciation, comparability across coun-
tries of stock data based on enterprise accounts would be limited.
Similar concerns arise in the flow data, but some of the bias in the
data can be more clearly identified. For these reasons, the
approach taken in this chapter {ocuses on financing of investment

rather than that of the existing capital stock.

The second measurement issue concerns whether a particular type
of financial flow should be measured on a gross or a net basis. For
example, should bank lending to enterprises be scored on a gross
basis or reported net of deposit taking? Similarly, should the
acquisition of securities by enterprises be netted against the
amount of securities that they issue? To the extent that the objec-
tive is to examine the financing of physical investment, the netting
of financial flows serves to isolate the amount of funds actually
available for investment. The reporting of financial flows on a net
basis. however, can risk understating the significance of a partic-
ular source of financing. For example, since this chapter analyses
aggregate dalta, the role of banks could be understated if some
firms are net depositors with banks while others are net borrowers.
The net How figure at the aggregate level could well indicate zero
bank financing, even though banks would clearly be financing

some firms.

As with the stock versus flow issue, there is no single answer to the
question of whether to measure financial flows on a gross or a net
basis. The approach taken here largely reflects data considerations

that restrict much of the analysis to net financing flows. However,

2 This empirical observation calls into question the emphasis on financial constraints as a primary factor in the downturn in investment in the region. For expositions of that view, see

Calvo and Coricelli (1992, 1994) and Calvo and Kumar (1994).

3 See also Transition Report, EBRD (1994), pp. 49-68.

-

enterprise managers and workers have also been altered by the reforms.
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Of course, the introduction of domestic and foreign product market competition does impose a significant discipline on enterprise behaviour. The incentives and constraints faced by



in transition economies, the scope for the acquisition of financial
assels by enterprises is limited primarily to domestic bank
deposits and capital flight.

This chapter focuses on three countries in the region: the Czech
Republic, Romania and Russia. The extent of country coverage
reflects primarily the availability of data on investment, prof-
itability and depreciation, and net bank lending that are consistent
in terms of their coverage of enterprises. The time period for the
analysis is 1990-94, to the extent available data allow. The enter-
prise data are typically compiled by each country’s central
statistical office from tax or other financial reports filed by enter-
prises. The coverage of these data can be restricted according to
enterprise size, with small enterprises in some cases excluded
from the database. On bank lending to and deposit taking {rom
enterprises, alternative data are available from the balance sheets
of commercial banks, as compiled by a country’s central bank.
There can be significant discrepancies between the data on bank
lending based on enterprise data and that from commercial banks.
These discrepancies reflect both the differences in data sources

and in the extent of coverage of the enterprise sector.

Apart from enterprise savings and bank lending, a significant
source of finance for investment has been the government. The
direct support of government to enterprises has laken the form of
current subsidies, such as those for producer prices and operating
losses, and transfers to enlerprises for investment. The former are
typically recorded as revenues to enterprises and reflected in their
profitability, while the latter are recorded as financing items. This
type of investment finance remains significant in the Czech
Republic and Russia. Government support for the enterprise
sector in Romania was largely channelled through the banking
system. Where possible, current subsidies to enterprises are

reported along with their gross savings.

Another source of finance for enterprise investment is the foreign
sector. In principle, foreign investment can involve either the acqui-
sition of existing assets or the provision of finance for investment.
Some data on this source of investment finance are available for the
Czech Republic and Russia. In these countries, the emerging
domestic securities markets represent another potential source of
finance. However, for the period covered by this chapter, primary
issuance of securities in the domestic markets was very limited. The
Prague Stock Exchange opened in April 1993, while the securities
aclivities of the Russian exchanges only picked up after the comple-
tion of the mass privatisation programme in the middle of 1994.

5.5 Composition of investment financing

The data on enterprise investment and its [inancing are oblained
primarily from the central statistical offices of each country and a
number of qualifications are necessary. It must be emphasised that
the concepts of enterprise and of investment used in Russia differ
substantially from those in the Czech Republic and Romania. In the
latter two countries, the statistical coverage of enterprises includes
state enterprises and private companies with at least 15-20

employees. In Russia, however. the enterprise is the fundamental

5. Financing enterprise investment

unit of the economy as inherited from the previous regime. The
concept of an enterprise is very broad and covers all economic
organisations, including non-profit organisations and entities that
would typically be considered part of the government sphere, such
as schools. Moreover, it is common for commercial enterprises to
provide public services, such as housing, education and health care,
to their employees. The sharp distinction that is drawn between
governmenl and enterprises in a market economy thus remains

blurred in Russia as a carry-over from central planning.

In addition, the Russian data on investment distinguish between
new fixed investment, repairs to existing capital and inventory
investment. Available official data on financing of investment
applies only to new fixed investment, the equivalent to net fixed
investment in a market economy. As under central planning, the

bulk of stock building appears to be financed with bank credits.

The analysis of how enterprise investment is financed in transition
economies begins with the Czech Republic. The main reforms that
have affected the financing of enterprises are in the areas of fiscal
policy and banking. As part of the comprehensive reform programme
in the former Czechoslovakia launched in January 1991, current
subsidies to enterprises and households were cut sharply, while the
tax rate on enterprise profits was halved, along with a substantial
reduction in the turnover tax. A two-tier banking system was imple-
mented in 1990, with the newly formed Consolidation Bank taking
over low-interest and some non-performing loans beginning in
1991. The authorities have moved steadily to strengthen the

prudential regulation and supervision of hanks.

The share of gross savings of Czech enterprises in their investment
has averaged 129 per cent for the period 1990-94 as a whole
(Table 5.1). The fact that enterprise savings exceeded physical
investment reflects the accumulation of financial assets, in partic-
ular during the period 1990-91. In subsequent years, however,
Czech enterprises have been net borrowers from banks and other
financial institutions, although the ratio of gross savings to invest-
ment by enterprises remains high, averaging 81 per cent in
1993-94. Subsidies lo enterprises have declined steadily as a
share of gross enterprise savings, falling from 34 per cent in 1990
to 18 per cent in 1994,

The net borrowing of Czech enterprises from banks and other finan-
cial institutions has fluctuated significantly. In 1990-91, enterprises
accumulated net financial assets with banks and other mstitutions
amounting to 118 per cent of physical investment. However, in
1993-94 enterprises obtained net outside finance amounting to 79
per cent of investment. Some caution is warranted in interpreting
these figures because of the large “residual” in the data, movements
in which tend to offset the fluctuation in outside finance. Data based
on the accounts of commercial banks on net lending to enterprises
point to less extreme fluctuations. Moreover, these data also reveal a
significant increase in the recourse of enterprises to foreign savings
as a source of outside finance in 1993-94. Capital transfers for
investment by Czech enterprises rose sharply in 1992 to 42 per cent

of investment, but then tapered off in subsequent years.
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Table 5.1
Composition of the financing of investment in non-financial enterprises, as percentage of total investment
1990 1991 1992 1993 1994 Average
Czech Republic
Gross financial savings 65.8 228.8 189.0 T 85.4 129.2
Net borrowing from banks and other financial institutions -74.0 -161.5 6.9 95.0 62.3 -14.3
Capital transfers from the state 11.6 42.3 30.0 27.9 2141 26.6
Other 96.6 9.6 -125.9 -100.0 -68.8 -41.5
Romania
Gross financial savings 52.4 96.5 89.0 - - 788
Net borrowing from banks 30.2 31 4.7 - - 12.6
Capital transfers from the state 20.3 6.7 6.0 - - 11.0
Other -2.9 6.3 03 - - -2.9
Russia
Decentralised resources 63.0 70.0 70.0 63.0 66.0 66.4
Gross financial savings - 51.0 31.0 19.0 - a3
Credit of commercial banks - - 10.0 6.0 - 8.0
Other - 19.0 29.0 38.0 = 28.7
Centralised resources 37.0 30.0 30.0 38.0 34.0 33.8
Sources Note

Czech Republic: Czech Central Statistical Office.
Romania: Statistical Yearbook, various issues.
Russia: Le Houerou (1995}, Astapovich (1995).

In Romania, the pattern of investment finance depicts the with-
drawal of the state from the direct and indirect financing of
enterprise investment. This was achieved as much through high
inflation, which raised enterprise profits relative to bank lending,
as by changes in fiscal and banking policies. The ratio of enter-
prise savings to physical investment increased significantly from
1990 to 1991, rising from 52 per cent to 96 per cent. The share of
gross savings in enterprise investment has remained broadly
stable since then. The increased reliance on internal savings
mirrors other developments. The share of net horrowing from the
banks dropped sharply, from 30 per cent in 1990 to 3 per cent in
1991, while at the same time the share of capital transfers from the
state declined from 20 per cent of investment to 7 per cent. This
does not include the substantial write-down of enterprise debis in

1990-91.

The sharp rise in gross enterprise savings as a share of Romanian
enterprise investment between 1990 and 1991 reflects in part the
interaction of high inflation with the local accounting system. The
valuation of inventories at historical cost during the high inflation
of 1991-93 resulted in large paper profits. However, the combina-
tion of high paper profits and a top 45 per cent marginal tax rate on
profits left enterprises with insufficient liquidity to replace inven-
tories at current costs. As a resull, enterprises accumulated
arrears both on taxes due and on accounts payable to other enter-
prises. In addition, new banking and central bank laws were
passed in April 1991 which established the principle of universal
banking and made banks responsible for their lending decisions.
However, the repeated recapitalisation of state hanks in 1990-92
may have weakened the incentive of banks to impose financial
discipline on enterprizes. The government’s direct financing of
enterprise investment through the budget was significantly

reduced in the April 1991 macroeconomic stahilisation
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Investment figures for Russia refer to the whole economy, which approximately
coincides with the system of enterprises, and are measured according to the concept
of “new fixed investment” (see text).

programme, At same time, enterprise taxation was overhauled,

although the tax burden on enterprises remained relatively heavy.

In Russia, the financing of enterprise investments remains substan-
tially unreformed. The share of government financing in new fixed
mvestment of enterprises has remained broadly unchanged, fluctu-
ating between 30 per cent and 38 per cent from 1990-94. Direct
government financing includes budgetary outlays by the federal
and local governments and by extra-budgetary funds, as well as
direct central bank lending to enterprises. Since the enterprise
accounts are on a cash rather than accrual basis, government
financing does not include the significant tax arrears that enter-
prises have built up with the government, leading to the
overstatement of after-tax profits and understatement of government
financing. The bulk of budgetary outlays for investment are targeted
to a few key production sectors, such as agriculture, fuel and
energy, communicalions and defence. Only a fraction of these
centralised investment programmes could be considered as
involving the provision of public goods. The extra-budgetary funds
provide resources for both public investments, such as roads, and
for commercial investment in specific industrial sectors. Similar to
earmarked funds under central planning, these resources are raised
through specific levies and can only be spent on investment

projects in particular sectors or activities.

The share of gross enterprise savings in investment has fallen from
51 per cent of new fixed investment in 1991 to 19 per cent in 1992-
93. This largely reflects a corresponding fall in depreciation
allowances. While there has been a partial reform of enterprise taxa-
tion in 1991, the depreciation of fixed assets has not been
adequately adjusted for inflation. Bank lending for new fixed invest-
ment remains limited, averaging 8 per cent of investment in

1992-93. As under central planning, the bulk of bank lending for



enterprises reported on the basis of data from commercial banks
would appear to be for accumulation of inventories. While data on
enterprise deposits in domestic banks is not available, the accumu-
lation by enterprises of financial balances outside Russia has been
significant. A recent estimate of foreign assets held by Russian
enterprises and households amounts to US$ 43 billion. much of
which was accumulated in 1991-94 (Box 5.1). This amount is equiv-

alent to 21 per cent of new capital investment during this period.

While the ability to make cross-country comparisons is limited by
the differences in statistical concepts among the three countries, a
few broad conclusions emerge from the data. First, in the period of
considerable uncertainty surrounding the introduction of far-
reaching structural reforms and macroeconomic stabilisation,
enterprises in the Czech Republic and Russia accumulated signif-
icant financial assets. This opens a question about the extent to
which financial constraints contributed to the slump in fixed
investment. At least in this period, the causality may well have run
from a contraction in the demand for investment goods hy enter-
prises to the decline in outside finance, rather than in the reverse
direction. However, as growth and investment demand recover, the
inherent weaknesses in the financial sectors are likely to hold
back both the supply of outside finance and actual investment.
Second, the Czech and Romanian data support the hypothesis that
early in the transition enterprises are heavily dependent on their
internal savings to finance investment, as the state withdraws from
direct outlays on investment and as the nature of bank lending
changes. In Russia, this preliminary step in the transformation of
enterprise finance had not yet taken place. Third, as the domestic
financial system begins to develop. outside finance (particularly

bank lending) accounts for an increasing share of enlerprise

Box 5.1
Russian capital flight

The accumulation of foreign assets has been a major vehicle for saving
by Russian enterprises and households. It is estimated that these
assets now amount to US$ 43 billion (see table below). One part of
this total is legal capital flight, which consists of enterprises’ hard
currency deposits in Russian banks plus cash dollars, held mostly by
individuals, including those operating in the grey economy. The build-up
of hard currency deposits took place in 1992, and that of cash
holdings in 1994. The remainder is illegal capital flight, which consists
primarily of assets held abroad as cash, securities or real estate.
These assets were accumulated most strongly in 1992-93.

(In billions of US dollars)

1991 15592 1993 1994

Legally held assets 7.6 14.0 16.8 249

Deposits 2.6 9.0 9.1 9.4

Cash 5.0 5.0 T 15.5

lllegally held assets 3.0 8.4 15.5 18.2

Total 10.6 224 323 43.1
Sources

Work by A. Lushin and M. Sarafanov, as reported by Russian Economic Trends,
Monthly Update, April 1995.
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investment. In the Czech Republic, it is noteworthy that access to
bank lending is not confined just Lo domestic banks but extends to
international institutions as well. This reflects in part the low
transfer risk in the Czech Republic, limited term lending by Czech
banks and financing of multinational enterprises by their interna-

tional banks.

5.6 Sectoral composition of enterprise savings and
investment

The sectoral composition of enterprise savings and investment
provides additional information on the role of internal finance in
transition economies, allowing a disaggregated analysis of finan-
cial flows among enlerprises. A potential bias in using aggregate
data on enterprise financing is that some of the variation among
enterprises becomes concealed. The sectoral data, to some extent,
overcome this problem. The sectoral analysis is limited to the
Czech Republic, where the distortions to accounting data [rom

inflation are less pronounced than in the other two countries.

The sectoral breakdown of enterprise gross savings (profits before
taxes and distribution plus depreciation) and investment for the
Czech Republic reveals that in most sectors savings exceeded
investment for the period 1990-93 (Table 5.2).

The three sectors in which investment exceeded savings were
manufacturing, transport and other services. The latter category
includes housing, education and health. Investment in manufac-
luring exceeded gross savings in that sector by a substantial
margin. The sectoral pattern of enterprige savings and investment
thus reveals considerable diversity, in which the accumulation of
financial assets by a number of sectors is counter-balanced by the
financing requirements of the manufacturing, transport and other
services sectors. As a result, the financing flows recorded on a net
basis understate the significance of oulside finance to the enter-
prise sector. That being said, it must also be noted that the majority
of sectors appear to have relied extensively on internal finance for
investment. Only in transport did before-tax profits plus deprecia-

tion fall below 50 per cent of investment for the period as a whole.

The sectoral pattern of the balance between enterprise savings and
investment, moreover, points to possible divergences following the
introduction of market reforms hetween the return on the existing
capital stock in a sector (average return lo capital) and the return
to investment in that sector (marginal return to capital). In partic-
ular, both the shift in relative prices across sectors for inputs and
outputs and the extent to which their existing capital stocks
became obsolete can vary widely across sectors (see Chapter 3).
As a result, some sectors may choose not to invest in new equip-
ment and structures even if the existing capital stock is generating
adequate cashflows. This may provide at least a partial explanation
for the accumulation of financial balances during this sample
period in the agriculture, mining, electricity, gas and water.
construction, trade and service. and communications sectors. In
contrast, despite low profitability there has been significant fixed

investment in the transport sector.
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Table 5.2
Czech Republic: enterprise savings and investment by sector, in hillions of 1989 Czech crowns
Sector 1990 1991 1992 1993 Average
Agriculture 0.3 9.3 -20.3 0.4 2.6 Total investment
18.5 3.4 1.4 2.4 BT Profits+depreciation
18.2 5.9 19.0 2.0 8.3 Balance
Mining 3.4 sl 0.6 0.1 1.0 Total investment
0.4 0.2 7-5 5.9 3.5 Profits+depreciation
-3.0 -0.9 8.0 5.8 25 Balance
Manufacturing 188.1 92.4 98.5 97.0 119.0 Total investment
108.2 104.7 44.2 28.0 T3 Profits+depreciation
-80.0 12:3 -54.2 -68.9 477 Balance
Electricity, gas and water 3.6 2.0 10.4 13.6 7.4 Total investment
0:3 0.2 21.2 155 9.2 Profits+depreciation
-3.3 2.3 10.8 1.9 1.8 Balance
Construction 6.4 8.3 -20.4 4.4 0.3 Total investment
6.8 4.3 3.4 B0 4.5 Profits+depreciation
0.4 -4.0 228 0.7 4.9 Balance
Trade and services 273 11.0 -7.9 2.6 8.2 Total investment
20.3 7.3 55 23 8.9 Profits+depreciation
-7.0 -3.7 13.5 -0.3 0.6 Balance
Transport 11.9 11.9 1.3 TOT 11.4 Total investment
51 1.8 -4.2 0.1 -0.2 Profits+depreciation
€.8 -13.5 155 -10.8 A7 Balance
Communications 2.8 3.8 3.6 7.9 4.6 Total investment
73 6.3 7.4 78 7.2 Profits+depreciation
4.5 2.5 37 0.0 2T Balance
Other services 17.8 121 133 21.1 16.1 Total investment
24.2 1.0 6.1 3.9 8.8 Profits+depreciation
6.4 -11.2 T2 -17.2 7.3 Balance

Source
Statistical Yearbook of the Czech Republic, 1993 and 1994.

Notes

Due to insufficient detail of the primary source, “Other services" includes housing, which should belong to “Construction”.

The internal balance does not take tax liabilities into account.

Figures are in real terms, calculated using the 1989 c.p. product deflator index for the relevant industrial sector.

The considerable diversity in profitability and investment opportu-
nities among enterprises will place a heavy demand on the financial
seclor to reallocate savings to the most efficient investments. This
demand for intermediary services will he fuelled by the recovery in
growth and investment and the adjustment of enterprises to struc-
tural reforms. The level and efficiency of investment will thus
depend crucially upon the ability of the domestic banks and other
financial institutions to provide these services. While there is some
evidence in the Czech Republic that banks are reallocating savings
among enterprises, there remains considerable weaknesses in the
financial system that could hold back investment and growth as the
need for enterprise restructuring deepens.

5 Singh and Hamid (1992),
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5.7 Investment finance in developing and industrial
countries

While a distinguishing feature of enterprise finance in transition
economies is the dominant role of internal savings following the
introduction of far-reaching market reforms, any assessment of this
financial structure requires a broader perspective. A starting point
for this is a comparison with the composition of investment finance
in other countries. Several recent empirical studies examine the

composition of financing in developing and industrial countries.

Data on the composition of finance for enterprise investment is
available for nine developing countries (India, Jordan, Korea,
Malaysia, Mexico, Pakistan, Thailand, Turkey and Zimbabwe).5
These data are based on the financial accounts of the top 50 manu-



facturing companies quoted on the stock markets in each country.
The enterprise coverage is thus less comprehensive within each
country than that above, but it is estimated that the top companies
in these developing countries usually account for at least half of
the output of all non-financial enterprises. Bearing in mind the
usual caveat about the limited cross-country comparability of the
data due to differences in accounting practices, a number of points
emerge from these data. First, external equily and debt account for
the bulk of investment, about 68 per cent on an unweighted
average basis (Table 5.3).

Table 5.3

Composition of financing of non-financial enterprises in selected
developing countries (1980-88), in per cent of total investment

Internal External Of which

Total external Equity Debt
India 34.9 65.1 14.0 el
Jordan 11.6 88.4 48.6 41.8
Korea 21.0 79.0 44.3 34.6
Malaysia 66.8 33.2 14.9 18.3
Mexico 26.3 73.7 69.4 4.3
Pakistan 42.0 58.0 20.4 37.6
Thailand 24,1 5.9 40.9 35.0
Turkey 17.5 82.6 60.2 21.7
Zimbabwe 42.9 57.1 35.2 219
Sources

Calvo and Kumar (1994) based on Singh and Hamid (1992).

There is considerable variation among the countries, but the only
exceplion to this general observation is Malaysia, where external
finance accounted for just 33 per cent of enterprise investment.
Second, equity finance plays a more significant role than debt in
the financing of investment. On an unweighted basis, internal
savings and outside equity comprised 70 per cent of net invest-
ment. Only in India did debt financing exceed the total of internal

finance and outside equity, at 51 per cent to 49 per cent.

One contrast between the financing of enterprises in developing coun-
tries and those in transition economies is that enterprises in developing
countries are much more reliant on outside debt and equity finance
than are those in the Czech Republic. Romania and Russia. This
largely reflects the withdrawal of government from the direct or indirect
provision of finance for enterprise investment and the time required to
transform the financial sectors. While developing countries also need
extensive financial development, the necessary structural changes to
the financial institutions and markets in these countries is less
profound. One similarity also emerges from the cross-country compar-
ison of enterprise finance. Enterprises in both developing countries

and those in transition rely extensively on equity finance.
It is also possible to make comparisons of enterprise finance with

selected industrial countries. Recent data on the composition of

investment finance are available for Germany, Japan, the United

S Corbett and Jenkinson (1994), For an earlier study, see also Mayer (1990).

5. Financing enterprise investment

Kingdom and the United States of America.t The composition of
finance is presented on both a gross and a net basis, since the
acquisition of financial assets by enterprises in industrial coun-
tries is significant. There are a number of stylised facts regarding
the composition of investment finance in industrial countries
(Table 5.4).

Table 5.4
Gross and net sources of enterprise finance, percentages (1970-89)
Internal  External ‘ Of which
Total Equity Bank Other Stat.ad].
external loans
Germany 80.6 19.4 0.9 11.0 7.5 0.0
(62.4) (37.6) {2:3) (18.0) (17.3) 0.0
Japan 69.3 30.7 a7 30.5 -3.6 0.0
(40.0) (60.0) (3.9) (34.5) (21.8) 0.0
UK 973 10.8 -10.4 19.5 1.7 -8.0
(60.4) (39.7) (7.0) (23.3) (9.4) 0.0
us 91.3 17.4 -8.8 16.6 9.6 8.7
(62.7) (37.3) (-4.9) (14.7) (27.5) 0.0
Average, net 86.0 19.6 3.7 19.4 3.8 =
Average, gross 56.4 43.6 2.1 22.6 18.9 =
Source
Corbett and Jenkinson (1994), Tables 2 and 3.
Note

The first row for each country refers to net sources of finance, the second to gross.

First, enterprise savings are the most significant source of finance,
accounting for 56 per cent of gross finance. On a net basis, the
share of enterprise savings rises o 80 per cent, reflecting the use
of internal funds to purchase financial assets. The country with the
lowest share of internal finance is Japan, where enterprise savings
account for 40 per cent of gross financing and 69 per cent of net
finanecing or investment. Second, bank lending is the next most
significant source of outside finance, accounting for 23 per cent of
gross financing and 19 per cent on a net basis. Japanese enter-
prises have the largest share of bank financing, 35 per cent and
31 per cent on a gross and net basis, respectively. Third, outside
equity plays only a minor role in enterprise financing, comprising
2 per cent of gross financing and -4 per cent of net financing. The
negative share of outside equity in net financing in the United
Kingdom and the United States reflects primarily the large volume
of mergers and acquisitions and of share repurchases, both of
which involve the purchase of equities by enterprises funded

primarily with internal savings or debt.

At first glance, the share of enterprise gavings in the financing of
investment in lransition economies appears remarkably similar to
that in transition economies. in the sense that both rely heavily on
internal finance. However, such a straightforward comparison
would be quite misleading. Given the weak ownership structures

of many enterprises in lransition economies, a primary concern is
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the extent to which outside investors are able to impose financial
discipline. In industrial countries, the financial sector is highly
enmeshed with enterprises, financing not only physical invest-
ments but also the acquisition of financial assets. For this reason,
the gross financing of enterprises portrays more accurately the
significance of outside finance to enterprises in industrial coun-
tries. Moreover, in the early periods of industrialisation, outside

finance played a much greater role in the financing of Investment.”

The provision of outside finance to enterprises brings with it
greater financial discipline. Outside investors must evaluate care-
fully the value of investments relative Lo the alternatives. This
caution reflects the real possibility that the inside managers of
enterprises, who by virtue of their position are better informed
about the value of investments, will opportunistically seek external
finance only when outsider investors overvalue the claims.?
Outside investors must also constantly monitor their investments
to ensure that their interests are being respected. However, the
role of outside investors in evaluating and monitoring investments
is imperfect and costly, and internal finance is widely viewed by
enterprises as the more preferable financing source.” In any event,
the financial discipline provided by outside investors arises not so
much from their being the dominant source of funding for the
existing physical capital and stocks of enterprises, but from

providing the finance for new investments.

5.8 Outside investors, financial development

and growth

The comparison of investment financing in transition economies
with that in developing and industrial countries illustrates the
limited role of outside investors as a consequence of transition. This
limited role can hamper financial discipline in transition economies
where most enterprises are only weakly controlled by their existing

owners. Moreover, the lack of access to outside finance can also

Box 5.2
Financial development and economic growth

The significance of financial development in

to identify factors that contribute to cross-
country variations in growth. A number of
factors have been identified as significant in
explaining variation in long-run growth rates

constrain the allocation efficiency of investment by limiting invest-
ments to those enterprises that have both sufficient gross savings
and profitable investment opportunities. This constraint is likely to
become more binding since the recovery in growth and investment
appears to be occurring more rapidly than the reform and develop-
ment of financial sectors in the region. Available empirical evidence

generally supports the importance of these considerations.

One measure of outside investor involvement in evaluating and
monitoring enterprise investments is the overall development of
domestic financial institutions and markets. A well-functioning
financial system, of course, also provides additional services to
savers such as portfolio diversification and liquidity. Due to its
impact on both efficiency of investment and services to savers, one
would expect a strong link between financial development and

investment, productivity and growth.

While there are many possible channels through which development
of the financial sector can boost growth, available empirical evidence
points 1o a strong overall impact. A recent study of over 80 countries
for the period 1960-89 reveals that measures of banking development
are positively and significantly correlated with real per-capita GDP
growth, real per-capita capital stock and productivity gains (Box 5.2).
In addition, regression analysis revealed that measures of financial
development at the beginning of the sample period were significant in
predicting future growth rates, which supports the hypothesis that
financial development contributes to growth and is not simply a conse-
quence of it. The potential impact of financial development on growth
also extends to securities activities. As with banking, a recent study
has focused on the link between stock market development and
growth for the period 1976-93. Available evidence indicates that
measures of stock market development are positively and significantly
correlated with growth and its components (Box 5.2). Again, the

regression analysis indicates that measures of stock market develop-

significant in explaining variations on long-run
growth among countries.

A related issue is whether both the measures
of banking and securities activities reveal

promoting growth has long been the subject of
empirical investigation. The contemporaneous
expansion of the financial sector with growth of
the real economy is a well-documented feature
of development and industrialisation. However,
the issue remained whether the financial
sector was making an active contribution to
this growth or simply responding passively to
developments in the real economy that were
leading growth. Two recent studies provide
some additional evidence on the direction of
causality between financial development and
growth, not only with respect to banking but
also to securities activities.® The evidence
comes from regression analysis which serves

across countries. The non-financial factors that
have been identified as having a significant
impact on growth include: real GDP per capita
at the start of the sample period, initial
secondary school enrolment, number of
revolutions and coups, initial ratio of
government consumption to GDP, and initial
inflation rate.

Measures of the initial conditions in the
financial sector have been added to examine
their contributions to econemic growth. These
include the ratio of broad money to GDP, the
ratio of stock market turnover to market
capitalisation and the ratio of turnover to GDP.
The initial values for each of these variables is

independent effects on growth or whether
these measures are simply proxies for each
other. This issue was also taken up in the
study on stock market development and
growth. When measures of banking and
securities activities at the beginning of the
sample period were simultaneously included in
regression equations for real per capital GDP
growth, both types of measures were
significant in explaining subsequent growth
rates. This result suggests that development of
both banking and securities activities make
valuable contributions to growth.

1 King and Levine (1993) and Levine and Zevros (1995).

T Taggert (1985).
S Myers and Majluf (1984).

g The taxation of dividend income at both the enterprise and household levels typically reinforces the preference for internal finance. However, the tax deductibility of interest payments

can swing this preference toward debt, particularly in a period of high inflation (Chapter 4).
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ment at the beginning of the sample period, especially those of

liquidity, are strongly correlated with future growth rates.

The available empirical evidence thus points to a strong link
between financial development and investment, productivity and
growth. These studies do not allow identification of the specific
channels through which the financial sector influences develop-
ments in the real economy, be it the evaluation and monitoring of
enlerprise investments, diversification or liquidity. Nevertheless,
financial development necessarily involves an increased role for

outside investors in enterprise finance.

5.9 Concluding remarks

This chapter has examined how enterprise investment has been
financed in a representative cross-section of countries in transi-
tion, the Czech Republic, Romania and Russia, for the period
1990-94. In each country, the sample period begins before the
introduction of comprehensive market reforms. The initial obser-
vations thus provide some indication of how enterprises were
financed under the previous regime. The observations over tlime
also reveal how the transition to a market economy influenced the
financing of enterprises in each couniry. In the Czech Republic
and Romania, the withdrawal of the state from financing enterprise
investment has largely involved the cutting back of government
transfers for investment, reform of enterprise taxation and transfor-
mation of banking. These reforms have led to a significant increase
in enlerprises’ reliance on internal finance. In Russia, however,
the government has yet to engineer its withdrawal from the
financing of enterprise investment to anything like the same
extent. This will involve not only the reform of enterprise taxation,
but also the clear separation of commercial investments by enter-
prises from investments in social goods and services. This will
require the divestiture of social assets by enterprises and the
comprehensive reform of the government’s capital budgeting
process. As these structural reforms are implemented, it can he
anticipated that enterprises would initially become much more

reliant on internal savings to finance investment.

The nature of the structural reforms required for the transition will
almost inevitably lead to a period of extensive reliance on internal
finance by enterprises to fund their investments. It might be
tempting to draw quick comparisons with the extensive reliance on
internal finance in industrial countries and to conclude that exten-
sive reliance on internal finance was desirable in transition
economies. However, such comparisons and conelusions would be
very misleading. The high reliance on internal finance by state
enterprises or those that have been privatised to dispersed outside
shareholders or to insiders resembles the pattern of enterprise
finance from the previous regime, in terms of management and
decision-making process and the aggregate flow of funds. The
mechanisms for the efficient allocation of capital in the operating

and investment decisions of enterprises remain weak. Under these
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conditions, the efficiency of investment may well continue to

languish near the low levels realised in the previous regimes.

One way to promote the increased use of outside finance by enter-
prises 1s to foster market competition through trade liberalisation and
anti-monopoly policies. Many countries in the region liberalised
trade significantly early in the transition: however, as adverse
impacts on enterprise profitability in certain sectors and on the
balance of payments materialised, there was a reversion to increased
protectionism. Once again, trade protection in the region is declining,
in part due to the effects of EU Association Agreements reached with
certain countries in eastern Europe and with the Baltics. Also, for
these countries, accession to the EU would require a more effective
implementation of competition policy. For those countries that are not
associated with the EU, it is important to maintain progress in these
areas, both in their own right and to promote the increased recourse
to outside finance for enterprise investment. The support of the
EBRD and other IFIs for the entry of private enterprises into new
markets can also help to spur competition.

The development of the financial sector itself must, of course, remain a

priority. There has been considerable focus on the
development of banking in the region, and rightly so. Banks provide
basic transaction services not only for industry and commerce, but also
for securities activities, As such. banks are fundamental to a market
economy. However, the capacity of banks to intermediate domestic
savings inlo enlerprise investments may be limited, at least for while.
While securities markets have emerged quickly in a number of coun-
tries, they remain small and largely illiquid. Even those markets that
have been spurred on by mass privatisation programmes lack the
liquidity necessary to promote primary issues. Moreover, the domestic
investment and insurance companies remain relatively small. Thus,
taking banking and non-banking sub-sectors together. it will be a long
time before the financial sector shows the strength (typical of advanced
industrialised countries) necessary to generate and allocate savings
effectively. It will remain a key area for IF1s to involve themselves in
institution building, hoth through direct investment in particular insti-
tutions and in developing sector-wide structures. While this institution
building is taking place, the activities of the [FIs, and the EBRD in

particular, will remain strongly “additional™.

Lastly, while securities markets and non-bank financial institu-
tions clearly offer a potential substitute to bank intermediation of
savings, il is important to recognise the potential complementari-
ties between these alternative forms of financing. For example, by
listing its shares on a stock exchange, a company can improve the
availability of information about its financial performance, hoth
through the monitoring of share price developments and the public
disclosure of financial accounts. Similar complementarities can
also exist between development of the domestic financial sector
and access to foreign savings. A well-functioning domestic finan-
cial system that can exercise effective control over enterprises can

facilitate the inflow of foreign portfolio investments.
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The contribution of law
to fostering investment

Law provides both rules for investment and a vital part of the envi-
ronment in which investments succeed or fail. For investment to
flourish, the right legal rules must be in place. As important as
what the rules say, however, is what they mean in practice. A pris-
tine statute on investment that is unknown, unadministered and

unenforced is ineffective.

This chapter looks at how condueive the laws of the region are to
fostering investment, including foreign investment. First, it
cousiders the extent Lo which those laws approximate the generally
accepled view internationally of which laws best foster investment.
Second, it evaluates effectiveness of investment laws, that is the
extent to which such laws are clear, accessible, and adequately

supported administratively and judicially.

A country-by-country assessment of these issues is presented in
Annex 6.1, from which some conclusions are drawn. The assess-
ments are based on the results of a survey involving ministries of
justice. selected private law firms, and academic and other experts
familiar with the laws of the countries of the region. Box 6.2
explains the nature of the survey and caveals required in using the

material. Table 6.1 also provides a score for each country.

6.1 Investment rules of the region in relation to
generally accepted standards

Legal rules that best foster investment do not proceed from first
prineiples. It is possible, however, to evaluate investment laws in
the countries of the region against the benchmark of legal rules
that are generally accepted internationally as fostering investment.
This evaluation reveals whether existing rules are likely to win the

approval of the investing community, including foreign investors.

Box 6.1 identifies the source and content of those legal rules.
These include laws that recognise private property rights, enable
profits to be taken out of the country and protect against uncom-
pensated expropriation. Also important are laws that enable the
registration of security interests, provide a legal framework for
investment vehicles, and prohibit discrimination between
domestic and foreign investment, whether through licensing
regimes, discriminatory taxation systems or other means. A
country-hy-country assessment of how investment laws of the
countries of the region compare with investment rules that are
generally accepted internationally is provided in the [irst column

of Annex 6.1.

6.2 The effectiveness of laws affecting investment

The remainder of this chapter, including the last three of the four
columns in Annex 6.1, examines the effectiveness of legal rules
affecting investment. Three questions are asked: how clear and
accessible is the law affecting investment?; how well supported is

it administratively?; how well supported is it judicially?!

How clear and accessible is the law affecting
investment?

The second column of Annex 6.1 measures the clarity and accessi-
bility of investment laws against three main benchmarks, The first
is the textual clarity of laws, including regulations and adminis-
trative rulings. From a textual perspective, laws designed to foster
investment may achieve the opposite effect if they are unclear,
confusing or contradictory. Where executive decrees and legisla-
tive acls are contradiclory, the paramount document must be made
explicit. The second is the extent to which law has been dissemi-
nated. Laws that have not been published widely or promptly are
of limited use and may even be counterproductive. Draft laws
should be made public in order to elicit comments from various
stakeholders (e.g., investors, administralive agencies, courts)
which can then be considered for the final texts of laws. Important
courl judgements on issues of principle should also be widely
disseminated to show how the law is interpreted and applied. The
third is the availability of comprehensive, independent and
adequately supported legal advice to help investors to understand

the detailed nature and practical implications of investment laws.

How well supported administratively is investment law?
Besides being clear and accessible, laws [ostering investment must be
adequately funded and administered if they are to be useful. The third
column of Annex 6.1 identifies whether some of the elements of an
effective administration are in place in the countries of the region.
These elements include a clear demarcation of responsibilities
between the various arms of government, but with effective coordina-
tion between them. The tax administration office, police and courts
need to be properly funded, regarding hoth personnel and infrastruc-
ture. If a particular law requires specific action to be undertaken by
investors, the administrative mechanisms necessary must be
provided. For example, if a special licence is necessary for the
opening of a foreign hank account, the licensing body must issue such
licences promptly and in accordance with transparent and consis-
tently applied guidelines. Certain legal rights need to be supported by
administrative bodies, such as clear and reliable real property rights
which depend on an effective land cadastre.? Similarly, secured trans-
actions depend on shares and other security interests (such as

mortgages and liens) being noted on public registers.

1 These questions are consistent with the philosophy underlying the three considerations discussed in Box 6.1, namely what the rule of law demands, what recognition of economic rights
requires, and what are the prescriptive attempts at the international level to promote a legal enviranment conducive to investment.

2 An official public register of property rights and boundaries.
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Box 6.1

Generally accepted legal rules on investment

The generally accepted view internationally of
which laws best foster investment can be
discerned by drawing on the rule of law, the
recognition of economic rights as human
rights, and prescriptive attempts at the
international level to promote a legal
environment conducive to investment.

Rule of law

Investment laws have the greatest credibility
within a legal system founded on the rule of
law, where the application of laws bears a
degree of predictability and consistency, and
their enforcement is reviewed by independent
parties, usually courts. An important function
of the rule of law is that the exercise of the
power of the state should be limited to
recognised and accepted circumstances.

A consequence of the rule of law is that
resultant legal rules are better valued by
citizens because they are more predictable
and embody generally accepted rights and
obligations.

Economic rights as human rights
International human rights texts — most
prominently the Universal Declaration of
Human Rights — enshrine the right to property
and, by extension, permit contractual freedom
generally. In addition, the Preamble to the
Agreement Establishing the EBRD welcomes
“the intent of Central and Eastern European
countries to further the practical implemen-
tation of multiparty democracy, strengthening
democratic institutions, the rule of law and
respect for human rights and their willingness
to implement reforms in order to evolve
towards market-oriented economies”.

The sources of investment rules at the
international level

Numerous sources contribute to the evolving
definition of a legal environment best suited
to investment. (None the less, it should be
noted that universal agreement on such a
definition remains an elusive goal, particularly
among certain developing countries, hence

How well supported judicially is investment law?

To be effective, laws fostering investment must not only be clear,
accessible and well-administered but also enforceable before
courls comprising independent and trained judges. The fourth
column of Annex 6.1 evaluates judicial enforcement of invest-
ment laws on the basis of judicial impartiality and independence
(from both government interference and financial vulnerability),
the readiness of the courts to enforce foreign judgements and
arbitral awards without re-examining the merits of the case,
the availability of procedural due process, and the actual
record of enforcement of laws to date, including criminal laws

affecting investment.
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the references in this discussion to
prescriptive rules that are generally accepted
internationally.) The writings of jurists, arbitral
awards and a small number of decisions of
public international tribunals, most notably
the International Court of Justice, may be
understood as establishing best practices
from the perspective of the international
investor. A number of bilateral investment
treaties, national investment codes and a few
multilateral instruments (such as the UNCTC
Draft Code of Conduct on Transnational
Corporations and the OECD Guidelines for
Multilateral Enterprises) further contribute to
what may be viewed as internationally
accepted legal rules on investment. A useful
distillation of such views, which also contains
a prescriptive or best practice element, is
the recent World Bank Guidelines on the
Treatment of Foreign Investment, (Although
concerned principally with direct foreign
investment, much of the rationale of the
Guidelines is equally relevant to domestic
and indirect foreign investment.)

Regional standards sometimes both reflect
and influence the content of international
standards. The commercial laws of the
European Union are particularly relevant,
because for most countries aspiring to EU
membership, harmonising their commercial
laws with those of the EU is a legislative
priority.

The content of generally accepted legal rules
on investment

The generally accepted view internationally of
which legal rules best foster investment can
be distilled from the above. Central to this
view is the proposition that states should

not discriminate between foreign and local
investors without due cause. This implies that
there should be an open admission policy for
all investors, which would obviate the need for
special screening procedures for foreign
investments, except in rare circumstances
such as where an investment proposal has
compelling national security implications.
Furthermore, the non-discrimination tenet

extends to all aspects of the treatment of
such investments and would thereby prohibit
laws that establish a taxation regime
designed especially for foreigners (whether
more or less favourable) or that require
foreign investors or foreign-owned local
companies to obtain special administrative
approvals or licences. Legal rules that impose
special restrictions on the repatriation of
wages and profits of foreign investors would
also be proscribed.

A model legal regime regulating investment,
apart from treating foreign and local investors
equally, would include property laws that
recognise private property rights and protect
against uncompensated expropriation,
particularly by the state, and laws enabling
investments to be secured, particularly
through the registration of security interests.
Investment vehicles, especially in the form of
companies, must also be recognised to allow
participants to enter the investment market.
Equally, their exit must be allowed by
bankruptcy laws.

On a more sophisticated level, laws relating to
investment funds and other special invest-
ment vehicles, together with adequate
securities legislation, will allow more diverse
participants in the investment market.
Taxation, currency convertibility and capital
flows, labour, custody and settiement, and
intellectual property rights are other issues
affecting investment which need to be
addressed in ways that meet the commercial
needs of investors generally. The existence

of criminal laws to underpin the security of
investments is also an important element of a
model legal framework.

Comparing the laws of the countries of the
region with generally accepted legal rules on
investment

The first column of Table 6.1 illustrates the
extent to which the laws of the countries of
the region approximate the generally accepted
legal rules on investment discussed above.

6.3 The extent and effectiveness of investment laws
Table 6.1 provides a numerical assessment of how conducive the
laws of the countries of the region are to fostering investment. Laws
have been scored, in respect of each country, against two indica-
tors: the extent to which legal rules affecting investment
approximate investment rules that are generally accepted interna-
tionally; and the effectiveness of legal rules affecling investment,
that is, the extent to which such legal rules are clear and accessible
and adequately supported administratively and judicially. The clas-
sification system is explained in text accompanying Table 6.1 and
further information on the methodology is provided in Box 6.2.

Progress in investment-related law reform

(See classification system for transition indicators opposite.)



Table 6.1

6. The contribution of law to fostering investment

Laws fostering investment

Country

Extensiveness of legal rules

Effectiveness of legal rules Overall score

Czech Republic
Hungary
Poland

Bulgaria
Croatia

Estonia

Slovak Republic
Slovenia
Albania
Armenia
Belarus

FYR Macedonia
Georgia
Kazakstan
Kyrgyzstan
Latvia
Lithuania
Moldova
Russian Federation
Romania
Ukraine
Uzbekistan
Azerbaijan
Tajikistan
Turkmenistan

4
4%

=y
*
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Classification system for transition indicators

Transition element Category

The extensiveness
of legal rules on
investment

The effectiveness
of legal rules on
investment

Overall score

il

4*

Description of the category

Legal rules are very limited in scope, and impose substantial constraints on
creating investment vehicles, security over assets or to the repatriation of
profits. Indirect investment is not specifically regulated.

Legal rules are limited in scope and impose significant constraints on creating
investment vehicles, adequate security over assets, or the repatriation of profits.
Legal rules do not impose major obstacles to creating investment vehicles and
security or to repatriating profits. However, they are in need of considerable
improvements.

Legal rules do not discriminate between foreign and domestic investors and
impose few constraints on creating a range of investment vehicles and security
instruments. Indirect investment is specifically regulated.

Legal rules closely approximate generally accepted standards internationally and
impose few restrictions, including on the creation of sophisticated investment
vehicles or security. Indirect investment law is well developed.

Legal rules are usually very unclear and often contradictory and the availability
of independent legal advice is very limited. The administration of the law is
substantially deficient (e.g. little confidence in the abilities and independence of
the courts, no or poorly organised security and land registers).

Legal rules are usually unclear and sometimes contradictory. Legal advice is
often difficult to obtain. The administration and judicial support of the law is
rudimentary.

While legal rules are reasonably clear and ascertainable through legal advice,
administrative or judicial support is often inadequate (e.g. substantial discretion
in the administration of laws, few up-to-date registers).

The law is usually clear and legal advice is readily available. Investment laws are
reasonably well administered and supported judicially, although that support is
sometimes patchy.

The law is clear and readily ascertainable. Sophisticated legal advice is readily
available. Investment law is well supported administratively and judicially,
particularly regarding the efficient functioning of courts and the orderly and
timely registration of proprietary or security interests.

The overall score allocated in the third column of the table is based on the
assessment made in respect of the two indicators; it also draws on other
survey information. These overall scores are reproduced in Table 2.1,
together with a description of the overall criteria for each category.
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6.4 Commentary on Annex 6.1

The commentary is organised largely by looking across countries
on particular issues, at the extent of laws fostering investment, at
the clarity and accessibility of the law, effective administration
and judicial enforcement. Where appropriate some regional group-

ings are highlighted.

Several points should be borne in mind when reading the commen-
tary. First, it should be remembered that legal reform proceeds
from different stages of development within each country. In the
countries of eastern Europe and the Baltics a relatively well devel-
oped legal framework for a market economy, including civil and
commercial codes and a business culture, had existed before the
Second World War. The effects and memory of these were not
completely eroded and in some cases former practices and laws
could be reinstated or revived. This is in contrast to the CIS coun-
tries which, for the most part, embarked on the task of constructing
a market-oriented legal framework without having any recent
history or tradition of market-oriented legal systems. Second,
while the commentary and table examines whether countries meet
certain legal standards this should not be taken 1o imply that there
is a single optimal legal structure covering investment to which all

couniries should move.

Extent of laws fostering investment

In general, the countries of eastern Europe have the most
favourable rules for investment in the region. Almost all such
countries permit foreigners to own property through locally held
companies and some now permit land to be owned directly.
Additional restrictions sometimes apply to agricultural land.
Most countries are in the process of liberalising or have recently
liberalised foreign ownership. East Furopean countries generally
do not require governmental approval for investment proposals,
with the exceplion of Romania, and in many cases exchange
control regulations are minimal. Mosl of the countries of eastern
Europe have adopted international standards regarding expropri-
ation which permit taking of property only for public purposes
and with compensation. Such countries have laws regulating. to
varying degrees, indirect investment vehicles (apart from
Bulgaria, which is in the course of enacting such laws). Most
countries in eastern Europe have passed legislation for the

creation of stock exchanges.

In the Baltics, the legal rules fostering investment appear to be
approaching the level of development of some of the east European
countries. At present, indirect investment in demestic securities
and investment funds is specifically regulated in Estonia but not in
Latvia or Lithuania.

In the CIS countries investment rules are generally less extensive
than in the east European countries, with the exception of Russia
where, despite a lack of clarily in many areas, the rules fostering
investment are among the most developed in the region. Progress
in the rest of the CIS has been slower. Land ownership by

foreigners or by foreign-owned local companies is more restricted,
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although leasing is possible. As in eastern Europe many countries
are actively engaged in further land law reform. Laws concerning
the regulation of indirect investment vehicles are limited in scope.
and stock exchanges are generally poorly developed. Although
profits may be repatriated, transfers of foreign currency usually

require central bank approval.

Clarity and accessibility of the law

Drafiing of laws

The legislative process greatly influences the clarily and
predictability of the law. Uncertainty may arise where wide
discretion is granted to the execulive to modify investment rules,
without prior consultation, and by way of executive decree.
Incoherent rules may result where different ministries have
responsibility for drafting laws and fail to coordinate their efforts,
Across the CIS countries, the executive plays a larger role in this
respecl; in mosl countries of eastern Europe and. to varying
degrees, those of the Baltics, the making of legal rules lies

primarily with the legislature.

In eastern Europe the standards of drafting are generally high,
with laws prepared by legally trained personnel. However, even
such laws are often conflicting, as in a number of countries where
some new laws were inspired by a variety of foreign models and
often embody conflicting policies or legal concepts. Sometimes
there exists, in Lithuania, for example, no clear codification of the

basic principles of commercial and civil law.

Where the technical drafters of the law are not legally trained,
unclear laws often result. For example, in some Central Asian
countries laws are rarely prepared by legally trained personnel
and are often based on old Soviet models. Where laws are drafted
by Western consultants. concepts unfamiliar to the host country

are sometimes crudely transported.

Public dissemination of laws

While most countries in the region publish their parliamentary
laws, albeit with varying degrees of timeliness and quantity, not all
exccutive decrees are published and few judgements can be
obtained from public registers. It is common practice in Russia,
for example, for legal opinions issued in the context of investment
transactions to contain qualifications which exclude all laws that

have not been made public.

In most of the countries of eastern Europe, new laws are usually
published within a month whereas draft laws are not always
published. In certain CIS countries. it is not unusual for laws to be
first published more than six months after being enacted., In many
countries, official reporting of judicial decisions remains rudimen-
tary. Annotated statutes showing relevant cases, common in
countries having a longer established legal reporting tradition, are
largely unheard of. Even in many law libraries basic investment

laws are hard to find.



The availability of legal advice

Foreign investors and a significant number of local investors
routinely seel advice to learn what the legal rules are, how they
apply to them, how their interests can hest be organised and
protected within the existing legal rules. and how their rights can

be enforced.

International investments are being increasingly entrusted more
fully to local lawyers in countries (such as the Czech Republic,
Hungary, Poland and Slovenia) where an independent profession
is well established, and capable of delivering legal services in an
international working language and to international standards. A
good measure of the quality of local practitioners is the extent to
which foreign investors are willing to have them appointed as arbi-
trators to resolve investment disputes (in countries such as

Bulgaria, the Czech Republic, Hungary and Poland).

In a number of the countries of the region, particularly the
Caucasus republics, there are few private sector lawyers working
independently of the government and capable of providing
comprehensive advice. Throughout the CIS, legal advice is gener-
ally available, although it can be expensive or inadequate to meet
demand. In many more countries in the region, local lawyers are
not technologically equipped 1o compete with their international
counterparts operating locally. The legal work on a large invest-
ment in Armenia or Kyrgyzstan, {or example, will probably be
undertaken almost entirely from abroad, with local lawyers
providing services only in respect of such issues as security under

local law.

Effective administration

The role of the state

Poorly administered laws result in delays or uncertainty, therehy
increasing transaction costs for the investor and undermining the
positive impact of an otherwise favourable legal regime. Company
registralion and the granting of special licences by governmental
bodies are areas where administrative delays may affect the effec-

tiveness of investment laws.

Registers exist in many east European countries for company
shares and property where the accuracy of the records in the
registry and the average time needed to create a limited liability or
Joint-stock company is generally less than two months. Although
almost all countries of eastern Europe do have systems enabling
the establishment of registers for land and security interests, the

register files in many countries are inaccurate.

Generally, across the CIS, there is no adequate system for regis-
ters, or they are incomplete or outdated. Another impediment is
the requirement to pay fees on the notarisation or registration of
the security instrument. These fees often bear no relationship to
the administrative costs incurred in providing the service but are
more akin to a tax, sometimes levied at excessive rates, and espe-

cially against foreigners.

6. The contribution of law to fostering investment

Box 6.2
Survey on investment laws

The material provided in Annex 6.1 and for most of this chapter is
drawn from the results of a survey conducted among ministers of
justice, selected private law firms, and academic and other experts
familiar with investment laws in the countries of the region. An
important part of the survey involved the use of questionnaires?!
completed to a good standard by private sector lawyers (usually two or
three law firms for each country). These lawyers were selected on the
basis of their expertise in advising on local law issues, often in respect
of the EBRD's own investments.

The content of the first column of Annex 6.1 has been reviewed for
accuracy by other lawyers, including the EBRD’s own legal staff.
Nonetheless, it is not a comprehensive survey of all investment-related
rules. For example, it does not evaluate tax rules, although these will
be relevant to investment decisions. The material in the second, third
and fourth columns of the table, much of which is not readily verifiable
independently and reflects subjective assessments by survey
respondents, has not been reviewed. Similarly, the information and
views provided by respondents were not always consistent, and the
EBRD has been selective in using material provided by the survey.
While the purpose is to give an impression (as of July 1995) of how
conducive the laws in the region are to fostering investment, care must
be taken in reading and interpreting Annex 6.1.

Responses were organised into the four categories discussed in
sections 6.1 and 6.2: (i) the extent to which legal rules affecting
investment approximate those that are generally accepted
internationally; (ii) the clarity and accessibility of the law; (iii) the extent
to which the law is well supported administratively; and (iv) the extent
to which the law is well supported judicially. The categories were then
weighted, with 50 per cent being allocated to category (i) and 50 per
cent being allocated to categories (ii), (iii) and (iv) combined (with equal
weighting). The scoring was audited for reasonable assurance of overall
accuracy by referring to the relative completeness of all questionnaire
responses and, where possible, obtaining independent opinicns on the
accuracy of selected items in category (i).

1 The most comprehensive questionnaire, to law practitioners, asked for responses
to 59 guestions, broken down into 6 main parts. The first part asked for
identification and detailed information on the most important laws which permit
and regulate investment, foreign and domestic, direct and indirect, and other basic
information on investment-related law, such as whether limited liability companies
can be created and owned by foreigners, taxation, the rules on compensation in
the event of expropriation and the need for government approvals for investment.
The second part asked questions related to the quality of legislative drafting, the
regularity with which they are published and their accessibility (along with court
decisions on them) to practitioners. The third part asked for information on the
judicial process: the qualifications of judges, the availability of written reasons for
decisions, the right of judicial review of administrative action and the enforceability
of arbitral awards by the courts without a re-examination of the merits of the case,
amaongst others. A fourth section asked questions relating to the guality of the
administration, the appointment, size and quality of the civil service, and the
extent to which statutory prescribed registers for land or shares exist and whether
they were up to date. A fifth section asked guestions relating to the availability of
comprehensive and independent legal advice: for example, the degree of legal
training, the affordability of legal advice and the existence of a mandatory
professional code of ethics. A final section asked respondents to assess the
public’s belief in the extent to which various facets of the law were respected.

Certain laws provide for the priority registration of security inter-
ests of lenders in respect of assets or capital of horrowers. The
utility of such laws, however, is sometimes compromised by the
absence of registers or by the incompleteness of records resulting
from the failure of the government to appoint a registrar or to
provide staff and other means to maintain an up-to-date register. In
Kyrgyzstan, for example, the law on pledge provides for publicly

accessible information to be maintained on registers established
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by various municipal and regional authorities. Because of a lack of
funds, however, no effective registers have been established. One
consequence is that lenders are unable to verify independently

whether an asset has already been pledged to a third party.

The quality of the civil service

The civil service does not always have the resources to discharge its
obligations fully. To some degree these problems exist throughout
the region. They are particularly problematic in some countries of
the CIS, where the administrative discretion of the civil service is
often wide, vaguely circumseribed and arbitrary in scope. The
administration may be further weakened by poor recruitment and
promotion systems. In some cases, civil servants or judges are not

remunerated in accordance with legally preseribed standards.

Investment-related crime and enforcement of the criminal law

Laws designed to foster investment can also be undermined by the
failure to enforce the criminal law adequately, whether it is laws
against criminal damage to physical property. against corruption,
money-laundering, tax evasion or extortion. In a few countries, the
level of corruption seriously erodes investor confidence (see Annex
6.1). The enforcement of criminal laws is also reported in some

countries as heing sometimes selective and politically motivated.

Judicial enforcement

Effective and independent judiciary

An effective and independent judiciary is essential to ensuring the
certainty and predictability of legal rights. This is particularly true
where one party to a dispute is the government or derives power
from it. For the laws to function fully, the courts must be able and
prepared to rule against the government and to review improper
government action and, if necessary, rule against the government.
For example, if an investor is refused an export licence by a
government official exercising a statutory discretion on unreason-
able grounds, the investor must be able to rely on the courts to
check such abuse. Here judges play a crucial role. They must be
independent of the government and not easily removable if they
are to discharge their functions impartially. In the countries of
eastern Europe, respondents to the survey reported the public’s
belief that courts would enforce the legal rights of private parties
against state parties, while the opposite belief generally prevailed
in most of the CIS countries.

Judges must be not only relatively free from political influence but
also finaneially independent. In eastern Europe, judicial support
for investment law is hindered by the relatively low salaries of
judges, which tend in some cases to be only two or three times
those of unskilled factory workers. In some CIS countries, where
relative salaries are also low, judges sometimes receive less than

the prescribed levels of pay.

Enforcement of foreign adjudicative decisions
An effective judiciary must also be willing to recognise and
enforce foreign judgements and foreign arbitral awards rendered

in investment disputes without re-examining the merits (in those
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circumstances where the law permits such recognition and
enforcement). Most of the countries of the region do not recognise
foreign judgements, but many are required by their treaty obliga-
tions to enforce foreign arbitral awards covered by the 1958 New

York Convention.

In eastern Europe, foreign arbitral awards are generally recognised
and enforced without a re-examination of the merits. In other
countries of the region, even if such awards are recognised, there

is often a lack of an effective mechanism to enforce the award.

6.5 Concluding remarks

Law makes a major contribution to the fostering of investment. It
provides the rules as well as the conditions and mechanisms
capable of ensuring that investment laws achieve their purpose of
improving the environment in which investment decisions are
made and in which investments succeed or fail. This chapter has
provided an overview of the laws on investment operating in the
countries of the region and has sought to gauge their effectiveness
by providing a view of how clear and accessible investment law is

and how adequately il is supported administratively and judicially.
Several themes emerge from the survey.

With few exceptions the countries of eastern Europe have made
greater progress than those of the CIS both in adopting legal rules
fostering investment and in applying and enforcing them. The
Czech Republic, Hungary and Poland are the most advanced, with
most of the rest of eastern Europe and Estonia also having made

considerable progress,

Despite a great deal of legislative activity, few countries of the
region have investment rules that closely approximate inlerna-
tional standards. Those countries whose laws come nearest are
Bulgaria, the Czech Republic, Hungary, Poland, Russia and the
Slovak Republic. The Czech Republic, for example, does not
generally distinguish between foreign and local investors, thus
meeting the international standard of “national treatment”
(although this approach may not preclude discriminatory excep-
tions applying to foreign investors). Legal rules furthest from
international standards on investment are found in Albania,
Azerbaijan, Tajikistan and Turkmenistan. There may be many
explanations for this regional pattern. History may play a part: the
most extensive laws are often found in countries with a long, but
until recently dormant, market-oriented legal tradition. More
extensive laws are also found in countries with avowed EU
membership aspirations. Countries having particularly large, or
readily accessible, markets tend also to have better legal rules
than small, relatively isolated economies.

Most countries have made more progress in enacting law than
ensuring its effectiveness. Only three countries, Croatia, Estonia
and Slovenia, appear to have made greater progress with enforce-

ment than legislation.



In many countries, laws that closely approximate international
standards on investment are severely compromised by being
unclear, inaccessible or poorly supported administratively or judi-
cially. Few countries dedicate the necessary economic resources to
ensuring that investment laws are adequately supported adminis-
tratively. This is reflected, for example, in the lack of the financial
and logistical support necessary to implement legal requirements
regarding registration of proprietary interests, pledges of assets
and company registration. The level of judicial support, although
generally better than the administrative support accorded to
investment law, is frequently weak. Courts in most countries
appear to lack the resources, training and experience, to handle
complex investment disputes adequately. The type of institutional
change required, as for many other aspects of transition, takes

time to achieve.

For law fully to contribute to an environment conducive to invest-
ment, both foreign and domestic, adequate processes and
instilutions must be in place to ensure its clarity, accessibility and
enforcement. Only then can laws affecling investment achieve

their purpose.

6. The contribution of law to fostering investment
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Annex 6.1

Laws of the region: conduciveness to fostering investment

How extensive are the legal rules fostering investment?

Laws exist regulating both domestic and foreign investment. Laws regulat-
ing the use of indirect investment vehicles, such as securities or invest-
ment funds, are limited. Limited-liability companies and joint-stock compa-
nies may be wholly owned and managed by foreigners. Profits, whether in
the form of dividends or otherwise, may be expatriated freely, and no
licence is necessary to export fully convertible currencies. Albanian enti-
ties are required to have a licence to hold foreign bank accounts. No gov-
ernmental approval is required in respect of most investment praposals.
Where private property is expropriated, compensation is not required to be
granted on a basis that at least approximates market value.

Laws regulating both domestic and foreign investment exist, Land owner-
ship by foreigners is not permitted. Limited-liability companies and joint-
stock companies may be wholly owned and managed by foreigners. Profits
may be expatriated freely, Laws exist regulating the use of indirect invest-
ment vehicles, such as securities or investment funds. Companies are
required to create and maintain share registers. Most foreign investment
proposals are not subject to governmental approval, except for security
and health reasons, and apply to both national and foreign investment pro-
posals alike. No licence is necessary to export fully convertible currencies.
Where private property is expropriated, compensation is required to be
paid at the time of the expropriation being carried out.

Laws regulating both domestic and foreign investment are limited.
Ownership of land by foreigners is not permitted. Laws regulating the use
of indirect investment vehicles, such as securities or investment funds, are
limited. Limited-liability companies and joint-stock companies may be
wholly owned and managed by foreigners. Profits may be expatriated freely.
Most foreign investment proposals do not require governmental approval.
Where private property is expropriated, compensation is required to be
paid, although not at the time of the expropriation being carried out.

The ownership of land by foreigners or foreign-owned local companies is
not permitted. Laws regulating the use of indirect investment vehicles,
such as securities or investment funds, exist, but the activities of all funds
were suspended by presidential decree in March 1995. Limited-liability
companies and joint-stock companies may be wholly owned and managed
by foreigners. Profits may be expatriated freely. No rules exist prohibiting
insider trading in securities of publicly listed companies. A licence is neces-
sary to export fully convertible currencies. Most foreign investment propos-
als require governmental approval. Where private property is expropriated,
compensation is not required to be paid at the time of the expropriation
being carried out.

No governmental approval is required for most investment proposals in the
country. Limited-liability companies and joint-stock companies may be
wholly owned and managed by foreigners. Profits may be expatriated freely.
Although the ownership of land by foreigners is not permitted, foreign-
owned local companies may own land, except land intended for agricultural
use. Laws regulating the use of indirect investment vehicles, such as secu-
rities or investment funds, have recently been enacted. Rules concerning
the pledging of assets are principally aimed at protecting debtors over
creditors, although Bulgarian banks benefit from a more favourable regime
in this respect, Where private property is expropriated, compensation is
required to be paid at the time of the expropriation being carried out.
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How clear and accessible is the law affecting investment?

Laws are drafted hy legally trained perscnnel. Laws drafted by foreign con-
sultants are considered usually to be well adapted to the needs of the
country. Legal rules regulating investment are prescribed mainly by the leg-
islature. The full texts of laws are published, but with delays of up to six
months. Important court decisions and draft laws are not usually pub-
lished or accessible by practitioners. Comprehensive legal assistance is
available on investment matters but mainly from foreign lawyers practising
locally. Where available, the cost of legal assistance is generally affordable
to local investors.

Laws are drafted by legally trained personnel. Laws drafted by foreign
consultants are considered usually to be well adapted to the needs of the
country. Laws affecting investment are prescribed mainly by the legisla-
ture. The full texts of laws are regularly published and draft laws are usu-
ally accessible to practitioners. Reportedly, many laws are also available
on a computer database. Comprehensive and independent legal assis-
tance on investment matters is available to private sector clients, but from
a very limited number of lawyers. Where available, the cost of legal assis-
tance is generally affordable to local investors.

Laws are drafted by legally trained personnel. Laws drafted by foreign
consultants are considered to be usually well adapted to the needs of the
country. Laws affecting investment are prescribed both by the legislature
and the executive. The full texts of laws are published, although some-
times six months after being passed. Important court decisions and draft
laws are not usually published or accessible by practitioners. Little legal
assistance is available to private sector clients on investment matters.
Where available, the cost of comprehensive legal assistance is often pro-
hihbitive for local investors,

Investment laws are usually drafted by legally trained personnel. Where
investment laws are prepared by foreign consultants, they are not consid-
ered to be always well adapted to local needs., Laws affecting investment,
particularly indirect investment, are often issued by executive decree.

The full texts of laws are published, but scmetimes six months after being
passed. Important court decisions and draft laws are not usually published
or accessible by practitioners. Comprehensive legal assistance, at least in
Minsk, is available to private sector clients on investment matters. Where
available, the cost of legal assistance is generally affordable to local
investors.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature. Where investment laws are
prepared by foreign consultants, they are considered to be generally well
adapted to the needs of the country. The full texts of laws affecting invest-
ment are published, usually within one month of being passed. Draft laws
are accessible by practitioners. Important court decisions are usually
published or accessible by practitioners, but are not usually published
within 12 months of being issued. Sophisticated legal assistance on
investment matters is available, at least in Sofia, but is not always afford-
able to local investors.



How well supported administratively is investment law?

While the law provides for the registration of security interests, registers do
not always exist. Where they exist, records are usually at least six months
out of date. LimitedHiability companies or joint-stock companies may be
created in less than one month. No organised stock exchange exists. The
size and quality of the civil service in Tirana is considered insufficient for
the role attributed to it by the law. Criminal laws, in particular those relating
1o the protection of property and corrupt practices, are viewed as not
extensively policed.

While recently enacted law provides for the registration of security and
ownership interests in specified tangible property, registers do not always
exist. Limited-iability companies and joint-stock companies may be created
in about three weeks. Two organised stock exchanges exist. Governmental
approval of foreign investment proposals may take up to three months.
The size and quality of the civil service in Yerevan is considered insufficient
for the role attributed to it by the law. Criminal laws, in particular those
relating to the protection of property and corrupt practices, are viewed as
not extensively policed.

While the law provides for the registration of security and ownership inter-
ests, certain prescribed registers do not exist and others are not current
within 12 months. No organised stock exchange exists. The size and quality
of the police force in Baku is considered insufficient for the role attributed
to it by the law. Cases involving corrupt practices, including bribery of public
officials, are not considered to be routinely investigated and prosecuted.

While the law provides for the setting up of a system to register pledges of
assets granted by way of security and ownership interests, registers do not
exist or are outdated. Limited-iability companies and joint-stock companies
may be created in less than two months. The issuance of a licence to
export fully convertible currencies may take up to three months. An organ-
ised stock exchange exists. The size and quality of the state civil service in
Minsk is considered insufficient for the role attributed to it by the law. The
public reputedly considers that the exercise of administrative and judicial
discretion is sometimes arbitrary. Criminal laws, in particular those relating
to the protection of property and corrupt practices, are viewed as not
extensively policed.

While legally prescribed registers for interests in respect of land or security
exist, there is no requirement to maintain registers to record security inter-
eslts in movable assets. Records contained in land registers are usually
current within 1-3 months but are not centralised. Limited-liability compa-
nies and joint-stock companies may be created in less than two months.
An organised stock exchange exists: legislation regulating it was passed in
July 1995. The size of the state civil service In Sofia is considered suffi-
cient for the role attributed to it by the law. Criminal laws, in particular
those relating to the protection of property and corrupt practices, are
viewed as not extensively policed.

How well supported judicially is investment law?

While private parties generally believe that courts would recognise and Albania
enforce their legal rights against other private parties, they do not believe

that courts would enforce such rights against state parties. Remuneration

of a judge of a court of first instance is twice that of an unskilled factory

worker. A commercial case may usually be heard on its merits in less than

six months in Tirana. While foreign arbitral awards are required to be recog-

nised, there is a lack of a clear enforcement mechanism.

Private parties generally believe that courts would not recognise and Armenia
enforce their legal rights against state parties. Courts are considered to

have neither the experience nor the human resources to handle complex

investment disputes. Parties usually wait between six months to one year

for a commercial case to be heard on its merits in Yerevan. Foreign arbitral

awards are not required to be recognised and enforced by the courts with-

out a re-examination of the merits.

Private parties generally believe that courts would not recognise and Azerbaijan
enforce their legal rights against state parties. Courts are considered to

have neither the skills nor the human resources to handle investment dis-

putes. Foreign arbitral awards are not required to be recognised and

enforced by the courts, at least not without a re-examination of their mer-

its. No locally incorporated company has been declared bankrupt in the

past year.

Private parties reputedly believe that courts would not always recognise Belarus
and enforce their legal rights against state parties and are sometimes
reluctant to protect their interests judicially. Courts are reported as some-
times falling under the sway of the executive. The average annual salary of
a judge of a court of first instance is twice that of an unskilled factory
worker and legally prescribed standards relating to the remuneration of
judges are not always met. Parties usually wait for less than six months for
a commercial case to be heard on its merits in Minsk. Courts are consid-
ered to have neither the skills nor the human resources to handle invest-
ment disputes. Foreign arbitral awards are required to be recognised and
enforced without a re-examination of their merits. No locally incorporated
companies are reported to have been declared bankrupt in the past year.

The salary of a judge of a court of first instance is twice that of an entry- Bulgaria
level primary school teacher and one-tenth the average earnings of private
practitioners, Private parties reputedly believe that courts would recognise
and enforce their legal rights, including against state parties, although
rules restricting or delaying foreclosure procedures limit judicial action
aimed at protecting interests of creditors. An appellate court system has
been introduced recently. The financial and administrative support of the
courts is regarded as inadequate. Parties usually wait for up to two years
for a commercial case to be heard on its merits in Sofia. Foreign arbitral
awards are required to be recognised and enforced without a re-examina-
tion of their merits. Locally incorporated companies have been declared
bankrupt in the past year.
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Croatia

Czech Republic

Estonia

FYR Macedonia

Georgia

How extensive are the legal rules fostering investment?

Laws exist regulating the ownership of land by foreigners or foreign-owned
local companies. Draft laws on securities and on investment funds are
under preparation. Senior management of investment vehicles can consist
wholly of foreign nationals, except with public unlimited companies. Profits
may be expatriated freely and are not generally subject to any withholding
tax. The transfer abroad of fully convertible currencies is subject to govern-
mental approval. Most foreign investment proposals do not require govern-
mental approval. Where private property is expropriated, compensation is
required to be paid, although not at the time of the expropriation being car-
ried out.

Laws exist regulating the use of both direct and indirect investment vehi-
cles, such as securities or investment funds. Limited-liability companies
and joint-stock companies may be wholly owned and managed by foreign-
ers. Profits may be repatriated freely. Land ownership by foreigners is per-
mitted through locally created companies. There exist rules prohibiting
insider trading in securities of publicly listed companies. Usually, no licence
is required for the export of fully convertible currencies. Most foreign
investment proposals do not require governmental approval. Where private
property is expropriated, compensation is required to be paid at the time
of the expropriation being carried out.

Laws regulating the use of indirect investment vehicles exist, regulating
investment funds activities and the issuance of securities. Limited-liability
companies and joint-stock companies may be wholly owned and managed
by foreigners. Profits may be repatriated freely. Land ownership is permit-
ted, including by foreigners or foreign-owned local companies. Usually no
licences are required to export fully convertible currencies. Most foreign
investment proposals do not require governmental approval. Investment in
banks requires central bank approval. Where private property is expropri-
ated, compensation is required to be paid at the time of the expropriation.

Laws exist regulating both domestic and foreign investment, including the
creation of limited-liability companies or joint-stock companies. Laws exist
regulating the use of indirect investment vehicles and the issuance of
securities. Foreigners may establish and own wholly limited-iability compa-
nies and joint-stock companies. Profits may be expatriated freely. There is
no operational stock exchange. Private ownership of land by nationals is
permitted. Foreigners can own houses and business premises but not
urban land. Where land may be leased from the state, leasehold rights
may not be assigned to third parties. Rules regulating the pledging of
assets are principally aimed at protecting debtors over creditors. Where pri-
vate property is expropriated, compensation is required to be paid at the
time of the expropriation being carried out.

Laws exist regulating both domestic and foreign investment, including the
creation of limited-liability companies or joint-stock companies. Limited-lia-
bility companies and joint-stock companies may be wholly owned by for-
eigners only. Profits may be expatriated freely. Foreigners or foreign-owned
local companies may not own land. Shareholders of a company may be
required, for reasons other than fraud, to contribute more than their fully
paid-in capital at the time of the bankruptcy of a company. Most foreign
investment proposals do not require governmental approval, although the
transfer abroad of fully convertible currencies is subject to central bank
approval. Where private property is expropriated, compensation is required
to be paid at the time of the expropriation being carried out.
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How clear and accessible is the law affecting investment?

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature. Where investment laws are
prepared by foreign consultants, they are considered to be generally well
adapted to the needs of the country. The full texts of laws affecting invest-
ment are published, usually within one month of being passed, although
draft laws may not always be accessible. Important court decisions are
usually published or accessible by practitioners within 12 months of being
issued. Sophisticated legal assistance is available, at least in Zagreb, and
is generally affordable to local investors.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature. The full texts of laws affect-
ing investment are published within one month of being passed. Draft laws
are not always published. Important court decisions are usually published
or accessible by practitioners within 12 months of being issued.
Sophisticated legal assistance is available, at least in Prague, and is gen-
erally affordable to local investors.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature. Where investment laws are
prepared by foreign consultants, they are considered to be generally well
adapted to local needs. The full texts of laws affecting investment are pub-
lished within one month of being passed. Draft laws are not always pub-
lished. Important court decisions are usually published or accessible by
practitioners within 12 months of being issued. Comprehensive legal
assistance is available, at least in Tallinn, and is generally affordable to
local investors.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature. The full texts of laws affect-
ing investment are published within one month of being passed. Draft laws
are not usually published. While constitutional and supreme court deci-
sions are regularly published or accessible to practitioners within one
month of being issued (depending on the frequency of the publication of
the Official Gazette), decisions from lower courts are not usually pub-
lished. Comprehensive legal assistance is available, although from a lim-
ited number of lawyers, but is generally affordable to local investors.

Laws are drafted by legally trained personnel. Laws affecting investment
are often issued by executive decree, The full texts of laws are published,
although with several months’ delay. Important court decisions are not reg-
ularly published or accessible by practitioners. Comprehensive legal assis-
tance on proposed investments is rare, but, where available, is generally
affordable to local investors.



How well supported administratively is investment law?

Legally prescribed registers for the registration of interests are mainly lim-
ited to immovable assets. Records contained in land registers are usually
current within six months. Limited-liability companies and joint-stock com-
panies may be created in less than one month. Governmental approval for
the transfer abroad of full convertible currencies is generally issued in less
than one month from the date of application. Investors generally feel that
the issuance of governmental approvals is sometimes arbitrary. An organ-
ised stock exchange exists. The size of the police force in Zagreb is con-
sidered sufficient for the role attributed to it by the law, although criminal
laws, particularly those relating to the protection of property and the prohi-
bition of corrupt practices, are viewed as not extensively policed.

Legally prescribed registers for interests in respect of land or security
exist, but are mainly limited to real estate and company shares. Records
contained in land or share registers are usually current within three
months. The registration of limitecHiability companies and joint-stock com-
panies may take up to three months. Career civil servants are stated to be
appointed or promoted principally on the basis of merit rather than
declared political allegiance. An organised stock exchange exists. The size
and quality of the state civil service in Prague is considered insufficient for
the role attributed to it by the law. Cases involving corrupt practices, includ-
ing bribery of public officials, are considered to be routinely investigated
and prosecuted.

Legally prescribed registers of interests in respect of land and security
exist. Records contained in land or share registers are usually current
within one month. Limited-iability companies and joint-stock companies
may be created in less than two months. No organised stock exchange
exists. Career civil servants are stated to be appointed or promoted pringi-
pally on the basis of merit rather than declared political allegiance. The
size and quality of the police force in Tallinn is considered insufficient for
the role attributed to it by the law. Cases involving corrupt practices, includ-
ing bribery of public officials, are viewed as routinely investigated and pros-
ecuted.

Registers of proprietary or security interests exist, but are mainly limited to
land and other immovable assets. Records are reported to be unreliable
and outdated. Limited-liability companies and joint-stock companies may
be created in less than one month. A backlog in registration of companies
is expected to be experienced when a new law on companies comes into
force in autumn 1995, requiring existing companies to re-register. The size
and quality of the state civil service, including the police force, is consid-
ered sufficient for the role attributed to it by the law. Cases involving cor-
rupt practices, including bribery of public officials, are not considered to be
routinely investigated and prosecuted.

No system exists for the registration of pledges of assets granted by way of
security or for the registration of interests in respect of land. Registers,
where in existence, are usually at least several months out of date. Limited-
liability companies and joint-stock companies may be created in less than
one month. Central bank approval for the transfer abroad of fully convertible
currencies may take up to one month to be obtained. No organised stock
exchange exists. The size and quality of the state civil service, including the
police force, is considered insufficient for the role attributed to it by the law.
Cases involving corrupt practices, including bribery of public officials, are
considered not to be routinely investigated and prosecuted.

Annex 6.1 Laws of the region: conduciveness to fostering investment

How well supported judicially is investment law?

Private parties generally believe that courts would recognise and enforce
their legal rights, including against state parties. The average annual
salary of a judge of a court of first instance is approximately three to four
times that of an unskilled factory worker. Foreign arbitral awards are
required to be recognised and enforced by the courts without a re-examina-
tion of their merits. Parties usually wait for up to two years for a commer-
cial case to be heard on its merits in Zagreb. Reportedly, the ability of the
courts of first instance to handle investment disputes has, over recent
years, been undermined by & drain of human resources towards private
practice. Locally incorporated companies have been declared bankrupt in
the past year.

Private parties generally believe that courts will recognise and enforce
their legal rights, including against the state. Courts are viewed usually to
have the skills to handle investment dispute matters but still lack human
and administrative resources to ensure a smooth administration of justice,
particularly in respect of company registration requirements. Parties must
wait for up to three years for commercial cases to be finally determined by
a court of first instance, in major commercial centres such as Prague. The
remuneration of a judge of a court of first instance is three times that of an
entry-level primary school teacher, although it is the stated intention of the
government to increase the remuneration of the judiciary. Foreign arbitral
awards are required to be recognised and enforced by the courts without a
re-examination of their merits. Several locally incorporated companies have
been declared bankrupt in the past year. Bankruptcy proceedings are

often lengthy.

Private parties generally believe that courts will recognise and enforce
their legal rights, including against the state. Courts are viewed usually to
lack the human and administrative resources to handle complex commer-
cial disputes. The remuneration of a judge of a court of first instance is
three to four times that of an entry-level primary school teacher. Parties
must usually wait six months to one year for an investment dispute to be
heard on its merits. Foreign arbitral awards are required to be recognised
and enforced by the courts without a re-examination of their merits. Locally
incorporated companies have been declared bankrupt in the past year.

Private parties generally believe that courts would recognise and enforce
their legal rights against another private party where the litigation is
considered to be minor. However, private parties do not believe that courts
would recognise and enforce their legal rights against state parties. Courts
are viewed usually to lack the skills or the resources necessary to handle
complex investment disputes. Foreign arbitral awards are required to be
recognised and enforced by the courts without a re-examination of their
merits. Locally incorporated companies have been declared bankrupt in
the past year.

Private parties generally believe that courts would not recognise and
enforce their legal rights, whether against a state party or another private
party. Courts are viewed usually to lack the skills or the resources neces-
sary to handle complex investment disputes. While foreign arbitral awards
are required to be recognised and enforced by the courts without a re-
examination of their merits, such enforcement remains generally untried in
practice. No locally incorporated company has been declared bankrupt in
the past year.
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Czech Republic
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FYR Macedonia

Georgia
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Hungary

Kazakstan

Kyrgyzstan

Latvia

Lithuania

How extensive are the legal rules fostering investment?

Laws exist regulating both domestic and foreign investment, as well as the
use of indirect investment vehicles such as investment funds and securi-
ties, Foreigners may establish and wholly own limited-liability companies
and joint-stock companies. Profits may be expatriated freely. There exist
rules prohibiting insider share dealing of publicly listed companies. Land
ownership is permitted, although foreigners may own land only through
local companies. Agricultural land may be owned only by Hungarian private
nationals. Most foreign investment proposals are not subject to govern-
mental approval. Where private property is expropriated, compensation is
required to be paid at the time of the expropriation being carried out.

Laws regulating both domestic and foreign investment exist. Laws regulat-
ing the use of indirect investment vehicles, such as securities or invest-
ment funds, exist. LimitecHiability partnerships or joint-stock companies
may be wholly owned and managed by foreigners. Profits may be expatri-
ated freely. Private ownership of land is prohibited, whether by foreigners
or nationals. Most foreign investment proposals do not require governmen-
tal approval, except for large-scale investments, such as natural resources
projects. Where private property is expropriated, compensation is required
to be paid, although not at the time of the expropriation being carried out.

Laws regulating both domestic and foreign investment exist. Laws exist
regulating the use of indirect investment vehicles, such as securities or
investment funds. The management of limited-liability companies or joint-
stock companies may not wholly consist of foreign nationals. Profits may
be expatriated freely. Private ownership of land is prohibited, whether by
foreigners or nationals, although the right to use land for a period of up to
49 years exists. Most foreign investment proposals must be registered
with the relevant authorities and may require governmental approval.
Where private property is expropriated, compensation is required to be
paid, although not at the time of the expropriation being carried out.

Indirect investment, such as securities or investment funds, is not specifi-
cally regulated. Limited-iability partnerships or joint-stock companies may
be wholly owned and managed by foreigners. Profits may be expatriated
freely. While foreigners or foreign-owned local companies are prohibited
from owning land, they are permitted to lease it. Most foreign investment
proposals do not require governmental approval. The transfer abroad of
fully convertible currencies does not require government approval. Where
private property is expropriated, compensation is required to be paid at the
time of the expropriation being carried out.

The use of indirect investment vehicles, such as the issuing of securities
and investment funds, is not specifically regulated. Rules exist prohibiting
insider share dealing of publicly listed companies. Limitediability partner-
ships or joint-stock companies may be wholly owned and managed by for-
eigners. Profits may be expatriated freely. Although foreigners or foreign-
owned local companies are prohibited from owning land, they are permit-
ted to lease it for up to 99 years. The export of fully convertible currency is
not subject to government approval. Most foreign investment proposals
have to be approved by the government. Where private property is expropri-
ated, compensation is required to be paid at the time of the expropriation
being carried out.
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How clear and accessible is the law affecting investment?

Investment laws are drafted by legally trained personnel. The full texts of
laws affecting investment are usually published within two weeks of being
passed. Draft laws affecting investment are not usually published. Reports
of important court decisions are usually published or accessible within 12
months of being issued. Legal rules regulating investment are prescribed
mainly by the legislature. Sophisticated legal assistance is available on
investment matters, at least in Budapest, and is generally affordable to
local investors.

Investment laws are drafted by legally trained personnel. Where invest-
ment laws are prepared by foreign consultants, they are considered to be
generally well adapted to local needs. Legal rules regulating investment
have been prescribed mainly by the executive since the suspension of the
legislature. The full texts of laws and decrees affecting investment are usu-
ally published within one month of being signed, although some decrees
are not published. Draft laws may be accessible by practitioners. Important
court decisions are not always published or accessible by practitioners.
Sophisticated legal assistance on proposed investments is available but is
not generally affordable to local investors.

Investment laws are drafted by legally trained personnel. Where invest-
ment laws are prepared by foreign consultants, they are considered to be
generally adapted to the local needs. Legal rules regulating investment are
prescribed both by the legislature and the executive. The full texts of laws
passed by the legislature are published, although may not be readily
accessible. Presidential decrees affecting investment are not always pub-
lished. Draft laws are usually accessible to practitioners. While some
supreme court decisions are published in newspapers or accessible to
practitioners, decisions of lower courts are not regularly published. Legal
assistance in respect of investment matters is available and is generally
affordable to local investors, although local law firms may not yet have the
skills necessary to handle complex investment matters.

Laws are drafted by legally trained personnel. Where investment laws are
prepared by foreign consultants, they are considered to be generally well
adapted to local needs. The full texts of laws affecting investment is gener-
ally published within one month of being passed. Draft laws affecting
investment and most important court decisions are generally accessible to
practitioners. Independent and comprehensive legal assistance is avail-
able, at least in Riga, and is generally affordable to local investors.

Laws are not always drafted by legally trained personnel, and they are
often unclear, or impose conflicting requirements, Where investment laws
are prepared by foreign consultants, they are considered not to be gener-
ally well adapted to the local needs. Legal rules regulating investment are
prescribed mainly by the executive. The full texts of laws affecting invest-
ment are generally published within two weeks of being passed. Draft laws
affecting investment and most important court decisions are generally
accessible to practitioners. Important court decisions are not always pub-
lished or accessible to practitioners. Independent and comprehensive legal
assistance is available, at least in Vilnius, and is generally affordable to
local investors.



How well supported administratively is investment law?

Where a statute provides for the registration of proprietary or security inter-
ests, registers do exist, but are often not current within 12 months. The
registration process for limitecHiability companies or joint-stock companies
may take up to three months. An organised stock exchange exists.
Criminal laws, particularly those-relating to the protection of property and
the prohibition of money-laundering and corrupt practices, are viewed as
not extensively policed.

Registers for ownership interests exist, but are mainly limited to immov-
able assets. Where registers exist, records accessible by the public are at
least six months out of date. Limited-liability partnerships and joint-stock
companies may usually be created within two months. A stock exchange
was recently established. Civil servants are stated as being appointed or
promoted principally on the basis of their declared political allegiance. The
size and quality of the state civil service, in particular that of the police
force, is considered insufficient for the role attributed to it by the law.
Criminal laws, particularly those relating to corrupt practices, are viewed
as not extensively policed,

Legally prescribed registers for security interests often do not exist and
when they do they are usually six months out of date. Limited-liability com-
panies and jointstock companies may be created within about six weeks.
A stock exchange was created in late 1994. Civil servants are believed by
survey respondents to be appointed or promoted principally on the basis
of their declared political allegiance. The size and quality of the state civil
service, in particular the police force, is considered insufficient for the role
attributed to it by the law. Corrupt practices, including bribery of public offi-
cials, are viewed to be quite extensively policed.

Where registries in respect of land or security exist, they are usually
current within three months. Limited-liability companies and joint-stock
companies may be created in less than one month. An organised stock
exchange exists. Civil servants are stated to be appointed or promoted
principally on the basis of merit, rather than political allegiance.
Criminal laws, particularly those relating to the protection of property
and the prohibition of maney-laundering and corrupt practices, are
viewed as not extensively policed.

No system exists for registering ownership interests or pledges of assets
granted by way of security. Limited-liability companies and joint-stock com-
panies may be created within one month. An organised stock exchange
exists. Civil servants are stated as being appointed or promoted principally
on the basis of their declared political allegiance. Criminal laws, particu-
larly those relating to the protection of property and the prohibition of
money-laundering and corrupt practices, have been only recently adopted.

Annex 6.1 Laws of the region: conduciveness to fostering investment

How well supported judicially is investment law?

Private parties generally believe that courts would recognise and enforce Hungary
their legal rights against another private party or a state party. The average
annual salary of a judge of a court of first instance is three to four times
that of an entry-level primary school teacher. Courts are viewed as usually
possessing the skills necessary to handle investment disputes, but lack
the human and administrative support to ensure an efficient administra-
tion of justice. Parties usually wait for up to two years for a commercial
case to be finally determined by a court of first instance. Foreign arbitral
awards are required to be recognised and enforced by the courts without a
re-examination of their merits. Locally incorporated companies have been
declared bankrupt in the past year. The Court of Arbitration attached to the
Hungarian Chamber of Commerce is held to possess both the human and
financial means to handle complex investment disputes to near-interna-
tional standards.

The average annual salary of a judge of a court of first instance is twice Kazakstan
that of an unskilled factory worker. Judges of the higher courts must be

law graduates, but not those of the lower courts. Private parties generally

believe that courts would not recognise and enforce their legal rights

against state parties. Parties must usually wait six months to one year for

an investment dispute to be heard on its merits. Neither foreign judge-

ments nor foreign arbitral awards are required to be recognised and

enforced by local courts without a re-examination of their merits. Locally

incorporated companies are reported to have been declared bankrupt in

the past year.

Judges may be removed by the President. The average annual salary of a Kyrgyzstan
judge of a court of first instance is twice that of an unskilled factory
worker. Private parties generally believe that courts would not recognise
and enforce their legal rights against state parties. The public perception
of the independence of the courts remains to be further demonstrated.
Courts are viewed usually to lack the skills or the resources necessary to
handle complex investment disputes and are not regarded to be familiar
with certain commercial law concepts embodied in local legislation. Few
bankruptcies of locally incorporated companies have been reported.
Parties must usually wait up to one year for an investment dispute to be
heard on its merits. Foreign arbitral awards are not required to be recog-
nised and enforced without a re-examination of their merits.

Private parties generally believe that courts would recognise and enforce Latvia
their rights against other parties, including state parties. The annual salary
of a judge of a court of first instance is twice that of an entry-level primary
school teacher. Courts are viewed to be generally supportive of laws regu-
lating domestic and foreign investment but often lack the financial and
human resources, as well as the training, to adequately handle complex
investment disputes. Insufficient budgetary or human resources are con-
sidered to be provided by the government in supporting the administration
of justice. Foreign arbitral awards are required to be recognised and
enforced without a re-examination of their merits. Locally incorporated com-
panies have been declared bankrupt in the past year.

Private parties generally believe that courts would recognise and enforce  Lithuania
their rights against other parties, but not against state parties. The annual

salary of a judge of a court of first instance is five to six times that of an

entry-level primary school teacher. Courts are viewed to be usually sup-

portive of laws regulating domestic and foreign investment but often lack

the financial and human resources to handle adequately complex invest-

ment disputes. A commercial case may generally be heard on its merits in

less than six months in Vilnius. Foreign arbitral awards are required to be

recognised and enforced without a re-examination of their merits. Locally

incorporated companies have been declared bankrupt in the past year.
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Moldova

Poland

Romania

Russian
Federation

Slovak Republic

How extensive are the legal rules fostering investment?

Laws regulating both domestic and foreign investment exist. Laws exist
regulating the use of indirect investment vehicles, such as securities or
investment funds. Companies may be wholly owned by foreigners. Limited-
liability partnerships or joint-stock companies may be wholly owned and
managed by foreigners. Profits may be expatriated freely. The ownership of
land by foreigners is prohibited. Most foreign investment proposals have to
be approved by the government where the proposed investment exceeds
US$ 250,000. Where private property is expropriated, compensation is
not required to be paid at the time of the expropriation being carried out.

Laws exist regulating the use of indirect investment vehicles, such as
securities or investment funds. Limited responsibility partnerships or joint-
stock companies may be wholly owned and managed by foreigners. Most
forms of profits, such as dividends, may be expatriated subject to certain
conditions (see Annex 2.2). Land ownership is allowed, including by for-
eigners and foreign-owned local companies, with an appropriate permit. No
licence is usually required for the export of fully convertible currencies,
except in specific circumstances. Most foreign investment proposals do
not require governmental approval. Where private property is expropriated,
compensation is required to be paid at the time of the expropriation being
carried out.

Laws exist regulating the use of indirect investment vehicles, such as
securities or investment funds. Foreigners may own land through local
companies having at least one Romanian shareholder. Senior manage-
ment of limited-liability companies may consist wholly of foreign nationals.
The senior management of joint-stock companies must include Romanian
nationals. Profits may be expatriated freely. Most foreign investment pro-
posals require governmental approval. Where private property is expropri-
ated, compensation is required to be paid at the time of the expropriation
being carried out.

Laws exist regulating both domestic and foreign investment, although parts
of the civil code have yet to be adopted and certain aspects of company law
remain unclear. Rules exist regulating indirect investment, but are mainly
limited to investment funds and privatisation matters. Limited-iability part-
nerships or joint-stock companies may be wholly owned and managed by
foreigners. Foreigners or foreign-owned local companies may not own land.
The leasing of land is generally permitted, although the situation is con-
fused. While most foreign investment proposals do not need to be
approved by the Government, transfers to or from Russia of foreign cur-
rency (in relation to capital transactions, as opposed to current) are subject
to central bank control. In most cases, Russian companies are required to
sell to the state 50 per cent of their net foreign currency earnings at a mar-
ket rate. Where private property is expropriated, compensation is required
to be paid at the time of the expropriation being carried out.

Indirect investment, such as the issuing of bonds or the activities of pri-
vate investment funds, is permitted and regulated. Limited-liability partner-
ships or joint-stock companies may be wholly owned and managed by for-
eigners. Foreign-owned local companies may own land. Most foreign invest-
ment proposals do not require government approval. Profits, whether in
the form of dividends or otherwise, can be expatriated freely. although the
transfer abroad of fully convertible currencies is subject to central bank
approval. Where private property is expropriated, compensation is required
to be paid at the time of the expropriation being carried out.
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How clear and accessible is the law affecting investment?

Laws are drafted by legally trained personnel. Where investment laws are
prepared by foreign consultants, they are considered to be generally well
adapted to local needs. Legal rules regulating investment are prescribed
mainly by the executive. While the full texts of legal rules affecting invest-
ment are published within one month of being passed, they are not always
widely disseminated. Important court decisions are not always published
or accessible by practitioners. Independent and comprehensive legal assis-
tance on proposed Investments is rare and, where available, is not gener-
ally affordable to local investors.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature. The full texts of laws affect-
ing investment are published within one month of being passed. Draft laws
are not always published. Important court decisions are usually published
or accessible to practitioners within 12 months of being issued.
Sophisticated legal assistance is available, at least in Warsaw, and is gen-
erally affordable to local investors.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are prescribed mainly by the legislature, although the executive is
constitutionally permitted to legislate when the parliament is in recess.
The full texts of laws affecting investment are published usually within one
month of being passed. Draft laws are rarely published. Important court
decisions are usually published or accessible by practitioners within

12 months of being issued. Independent and comprehensive legal assis-
tance is available from a limited number of lawyers in Bucharest and is not
generally affordable to local investors.

Laws are generally drafted by legally trained personnel. Many of the laws
affecting investment are issued by means of executive decrees and often
are considered to be unclear or to impose requirements conflicting with
federal laws. Secondary legislation is rarely adopted. The full texts of laws
are usually published within one month of being passed. Important court
decisions are not usually published or easily accessible by practitioners.
While sophisticated legal assistance is usually accessible on investment
matters, at least in Moscow, it is not usually affordable to local investors.

Laws are drafted by legally trained personnel. The full texts of laws affect-
ing investment are usually available and published within six months of
being passed. While important court decisions are normally published or
accessible by practitioners within 12 months of being issued, draft laws
affecting investment are not usually published. Independent and compre-
hensive legal assistance is available (although from a small number of
firms), at least in Bratislava. The cost of sophisticated legal assistance on
investment matters is usually affordable to local investors.



How well supported administratively is investment law?

No generalised system exists for registering ownership interests and
pledges of assets granted by way of security. Limited-iability companies
and joint-stock companies may be created within two months. An organ-
ised stock exchange exists. Civil servants are stated to be appointed or
promoted principally on the basis of their declared political allegiance. The
size and quality of the state civil service in Chisinau is considered insuffi-
cient for the role attributed to it by the law. Criminal laws, particularly those
relating to the protection of property and the prohibition of money-launder-
ing and corrupt practices, are viewed as not extensively policed.

Legally prescribed registers of interests in respect of land or security exist.
No system exists for registration of security interests in respect of movable
assets. Records contained in land or share registers are usually current
within three months. Limited-liability companies and joint-stock companies
may be created; registration may teke two to three months. An organised
stock exchange exists. Civil servants are stated to be appointed or pro-
moted principally on the basis of merit rather than declared political alle-
giance. The size and quality of the state civil service in Warsaw is consid-
ered insufficient for the role attributed to it by the law. Criminal laws, par-
ticularly those relating to the protection of property and the prohibition of
money-laundering and corrupt practices, are viewed as not extensively
policed.

Legally prescribed registers for the registration of interests in respect of
land or security exist. Limited-iability companies and joint-stock companies
may be created and regjistration may take up to two months. A stock
exchange is being organised and is scheduled to start operating towards
the end of 1995. The size and quality of the state civil service in Bucharest
is considered insufficient for the role attributed to it by the law. While the
size of the police force is large, criminal laws, particularly those relating to
the protection of property and the prohibition of money-laundering and cor-
rupt practices, are viewed as not extensively policed.

The legally prescribed system for registering pledges of assets granted by
way of security is incomplete. Where a statute provides for the registration
of interests in respect of proprietary or security interests, registers do not
always exist. Where such registers are in existence, records in respect of
land or shares are usually six months out of date, at least in Moscow. It
may take more than three months for a limitediability or joint-stock com-
pany to be created. An organised stock exchange exists. The quality of the
civil service is considered, in certain ministries or agencies, as sufficient
for the role attributed to it by the law, but the scope of administrative dis-
cretion that may be exercised by governmental agencies is regarded as
unclear. Enforcement of criminal laws relating to the protection of property
or corrupt practices is viewed as uneven.

Legally prescribed registers for interests in respect of land or security
exist, but are mainly limited to real estate and company shares. Records
contained in land registers are usually current within one month, while
share registers are current within three months. Limited-iability companies
and joint-stock companies can usually be created in less than three
months. Central bank approvals for the transfer abroad of fully convertible
currencies may take up to three months. An organised stock exchange
exists. While the size of the police force is considered large, criminal laws
relating to the protection of property and corrupt practices are viewed as
not extensively policed. Career civil servants are stated as being appointed
or promoted principally on the basis of their declared political allegiance.

Annex 6.1 Laws of the region: conduciveness to fostering investment

How well supported judicially is investment law?

Moldova

Private parties generally believe that courts would not recognise and
enforce their rights against state parties. The annual salary of a judge of a
court of first instance is twice that of an unskilled factory worker. Courts
are viewed as often lacking the financial and human resources, as well as
the training, to handle adequately complex investment disputes. A com-
mercial case may generally be heard on its merits in less than six months
in Chisinau. Foreign arbitral awards are required to be recognised and
enforced without a re-examination of their merits. Locally incorporated com-
panies have been declared bankrupt in the past year.

Poland

Private parties generally believe that courts will recognise and enforce
their legal rights, including against state parties. Courts are viewed to have
the skills to handle investment dispute matters but still to lack human and
administrative resources to ensure a smooth administration of justice.
Parties must wait for about one year for their commercial case to be heard
on its merits by a court of first instance in Warsaw. While the remuneration
of a judge of first instance is three times that of an entry-level primary
school teacher, it is the reported intention of the state to dedicate further
resources to increase the remuneration of the judiciary. The Court of
Arbitration attached to the Polish Chamber of Commerce is stated to pos-
sess both the human and financial means to handle complex investment
disputes approximating to international standards. Foreign arbitral awards
are required to be recoghised and enforced by the courts without a re-
examination of their merits. Locally incorporated companies have been
declared bankrupt in the past year.

Private parties generally believe that courts would not recognise and Romania
enforce their rights against state parties. The annual salary of a judge of a

court of first instance is two to three times that of an unskilled factory

worker. Courts are seen as often lacking the financial and human

resources, as well as the training, to handle complex investment disputes

adequately. Parties must wait for up to six months for a commercial case

to be heard on its merits by a court of first instance in Bucharest. Foreign

arbitral awards are required to be recognised and enforced by the courts

without a re-examination of their merits. Few, if any, locally incorporated

companies have been declared bankrupt in the past year.

Russian
Federation

Judges may not be removed by the executive once elected. While private
parties generally believe that courts would recognise and enforce their
legal rights against other private parties in certain cases, they do not have
such faith in the court's ability to enforce their rights against state parties.
The annual salary of a judge of a court of first instance is three to four
times that of an unskilled factory worker. The judiciary is considered as
being generally supportive of laws regulating investment, but as often lack-
ing the understanding of certain commercial concepts embodied in those
laws needed to handle complex investment disputes. A commercial case
may generally be heard on its merits in less than six months, at least in
Moscow. Locally incorporated companies have been declared bankrupt in
the past year. Foreign arbitral awards are required to be recognised by the
courts without a re-examination of their merits.

Judges may not be removed by the executive once appointed. Private par- ~ Slovak Republic
ties generally believe that courts will recognise and enforce their legal
rights, including against state parties. Parties may wait up to four years for
commercial cases to be finally determined by a court of first instance in
major commercial centres such as Bratislava. The remuneration of a judge
of a court of first instance is five times that of an unskilled factory worker.
Courts reportedly lack the financial and human resources necessary to
handle complex investment disputes. Foreign arbitral awards are required
to be recognised by the courts without a re-examination of their merits.
Very few locally incorporated companies have been declared bankrupt in
the past year.
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Slovenia

Tajikistan

Turkmenistan

Ukraine

Uzbekistan

How extensive are the legal rules fostering investment?

Indirect investment, such as the issuing of bonds or the activities of pri-
vate investment funds, is permitted and regulated. The senior manage-
ment of local companies usually may not consist wholly of foreign nation-
als. Foreign individuals may not own land. Profits, whether in the form of
dividends or otherwise, can be expatriated freely. The transfer abroad of
fully convertible currencies is not subject to central bank approval. Most
foreign investment proposals do not require governmental approval. Where
private property is expropriated, compensation is required to be paid at the
time of the expropriation being carried out.

Laws regulating both foreign and domestic direct investment exist. Laws
exist regulating the use of indirect investment vehicles, such as issuing of
securities. Limited responsibility partnerships or joint-stock companies
may be wholly owned and managed by foreigners. Foreigners are prohib-
ited from owning land. Profits, whether in the form of dividends or other-
wise, can be expatriated freely. The transfer abroad of fully convertible cur-
rencies is subject to central bank approval. Most foreign investment pro-
posals require government approval, particularly for the exploitation of nat-
ural resources. Where private property is expropriated, compensation is
required to be paid at the time of the expropriation.

Laws exist regulating both foreign and domestic direct investment. Laws
exist regulating the use of indirect investment vehicles, such as securities
or investment funds. Foreigners may generally not hold more than 49 per
cent of the shares issued by a local company and are prohibited from own-
ing land. Nationals (individuals) may own up to 50 hectares of land. Profits
may be expatriated freely. The transfer abroad of fully convertible curren-
cies is subject to central bank approval. Most foreign investment propos-
als require governmental approval.

Laws regulating both foreign and domestic direct investment exist. Indirect
investment, such as the issuing of bonds or the activities of private invest-
ment funds, is not specifically regulated. Limited responsibility partner-
ships or joint-stock companies may be wholly owned and managed by for-
eigners. Profits, whether in the form of dividends or otherwise, can be
expatriated freely. The transfer abroad of fully convertible currencies is
usually subject to central bank approval. Foreign investment proposals do
not require governmental approval, except where approval is required in
joint ventures in which state enterprises participate or in respect of key
economic sectors identified in laws on foreign investment. Where private
property is expropriated, compensation is required to be paid at the time
of the expropriation being carried out.

Laws regulating both domestic and foreign investment exist. Laws exist
regulating the use of indirect investment vehicles, such as securities.
Limited-liability and joint-stock companies may be wholly owned and man-
aged by foreigners. Profits may be expatriated. Foreigners and foreign-
owned local companies are prohibited from owning land. The transfer
abroad of fully convertible currencies is subject to central bank approval.
Most foreign investment proposals require governmental approval. Where
private property is expropriated, compensation is required to be paid,
although not at the time of the expropriation being carried out.
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How clear and accessible is the law affecting investment?

Laws are drafted by legally trained personnel. The full texts of laws affect
Ing investment are usually available and published within one month of
being passed. Important court decisions are published or accessible by
practitioners. Draft laws affecting investment are accessible to practition-
ers. Independent and comprehensive legal assistance is available, particu-
larly in Ljubljana. The cost of sophisticated legal assistance on investment
matters is generally affordable to local investars.

Laws are drafted by legally trained personnel. Legal rules regulating invest-
ment are often issued by way of executive decree. The full texts of laws
affecting investment are usually published more than six months after
being passed. Draft laws are not usually published and accessible to prac-
titioners. Important court decisions are not regularly published. Legal
assistance to private parties in respect of investment matters is very lim-
ited and may not always be independent from the government. Where
available, legal assistance on investment matters is not generally afford-
able to local investors.

Laws are not always drafted by legally trained personnel and are often
based on Soviet Union or Russian models. Legal rules regulating invest-
ment are often issued by means of executive decree. The full texts of laws
affecting investment are not always published and ministerial cabinet
decrees are not always available. Important court decisions are not usu-
ally published or accessible by practitioners. Legal assistance to private
parties in respect of investment matters is very limited and may not be
independent from the government. Where available, legal assistance on
investment matters is not generally affordable to local investors. Local law
firms may not yet have the skills necessary to handle complex investment
matters adequately.

Laws are not always drafted by legally trained personnel. Legal rules regu-
lating investment may be prescribed primarily by the legislature, although
in the absence of specific legislation, the executive may also prescribe
rules. The full texts of laws prescribed by the national legislature are usu-
ally published, although often up to six months after enactment. Legal
rules enacted by regional or local governments are rarely accessible to
practitioners. While supreme court decisions are usually published or
accessible to practitioners, decisions from lower courts are not always
available. Draft laws affecting investment are not always accessible to
practitioners. Independent and comprehensive legal assistance is scarce.
Where available, legal assistance is generally affordable to local investors
but is becoming more expensive.

Investment laws are not always drafted by legally trained personnel. Legal
rules regulating investment are prescribed mainly by the executive.
Executive decrees are not always made public. The full texts of laws affect-
ing investment are usually published within six months of being passed.
Draft laws are usually accessible by practitioners. Important court deci-
sions are not always published or accessible by practitioners.
Comprehensive and independent legal assistance on proposed invest-
ments is available in Tashkent, although from a limited number of lawyers.
The cost of sophisticated legal assistance is not generally affordable to
local investors.



How well supported administratively is investment law?

Legally prescribed registers for interests in respect of land or security
exist. Records are usually current within three months. Regjstration of lim-
itedHiability companies and joint-stock companies may take up to six
months. An organised stock exchange exists. Career civil servants are
stated to be appointed or promoted principally on the basis of merit rather
than declared political allegiance. The size and quality of the police force in
Ljubliana is considered sufficient for the role attributed to it by the law.

A generalised system for registering ownership interests or pledges of
assets granted by way of security does not exist. Where registers exist,
they are often 12 months out of date. It may take more than three months
for limited-liability companies or joint-stock companies to be created.
Career civil servants are stated to be appointed or promoted principally on
the basis of their declared political allegiance. The size and quality of the
state civil service in Dushanbe is considered insufficient for the role attrib-
uted to it by the law. Criminal laws, particularly those relating to the protec-
tion of property and the prohibition of money-laundering and corrupt prac-
tices, are viewed as not extensively policed.

Although there is a law on pledge, registers of ownership interests and
pledges of assets granted by way of security rarely exist. Limited-liability
companies and joint-stock companies may take up to two months to be
registered. No organised stock exchange exists. The size and quality of the
state civil service in Ashgabad is considered insufficient for the role attrib-
uted to it by the law, although the police force is considered adequate.

Legally prescribed registers for the registration of interests in respect of
land or security do not exist or, where they exist, in some cases are at
least six months out of date. Limited-liability companies and joint-stock
companies can usually be created within two months. An organised stock
exchange exists. While civil servants are required to be appointed or pro-
moted on the basis of merit, this rule is stated to be not always observed
in practice. The size and quality of the state civil service in Kiev is regarded
as insufficient for the role attributed to it by the law. Criminal laws, particu-
larly those relating to the protection of property and the prohibition of
money-laundering and corrupt practices, are viewed as insufficiently devel-
oped and insufficiently policed.

Legally prescribed registers for interests in respect of land or security do
not always exist. Where in existence, registers are usually 12 months out
of date. Limited-liability companies and joint-stock companies can usually
be created in less than one month. An organised stock exchange exists.
The size and quality of the state civil service in Tashkent is regarded as
insufficient for the role attributed to it by the law. While criminal laws relat-
ing to the protection of property are reported to be adequately policed,
laws prohibiting money-laundering and corrupt practices are viewed as
insufficiently policed.

Annex 6.1 Laws of the region: conduciveness to fostering investment

How well supported judicially is investment law?

Judges may only be removed by the parliament once appointed. Private
parties generally believe that courts will recognise and enforce their legal
rights, including against state parties. It is reported that court officials
have at times refused to authorise registration of real property interests of
foreign-owned Slovenian companies although legally required to do so.
Parties must usually wait for one year for a commercial case to be heard
on its merits by a court of first instance in Ljubljana. The remuneration of a
judge of a court of first instance is twice that of an entry-level school
teacher. Courts are viewed as lacking the financial resources necessary to
handle complex investment disputes, although practitioners rate Slovene
courts highly. Foreign arbitral awards are required to be recognised by the
courts without a re-examination of their merits. Locally incorporated com-
panies have been declared bankrupt in the past year.

Judges sitting on the highest courts are not always required to be gradu-
ates in law. Private parties generally believe that courts would not recog-
nise and enforce thelr rights against state parties. Courts are viewed as
often lacking the financial and human resources, as well as the training, to
handle complex investment disputes adequately. A commercial case may
generally be heard on its merits in about six months in Dushanbe. Foreign
arbitral awards are required to be recognised and enforced by the courts
without a re-examination of their merits, although this rule remains largely
untried in practice. It is unclear whether locally incorporated companies
have been declared bankrupt in the past year.

Judges are appointed by the President for a five-year term. Private parties
generally believe that courts would not recognise and enforce their rights
against state parties. The annual salary of a judge of a court of first
instance is comparable to that of an unskilled factory worker. Courts are
regarded often to lack the financial and human resources, as well as the
training, to handle complex investment disputes adequately. Foreign arbi-
tral awards are not required to be recognised and enforced by the courts
without a re-examination of their merits. No law on bankruptey exists.

Private parties generally believe that courts would not recognise and
enforce their rights against state parties. The annual salary of a judge of a
court of first instance is five times that of an entry-level primary school
teacher. Courts are viewed often to lack the financial and human
resources, as well as the training, to handle complex investment disputes
adequately. A constitutional court does not exist, but is being formed. A
commercial case may generally be heard on its merits in less than one
year in Kiev. Foreign arbitral awards are required to be recognised by the
courts without a re-examination of their merits, yet there is a lack of an
adequate mechanism for enforcing awards. A limited number of locally
incorporated companies have been declared bankrupt in the past year.

Private parties generally believe that courts would not recognise and
enforce their rights against state parties. Courts are viewed often to lack
the financial and human resources, as well as the training, to handle ade-
quately complex investment disputes. A commercial case may generally be
heard on its merits in less than one year in Tashkent. Foreign arbitral
awards are required to be recognised by the courts without a re-examina-
tion of their merits. Locally incorporated companies have been declared
bankrupt in the past year,

Slovenia

Tajikistan

Turkmenistan

Ukraine

Uzbekistan
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Transition impact of
iInvestment projects

Transition from a command to a market economy involves the
movement towards a fundamentally new system for the generation
and allocation of resources. Investment projects play a crucial role
in advancing this process of radical change. They help to replace
the economically ar technologically obsolete stock of capital
inherited from the command systems. They expose human capital
to previously unfamiliar forms of institutional and production
arrangements that are compatible with market development.
Furthermore, investment projects can change market structure and
functioning and may thereby promote the restructuring of the
economic system. The investment project, therefore, can have a
direct impact on the transition process. For the EBRD, which is an
institution with the goal of advancing the transition through the
means of project finance, the “transition impacts” of projects are

central to its activities.

Investment is then a key vehicle for advancing the transition. The
weakness of capital markets and lack of familiarity with market
processes mean that, for transition economies, investment should
be fostered. But it is not simply the overall level of investment that

is at issue.

Investment projects that are particularly rich in transition impacts
will not necessarily receive special priority from the private sector.
Private investors will invest to exploit the opportunities created hy
the new, market-oriented environment only if they expect suffi-
cient financial returns. They do not incorporate the contribution of
the investment project to the advancement of the transition
process in their calculation of profitability. The investment
projects that promise the highest private returns may not always be
those with the most significant transition impact. Additionally, the
countries of eastern Europe, the Baltics and the CIS have only
recently started to develop capital markets. Privately profitable
investment that also has high transition impact may not be under-
taken by the private sector due to lack of a sufficient supply of
credit. Investment activity may therefore be too low in areas that
are particularly relevant to fostering the transition process.

Governments and international investors whose objectives include
promoting the transition process play a key role both in encour-
aging investment and focusing their involvement on projecis with
high transition impact. The creation of efficient financial markets
to help overcome credit constraints for the private sector will be a

central measure in promoting investment activity.

A prerequisite for fulfilling this task is to have an understanding of
which investment projects influence the transition process most
strongly. Standard cost-benefit methods, which are implemented
by governments or international financial institutions (IFIs) for
project appraisal, do not necessarily provide such an under-
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standing. By relying on the assumption of a stable market struc-
ture, for the most part, they capture only imperfectly the dynamic
aspects of the transition process and therefore do not take account
of potentially important transition impacts of investment projects.
Furthermore, the specific situation in a country will affect the tran-
sition impact of investment. Hence, to assess likely transition
impact requires knowledge of both the institutional and economic
conditions inherited from the command era and of progress with

transition in the different countries in the region.

The focus in this chapter is to examine the contribution of invest-
ment projects in advancing transition along two dimensions: the
development of competitive market-based interactions, and the
advancement of learning and discovery. The first focuses more on
the market and the second on the enterprise. Although there is
inevitably some overlap, the two categories serve as a useful way of
organising the analysis. We shall see that for both dimensions the
development of market-based institutions, including markets
themselves, are at the heart of transition impact. The discussion of
these categories not only serves to contribute to a clearer under-
standing of the way in which investment projects can support the
creation of a market-oriented environment. It also provides the
basis for the set of indicators introduced at the end of the chapter,
which are a first step towards assessing the transition impact of

investment projects in practice.

7.1 Developing competitive market-based
interactions

Essential to the transition is the formation of market-based transac-
tions or interactions within and between the enterprise, financial
and infrastructure sectors. While in any economy the growth in one
firm or sector interacts with growth in other firms or sectors, in well-
functioning market economies this process is mediated fairly
smoothly through the market system by price signals. Interactions in
command economies were for the most part not market-mediated.

In “strategic” sectors (including defence and heavy industry) firms
were often highly vertically integrated, with all stages of produc-
tion located in a single firm (i.e. conglomerate). In other sectors,
enterprises were hound together through the planning system.
Supply of credit and infrastructure to industrial enterprises was
monopolised by state banks and companies and not governed by
profitability. These interactions, or linkages, were in general not
hased on the competitive advantage of alternative suppliers or on
broader supply and demand considerations. As a result, most of
the linkages inherited from the command economy are incompat-

ible with market orientation.

Sustainable economic growth in the transition economies will

require the development of market linkages that are consistent



with private sector development. Failure to establish efficient,
competitive linkages, both between enterprises and the financial
and infrastructure sectors, and between different enterprises, will
block the transition process.

Financial markets play a key role in creating a competlitive private
sector, enhancing the overall efficiency of the economy and serving
as a coordinating mechanism for the market system.! The transition
impact of financial sector reforms arises both directly, by restruc-
turing bank-enterprise relationships, and indirectly, by facilitating
the growth of the new private sector. Enhanced hanking skills and
investment finance to upgrade and computerise operating systems
improve the capacity of banks to monitor loans effectively. In this
way access to credit by enterprises operating in the new private
sector can be expanded. Credit can be allocated on a market-
determined basis, in particular in relation to enterprise perfor-
mance, which aids expansion of efficient, competitive firms in the
economy. However, while the growth of efficient sets of market
interactions in the enterprise sector is contingent on the existence
of a competitive banking sector, the competitiveness of the banking
sector is equally dependent on not having to support large, non-
performing state or privatised enterprises. Programmes of bank and
enterprise reform are therefore complementary (see Chapter 10).

Since the commercial banking sector was almost completely
absent at the beginning of the transition process, the development
of financial institutions is a cornerstone in that process. IFIs can
play an important role in this area, as exemplified by the Financial
Institutions Development Project in Russia (see Box 7.1).

In addition to strengthening the banking sector, there is a need to
promote the development of complementary securities markets and
non-bank financial institutions in transition countries (see Chapter 10).

7. Transition of investment projects

Box 7.1
Financial Institutions Development Project, Russia

One of the most far-reaching transformations in the transition process
of the Russian economy has taken place in the financial sector. More
than 2,000 commercial banks have been created and have taken over
many of the commercial banking functions of the former state banks.
As these changes predated the enterprise privatisation process, the
performance of the new banking sector as effective financial
intermediaries became critical for the successful restructuring of newly
privatised enterprises and private sector development.

In this context, the World Bank, in cooperation with the EBRD, initiated
the Financial Institutions Development Project to contribute to a more
efficient mobilisation of financial resources and allocation of bank
credit. This project, administered through a Project Implementation Unit
established in the Russian Ministry of Finance, focuses on assisting a
carefully selected group of 40 Russian commercial banks in the
development and arranging of twinning contracts with international
banks. These foreign banks provide technical assistance to strengthen
banking operations and modernise the bank’s computer systems.

The project aims to achieve several goals. Upgrading banking services,
modernising accounting practices and enhancing the financial
soundness of the core group of commercial banks will lead to
intensified competition and demonstration effects, which create a
dynamic for improving the quality of banking activities in Russia as a
whole. The tighter lending policies of banks will force enterprises to
restructure and to establish efficient linkages with trading partners.
Lastly, these banks should operate as effective channels for IFl credit
lines. The purpose is therefore to restructure interactions within the
financial sector, and between the financial and other sectors, so that
they operate on a sound market basis.

The transition impact of such projects can be especially strong if
they remove major bottlenecks in the institutional infrastructure
needed to make such markets function effectively. Private investors

are likely to be reluctant to undertake such investments in

Box 7.2

National Registry Company, Russia

In April 1895 the Bank of New York, two
Russian companies, the IFC and the EBRD
launched a Russian National Registry Company
based in Moscow. The Russian shareholders
are Nikoil, an investment broker and registrar
company for the oil industry, and Uneximbank,
one of Russia's largest commercial banks. The
main business of the company is to provide an
independent share registration and transfer
service in Russia that meets the highest
professional standards in all areas of registrar
operations and administration, and satisfies
the requirements of large Russian enterprises.
The Bank of New York, in addition to being a
shareholder, was awarded the technical
services contract to support the development
of the company. The company is planned to
become fully operational in October 1995,

1 See Stiglitz (1993).

The project's potential transition impact derives
primarily from the role that securities markets
are expected to play in the current stage of the
Russian reform process and the obstacles that
exist to their development. The voucher
privatisation generated predominantly insider
ownership of privatised enterprises, typically
lacking efficient corporate governance,
meaningful restructuring strategies and the
necessary investment finance. Given the
relatively weak and highly vulnerable banking
sector, the development of securities markets
can be of critical importance for enterprise
restructuring and financing. The single most
important obstacle to this development has
been the inadequate capital market
infrastructure, in particular the lack of reliable
share registrars. In Russia the only proof of
share ownership is an extract from a register
which has been typically managed by the
enterprise itself, This situation has created
fundamental uncertainties regarding
shareholders’ rights, increased transaction

costs and contributed greatly to the
fragmentation of the equity market. This project
represents the first decisive step to establish
transparent and efficient capital market
infrastructure and should significantly promote
capital market development and stabilisation.
The project has also accelerated reforms to
develop the related legislative and regulatory
framework by helping the authorities to identify
a number of critical gaps in this area.

The likely direct and indirect transition impacts
encompass strengthening both the capital
market itself and the effectiveness of its
participants. Examples of the first include
transferring special skills, reducing transaction
costs and increasing competition in the
securities markets. The second category
includes diluting the current degree of insider
ownership and providing incentives for
enterprises to submit to higher standards of
financial disclosure, accounting and auditing.
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institutional infrastructure on their own, in part because of the
uncertainties surrounding the future level of securities market
activity, which itself depends on continued progress in reform. This
is thus an area where IFIs can play an important role, as illustrated

by the National Registry Company project in Russia (see Box 7.2).

The provision of infrastructure services, primarily water, power,
transport and telecommunications, is also a prerequisite for
dynamic private sector development. These services are eritical
inputs for almost any production activity, and removing infrastruc-
ture bottlenecks can stimulate enterprise development. For
example, firms with inadequate linkages to providers of tele-
phones, roads, eleciricity and so on may not develop even though
they have the potential to do so. The highway project discussed in
Box 7.3, for example, is likely to provide significant impetus for

the development of the private sector in Belarus.

In transition economies, the inherited infrastructure was configured
to meel the needs of the command economy, not market-based
transactions. These sectors require restructuring in order to service
the growing private sector on an efficient and commercial basis.
Major infrastructure investments such as the Hungarian
Telecommunications project can also promote more balanced
regional development (see Box 7.4). In dynamic and uncertain tran-
sition environments, where it is particularly difficult to forecast the

direction of economic activity in the long run, flexibility and the

Box 1.3
Belarus Highway Improvement project

The Belarus Highway Improvement project aims to repair and
rehabilitate the Belarus portion of the M1/E30 highway connecting
Moscow, Minsk, Warsaw and western Europe. This is the country’s
most important highway and a vital element of the European transport
network. The project’s transition impact arises both from the
institutional advance associated with the commercial orientation of the
organisation and running of the project, and from the direct benefits
and linkages it provides.

A newly created entity (Belavostrada) is responsible for maintaining,
operating and improving the highway. It is planned to transform
Belavostrada from a state enterprise into a joint-stock company to
allow for private sector participation and to reduce government
spending. User tolls will be introduced, which will provide the primary
source of revenue to finance maintenance of the highway and loan
repayment. The project contributes to private sector development by
supporting the demonopolisation and privatisation of state-owned road
construction trusts. The allocation of road work contracts by open
tendering will increase competition and improve efficiency in the road
canstruction market.

The project reduces vehicle operating costs, increases average
transportation speeds, and introduces better safety standards. It helps
to provide an effective domestic transport system and allows an
essential input for small and medium-sized enterprises (SMEs) operating
countrywide. Additionally, by reducing international border crossing,
delays, it creates forward linkages to companies involved in the growing
market for international truck transportation of high-value goods.

N

effects are discussed in Section 7.2.
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Box 74
Hungarian Telecommunications project

At the beginning of the 1990s, the Hungarian telecommunications
system compared unfavourably with countries in similar economic
circumstances. The general inadequacy of telecommunications
services constituted a serious impediment to private sector
development. The telecommunications system was particularly
inadequate in rural areas, where it was still manually operated. In
1991, the Hungarian Telecommunications Company (HTC), the main
provider of telecommunications services, decided to improve the
accessibility and quality of its services as well as the overall efficiency
of the telecommunications system. HTC engaged in a project which
comprised two elements: modernisation and expansion of facilities in
Budapest, and replacement of the manually operated system by a fully
automated expanded rural telecommunications network.

This project has provided substantial benefits to the Hungarian
economy. It supports the efficiency of the private sector by upgrading
the quality of a key input to almost any business activity. It also assists
the trade sector by permitting linkages to foreign business partners. By
promoting balanced regional development, it encourages SMEs to
locate outside Budapest and so favours wider linkages and
decentralised economic activity.

reduction of fixed-cost elements in infrasiructure investments may
represent important considerations. In this context, for example.
radio and cellular technologies may have some advantages over

traditional landline systems for telecommunications.

Despite widespread price liberalisation in most transition
economies, prices remain highly regulated in key infrastructure
sectors, including energy and eritical infrastructure such as water,
transport and telecommunications. Particularly damaging is the
weak collection of payments from these sectors, which perpetuates
soft budget constraints and undermines the market basis for inter-
actions. Weak collection and price distortions slow the
restructuring process and undermine rational investment decisions
in all sectors, In addition, by reducing profitability, these problems
discourage private investment (including privatisation) which could
expand and upgrade production and distribution facilities in these
critical sectors. Investments that rationalise pricing in these areas
thus make a vital contribution to the development of a sound
private sector. Examples of such investments are project-related
covenants on pricing reform or technical assistance to establish or

strengthen market-oriented regulatory institutions.

The linkages created by investment projects help to advance the
lransition process in an economy. Investment projects create demand
for products of other firms which are used in the production process.
These have been termed “backward linkages”.? Higher demand may
lead to the establishment of new firms that may not have existed in
the absence of the investment project or programme. Investment may
therefore act as a stimulus for the creation of a competitive domestic
input supply sector. Of course, in a well-functioning market economy
it is prices and costs that correctly signal domestic versus foreign

sourcing and such sourcing has no special role in project appraisal.

Where new input suppliers are successful in a competitive setting, their success may act as a signal for other firms to enter the sector thus expanding its size. These demonstration



But what is at issue here is the establishment of the market interac-

tions that provide the vehicle for such price signalling,

The transition impact of backward linkages created by investment
projects is closely related to the extent to which local inputs are
utilised. If projects rely on foreign input supply sources, their
direct ransition impact can be diluted. However, such “leakage”
needs to be weighed against potential henefits associated with
learning and demonstration effects that can accrue from foreign
links. Foreign investment and agencies responsible for diffusing
new technology can he instrumental as they demand or provide the
know-how for the production of new types of advanced inputs.
International trade can also be critical in expanding the set of
inputs available to domestic manufacturers. Foreign trade and
investment also signal to domestic suppliers the polential market
for inputs and thereby promote competitive entry. The key require-
ment is that there be an effective potential domestic supply.® In
short, leakages are not necessarily detrimental provided that the
project is not “locked in” to foreign input sources, that learning
and demonstration effects are substantial, and that the potential
domestic supply response is not severely impeded by regulatory or

other constraints.

Backward linkages forged by new investment may increase the
variely of inputs available to producers. More diverse and
advanced inputs in turn allow for the production of more complex
goods at competitive costs through “forward linkages™.! Forward
linkages refer to the effects of supplying other enterprises with key
inputs. These feedback effects can be crucial in stimulating
increases in productivity and technical change al all stages of
production and are thus central to the growth process. The
Cokolddovny confectionery manufacturer in the Czech Republic is
an example of an investment project that has generated many of

these types of linkages (see Box 7.5).

The decentralisation of financial responsibility to enterprises
through privatisation and restructuring can force them to form
more competitive backward and forward linkages. In many coun-
tries of the region, mass privatisation has been used as a
mechanism to promote industrial linkages that are consistent with
market development, open competition and free entry. This task is
central to advancing the transition process and will typically
require investment finance for capital and technological upgrading

as well as substantial technical assistance.

Box 7.6 provides the example of the Russian Mass Privatisation
Programme. This shows that the shift to private ownership of enter-
prises does nol by itself ensure that restructuring and market
reorientation will take place. Apart from the former East Germany,
most large-scale privatisation in the transition economies has
occurred through vouchers and insider privatisation to workers or

managers or both. There is considerable doubt as to whether either

7. Transition of investment projects

Box 1.5

Privatisation of the Cokoladovny confectionery manufacturer,
Czech Republic

The restructuring of the Czech confectionery manufacturer Cokoladovny
provides an example of a successful privatisation that has created
substantial backward and forward linkages. Multinational sponsors
executed a countrywide industrial restructuring programme, and
introduced Western-style management in all aspects of the business.
Following the restructuring, which included operations, marketing,
sales and cash management, the company was listed on the Prague
Stock Exchange. The restructuring of this company increased
competition in the local market, which in turn will encourage the
formation of efficient linkages. New backward linkages, in particular to
domestic SMEs providing inputs, have also been forged, leading to
growth and competition in the input supply sector. Because of the
limited availability of finance for SMEs, the company presently serves
as a banker to its distributors. These forward linkages have contributed
to the development of an increasingly competitive distribution network.
The success of the company, through demonstration effects, has
encouraged entry by foreign confectionery and biscuit manufacturers,
which intensified competition in domestic markets. Cokoladovny's
increasing export orientation has also led to quality upgrading of its
product lines.

of these privatisation methods has delivered effective corporate
governance of enterprises. Governance issues are discussed else-
where in this report (see Chapter 8), but the concern here is with
the implications for restructuring and the creation of market-based
interactions, which are a key outcome of the privatisation process.
Unless mass-privatisation measures are combined with financial
measures to harden enterprise budget constraints and “unbundle”
social services from the enterprise, incentives to reconfigure inter-

actions may remain weak (see Box 7.6).%

The growth of the small and medium-sized enterprise (SME) sector
can be an important force in the formation of competitive market
interactions in the industrial sector. These firms, which are the
main source of growth in the privale sector in transition
economies, compete directly with large state and privatised enter-
prises, acl as alternative providers of inputs and absorb excess
labour. They can play a major role in expanding both the number
of transactions that are market-based and the competitiveness of
market structures. They facilitate the transfer of the factors of
production away [rom the inefficient, planning-oriented state

sector and towards the emergent private sector (see Chapter 9).

The development of competitive bank-enterprise linkages is also
of central importance to the formation of efficient linkages in the
enterprise sector. Hardening the budget constraints of large state
and privatised firms forces them to form more efficient linkages
both backwards and forwards, since failure to do this will carry
financial costs (including possible bankruptey). Policies that
weaken or sever inefficient linkages between state bank and large

state or privatised enterprises are critical in this respect, as is

3 The experience of Japan and other East Asian countries in adapting foreign technical standards and designs, especially for complex and specialised inputs, is of particular relevance here.

4 See Rodriguez-Clare (1995).
5 See Earle and Estrin (1994), and Pistor, Frydman and Rapaczynski (1994).
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Box 7.6

Mass Privatisation Programme, Russia

The Mass Privatisation Programme (MPP),
launched in mid-1992, is a central part of the
economic reform programme in Russia aiming
at a fast transition to a market economy. It was
undertaken in part to set the foundation for a
countrywide restructuring of the state-owned
enterprise sector. As the first programme of its
kind, the MPP was a pilot operation which
influenced the policies towards privatisation in
other economies in the region.

The programme's first purpose was to
introduce clear property rights over enterprises
and their assets in a short time. The
breakdown of the command system had left
many enterprises without clear directives from
central authorities, so that establishing
unambiguous ownership structures was
perceived to be essential to prevent economic
standstill. The lack of a regulatory framework
for privatisation had led increasingly to the
transfer of enterprise ownership from state to
private hands through an uncontrolled process
of “nomenklatura” privatisations.

Mass privatisation was seen as one way to
create a system of linkages between
enterprises which was based more closely on
efficiency considerations than the structure
inherited from the command economy. It aimed
to implement a comprehensive change in
ownership structure and to ensure the
irreversibility of this process. The MPP was
also driven by the need to harden links
between state enterprises and the central bank
as a means of countering the threat of
hyperinflation.

The programme specified different privatisation
procedures according to enterprise size. It
stipulated that |large-scale enterprises be
transformed into joint-stock companies.
Following corporatisation, shares in these
enterprises were sold in three steps: closed
subscription to employees, public voucher
auctions and cash auctions. Each enterprise
then had to specify the privatisation method
according to three options provided by the
programme and this choice had to be agreed
by at least two-thirds of the work collective. In
effect, this led to workers and managers
obtaining majority ownership of enterprises in
which they were employed (see Chapter 8).

The MPP was highly successful in achieving a
rapid change in the ownership structure of the
Russian economy. By September 1994, more
than 80 per cent of the workforce of the
industrial sector was employed in privatised
enterprises. Russia has now more
shareholders than any other country in the
world. However, there may be a trade-off
between speed of privatisation and the depth
of restructuring (see Blanchard and Aghion
(1995); McMillan (1995)). Insider ownership
may have contributed to delaying both internal
reorganisation and restructuring of production
processes (see Chapter 8). There is also a
danger that enterprises, after they have been
privatised, inherit the monopoly position from
the command economy and therefore may have
little incentive to form efficient linkages. Work
by Pistor, Frydman and Rapaczynski (1994), for
example, shows that many privatised firms
continue to receive subsidised state credits.
These types of problems are likely to be more
severe during early stages of transition, when
restructuring is not yet supported by market
pressures emanating from price and trade
liberalisation and the competitive threat of new
private enterprises.

illustrated by the example of Wielkopolski Bank Kredytowy
(WBK) in Poland (see Box 7.7). Through privatisation and other
means, state banks need to break or restructure relationships with
non-performing enterprises and to widen access to viable enter-

prises in the emerging private sector.

The emphasis so far has been on the development of competitive
market-based interactions in the industrial sector. Though this is
the pressing issue in most of the countries of the region, agricul-
ture still remains a significant source of employment and output.
The collapse of collectively organised agriculture has often ended
the provision of essential services such as distribution and
processing in the sector, damaging productivity. Box 7.8 illustrates
how investments in the Kyrgyz Agribusiness Company (KAC) are

designed to promote more efficient commercial interactions in the

agricultural sector.

Fragmentation of various countries in the region has made it
important to adopt a regional focus in assessing the lransition
impact of investment. Backward and forward linkages may be
regional in scope. This is particularly true for projects that directly
promote intraregional trade. Examples include export-oriented
investment projects, trade facilitation activities (such as export
finance and insurance) and projects involving direct market inter-
actions between enterprises in different countries. There are other
types of projects that strengthen interactions across national
houndaries in less direct ways, including infrastructure projects
(such as coordination of road and rail transpert, or power pooling

Box 1.1

Wielkopolski Bank Kredytowy (WBK), Poland

WBK was one of the nine state-owned regional
commercial banks created out of the National
Bank of Poland in February 1989, In April
1993 it became the first Polish commercial
bank to be privatised. The EBRD purchase of
newly issued shares provided essential
support for the public offering and
strengthened WBK's capital base, since no
strategic Western investor could be attracted.

Initial restructuring efforts concentrated
successfully on improving internal operations
and cleaning up the balance sheet. A matching
programme of technical assistance executed
with the Allied Irish Banks provided quality
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staff training and advisory services for all
aspects of commercial banking. WBK has
worked actively with its clients to improve the
quality of its credit portfolio, and in the
process hardened the budget constraints of its
enterprise clients. It has also introduced new
financial services to its commercial and retail
customers. The development of sound
operations led to another capital increase for
WBK by the Allied Irish Banks, setting the
stage for an expansion of the bank's balance
sheet and further improvement in the services
provided to its customers.

This project has thus supported privatisation
and restructuring of a major bank, expanded
finance to private enterprises, and encouraged
more efficient commercial links between the
bank and its enterprise clients. The transition

impact of this investment was magnified by the
considerable demonstration effects it
generated both within Poland and beyond. Its
success encouraged the Polish government to
proceed with the privatisation of the other eight
regional commercial banks. Increased
competition in the banking sector has
stimulated the development and
implementation of new types of financial
instruments. Overall, the project has widened
and strengthened the web of market
interactions in the Polish economy between the
banking and enterprise sectors.



Box 7.8
Kyrgyz Agribusiness Company

In the command era, Kyrgyzstan's agricultural sector was dominated by
omnipresent kombinats controlling input supply, extension services,
processing and distribution of agricultural products. Trade liberal-
isation, price reform and the abolition of subsidies led to the
dismantling of the kombinat system and left a vacuum in distribution
and processing services. The lack of means to sell harvested crops,
together with the insufficient supply of funds for working capital,
induced a liquidity squeeze among farmers which contributed to a fall
in grain yields from a high of 3.5 tonnes per hectare in 1987 to

2 tonnes per hectare in the early 1990s. Lower grain production
affected forward-linked industrial processing activities such as the
milling, animal feed and livestock industries, and contributed to a
worsening in the daily diet. It necessitated grain cultivation of areas
with low yield potential and imports of grain, which reinforced the
productivity drop and damaged the balance of trade. The crucial role of
agriculture in Kyrgyzstan's economy (it accounts for 30-35 per cent of
GDP) adds urgency to the need to re-establish input supply, distribution
and processing facilities, and provision of working capital finance.

The EBRD, in collaboration with local banks and other foreign
sponsors, supports with a loan the restructuring of the Kyrgyz
Agribusiness Company (KAC). After successful completion of a pilot,
the project will target 25-30 farms of about 50,000 hectares each. The
reformed KAC is to offer two key services: crop production support
(input supplies to grain farmers, farm equipment, contract harvesting
and storage facilities), and a mechanism for final product processing,
marketing and distribution. By providing finance for working capital,
commercial distribution and food processing facilities, and adequate
input supply, this project addresses directly the most pressing post-
liberalisation bottlenecks in agriculture. The project will help Kyrgyzstan
to exploit its comparative advantage in agriculture and achieve higher
levels of productivity. Key transition impacts are transferring technology
and management know-how, upgrading agricultural preducts through
improved input applications and cultivation practices, and alleviating
the trade imbalance. Furthermore, the creation of the necessary
market infrastructure enables both backward-linked activities such as
farming and forward-linked operations such as milling and animal
husbandry to benefit from agricultural liberalisation.

in electricity supply) and support for domestic banks which

finance enterprises involved in intraregional transactions,

7.2 Promoting learning and discovery

Learning and discovery associated with investment are of special
importance in transition economies. As with the development of
compelilive market interactions, investment projects can
conlribute to these processes by promoting the creation of new
market-oriented skills, production techniques and organisation,
and institution-building. We may distinguish between learning by
doing, where individuals learn by participating in a process, and

learning by observing, where individuals extract information from

7. Transition of investment projects

the content and success or failure of another project. We refer to
the latter as demonstration effects. Projects with strong demonstra-
tion effects will play a key role in leading the transition.

Learning is critical in economies where participants are
attempting to adapt to market conditions and to “discover” their
competitive advantage. Markets represent new phenomena, and a
large fraction of the population needs to learn the skills that allow
them to operate effectively in these new environments. Market
economies are oriented towards the customer in a way that
command economies were not. Producers, distributors and
retailers have to learn how to identify, generate and respond to
demand. Particularly in the financial sector, the establishment of
skills, trust and regulation must involve the combination of new
working methods, organisation and other aspects of institutional
development. This requires experience and takes time.

It is often unclear to investors, managers and workers which
production activities or jobs they should be involved in.
Investment projects provide the opportunity for different produc-
tion processes and organisational arrangements to be tested; their
success or failure acts as a signal as to where to invest or enter.
These demonstration effects lead to the replication of successful
production processes and the expansion of profitable sectors.
Learning and demonstration effects are of still greater importance

in the transition economies than in established market economies.

Most of the countries of the region are characterised hy high levels
of literacy, numeracy and technical skills. The stock of human
capital, however, is not directly compatible with the market
approach or with new capital or technology (see Chapter 3).7 For
most workers and managers learning on the job is the most impor-
tant way of reskilling.? For this type of learning to take place on a
sustained basis workers and managers have to be constantly
acquiring new skills that are compatible with market development.
As is illustrated in Box 7.9, IFIs can support this process by, for
example, upgrading management skills in medium-sized and large
enterprises. Skill and technology acquisition in turn helps firms 1o
produce advanced goods at competitive costs.” The production of
these advanced goods provides additional opportunities for workers
and managers to learn new skills. This process of sustained
learning underpins modern economic growth and has been a erit-
ical factor in high growth regions such as East Asia.’? If new skills
and technology are not constantly introduced into the transition
economies through investment or other means, then the potential of
learning to influence growth will be small or negligible. These
processes ave likely to be particularly rapid in transition economies
because the basic literacy, numeracy and technical skills are

& Much of the transfer of these market-oriented skills will be to those operating, or intending to operate, outside the investment project and in this sense the transition impact extends

well beyond the boundary of the project.

7 On the human capital side, the transition economies are at an advantage relative to the developing economies in the sense that the basic investments in literacy and numeracy have
already been made. Thus with moderate amounts of reskilling the bulk of the working population should be in a position to participate in economic growth opportunities, whereas some
developing economies may take several generations to reach this position. See also the discussion of social indicators in Chapter 2.

8 Expenditures on education also need to be maintained in order to maintain high levels of literacy and numeracy.

9 There are knowledge-based “set-up” costs in beginning new product lines.

10 See Young (1991) and Rodriguez-Clare (1995). Demonstration effects would magnify this process. Successful advanced production processes would be copied, thus increasing the

aggregate amount of learning going on in the economy.
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Box 7.9
The TurnAround Management (TAM) Programme

The lack of management skills needed to operate in a more market-
oriented environment often represents a serious constraint to
transition. This problem is particularly pressing for managers in
medium-sized and large enterprises who are used to operating in the
conditions of a command economy. However, the acquisition of such
investment skills is complicated due to the general lack of expertise.
Investment in the skill formation of managers by enterprises
themselves may not pay off, as trained managers may move on to
other jobs. Government programmes to encourage the improvement of
managerial skills are rare. Furthermore, governmental agencies are
often unaware of the problems faced by enterprises owing to barriers
imposed by the existing regulatory environment.

The TurnAround Management (TAM) Programme, set up jointly by the
EBRD, the European Union and the United Nations, and supported by
the governments of the region, is designed to help develop these
important skills. It focuses on senior managers in companies which, if
appropriately restructured and managed, have a good chance to
succeed in the new market environment. To gear the assistance
directly to the needs of a particular enterprise, a TAM team is created.
This consists of retired or semi-retired experienced senior managers of
successful Western companies and a selected group of senior
specialists, who advise on functional skills such as marketing or
corporate planning. This team works as close personal advisers to a
selected enterprise for a period of (normally) one year.

On the basis of the TAM teams’ experience with enterprise
management, the TAM programme also informs governments and
agencies of the region of the need to develop a more competitive
economic environment and set of infrastructure services which will
attract new investment, facilitate economic growth and permit
restructuring of enterprises into viable business units. This secondary
objective recognises the central role for governments in ensuring a
competitive marketplace.

present and there are the additional returns arising from learning

about and applying market-oriented approaches.

On-the-job learning is more valuable when it occurs in enterprises
that embody new competitive production processes.!! Learning by
participating in obsolete production processes has little value
either within or outside a firm. Learning effecis are therefore
strongest when these involve market, organisational and produc-
tion processes that are relatively new. These considerations
underline the potential contribution of foreign direct investment
which embodies new methods of work, a market approach and new
technological processes. either in the production of inputs or final
products. Export orientation in this context can also be valuable
because it induces firms to learn about marketing, upgrading
quality and cost-efficient production, all of which are essential to
allow penetration in foreign markets. It has been one of the central
lessons from the growth experience after the Second World War —
both in western Europe and East Asia — that the potential for
inducing growth through learning is greatest when product

markets are heavily export-oriented.

Demonstration effects created by the success or failure of projects
help profitable areas of activity to be identified. A central aspect of
the transition process is the search [or competitive advantage
through experimentation, together with the dissemination of the
results of this experimentation through demonstration effects. The
strength of demonstration effects will be influenced by the compet-
itiveness and stability of the market setting. For these effects to
operate effectively, investment projects should not fail for reasons
other than competitive disadvantage. Information imparted by the
failure of projects will be of little value if potentially profitable
investments are unsuccessful due to volatility in market condi-
tions, excessive of unfair regulation or taxation, or the inability to
enforce contracts. Enterprises that succeed because they have a
monopolistic position in terms of access to credit or inputs are also
of little value because their example cannot, or should not, he
replicated. Reforms that stabilise prices, remove barriers to entry,
rationalise the tax system and establish clear legal guidelines are
therefore likely to strengthen demonstration effects by improving
the quality of price and profitability signals. I is where conditions
are compelitive that success (or failure) constitutes a reliahle
signal of the competitive advantage (or disadvantage) of a given

type of project or production process.'?

Small and medium-sized enterprises stand oul as attractive vehi-
cles for testing new production processes. Their small size and low
fixed costs facilitate experimentation. They are not hampered hy
the problems of restructuring obsolete capital or reducing excess
employment which characterise the state sector. New entrants are
likely to be trying out new production processes and thus can he a
potent source of innovation. The type of production activity being
demonstrated by SMEs is also usually readily replicable by
domestic firms. However, as further discussed in Chapter 9, SMEs
can encounter serious problems regarding regulation and
licensing, credit access, market access, import and export
controls, and taxation. This points to the importance both of
assisting SMEs and deregulating the economic environment in

which they funetion.

Replicating investments that embody new organisations, approaches
and technology carries much more value than replicating old ideas
or processes. Trade in the international market in ideas implies that
the set of ideas over which experimentation is taking place is wider
and richer than the domestic set. Successful exporting firms provide
a powerful signal to other domestic producers about how to compete
effectively (for example, how to organise production, maintain
quality control and market final output), and about the potential
profitability of export activity. Foreign investment and trade can act
as a conduit for technology transfer and knowledge spillovers to
countries in the region. These types of investment allow domestic
firms to henefit from R&D investments and innovation in other parts

of the world through replication and imitation.

11 See Stiglitz (1994). Innovation, though important in some sectors of command economies (e.g. defence), was a fundamentally non-competitive process in the old regime and therefore

even technologically advanced products are proving to be commercially unviable.

12 On the other hand, the value of learning from a given new type of investment project will fall as the number of examples of this type of investment project increases with transition.

However, the learning process itself remains important throughout transition and beyond.
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In market economies, financial institutions have a central role in
generating, sharing and disseminating information connected to
the operation of the forces of supply and demand.’® There are
many types of information at issue here, including prices. profits,
risks, trading possibilities, market conditions and future economic
developments. This leads to a focus on the development of a range
of diverse financial institutions, including commercial banks,

bond markets, equity markets and insurance markets.

The establishment of these new types of financial intermediaries is
essential to allow people to learn the processes and skills that are
integral to operating systems of market exchange. Successful intro-
ductions of both financial instruments and institutions can then be
replicated. However, potential private investors may be discouraged
by the inherent riskiness of these types of projects and by the non-
appropriability of the returns.!* Involvement of IFIs in the
development of financial markets in transition economies can help
to overcome these problems. Box 7.10 shows how the use of an inter-
national hond issue by a formerly state-owned bank in Hungary had
strong demonstration effects for other banks in the region.

There are complementarities between different aspects of learning
in promoting economic growth throughout the region. Investment
in reskilling and other forms of human capital formation enables
workers to participate in advanced production activities. This
increases the value of both on-the-job learning and demonstration
effects, which in turn lead to organisational and technological
upgrading and the production of even more advanced goods. These
dynamic complementarities have heen described as “virtuous
cyeles” and are believed to be behind the high growth rates
observed in several East Asian economies.® If learning effects are
not promoted, for example, if inefficient, obsolete state (or priva-
tised) enterprises dominate industry in the coming vears, then a
“vicious cycle” could develop. In this case, skills and accumu-
lated human capital erode, leading to production of backward,'°
non-competitive goods which offer little scope for learning, and an

economy trapped in a state of limited transition and low growth.

7.3 Concluding remarks

We have argued that the transition impact of investment may be
seen largely in terms of promoting competitive market-based inter-
actions, and learning and discovery. Investment projects that
influence the long-run structure of the economy through these
effects can have profound impacts on transition and growth. These
effects have the characteristic that their benefits extend beyond
the returns accruing to the individual investment project or
programme. Investment projects that create a competitive market
environment also benefit many agents in the economy besides the
original investor. There is thus likely to be underinvestment by

private investors in such projects, suggesting a role for govern-

13 See Stiglitz (1994).

7. Transition of investment projects

Box 7.10
Bond issue by the Hungarian Foreign Trade Bank

The Hungarian Foreign Trade Bank (HFTB) is one of the country’s
largest commercial banks. With the establishment of the two-tier
banking system in Hungary, it became a full-service commercial bank
in 1987. With its focus on international banking and trade finance,
and with the cooperation of Western banks, it was well positioned to
be the first east European bank to issue a medium-term Eurobond
without the enhancement of a sovereign guarantee. The bond was
issued in June 1993, with the EBRD as co-lead manager alongside
Bayerische Landesbank, and subsequently listed on the Frankfurt and
Munich Stock Exchanges.

The bond issue was instrumental in improving the maturity structure
of HFTB’s liabilities and contributed to its eventual privatisation by
establishing its commercial viability. The bond issue also had
significant benefits for the economy as a whole. There were clear
demonstration effects both in introducing Hungarian and other non-
sovereign borrowers to international bond markets and in expanding a
new line of business for commercial banks (term lending). This
increased their ability to channel financing to east European
enterprises on a commercial basis. Proceeds from the issue were
also used to finance medium-term lending, which benefited SMEs. If
lending to smaller non-state enterprises on a medium-term basis
proves successful, then it is also likely to be replicated with
attendant strong linkage effects. Lastly, given the specialisation of
HFTB in intermediating international trade, its strengthening is a
contribution to resolving trade problems in the region.

ments, development agencies and IFIs in the promotion of these
types of investment. These financing institutions can also facilitate
private sector activity by relaxing the overall credit and infrastruc-
lure constraints in a given economy. Involvement is particularly
relevant during the early stages of transition when markets are

underdeveloped or absent altogether.

It is therefore important to develop an analytic framework for
thinking about the transition impact of investment projects, particu-
larly for the EBRD, which has as its mandate to promote the
transition and which is focused on project finance as its instru-
ment.)7 The broad structure of such a framework has been presented
in this chapter. We argued in Sections 7.1 and 7.2 that the promotion
of competitive market-based transactions and of learning and
discovery were two important dimensions for any analysis of the
transition impact of investment. These different dimensions were

illustrated using various government and IFT investment projects.

The analysis suggests that governments and IFIs should tailor
their roles, including investment projects, according to the stage of
transition and the institutional environment of a country. To
conclude, in Box 7.11, we present some early efforts hy the EBRD
to develop a practical framework designed to assess the transition

impact of investment projects.

14 Private investors do not value demonstration effects because they carry no private benefits, and indeed may have an incentive not to invest in projects with strong demonstration effects

as these signals tend to encourage direct competition and the erosion of market power.

15 See Lucas (1993),

16 Note that production of technologically advanced goods that are non-competitive (e.g. obsolete military technology) would also lead to small learning and low growth effects.

17 To ensure effective project lending, it is necessary to assess the transition impact of investment operations hoth through ex ante appraisal as well as ex post evaluation. The Project
Evaluation Department at the EBRD currently carries out economic performance assessments, including transition impact, of all fully disbursed investment and technical cooperation

operations.
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Box 7.11

Table 7.1

Indicators of transition impact of investment

The objective is to develop a set of indicators identifying key dimensions
of the transition impact of investment. We recognise that transition
impact is only one component of project appraisal — it should be seen as
complementary to conventional cost-benefit analysis, credit appraisal
and other relevant criteria. In order to become an effective operational
tool for analysis of transition impact of investment the indicators should
meet certain requirements. First, the criteria encapsulated in the set of
indicators should be fairly comprehensive in encompassing the key
dimensions of the transition impact of investment. Second, the
indicators should be clearly defined in order to minimise overlap in
interpretation and avoid double counting of different dimensions of
transition impact. It is also important that transition indicators do not
overlap with cost-benefit project appraisal criteria. Third, it should be
possible to score investments on dimensions of transition impact within
a reasonable time frame and on the basis of readily available project-
level information.

The discussion in this chapter of transition impact makes it clear that it
is complex and multi-dimensional. Theoretical and empirical difficulties
imply that it is not possible to provide precise, plausible quantification of
the impact of external effects on transition. Instead, qualitative proxies
of likely transition impact are developed by identifying channels
(dimensions) through which these mechanisms operate. For each
investment the strength of each of these channels is examined to give a
picture of likely transition impact. Table 7.1 presents a list of indicators
for transition impact of investment projects. They represent a first step
towards assessing the transition impact of investment projects in
operational terms at the EBRD. In line with the organisation of this
chapter, these indicators have been grouped into two broad categories:
interactions and the competitive environment, and learning and
discovery. These distinctions should not be exaggerated, however, since
many indicators contain elements from more than one category. The
multi-dimensionality of transition impact raises the issue of whether and
how to aggregate evaluations across different dimensions. From an
analytic perspective, this would require specification of a weighting
function which embodies a judgement about the relative importance of
different dimensions of transition impact. This is a difficult problem, both
because of our incomplete understanding of the dynamics of transition
and because the implicit weights would presumably depend both on
country-specific conditions and the stage of transition.
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Ownership, governance

and restructuring!

A standard view among academics and policy makers in the early
days of the transition process was that faster privatisation would
automatically lead to faster restructuring of enterprises. Several
years into the transition, the relationship between privatisation

and restructuring has proved to be more complex.

First, it is important to recognise that “restructuring” is multidimen-
sional, encompassing: “reactive” policies brought about by the
hardening of firms” budget constraints? (e.g. labour-shedding, wage
reductions, plant closures); strategic aspects, including export reori-

entation, changes in the mix of products and changes in management

structures; and “deeper restructuring”, generally involving substan-
tial new investment, that can deliver large improvements in

enterprise performance and growth over the long run.

Second, it is now clear that successful enterprise restructuring
depends not only upon ownership (e.g. state versus private), but
also upon the structure of control and the financial constraints
faced. It appears that mass privatisation programmes, which have
left control either in the hands of private insiders (employees
and/or managers) or diluted among private voucher holders, have so
far produced only limited, primarily reactive, restructuring.
However, privatisation with dominant outside ownership, especially
in the form of foreign direct investment, appears to generate deeper
restructuring, which leads to significant performance improve-
ments. In other words, a change of ownership from publie to private
can no longer be seen as a sufficient condition for comprehensive
enterprise restructuring. Attention must be focused also on effec-

tive corporate governance and how besl to achieve it.3

This chapter examines these issues in more detail, concentrating
on four countries: the Czech Republic, Hungary, Poland and
Russia. This selection was motivated by the relative maturity of
enterprise transformation and by the contrasting approaches to it
in these four countries. Section 8.1 identifies the main ownership
struclures that have arisen from privatisation in the four countries.
Section 8.2 establishes some relationships between ownership and
governance patterns, on the one hand, and restructuring and

performance outcomes on the other. Section 8.3 discusses the role

-

of emerging capital markets in facilitating the development of
“restructuring-inducing” ownership and governance structures in

privatised enterprises.

The analysis indicates that a substantial proportion of firms still
remains in state hands; in so far as they do not. insiders for the
most parl continue to be in control, except in the Czech Republic.
This in turn tends to limit the scope for restructuring, caused
partly by capital constraints and by the objectives of those
insiders. Second, well-functioning capital markets do not yet exist,
and even when outside control is significant — as in the Czech
Republic — the current institutional relationships (for example,
between investment funds, banks and firms) dilute effectiveness.
As a consequence, restructuring has been mostly reactive and, to
some extent, strategic. The exception is firms with dominant
outside investors, especially foreign investors, and to a lesser
extent Investment Privatisation Funds (IPFs), which have engaged

in significant deeper restructuring.

8.1 Ownership and governance patterns

This section identifies the governance structures that have emerged
as a resull of the different privatisation processes followed in the
Czech Republic, Hungary, Poland and Russia. The term gover-
nance structure here refers both to the pattern of shareholding
within the firm (its ownership structure) and to the distribution of
control rights among shareholders.? For example, a privatised firm
with dispersed outside ownership (e.g. by individual voucher
holders) does not have the same governance structure as a firm with
a core outside owner (e.g. a foreign investor). Similarly, a privatised
firm whose shares are equally distributed across all employees has
a different governance structure from a firm in which the manager

has been granted a large proportion of the shares.

The objectives of employees, managers and outside investors vary
considerably and, with them, the extent and effectiveness of
restructuring. The primary objective of an employee-controlled
firm 1s likely to be first to preserve employment and then to
maximise wages, subject to the firm remaining solvent if hard

budget constraints are enforced. The hardening of budget

This chapter draws on unpublished surveys done under the auspices of the World Bank and the EU. For Poland and Hungary, the survey data were collected as part of the World Bank

Research Project on Enterprise Behaviour and Economic Reform In Central and Eastern Europe, headed by 1.J. Singh in collaboration with Alan Gelb. We are very grateful to them for
providing these data. Helpful comments were kindly provided by Saul Estrin and Mark Schaffer, The Russia survey was sponsored by the Europe and Central Asia Country Department
111, and the Economic Development Institute at the World Bank, for a research project headed by Qimiao Fan. The Czech survey results are drawn from surveys compiled by A.

Zemplinerova and funded by an EU ACE project.

2 Thatis, the removal of firms’ access to soft credits or subsidies.

2 This important point was made early in the debate on transition by Frydman and Rapacynzski (1994). In the last two years, a number of empirical studies in this area have been

completed, based on recently available enterprise survey data (see footnote 1).

4 For simplicity, in the analysis of different governance structures (see Section 8.1) we do not consider the control rights exercised by creditors. However, the observed hardening of
budget constraints and its impact on restructuring even in state enterprises (see Section 8.2) constitute some evidence that creditors may in fact exert influence aver the restructuring

behaviour of enterprises.

5 This proportion does not have to be 50 per cent in order for the manager to exert effective control, provided that the other shareholdings are sufficiently dispersed.
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constraints has been quite effective in inducing reductions in
employment and real wages even in non-privatised enterprises.t In
addition to preserving their salaries and their jobs, managers may
try to establish a reputation vis-a-vis the outside labour market,
and this would depend on their success at restructuring the enter-
prise. Thus, more restructuring can be expected to take place in
manager-owned firms, compared with employee-owned enter-
prises. On the other hand, manager control may make transition

from inside to outside ownership more difficult (see Section 8.3).

The primary objective of outside investors, whether individual
voucher holders, investment funds or foreign investors, is
expected to be the maximisation of the long-run value of the firm,
subject to the financial and other constraints on the owners. Their
ability to restructure will depend on whether they are able to
establish control of the firm (which in turn depends to a large
extent upon their shareholding concentration). Restructuring will
also depend on new finance and expertise, for example to modify
the marketing strategy or the product mix delivered by the enter-
prise, and to modernise the capital equipment. Dispersed
individual voucher-holders will typically have only limited ability
to induce deep restructuring policies. IPFs, even when they are
core owners, may lack the access to finance and expertise, and
even the internal governance structure, to implement the appro-
priate restructuring policies within the enterprises they own.
Domestic banks may have better access to finance. Core foreign
investors are likely 1o be strongest on all those dimensions rele-
vant o namely concentrated

enterprise performance,

shareholding, finance and expertise.

Five main types of governance structure are presented in the
following tables and discussed in this chapter:

1. State ownership with control exercised by insiders (managers

and employees)
2. Inside ownership with control exercised by employees
3. Inside ownership with control exercised by managers?
4. Domestic outside ownership (e.g. individual voucher holders)?

5. Foreign investor ownership (foreign individual investor, firm or
investment fund).?

& For example, see Pinto et al. (1893).

=

Categories 2 and 3 can be distinguished empirically only in the Russia survey. In the
others, the number of observations in the categories is too small to be meaningful.

8 In the Czech Republic survey, domestic fund holders and other sharehalders are also
distinguished.

¢ The Russian survey does not separate out foreign ownership.

8. Ownership, governance and restructuring

Table 8.1

Brief overview of privatisation!

Privatisation Major players Private sector

method in privatisation share in GDP (%)2

Czech mass voucher investment 70
Republic privatisation privatisation
funds

Hungary direct sale to  domestic private 60
domestic and companies,
foreign investors managers and
foreigners

Poland liquidation workers and 60
mass voucher privatisation managers

(from autumn 1995)

Russia mass voucher workers and 55

privatisation managers

1

2

Includes partial privatisations.
Estimates are taken from Table 2.1 in Chapter 2.

Table 8.2

Compasition of ownership in the Gzech Republic, by dominant
ownership type (in per cent)

Dominant ownership typel

State Insiders2 IPFs Domestic Foreign
outsiders
(excluding
IPFs)
Number of firms 60 80 39 57 16
Number of
employees? 470 75 182 129 212
Domestic outsiders 4 1 76 59 17
IPFs 2 6] 54 2 2
Individual
voucher holders 1 0 22 8 6
Individual investors
and companies 0 0 2 33 8
Others 1 1. 1 16 1
Insiders 1 97 1] 2 (1]
Employees il 35 [0] 0 0
Managers 0 62 ] 2 0
State 95 0 19 2 6
NPF 62 0 17 2 4
Others 33 0 2 0 2
Foreign investors 1 0 2 0 76
Other 0 o 2 36 0
Source

Katsoulacos and Takla (1995). The 1994 Czech survey was based on a random
sample of 257 manufacturing firms, and can be used to draw inferences about
industrial enterprises in the Czech Republic as a whole. For details, see
Zemplinerova et al, (1995).

Notes

[

(]

w

Figures refer to average percentage ownership shares. Column entries may not add
to 100 per cent due to rounding. Zero entry refers to any value less than 1 per cent.
Dominant ownership type has a majority stake (greater than 50 per cent), whether
concentrated or dispersed among members of that type except for IPFs. Dominant
IPF ownership is defined as at least 20 per cent shareholding by IPFs collectively in
those firms not otherwise majority-owned. The total number of firms classified by
ownership type is 252, The remaining 5 firms were either classified as no dominant
owner or unclassified.

Insiders includes both employees and managers.

Median number of employees.
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These ownership structures (and the governance they generate)
would be expected to lead to different restructuring outcomes.
There follows an overview of privatisation policies and outcomes
in the four countries, presenting the available data country-by-
country and briefly summarising the type and scale of privatisation

implemented in each.10

Czech Republic

Privatisation progress

The techniques and decisions most identified with the Czech
privatisation programme are the use of vouchers to dispose rapidly
of state property, the free entry permitted to privately formed 1PFs,
and the use of such IPFs as a corporate governance solution to
dispersed ownership.!! Although the Czech programme was quite
flexible in terms of choosing between various privatisation
methods (e.g. direct sales, auctions, restitutions and voucher
privatisation), voucher privatisation turned out to be predominant,
accounting for 50.7 per cent of the realised nominal stock value by
December 1994 (against 7 per cent through direct sales to
outsiders). This in turn has led to the predominance of private

outside ownership in the Czech Republic.

Czech legislation imposes a 20 per cent ceiling on a single IPF’s
ownership of the “total nominal value of securities issued by the
same issuer” (Section 24 of the Investment Companies and
Investment Funds Act). This ceiling applies only to IPFs and is in
part a protection mechanism for minority shareholders. A signifi-
cant drawback of such ownership restrictions is that they may
retard the reselling of shares to IPFs, which in turn would be
expected Lo delay comprehensive restructuring. This 20 per cent
restriction can also create a problem of effective supervision, in
that a 20 per cent shareholder will have less incentive Lo monitor
the firm than a 50 per cent shareholder.

To summarise, the most pervasive governance slruclure resulling
from the mass privatisation programme in the Czech Republic is
outside ownership, either dispersed among private voucher
holders or more concentrated with IPFs and the National
Property Fund. The incentives and governance structure of the
IPFs, and in particular their financial relationship with banks,
will greatly influence the restructuring outcome in the privatised
sector (see Section 8.3).

Ownership

In the Czech Republic, in firms with dominant insider ownership,
employees and managers hetween them own almost all the shares (97
per cent). The small (median) size of insider-owned firms reflects the
fact that de novo enterprises are not separately identified in the Czech

survey and will be mostly contained in the insider-owned category, in

10 All of the figures presented in the tables are unweighted averages across enterprises.
An analysis using firm-size weighted averages yields somewhat different figures, but the
broad conclusions remain intact.

11 Coffee (1994).

12 In reading this table, two points should be noted. First, the relatively low proportion of
IPF-dominated firms in this table (39/230 = 17 per cent) is largely due to the fact that
the sample is not limited to privatised enterprises and includes de novo firms (above the
minimum cut-off level in the sample of 25 employees). The survey does not separately
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Table 8.3

Gomposition of ownership in Hungary, by dominant ownership type
(in per cent)

Dominant ownership typel

State Insiders 2 Domestic Foreign De novo
outsiders
Number of firms 66 12 13 21 27
Number of
employees3 699 293 74 364 32
Domestic outsiders 0 6 874 7 53
Banks 0 0 7 0 o]
Funds 0 0 0 o] 0]
Companies 0 6 a7 4 9
Individuals Q (0] 27 3 44
Insiders is 81 2 15 28
Employees 0 46 1 0 11
Managers 0 35 ai 0 17
State 95 14 8 21 4
Ministries/financial
institutions 79 10 6 13 1
SOEs 16 4 2 8 3
Foreign investors 3 3 2 71 16
Source

Computed from the 1993 World Bank Hungarian enterprise survey. This survey was
based on a sample of 200 manufacturing firms, excluding certain legal forms of
organisation. Thus, it should not be used to draw inferences about the ownership
composition of the Hungarian manufacturing sector as a whale. Other comparisons
across ownership types are valid, however.

Notes
Figures refer to average percentage ownership shares. Column entries may not add
to 100 per cent due to rounding. Zero entry refers to any value less than 1 per cent.

1 Dominant ownership type has a majority stake (greater than 50 per cent), whether
concentrated or dispersed among members of that type.

2 Insiders includes both employees and managers.

3 Median number of employees.

4 Sub-total differs from sum of the components because sample size varies for each
sub-category.

5 Sub-total differs from sum of the components because of rounding.

contrast to the surveys for Hungary, Poland and Russia. About 17 per
cent of firms in the sample have dominant IPF ownership (as defined
in the notes to Table 8.2).12 It is notable that the IPFs hold a very
small stake, only 2 per cent, in enterprises that are under dominant
ownership by other (non-IPF) domestic outsiders. This is in sharp
conlrasl to the average 51 per cent holding by IPFs in firms with
dominant IPF ownership. This may suggest a focus by IPFs on
gaining effective control of enterprises in which they invest.
Interestingly, while the IPFs hold only a small stake in domestic
outsider-owned firms, domestic outsiders (and particularly individual
voucher holders) account for 22 per cent of IPF-dominated firms.
Also striking is the fact that foreign investors do not hold any signifi-

cant stakes in firms other than those with dominant foreign

identify these firms, so they would largely fall in the insider-owned category. This is
evidenced by the much smaller median number of employees for insider firms in the
Czech table. By contrast, the Hungarian, Polish and Russian enterprise surveys (and the
tables in the text) identify de novo firms separately. Second, if one restricts attention to
privatised firms, the proportion of IPF-dominated firms in the Czech Republic increases
substantially. In particular, out of the 1,491 firms that were privatised in the first wave of
voucher privatisation, IPFs (collectively) hold more than 50 per cent of shares in 22 per
cent of these enterprises. See Lastovicka, Marcingin and Mejstrik (1995).



ownership. By contrast, in Hungary and Poland, foreign firms hold
minority stakes in de novo (newly-created) firms. While the Czech
survey does not distinguish de novo firms, they would be mostly

included in the insider-owned category.

Hungary

Privatisation progress

Privatisations in Hungary have essentially been implemented
through the sale of state property by privatisation agencies. As a
legacy of the decentralisation measures introduced under the old
system (from the late 1960s and accelerated in the late 1980s), the
state has found it very hard to set up a centralised privatisation
process or to sell to outsiders without insider cooperation.!3 The
current ownership structures of companies is one where foreign
owners and domestic outside owners had acquired the majority of
sold property by the end of March 1995. Over 30 per cent of total
property sold is now in foreign hands. However, the state still

holds a large percentage of companies.

Ownership

Outside ownership has been a striking feature of the Hungarian
privatisation process. and this is reflected in the enterprise survey
data. This feature also characterises de novo firms. Well over three-
quarters of all de nove firms are owned domestically, with the
majority of shares held by domestic outsiders. Outside owners, in
general, are identified as being other companies and individuals
including foreign investors. Also remarkable is the absence of banks
and funds as private outside owners in the Hungarian survey
evidence. In firms dominated by insiders, employees and managers

have roughly equal ownership shares.

Poland

Privatisation progress

In the face of strong resistance from enterprise insiders. successive
Polish governments opted for a multi-track approach to privatisa-
tion. Polish enterprises were largely free to choose between
privatising “by liquidation” and privatising through a direct sale of
equity. The former method involved selling the company’s assets
either to outside investors or to the existing insiders who could then
form a new private company. Employees were treated preferentially,
both in terms of access to the firm’s assets and because only a small
proportion of the share price was demanded in cash.

To date, Polish privatisation efforts have resulted in very few
enterprises being sold directly to outside investors, domestic or
foreign. Privatisations have been mostly through liquidations,
which are de facto employee buy-outs.!* Delays in the implemen-
Lation of mass privatisation have also left a large proportion of the
enterprise sectors remaining in “state hands”, which in practice

has left control with managers and employees.

Ownership
The average combined shareholding of managers and other

employees in insider-dominated firms is 88 per cent; that of

13 See Stark (1993).

14 See Gomulka and Jasinski (1994),

8. Ownership, governance and restructuring

Tahle 8.4

Composition of ownership in Poland, by dominant ownership type
(in per cent)

Dominant ownership typel!

State Insiders2  Domestic Foreign De novo
outsiders
Number of firms 122 16 7 8 41
Number of
employees 548 273 132 423 68
Domestic outsiders 0 6 79 2 32
Banks 0 0 3 0 0]
Funds 0 0] 8 0 0
Companies 0 T 31 2 7
Individuals 0 5 37 0 25
Insiders 0 88 10 7 31
Employees 0] 61 6 5 8
Managers 0 27 4 2 23
State 100 3 11 25 0
Ministries /financial
institutions 100 0 3 19 0
SOEs 0] 3 8 6 4]
Foreign investors [1] (1] 0 66 15
Others (1] 3 0 0 22
Source

Computed from the 1993 World Bank Polish enterprise survey. This survey was
based on a sample of 208 manufacturing firms (minimum employment size of 10)
stratified by broad ownership category. Because the ownership composition was fixed
by sample design, it provides no information about the ownership structure for
manufacturing enterprises in Poland as a whole. The sample under-represents
de nove firms and over-represents privatised firms. The proportion that is in state
ownership is approximately correct. For details, see Belka et al. (1994), Other
comparisons across ownership types on the basis of the sample are valid, however.
Notes
Figures refer to average percentage ownership shares. Column entries may not add
to 100 per cent due to rounding. Zero entry refers to any value less than 1 per cent.
1 Dominant ownership type has a majority stake (greater than 50 per cent), whether
concentrated or dispersed among members of that type.
2 |nsiders includes both employees and managers.

managers alone is 27 per cent and that of other employees alone is
61 per cent. Employees are also important minority shareholders
in foreign and outside-owned firms. In the sample, the state holds
on average a quarter of the equity in firms with majority foreign
investor ownership. Where the state retains a majority holding, it

appears that no dispersion of ownership at all has taken place.

Ownership by funds and banks is still marginal. The average share-
holdings of banks and funds in enterprises with dominant outside
ownership are only 3 per cent and 8 per cent, respectively. Insiders
have very small shareholdings in firms with majority ownership by
either domestic outsiders or foreign investors, less than 10 per cent
in both cases. As in Russia, de novo firms are examples of concen-
trated ownership and management. Management and “outsider

individuals™ together own nearly 60 per cent.

Russia

Privatisation progress

Between December 1992 and February 1994, nearly 9.500 large-
scale enterprises employing 11 million workers were privatised,
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Table 8.5

Composition of ownership in Russia, by dominant ownership type
(in per cent)

Dominant ownership typel

State Workers ~ Managers Outsiders? De novo
Number of firms? 110 140 40 35 45
Outsiders 2 15 9 83 29
Workers & 63 14 26 5
Managers 2 12 63 14 56
State 89 10 13 12 T
Others 0 0 1 0 e}
Source

Earle, Estrin and Leshchenko (1995). The 1994 World Bank Russia survey, on which
this table is based, was conducted on a random sample of 439 industrial firms
(minimum employment size of 15). Thus, the composition of the sample provides
valid information about the ownership structure in the population of industrial
enterprises in Russia. For details, see Richter and Schaffer (1994).

Notes
Figures refer to average percentage ownership shares.

1 Dominant ownership type has a majority stake (either greater than 50 per cent or the
largest share if ownership is dispersed), whether concentrated or dispersed among
members of that type.

2 Includes both domestic and foreign outside ownership, excluding de novo firms.

3 The number of firms classifled by ownership type is 370. The remaining 62 firms
were unclassified.

creating 40 million new shareholders. The Russian mass privatisa-
tion scheme was “bottom up”, with managers and workers
selecting the privatisation process they wished to follow. The
hardly surprising result of the scheme is that insiders — workers
and managers — hold over 51 per cent of ordinary shares in nearly
70 per cent of all privatised firms. Insider ownership has thus

clearly emerged as the dominant ownership structure in Russia.

Ownership

The survey evidence for Russia presented in Table 8.5 is derived
from a random survey of 439 enterprises. It therefore provides
evidence of the scale of ownership transformation which has taken
place. Workers and managers together are now dominant owners in
half of all enterprises and in over 75 per cent of these the workers
predominate. Despite the large-scale privatisation programme, the
state retains a majority stake in about 30 per cent holding of the
enterprises in the sample (which are eclassifiable by dominant
ownership type). However, within those firms where the state is no
longer the dominant owner, the state’s shareholding has fallen to
very low levels, at a little over 10 per cent. In de novo firms, owner-
ship is concentrated among managers and private individuals
(outsiders). Since there may be little distinction between these cate-
gories in such firms, it may be said that de novo firms are a leading

example of owner-managed firms.15

15 There are two reasons the distinction between manager and outside individual
ownership is unclear in such firms. First, especially in small de novo firms, the survey
may not distinguish well between the managerial and ownership role of the
entrepreneur. Second, the outside individuals holding shares are likely to be family or
friends who exercise more influence than dispersed outsiders.

16 There is one important caveat that needs to be borne in mind in interpreting the survey
data. There may be a systematic “selection” that affects which types of privatised
enterprises fall into different dominant ownership categories. This is probably most
serious with respect to insider-owned firms. It is typically the case that management
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Summary

The four countries examined have adopted very different
approaches to privatisation, and this has yielded different gover-
nance structures within the privatised enterprise sector. Several
tentative conclusions, largely confirmed by the evidence presented
above, can be drawn about these structures. First, state ownership,
with large insider ownership, has remained important in most
countries. Second, insider ownership with dominant employee
stakes and reportedly managerial control is extensive in Russia,
and to a lesser extent in Poland. Third, outside ownership has
emerged on a large scale in the Czech Republic, and to a smaller
scale in Hungary, but dominant foreign ownership is more common
in Hungary and this is more likely to be concentrated ownership
with stronger control rights.

8.2 Links between ownership, governance and
restructuring performance

This section discusses the relationship between different types of
that
restructuring.16 Restructuring is influenced by four main consider-

ownership and the consequences these have for
ations: the owners” aims,17 the distribution of control rights among
owners, the availability of new funding and the hardness of enter-

prise budget constraints.

Economic analysis suggests several outcomes. First, firms
remaining in state hands will have the least incentive to restruc-
ture. None the less, the hardening of budget constraints may
induce some reactive restructuring in those firms, mainly in the
form of real wage cutting and some labour shedding. Second,
insider-owned firms will go somewhat further than state-owned
firms when deciding wage and employment reductions or plant
closure. This iz because they can exert less pressure on the
government, and also because of the increased authority of
managers motivated by both profit-maximisation and career
concerns. Third, to the extent that deeper restructuring requires
additional capital, it is most likely to oceur in firms with outside
ownership concentrated in the hands of investors with access to
finance (such as foreign investors or well-financed domestic insti-
tutions). Only such an investor is likely to have both the incentives
and the financial ability to incur the new investments involved in

deeper restructuring.

The performance of firms (measured by indicators of profitability,
growth in sales or labour productivity) should accordingly be
highest in outside-controlled firms. Insider-owned firms, espe-
cially when controlled by managers, should come second, and
state firms “in limbo™ should presumably come last. In other
words, the initial labelling of governance structures from 1 to 5

given in Section 8.1 should be inversely related to restructuring

and employee buy-outs involve substantial leveraging (large debt finance) because of
the limited assets available to insiders. Insiders would only choose to buy (and banks
would only finance) firms with sufficiently high and stable net income capable of
covering the debt servicing costs. Thus, insider privatisation may be more likely to
occur in the more profitable enterprises. This point is recognised in the recent
literature, but the empirical importance of such “selection” has not yet been identified.

17 As will be argued in the following two sections, these aims are themselves influenced
by the economic environment, in particular by the state of labour and capital markets.



Table 8.6
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Table 8.7

Indicators of enterprise restructuring and performance in the Czech
Republic, 1993

Dominant ownership type

State Insiders IPFs  Domestic Foreign
outsiders
(excluding
IPFs)
Number of 470 75 182 129 212
employees
Profit/sales (%) 3.7 6.1 4.1 2.4 11.4
Reactive restructuring
Real wage 10.3 8.2 6.1 L5 P B 44.0
(% change) 1991-931
Employment -23.8 8.3 -24.2 -14.5 -2.8
(% change) 1991-93
Sales -30.8 4,1 -33.6 -26.0 3.2
(% change) 1991-93
Labour productivity -15.4 4.0 -12.0 -6.2 1.2
(% change) 1991-93
Strategic restructuring
Exports/sales 20.4 12.0 20.0 20.0 45.0
(%) 19932 (27.8) (20.8) (27.6) (27.7) (46.5)
Exports/sales 123 4.7 8.0 4.0 15.0
{%) 1991 (17.7) (14.5) (16.4) (14.0) (24.3)

Deep restructuring
Investment/sales i B 0.7 1.1 1.0 221
(%) 1991-933 (4.2) (2.1) (2.9) (3.8)

Technology 76.0 80.0 80.0 79.5
and equipment

investment

(% total invest-

ment) 19934

Source
Katsoulacos and Takla (1995). For details, see Table 8.2.

Note
Figures in the table are median values, which are used instead of averages because
of “extreme” values.

1 All growth rates in this table are cumulative for the period 1991-93 because the
Czech survey only provides data for 1991 and 1993.

2 Exports here includes CMEA exports. Figures in parentheses are unwelighted
averages.

3 The Czech survey only provides cumulative investment for 1991-93. The figure in the
table is estimated as the ratio of cumulative deflated investment to cumulative
deflated sales for 1991-93.

4 Percentage of total enterprise investment directed at technology and equipment.

activity and performance. The firms with the most outside owner-
ship should have restructured most deeply and performed best.
The performance of firms in the Czech Republic, Hungary and
Poland broadly appears to confirm this relationship (Russia, which
started privatisation later, has not been included). Tables 8.6-8.8
provide indicators on restructuring and performance for the firms
surveyed, including profitability, the growth in wages, employ-
ment, sales and labour productivity, export orientation, investment

and new lechnology adoption.

Indicators of enterprise restructuring and performance
in Hungary, 1993

Dominant ownership type

State Insiders  Domestic Foreign  De nove
outsiders
Number of 699 293 741 364 32
employees
Profit/sales (%) 0.9 0.3 2.3 0.2 4.4
Reactive restructuring
Real wage 1.6 -12.91 -26.31 20.61 -6.3
(% change) 1992-93
Employment 121 -7.41 -14.31 0.0 6.9
(% change) 1992-93
Sales -5.2 -9.9 -25.31 16.5 s
(% change) 1992-93
Labour productivity B 6.7 11.41 22:2 15.2
(% change) 1992-93
Strategic restructuring
Non-CMEA 12.0 19.6 23.0 10.0 G.0
exports/sales (22.9) (37.1) (22.7) (31.5) (18.3)
1993 (%)2
Non-CMEA 10.0 2.3 0.0 10.0 0.0
exports/sales (17.8) (12.9) (11.4) (20.5) (6.2)
1989 (%)2
Deep restructuring
Investment/sales 0.6 0.21 1.18 T4 1.13
(%)2 1993 (2.1) (0.5) (2.4) [8.7) (1.6)
Firms introducing 13.9 167 2341 42.9 34.6
major new
technology (%)4
Source
Computed from the 1993 World Bank Hungarian enterprise survey. For details,
see Table 8.3.

Note

Figures in the table are median values, which are used instead of averages because
of “extreme” values.

Computed on the basis of between five and ten firms.

Figures in parenthesis are unweighted averages.

Computed on the basis of fewer than five firms.

Percentage of enterprises in each dominant ownership category reporting major
investment in new technology within the last two years.

oW N e

Restructuring and performance

Reactive restructuring

Reactive restructuring is likely to be most clearly reflected in the
form of labour shedding and real wage cuts. The tables show that all
but one ownership types are shedding labour. Indeed, somewhat
surprisingly, the extent of labour shedding appears (from Tables 8.6-
8.8) to be largest in state-owned enterprises (SOEs), presumably
reflecting the hardening of their budget constraints which impinge
most severely on that ownership category. The exception is the Czech
Republic, where dominant IPF-awned and state firms have reduced
employment to about the same extent. Real wages are [alling, except
for foreign firms and for all ownership categories in the Czech
Republic. That foreign-owned firms increased real wages on average
can be explained by the foreign-investors’ incentive and financial

ability to attract or keep high-quality workers. In marked contrast to
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Table 8.8

Indicators of enterprise restructuring and performance
in Poland, 1993

Dominant ownership type

State Insiders  Domestic Foreign De novo
outsiders

Number of 548 273 132t 4231 68
employees
Profit/sales (%) -0.7 55 3.51 3.21 2.6
Reactive restructuring
Real wage -0.5 0.6 -3.81 14.61 0.8
(% change) 1992-93
Employment 5.5 0.7 0.8t 5.51 13.6
(% change) 1992-93
Sales 5.0 12.5 10.0t 19.81 30.0
(% change) 1992-93
Labour productivity 14.4 28.2 2.41 33.41 28.1
(% change) 1992-93
Strategic restructuring
Non-CMEA 6.5 0.0 0.01 8.7t 0.0
exports/sales (18.7) (4.7) (4.7) (15.0) (16.1)
1993 (%)2
Non-CMEA 5.0 1.0 0.0t 8.41 0.0
exports/sales (10.4) (6.3) (5.0) (12.5) (9.9)
1989 (%)2

Deep restructuring
Investment/sales 1.2 28 0.01 5.81 2.6
(%)2 1993 (6.3) (6.2) (5.8)

Firms introducing 71.4 87.5 73.2

major new
technology (%)3

Source
Computed from the 1993 World Bank Polish enterprise survey. For details,
see Table 8.4.
Note
Figures in the table are median values, which are used instead of averages because
of “extreme” values.
Computed on the basis of between five and ten firms.
Figures in parentheses are unweighted averages.
Percentage of enterprises in each dominant ownership category reporting major
investment in new technology within the last two years.

w omoe

all other ownership types, de novo firms are increasing employment,

which reflects the strong growth experienced hy those enterprises.

Strategic restructuring

No clear-cut pattern emerges from the data in Tables 8.6-8.8. A
majority of the de novo firms in Hungary and Poland, as well as
insider- and domestic outsider-owned firms in Poland, do not export
to non-CMEA countries (as indicated by the zero median values).
As might be expected in a relatively small and increasingly open
economy, it appears that in Hungary all dominant ownership types
increased the ratio of exports to sales in the period 1989-93.
Curiously, in Poland export reorientation appears more common
among state-owned enterprises. In the Czech Republic the reorien-

tation of exports is significantly larger in foreign-owned firms and

IPF-controlled firms. compared with SOEs and non-IPF outsider-
owned firms (presumably with more dispersed shareholding).

Deep restructuring

The investment to sales ratios shown in the tables indicate that
foreign-owned firms have been most active in new investment. In
Hungary this is particularly striking, while in Poland a generally
high investment rate is maintained in all dominant ownership
categories except state firms. In the Czech Republic, investment is
stronger in foreign firms and lowest in insider-dominated firms,
while no systematic differences in investment patterns can be
identified between SOEs, insider-owned firms, and non-IPF
outside-owned firms. A strikingly large percentage of firms. of all
ownership types and in all countries, reported introducing major
new technology within the past two years. In Hungary and Poland,
the lowest performers in this dimension of restructuring were firms

with dominant state ownership.

Performance

As shown by the tables, there are clear differences in some dimen-
sions of enterprise performance across ownership types. Sales
growth is nearly twice as high for majority foreign-owned and de
novo firms than for the other ownership categories both in Hungary
and Poland. The differences in labour productivity growth are also
quite sharp. In Poland. labour productivity growth is again highest
in foreign-owned and de novo firms, at about 30 per cent for 1992-
93. This is much higher than in domestic outsider-owned and state
firms, but insider-owned firms also do well. In Hungary, there is
much stronger labour productivity growth in foreign-owned, de novo,
and domestic outsider-owned firms (in that order) than in the other
two categories. It is particularly striking that foreign-owned and de

novo firms achieve this productivity while increasing emplovment.

There is no clear-cut pattern across ownership categories in the
indicator of enterprise profitability. This is probably due both to
the difficulties in measuring profitability accurately (including
accounting properly for differences in tax regimes; see Chapter 4)
and to the likelihood that insider privatisation was positively
related to the profitability of the enterprise. In Hungary, de novo
firms appear to be doing best, followed by domestic outsiders,
whereas in Poland domestic inziders perform best, followed by
domestic outsiders and de novo firms. In the Czech Republic, prof-
itability is highest in outsider-owned firms with majority stakes

held by foreign investors.

There are at least three explanations for the superior performance
of de novo firms. The first and most elementary explanation is that
ownership and management are concentrated in such firms,
minimising the incentive (“agency”) problems that arise when they
are separated, as in most other enterprises.!8 A more compelling
explanation is that de novo firms typically involve new, market-
oriented human capital, which accounts for their superior
performance. This is an example of the “selection” process

referred to in note 16: entrepreneurs (former workers or managers)

18 However, this hypothesis fails to explain why de novo firms perform distinctly better than dominant manager-owned firms in Russia (the only survey with enough information to
distinguish the latter meaningfully). In fact, manager-owned firms are more similar to worker-owned firms than they are to de novo enterprises in terms of performance.
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Table 8.9
Summary of restructuring outcomes

Reactive restructuring

Deep restructuring

Czech Republic High in IPF- and other
domestic outsider-owned

and state-owned firms

Highest in foreign-
owned and lowest in
insider-owned firms

Hungary High in all types Higher in foreign- and
of companies domestic outsider-

owned and de novo

firms. Lower in insider-

and state-owned firms

Poland Significant labour High in foreign-owned
shedding in state- and de novo firms,

and foreign-owned firms uneven in domestic

outsider- and insider-

owned firms

Russial No difference Little deep

across types of firms restructuring across

all types of firms

+ The currently available survey data do not allow any sharp distinctions in
restructuring activity across ownership types. See the discussion in Earle, Estrin
and Leshchenko (1995).

with such skills are more inclined to create new firms in the first
place.19 The third explanation is that de novo enterprises are not
burdened with the initial challenge of restructuring, including

shedding existing workers and reorienting production.

Summary

There were three propositions, based on economic analysis,
suggested in the introduction to Section 8.2. First, all firms are
expected to engage in some form of restructuring, if only because
of the hardening of enterprise budget constraints. Second, restruc-
turing would be primarily reactive (i.e., limited to reductions in
real wages and/or employment), except in firms with concentrated
oulside ownership where deeper restructuring was expected (e.g.,
with a foreign investor or, possibly, IPFs if they hold concentrated
stakes). The third proposition was that more reactive restructuring
would take place in insider-owned firms than in state firms “in

limbo™. Table 8.9 provides a short summary of the findings.

While the first two propositions appear to be enjoy some support
from the available data, there is no clear evidence that more reac-
tive (or strategic) restructuring is taking place in insider-owned

firms as compared with state-owned firms.

The findings in this and the previous section are preliminary and
should not be over-interpreted. Privatisation has only recently been
achieved and, even where restructuring has occurred, it is too early to

expect systematic and strong evidence of this in the observed changes

8. Ownership, governance and restructuring

in performance. This caveat is relevant for all of the countries exam-
ined here. It is particularly relevant for Russia which, partly for this

reason, was excluded from the performance section of the survey.20

Despite these caveats, the relationships between ownership, gover-
nance and restructuring discussed in this section have important
policy implications. First, in countries that have not yet engaged in
mass privatisation programmes, the design of the privatisation
scheme should be aimed at producing governance structures
conducive to deep restructuring. Much ecan be learned from the
“models™ provided by the Czech, Hungarian, Polish and Russian
experiences, not least that privatisation which leads to insider
control or dispersed outside ownership may not be sufficient to
achieve these aims. Second, privatisations are likely to be much
more effective where complementary macroeconomic policies and
institutional reforms that facilitate comprehensive enterprise
restructuring ave also put in place. The next section elaborates this
point, focusing on the impact of labour market conditions and
emerging capital markets on both the evolution of governance

structures and the restructuring behaviour of privatised enterprises.

8.3 Capital markets and effective corporate
governance

The first two sections have provided some tentative evidence to
suggest that mass privatisation programmes to date may not vet
have generated ownership structures that are conducive to effec-
tive corporate governance and deep restructuring. There are,
however, other factors influencing the implementation of such
restructuring. A buoyant labour market can facilitate restruc-
turing by providing alternative activity, and new private sector
start-ups can be an important source of such alternative opportu-

nities (see Chapter 9).

An active labour market can play an important role in promoling
the dilution of insider control of privatised firms. In choosing to
sell their shares, insiders will take into account the prospects for
re-employment. Even if they do decide to sell, they will demand a
premium to reflect the possihility of an unemployment spell or
unattractive earnings prospects, and this will reduce the amount of
trading in shares that occurs. By reducing this premium and
encouraging insiders to trade their shares, buoyant labour markets
can facilitate changes in the ownership pattern that deliver more
effective corporate governance. In the Czech Republic, Hungary
and Poland, labour market conditions are improving in many
respects, largely due to strong growth of new private enterprises.
Available information does not indicate any clear improvement in
labour market conditions in Russia. On this basis, the insider
positions in Hungary and Poland are more likely to be unwound if
good labour market prospects persist, but this appears unlikely to

be an effective mechanism in the short term in Russia.

19 While this explanation is plausible, there is no systematic evidence yet to support it. For discussion and preliminary evidence, see Barberis, Boycko, Schieifer and Tsukanova (1995);

and see Richter and Schaffer (1995).

20 The available survey evidence for Russia indicates that only limited reactive restructuring has taken place, and there is no evidence linking it to dominant ownership type. Moreover,
there is no correlation between the form of dominant ownership and rankings by managers of the importance of different dimensions of restructuring (such as reducing employment,
wages, social benefits, etc.}). See Earle, Estrin and Leshchenko (1995), and Fan and Fang (1994).
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In any event, the evolution from insider to concentrated outsider
ownership will require well-functioning securities markets to facil-
itate share trading. This section of the chapter briefly summarises
some of the main economic issues involved in assessing whether
such secondary markets are likely to bring about changes in
ownership that improve governance. The analysis focuses on
whether restrictions on secondary trading in shares are significant
enough to inhibit restructuring, the incentives of insiders and
investment funds to trade, and on whether the emerging capital
markets are sufficiently well developed for this purpose (see
Chapter 10).

Incentives for trading in shares

The distinction made throughout this chapter between insider and
outsider ownership is static. Neither initial insider nor diluted
outside ownership should be treated as a final outcome. In prin-
ciple, shareholders of all types can trade their shares and thereby
alter the composition of ownership. However, the optimal amount
of reselling of shares, and thus eventually of restructuring, may not
automatically take place. This may not occur because of restric-
tions on the tradability of shares and because of limitations on the

incentives of current owners to trade.

There are some restrictions on incumbent shareholders in priva-
tised enterprises in selling their shares and on market
transactions. Management and employee buy-outs in Hungary and
Romania involve restrictions on the tradability of shares, at least
until the debts associated with the transactions have been repaid.
In the Czech Republic, restrictions on tradability stem from the
legal structure of the investment funds that intermediated the allo-
cation of most vouchers in the two phases of privatisation. These
funds have largely been converted to unit trusts from joint-stock
companies, a legal form that helps to protect the fund managers
from the threat of take-over. Restrictions on the tradability of
shares of privatised enterprises pose serious obstacles to markets

for enterprise control and thus to restructuring.

Insider-owned firms

Insider privatisation might not lead to a desirable level of resale of
shares. There is first the “free-rider problem”, a major source of
inefficiency of the take-over mechanisms implemented in Western
countries. Unless constrained to do so because of liquidity prob-
lems, no small worker-shareholder will find it profitable to sell his
or her shares to an outside investor before the restructuring
process brought about by outside privatisation has been completed
because it is the restructuring itself which is likely to increase the
value of the firm. Furthermore, the price at which worker-share-
holders will agree to sell their shares might make it unprofitable
for potential outsiders to purchase a controlling stake in the firm.

Second, workers might be more reluctant to sell their shares to an

outsider if they anticipate they might lose their jobs as a result of

restructuring following outside privatisation. This fear of losing

21 See Pistor, Frydman and Rapaczynski (1994).

their jobs could, in principle, be used by incumbent management to
impede take-overs by outsiders. However, in deciding whether or
not to sell shares, individual worker-shareholders are aware of
having only a negligible influence on the overall success or failure
of the outside takeover process and therefore on the probability of
losing a job. Hence, in the absence of coordinated decision-making
by insiders, bids by outsiders are unlikely to be blocked effectively.
In addition, there have been many cases of manager-owners manip-
ulating the resale process, both directly through threats of dismissal
of workers and through illegal refusal to record ownership changes
in shareholder registers, and indirectly by withholding information
about the firm. A recent survey showed that only 10 per cent of
Russian voucher funds reported having regular access to financial
data on companies in which they hold large equity stakes, 36.8 per
cent reported having casual access to information and 12.5 per cent

reported having no information at all.2!

Investment funds as owners

Investment funds have been used as part of mass privatisation
programmes lo foster effective outside ownership and governance
of privatised enterprises. Their role has been particularly signifi-
cant in mass privatisation programmes, where the scale and, in
some cases, speed of implementation raised concerns about the
quality of post-privatisation ownership structures. Such funds have
featured prominently in the Czech Republic and, to a smaller
extent, in Poland and Russia. However, the inherent risk of this
approach to solving the governance problem at the enterprise level
is the possibility of simply recreating the same problem at the
level of the investment funds. In other words, for the investment
funds to perform an effective governance role, they must them-
selves be subject to effective control by their shareholders.

There have been two approaches to fostering the development of
the

programmes. One relies on private initiatives to establish the

investments funds in context of mass privatisation
intermediaries, while in the other the state oversees the formation

of the funds.

In Russia and the former Czechoslovakia, the governments created
the legal and regulatory framework necessary for the operation of
the investment funds and then allowed their relatively free forma-
tion. In both countries, there was a rapid formation of large
numbers of investment funds: 516 in Russia and over 420 active
funds in the former Czechoslovakia. In both countries the top
10-20 investment funds account for the bulk of funds’ overall
shareholdings. In the Czech and Slovak Republics, about 70 per
cent of vouchers issued are in the hands of the investment funds.
The main investment funds are themselves indirectly owned by the
major banks.22 The Russian investment funds have played a much
smaller role, mobilising about 6 per cent of the vouchers allocated
to households, and the majority of these funds do not have close

ties with banks.

22 The close and reciprocal ownership ties between the investment funds and banks itself raises some concern about the governance and performance of funds.
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The approach to the formation of privatisation intermediaries
in Poland was very different. The Polish mass privatisation
programme is being implemented through 15 investment funds for
which the state has selected the management teams by interna-
tional tender. The allocation of the 413 enterprises to these funds is
being implemented through a series of selection rounds in which
each fund manager can select individual firms to be included in the
fund’s portfolio. The selection procedures ensure that effective
control will be exercised by one “leading™ fund and that the
remaining shares in each enterprise will be held on a broadly diver-
sified basis among the other funds. Once the enterprise shares have
been fully allocated to the investment funds (scheduled for
November 1995), Polish citizens will receive shares in the invest-
ment funds for a small fee. The shares of the investment funds are
to be listed on the Warsaw Stock Exchange within two years, which
would then allow investors to rebalance their stakes in the various
funds. The Polish approach to mass privatisation relies upon exten-
sive oversight by the government to achieve effective ownership
and control of both the participating enterprises and of the invest-
ment funds themselves. To the extent that these goals have been
achieved, however, the cost in terms of delay due to extensive polit-
ical controversy and opposition has been considerahle. The scheme
was first proposed in 1991, but adopted only in 1995.

The experience in the region thus points to a choice between the
“Czech (or Russian) approach”. that is, the rapid creation of invest-
ment funds that play a significant role in privatisation (in particular
through their affiliation with banks and the use of their hranch
networks), and the “Polish approach”, which is based on the
careful structuring of investment funds by the state to ensure effec-
tive governance of hoth enterprises and funds. While the evidence
on the effectiveness of the two approaches is sparse, there is some
indication that the Czech approach may have somewhat limited the
potential effectiveness of the funds as a source of enterprise gover-
nance. A recent study of the share price performance of Czech and
Slovak enterprises found that, while the stock market valuation of
enterprises is higher for firms with concentrated outside ownership,
this premium is largely lost if that outside owner is an investment
fund.23 This may he due to the limited ability of investment funds to
exercise effective control under existing voting rules in “enterprise
charters”. It may also reflect an unwillingness by the funds to exer-
cise eflective governance due to the potential conflicts of interest
between the banks and their affiliated investment funds. On the
other hand. the Polish approach also poses problems — the greater
state involvement raises the considerable risk of delay.

The development of more liquid secondary markets for shares can
also facilitate the concentration of outside ownership in enter-
prises. The volume of securities market activity, both on-exchange
and off-exchange, has expanded rapidly in the Czech Republic,
Hungary, Poland, Russia, the Slovak Republic and Slovenia (see

8. Ownership, governance and restructuring

Chapter 10). However, these markets remain relatively illiquid
compared with those in advanced industrial and high-growth East
Asian countries. While liquid and properly regulated securities
markets can facilitate an efficient reallocation of ownership and
control of enterprises, a legal framework which safeguards prop-
erty rights in securities is also required in order for this to proceed

on a significant scale (see Chapter 6).24

8.4 Concluding remarks

The analysis of the early evidence on privatisation and restruc-
turing of former state-owned enterprises in the Czech Republic,
Hungary, Poland and Russia yields several important findings.
First, the mass privatisation programmes have led, for the most
part, either to insider ownership (by workers and managers) or
dispersed outsider ownership, at least initially. Second, on the
whole the same kind and extent of “reactive restructuring”
(involving reductions in real wages and employment) have taken
place in state-owned, insider-owned, and dispersed outsider-owned
enterprises, mainly as a consequence of the hardening of enterprise
budget constraints, This finding underlines the importance of
macroeconomic stabilisation, price and trade liberalisation, and
reform of banks and other financial institutions as means of
enforcing market-oriented financial discipline on enterprises.
Third, there is some suggestive evidence that effective corporate
governance is necessary to deliver “deeper restructuring”, and
particularly new capital investment. It seems that more such
restructuring may have been undertaken by firms with concentrated
outside ownership, especially those owned by foreign investors and,

to a smaller extent, firms controlled by investment funds or banks.

These findings have policy implications both for countries that
have already implemented mass privatisation programmes and for
the design of privatisation schemes in transition countries where a
large proportion of enterprises remain in state hands. In the former
case, further improvements to corporate governance may require
the evolution of more concentrated outsider ownership of enter-
prises. This in turn depends on the development of strong and
liquid capital markets to facilitate the resale of shares by insiders,
and on active non-bank financial institutions (including invest-
ment funds) participating as investors and potential core owners in
those markets. Appropriate institutional and regulatory infrastruc-
ture will need to be put into place to support these capital markets.
Some limited progress has already been made on these issues in
the region (see Chapter 10).

For the majority of countries in the region, which have not yet
undertaken comprehensive privatisation, the analysis in this
chapter underlines the importance of improving the design of
privatisation schemes to deliver more effective enterprise gover-
nance, as well as strengthening governance of the investment funds

mnvolved in the privatisation programme.25 It is becoming clear, as

23 See Claessens (1995). The positive impact of concentrated outsider ownership on the share prices of privatised enterprises is also documented by van Wijnbergen and Marcingin (1995).

24 In Russia, for example, the only evidence of share ownership is the physical register of an enterprise. The enterprise manager often controls this, directly or indirectly. The management
of at least one Russian enterprise has, apparently legally, deleted the name from its register of a shareholder who was suspected of mounting an acquisition bid.

25 This may involve a broader range of instruments, including shares with differentiated control rights {such as voting and non-voting shares) and leasing rights for employees and

managers.
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economic analysis suggests, that the choice of the method of
privatisation has a significant impact on corporate governance and
hence restructuring. This choice appears to influence hoth the
depth and the pace of restructuring, at least initially. It is too early
to tell whether the apparent divergence of restructuring outcomes
will be sustained in the long run. Much will depend on the mainte-
nance of hard budget constraints through competition in product
and banking markets, and the parallel development of capital
markets with sufficient liquidity and transparency to deliver
restructuring. The economic performance and viability of enter-
prises, and thus the prospects for successful transition and growth.
will depend critically on whether effective, market-oriented

restructuring takes place.
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Small and medium-sized

enterprises

In a well-functioning market economy there is no a priori reason
for encouraging any particular tvpe of enterprise or activity. The
market provides the guidance. However, there are two reasons why
small and medium-sized enterprises (SMEs)! deserve special
attention in the context of transition. The first is that they generate
economic benefits, beyond the boundary of the individual enter-
prise. that are not reflected fully in the enterprise’s own
profitability (“positive externalities”). These benefits are likely to
be especially strong in economies undergoing radical transforma-
tion, where experimentation, learning and adaptability ave
particularly important. The second reason is that SMEs were
severely discriminated against in centrally planned economies and
continue to operate under a number of handicaps and restrictions
during the transition. If effective policies to remove these restric-
tions are put in place. SMEs can become an engine for transition

and growth.

Before the rise of communism, SMEs played a vital role in the
economies of eastern Europe. In the early 1930s over two-thirds of
the labour force of the former Czechoslovakia and Hungary were
employed in SMEs. However, by 1989 they accounted for less than
a third of employment in these countries, and the average enter-
prise size had grown to about 2,000 workers, compared with an

average of only seven workers in the European Union.

The creativity that characterises SME development posed a funda-
mental threat to command economies. SMEs were often actively
suppressed. or outlawed, as the antithesis of central planning.
Squeezed into peripheral economic activities, they survived, often
informally, despite the overwhelming bias in favour of large state-
owned enterprises (SOEs). The restrictions placed on SME activity
often limited entrepreneurship to illegal activities. This served to
increase political antagonism to SMEs and to compound the nega-
tive image and the difficulties facing private entrepreneurs. SMEs
continue to suffer from negative biases in government policy and
from discrimination in the regulations and incentives that govern
enterprise formation and growth. To realise the social and private
benefits offered by SMEs, the systematic bias in favour of large
enterprises must be replaced by a “level playing field” on which
all forms of business activity are treated equally by the state,
particularly with respect to taxation and the regulatory framework.

SMEs have played a particularly important role in periods
following economic and political dislocation. In West Germany, for
example, the development of SMEs was integral to post-war

recovery, and in OECD and developing economies SMEs are cred-
ited with providing the dynamism that underpinned the recovery
in employment and output in the 1980s. SMEs may be the first to
suffer during downturns, but they can also be the first to seize on
improved opportunities. The motivation and flexibility of SMEs in
responding to economic opportunities can be a stabilising influ-
ence. SMEs provide alternative employment options for workers
threatened by unemployment in the process of enterprise restruc-
turing. Moreover, SMEs tend to recruit from SOEs, and in so doing

facilitate the rationalisation of the public sector.

The discussion of their role in transition is organised as follows.
Section 9.1 {(and Box 9.1) provides a summary of the evidence on the
formation and growth of SMEs. It draws on available surveys and
research, and examines their particular contribution to transition.
Section 9.2 examines the constraints facing SME development,
which often include discriminatory taxation and regulation, macro-
economic instability, and shortage of capital and suitable skilled
labour. Section 9.3 concludes by examining the scope and limita-

tions of policy reform in assisting SME development.

9.1 SMEs in transition

The analysis of the role of SMEs in the transition economies is
frustrated by the virtual absence of reliable information. The prob-
lems of measurement and the lessons that may be drawn from
comparative perspectives are summarised in Box 9.1. This box
shows that, in general, the contribution of SMEs to output and
employment rises as the transition advances. In all OECD
economies, SMEs account for over half of employment and output
and the bulk of private sector activity. Through their constant
search for new market opportunities SMEs provide a competitive

challenge underpinning market economies.

The special role of SMEs in the transition to a market economy
partly derives from the positive “spill-overs” or externalities they
generate. These include the benefits that new entrants offer by
invigorating markets, providing innovative products and intro-
ducing processes that challenge existing production patterns.
SMEs are the seed-bed for the emergence of competitive (and the
destruction of uncompetitive) larger firms. The greater the number

and more fertile the ground, the more dynamic the economy.

SME growth in transition economies is dominated by the entry of
new small firms. In the Czech Republic and Poland, where rela-

tively good empirical evidence is available, the transition period

1 In transition economies the legal definition of SMEs tends to have a lower ceiling than in OECD countries, reflecting the fact that the majority of SMEs were very young at the time the
legislation in transition economies was drafted. The ceiling for medium enterprises is generally 500 employees in OECD countries but 200 in transition economies; this chapter uses
the latter definition. According to Eurostat, the ceiling for small enterprises is 49 and for micro-enterprises nine employees.
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Box 9.1

Table 9.1

Measuring SMEs

Analysis of the formation and growth of SMEs in transition economies
is difficult because of a lack of reliable information. The available
information is summarised in Annex 9.1. Interpreting the data is
hazardous. Official data typically cover only registered enterprises,
excluding the informal sector, which in transition economies may be
large (for example, in Hungary it is estimated at 26 per cent of GDP, in
Bulgaria 17 per cent of gross value added, and in Estonia 35 per cent
of private sector activity).2

The official data also fail to identify inactive enterprises, which are very
numerous in some countries. For example, an EBRD survey of
Bulgarian SMEs in 1995 found that only 20 per cent of registered
private enterprises in manufacturing were active, while the rest had
gone bankrupt, relocated, changed their activities, or had never
operated as enterprises, but simply registered as an indication of
intent or for other reasons. Registration requirements vary greatly. In
Albania, enterprises are no longer required to register at all. In most of
Central Asia registration does not include any measure of firm size.
High-inflation environments make measuring firm size by asset value or
sales problematic. Employment is the most reliable basis for
measurement, but this can be misleading if it is not differentiated by
economic sector. For example, within the service sector 20 employees
is relatively large, while in the manufacturing sector it is relatively
small. Unfortunately, only Belarus, Russia and Slovenia provide
sectoral breakdowns of their enterprise census data.

These limitations lead to both an under-reporting of unsuccessful firms
and to a failure to measure success, in that as firms grow they are not
reregistered. Meanwhile, firms that are very successful cease to
appear on the register of SMEs as they become large enterprises. In
transition economies, relatively few enterprises would have already
exceeded the ceiling for SME classification. Overall, official statistics
provide at best a rough indication of the structure and growth of the
SME sector.

Table 9.1 shows that, in general, countries in the earlier stages of
transition display the lowest share of employment in SMEs (Belarus,
Kyrgyzstan, Tajikistan) and, as is to be expected, SMEs are more
important in the more advanced transition economies (the Czech
Republic, Estonia, Poland) and OECD countries. Equally, as is indicated
in Annex 9.1, countries in the earlier stages of transition tend to have
the weakest institutional environment for SMEs (Belarus), while the
more advanced countries (the Czech Republic, Hungary, Poland) have a
more comprehensive policy framework for SMEs. The sectoral
distribution of SME activities also reflects the wider economic context.
Initially, SME activity is concentrated in the retail and commercial
sectors but, as the transition proceeds, a significant SME presence is
established in manufacturing. In countries where this has happened,
such as Poland, the evidence suggests that SMEs (particularly newly
created, or de novo, private firms) in the manufacturing sector provide
the “engine of growth” for the whole economy.

1 One would expect that nearly all of informal sector activity is associated with
(private and state) SMEs. See Annex 2.1 in Chapter 2 for a discussion of the sizes
of the private and informal sectors.

has been marked by a sudden surge of small-scale start-ups. The
SME sector is already a strong domestic force for economic devel-
opment.2 In all transition economies, the average size of SMEs is
related to the number of years private sector activity has been
legal in the country.

2 See, for example, Belka et al. (1994).
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Comparative perspectives

Country Percentage of employment in SMEs
Belarus 6
Croatia 30
Czech Republic ar
Estonia 45
FYR Macedonia 20
Georgia 58
Hungary 24
Kyrgyzstan 3
Poland 23
Romania 2
Russia 10
Slovak Republic 23
Slovenia 19
Tajikistan 2
EUR 12 69
Belgium T2
France 69
Germany 64
Italy 80
Japan 73
UK 76
USA 53
Sources

Globalisation of Economic Activities and the Development of SMEs, Country Reports,
Enterprises in Europe, EBRD Transition Report 1994.

Note
The table covers those countries for which relevant data are available.

Small firms contribute importantly to experimentation with new
ideas and products. The prospect of uncovering the best ideas is
increased as more of these ideas are tried. They are best tried on a
small scale at first so that successful ideas can be revealed,
imitated and diffused. From an individual point of view, it may be
better to wait and be an imitator of a successful idea rather than to
pioneer and risk failure and the loss of one’s savings. This disin-
centive to enter the market is offset, however, by the fact that,
between the time of success and imitation, the successful entrant
will enjoy a special market position that compensales for the risk
taken. This incentive is particularly great in transition economies
where the upside potential of a successful venture may be rela-
tively high, given hoth the likely lack of close competitors in any
given product or service market and the large number of possible
markets that new firms can choose to enter.

Given the immature state of product markets in transition
economies, new ideas often take the form of untried market niches
and/or speculative trading, as well as the adoption of new
advanced technologies to enhance existing products or services.
Here, the temporary monopoly and other advantages that a
successful new entrant can hope to enjoy can be a strong incen-
live, overriding the inclination to wait and imitate a rival firm’s
successful venture. SME formation has in part heen based on
transplanting existing products and services on offer in the West,

with the necessary modifications and adjustments to meet the



consumer requirements in a transition economy. Uncertainty as to
tastes and incomes of customers, and the suitability of the product,
mean thal experimentation can have strong returns, and SMEs

provide a test-hed.

For privatised retail businesses in the Czech Republic, Hungary
and Poland, post-privatisation investment was found to he highest
in cases involving the entry of a new entrepreneur, unrelated to
pre-privatisation performance.® In transition economies, since
small firms will naturally locate in promising new market niches,
they are likely to take away market share from the typically older
and staler products offered by state-owned enterprises. This also
has the benefit of inereasing competition and consumer welfare in
the short term by extending the range of products available,
bringing the mix of products closer to consumer tastes and
lowering prices. In the longer term, SMEs advance the transforma-
tion process in state-owned enterprises by hardening their budget
constraint through product market competition.*

For an established firm, which might already hold a very large
market share, the introduction of any new lines of business is
bound to displace some of the profits being earned on existing
lines and therefore the incentive for making improvements may he
lower. However, a willingness to make radical and rapid responses
is al a premium in transition economies where business opportuni-
ties appear and disappear with great speed. That SMEs are flexible
is indicated by evidence that when new firms register in eastern
Europe, they list a wide range of often unrelated business activi-
ties, which may suggest a prior determination to keep options open

and lry new approaches where old ones fail.

The high volatility of small firms in terms of entry, survival and
growth reflects the nature of the risks and uncertainties facing
SMEs. There is a steep learning curve associated with under-
standing risks and making judgements regarding location, product
specification and management. In the early years, this leads to a
large number of failures and also explains the high growth rate

among survivors who have, on average, made better choices.?

The emergence of entrepreneurial small firms in distribution and
retailing can, by breaking monopolistic trading structures, enhance
the productivity of domestic firms and create an atmosphere
conducive to the entry of foreign firms. In Russia, for example, even
though a private commercial sector has developed, the state-owned
sector still plays a major role in the supply of inputs and outputs.®

3 Earle et al. (1994).

9. Small and medium-sized enterprises

The broadening of the private sector dilutes the concentration of

economic power and reduces the risk of rent-seeking.

A major problem in the transition is the mismatch between
existing and market-compatible skills. By providing opportunities
for employment to employees and managers of state-owned enter-
prises, SMEs mitigate the employment losses that are inevitable in
the process of restructuring, The evidence suggests that private
firms in transition economies tend to recruit from the state sector,
rather than from the pool of unemployed.” Thus, even if SMEs do
not generale any net new jobs, they reduce the erosion of human
capital by providing alternative employment opportunities for rela-
tively skilled workers. This role of the private sector, and SMEs
specifically, is likely to be more important in the early and middle
stages of transition when the state sector is still dominant.

In the small-scale privatisation of enterprises that are labour-
intensive, the key asset of value that has heen transferred to the
private sector is typically the premises in which the business is
located. One survey of the Czech Republic, Hungary and Poland
found that 70 per cent of privatised firms did not take over any
movable assets from their predecessors. To the extent that privati-
sation in this context represents a simple “conveyance of
ownership or user rights in real estate”, the distinction between
privatised firms and start-up businesses becomes blurred.® In
other countries, such as in the former Soviet Union, privatisation
contracts have often included the tied sale of any remaining assets
and an enforced continuation of the old line of husiness, some-
times reducing the value of the land and fixed assets. Earlier
surveys indicated that, in the first years of transition, de novo
SMEs bought their equipment second-hand from SOEs.? More
recent surveys show that the average age of the capital stock of
start-up SMEs has dropped considerably, suggesting rapid
modernisation and a higher level of investment.'” The surveys also
show, as summarised in Box 9.2, that there are significant differ-
ences between SMEs that are created de novo and those that are

spin-offs from SOEs.

Given the imperfect nature of capital markets in transition
economies, there is often a reliance of start-up SMEs on funding
by friends and relatives of the entrepreneur. The small firm sector
then creates an incentive for savings that might not otherwise
occur.tt This arises from the fact that the banking sectors in these
countries do not typically offer very atiractive rates on consumer

deposits, and banks also tend to be hiased against lending to the

4 This is one of the important lessons from the transition experience in China during the last decade. SMEs have played a key role in forcing state-owned enterprises to restructure by
providing effective competition in domestic product markets (and increasingly, export) markets. See Jefferson and Rawski (1994).

o

This “learning” model of firm growth and survival was originally presented in Jovanovic (1982). The idea has been developed extensively and tested emplrically In the more recent

literature. See, for example, Cabral (1995}, Evans (1987a,b), Hall (1987}, Dunne et al. (1989), and Acs and Audretsch (1993).

& Sheppard (1994), p. 189.

7 Boeri (1995) provides statistical evidence for Bulgaria, the Czech Republic, Hungary, Poland and the Slovak Republic for 1991 and 1992.

8 See Belka et al. (1994); Gomulka (1994); Earle, Estrin and Leschchenko (1995); and Earle ef al. (1994).

9 See Webster (1992), and Webster and Charap (1893).

10 See Earle and Estrin (1995) and Richter and Schaffer (1995). See also the evidence on de novo firms in Chapter 8.

11 See Arrow (1995).
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Box 9.2
Comparing start-ups and spin-offs

The overwhelming majority of new firms are
created de novo.l By entering sectors where
sunk costs are lower, they also tend to reduce
their risks; this is an explanation for the
concentration in Poland, Russia and a number
of other transition economies of de novo entry
in the retail trade and service sectors. In
transition economies, in addition to the
creation of new firms, a considerable portion of
new entry may occur through the process of
unbundling or spin-off of state-owned
enterprises.? This involves the break-up of
larger, formerly state-owned enterprises into
smaller, privately run firms. In addition, the
privatisation of former state-owned small
enterprises (such as bakeries or restaurants)
leads to the change of ownership status of
SMEs.

The relative size of the de novo part of the
private sector is affected by the stage of
transition of the country. It is generally larger in
countries that allowed some private sector
activity prior to transition than in countries
which did not. For example, in Russia it is
much smaller than in those countries that
initiated their transition earlier (the Czech
Republic, Hungary, Poland). In Poland, spin-offs
from state enterprises barely contributed to the
formation of the private industrial sector,
whereas in the Czech Republic, Hungary and
Kazakstan spin-offs were particularly important
in the earlier stages of transition due to large-
scale enterprise restructuring.

Profitability is notoriously difficult to assess, in
part because firms tend to “hide profits”
(hence the self-declared loss-makers can be
very profitable firms). Russian investment
figures point to robust growth, with a higher

percentage of start-ups investing (85 per cent)
or expecting to do so in the future (62 per
cent), compared to their spin-off counterparts
(57 per cent and 32 per cent respectively).
Much of this investment is debt financed, with
a high percentage of start-ups and spin-offs
benefiting from a bank loan (64 and 74 per
cent, respectively, in the study of Russia) .
Although spin-offs rely more heavily on bank
loans, the terms offered by banks to start-ups
appear to be better than those offered to their
privatised/state sector counterparts. This has
important implications for policy, discussed
below.

In terms of performance, the study of Russia
indicates that the de novo SMEs recorded an
increase in real sales of 17 per cent in 1994
over 1993, versus a drop of 5 per cent
recorded by privatised and state-owned SMEs.
In terms of capacity utilisation, de novo firms
operate at a much higher level than privatised
and state-owned firms. Striking differences are
also recorded as far as employment growth is
concerned (30 per cent growth in the last year
for start-ups versus a 13 per cent decline for
privatised and state-owned SMEs), which partly
reflects labour shedding connected with the
restructuring of the latter group. Twice as many
privatised and state-owned firms than start-ups
report excess employment.

In Russia, over 20 per cent of start-ups and

9 per cent of state-owned, privatised SMEs
reported that they need more workers. The
presence of a high vacancy rate (8 per cent of
employment) in de novo firms (versus 2 per
cent of employment in privatised and state-
owned SMEs) points to growth and expansion.
Both start-up and spin-off SMEs attributed
their high vacancy rates to the lack of qualified
applicants; whereas two-thirds of privatised
and state-owned SMEs blamed their inability to
pay attractive wages as the main reason for

vacancies, only one-third of the de novo firms
identified this reason.

Spin-offs have not yet been the focus of
extensive investigation, despite the fact that,
in countries such as former Czechoslovakia,
Hungary and Kazakstan, massive break-ups of
SOEs took place even before the government
formulated a privatisation policy. In 1990 in
former Czechoslovakia, there were 700 private
enterprises employing more than 25 workers;
by mid-1992, 2,000 enterprises belonged to
this category, with a substantial part of the
difference composed of the break-up of state
enterprises. The government played a passive
role in this process and it may be argued that
the decision to split from a parent company
was taken by the managers of the spun-off
enterprises in the expectation of a benefit,
although not necessarily of a pecuniary nature.
In the Czech Republic, the evidence indicated
that the spun-off enterprises do not generally
outperform their parent SOEs. The perfor-
mance of the parent SOE was nevertheless
enhanced by the unbundling, so that this
remains the preferred option to the previous
status guo. Start-ups outperform the whole set
of state and privatised enterprises (including
spin-offs).3

1 The available data on private sector enterprises
({including SMEs) are not usually broken down
according to the way enterprises were created, so we
cannot easily compare the characteristics (including
size and performance) of spin-offs, start-ups and
enterprises privatised as a single unit.

2 These proportions vary across countries. Johnson
and Loveman (1994) found that the rapid growth in
the Polish private sector stemmed more from the
entry of new firms than privatisation. In the Czech
Republic privatisation was more significant, with about
19,000 of the 68,000 trade and services establish-
ments sold off in the small-scale privatisation prog-
ramme (Earle et al. 1994, p. 63).

3 Lizal, Singer and Svejnar (1995).

more risky and less established entrepreneurial establishments.
Friends and relatives often have private knowledge of the abilities
of entrepreneurs which make them more amenable than commer-
cial banks to lending funds to these firms. Thus, these individuals
save more than they would have saved if they had only the option
of depositing funds with commercial banks. In the more advanced
transition economies. where investment funds specialising in
privatisation vouchers are present and the banking sector is more
developed, this savings effect is likely to be lower since access to
more risk-diversified sources of savings that offer sufficiently high
(risk-adjusted) rates of return will be available. To the extent that
SMEs remain outside the traditional state credit ring, their
demand for finance will continue to provide an impetus for the
development of a commereial banking sector.

9.2 Constraints facing SMEs

Surveys of the Czech Republic, Hungary, Poland and Russia in the
very early years of transition showed SMEs to be subject to a
common set of constraints, many of which are associated with tran-

sition itself.'? The following discussion draws on these surveys.

Among the most significant obstacles to the formation and growth
of SMEs were the high level of taxes, the frequently changing
regulatory environment, delinquent payment by SOEs, weak
demand for domestic products, instability created by high infla-
tion and credit-related problems. More recent surveys reveal a
different set of constraints, suggesting that these evolve with the
transition process. For example, reforms of the taxation system
have reduced the extent to which taxes are seen as a constraint.
Delinquent payvments and weak demand also became less of a
problem as the transition has advanced because, whereas initially
SMEs were tightly linked with SOEs, alternative networks and

12 References to the surveys are provided above (see Belka et al. (1994); Earle and Estrin (1994); Gomulka (1994); Lizal, Singer and Svejnar (1995); Richter and Schaffer (1995);

Webster (1993a, b); Webster and Charap {1993); and Webster and Swanson (1993).

142 European Bank for Reconstruction and Development



products were gradually established. As transition progresses,
SMEs depend less on large SOEs in order to purchase inputs of
production and sell their own products. Similarly, whereas at the
beginning of transition almost all firms utilised cast-off, chsolete
equipment from SOEs, more recent research has shown that the
average age of equipment utilised by privately owned SMEs has
decreased substantially, reflecting the growth in investment and
innovation.!? Macroeconomic factors also appear as less impor-
tant constraints on SME activity over time because, as the
lransition progresses, economic stabilisation reduces inflation

and economic uncertainty.

Firms generally relied on their own savings and private sources for
starting up and then, once they were established, appeared to have
access Lo short-term (less than one-year) bank loans. The high
level of interest rates, rather than access to credit, is regarded hy
them as a constraint that constitutes an ohstacle to growth and
investment. SMEs reported that they first had to identify a niche in
the market in which high returns could be obtained hefore they
could take out a loan and pay the high interest rates. Overcoming
this obstacle requires improvements in the banking sector but it
will also require changes in enterprise behaviour. The underre-
porting of profils and turnover for tax avoidance purposes
penalises SMEs” borrowing, as does their failure o register owner-

ship of assets,

Except in Russia, where less than half the [irms surveyed had
received a short-term loan, the dearth of longer-term financing,
rather than the availability of short-term eredit, appears to be a
constraint. Start-up capital in Russia. more than in other coun-
tries, was mostly provided by own savings and advance credit
from customers." In other surveyed transition economies. SMEs
had access to short-term loans but longer maturity loans were
available to SMEs only in the Czech Republic and Hungary. In
the Czech Republic, four out of five loans had a duration longer
than one year and in Hungary one-third of entrepreneurs had

received long-term loans.

Many firms highlighted the constraints connected with the func-
tioning of the labour market. Vacancies appear to bhe difficult to
fill. Skilled workers are difficult to find. Labour mobility is poor
and the lack of job centres or similar structures makes it difficult
to mobilise workers who live far away from the vacaney location.
Such constraints, although not peculiar to SMEs, nevertheless can
have a more immediate and severe effect on SMEs and are less

easily circumvented by them.

In the early stages of transition, SMEs are particularly constrained
by hostile social environments. Private entrepreneurial activity
was regarded as anti-social hehaviour and seen to be at the
expense of other members of the community and derived from

connections to the “nomenklatura™ and/or illicit activities. This
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hostile perception of entrepreneurs provides a considerable
psychological barrier to the entry and growth of the SME sector. Tt
dissipates, however, as social acceptance of the market deepens
and a critical mass of entrepreneurs who provide peer support is
established.

Other constraints that are associated with a relatively early stage
of transition include those relating to the macroeconomic climate
of the individual country. to gaps and imperfections in the regula-
tory environment, to the state of the local infrastructure and to the
domestic economic environment in general. The flexibility of
SMEs allows them to adapt to difficult conditions imposed by
substandard infrastructure or imperfections in the regulatory envi-
ronment. Nevertheless, their performance and efficiency are
diminished by the hostile environment, particularly in so far as
this disadvantages newcomers and weak enterprises that have
neither the internal resources nor necessary networks to overcome
obstacles. Large firms can use non-market mechanisms to inter-
nalise many of the technical, legal and commercial functions that
they need to conduct business. SMEs, by contrast, lack the
resources and diversity and so are forced to rely more on external
sources for these services. This implies transaction costs. The less
developed the external services, the higher the transaction costs to
the SME, suggesting that the competitive disadvantage for SMEs

will be greater at earlier stages of transition.

The social and many other constraints on SME development
appear to be associated with the early stages of transition and are
overcome as the transition evolves. In the first phases of transition,
the enterprises themselves and the economic and institutional
environment as a whole are immature, and levels of uncertainty
are acute. During this phase, SMEs face a formidable array of
obstacles, many of which diminish over time as enterprises learn
by doing and as the foundations of a market economy are laid.
SMEs are particularly susceptible to the uncertainty that charac-
terises the first phases of transition and, unlike large enterprises,
do not have the experience, internal resources or leverage to
compensate for many of the weaknesses apparent in the external
environment. Their lack of resources and influence can make them
fragile but their small size and agility gives them compensating
advantages in an uncertain world which demands the rapid adop-

tion of innovatory practices and products.

The establishment of a mature market economy requires the estah-
lishment of a level playing field where SMEs may have access to
inputs, goods, services and capital markets on a similar basis to
large firms. Past practices that favoured large firms mean that
specific policies are required to facilitate SME development.
Centrally planned economies tended to marginalise the activities
of SMEs, and countries in the initial stages of transition tend to be
dominated by large SOEs. This domination by large firms is

mirrored in the capital markets, where access to credit can be

13 The average age of equipment in SMEs (weighted by value) varied between eight and 10 years in eastern Europe (the Czech and Slovak Republics, Hungary and Poland), and between
10 and 20 years in Russia. See Webster (1993a, b); Webster and Charap (1993); and Webster et al. (1993).

14 See citations in the preceding footnote.
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based on historically determined working practices and networks
that closely link state banks with state and other large enterprises.

In the context of transition, all the problems of uncertainty facing
Western firms exist. In addition, SMEs are faced by a wide range of
new sources of unpredictable factors which potentially affect their
activities. These include uncertainty over macroeconomic factors
(such as future price levels, exchange rates and fiscal policy), the
absence of a stable legal infrastructure. and competition issues
(such as government policy towards horizontal and vertical inte-
gration, entry barriers and restrictive trade practices). To the
extent that this uncertainty is greater than in market economies,
one would expect the growth and survival patterns of firms in tran-
sition, and particularly small and start-up firms in transition, to be

more turbulent than in developed market economies.

9.3 Directions for policy reform

Policies in support of SME development in OECD countries tend
to be based on specific targets or local priorities, often partly non-
economic in origin. For example, in many OECD countries,
support for SMEs is considered to be a means of enhancing inner-
city or minority group employment, by offering jobs to the
long-term unemployed. The policies may also have purely
economic objectives based on “externalities” arguments, for
example encouraging the development of particular segments of
the economy, such as high-technology companies. In transition
economies, the objectives of SME policies go beyond those in the
OECD countries because the level of discrimination against SMEs
has been more acute and because SMEs provide externalities that
are of special significance in the transition process. In particular,
the success or failure of SMEs provide demonstration effects that
are stronger in transition economies than advanced market
economies, and the growth of SMEs can ease the burdens of
subsidy and adjustment associated with large and obsolete state-

owned enterprises.

The most important policy reforms that facilitate SME develop-
ment, whether in OECD or transition economies, are those that
influence the overall enterprise environment. Macroeconomic
stabilisation and price reforms that bring stable and freely deter-
mined market prices are essential to ensure correct signalling and
to reduce the uncertainty facing SMEs. Trade reforms, which allow
domestic prices to reflect international competitiveness and which
end the effective protection of the status quo, will foster sustain-
able SME development. The government framework for business
and for enterprise restructuring and a commitment to privatisation
are also vital as, taken together, they determine the potential for
private sector development. SME development is facilitated by a
stable legal system that allows newcomers to compete with estab-
lished firms on the basis of a transparent set of rules and without
fear of intimidation. Corruption, nepotism and crime tend to
discriminate against newcomers and smaller, weaker firms, and

thus to stifle competition.

By giving priority to overall economic management and to laying

the foundations for a market economy, governments in transition
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economies are simultaneously providing the appropriate seed-bed
for SME development. Within the context of the probable need to
reduce overall levels of public spending, measures taken by
governments to reform social expenditures and refocus infrastruc-
ture investments can benefit the whole economy and not least
SMEs. For example, the demand for a skilled workforce is met
through improved education, mobility problems are eased by the
provision of housing, communications are facilitated by improve-
ments Lo the regulatory framework for telecommunications. and the
social cost to the firm of health benefits and pensions is eased by
improved provision of social services. Without economy-wide
policy reforms, narrowly targeted micro policy reforms in favour of
SMEs will be frustrated.

By assisting in the development of the basic financial and service
institutions of the market economy, governments (and supportive
international agencies) render greal assistance to SMEs. They also
avoid the pitfalls of many schemes which support SMEs through
intricately targeted interventions and subsidies. Programmes that
are defined by bureaucrats and not those in business, and that
protect well-connected but often less efficient entrepreneurs from
the market, have been failures. In transition economies, therefore,
it is critically important not to recreate a culture of public selec-
tion, subsidy and dependence in which efficient businesses are

taxed to finance less successful ones.

For external agencies, such as IF'ls, there are particular difficul-
ties in seeking to intervene at the micro level: just as
entrepreneurs and experts in transition economies have an inade-
quate knowledge of Western market economies, Western experts
and entrepreneurs only have a partial knowledge of the business
environment and the constraints and opportunities in transition
economies. The risks for Western agencies of inappropriate policy
design are therefore especially significant in the SME area where,
even in the mature OECD economies, policy successes are elusive
and tend to depend on extensive groundwork and local knowledge

and participation.

Policies to support SMEs should be tailored according to the
ranking of constraints to their development. These will reflect the
stage of transition as well as the initial conditions in each country.
A knowledge of the severity of the different constraints is neces-
sary to allow government policy makers, IFIs and others to focus
their efforts. However, there is virtually no recent evidence that

ranks these constraints.

SME-specific reforms may include measures to assist in the
financing of SMEs and the provision of “one-stop” business
centres, networking and the establishment of commercial associa-
tions, or the provision of suitable locations with the appropriate
utilities to encourage the establishment of SME clusters, for

example business parks.

Financial sector activities may include the establishment of
specific credit lines for SMEs, facilitating equity participation and
reinforcing the capacity of the financial sector to appraise and



Box 9.3

The EBRD and SMEs

There are various forms of EBRD support for
SMEs:

1. equity participation in investment and
venture capital funds, and investment or
commercial banks that are either regional
or country-specific

2. funding of local banks which are used for
local lending under guidelines established
by the EBRD

3. co-financing with local banks or local
offices of foreign banks, with project
preparation, evaluation, monitoring and
supervision delegated to the co-financing
bank.

By the end of 1994, the EBRD had contributed
ECU 382 million towards projects, with a total
value of close to ECU 1 billion, covering SME
development in most of its countries of
operations. Bank lending resulted in on-lending
for over 700 subprojects, with an average
unweighted value of around ECU 260,000. In
the medium-sized enterprise category this was
mainly accounted for by equity participation,
and in the small category (below ECU
500,000) by lending to banks that then
provided about 500 beneficiaries with loans
averaging ECU 116,000. Micro-loans averaged
around ECU 2,300 and benefited 115
enterprises.

The approach of the EBRD to supporting SMEs
tries to take into account the stage of
transition and the ability of the local financial
intermediaries to assume key responsibilities.
In the early transition economies, because of
the weakness of the intermediaries, “apex”
lines are generally provided with government
guarantees. Examples of such loans include
the loans to National Banks in Kazakstan,

Ukraine and Uzbekistan for on-lending to local
banks for financing small and medium-sized
projects. Given the early stage of development
of the banking systems in these countries, the
projects are characterised by a high degree of
risk which is mitigated by sovereign
guarantees. In more advanced stages of
transition, government guarantees are
generally not required and the EBRD can
perform the role of a finance wholesaler,
reaching SMEs through carefully identified
financial intermediaries. Examples of such
credit lines include those arranged with the
SKB Bank in Slovenia, and the Estonia and
Latvia Investment Bank projects.

Regional or country-specific venture capital and
investment funds cover the full range of
transition economies, with the demand for
these funds increasing as the transition
progresses. The funds make independent
decisions about the projects they invest in,
although the main investment criteria are
consistent with the EBRD’s overall investment
policy. The size of each investment varies from
fund to fund and is typically in the range of
US$ 100,000 to US$ 2 million, so that the
funds support mainly SMEs.

Institution building is one of the main goals of
the EBRD's SME programmes; a notable
example is the Russia Small Business Fund
(RSBF). This Fund was initiated by the EBRD
and the G-7, with expected contributions of
US$ 150 million from the G-7 matched by US$
150 million of the EBRD’s ordinary capital
resources. A major objective is to bring within
the scope of the formal finance system firms
whose financing needs had not been previously
met by the banking system, notably “micro-
enterprises” and small firms requiring
investment capital. These firms face numerous
barriers to obtaining formal sector finance to
meet their needs - lack of credit history, lack
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of “bankable” collateral and, for those firms
requiring medium-term Inputs for investment
purposes, an absence of available funds with
more than a three-month maturity. Because
banks have little or no experience of lending to
these target groups, substantial technical
assistance funds are necessary for training
and implementation of such programmes.

The RSBF has three main products: Small
Leans (up to US$ 75,000), Micro-Credit (up to
US$ 25,000), and Small Equity. In addition, it
increasingly provides business advisory
services. The loans are extended to firms
employing up to 50 people (20 in the case of
Micro-Credit) that are majority-owned by
Russian residents and under private ownership
and control. Micro loans generally start out
short term (average is 5 months) and, as the
borrower establishes a repayment record,
subsequent loans can be larger and extended
to terms of up to two years. Small Loans are
generally 2-3 years.

The Small Equity component provides invest-
ment capital through equity participations,
often in combination with debt and various
other risk participation instruments. The
investments are of up to five years' duration,
with a targeted average investment size of US$
75,000 and a size range of US$ 25,000-
200,000. The equity stake is being comple-
mented with business advisory assistance for
the Fund's targeted production and service
sector firms. In most cases, financing
constitutes 25-75 per cent of the total capital
of the enterprise after investment, but
management control remains in the hands of
the Russian owners. The Small Equity
component seeks both to invest in local small
enterprises and to design effective
instruments that can be replicated. In 1995,
2,500 firms are expected to benefit from RSBF
loans and investment agreements.

support SMEs. Equity finance for SMEs ean provide an imporlant
advantage because it reduces the debt service risk. This can be
particularly important for small, young enterprises which are going
through a learning phase and have volatile revenues. Equity
finance in the form of minority holding also preserves control over
key decision-making in the hands of the entrepreneur. Equity
stakes also confer advantages on financial intermediaries by
enabling the financial institutions (both private and public) to
share in the upside potential of SMEs. This is especially important
because SMEs are characterised by relatively high failure rates
together with some successes showing very high returns. By
sharing in the potential for high returns, equity finance can permit
the financial intermediary to reduce the interest spread on the deht
component that is required to cover the commercial risk and the
cost of doing business with SMEs. The establishment of funds and
other intermediaries for equity finance provide the opportunity to
contribute to SME development, both through the provision of

15 Webster (1991).

capital and by providing access to the technical expertise of the
fund managers. The role of the EBRD in supporting equity funds
and its other support for SMEs are discussed in Box 9.3.

Policies designed to assist SMEs in OECD economies typically
include technical assistance for the provision of a range of
services. Training programmes can be particularly useful interven-
tions, although the preliminary evidence from surveys suggests
that this has often been poorly matched with entrepreneurs’ needs.
For example, a World Bank review of its experience concluded:
“With few exceptions, Bank-supported SME technical assistance
programs implemented by public agencies have failed to achieve
their stated objectives. There are some success stories, but many
technical assistance programs have been chronically dysfunc-
tional, only partially implemented, subverted their original

objectives, or never initiated”. 1
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To be successful, technical assistance must be tailored to specific
local needs and be demand driven, responding to the actual rather
than externally perceived needs of the client group. In many cases,
training is too sophisticated or inadequately adapted to the require-
ments and skills of the beneficiaries. A primary objective of the
technical assistance is to provide the hasic skills needed by new
and aspiring businesses to allow them to devise business plans,
undertake market studies, assess risk and secure finance. Initial
orientation training should be available to aspiring or new entrepre-
neurs before they commit large amounts of their savings or time to
ventures. Further training with industry-specific guidance, which
includes information regarding the larger competitive environment,
networking with suppliers, exporters and others, and which
provides information regarding new technologies, also appears to
be highly valued. The centralisation of technical assistance in an
SME business centre that provides one-stop information, training
and legal and regulatory services has at times proved to be a
successful poliey initiative in OECD countries. However, the expe-
rience in developing countries of one-stop or integrated initiatives
is mixed. When skills and resources are scarce, it may be better to
draw on specific specialists in areas such as law, accounting or
marketing, rather than grouping or attempting to centralise these
skills within one SME-focused institution.

9.4 Concluding remarks

In competitive market economies, SMEs flourish. In order to do so
in transition economies, SMEs require, first and foremost, sound
macroeconomic and competitive market structures. The establish-
ment of the macroeconomic and competitive foundations of a
market economy, including measures that reduce barriers to entry,
provides the seed-bed in which SMEs will succeed. Special privi-

leges are not necessary and can recreate distortionary practices.

None the less, SMEs have a special role to play in transition
economies and they face severe constraints. In some cases, a
focused effort can help mitigate those constraints. In attempting to
do so, the response of governments and IFIs will need to take
account of the stage of transition and have firmly in mind lessons
from the mixed record of official support for SMEs in both OECD

and developing countries.

The crowded reform agenda and scarce resources in transition
economies require that any policy interventions to assist SMEs be
well targeted. This requires detailed information regarding the
ranking of constraints faced by SMEs in each country, and these
constraints will evolve with the transition. Effective policies will
have to be adaptive and reflect the particular constrainis and the
capacity to implement such SME programmes, in order to ensure
that they are demand-led and market-friendly.
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Annex 9.1

SMEs in the transition economies

Size and characteristics of SMEs

Official data: None available as enterprises are
no longer required to register.

Additional information: Evidence of thriving pri-
vate, small-scale activities in urban areas. The
majority of these enterprises are involved in
more than one activity, but primarily in retail
trade, repair, construction and food-processing.
Most small enterprises are financed through
remittances from abroad.

Official data: Enterprise regjstration require-

ments do not include information on the number

of employees. 13,300 individual businessmen
are on the State Register, of whom over 60 per
cent operate in the service sector and retail
trade and 20 per cent in agriculture.

Official data: 44,750 SMEs are currently regis-
tered with the Central Statistical Board, 70 per
cent of which are private and more than half of
which are self-employed entrepreneurs. Most
SMEs operate in the service and retail sectors
and only 8 per cent in industry.

Additional information: Many enterprises regis-
ter for the purpose of one-day transactions (and
never deregister) and many of the existing ones
are registered for a number of activities. A sur-
vey by the SME Development Agency of their
members indicated 32 per cent micro-sized, 62
per cent small, and that 60 per cent operated in
manufacturing, 50 per cent in trade and 20 per
cent in other services. Micro-sized enterprises
are on average 3.12 years old, with a turnover
of US$ 64,260 (4.17 years and US$ 318,540
for small ones - six years and US$ 1,833,000
for medium-sized ones); over 60 per cent of the
sample were registered as sole proprietors and
15 per cent as limited liability companies,

Official data: At the end of 1993, 43 per cent of
all registered enterprises were small.

Official data: 460,000 private enterprises regis-
tered by mid-1994 (26 per cent of which were
micro-sized) and around 8,000 joint ventures
with foreigners or foreign firms (mostly engaged
in retail trade) — around 6,000 active state-
owned SMEs.

Additional information: A recent survey found
that as few as 20 per cent of registered enter-
prises in the manufacturing sector are active,

Employment in SMEs

No data available.

No data available.

A survey by the SME Development Agency of
their members found 60 per cent of employ-
ment in small units and 34 per cent In medium-
sized firms.

128,000 workers were employed in registered
small firms in 1994, 22 per cent of which in the
private sector. 154,000 self-employed workers
were registered by the end of 1994, 6 per cent
of total employment.

No data available,

Legislation and support programmes

Decree 938 of June 1993 provides a legal defin- Albania
ition of small firms (employing fewer than 50

workers) in the context of privatisation of SOEs.

A number of international donors (both national

governments and international agencies) are

currently engaged in the provision of subsidised

credit and technical assistance to SMEs.

Regional Business Agencies established with

Phare support.

No government policy is specifically targeted at ~ Armenia
SMEs. However, start-up firms in the manufac-

turing and agricultural sectors benefit from tax

holidays in the first two years. Technical assis-

tance is provided by Tacis, targeted primarily to

medium and large firms, rather than to smaller

units which are mainly engaged in local retail

trade.

Profits reinvested in machinery, technology and
training are tax free. A tax holiday for the first
two years of activity is available for SMEs in
most productive sectors (three years for small
firms). Duty exemptions are available for small
Jjoint ventures importing foodstuff from abroad.

Azerbaijan

A taxfree period of three years for startup firms Belarus
and 50 per cent of profits untaxed if reinvested.

A state co-funded Business Support Services

and Financial Fund for Entrepreneurs provides

support services.

The Ministry of Industry’s Small Business Fund
was established in 1991 to assist the setting
up of small, completely private firms in indus-
trial production or industrial services. The Fund
lends money to small enterprises (with up to 30
employees or Lev 3 million equity) for invest-
ment purposes (up to 70 per cent of a project)
for a maximum maturity of five years with
favourable interest rates. So far, only 12 firms
have received loans, and seven firms have been
given grants.

Bulgaria
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Croatia

Czech
Republic

Estonia

FYR
Macedonia

Georgia

Size and characteristics of SMEs

Official data: 21,180 SMEs were registered by
April 1995, 57 per cent of which were micro-
sized, 28 per cent small and 15 per cent
medium-sized.

Official data: By April 1995, 20 per cent of all
registered enterprises were SMEs, 87 per cent
of which were micro-sized. 36 per cent of SMEs
operate in retail or wholesale trade, 17 per cent
in manufacturing and 8 per cent in agriculture.
The majority of SMEs are privately owned, of
which two-thirds are sole proprietors and one-
third limited liability.

Additional information: Registered enterprises
account for 75 per cent of active enterprises.
Their size distribution in the manufacturing sec-
tor is rapidly approaching that of neighbouring
Western economies.

Official data: By May 1995, 36 per cent of all
registered enterprises were SMEs, including
self-employed workers. Of these, 70 per cent
are micro-sized and 25 per cent small. 39 per
cent of all SMEs operate in retail and wholesale
trade and 17 per cent in manufacturing.

Official data: Nearly 70,000 SMEs were regis-
tered by the end of 1994, mostly private, 66 per
cent of which were in retail trade, 9 per cent in
industry; more than half concentrated in the two
largest cities; most SMEs were less than four
years old. At the end of 1993 the SME sector
was estimated to account for 40-50 per cent of
total GDP.

Additional information: Around one-third of
SMEs were reported as being actually active in
early 1995.

Official data: None available.

Additional information: Tacis estimates that
46,000 enterprises are currently active (includ-
ing the self-employed and primary sector), two-
thirds of which are micro-sized and over half of
which are in the service sector (30 per cent
among medium-sized units). 60 per cent of all
SMEs are privately owned.
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Employment in SMEs

By April 1995, 500,000 workers were employed
in registered SMEs, accounting for 30 per cent
of total employment. 8 per cent of all employ-
ment in SMEs is in micro-sized units, 22 per
cent in small firms (65 per cent of which in ser-
vices and 29 per cent in industry) and 34 per
cent in medium-sized units.

By April 1995, 37 per cent of total employment
was in SMEs, 29 per cent of which in micro-
firms, 35 per cent in small firms and 36 per
cent in medium-sized firms.

By 26 May 1995, 45 per cent of total employ-
ment was in the SME sector, 53 per cent of
which was in the retail and wholesale trades.

SMEs account for 37 per cent of total employ-

ment. About 10 per cent of the labour force was
estimated to be active within the informal sector

by the end of 1993.

Estimates by the Tacis-supported Business
Communication Service suggest that 58 per
cent of the labour force is employed in the SME
sector, one-third of which in small enterprises
and more than half in medium-sized ones.

Legislation and support programmes

A department of the Ministry of Economic
Affairs oversees the promotion of the handicraft
and small business sector, coordinating its
activity with that of other ministries. Financial
assistance to entrepreneurs employing fewer
than 100 workers is channelled through the
commercial banking sector and supported by
the Croatian Guarantee Agency for Private SMEs
(primarily for investment in fixed material
assets). Local assistance programmes are
available through municipalities.

Support for SMEs, financed by the Czech
National Council Act 28 April 1992, is available
in the areas of training, credit subsidies, consul-
tancy and applied research, with priority given to
the capital goods sector and depressed areas.
In 1993 the introduction of VAT and abolition of
tax breaks for new entrants removed some of
the incentives for SMEs. In January 1994, new
measures were taken to support SMEs, includ-
ing price-supported guarantees, contribution to
interest payments for bank credits and interest
free loans for projects involving technology
transfer (financial support is provided jointly by
Phare and the Czech government).

Governmental institutions supporting SMEs are
the SME Office at the Ministry of Economy and
the Department of Local Government and
Regional Development at the Ministry of Internal
Affairs. Non-governmental bodies include the
Estonian Small Business Association, the
Chamber of Commerce and Industry, and the
Phare-established Business Advisory Centre.
Financial support is channelled through a
number of public funds with a new SME Fund
established in January 1995. No specific tax
incentives are targeted to SMEs. The main leg-
islative instrument is the Law for State Support
for Entrepreneurship (30 May 1994).

No data available.

No data available.



Size and characteristics of SMEs

Official data: By January 1995, 99 per cent of
all registered enterprises were SMEs, 73 per
cent of which are micro-sized, 22 per cent small
and 5 per cent medium. 80 per cent of all SMEs
are registered as sole proprietors. Nearly all
SMEs are private. 40 per cent of all micro-
enterprises operate in the trade and retail sec-
tors, 21 per cent in business-related services
and 15 per cent in manufacturing. 36 per cent
of all medium-sized enterprises operate in man-
ufacturing, 15 per cent in trade and repair and
7 per cent in business-related services.

Official data: 600 medium-sized enterprises —
primarily in retail trade — are reported as active.

Additional information: The vast majority of
SMESs were created through the unbundling of
state-owned enterprises and are still in state
hands.

Official data: Most recent estimates refer to the
end of 1991 and report 4,300 small enter-
prises under state control (81 per cent of all
state enterprises), primarily in the retail trade
and service sector.

Additional information: A labour force survey in
1994 found that 26.6 per cent of industrial
establishments employ under 100 workers; that
on average these enterprises suffered at least a
30 per cent decline in sales between the end of
1991 and April 1994; that they buy 85 per cent
of their input locally and export less than 10 per
cent of their output, with a capacity utilisation of
45 per cent. Roughly 60 per cent of such enter-
prises are private.

Official data: No data available.

Additional information: 46 per cent of all SMEs
are micro-sized, 35 per cent small and 19 per
cent medium. Micro and small enterprises are
mainly in retail and services; medium-sized
enterprises in manufacturing. 40 per cent of
micro-firms are owned by sole proprietors,
Three-quarters of small firms were registered as
limited liability. The majority of micro-firms were
established after 1991 (but only 55 per cent of
medium-sized ones), according to a Phare-
funded survey.

Employment in SMEs

The 1994 Labour Force Survey found one mil-
lion workers in SMEs (24 per cent of employ-
ment), 21 per cent of whom in units employing
between 10 and 19 workers, 22 per cent in
units employing between 20 and 50 and 57 per
cent in units employing between 51 and 300.

No data available.

Most recent estimates refer to the end of 1991
and report 220,000 workers employed in small
enterprises under state control (24 per cent of
employment is in the state sector).

A survey of Kyrgyz industry found that 3.4 per
cent of the total labour force was employed in

firms with up to 100 workers in March 1994 (up

from 1.1 per cent before reforms). In 1993, 38
per cent of these workers were reported on
leave.

No data available.

Annex 9.1 SMEs in the transition economies

Legislation and support programmes
A large number of specialised state funds Hungary
address the financial needs of enterprises with
fewer than 150 employees over a very broad
range of activities. Subsidised credit is available
both from national and international sources
(both bilateral and multilateral), often mediated
by local ad hoc foundations. Credit guarantees
and export insurance schemes for small enter-
prises are also available.

Technical assistance for small enterprises is
available from a number of national private foun-
dations, often financed by the state and Phare.
Small entrepreneurs can choose to register
either as a “sole trader” or as a “business”.
Sole traders have no limit on the number of
workers employed or on turnover but ownership
must be in the hands of a sole proprietor.
Corporate legislation does not differentiate
between small and large firms. Corporate taxa-
tion, both on profit and on value added, local
taxes and insurance contributions are the same
for small and large firms. Sole traders benefit
from simpler accounting procedures and are not
required to pay profit tax.

No data available. Kazakstan

Kyrgyzstan

No data available.

SMEs have the possibility of not registering for ~ Latvia
VAT if their turnover is below Lat 10,000. Profit

tax reliefs (80 per cent discount on profit tax)

and simplified auditing and accounting stan-

dards are also offered to SMEs. Subsidised

loans (4.5 per cent interest rate per month) and

training programmes have been set up by

donors including Phare.
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Size and characteristics of SMEs

Lithuania orficiar data: 44,700 small enterprises were
registered by March 1995, the majority of which
are private. 40 per cent of SMEs are registered
as involved in more than one sphere of activity,
44 per cent are uniquely involved in trade and

13 per cent in manufacturing.

Moldova official data: In July 1895, out of a total of
71,000 registered enterprises, 29,000 were
registered as individual companies with no more
than five employees (a 10-fold increase since
1993), 2,400 as cooperatives, and 14,000 as

farms (most of these are small).

Additional information: Estimates indicate that
57 per cent of active enterprises employ fewer
than 200 workers. 23 per cent of all SMEs are
micro-sized, 39 per cent small and 42 per cent
medium. The majority of active SMEs are in the
capital city. 21 per cent reported some activity
in agriculture and fishing, 20 per cent in distribu-
tion and sales, 9 per cent in construction, 5 per
cent in transport and 24 per cent in manufactur-
ing (but multiple activities are cormmon). 10 per
cent of all surveyed enterprises were estab-
lished before 1989.

Poland orficial data: By the end of 1993, 1,382,000

micro-sized firms accounted for 93 per cent of
all registered enterprises and medium firms
accounted for 6 per cent. 19 per cent of micro-
sized units operated in industry, 48 per cent in
retail trade and 11 per cent in building. 35 per
cent of micro-sized units were established
between 1971 and 1990 (50 per cent of those
engaged in industry). 52 per cent of micro-sized
units had one employee

Additional information: There are currently about
two million SMEs operating in Poland, which
generate almost 50 per cent of GDP.

Romania official gata: 98 per cent of all enterprises regis-
tered by the end of 1994 were SMEs (including
selfemployed). 85 per cent of all SMEs are
micro-sized, the majority of which are private. 70
per cent of all SMEs are engaged in retail or
wholesale trade (241 per cent of medium-sized
enterprises) and 11 per cent in industry (25 per
cent in manufacturing).

Additional information: Data on distribution is
broadly in line with a survey of small firms
where 73 per cent employed up to nine workers,
20 per cent between 10 and 99 and 7 per cent
between 100 and 429. 56 per cent of all SMEs
surveyed were active in commerce, 22 per cent
in industry and 8 per cent in construction.
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Employment in SMEs

No data available.

No data available.

By the end of 1993, there were 2,427,000
workers employed in micro-sized firms and
970,000 in medium-sized firms, accounting for
23 per cent of total employment. 55 per cent of
employment in micro-sized firms is in the retail
trade, 20 per cent in industry and 9 per cent in
building. 38 per cent of all workers in micro-
sized units are employed in firms created before
1990. Currently, about 60 per cent of total
employment is in SMEs.

About one million workers {approximately 20.5
per cent of enterprise employment) are
employed in small enterprises (fewer than 200
employees) and 650,000 workers (approxi-
mately 12.7 per cent of enterprise employment)
are employed in medium-sized enterprises. 57
per cent of SME workers are employed in the
private sector, 38 per cent in the public sector
and 5 per cent in the so-called mixed sector.

Legislation and support programmes

The recently amended Law on Small Enterprises
(20 April 1995) grants a tax reduction of 70 per
cent for the first two years of operation (50 per
cent afterwards) to firms employing up to 50
workers and with an annual income of less than
Litas 500,000. The SME Development
Programme, approved on 9 March 1995, pro-
vides a wide range of services (promotion of
SMEs' exports, training, incentives for foreign
capital). Six Phare co-funded Business Advisory
Service Centres provide counselling and training
to startup SMEs and self-employed.

State policies for SMEs are framed within the
Law on Support and Protection of Small
Business adopted on 20 May 1994, A pro-
gramme to support private entrepreneurship
and small businesses for the 1994-97 period
was approved on 26 October 1994. A Small
Business Support and Development Fund was
created on 21 October 1993 and allocated

Lei 128,500 in 1994,

Micro-enterprises are not subject to profit tax for
the first five years of activity (three years if in the
service sector) and pay a reduced tax rate for a
further two years if they reinvest at least 80 per
cent of the tax loan in the SME activity.
Donations to the SME Fund are free from tax up
to 1 per cent of total tax bill. Export and import
duties are reduced by 50 per cent of the base
rate for the first three years after registration.
Soft loans (from 25 per cent to 80 per cent of
interest rate) and grants are available to SMEs
for a three-year period. Further facilities are
open to small-scale private farmers.

A policy document, “Small and Medium
Enterprises in the National Economy”, was
adopted by the Council of Ministers on 6 June
1995, The document envisages amendments
and changes to legislation favourable to SMEs.
A local network system of credit guarantee
funds for SMEs will be organised. The amount
of budget resources allocated primarily to the
credit guarantee fund in 1995 is equal to ZI 25
million,

The Polish Foundation for the Promotion and
Development of Small and Medium Enterprises
is in the process of being established. It will pro-
vide information support to SMEs and organise
training and education courses for entrepreneurs.

The Romanian Agency for Development with the
support of non-governmental institutions (foun-
dations, chambers of commerce, associations)
and often with International assistance (primar-
ily Phare) has prepared specific measures to
assist SMEs, including a simplified computation
of profit tax base for small enterprises, VAT
exemption for firms with a turnover below US$
100,000, deduction of investment costs up to
50 per cent of total profit tax liability, SME credit
lines 50 per cent below market interest rate and
heavily subsidised technical assistance deliv-
ered through SME Development Centres.



Size and characteristics of SMEs

Official data: 480,000 active small enterprises
were reported at the beginning of 1994, one-
third of which in retail and wholesale trade,
nearly 40 per cent in industry or construction
and onetenth under state or municipal owner-
ship (but nearly one-quarter of units in agricul-
ture). 30 per cent of all small enterprises are
registered in the Moscow area.

Additional information: Recent study of
GOSKOMSTAT data found severe underestima-
tion of the number of active small units and put
the number closer to one million units. Official
estimates ranged from 600,000 (Anti-Monopoly
Committee) to 700,000 (Union of Private and
Privatised Enterprises).

Official data: 35,000 SMEs were registered in
1994, 80 per cent of which are micro-sized and
12 per cent medium-sized. 5 per cent of all
SMEs are under some form of state control, 20
per cent with some form of foreign ownership,
and they are evenly distributed around the coun-
try with 30 per cent in Bratislava. Their average
age is three years.

Official data: By the end of 1994, there were
28,000 small enterprises (+286 per cent over
1990; +7 per cent over 1993) and 1,158
medium firms (+105 per cent over 1990; -1 per
cent over 1993), altogether accounting for 98
per cent of all registered enterprises (13 per
cent medium and 81 per cent small in 1920; 4
per cent medium and 24 per cent small in
1993); 42 per cent of small enterprises engaged
in business-related services (37 per cent in
1990); 23 per cent in retail and wholesale trade
(24 per cent in 1900) and 13 per cent in indus-
try (16 per cent in 1990). Small firms generated
22 per cent of total revenue and 31 per cent of
total recorded profit while employing 12 per cent
of total capital. Medium sized firms generated
15 per cent of total revenue, 13 per cent of prof-
its and 16 per cent of total capital.

Additional information: A survey of 156 small
firms carried out in 1993 (excluding agriculture)
found that 30 per cent had been set-up before
1989 as “craft” enterprises, primarily in the man-
ufacturing sector. Nearly all units set-up after
1989 are private, limited liability companies and
primarily in the retail trade and service sector.
Nearly 10 per cent of the total are spin-offs.

Employment in SMEs

6,830,000 workers were officially employed in
small enterprises at the beginning of 1994, of
which a third were in industry, another third in
construction and a quarter in state or municipal
enterprises.

The 1994 ILO Russian Labour Flexibility Survey
of 384 enterprises employing 303,000 workers,
found 35 per cent of employment in small enter-
prises (with fewer than 250 workers); labour sur-
plus estimated at 25 per cent; 11 per cent of
waorkforce on leave.

At the end of 1994, there were 425,400 regis-
tered SME employees (23 per cent of total
employment) but only 14 per cent of all SME
warkers in micro and small firms.

By the end of 1994, there were 88,350 workers
employed in small enterprises (employing fewer
than 50 workers) which submitted financial
reports accounting for 19 per cent of employ-
ment in the enterprise sector (6.1 per cent in
1991 and 17.9 in 1293) and 10 per cent of the
labour force, 35 per cent of all workers in small
firms are engaged in commerce, 30 per cent in
the retail and wholesale trade and 16 per cent
in industry. A further 105,000 people registered
as self-employed.

Annex 9.1 SMEs in the transition economies

Legislation and support programmes

State legislation supporting small enterprises
was introduced in early 1993, coordinated by the
Ministry of Economy and implemented by
several agencies in different ministries. Rb 25
billion were initially set aside as an incentive to
small enterprises in the Support Fund for
Entrepreneurs (by the end of 1994, only Rb 7.5
billien had been made available). Short-term
credit and infrastructure for small enterprises in
technical sectors is available within the federal
innovation programme. A profit tax holiday is
available for small enterprises in the first two
years and discounts in the next two years. The
tax base is unchanged for the first five years (but
other tax incentives were severely curtailed in
early 1995). 58 regional or municipal funds sup-
porting SMEs locally were active by early 1995.
Technical assistance for entrepreneurs is avail
able through international agencies (e.g. Tacis)
and a number of bilateral programmes. Technical
assistance for financial institutions is available
through the EBRD Russian Small Business
Fund. The new federal law, Support of Small
Enterprises, came into force on 22 June 1995.
The law imposed additional restrictions on the
form of ownership of SMEs. Upper limits on the
number of employees were changed (these lim-
its differ among industries — the highest limit is
100 employees). The law broadened the rights
of small businesses to use accelerated amorti-
sation and introduced some non-tax privileges.

The Act on the State Support of Small and
Medium Enterprises of 3 May 1995 defines a
small entrepreneur as a person who employs a
maximum of 24 employees, and a medium
entrepreneur as a person who employs a maxi-
mum of 500 employees. The main forms of sup-
port to SMEs are the provision of loans, loan
guarantees, reimbursement of interest or part
of interest and subsidies.

The Small Business Development Centre
(Ministry of Economy) is the governmental
agency that supports SMEs and coordinates
international assistance. The implementation of
policy measures to support SMEs is in the
hands of the Small Business Development
Network (co-funded by Ministry of Economy,
Labour and Technology and independent
Chamber of Commerce and Craft). Main policy
measures include profit tax relief for start-ups
and small enterprises for the first four years and
rebates for the import of foreign machines and
raw materials (especially for export-oriented
firms). Credit guarantees are arranged through a
Fund for SMEs and locally by municipal funds,
training and international promotion (primarily
through trade fairs), and links with small busi-
ness associations of neighbouring countries.
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Tajikistan

Turkmenistan

Ukraine

Uzbekistan

Size and characteristics of SMEs

Official data: No data available

Additional information: A study carried out in
July 1993 found around 3,000 active small
enterprises (employing fewer than 200 workers),
60 per cent of which were state-owned, 21 per
cent producing consumer goods (14 per cent
among privately owned private firms) and 14 per
cent in retail trade (35 per cent among privately
owned private firms). A further 4,300 persons
are self-employed, more than half of whom in
consumer goods production. 40 per cent of all
enterprises are in the Leninabad region.

Official data: In 1993, 9,000 SMEs were regis-
tered, of which 3,000 were privately owned. In
addition, 300 retail and small-scale production
facilities operate within the parastatal
Turkmenistan State Cooperative Alliance. In
1998, 21,000 private companies were officially
registered.

Official data: Nearly 80,000 small enterprises
(employing on average fewer than 200 workers)
operated at the end of 1994. Privately owned
enterprises accounted for 43 per cent of all
small firms, 50 per cent of sales and 53 per
cent of profits. Collectively owned small enter-
prises accounted for 51 per cent of all small
firms, 42 per cent of sales and 40 per cent of
profits, 42 per cent of all small firms are
engaged in commerce, 16 per cent in industry
and 15 per cent in construction.

Official data: 80,000 small scale enterprises
were privatised by the beginning of 1995. By
mid-1993, the construction and retail trade
were the two most significant SME activities.
On 1 April 1995, there were 1,348 small enter-
prises. 1,472 small enterprises (with fewer
than 300 employees) and 291 medium
(300-1,000 employees) are scheduled for
privatisation in 1995.
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Employment in SMEs

Roughly 40,000 employees in small sector by
mid-1993, 62 per cent of which in state-owned

units, a third in consumer goods production and

over a quarter in construction.

No data available.

The 1994 ILO Ukraine Labour Force Survey of
350 enterprises employing 370,000 workers
found 27 per cent of all workers in units with up
to 250 employees. One-third reported excess
labour force in spite of 6 per cent of reported
employees being on partially paid leave and
employment cuts of roughly 8 per cent over the
previous year. Capacity utilisation declined over
previous years by around 60 per cent. Wages
and earnings are higher in SMEs than in other
enterprises.

No data available.

Legislation and support programmes

No data available.

No data available.

Government support measures focus on newly
established firms and newly privatised ones
(most of which are small). Tax exemptions have
recently been withdrawn. A number of pro-
grammes targeted to small business and credit
and technical assistance are funded by interna-
tional agencies.

A Presidential Decree dated 5 January 1995
simplifies registration procedures for start-up
firms (mostly small), provides tax incentives for
start-ups and new investment (but not on
value-added taxation) and channels 50 per cent
of privatisation income to support SMEs (sub-
sidised credit and loan guarantees). A recent
survey of small entrepreneurs, however, found
that none had ever had access to these funds.
On 26 July 1995 the Agency for Insurance
Protection of Private Enterpreneurship and
Small Business was created together with the
Fund for Support of Private Enterpreneurship
and Small Business Support (partly funded
through receipts from privatisation and from the
Employment Assistance Fund, and partly by
domestic and foreign donors).



Developing financial institutions

and markets

The financial sectors in eastern Europe, the Baltics and the CIS
must perform two vital roles in the transition toward a market-
ariented economy: the mobilisation and allocation of savings and
the exercise of financial discipline over enterprises. This chapter
assesses progress in reform and development in the region,
gauging the capacity of the financial sectors to perform these roles.
The analysis proceeds along two largely separate strands: one
examines the transformation of banking and the other the emer-
gence of securities activities. Consideration is given hoth to the
role of government and its effectiveness, and to the performance of
financial institutions and markets themselves. Although banking
and securities activities are analysed separately, potential interac-

tions between these two spheres are also suggested.

Information on the financial sectors in 12 countries in the region
provides the analytical basis for this chapter.! These countries
form a representative cross-section of those in the region in terms
of both starting points and progress in transition. The role of
government in the financial sector is assessed by examining the
laws and regulations applied to banking and securities activities,
as well as their enforcement. The performance of financial institu-
tions and markets is gauged by measuring the scale of banking and
securities aclivilies relative to the overall size of the economy in
which they take place. Market structure and profitability in
banking are also examined.

10.1 Financial reform and development

Under central planning, a single state bank effectively performed
both commercial and central banking functions.2 This
“monobank™ typically played a passive role in the allocation of
credit, providing book-entry credits to state enterprises for invest-
ment projects approved under the central plan. Since credit could
only be created and spent with government approval, this lending
by the monobank was not guided by the opportunity cost of funds
or by the ability to repay. Moreover, there were virtually no securi-
ties markets and the only non-bank financial institutions were a

few state insurance companies.

The comparatively marginal and tranquil existence of bankers in
the region changed abruptly with the introduction of market
reforms. Two-tier banking systems were created, separating
central and commercial hanking functions. The newly created
state-owned commercial banks gained more autonomy in credit
allocation decisions. At the same time, however, the enterprise
sector experienced considerable upheavals, with liberalisation of

prices and trade, cutbacks in state procurement and the collapse
of intra-regional trade. Many outstanding loans soured and the
quality of new lending became difficult to judge. In addition, the
reforms necessary to impart clear incentives for the prudent
management of state banks and new private banks took time to
implement, allowing the initial spate of bad loans to proliferate in

many countries.

Despite the initial setbacks, headway has since been made in
overhauling the banking systems in the region. Many countries
have enacted legal and regulatory frameworks for banks that draw
upon international standards. Procedures for working out bad
loans have been implemented in a number of countries in eastern
Europe, while others in the Baltics and the CIS have relied on high
inflation and negative real interest rates to shrink the asset quality
problem. In some eastern European countries, the authorities have
recapitalised state-owned commercial banks, raising their capital
ratios towards minimum international standards while committing
to their privatisation. The actual pace of privatisation of state
banks has been slow, however. Some countries, particularly in the
Baltics and the CIS, have allowed the extensive, if not excessive,
creation of new private banks. Regardless of the chosen reform
path, the scale of lending by banks, particularly to the private
sector, remains small relative to the size of the economies in which

they operate.

Securities activities in the region are typically less developed
than banking. The authorities in a number of countries have
moved to create the basic legal and regulatory framework for
securities activities. Development of the securities markets them-
selves, though, has been largely shaped by broader developments,
in particular the nature of privatisation programmes. In those
countries that have pursued a selective approach to privatisation
and to listing companies on the stock exchange, such as Poland,
the capitalisation of the market remains small relative to the size
of the economy, but the liquidity of the stocks is high relative to
total capitalisation. In those countries that have pursued mass
privatisations, such as the Czech and Slovak Republics, the total
stock market capitalisation is high relative to the size of the
economy, but the liquidity of these markets is low relative to their
total capitalisation. The lack of market liquidity in those coun-
tries that pursued mass privatisation programmes can pose a
serious impediment to the post-privatisation restructuring of
enterprises (Chapter 8).

* The countries are Belarus, Bulgaria, the Czech Republic, Estonia, Hungary, Latvia, Poland, Romania, Russia, the Slovak Republic, Slovenia and Ukraine.

2 Kornai (1992) contains an overview of banking under central planning.
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10.2 Challenges ahead

The relatively small scale of the financial sectors in the region
poses a potentially serious impediment to enterprise restructuring
and investment finance, especially in view of the emerging
recovery in demand and growth in most of the region. The further
development of banking and securities activities requires both the
continued transformation of the role of government in the financial
sector, particularly in enforcing laws and regulations in this area,
and the strengthening of the financial institutions and markets
themselves.

The particular priorities in individual countries depend on the
reform paths being pursued. In eastern Europe, where the
emphasis has been on transformation of state banks, a barrier to
sustained progress is the difficulty in their privatisation, which is
necessary lo strengthen incentives in the sector and to attract the
resources required for expansion. In the Baltics and the CIS, new
private banks have gained significant market shares following a
period of liberal entry. However, the risks in these banking
systems are considerable, and their consolidation will require
careful management. Indicators of bank profitability point to
healthy returns once the asset quality problems are resolved,
reflecting in part the small scale and concentration of these
markets. This suggests that banks will be able to attract the finan-
cial and staff resources required for their expansion and possible
deconcentration, although support from the EBRD and other IFIs
can accelerate this process both by assisting governments to trans-
form their role and by investing in banks to strengthen their
operations. One form that this investment can take is technical
cooperation. Since securities activities in the region remain in
their formative stages, the building of institutional infrastructure
for these markets is required, along with improvements in the
amount and quality of financial disclosure, greater protection of
shareholder interests, and more transparent markets. Since securi-
ties activities are undertaken largely in the private sector, support
from the EBRD and the IFC can play an important role in

strengthening these institutions and markets.

10.3 The transformation of banking

The importance attached to the transformation of banking in tran-
sition economies reflects its fundamental role in a market
economy, providing not only finance for investments by enterprises
and financial discipline over their operations but also vital trans-
action services for commerce and securities activities.® This
section on banking is divided into two parts: the first is on the
changing role of government, while the second focuses on the

concentration, relative size and profitability of banks.*

3 King and Levine (1993) and Blommestein and Spencer (1994).

Changing role of government

The changing role of government in banking involves a number of
dimensions, apart from the basic creation of a two-tier banking
system and credit market liberalisation (Chapter 2).5 These include
the introduction and strengthening of prudential regulation and
supervision, recapitalisation and privatisation of state banks, and
policies toward entry and exit of private banks. Some countries in
eastern Europe have attempted to move along these various dimen-
sions in a deliberative manner, while others in the Baltics and the
CIS have engineered a more rapid break with the past by allowing a
period of liberal entry of new private banks as very high inflation

reduced the size of state banks and former state banks.

Reform of prudential regulation and supervision

Most countries considered in this chapter have moved to enact a
basic framework for prudential regulation, which aims to provide
incentives for the prudent management of hanks and to limit specific
types of risk exposures.® Given the bad loan problems in most coun-
tries, capital adequacy standards and rules on the classification of
assets by quality and on the provision against identified loan losses
have assumed a particularly important role. Other regulations that
take on added significance in transition economies are limits on

concentrated or connected lending and on equity investments.

Capital adequacy regulations have been introduced throughout
much of the region. Belarus, Bulgaria, the Czech Republic,
Estonia, Latvia, Hungary, Poland, Romania, the Slovak Republic
and Slovenia have introduced regulations that draw upon the Basle
Committee or EU standards for capital adequacy (Table 10.1). In
some countries, such as Bulgaria, the Czech Republic, the Slovak
Republic and Ukraine, these standards are being phased in over a
fixed period to allow for a smooth adjustment by banks. Procedures
for classifying assets and for making specific provisions against
doubtful and unrecoverable loans have also been introduced in
most of the countries. However, there remain in some of these
countries significant departures from Basle Committee or EU stan-
dards in the definition of regulatory capital, as well as scope for
discretion in application of loan classification and provisioning
rules. Effective supervision is required to ensure that asset quality

is accurately reflected in financial aceounts.

4 A number of studies have begun to examine the evidence on performance of the financial systems in eastern Europe. See, for example, Abel and Szekely (1994), Dittus (1994), Dittus

and Prowse (1994) and Hrneir (1994).

5 A legal reform vital to the banking development is the law on secured transactions. See Chapter 6, as well as the 1994 Transition Report and Baer and Gray (1994).

5 The Group of Banking Supervisors from Central and Eastern European Countries, which is supported by the Basle Committee on Banking Supervision, provides a forum for the
development of basic principles of banking supervision in the region and for technical assistance in this area. See BIS (1995).
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Table 10.1

Prudential regulations for the banking sector

Capital adequacy ratio

An 8 per cent standard calculated in
broad accordance with international
rules as the ratio between a bank's
capital and its risk-weighted assets.

An 8 per cent standard for the ratio of
total capital to risk-weighted assets,
and 4 per cent for the core capital ratio.

Since the end of 1993, a transitional
solvency ratio of 6.25 per cent drawing
upon BIS rules has applied. Banks
must reach the target ratio of 8 per
cent by the end of 1996.

An 8 per cent standard for the ratio of
own funds to risk-weighted assets.

The 1991 Banking Act prescribes that
an 8 per cent weighted asset risk
reserve ratio be reached by the end
of 1994,

The solvency ratio was established on

the basis of BIS standards with some

slight adjustments to allow for country-
specific circumstances. An 8 per cent

standard for the ratio of risk weighted

to assets to own funds applies.

Classification of non-performing
assets

The National Bank has a five-category
risk classification of loans, in relation to
the risk on the investment rate of
return and the possible partial loss of
asset value. There is no classification
of non-performing loans.

Loan classification system includes
three classes of asset quality and
levels of provisions: doubtful (group A)
at 20 per cent, doubtful (group B) at
50 per cent, and uncollectable at
100 per cent.

Regulation on classifying loans and
provisioning against doubtful assets
establishes five categories: standard,
watch, substandard, doubtful and loss.

Since December 1993, the Bank of
Estonia has required banks to write off
loans that are more than 159 days
overdue. The Bank has also issued a
directive on the assessment of loan
quality and the constitution of reserves
which were replaced by the relevant
provisions of the 1995 Credit
Institution Law.

The 1991 Banking Act prescribes that
non-performing loans be classified as
doubtful, substandard and bad, with
regard to delay in repayment and to the
financial state of the borrower.
Provisions varying from 20 to 100 per
cent are accordingly mandated. Banks
are allowed to accumulate loan loss
reserves over a period of three years
and to provision on pre-tax, rather than
posttax, profits.

Loan quality is appraised with regard to
the borrower’s overall financial position
and delays in repaying the loan, Loans
are classified as substandard, doubtful
and loss, when the delay is respectively
1, 3 or @ months. Provisions
respectively of 20, 50 and 100 per
cent are then required.

Limits on large exposures

Maximum risk exposure to a single
borrower may not exceed 30 per cent
of a bank's own funds (25 per cent in
case of shareholders of the bank); total
large exposures portfolio may not
exceed 800 per cent of own funds.

If a large loan exceeds 25 per cent of
the shareholder’s equity, the bank
must form a special credit reserve to
cover the risk of the overexposure to
the client, to an amount equal to the
excess. Banks are required to notify
the BNB within 15 days of being
exposed. Total large loans may not
exceed eight times shareholders’
capital.

Exposures to any counterparty or group
of economically connected
counterparties may not exceed 40 per
cent in capital since the end of 1993
and 25 per cent from the end of 1995.

The maximum total exposure to a
single customer or connected
counterparties is 25 per cent of own
funds. Where supervision is not on a
consolidated basis, the maximum ratio
is 20 per cent. There is also a 20 per
cent limit of total lending to managers,
employees and shareholders of the
bank. Total large exposures may not
exceed 800 per cent of own funds.

A large loan is defined as the total
amount of placements to & single
borrower which exceed individually or on
aggregate 15 per cent of the adjusted
capital of the financial institution. The
total amount of large loans cannot
exceed eight times the adjusted capital.
The total amount of loans extended to a
single borrower cannot exceed 25 per
cent of the adjusted capital.

Under an amendment to the Banking
Act, proposed in May 1994, total large
exposures (i.e. of amount over 10 per
cent of bank's own funds) may not
exceed 800 per cent of own funds.

Limits on equity investments

A bank's investment in the capital of Belarus
enterprises is limited to an amount

equal to 15 per cent of the bank’s own

equity.

Banks need authorisation by the Bulgaria

Bulgarian National Bank in order to
invest in more than 10 per cent of the
equity of a non-financial enterprise.
Investments exceeding this limit should
be brought in line within three years,

Certain restrictions and conditions are Czech
imposed on equity investments with the Republic
aim of limiting their size and

maintaining transparency of equity

holdings in bank and non-bank

institutions connected with the

investing bank.

A regulation issued on 26 July 1994  Estonia
imposes restrictions and conditions on
certain types of loans and investments

in equity participations.

Financial institutions may generally not Hungary
hold a direct or indirect proportion of
ownership in an enterprise exceeding
40 per cent and 15 per cent,
respectively, of their adjusted capital.
Also they can hold more than 51 per
cent ownership only in other financial
institutions, similar businesses or
activities related to the bank's own
activities. In the latter case, ownership
cannot exceed 60 per cent of the
adjusted capital of the owner financial
institution.

The Banking Act prescribes a ceiling of Poland
25 per cent of own funds to investment

in securities and other companies’

equity. Treasury Bonds are exempt.

European Bank for Reconstruction and Development 155



Romania

Russia

Slovak
Republic

Slovenia

Ukraine

Table 10.1 (continued)

Prudential regulations for the banking sector

Capital adequacy ratio

An 8 per cent standard applies to the
ratio of own funds to risk-weighted
assets. Own funds includes both core
capital and supplementary capital
(largely subordinated debt).

Commercial banks are required to sat-
isfy the following minimum require-
ments: a 4 per cent ratio of bank’s cap-
ital to assets; a 4-5 per cent ratio of
bank’s capital to bank’s risk-weighted
assets.

Since the end of 1994, a transitional
ratio of risk-weighted assets to capital
of 6.75 per cent applies. Banks must
reach the ratio of 7.25 per cent by the
end of 1995 and the final target ratio of
8 per cent by the end of 1996.

Capital adequacy is measured as the
ratio of capital to risk-weighted assets,
the minimum requirement for which is 8
per cent, in line with BIS standards.

The present capital to assets adequacy
ratio is 8 per cent. Assets are risk
weighted. The major difference as of
May 1995 between the Ukrainian legis-
lation and the Basle rules is the inter-
pretation of the terms used. An exam-
ple of this is the treatment of on and
off balance sheet items. There is also
some obscurity about the treatment of
foreign exchange holdings by the NBU.

Classification of non-performing
assets

Banks must classify their assets and
make specific provisions on the
following basis: standard at O per cent,
watch at 5 per cent, substandard at 20
per cent, doubtful at 50 per cent and
loss at 100 per cent.

Instruction 17 of the Central Bank sets
five categories of risky assets: pass,
watch, unsatisfactory, charge-off and
lost.

NBS has issued a regulation on the
classification of bad, doubtful and non-
standard loans. The classifications are
based on past due status. Banks are
required to make quarterly reports on
their liquidity positions as measured by
matching assets and liabilities of
similar maturities. The matching of
maturities of assets and liabilities may
be regulated. Banks are required to
establish measures to ensure liguidity
in Slovak and foreign currencies.

Bank must classify assets into five
categories according to the likelihood of
repayment, ranging from A (no problem
expected) to E (365 days overdue). On
this basis, banks must set specific
provision against the identified
potential loss: 10 per cent for claims in
class B, 25 per cent for those in class
C, 50 per cent for those in class D, and
100 per cent for those in class E.

In @ new regulation of January 1995,
banks are required to provision for
possible credit losses. The provision
amounts are zero for a standard credit,
5 per cent for satisfactory credits, 30
per cent for marginal credits, 80 per
cent for doubtful and 100 per cent for
irretrievable credits. Only irretrievable
credits will be directly written off
against profits for the year.

Sources: BIS (1995), EBRD, IMF and World Bank.
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Limits on large exposures

Loans to a single borrower and bank
staff may not exceed 20 and 5 per cent
of own funds respectively. All exposures
above 10 per cent of own funds must
be reported to the National Bank. The
total of large exposures may not
exceed 800 per cent of own funds.

Commercial banks must satisfy a
minimum ratio of one-borrower
exposure to bank's capital of 0.5-1.0,
which does not apply in the case of
loans secured by tangible collateral or
third-party guarantees.

Commercial banks are required to
submit monthly reports on the credit
exposures of debtors representing
more than 10 per cent of the bank’s
capital. The credit exposures of the 10
largest debtors cannot exceed 25 per
cent of the bank's adjusted capital.
Banks are required to reduce any
inherited exposures that exceed the
new limits to 40 per cent by the end of
1993 and to 25 per cent by the end of
1995. Banks are required to report
large exposures to particular sectors of
the economy.

A large exposure is defined as an
overall exposure (loans, other claims
and guarantees) to a single borrower in
excess of 15 per cent of a bank’s
capital. The overall exposure to a single
borrower may not exceed 25 per cent
of a banks capital. Loans to a bank’s
directors, managers and owners in
excess of certain threshold must be
reported to the central bank.

Large exposures are debts to a single
borrower that exceed 10 per cent of the
bank's own funds. This includes 50 per
cent of any off balance sheet exposure.
The first guideline is that large
exposures should not exceed eight
times the bank’s own funds. Breaches
of this ratio result in first a doubling,
and then a tripling, of the sclvency
ratio. The upper limit on credit to any
single borrower is set at 40 per cent of
own capital, but is expected to be
reduced to more conservative levels,
such as 20 per cent.

Limits on equity investments

An investment in a non-bank company
may not exceed 20 per cent of that
company's capital.

At present there are no limits on equity
investment of banks into other
companies.

Banks may not enter into transactions
with their major shareholders if such
transactions would limit the bank’s
activities with other lenders.
Investments of a participative nature
are not allowed to exceed 25 per cent
of the bank’s capital. Banks can
acquire capital interests of up to 10 per
cent of a company’s capital. Transfers
of more than 15 per cent of a bank’s
basic capital must be approved by
NBS.

A bank’s equity investment in another
bank or non-bank company may not
exceed 60 per cent of that company's
capital. Holdings in any one non-
banking company may not exceed 15
per cent of the bank's capital without
central bank approval.



Restrictions on large exposures to a single borrower (or economi-
cally connected group of persons or entities) range from 20 per
cent of a bank’s own funds in Romania to 40 per cent in Ukraine.
In addition, some countries impose a tighter ceiling if the large
exposure is lo a person or entity connected with the bank (director,
manager, employee or shareholder). The Basle Committee recom-
mendation and the EU Directive call for a single large exposure
limit amounting to 25 per cent of a bank’s capital. The strict
enforcement of large exposure limits is particularly important in
transition economies hecause of the close ties between enterprises
and (former) state banks and the widespread ownership of banks

by enterprises in some countries.

Restrictions on equity holdings typically take one of two forms.
The first limits equily investmenls to a percentage of a bank’s
capital and reflects the need for portfolio diversification and limits
on high-risk exposures. The second restricts equily investments to
a share of the investment company’s capital, which serves to limit
controlling ownership stakes by a bank in non-bank entities.
These regulations can have a significant impact in shaping the role
of banks in enterprise restructuring and privatisation, for example

by determining the scope for debt-equity swaps.”

While well-conceived regulations are important, they do not
ensure that the prudential regulations achieve the objective of a
sale and sound banking system. Realisation of that objective
requires adequate supervision of banks to monitor compliance and
to enforce the applicable laws and regulations. Effective bank
supervision, in turn, hinges upon the development of stalfl and the

provision of accurate information to the regulatory authorities.

A significant challenge for implementing effective supervision is to
atlract and to train bank examiners. In Hungary and Poland, where
there are large numbers of small savings and cooperative banks, the
ratio of bank examiners to the number of banks ranges from about
1:4 to 1:3. In the Czech Republic, which has fewer banks, the ratio
is around 1:1. The comparable ratios for France and Germany,
which also have large numbers of small banks, are around 1:5. The
ratio is 3:5 in the United Kingdom, where there are fewer banks.
However, these simple comparisons do not take into account the
considerable variation in supervisory staff skills and financial
accounling and reporting systems among the countries. The regula-
tory authorities in these countries have also implemented training
programmes in banking supervision, which in many cases have
received considerable bilateral and multilateral support.? However,
throughout most of the region, much remains to be done in terms of
both recruiting and training supervisory staff.

10. Developing financial institutions and markets

Apart from adequate staff resources, the other basic input inte
banking supervision is the financial accounts of banks, which in
turn rely on those of the enterprises to form the credit assessments
of commercial lending. The accounting practices in much of the
region, however, still reflect in part the information requirements
of central planning rather than those of depositors and banking
supervisors, creditors and other outside investors in banks and
enterprises. Under central planning, accounting was designed to
enable the government to control the allocation of credit and
production in quantitative terms. In banking, there were no
accounting standards for bad loans, while enterprise transactions
were scored on a cash rather than an accrual basis, so the calcula-
tion of profits was not comparable to international standards.
While considerable efforts have been made in the region to adapt
accounting practices and financial disclosures, the demands for
accurate financial information by banking supervisors, creditors
and outside investors in enterprises have yet to be fully satisfied.?

Overall, while prudential regulations in banking have developed
towards international standards, and continue to do so, the
capacity to enforce these regulations has expanded at a slower
pace. Early weaknesses in regulations and continued gaps in their
enforcement have allowed a number of banking troubles to emerge
in the region. More effective enforcement will require the
sustained development of supervisory staff skills, recruitment of
additional staff, and improvements in accounting standards.
Moreover, the regulations themselves must be broadly consistent
with the stage of development of the banks. If the gap between
regulations and banking conditions becomes too great, either the
regulations will be ignored or the banks will be forced to adjust in
a way that diminishes their role in financing investment.
Transitional standards have been used in some countries, such as
Bulgaria, the Czech Republic, the Slovak Republic and Ukraine,
to ease the adjustment of banks to international standards, while
retaining a firm commitment to them.

Recapitalisation and privatisation of state banks

While effective prudential regulation and supervision aim to
prevent banking troubles from emerging, an important aspect of the
incentive framework for banks is the regulatory authorities’
approach toward bank recapitalisation or closure if difficulties do
arise. Instilling discipline while recapitalising state banks in
eastern FEurope has proven to be particularly challenging.
however.'* Governments were essentially unlimited liability share-
holders in the dominant state banks, and the behaviour of bank
managers was nol, at least in the first instance, the primary cause of
the bad loan problem. Moreover, the fizcal consequences can curb
the scope for direct bank recapitalisations, leading to partial recap-

italisation and in some cases to heavy reliance on the inflation tax.

7 The appropriate role of banks in enterprise restructuring and privatisation has been the subject of extensive debate. See, for example, Corbett and Mayer (1993), and Claessens and

Pohl (1994).

& EU-Phare and the World Bank have provided extensive support for the development of banking supervision in eastern Europe and the Baltics, while in the Baltics and the CIS the IMF

has taken a lead in coordinating assistance. On the latter, see Zulu et al. (1994).
]

10 Fries and Lane (1994) and Aghion, Belton and Fries (1995).

The OECD has served as a focal peint for technical cooperation on accounting issues. See OECD (1991, 1993 and 1994),
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There have been two broad approaches to direct bank recapitalisa-
tion, both of which aim to create the conditions under which
discipline ecan be imposed should future difficulties arise. One
approach focuses on creating strong incentives for the commercial
operation of banks through full recapitalisations. efficient frame-
works for resolving bad loans and commitments to bank
privatisation, In this approach, the extent of a bank’s loan losses is
broadly ascertained through an independent audit or other means

of verification, with the recapitalisation of a bank designed to

restore its capital adequacy after writing down these loans. To
resolve the debt overhang in the enterprise sector and to enhance
the recovery of problem loans, the approach strongly encourages
the work-out of had loans through direct negotiations between
creditors and debtors or through legal bankruptey proceedings.
This is often supported by a commitment on the part of the govern-
ment to the bank’s privatisation, in which its managers may bhe
invited to participate as owners. Following privatisation, any bank

failure in principle could be handled in a more conventional way,

Box 10.1

Approaches to the recapitalisation and
privatisation of state banks

There follows here a summary of several bank
recapitalisation and privatisation programmes
in the region, expanding upon the description
provided in Annex 2.2 in Chapter 2.

Comprehensive approaches

In April 1993, a second attempt to recapitalise
the state-owned commercial banks was
launched in Hungary with the aim of raising
their capital ratios to the 8 per cent standard
in three steps. The targets under the
programme were slightly more than zero by the
end of 1993, 4 per cent in May 1994 and 8
per cent in December of that year. In the first
phase, the capital of eight banks was raised by
an amount equivalent to 3.1 per cent of GDP,
of which 77 per cent affected the two largest
banks. This was largely implemented by the
state purchasing newly issued shares with
consolidation bonds. The banks that benefited
from these recapitalisations were required to
enter into consolidation contracts with the
state. Under these contracts, the banks
committed to preparing modernisation
programmes for their own management,
ownership (privatisation) and operating
systems, and to taking part in reconciliation
proceedings with their troubled debtors. This
recapitalisation was followed by two additional
ones, both of which amounted to about 0.4 per
cent of GDP. As a condition for the May 1994
recapitalisation, each bank was required to
submit a detailed consolidation programme,
which it had committed to prepare in
December 1993. The programmes of some of
the banks did not fully meet the requirements,
and their programmes were delayed.

The second Hungarian recapitalisation
programme was preceded by a hastily arranged
bail-out of the banks in 1992 which was
deliberately partial. This programme covered
banks with a capital adequacy ratio below 7.25
per cent, which were given the opportunity to
sell their non-performing loans to the
government in exchange for so-called loan
consolidation bonds. The government verified
whether the loans were non-performing. Claims
against specific companies were exchanged at
varying discounts for government bonds. The
incomplete recapitalisation and surge in the
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financial reporting of bad loans in 1993 as
stricter prudential regulations came into force
made necessary the second recapitalisation
scheme.

The bank recapitalisation and debt conciliation
programme in Poland was implemented in the
course of 1993-94, Seven of the nine state
banks created from the former monobank
received recapitalisation bonds amounting to
about 0.8 per cent of GDP in September 1993
to compensate for bad loans identified through
independent audits and to raise their capital
ratios to meet regulatory standards, while the
state savings bank and agricultural bank were
partially recapitalised with bonds totalling 0.7
per cent of GDP in December of that year. At
the same time, the authorities committed to
privatising the nine state-owned commercial
banks by the end of 1996. To encourage the
banks to pass on the benefits of their
capitalisation to the overburdened enterprises,
a fixed deadline was set for reaching
conciliation agreements between them (April
1994 for the seven state-owned commercial
banks). The agreements reached by the seven
commercial banks covered 792 enterprises
with total non-performing debts amounting to
0.7 per cent of GDP. By April 1994, these
banks had reached conciliation agreements on
about half of the loans, while a further one-
third either resumed debt service payments or
were repaid. Most of the remainder were

liguidated under court bankruptcy proceedings.

As of mid-1995, three of the nine state
commercial banks have been privatised.

The Bank Rehabilitation Agency (BRA) in
Slovenia has, since its establishment in 1992,
initiated the rehabilitation of three state-owned
commercial banks, two of which have been
merged. Rehabilitation procedures can involve
conditions imposed on bank operations, as

well as transferring doubtful assets to the BRA,

which seeks to recover on the claims. The
Agency then injects capital in the form of
government bonds to meet the minimum
requirement and takes over ownership of the
bank. The final stage of rehabilitation is bank
privatisation. The legislation on bank
rehabilitation capped the total amount of
government funding available for this purpose.
The rehabilitation of the three banks in
Slovenia has required the issuance of
government-backed bonds equivalent to 6.3
per cent of GDP. These bonds, which are

denominated in Deutschmarks, yield an 8 per
cent return. Not all of the troubled banks' bad
loans were transferred to the BRA, however,
owing to the fiscal constraint. The BRA
attempted to recover on the loans that it did
take over through their sale at a discount, debt
rescheduling and debt-equity swaps. For those
loans that were retained by the banks, at least
one institution has set up a waork-out unit to
manage these assets. The rehabilitation
procedures, including the significant reduction
in operating costs, appear to have turned
around the operating performance of the
banks, and their privatisation is now under
consideration.

Quick breaks with the past

In Bulgaria, banks were allowed in 1994 to
exchange with the government non-performing,
policy-directed loans made before the end of
1990 for state bonds. The face value of these
debts amounted to 6 per cent of GDP;
however, the bonds received by the banks
carry below-market interest rates. Work-out
units within the banks are required to recover
on non-performing loans made after the end of
1990. No state banks in Bulgaria have yet
been privatised.

The former Czechoslovakia initiated the
recapitalisation of its banks in March 1991 by
creating the Consolidation Bank, the role of
which was to take over special credits for
inventories that carried low interest rates.
These credits amounted to 11 per cent of GDP,
but were not necessarily non-performing. The
Consolidation Bank has subsequently
recovered much of the debt. A second
recapitalisation of the banks occurred in
October 1991, equivalent to 5 per cent of GDP.
About three-guarters of this amount was
allocated to the write-offs of non-performing
loans to those firms that, according to the
banks' appraisal, had a good chance to survive
after the bail-out. Since 1991, the role of the
Consolidation Bank has gradually evolved to
include participation in enterprise restructuring
by purchasing debts of enterprises in
bankruptcy proceedings at a discount, easing
the adverse impact on the creditor banks.
Most existing Czech and Slovak banks were
privatised in the first round of voucher
privatisations in 1992.



with both shareholders and managers exposed to some form of
discipline. Examples of this approach can be found in Poland and
Slovenia, as well as in the 1993-94 recapitalisation programme in
Hungary (Box 10.1).

The second approach to bank recapitalisation aims to creates a
quick break with the past by limiting compensation for losses on
loans to those that were in some way clearly linked with the
previous regime. This approach typically restricts the types of loans
on which compensation for losses would be available. This restric-
tion has taken the form of either a cut-off date, so that losses on
loans made after a particular point in time would not be eligible, or
a restriction to loans made for a particular purpose. Losses on any
loans not covered by the scheme remain the responsibility of the
bank and must thus be met out of its earnings or capital. In some
cases, this clear break with the past has been reinforced by rapid
privatisation of banks. The virtues of this approach are the
simplicity of conditions imposed on the recapitalisation and the
potential speed in implementation. However, it requires that banks
either have sufficient capital to absorb any uncompensated loan
losses or have the ability to earn their way out of any remaining
difficulties. Examples of this second approach can be found in
Bulgaria and the former Czechoslovakia (Box 10.1).

There is a serious risk of distorting incentives for prudent and
commercial bank operations from inadequate recapitalisation
schemes. In this case, even if there is a commitment to privatisa-
tion of the troubled state bank. the inadequate recapitalisation
could limit the credibility of the commitment. or it could
encourage bank managers to take excessive risks to gamble on the
payoff from privatisation. For those recapitalisations that attempt
to achieve a quick break with the past, the potential for an inade-
quate recapitalisation is present. Loan losses are unlikely to be
confined to particular types of loans or those made before a cut-off
date. The potential pitfalls from inadequate recapitalisations are
illustrated by the deliberately partial recapitalisation of the
Hungarian banks in 1992, which may have contributed to the
surge in bad loans in that country in the following year.!!

In those countries that have pursued a comprehensive approach to
bank recapitalisation, with a clear framework for the work-out of
bad loans and commitment to bank privatisation to strengthen
incentives, implementation of these relatively complicated
programmes has been slow, including the pace of bank privatisa-
tion. Of the five state banks that have been privatised in Hungary
and Poland in 1993-95, four did not require recapitalisation prior
to their sale. Thus. only one state bank that has been recapitalised
has, in fact, been privatised. Of the five state banks in the region
that have been privatised, the EBRD has been a significant
investor in three (Box 10.2). The keys to successful and enduring
bank privatisations are both high-quality strategic investors and

an effective framework of prudential regulation and supervision.

11 Bonin and Schaffer (1995).
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Box 10.2
EBRD support for bank privatisation

Privatisation of banks in transition economics can be complicated by
the lack of a qualified strategic investor, such as a reputable foreign
bank. While countries in transition usually lack a sufficient base of
domestic investors, foreign investors are often reluctant to buy shares
in banks due to the overall country risk and uncertainty about their
credit portfolios. To facilitate bank privatisation in these
circumstances, the EBRD often purchases a comparatively large share
in a bank, normally accompanied by a restructuring and training
programme and other technical support. Thus, the EBRD's
participation helps not only to strengthen a privatising bank's capital
base, but also to improve the quality of the bank's operations and to
set the stage for private investors.

For example, the EBRD took part in the privatisation of Wielkopolski
Bank Kreditowy (WBK) in 1993 (see also Box 7.7). WBK was one of
nine state-owned commercial banks created from the National Bank of
Poland. Before privatisation, WBK had increased its private sector
loans from zero to 40 per cent of exposure by value and had also
begun the task of reserving against its non-performing credits; loan
reserves amounted to almost 30 per cent of gross customer credits.
None the less, at the time of privatisation no single strategic investor
wanted to take the lead. Two western European banks indicated
interest, but were not prepared to invest because of their view of the
risks involved. The EBRD injected new capital into WBK, acquiring a
28.5 per cent stake of the bank's enlarged capital, and was then
instrumental in implementing a comprehensive restructuring and
technical cooperation programme.

In 1994, Magyar Kilkereskedelmi Bank Rt. (MKB or Hungarian Foreign
Trade Bank) was the first Hungarian commercial bank to be privatised.
MHKB is the fourth-largest Hungarian bank in terms of total assets, but
first in terms of its capital ratio. It is a full-service commercial bank
that targets multinationals, joint ventures and blue-chip Hungarian
companies. MKB managed to avoid the severe problems that faced
other Hungarian banks after implementation of banking and bankruptcy
reforms. In the unfavourable lending environment of the past few years,
it has limited its lending and provisioned heavily against bad loans.
MKB was considered the only Hungarian bank able to attract foreign
investors in the immediate future. Bayerische Landesbank, a major
German institution, showed a strong interest in MKB. However,
Hungarian legislation requires reduction of the state ownership to 25
per cent plus one share, and Bayerische Landesbank was not able to
take alone the full commitment necessary to privatise the bank.
Together, Bayerische Landesbank and the EBRD diluted the state's
direct shareholding to the required level. Prior to MKB's privatisation,
the EBRD had supported an international bond issue by the bank (see
also Box 7.10).

The EBRD also participated in the privatisation of Bank Prezemyslowo-
Handlowy w Krakowie (BPH) in early 1995, The bank's credit process,
organisation and information system had all been significantly
improved since 1989 as a result of staff efforts and technical
assistance from a major Dutch bank, ABN-AMRO. Again, however, with
the absence of a strategic investor, and under difficult conditions in the
local and other emerging markets, the privatisation of BPH could not
have been carried out successfully without EBRD support. The EBRD
purchased a large proportion of shares in BPH through a stand-by
agreement before the offering, boosting the confidence of other
potential investors in the bank. As a condition for the stand-by
arrangement, the management board and bank council of BPH agreed
to a policy statement with the EBRD on additional measures to improve
the bank's operations.
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Liberal entry and exit of private banks

A number of countries in the region have, at least for a period,
allowed the liberal entry of new private banks to help transform
banking. This strategy partly reflected the aim of reducing the
role of the state banks through not only their eventual privatisa-
tion but also the emergence of viable private banks.!? These new
institutions, in principle, can provide a source of competitive
pressure on the state banks to hasten the transformation of the
sector. However, the entry of banks must be disciplined by
adequate minimum capital and licensing requirements. The
liberal entry of banks will almost inevitably raise the issue of how
to manage exit from the industry.

For example, in the former Czechoslovakia and Poland a substan-
tial number of new private banks were licensed in 1990-92 (43 and
60, respectively). At that time, the minimum capital requirements
for banks were quite low and the granting of new licences liberal.
As a result, while many new banks were established, a significant
proportion of these were weakly capitalised and poorly managed.
The emerging difficulties in some private banks led the authorities
in both the Czech Republic and Poland to tighten significantly the
entry conditions for private banks in 1993-94. including the
substantial increase in minimum capital requirements and the
eventual suspension in granting new banking licences. There is
now an ongoing process of consolidating troubled private banks in
both countries. Despite the large number of private banks in these
two countries, their share of domestic banking remains quite small
relative to that of the state institutions.

Estonia and Latvia have relied even more extensively on the eniry
of new private banks. Between 1989 and 1992, 42 commercial
banks were established in Estonia. Entry was much facilitated by
the erosion of minimum capital requirements through the high
inflation of 1991-92, when three-quarters of the new banks were
established. Most of these hanks were small and weakly capi-
talised. The turning point in Estonian banking occurred in late
1992, when the authorities simultaneously closed the three largest
commercial banks in response to a growing liquidity erisis. One of
the Estonian banks was liquidated and the other two were merged,
with depositors receiving only an equity claim on a fund designed
to recover on assels. There were subsequent failures of a number
of smaller private hanks in early 1993 largely due to connected
lending. Many of these banks were closed or merged, halving the
number of banks in the system. Banking troubles resurfaced in
Estonia in mid-1994. with the failure of two more banks, again due
to extensive connected lending and, in one case, over-aggressive
expansion. The two banks were merged and sustained as a going

concern with government support.

12 phelps et al. (1994).

The number of private banks in Latvia also expanded rapidly
following the initiation of banking reforms in 1992 and reached 58
by the end of 1993. All but three of these banks were privately
owned. Prudential regulations and licensing procedures were
tightened significantly in 1994, including stricter minimum capital
requirements and professional standards for bank managers. The
authorities in 1994 revoked the licences of several banks, and
stepped up their surveillance of many others. In the initial months
of 1995 a further 10 banks either went bankrupt or lost their
licences, and in May the government, at considerable expense,
took over Banka Baltija, a private bank which had grown rapidly to
become the largest in the country. A cocktail of weak capitalisa-
tion, aggressive expansion, widespread connected lending and
high-risk loans to finance commodity exports from Russia led to

the bank’s collapse.

Some countries in the CIS have also relied exlensively on the
liberal entry of new private banks to help transform the banking
systems. In Russia, the number of commercial banks has prolifer-
ated since the start of reforms, reaching almoest 2,600 by
mid-1995. However, most of these banks are quite small, with over
40 per cent of them having capital of less than Rb 500 million
(less than ECU 100.000). While the largest three banks are
formerly state owned, with their prominence sustained in part by
their continued role in channelling directed credits, a number of
private commercial banks are gaining significant market posi-
tions.' The total assets of each of the seven largest private banks
now amount to about one-third to one-half of the total assets of the
two smaller former state banks. The Financial Institutions
Development Programme (FIDP) in Russia, which is supported by
the World Bank and the EBRD, is aimed at creating a group of
sound and commercially effective private commercial banks to
form the new core of the banking system. The core components of
the FIDP, which is restricted to those banks meeting certain finan-
cial eriteria, are twinning programmes with foreign banks,
investments in information technology and other operational
equipment and assistance to the Central Bank of Russia on regula-
tory reforms (see Box 7.1 in Chapter 7).

In Ukraine and Belarus, there has been a rapid expansion in the
number of newly created private banks, some of which have
achieved significant shares of the domestic markets. In Ukraine
the number has risen to over 220 by mid-1995. While all but two
of these institutions are owned by non-governmental entities, most
of the larger banks remain under the influence of the state or state
enterprises. The savings bank and foreign trade banks remain
state owned, while the three former state banks have retained their
ties to particular economic sectors.!* However, five private banks
have grown rapidly, and the total assets of each of these banks are
now about one-quarter to one-third of the size of the smaller state
and former state banks. In Belarus, the number of hanks expanded

rapidly in 1994 with the liberal licensing policy of the National

13 The three largest banks in Russia are the Sherbank (savings), Vneshtorgbank (foreign trade) and Agroprombank.

14 The former state banks are Prominvest (industry), Ukraina (agriculture) and Ukrosotshank (housing and cooperatives).
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Bank, reaching 52 by mid-1995. While the banking system is
dominated by the specialised former state banks, the assets of
each of the two largest new private banks now exceed those of the

smaller former state banks.

To summarise, a number of countries in the region have allowed a
period of liberal entry of new private banks to help transform their
banking systems. In some cases, this entry has not been disci-
plined by adequate minimum capital and licensing requirements,
although most countries have now moved to tighten these entry
conditions. As has happened in the Czech Republic, Estonia.
Latvia and Poland, a consolidation of the new private banks in
some of the CIS countries will almost inevitably be required.!® The
management of any financial distress will require a careful
balancing of concerns about financial stability and protection of
household deposits against possible adverse impacts of support for
banks on public finances and monetary control. This trade-off can
hecome more difficult to manage as private banks gain a more
prominent role in the domestic financial systems. If government
support is provided for a troubled private bank that is perceived as
too big to fail, it is important that the conditions imposed by the
authorities on the bank’s shareholders, managers and depositors
create strong discipline. For those countries that do choose to rely
heavily on new private banks to transform their banking systems, it
is crucial that their entry into the market is disciplined by
minimum capital and licensing requirements and that these banks

are subject lo adequate prudential regulation and supervision.

Market structure and profitability in banking

Three distinguishing features tend to characterise the structure
and performance of banking in transition economies: the high
concentration of banking markets, which is often a direct legacy
from the structure of pre-reform banking; the relatively small scale
of hanking in most countries, which has been largely caused by
high inflation and banks’ limited capacity to expand their balance
sheets in real terms; and the adverse impact of asset quality prob-
lems on bank profitability. Nevertheless, there are indications that
the industry has the potential to become profitable and to attract

the resources necessary for its expansion.

Market structure

The high level of market concentration in many countries stems
from the way in which two-tier banking systems were created.
Typically, this reform has involved splitting the monobank into
several large banks, which are specialised by activity (such as
savings banks for household deposits, and foreign trade banks), by
lcey economic sectors (such as agriculture, industry and mining) or
by geographical region. The extent of entry of new private banks
has also had an impact on market concentration.

10. Developing financial institutions and markets

Table 10.2
Concentration of banking markets in selected countries in transition

Shares of total banking assets held by top banks
and top five banks, by ownership

State Former Private Total
state banks
(privatised)

Belarus

Top banks 5 62 21 88

Top five banks 0 54 21 75
Czech Republic

Top banks 4 67 o} 71

Top five banks 0 65 0 65
Hungary

Top banks 54 8 6 68

Top five banks 49 8 6 63
Latvia®

Top banks 6 0 24 30

Top five banks 68 0 21 27
Poland

Top banks 66 5 0 il

Top five banks 66 0 0 66
Romania

Top banks 74 0 5 79

Top five banks 74 0 0 74
Russia

Top banks 21 6 16 43

Top five banks 21 6 6 33
Slovak Republic

Top banks 36 40 3 79

Top five banks 36 40 3 79
Slovenia

Top banks 52 37 0 89

Top five banks 48 22 0 70
Ukraine

Top banks HE 59 12 82

Top five banks 11 59 0] 70
Sources

BREE Ltd, EBRD and World Bank.
Notes

Ownership classification: A state bank is defined by state ownership of at least 51
per cent of shares by the state (direct or indirect). Former state banks are privatised
state banks. Private banks are banks that have never been state-owned.
Figures in the table are shares of total banking assets in a given country. The figure
for the top banks is the sum of the asset shares of banks with individual asset share
of more than 3 per cent. The figure for the top five banks is the sum of the five
largest banks, ranked by asset share.

1 In 1994, four of the largest Latvian banks failed or were taken over in conditions of
illiquidity. The reported figures are computed excluding the four banks that failed.

15 The temporary halt to lending in the Moscow interbank market in late August 1995 is an illustration of the fragility of the Russian banking system.
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Table 10.3
Outstanding bank claims (as percentage of GDP)
- 1990 1991 1992 1993 1994

Bulgaria

Total claims 148.5 127.5 120.3 - -
Claims on private sector 15.9 T2 5.4 - -
Czech Republic

Total claims - - - 89.0 94.8
Claims on private enterprises - - - 55.9 64.7
Former Czechoslovakia

Total claims 7889 T7.3 106.9 - -
Claims on private sector 6.2 6.2. 10.7 - -
Estonia

Total claims - 65,5 115 13.7 156
Claims on private enterprises - 18.8 6.9 105 13.2
Hungary

Total claims 77.0 79.8 725 723 628
Poland

Total claims 222 325 321 28,0 328
Claims on private enterprises 29 109 114 6.4 11.9
Romania

Total claims 79.7 68.0 353 281 212
Russia

Total claims - 29.60 2820 185 133
Slovak Republic

Total claims - - - 76.9 83.0
Claims on private sector - - - 349 26.9
Slovenia

Total claims - 226 180 30.0 316
Ukraine

Total claims -~ - 55.0 14.0 18.0
Bank claims in industrial countries

France

Total claims 107.1 106.4 106.3 101.5 100.1
Claims on private sector 97 97.8 93 930 4833
Germanyl

Total claims 117.6 118.6 124.4 134.5 140.2
Claims on private sector 95.2 ©96.7 99.1 106.7 110.2
Portugal

Total claims 823 86.5 902 - =
Claims on private sector 46.7 50.5 545 - -
Spain

Total claims 105.2 102.8 100.9 98.2 104.3
Claims on private sector 70.0 716 709 70.7 €95
United Kingdom

Total claims 122.6 120.2 1204 119.4 118.1
Claims on private sector 117.1 1153 1147 112.3 109.6

Sources

IMF, International Financial Statistics, National Bank of Hungary, Central Bank of
Slovenia, Government of the Russian Federation, Russian Economic Trends and

Ukrainian Economic Trends.

Notes

Estimates for 1994 except t (= actual values).
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The market structures in banking in much of the region are highly
concentrated, with the exception of Russia. Market shares
accounted for by the top five banks in Belarus, Czech Republic,
Hungary, Poland, Romania, Slovak Republic, Slovenia and
Ukraine ranged from 63 per cent to 79 per cent in 1994 (Table
10.2). In contrast, the market shares of the top five banks in Latvia
and Russia are 27 per cent and 33 per cent, respectively. The high
market concentration in a number of east European countries
reflects the continued dominance of state banks and former state
banks. There are no new private banks among the major banks in
these countries. Moreover, many banking markets in that region are
segmented along industrial sector or geographical lines, in which
case the aggregate concentration ratios understate effective market
power. The banking markets in Latvia and Russia are distinguished
by their low concentration, reflecting the impact of high inflation on
the size of the state banks and former state banks and of liberal
policies toward the entry of new private banks (see above).

Another distinguishing feature of banking systems in much of the
region is their small relative size. In some countries in eastern
Europe (Poland, Romania and Slovenia), the Baltics and the CIS,
high inflation and negative real interest rates have limited the
relative size of bank credits. The ratio of domestic credit to GDP
in these countries was roughly between 20 and 40 per cent in
1994, and even less in previous years (Table 10.3). With the
easing of inflation and transformation of banking, there has been
some recovery in bank credit, but the relative size of the systems
remains small. However, in Bulgaria, the Czech Republie,
Hungary and the Slovak Republic, where (in the last three coun-
tries at least) periods of high inflation have been avoided, the ratio
of total domestic credit to GDP ranges between 70 and 120 per
cent. In advanced industrial countries the share ranges from 90 to
120 per cent.

Not only is the scale of hank credit relatively small, in most coun-
tries of the region the dominant share of the outstanding bank
credits is to the government and state enterprises (Table 10.3). The
ratio of outstanding private sector credits to GDP in Bulgaria,
Estonia, Poland and the Slovak Republic ranges from close to zero
per cent to less than 30 per cent. Only in the Czech Republic does
the share of private sector credit approach levels found in indus-
trial countries, reflecting the impact of the mass privatisation
programme. The comparable shares in some advanced industrial

countries range from about 60 to 110 per cent of GDP.

In the Czech Republic, however, the bulk of bank lending, 73 per
cent in 1993-94, had a maturity of 1 year or less (short-term
lending), with 18 per cent having a maturity of between 1 and 4
years. In terms of the outstanding stock of bank credits, there is a
significantly higher proportion of medium- and long- term credits,
but, in view of the composition and volume of new lending, most of
these credits must have been made prior to the reforms. In

advanced industrial countries, only about 20 per cent of
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Table 10.4 Table 10.5
Inputs in banking Bank profitability (selected banks)
Country Employment per 100,000 Percentage of balance sheet totals, average 1990-93
Bulgaria 178 : deealing Bioini B
2 ncome peratin; rovisions re-tax
Czech Republic 517 expenses profit
Estonia 408
Hungary 266 Bulgaria 1.0 0.5 0.2 0.3
Poland S0 Czech Republic 4.9 14 2.0 1.5
Slovenia 481 Hungary Tl 4.8 3.1 0.0
Poland 8.3 2.0 2.4 3.9
Industrial countries Romania 7.2 1.3 25 3.4
France 704 Russia 3.9 1.6 0.4 19
Portugalt 605 Slovenia 7.4 3.3 5.8 Ay
Spain 631
United Kingdom?2 6840 Industrial countries (commercial banks)
France 2.1 1.5 0.5 0.1
s Germany 3:2 2.0 0.6 0.6
ources
BREE Ltd and OECD, Bank Profitability, 1984-93, Portugal. 2 5.5 2.8 1.5 2]
Notes Spaint 4.7 2.8 0.8 1.0
1994 figures for transition economies. United Kingdom 4.7 3.1 A 0.5
1993 figures for industrial countries.
1 All banks.
2 Commercial banks only. Sources
BREE Ltd and OECD, Bank Profitability, 1984-93.
Notes
Savings banks are excluded.
1 All banks.

outstanding bank credits have short-term maturities.16 The
capacily of Czech banks to finance fixed investment by private
enterprises thus remains seriously constrained by the maturity
structure of bank lending, and this feature characterises most

countries in the region.

The scarcity of banking services in the region can be gauged not
only by examining bank outputs such as loans, but also by the scale
of inputs to the provision of bank services. For example, employ-
ment in the banking industry ranges from about 170 to 520 per
100,000 of population across the region (Table 10.4). The compa-
rable figures in some advanced industrial countries range from 600
to over 700. This rough comparison makes no allowance for differ-
ences in banking skills across countries. Since total employment in
banking in the region has grown very rapidly in recent years, and
since these employees typically must learn the necessary skills on
the job, quality-adjusted banking inputs are probably more scarce
than the basic employment figures would suggest.

This analysis of the concentration and scale of banking activities
in the region points to markets that are dominated by a handful of
banks, but the scale of these banks is small relative to the size of
the economies in which they operate. These market structures
create conditions under which the exercise of market power
becomes possible. This can retard the provision of banking
services through high net interest margins and lack of innovation,
in the absence of competitive discipline from entry of new banks.

Bank profitability
Selective data on bank profitability is available from a bank rating
agency specialising in eastern Europe, the Balties and the CIS,

18 The figures quoted in the text are taken from the Czech National Bank and Borio (1995).

17 The Agency is BREE Ltd, which is based in Cyprus.

2 Excludes 1990 figures.

which compiles this data from the annual reports of selected
banks.'® Most of the annual reports have been subject to an inde-
pendent audit, and many comply with international accounting
standards. The countries covered by the agency include Bulgaria,
the Czech Republic, Hungary, Poland, Romania, Russia, the
Slovak Republic and Slovenia. While the data do not caver all
institutions, they include for most countries the major commercial
and savings banks as measured by their total assets. Apart from
Russia, the data typically include the major state-owned commer-
cial and savings banks in each country, along with the
better-performing private banks. In Russia, the agency covers only
the top-performing private banks.

The financial performance of the selected banks in the region has
been dominated by asset quality problems (Table 10.5). In
Slovenia, the reporting banks provisioned at an average rate of
about 6 per cent of total assets in each of the years 1990-93, and
2-3 per cent in the Czech Republic. Hungary, Poland and
Romania. In Bulgaria the average provisioning rate was less than 1
per cent of total assets over the years 1990-93, but a loan concilia-
tion scheme was implemented in 1994 which is likely to have
boosted provisions. The typical loan loss provision rate in
advanced industrial countries is no more than 1 per cent of total
assets,

While loan loss provisions have been considerable, the net interest
and other income of banks have also been quite high, with

Hungarian, Polish, Romanian and Slovene banks earning hetween
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7 and 9 per cent of total assets over the period 1990-93. To some
extent, the high average income margins reflect periods of high
inflation (1990-91 in both Poland and Slovenia and 1992-93 in
Romania), when net interest margins typically widen, partly to
preserve the real value of banks’ capital. The income of banks in
the Czech Republic and Russia have averaged between 4 and 5 per
cent of total assets. The income of banks in advanced industrial
countries is typically in the range 2 to 5 per cent of lotal assets.

The operating expenses of banks in Hungary have been the
highest among those in the region, averaging about 5 per cent of
total assets over the period 1990-93. In Poland and Slovenia,
bank operating expenses have averaged 2-3 per cent. The average
figure for the Czech Republic is rather low, but operating costs
have increased steadily over the period, exceeding 2 per cent per
cent of assets in 1993. The average operating expenses of
Bulgarian and Romanian banks are low, possibly reflecting short-
falls in staff levels and experience. The operating expenses of
banks in advanced industrial countries are typically in the 2-3

per cent range.

Two considerations thus point to the potential profitability of
banking once the asset quality problems have been resolved, at
least among the major institutions in these markets. The net
interest and other income of the banks is relatively high, although
this may reflect in part the impact of high inflation. Except for
Hungary, operating costs appear to be in line with or below those
observed in some advanced industrial countries. The concentrated
market structures, small scale and high margins in banking in the
region point to the need for new entry, including by foreign banks,
which can bring much needed technical expertise. However, this
new entry must be disciplined by adequate minimum capital

requirements and effective prudential regulations.

10.4 The emergence of securities activities

The securities exchanges and non-bank financial institutions in
transition economies have the potential to complement the banking
sector in mobilising and channelling domeslic savings lo investment
and in imposing financial control on enterprises.'® A wide range of
institutions actually make up a securities market, including the
physical or electronic exchanges and their market-makers, clear-
ance and settlement organisations, agents for the issuers of
securities (share registrars and transfer and payment agents), and
agents for investors (depositories, custodians, proxy services and
brokers). Effective regulations are also required to ensure an organ-
ised and stable environment for securities activities. These include
rules governing the eligibility to issue and to list securities, such as
those on financial disclosures, and prohibitions on insider trading.
Moreover, investors in securities often rely on vehicles such as
investmenl companies, pension funds and insurance companies,

which are typically subject to some prudential regulation.

A number of countries in the region have moved to enact the basic

laws and regulations for the creation of securities and the

exchanges on which they trade, as well as for the trading of these
instruments (Chapter 2). The legal framework necessary to support
exlensive securities activities extends, however, beyond the narrow
confines of securities laws to include reforms in areas such as prop-

erty rights, hankruptcy and company law (Chapter 6).

Formaiion of securities markets

The development of securities markets in the region has so far
been shaped largely by the nature of privatisation programmes.
The formation of securities markets began in 1990-91 with the re-
establishment of exchanges in Bulgaria, Croatia, Hungary, Poland
and Slovenia. The implementation of mass privatisation
programmes in the Czech and Slovak Republics propelled the
reopening of the Prague and Bratislava Stock Exchanges in 1993.
Similarly, in Lithuania the National Stock Exchange was estab-
lished in 1993 to support the voucher privatisation programme. In
Russia, the completion of the first phase of mass privatisation in
mid-1994 fuelled the development of securities activities on a
number of exchanges which had been established in the early
1990s, primarily for the trading of commodities. Latvia opened a

stock exchange in mid-1995.

In Hungary, Poland and Slovenia, the institutions that make up a
securities market have been able to develop in step with the expan-
sion of the markets. This reflects a selective approach to
privatisation and demanding disclosure requirements, which have
limited the rate of increase in listed equities. In the Czech Republic,
Slovak Republic and Russia, however, the mass privatisation
programmes have contributed to a surge in equities that has
outstripped the capabilities of the market to handle them. In the
Czech Republic, the liquidity of the organised market remains low,
in part because of problems in trade settlement and non-transparent
trade on the organised exchanges. Also, an estimated 80-90 per cent
of all share transactions take place outside of the organised
exchanges in the Securities Centre, which was originally established
to register securities holders. In Russia, the mismatch between
volume of securities and capacities of the markets to handle them is
even greater, and there are fundamental weaknesses in the systems
for the registration of shares and for the clearance and settlement of
trades. The EBRD and the IFC are supporting projects in these
areas to help develop institutions for securities markets (see Box
7.2). The weak legal protection of shareholder interests and securi-
ties fraud are also significant problems in Russia and elsewhere.

Role of government, self-regulation and

financial disclosure

Those countries that have at least modest levels of cash-based
securities activities, either in the form of new issues or of trading
in outstanding securities, have typically enacted a range of regula-
tions and rules applied to securities activities (Table 10.6). These
include regulations governing financial disclosure requirements
for publicly offered securities and investor protection codes
related to insider trading. Such regulations are complemented by
listing requirements imposed by the exchanges themselves.

18 | evine and Zevros (1995), for example, provide empirical evidence of a positive and significant impact of development of securities activities on growth (see also Box 5.2).
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The quality of financial disclosure is determined not only by regu-
latory requirements but also by accounting practices. As with
banking supervision, a eritical input into the investment decisions
of investors are the accounts of listed companies. The accounting
practices of many enterprises continue to reflect more the require-
ments of central planners than of outside investors. However, the
overhaul of accounting practices is under way in most countries

throughout the region.

In addition to disclosure and accounting requirements, the state has
moved to implement investor protection codes, by making illegal the
trade of securities based on information that is not in the public

domain. However, the extent of enforcement appears limited.

Performance of securities markets

The role of securities in financial intermediation is typically
summarised by three indicators: the ratio of market capitalisation
to GNP, the market turnover ratio and the ratio of total value traded
to GNP. The markel capitalisation ratio typically indicates the
extent to which securities markets are used to mobilise capital and
to diversify risks, but in transition economies this ratio largely
captures progress in privatisation. The market turnover is the ratio
of total value of traded equities to their market capitalisation. This
measure provides an indication of market liquidity and transac-
tions costs. The ratio of total value traded to GNP indicates the
extent of liquidity available on an economy-wide basis.

The Czech and Slovak Republics have achieved, in the wake of
their mass privatisation programmes, the highest ratios of stock
markel capitalisation to GNP in the region (Chart 10.1). The 1994
capitalisation ratio in the Czech Republic is roughly the same as
that in France, while the ratio in the Slovak Republic is compa-
rable to those in Germany, Greece and Portugal. The capitalisation
ratios in Hungary, Poland and Slovenia are similar to that in
China, while Bulgaria lags well behind the other countries. It is
particularly noteworthy that a number of fast-growing Asian
economies have achieved particularly high ratios of stock market

capitalisation to GNP.

The stock markets in the region with relatively high market capi-
talisation typically have less market liquidity (and vice versa). The
Warsaw Stock Exchange compares favourably with the stock
markets in France, Germany and the United Kingdom in terms of
the ratio of total valued trade to market capitalisation (Chart 10.2).
The markets in the Czech and Slovak Republics, however, are
relatively illiquid compared with other markets. The exchanges in
Hungary and Slovenia occupy the middle ground.

In transition economies, there thus appears to be a trade-off
between the scale and speed of privatisation and the liquidity of
shares in the privatised enterprises. Moreover, the nature of the
trade-off is such that no stock exchange in the region performs
satisfactorily when performance is measured in terms of the ratio
of total market turnover to GNP (Chart 10.3). The liquidity

19 See Box 5.2.

10. Developing financial institutions and markets

provided in transition economies is well below the levels achieved
in the selected industrial and fast-growing developing countries.
This lack of liquidity can significantly restrict the ability of
companies to raise capital through securities issues and impede
the emergence of a market for enterprise control, retarding growth
and restricting the restructuring of enterprises. Empirical studies
of comparative long-term growth across countries indicate that it is
total market liquidity relative to GNP that is empirically associ-
ated with higher long-run growth (Chapter 5).1
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Table 10.6
Securities markets regulations

Bulgaria

Czech

Republic

Hungary

Poland

Reporting requirements for listed
companies

The issuance of and the trading in securities
are regulated and controlled by the Securities
and Stock Exchange Commission. The
Commission also grants and revokes any
licences for the conduct of business in the
Stock Exchange capacity. For admission of a
public offering of securities, a prospectus
must be published containing any information
about the issuer and the offered securities.

The state exercises supervision over the
Prague Stock Exchange (PSE) and the capital
markets through the Ministry of Finance.
Upon request and submission of appropriate
documents, from the issuers, it provides
licences authorising the public trading of
securities. The business and financial results
of the issuers of publicly tradable debt are
monitored continuously. An Exchange
Commissioner appointed by the Ministry of
Finance operates on the Stock Exchange.

Public offers of securities within Hungary may
be made pursuant to a prospectus being
approved by the state Securities Supervision
Board. Before a company can issue shares,
permission from the Hungarian securities and
supervision and the National Bank of Hungary
must be sought. Companies must publish a
file with the Bucharest Stock Exchange (BSE)
quarterly, semi-annual and annual statements
within 30 days of the end of each period. In
addition, an annual report must be filed (by
31 May) containing the companies' annual
audited statements prepared in accordance
with the 1991 Accounting Act, which came
into force in January 1992.

The Stock Exchange Supervision Board is
responsible for the supervision of the
Exchange. On the issue of new shares, it is
required that an investor issue a prospectus.
The prospectus is not a separate document,
but is published in two national newspapers.
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Investor protection codes

As of end-1994 the First Bulgarian Stock
Exchange (FBSE) is in the process of complet-
ing rules and regulations to protect investors.

The stock exchange maintains a list on infor-
mation insiders, who are only allowed to buy
and sell securities through the exchange with
the consent of the exchange management.
Under the Czech National Council Securities
Act of 1992, any use of confidential informa-
tion in securities trading is prohibited.
Members of the exchange have established a
Guarantee Fund that covers the risks arising
from exchanged trades. The exchange guaran-
tees compensation and settlement of all
trades conducted through it.

The provisions of the new Securities Act,
1920, provide for protection against insider
trading. The act allows for the Securities
Supervision Board or the state prosecutor to
institute proceedings against persons trading
in securities using insider trading practices.
Minority shareholders have limited rights to
bring actions against a company.

No law exists explicitly protecting investors.
This function is carried out by the government
according to miscellaneous regulations.
Investors' interest are also protected by the
Chairman of the Securities Commission.

Pricing and settlement systems

The trading instruments now available are
stocks of members, shares of different banks
and public joint-stock companies. The
exchange is organised along the lines of a
traditional open outcry system, assisted by
a computerised system. Orders are matched
according to their priority (price, time and
volume) and the trades are registered auto-
matically by the system. The present system
of settlement and clearance is based on
physical settlement of individual trades.
Commission rates on share transactions are
fixed at 2.2 per cent,

The PSE offers two types of trading: comput-
erised and block trading. In computerised
trading, the broker brings in all the orders and
a pricing algorithm is used to match buy and
sell orders. Exchange deals are cleared by
the Securities Register, a daughter company
of the PSE. Delivery of securities in exchange
for cash must occur within three days.

Trading is on an open outcry basis.
Settlement proceeds using the Central
Clearing House and Depository, set up in
October 1993, operating independently of the
Stock Exchange. Brokerage fees vary depend-
ing on the level of service provided, and type
of security traded. Typically, fees dealing in
shares or investment trusts are in the range
0.5 per cent to 1.5 per cent.

All trading is computerised, and orders are
entered onto a computer on the trading floor
by a stock exchange member who is the
specialist in that stock. The specialist is the
market-maker, balancing the market if there is
an imbalance between buy and sell orders.
The trading system ensures liquidity and min-
imises fluctuations from session to session.
Settlement Is required by law to take place
within one day from the execution of the
transaction. All transactions are on a cash
basis, and all accounts must have sufficient
funds covering at least 80 per cent of the
order value. Short selling is not permitted.
Commissions vary between 0.75 per cent to
2 per cent, and are not fixed by the Exchange.



Reporting requirements for listed
companies

At the Moscow Central Stock Exchange
(MCSE), a company is required to present
the following documents to be listed on the
Exchange: a copy of a prospectus, the most
recent financial statements, financial state-
ments for the last three years or as many
years as the company has been in operation,
confirmation from a bank that initial capital
has been paid in full, a blank copy of a
shareholder’s certificate and a short descrip-
tion of the company's investment policy.

The Moscow International Stock Exchange
(MISE) requires that listed companies comply
with disclosure requirements for public offer-
ings laid down by the Russian Federation.

On the Siberian Stock Exchange, a listed
company is required to present on a quarterly
basis its financial report, profit and loss
statement, and confirmation of the number
of shares outstanding.

In December 1991 regulations governing joint-
stock companies took effect. The Ministry of
Finance has set standards for financial
disclosure requirements for the issue of new
prospectuses. These regulations are under
review. A Securities and Exchange Com-
mission was established in November 1994,
subsequently raised to ministerial status.

Company securities listed on the Bratislava
Stock Exchange (BSE) must be accompanied
by a prospectus detailing information about
the company's operations and financial
position. Within 30 days of the end of each
quarter, the issuers of securities listed on the
main market are obliged to submit quarterly
financial statements. The issuers of securities
on the junior market are obliged to submit
semi-annual financial statements. Listed
companies are required to submit annual
audited statements.

The government introduced the Slovene
Securities Market Law in January 1994, and
the Investment Fund Trust Law was adopted
simultaneously. However, as of end-1994,
1988 Yugoslav regulations still apply. Stock
exchange listing requires that companies pub-
lish a prospectus. Listed companies are
obliged to provide semi-annual reports, which
must be freely available.

Investor protection codes

There is no Russian compensation fund on
MCSE, MISE, the Siberian Stock Exchange or
the St Petersburg Stock Exchange.

The Stock Exchange Act of 1992 contains
provisions on the use of false or misleading

information on the issue of shares. There are

also provisions in the Securities Act of 1992
preventing persons who have acquired

price-sensitive information from trading in the

information to which the security relates.

In July 1992 the Exchange established a
guarantee fund in order to protect investors
against insolvency of stock exchange mem-
bers. At present only floor trades are covered
by the guarantee fund up to DM 0.5 million.

Sources: Euroclear-IFR Handbook (1995), GT Guide and EBRD.

Pricing and settlement systems

All Russian exchanges use a simple open Russia
auction system even though some, especially
MCSE, have begun to use electronic trading.
Few exchanges have developed satisfactory
settlement procedures. Three stock
exchanges were chosen to provide central
clearing and settlement functions. A central
register of owners is being prepared in order
to speed up the process of transferring
ownership.

On the MCSE mutual settlement is carried out
on the basis of a trade contract carried out
through the clearing house of the Exchange.
Each deal must be settled within three days,
but special terms for settlement between
brokers are possible.

On the Siberian Exchange, trades are settled
between brokers, and confirmed by written
contracts prepared by the Exchange and
signed by the brokers. Commission on the
MCSE varies between 2 and 5 per cent of the
value of the bargain.

Slovak
Republic

The trading system initially adopted by the
Exchange was open outcry. The present sys-
tem is electronic with continuous matching.

The settlement of stock exchange transac- Slovenia
tions should be carried out within two working

days after the bargain date (or one day, in the

case of short-term transactions). An elec-

tronic system for settlement began operating

in early 1994. Trading is carried out by open

outery and through a screen-based trading

system. The total cost of each transaction

should not exceed 1.5 per cent inclusive of

brokerage fees.
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Chart 10.1

Stock market size (measured by capitalisation)
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10.5 Concluding remarks

This chapter has shown that the relative scales of banking and
securities activities in transition economies are well below the
levels in advanced industrial and fast-growing developing coun-
tries. Much remains to be done in the region to transform the role
of government in the financial sector, with a focus on effective
enforcement of laws and regulations, and to strengthen the finan-

cial institutions and markets themselves.

Governments in a number of countries in eastern Europe have
pursued a measured strategy to transform their role in hanking,
strengthening prudential regulation and supervision while recapi-
talising and privatising state banks. Further progress along this
reform path will require more stringent enforcement of prudential
regulations that approach Basle Committee or EU standards, along
with more rapid progress in bank privatisation to strengthen incen-
tives and to atiract the resources necessary for the expansion of
services, The support of the EBRD and other IFIs for bank privati-
sation can be instrumental in advancing this process. It must be
recognised, however, that movement along this reform path is
likely to reduce the capacity of banking systems to bear risks, at
least for a period. The Basle Committee EU regulatory standards
were designed in the context of advanced industrial countries Lo
reduce risks in banking to low levels and to limit the government’s
exposture to loss through the official safety net for banks. Stringent
application of these regulations in the environment of transition
economies may well curb the commercial lending of banks, at least
while risks remain high. Development of effective sccurities
markets can help to ease the trade-off between progress toward
sound, market-oriented banking and the capacity to intermediate

risk capital in the economy,

The transformation of banking in some countries of the Baltics
and the CIS has occurred through the extensive entry of new
private banks, together with the erosion of assets of the state and
former state banks through very high inflation. As the new
private banks begin to play a more dominant role in banking
markels, the willingness of the authorities to close distressed
banks may be constrained by concerns with systemic financial
instability. This is illustrated by the recent government bail-outs
of large private banks in Estonia and Latvia. If recapitalisations
of private banks do become necessary, it is vitally important that
the conditions imposed by the authorities on the banks’
managers and shareholders impose financial discipline. At the
same time, the EBRD and other IFIs can help to strengthen a
core of private banks that can serve as the nucleus of a viable

banking system.

10. Developing financial institutions and markets

Banking sectors in the region tend to be highly concentrated and
small. Al present, the financial performance of banks is dominated
by the overhang of bad loans and risks in new commercial lending,
but other aspects of banks’ financial performance (including net
inlerest margins and operating cosls) appear satisfactory, at least
for the top tier of institutions in the countries surveyed. As the
assel quality problems become resolved, entry into banking should
be encouraged, but this must be disciplined by appropriate

minimum capital requirements and licensing requirements.

For securities activities, the challenge is to achieve both high
capitalisation and liquidity. Thiz will require development of
effective regulations and institutions, more accurate and fuller
financial disclosure, and greater transparency of trades. The
EBRD and other IFIs have an important role to play in fostering
the development of the necessary institutional infrastructure,
and in supporting the issuance of securities by enterprises in

local markets.
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Recent economic developments

Most countries in eastern Europe and the Baltics recorded healthy
output growth during 1994 and the first half of 1995, following a
precipitous contraction over the preceding three years. Output is
still declining in most of the CIS countries, including Ukraine, but
at a gradually slower pace. However, Russia has seen a stabilisa-

tion of industrial output over the past year.

Inflation, measured by the change during a 12-month period in the
level of consumer prices, has fallen sharply during the past two
years in the vast majority of the countries of eastern Europe, the
Balties and the CIS. With one exception (Bulgaria), all countries in
easlern Europe and the Baltics are likely to see inflation of less
than 50 per cent by the end of the current year. A sharp decelera-
tion in the pace of price increases has also been recorded in many
countries of the CIS, although the level of inflation in most of these
countries remains substantially above 100 per cent. At the most
successful end of the scale, Georgia, Kyrgyzstan and Moldova
have seen the consumer price level rise by only 1-3 per cent per

month during the first seven months of 1995.

These developments are discussed in further detail in the
remainder of this chapter. The commentary on output and inflation
is accompanied by a discussion of trends in productivity, employ-
ment and cost competitiveness, and by a review of developments
in foreign trade, with a particular focus on relations between the
European Union and countries in eastern Europe. Much of the

supporting data is presented in tabular form in Annex 11.1.

11.1 Eastern Europe and the Baltic states

Output developments

On current trends, 1995 looks set to become the third consecutive
year of positive aggregate GDP growth for eastern Europe and the
Baltics. The economies of Albania, the Czech Republic, Estonia,
Poland, the Slovak Republic and Slovenia are each expected to
grow by 3:-6 per cent for 1995. Positive growth, albeit somewhat
more modest, is expected in all the remaining economies of
eastern Europe and the Baltics. The private sector, which is
expanding rapidly (see Annex 2.2), has become a more important
influence on aggregate economic growth than the shrinking state
sector. Positive growth reflects increases in productivity (discussed
in further detail below) and has not been accompanied in any
country, except in the Czech Republic in 1994, by an expansion in
aggregate employment.

Non-residential investment began to pick up in 1994 in many
countries (see the more detailed discussion of investment trends in
Chapter 3). The increase in investment has primarily been concen-
trated on machinery and equipment. Rising investment reflects
growing confidence in the stability of the macroeconomic and
regulatory environment. It may also reflect export opportunities
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associated with deepening links with the EU. With greater macro-
economic stability, domestic and foreign investors are increasingly
altracted to the combination in many east European countries of
low lahour costs and vast, under-utilised supplies of skilled labour.
The stage appears set for an extended period of high growth in
most of the region (as discussed further in Chapters 3 and 12).

Recent increases in output in perspective

Positive growth in most of eastern Europe in 1993-95 should be
seen against the backdrop of a sharp output contraction in the early
1990s. This output contraction coincided with the initiation of
market-oriented reform and the break-up of the former socialist
trading block (CMEA). Enterprises saw their access to borrowing
and subsidies constrained and were at the same time, on account of
import liberalisation, being exposed to greater competition from
abroad. The resulting drop in tax revenues from state-owned enter-
priges forced governments in the region to cut back on public
consumption and capital expenditure. At the same time, the
collapse during 1990-91 of the CMEA precipitated a drop in
demand from the Soviet Union for goods and services from east
European trading partners. The disintegration of the CMEA also
led to a sharp increase in the price for energy deliveries from the
Soviet Union (and later from Russia) — deliveries that had previ-
ously been made on highly concessional terms.

All of these factors led to sharp shifts in relative prices and in the
profitability of production across different subregions and indus-
tries. In response, activity that had been rendered unprofitable by
the changes in relative prices and the partial phase-out of subsidis-
ation was being cut back swiftly. In this environment of rapid
change, great uncertainty and large terms-of-trade losses, the
expansion of newly profitable production and investment initially
only partially offset the decline in the much larger state-owned
enterprise sector. According to official estimates, real GDP for
eastern Europe and the Baltics as a whole fell by about 20 per cent
between 1989 and 1992,

The summary table on growth in Annex 11.1 indicates that Poland
and Slovenia are the only countries in eastern Europe that are close
to regaining in full what was lost during the early 1990s. In all other
countries in eastern Europe, real GDP levels remain 10 per cent or
more below the “starting point™. Output in the latter countries is
likely to return to the pre-reform levels only (at least) 2-4 years from
now — in most cases 7-10 years after the transition process began.

It should be emphasised that the officially measured decline in real
GDP between 1990 and 1992 is likely to exaggerate the underlying
impact on welfare (as discussed in greater detail in Annex 11.1).
First, the underlying quantities of output may be underestimated as
statistical offices find it difficult to capture activity in the many new



or reformed productive entities. Second. the quality of output may
have improved in ways that are not captured in outpul slatisties.
Third, market-oriented reforms have led to a shift in the pattern of
output towards goods and services that satisfy demand expressed
by consumers and investors in the market-place, rather than

demand that is formulated by government planners.

A rarely quoted parallel to the output path now seen in eastern
Europe can he found in the economic history of the United States
immediately after the Second World War. Between 1945 and 1947,
real GDP dropped by a fifth in the United States. The contraction
reflected a massive post-war reorientation of demand. As in the
case of eastern Europe. the reorientation involved a reduced role
for government planners and an inereased influence of market
forces as the government sharply reduced its demand for military
goods and services. The sharp contraction in state ahsorption
allowed private consumption and private investment to grow
despite the fall in aggregate output. Real GDP in the US regained
its “pre-transition” level (that is, the level seen in 1945) anly in
1952, seven years after the onset of “reform™,

Inflation and exchange rates

Between the end of 1993 and July 1995 inflation fell sharply in a
number of countries in eastern Europe and the Baltics, including
Albania, Croatia, FYR Macedonia, Lithuania and Romania. All of
the latter five countries saw inflation (measured as the change
during 12 months in the level of consumer prices) drop during this
period from several hundred per cent to less than 40 per cent (6
per cent in Albania, 2 per cent in Croatia, 28-29 per cenl in
Romania and 38-39 per cent in Lithuania). Croatian consumer
prices aclually fell during the course of 1994. Bulgaria has also
seen a sharp slow-down in the pace of price increases since late
1994 but continues to experience the highest rates of inflation in
eastern Europe, with consumer prices increasing by ahout 60 per

cent during the 12 months to July 1995.

Albania, Croatia, the Czech Republic, the Slovak Republic and
Slovenia have been the first to reduce inflation to single digits after
the onset of market-oriented transition. Inflation in Poland fell to
27.6 per cent in July 1995, responding favourably to the change a
few months earlier to the country’s exchange rate system (see details
below). Meanwhile inflation rose in Hungary to 31 per cent in July
(from 21 per cent at the end of 1994) under the influence of sharp
devaluations, increases in utility prices and new indirect taxes (see
the Transition Indicators in Annex 2.2), aimed chiefly at containing
deficits on the state budget and the current account balance.

A number of countries, including the Czech Republic, Estonia,
Latvia, Lithuania and the Slovak Republic, are keeping their
exchange rates fixed vis-g-vis either a hard curreney or a basket of
hard currencies. Hungary and Poland are adjusting their exchange

11. Recent economic developments

- rate daily by a fixed pre-announced percentage vis-a-vis a basket
of hard currencies. In some of these countries, rapid gains in
labour productivity in manufacturing have been reflected in sharp
wage increases, as described in further detail below. Wage pres-
sures have spilled over into the services sector where productivity
may have risen more sluggishly and where wage increases, there-
fore, may have been reflected in higher output prices.! Meanwhile
large flows of funds have found their way from lenders and
investors abroad into enterprises and banks in eastern Europe and
the Baltics. The combination of pressure on wages from high
productivity growth in some sectors and large financial inflows
from abroad has, together with further adjustment of administered
prices (notably utility prices), complicated efforts to reduce infla-
tion in countries pursuing fixed exchange rate policies. Difficulties
associated with inflation control may well be reinforced in the
Czech Republic, Hungary and Poland by steps currently under
way in these three countries to remove some of the remaining
balance-of-payments restrictions. Many observers believe such
liberalisation will result in further net inflows from abroad and
further pressure on the real exchange rate to appreciate (either
through inflation or through nominal exchange rate appreciation).

In an attempt to restrain the contribution to growth in the money
supply from inflows via the balance of payments, the Polish author-
ities have gradually reduced the cumulative monthly rate of
pre-announced devaluations of the zloty from 1.5 per cent in mid-
1994 to 1.2 per cent in July 1995. In May 1995 the Polish
authorities widened the band within which the central bank will
aim to keep the interbank zloty exchange rate. The new band was
specified as £7 per cent of the central intervention rate, up from
previously £2 per cent.? The initial effect of this was a nominal
appreciation of the zloty within the new and wider intervention

band.

Hungary has moved in the opposite direction, accelerating the
pace of nominal currency depreciation during the first half of 1995
(with the backing of fiscal tightening) in response lo large current
account deficits. On 12 March, Hungary devalued the forint in one
step by 9 per cent and introduced a system of daily pre-announced
devaluations that would be operative from then onwards. The
cumulative monthly adjustment in the central intervention rate
was 1.6 per cent until the end of June, and has been 1.3 per cent
since then. The Hungarian authorities regard the monthly adjust-
ments of 1.3 per cent as a maximum and intend to lower the rate to

1.2 per cent in January 1996.

Productivity and competitiveness

Between 1991 and 1994, dollar wages in manufacturing rose by a
cumulative 77 per cent in Bulgaria, 75 per cent in the Czech
Republic, 53 per cent in the Slovak Republic, 33 per cent in
Hungary, and 24 per cent in Poland (see Table 11.1). All of these

1 Itis possible, however, that the scope for productivity gains In the near term in some countries in eastern Europe and the Baltics is higher in parts of the non-tradable sector than in
industry and agriculture. Parts of the non-tradable sector (such as banking, insurance and telecommunications) constituted a particularly neglected part of the planning system and

offer great scope for efficiency gains.

2 The central intervention rate is stipulated by the central bank and devaluations apply to this rate, rather than to the interbank rate, which is determined as a market clearing rate,

subject to central bank participation as a buyer or supplier of foreign exchange.
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Table 11.1
Indicators of competitiveness

1990 1991 1992 1993 1994

(Average percentage change)

Bulgaria
Industrial production -16.8 -22.2 -15.9 7.0 4.5
Employment in industry -6.2 -18.8 151 -11.8 -8.8
Wage in industry (expressed in local currency) 20.7 167.7 139.5 517 53.9
Exchange rate (LEV/USD) 216.7 210.5 322 19.2 100.7
Dollar wage in industry * -61.9 -13.8 81.2 27.2 -23.3
LLabour productivity in industry 2 -11.3 -4.2 0.9 5.4 14.6
Unit labour cost in industry in US dollars 3 -57.0 -10.0 82.9 20.7 -33.1
Czech Republic
Manufacturing production -3.5 -26.4 -14.5 9.9 0.2
Employment in manufacturing 3.1 -11.8 -7.5 -6.6 -3.7
Wage in manufacturing (expressed in local currency) 1.7 16.8 176 25.2 16.3
Exchange rate (CZK/USD) 19.3 64.2 -4.1 31 1.2
Dollar wage in manufacturing 1 -17.6 -28.9 22,7 21.4 17.8
Labour productivity in manufacturing 2 -0.4 -16.6 7.6 -3.5 4.1
Unit labour cost in manufacturing in US dollars 3 AT.3 -14.8 328 25.8 13.1
Hungary
Manufacturing production -10.1 -24.0 -4.9 32 8.7
Employment in manufacturing -10.6 -3.9 -15.5 -11.1 0.7
Wage in manufacturing (expressed in local currency) 229 25.6 26.6 22.8 20.3
Exchange rate (FT/USD) 7.0 18.2 B 16.4 14.4
Dollar wage in manufacturing * 14.8 6.2 19.8 5.6 5.2
Labour productivity in manufacturing 2 0.6 -20.9 12.6 16.0 8.0
Unit labour cost in manufacturing in US dollars 3 14.2 34.3 6.4 9.0 2.6
Poland
Manufacturing production -24.1 -12.3 4.8 12.2 14.5
Employment in manufacturing -3.7 0.4 -10.5 2.0 3.4
Wage in manufacturing (expressed in local currency) 374.2 63.3 37T 39.1 39.1
Exchange rate (ZLY,/USD) 560.2 i G 28.8 331 25.3
Dollar wage in manufacturing 1 -28.2 46.7 6.9 4.5 130
Labour productivity in manufacturing 2 -21.1 -11.9 LT 14.5 18.5
Unit labour cost in manufacturing in US dollars 3 -8.9 66.5 -8.7 -8.8 6.3
Romania
Manufacturing production -18.8 -23.6 -24.3 6.6 3T
Employment in manufacturing 0.6 -6.9 A5 7.9 -8.5
Wage in manufacturing (expressed in local currency) 6.6 123.0 166.0 1992.6 133.5
Exchange rate (LEI/USD) 43.9 211.9 328.7 146.8 117.6
Dollar wage in manufacturing -26.0 -28.5 -38.0 21.4 T3
Labour productivity in manufacturing 2 -19.2 -17.9 -13.5 1.4 13.3
Unit labour cost in manufacturing in US dollars 3 -8.4 -12.9 -28.3 19.7 5.3
Slovak Republic
Industrial production -4.5 -17.6 -14.4 -10.2 7.0
Employment in industry -3.1 -7.8 -15.8 1.4 0.3
Wage in industry (expressed in local currency) 3.0 178 19.7 18.4 17.0
Exchange rate (KCS/USD) 19.2 63.9 4.1 8.8 36
Dollar wage in industry -13.6 -28.1 24.8 8.8 13.0
Labour productivity in industry 2 1.4 -10.6 1.6 -3.0 T.3
Unit labour cost in industry in US dollars 3 -12.3 -19.6 22.9 129 5.3
Germany
Unit labour cost in US dollars 4 18.5 1.3 12.4 24, 4.4
United Kingdom
Unit labour cost in US dollars & 14.4 6.1 1.8 -14.5 1.9
Source
EBRD staff calculations based on data from the “OECD Short-term Economic 2 Measured as industrial /manufacturing output per employee in the
Indicators No. 2, 1995", industrial /manufacturing sector.
The calculations for Germany and the UK are based on data from the “OECD Main 3 Measured as the cost in US dollars of labour used in industry/manufacturing per unit
Economic Indicators”, June 1995. of gross output.
1 Measured as the local wage in industry/manufacturing converted into US dollars at 4 Mining and manufacturing wages per unit of output.

o

the average exchange rate for the year. Total wages and salaries per unit of output.
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rates substantially exceed the percentage increases in dollar wages
over the same period in EU countries, such as Germany (5 per cent).
These increases have caused concern about industrial competitive-
ness among some observers and governments, although the level of
the dollar wage remains modest throughout eastern Europe in
comparison with levels prevailing in the EU (see Table 11.2).

Table 11.2

Gross monthly wages in US dollars
(gross of income tax, net of social security tax)

1992 1993 1994
Bulgaria - 115 86
Czech Republic 164 200 240
Estonia 47 83 138
Hungary 282 296 317
Latviat - i 138
Lithuaniat - 37 89
Poland 215 221 241
Russia 28 63 96
Slovak Republic 161 175 196
Ukraine 24 15 30
Source

The data for the former Soviet Union states were taken from PlanEcon August 1995,
those for the Visegrad countries were taken from the Statistical Bulletin 1994,/4 and
1995/1 (issued jointly by the statistical agencies of the Visegrad countries), and

those for Bulgaria were taken from the Bulgarian National Bank Annual Report 1994.

1 For Latvia and Lithuania the wage levels quoted here refer to the state sector only.

A better measure of competitiveness than the dollar wage is the
labour costs (expressed in dollars) associated with production of
one unit of output. This concept, referred to below as “unit labour
costs”, can be expressed as the ratio of labour-related expenses
(measured in dollars) to the productivity of labour (the latter term is
defined as the number of units of output produced per employee).

Despite the rise in the dollar wage, unit labour costs in dollar
terms in manufacturing declined by about 22 per cent in Poland
and by 6 per cent in Hungary between 1991 and 1994. This points
to a very substantial improvement in lahour cost competitiveness
for both countries vis-g-vis Germany and, especially in the case of
Poland, also vis-d-vis the United Kingdom. This improvement
reflects large increases in labour produetivity in Polish manufac-
turing, amounting to 15-19 per cent per year between 1991 and
1994 (see Table 11.1).

Developments in Romanian and Bulgarian unit labour costs have
been dominated Lo a greater extent by gyrations in the dollar wage.
In the case of Romania, the cumulative rate of change of -19 per
cent in unit labour costs between 1991 and 1994 was dominated
by a drop of 28 per cent in 1992 which reflected rapid currency
depreciation (and, correspondingly, a sharp decline in the dollar
wage) rather than improvements in productivity. During the course
of 1993 and 1994, both stabilisation and structural reform took
hold in Romania, and the pattern of labour cost developments
came to correspond more closely to that seen in Hungary and

Poland, with increases in productivity outstripping increases in

11. Recent economic developments

dollar wages. In Bulgaria, the exchange rate and hence the dollar
wage have fluctuated sharply in recent years, partly in response to
changes in market perceptions of the government’s commitment to
macroeconomic stabilisation. Bulgaria was the only country listed
in Table 11.1 in which dollar wages declined in 1994,
Compounded by a 15 per cent improvement in labour productivity,
this led to a reduction by one-third in unit labour costs, partly
offselling rapid increases in the preceding two years.

In the Czech and Slovak Republics the sharp increases in unit
labour costs between 1991 and 1994 reflected rapidly rising dollar
wages, far outpacing productivity growth, which in fact was nega-
tive until 1994. The increase in dollar wages reflects the fact that
wages in local currency increased rapidly, while the nominal
exchange rate remained fixed against a basket of hard currencies.
Labour productivity movements were driven by the continued
weakness of the index for manufacturing output, which started
rising only in 1994 in both countries, long after the equivalent
indices in Hungary and Poland had begun to increase rapidly. The
late and subdued turnaround in recorded industrial production in
the Czech Republic may in part be the result of measurement diffi-
culties (the data quoted are based on observations only for
enterprises with more than 100 employees), possibly leading to an
understatement of labour productivity growth and an overstate-
ment of the rise in unit labour costs (statistical methodological

difficulties are discussed in Annex 11.1).

It should be emphasised that even reliable data on unit lahour costs
would be insufficient as the basis for a precise assessment of
changes in competitiveness. Ideally, the applied productivity
measure should focus on value added (rather than gross output) and
should incorporate changes in the cost and quantity of both labour
and capital. However, the analysis of these items is a challenge that
lies beyond the scope of this Report. It might appear intuitively
plausible that the use, as set out in Table 11.1, of gross output
rather than value added leads to an understatement of productivity
growth and an overstatement of increases in unit labour costs
because the transition process involves large culbacks in lines of
production that subtract rather than add value, so that value added
in manufacturing is likely to have fallen less sharply than output.
This hypothesis is, however, not always backed by available data.
In Hungary, for example, official estimates for real value added in
manufacturing point te a drop of 9.3 per cent in 1992 and 2.3 per
cent in 1993, whereas the estimates for gross manufacturing output
indicate a fall of “only” 4.9 per cent in 1992 and an increase of 3.1
per cent in 1993. To the extent both sets of figures reflect reality,
they imply an increase in the use of material inputs per unit of real

value added. The reasons for this development are unclear.

Abstracting from these conceptual and statistical difficulties,
Table 11.1 does provide at least tentative evidence of solid
productivity gains in 1994 in all of the listed countries. Such gains
are likely to reflect the combination of two conceplually separate
phenomena. One is the shedding by enterprises of staff who were
previously kept on the payroll as a “social support mechanism” (to
help sustain full employment). This process, which allows a reduc-
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tion in employment without a corresponding change in output, will
not go on forever. At some point there will be no more “surplus”
labour that can be shed without influencing capital requirements
or output from the enterprises. It is impossible to know how much

surplus labour is left in the enterprise sector.

The other phenomenon involves renewal and expansion of the
capital stock, improvements in training, and/or a strengthening of
the organisation and management of capital and labour. This
process may in principle proceed at a relatively rapid pace for as
long as technological, educational and managerial progress can be
imported from the West, that is, at least for as long as there is a
substantial gap between eastern and western Europe in the effec-

tiveness with which individual factors of production are being used.

Officially measured employment has dropped sharply over the past
four years and continued to decline in 1994 in all countries of
eastern Europe and the Balties (except the Czech Republic), despite
the fact that output in most countries was increasing at a substantial
pace. The scope for shedding of surplus labour may, however, be
shrinking rapidly. and it would appear reasonable to expect some
increase in employment in a few countries in 1995. In fact, aggre-
cate employment was rising even according to official estimates

during the first half of 1995 in the Czech Republic and Poland.

International trade

The foreign trade turnover of countries in eastern Europe grew
rapidly in 1994, in particular in the second half of the year.
According to estimates from the UN Economic Commission for
Europe,” aggregate exports {rom these countries grew last year by
12-15 per cent (in US dollar terms), while imports increased by
about 7-10 per cent. Trade between east European countries rose
substantially in 1994, after having contracted sharply during the
preceding four years. The relatively strong aggregate export growth
appears consistent with the indications in Table 11.1 of steady or
improving labour cost competitiveness for many east Kuropean
countries. The combined trade delicit of the east European coun-
tries narrowed in 1994 by about a quarter to just over US$ 10
billion. Romania was the greatest single contributor to this

improvement (see the country tables in Annex 11.1).

Ten countries in eastern Europe and the Baltics have entered into
“Europe Agreements” with the EU. Europe Agreements for
Bulgaria, the Czech Republic, Poland, Romania and the Slovak
Republic were signed during 1992-93. Agreements for Estonia,
Latvia, Lithuania were signed and one for Slovenia was initialled
during the spring and summer of 1995. The Europe Agreements
aim to further the integration between east European countries and
the EU by lowering barriers to trade, establishing a political
dialogue, harmonising legislation, cooperating on science and
technology, and providing for technical cooperation. The most
important aspect of the agreements is the establishment of free
trade in industrial goods over 10 years, asymmetrically — with the

3 UN Economic Commission for Europe (1995).

4 European Commission (1995).

176 European Bank for Reconstruction and Development

EU countries in most cases reducing protectionist measures at a
faster pace than their east European counterparts. During the
course of 1995 and 1996, the EU will abolish all remaining trade
barriers on industrial imports, except textiles (this has already
been done for the EU’s trade with some of the east European coun-
tries). Further concessions on trade in agricultural products are
applied on a reciprocal basis. The agreements have to be endorsed
by the national parliaments of all EU countries before entering
into full effect but the trade parts of the agreements become effec-
tive (through a so-called “interim agreement™) virtually
immediately after being signed. The full approval process has now

been completed for the first 6 of the 10 Europe Agreements.

The Central European Free Trade Agreement (CEFTA), signed by
the then Czech and Slovak Federal Republic, Hungary and Poland
in 1992, involves gradual symmetrical liberalisation of trade, most
radically for industrial products, during the period until 2001.
Slovenia will join CEFTA in 1996. Trade between the CEFTA
countries has been expanding in 1994 and 1995, after declining
sharply prior to the existence of the CEFTA agreement.

The prospect of accession to the EU

A “White Paper™ outlining the steps to be taken within the coun-
tries applying for accession was circulated in the spring of 1995
and endorsed by the EU summit in Cannes in June. Accession Lo
the EU for a country of the region would surely be a landmark on
the road to establishment of a fully fledged market economy and
one may ask whether it would signal the “end of market-oriented
transition”. The answer will depend on what is meant by the “end
of transition™. If the latter concept defines the point at which the
economies have overcome the legacy of the many decades of the
command economy and are now essentially similar to a western
European economy then the answer would surely be “no”. For
even the most advanced countries of the region, the restructuring
problems are much too profound to be overcome in just 10 years
from the start of transition. The damaging and dangerous environ-
mental and nuclear legacy will still be threateningly present in the
year 2000. The financial institutions will still be inexperienced
and many of them fragile. Corporate governance is unlikely to be
of the quality typically seen in wesiern European countries. The
neglect of the infrastructure by the old regime will take much more
than one decade to rectify. In all these basic senses the transition

will be far from complete even with accession.

There is no doubt, however, that accession would be an important
milestone. It would mark full integration into the major relevant
trading bloc and thereby overcome permanently any residual
barriers to trade in the main export markets. Accession would
reduce the risk foreign providers of funds had previously associ-
ated with lending to the new members and thus lower the cost of
capital to both publie and private sectors, although it would not be
guaranteed to provide the levels of long-term capital that will be

needed for restructuring to proceed at a satisfactory pace. From



the point of view of the new members, accession would be likely to
enhance access to infrastructural funds, through, for example, the
Furopean Investment Bank and the EU Regianal and Structural
Funds. From the perspective of trade, capital markets, infrastruc-
ture investment, and for many other economic and political issues,

it will be a profound advance.

To a large extent, pursuing the transition hy establishing a well-
functioning market economy will involve much the same measures
as would be prescribed for preparation for accession. Hence, since
the countries seeking accession are embarked on the transition
they are already basically committed to the required path for
accession. There are, however, specific institutional and legislative
measures, including infrastructure requirements (trans-Europe
links, for example), the functioning of financial institutions and
environmental standards, for which specific accession-oriented

investments will be required.

Events internal to the EU will be among the erucial determinants
of the timing and conditions for accession to the Union of east
European and Baltic countries. The poorer regions of the EU
currently benefit from significant aid in the form of regional and
structural funds. Subsidies are also allocated on a secloral basis,
most notably through the Common Agricultural Policy (CAP).
Integration of the countries of eastern Europe and the Baltics into
the EU would have very significant implications for these redis-

tributive policies.

Many of the east European and Baltic countries are suffering from
the same problems as the disadvantaged regions of the EU: inade-
quale transport and other basic infrastructure, a large and
comparatively low-productivity agricultural sector, industrial
decline and high levels of unemployment. Funding under EU
structural policies attempls to overcome these weaknesses and
“cohesion” funds are currently provided to four countries which
account for 18 per cent of the EU population. The simple exten-
sion of these policies to eastern Europe and the Baltics would
imply massive transfers of funds over long periods of time. Simply
extending the structural policies to these countries would imply
roughly a doubling of the EU’s structural funds budget, which is
estimated to be ECU 35 hillion in 1999,

The issues relating to the EU’s Common Agricultural Policy are
even more uncertain than those regarding structural funds,
although the ultimate financial implications are not as large. In
1994, the cultivated area in Bulgaria, the Czech Republic,
Hungary, Poland, Romania and the Slovak Republic was equiva-
lent to 38 per cent of the EU total. Without major reform of the CAP,
it may be anticipated that the entry of the prospective members
would imply that CAP expenditures rise by at least a third.
Enlargement without further substantial modification of the CAP
may nol be feasible both for the internal reasons associated with the
budgetary burden and because of commitments made by the EU
and the east European countries under the Uruguay Round.

11. Recent economic developments

The Inter-governmental Conference of the EU member countries,
Lo slarl in 1996, will form a major part of the decision-making
process for accession. The Conference is unlikely to be complete
before the middle of 1997. The outcome of the Conference will
have to be ratified by all EU member governments and this may
take another one to two vears. In addition, as noted, erucial and
controversial aspects of the EUs funds and policies may need to
be reformed before it would be realistic to expect existing member
countries to vote for full accession of east European and Baltic
partner countries. Detailed negotiations with each country will be
required before the arrangements can be completed. Tt appears
unlikely that all 10 countries with Europe Agreements would join

at the same time.

Access of governments and central banks to
international capital markets

Before 1995, the only governments or central banks in eastern
FEurope that had been able to raise funds in international bond
markets after embarking on market-oriented transition were those
of the Czech Republic, Hungary and the Slovak Republic. The
Hungarian authorities have been by far the most active in these
markets, raising US$ 4.4 billion in 1993 and US$ 2.5 billion in
1994 to build up reserves, and to cover principal payments on the
country’s high stock of foreign debt as well as, in 1993-94, current
account deficits equivalent to 9 per cent of GDP, far in excess of
inflows of foreign capital to the corporate sector (in the form of

lending or foreign investment).

Jilters in international capital markets during the months following
the Mexican financial crisis in January 1995 subsided during the
second quarter of the year. Thus, the National Bank of Hungary
(NBH) was able to raise US$ 1.5-2 billion during the first three quar-
ters of 1995 through international bond issues and syndicated loans,

A yen issue by the NBH in September carried a maturity of 20 vears.

The governments of the Czech and Slovak Republics saw less of a
need during the first half of 1995 to issue bonds in international
markets, as they were able to add to their stocks of foreign
exchange reserves without resorting to foreign borrowing.
Although the Czech Republic’s current account moved into a
deficit of about 3 per cent of GDP in the first half of 1995 after
having heen in surplus in 1994, this was outweighed by even
grealer inflows of investment, portfolio placements and direct
lending from abroad to Czech-domiciled enterprises and banks.

In July 1995, the Polish government tapped private capital
markets for the first time in the 1990s, raising US$ 250 million
from a Eurobond issue with five years’ maturity. The government
had paved the way in late 1994 by reaching agreement with
commercial creditors on repayment terms for pre-1991 state debt.
The net present value of obligations covered by the agreement was
reduced by about 50 per cent. This debt reduction agreement
(which complemented a reduction in 1991 by about 50 per cent in
Poland’s debt to official ereditors) led to the elimination of Polish
debt arrears and “normalised” the country’s relations with external

creditors. The issue of bonds in July 1995 was helped not only by
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debt reduction but also by the persistently solid Polish fiscal
policy record so far during the 1990s, as affirmed by cuts during
1994 and the first half of 1995 in the deficit of the state budget and
of the current account. Although official statistics point to a Polish
current account deficit of about US$ 0.8 billion for the first half of
1995 (up slightly from US$ 0.6 billion in the first half of 1994),
many observers believe that the “true” current account is in
surplus, after incorporation of border trading (particularly buoyant

on the export side) which escapes official statistics.

Relations with international capital markets also improved for
other countries in the region. In May 1995, the National Bank of
Romania became a newcomer to the market for syndicated loans
(after years of absence), obtaining a one-year loan in the amount of
US$ 150 million from a group of Western banks. In August 1995,
Latvia raised about ¥4 billion by issuing bonds with a maturity of
two years in international capital markets. In September Slovenia
concluded an agreement with commercial creditors to assume part
of the debt of the former Yugoslavia. This agreement will
“normalise” Slovenia’s creditor relations and is likely to open the
way for international bond issues. Albania agreed in July with
commercial creditors on a debt restructuring package, involving a
reduction of up to 80 per cent in the net present value of obliga-

tions covered by the agreement.

11.2 The Commonwealth of Independent States
Output developments

Over the past year, the pace of output decline has subsided in the
largest CIS countries, Russia and Ukraine, following precipitous
falls over the preceding three years. In Russia, industrial production
during the first half of 1995 was “only” a few percentage points
below the level achieved during the first half of 1994. In Ukraine,
output was relatively stable during most of 1994 but declined by
ahout 15 per cent in the first quarter of 1995 (from the level in the
last quarter of 1994), partly in response to a substantial tightening of
financial policies. It remains uncertain for both Russia and Ukraine
to what extent output will be reduced by the expected execution of
tight credit policies during the remainder of the year. Output in the
remainder of the CIS continued to contract in the first half of 1995,
except in Armenia where production staged the first substantial
rebound seen so far in the CIS (from a very depressed level).
According to official estimates, the level of indusirial output in
Armenia in the first half of 1995 exceeded the level in the same
period of 1994 by at least 10 per cent.

The recent output stability in perspective

The output stability in the larger CIS countries follows a severe
contraction during the first four years of the 1990s and very slug-
gish growth in the latter half of the 1980s. The slow-down in
growth in the perestroika period in the late 1980s was caused in
part by a decline in oil production, resulting from years of inade-
quate investment in the oil sector, and in part by the use by
enterprises of increased budgetary autonomy to switch spending
from investment to wage increases. The drop in oil output coin-
cided with a rise in hard currency debt servicing requirements,

forcing the Soviet authorities to raise hard currency revenues by
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exporting an ever-growing share of oil output to the West while
compressing the use of hard currency for imports of inputs and
machinery. In order to capture badly needed hard currency
revenues, oil exports were diverted away from trading partners in
the CMEA. In the 1980s, these trading partners would not
narmally pay for imports from the Soviet Union in hard currency
but in the form of deliveries of goods under complicated hilateral
barter deals. In response to Soviet cuts in oil deliveries, the Soviet
Union’s CMEA trading pariners cut exports to the Soviet Union.
The trading partners were keen to avoid shipping useful resources
to the Soviet Union in exchange for non-convertible claims which
they would not be able to use to solicit imports of useful goods and
services. The resultant drop in deliveries from eastern Europe to
the Soviet Union aggravated shortages of inputs and investment
goods within the Union hetween 1988 and 1990.

The Soviet economic climate deteriorated further in 1991. The
break-up of the Union led to a disintegration of inter-republican
trading links. Partly as a result of this, the all-encompassing influ-
ence of the state order system for domestic procurement and
distribution of goods and services was eroded before market-based
institutions were ready to take over transportation, distribution and
marketing of goods and services. Meanwhile, all levels of govern-
ment throughout the former Soviet Union were forced to cut back
on demand for capital goods in general, and for military goods and
personnel in particular, adding further to the recessionary forces
that had come to dominate the economies of the newly indepen-
dent states. Ripple effects from these shocks as well as a gradual
further disintegration of the old command system and of inter-
republican trading links led to further falls in output in 1992,
1993 and 1994. In cumulative terms, real GDP of the CIS coun-
tries has virtually halved during 1990-94, according to official
estimaltes (see the summary table on growth in Annex 11.1). While
these estimates are likely to overstate the decline there can be

little doubt that the contraction has been severe.

The fiscal and monetary policy regime in Russia was tightened in
1994 and the first half of 1995, although this trend was interrupted
occasionally by spells of rapid credit expansion. The overall trend
towards harder enterprise budget constraints (resulting from the
tightening of central bank credit policy) forced most chronic loss-
makers to cut production. This helped release labour and financial
resources to the fledgling private sector, although open unemploy-
ment was kept at a minimal level through the widespread use by
enterprises of “unpaid leave” for employees in preference to
outright layoffs. While the release of previously poorly utilised
resources helped set the stage for a switch in the medium term to
sustainable growth, the initial effect may well have been signifi-
cantly contractionary. Cuts in unprofitable activity are likely to
have occurred at a substantially faster pace than the generation of
new high value added lines of output, providing part of the expla-
nation for the officially estimated 15 per cent decline in Russian

real GDP in 1994,

However, the weight in GDP of the growing non-state sector has

expanded substantially over the past 18 months, while that of the



financially troubled part of the “old” enterprise sector has dropped
off. This development has gradually brought Russia closer to the
point at which even officially registered aggregate real GDP will
again begin to grow. Full-vear real GDP may still be lower for 1995
than for 1994 but the turnaround is likely to he reached in 1996.

In interpreting these comments, it is important to keep in mind that
all quantitative statements made in this section rely on data from
the national statistical agencies in CIS countries (see Annex 11.1).
There can be little doubt that these data exaggerate the fall in
output. Stalistical systems in the CIS countries are dependent to an
even greater extent than their counterparts in eastern Europe on
reporting from large, “old” companies that have contracted most

rapidly, rather than the new and more dynamic private entities.

Inflation and exchange rates

Although rates of inflation remain much higher in the CIS than in
eastern Europe, most CIS countries have reduced the rate of price
increases very substantially over the past two years through much
tighter fiscal and monetary policies, in most cases designed in the

context of policy agreements with the International Monetary Fund.

The most impressive progress towards price stability within the
CIS has been made in Armenia, Azerbaijan, Georgia, Kazakstan,
Kyrgyzstan and Moldova. In Armenia, consumer prices rose 27 per
cent during the first four months of 1995, after having increased
fivefold during the same months of 1994. Azerbaijan’s monthly
inflation rates, which had hovered between 17 and 28 per cent
from August 1994 to January 1995, dropped to a more modest 1-6
per cent range during February-April 1995. In Georgia, consumer
prices rose less than 20 per cent during the first half of 1995, after
having risen more than 70-fold during 1994. A slightly less
dramatic yet still impressive development was recaorded in
Kazakstan, where prices rose less than 30 per cent during the first
five months of 1995 after having increased 10-fold during 1994.
More persistent stabilisation policies have heen pursued over the
past few years in Kyrgyzstan and Moldova, whose 12-month rates
of inflation fell gradually during 1994 and the first half of 1995 to
reach, respectively, 41 per cent and 22 per cent in July 1995,
down from more than 1,700 per cent in both countries in
December 1992, The reduction in inflation rates has been
reflected in a gradually increasing degree of stability of nominal
exchange rates, notably in Kyrgyzstan and Moldova, but also in
Georgia, Russia and Uzbekistan.

In Belarus, Russia, Ukraine and Uzbekistan, inflation fell to
4-T7 per cent per month in the second quarter, after having risen
sharply to much higher levels towards the end of 1994. In the case
of Ukraine, there will be a one-off large increase in the price level
during the third quarter of 1995 as administrative prices are
adjusted. But the monthly rate of inflation is likely to fall back late
in the year, assuming the fiscal and monetary policy determination
of the government and the central bank is maintained.

Tajikistan had the unique experience within the CIS of a large

price level decline in early 1994 resulting from an unintended
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monetary contraction in the context of the switch from the use of
“old Russian roubles” to the use of “new Russian roubles” without
establishment of a formal monetary union with Russia (these
events are described in greater detail in the EBRD’s Transition
Report Update, April 1995, p. 11). However, the official estimate of
the size of the price decline during January-March 1994 has now
been revised downwards from 42 per cent to 27 per cent, and
increases during subsequent months are currently thought, despite
an extremely tight supply of liquidity, to take end-year inflation for
1994 o a positive 5 per cent. A new national currency, the Tajik
rouble, was introduced on 10 May 1995. Tajikistan and
Turkmenistan are the only countries in the CIS that have experi-

enced a substantial increase in inflation in 1995.

Unit labour costs in Russia

The depreciation of the Russian exchange rate has, over the past few
years, fallen far short of the differential between nominal wage
increases in Russia and nominal wage increases in trading partner
countries. Meanwhile official data for output and employment indi-
cate that productivity continues to decline. Thus unit labour costs
(in dollars) in Russia’s industrial sector rose by more than 150 per
cent in 1993 and more than 80 per cent in 1994 (see Table 11.3).
Even if the data underlying these figures overstate the production
decline, there can be little doubt that unit labour costs have risen
sharply (Annex 11.1 provides a commentary on problems of inter-
pretation of Russian output data). It is important, however, not to
exaggerate the consequences of this rise. Monthly wages, at an
average of US$ 96 per month in 1994 (see Table 11.2), remain at a
very modest level by international standards. Much of the real
currency appreciation in the past few years represents an adjust-
ment to the initial “undershooting” of the real exchange rate (below
the long-run sustainable level). This undershooting had occurred in
the initial reform period in response to highly negative real interest
rates (now replaced by rates that are highly positive in real terms)
and a perception of high systemic risk (a perception which is likely
to have lessened gradually in recent years).

Table 11.3
Indicators of competitiveness for Russia
1993 1994
(Average percentage change)
Industrial production -14.1 -20.8
Employment in industry -3.3 -4.8
Wage in industry (expressed in local currency) 838.9 265.8
Exchange rate (rouble/US dollar) 318.9 136.6
Dollar wage in industryl 1241 54.6
Labour productivity in industry2 -11.2 -16.8
Unit labour cost in industry in US dollars2 152.3 85.9

Source
EBRD staff calculations based on data from the OECD Shortterm Economic
Indicators No. 1, 1995.

1 Measured as the local wage in industry converted into US dollars at the average
exchange rate for the year.

2 Measured as industrial output per employee in the industrial sector.

3 Measured as the cost in US dollars of labour used in industry per unit of gross
output.
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Trade developments

Data compiled by the UN Economic Commission for Europe point
to a modest increase in 1994 in the dollar value of exports from
CIS countries to non-CIS countries of about 9 per cent, and an
increase in the corresponding import value of about 5 per cent.
Russian export growth was slightly below the average for the CIS
countries, whereas the remainder of the CIS saw export growth of

about 15 per cent.

The aggregate trade balance for the CIS countries vis-c-vis the rest
of the world was in surplus by about US$ 20 billion in 1993 and
US$ 23 billion in 1994. These figures are dominated by very large
Russian surpluses (accounting for about US$ 18 billion in 1993
and US$ 20 billion in 1994, according to official estimates).

However, much uncertainty is associated with trade statistics for
the CIS countries. The country tables in Annex 11.1 quote a figure
for Russia’s trade surplus vis-d-vis non-CIS partners in 1994 of
US$ 12 billion, substantially below the official estimate of the
surplus), based in part on the assumption that official customs
statistics fail to record a significant proportion of imports, particu-

larly of consumer goods.

Concluding remarks

The picture that emerges from an analysis of GDP data for eastern
Europe, the Baltics and the CIS is one of growth in those countries
that entered the process of market-oriented transition and macro-
economic stabilisation in earnest around 1989-91, and of
gradually diminishing declines in output in those countries that
entered the process a few vears later.

Progress in the transition process (described in detail in
Chapter 2) has been accompanied by advances in the control of
inflation, through increasingly active fiscal and monetary policy.
The EBRD expects inflation by the end of 1995 to be in the 5-30
per cent range in most of eastern Europe and the Baltics, and close
to 100 per cent in large parts of the CIS (lower in some of the
smaller CIS countries). In the following chapter these and other
EBRD predictions will be compared with forecasts from a large

number of other institutions.
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Annex 11.1

Selected economic indicators for each country in transition

Statistics

The interpretation of economic indicators: some caveats
The following set of tables provides a summary of macroeconomic
developments in recent years in the EBRDs countries of opera-
tions. However. many of the series suffer from quality deficiencies.
They are mostly based on official national statistics from govern-
ments, statistical agencies and central banks in eastern Europe,
the Baltics and the CIS. In some cases they are taken from publi-
cations issued by other international financial institutions, which
in turn rely heavily on official national statistics. A period of
fundamental systemic change to a country’s economic system
lends greatly to increase dala inaccuracy. This section discusses
some of the difficulties of interpretation and quality thal are asso-
ciated with the data series. (A less comprehensive version of this
section was published in the EBRDs Transition Report Update,
April 1995.)

Statistics for output and value added

Before the market-oriented transition began in earnest in eastern
Europe, the Baltics and the CIS, statistics on production volumes
were based on information from state-owned companies. Virtually
all of these companies were subject to extensive reporting require-
ments. However, the devolution of activity over the past 4-5 vears
to myriad smaller, often private, entities has forced statistical
agencies in the region to switch towards survey-based methods of
data collection, similar to those applied in the West. The change of
technique has created great methodological difficulties.

Since 1989, statistical agencies in the region have been gradually
phasing out the Material Product System (MPS). the national
accounting system that was applied by centrally planned economies
and which excluded many services (in the so-called “non-material
sphere”) from the “Net Material Product” (NMP), its main measure
of value added. The aim of these stalistical agencies has been to
replace the MPS by the United Nations™ System of National
Accounts (SNA), which establishes the core of the standards that are
applied in most OECD countries as well as in many developing
countries throughout the world. The most important concept of
aggregate value added in the SNA system is the “Gross Domeslic
Product” (GDP). The use of a simplified conversion between esti-
mates for NMP and GDP during the gradual switch of system has
introduced an element of inaccuracy. A number of statistical agen-
cies in CIS countries continue to apply the “old” data collection
principles that were originally aimed at production of an NMP-
estimate. Some of these countries amend the NMP-estimate in a
very rough procedure to arrive at a figure for GDP. The procedure
often amounts to simple multiplication of the NMP-estimate hy a
fixed factor (usually in the range of 1.1-1.3) to adjust for the exclu-
sion from NMP of most value added from the service sector.

One probable result of inadequate statistical coverage of the rela-
tively dynamic, and rapidly growing, private sector is a negative
bias in some countries’ growth estimates for the initial years of
transition. The companies that are most easily monitored are large

state-owned enterprises, which are in most cases contracting

5 Dobozi and Pohl (1995).

rapidly. Private companies in the new market-oriented environ-
ment may be tempted, mainly for tax reasons, to understate their
production. The resulting negative bias in series for growth of real
GDP and gross output may be quite large. In some cases the
magnitude of the officially measured decline in real GDP does not
appear credible. For example, Georgia’s real GDP in 1994 was
less than 15 per cent of the 1989 level, according to official
figures. During the interim period Georgia was also exposed to a
sharp deterioration in the terms of trade and suffered a loss of
large fiscal transfers from the central authorities of the former
Soviet Union. Thus the implication of the official GDP series
would be that the average real income in Georgia is now far less

than 15 per cent of the 1989-level.

Studies published several years ago with the hacking (if not offi-
cial endorsement) of statistical agencies in Hungary and Poland
point to a need for substantial positive revisions lo these countries’
official data for GDP growth in the early 1990s. These findings
have not been reflected in revisions to the data series that are
published by the Hungarian and Polish governments. These series
may still fail to capture in full the growth in the emerging private
sector, especially the informal part of it. This caveat applies to the
figures shown in the attached country tables for Hungary and
Poland, which reproduce the official data series. Similar caveats
apply to the attached tables on most other countries of eastern
Europe, the Balties and the CIS.

A recent study by Dobozi and Pohl suggests that the percentage
changes in electricity consumption may be better proxies for
percentage changes in “true” real GDP levels than available offi-
cial GDP-estimates.® One underlying assumption is that reported
data on electricily consumption are more reliable than official
GDP-estimates. Anather is that the ratio of electricity consumption
to “true” GDP is constant or declining. Their calculations show
that, for eastern Europe, the percentage drop in electricity
consumption between 1989 and 1994 corresponds fairly well to
official estimates of the GDP decline, whereas for the CIS coun-
tries the drop in electricity consumption falls far short of the
measured fall in GDP (see Table 11.4). A rise in overhead elec-
tricity use per unit of output due to declining capacity utilisation
and a fall in maintenance investment, would tend to raise absorp-
tion of electricity per unit of value added. However, athers factors,
including higher electricity tariffs and shifts away from heavy
industry, would pull towards increased energy efficiency. Dohozi
and Pohl find it plausible to assume on balance that the energy
intensity of real value added would have changed only a few
percentage points over the period covered by their study. Their
assumption would imply that the GDP decline has been overesti-
mated in official statistics to a much greater extent in the CIS
countries than in eastern Europe and in the Balties. The “elec-
tricity measure” of GDP developments should, however, also be
interpreted with care. In some countries there may be solid
grounds for refuting the assumption that the relationship between
electricity use and value added has remained constant. In partic-

ular, certain countries, including Kazakstan and Kyrgyzstan, have
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Table 11.4
Growth in power consumption and real GDP!

Cumulative change

(Annual change in per cent) in per cent
1990 1991 1992 1993 1994 1989-94
Eastern Europe
Bulgaria Power consumption 6.9 -14.4 -6.6 2:3 0.2 -23.7
GDP estimates 9.1 11.7 7.3 2.4 1.4 -26.4
Czech Republic  Power consumption 0.5 -8.9 2.1 0.5 34 8.0
GDP estimates 0.4 -14.2 6.0 -0.9 2.6 -18.3
Hungary Power consumption 2.4 -6.0 6.8 4.1 0.8 -17.3
GDP estimates -3.5 -11.9 -3.0 0.9 2.0 -16.6
Poland Power consumption 8.1 2.4 -2.6 2 0.8 -10.1
GDP estimates -11.6 7.6 2.6 3.8 5.0 -8.7
Romania Power consumption -15.8 9.4 -8.9 -1.4 4.0 -34.2
GDP estimates -5.6 12.9 -10.0 1.3 3.4 -22.85
Slovak Republic Power consumption 0.8 7.7 4.6 -6.3 26 -16.0
GDP estimates 0.4 14.5 -7.0 4.1 4.8 -20.4
Baltic countries
Estonia Power consumption 0.5 -3.0 -15.2 -10.1 6.1 21.1
GDP estimates 8.1 -11.0 -14.2 6.7 6.0 -30.6
Latvia Power consumption -0.3 -3.5 -19.8 -18.8 2.8 -35.8
GDP estimates 29 -8.3 -35.0 -15.0 2.0 -46.8
Lithuania Power consumption 4.0 0.8 -22.0 -25.3 2.4 -45.8
GDP estimates 5.0 -13.1 -37.7 -24.2 i iy -60.4
Commonwealth of Independent States
Armenia Power consumption -14.3 1.7 -12.7 -33.8 -10.2 -56.3
GDP estimates 1.4 -10.8 -52.4 -14.8 5.4 -64.7
Azerbaijan Power consumption -0.4 0.4 -15.0 -3.5 -7.9 -24.5
GDP estimates -11.7 -0.7 -22.6 -23.1 -21.9 -59.2
Belarus Power consumption 13 0.4 -10.3 -10.0 -11.8 27.6
GDP estimates -3.0 1.2 9.6 -11.6 -21.5 -39.9
Georgia Power consumption 2.0 -10.2 -20.5 -14.3 -26.0 -55.6
GDP estimates 12.4 -13.8 -40.3 -39.0 -35.0 821
Kazakstan Power consumption 123 -3.1 -5.9 -7.9 -14.5 27.3
GDP estimates -0.4 -13.0 -13.0 -12.0 -25.0 -50.2
Moldova Power consumption 6.5 4.6 -14.9 -11.3 -12.6 -33.0
GDP estimates -1.5 -11.9 29.0 9.0 22.0 -56.3
Russia Power consumption -0.4 2.3 6.2 -5.5 -8.5 21.1
GDP estimates -4.0 -13.0 -19.0 -12.0 -15.0 -49.4
Ukraine Power consumption 1.0 2.2 6.2 -7.8 d1.7 24.6
GDP estimates -3.4 -12.0 -17.0 -17.0 -23.0 -54.9
Uzbekistan Power consumption 1.5 -3.7 -6.1 -3.5 -3.6 -14.6
GDP estimates 16 0.5 114 2.4 2.6 -14.6

1 The data on power consumption were kindly provided by Istvan Dobozi and Gerhard Pohl from the World Bank. The GDP growth rates quoted here were taken from the country tables
in Annex 11.1.
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pursued a relative price policy which has led Lo substitution of

electricity for other sources of energy.

Data uncertainty pertains not only to output statistics but also to
most other macroeconomic data, including measures of consump-
tion, investment, employment and prices. For some countries,
indicators of expenditure fail to support the hypothesis that deficien-
cies in currently available data on production lead to a negative bias
in published series for growth in real GDP. For example, data for
consumption and investment in Hungary and Poland in 1993 point
to significantly weaker GDP growth than data collected from the
production side.® This may in part be because expenditure data in
these countries suffer from an even greater negative bias than the
production series. A possible bias of this sort could result from a
gradual shift in retail trade away from long-established outlets that
tend to underlie retail trade surveys, as well as from rising invest-

ment by small enterprises whose activities are difficult to monitor.

A recent study by Gavrilenkov and Koen, focusing specifically on
national accounts expenditure data for Russia, argues the exact
opposite. Gavrilenkov and Koen report that the Russian statistical
agency Goskomstat recently dramatically revised its retail trade
series: the new series put the decline in the volume of retail sales
between 1990 and 1994 at 1 per cent, down from 40 per cent
according to the older series. This revision has not been reflected
in the official Russian national accounts in which GDP is esti-
mated primarily on the basis of production data. Gavrilenkov and
Koen present an alternative set of GDP-estimates, in which they
incorporate the recent revisions to retail trade (by assuming that
these revisions should be reflected in corresponding adjustments
in the official estimates for private consumption). The decline in
real GDP is about 4-7 percentage points less each year (1991-94)
in their alternative set of accounts than in the official version of

the Russian national accounts.

The following country tables include various measures of GDP or
GNP per capita. The common denomination chosen for this concept
in the tables 1s US dollars per capita. The most straightforward way
to derive an estimate of GDP per capita is to divide the official
nominal GDP-estimate (in national currency) by the size of the
population, and then convert it into US dollars using the average
exchange rate for the vear. However, if the aim is to gauge the
country’s standard of living, this is a highly problematic approach
because a typical consumer basket is far cheaper in eastern
Europe, the Baltics and the CIS (measured in US dollars at the offi-
cial exchange rate) than it is in western Europe, Japan or the USA.

Measures of GNP at “purchasing power parity” (PPP) aim to over-
come this problem. The PPP-estimates quoted in the attached
tables were taken from the World Bank Atlas 1995. In the compu-
tation of these estimates, the World Bank has divided nominal
GDP for each country by the country’s PPP, defined as the number
of units of the country’s currency that would be required to buy the

same amount of goods and services in the domestic market as one

& Bartholdy (1994).
7 Gavrilenkov and Koen (1994).

Annex 11.1 Selected economic indicators for each country in transition

dollar would buy in the United States. It is far from easy to produce
these estimates. Price data for countries in transition are often
inaccurate (see below). Moreover, the PPP-estimates are heavily
influenced by the choice of goods-basket for which the price
comparison is made. For some of the countries of eastern Europe,
the Baltics and the CIS, the PPP-hased estimates in the attached
tables are based on very preliminary information. Future revisions
may produce very different figures. The World Bank has initiated a
major research effort (to which the EBRD contributes) to improve
the quality of PPP-based estimates of GNP.

Data on exports and imports

Some countries in transition produce two different sets of data on
exports and imports. One set is derived from customs data for
imports and survey data for exports. Another set is based on
hanking data on flows of foreign exchange: payments for imports
and receipts for exports. It used to be thought in countries such as
Hungary that banking data were “more reliable” than
customs/survey-based statistics. This assessment was formed
during the 1980s when data from the large state banks covered
moslt transactions in these economies. Since then the quality of
banking statistics has dropped as banks have become gradually
more independent, new private banks have emerged and reporting
requirements have weakened. This may have reversed the ranking,

in terms of relative reliability, of the different sources of statistics.

High inflation

Many countries in the region have gone through a period of very
high inflation which has made it difficult to measure relative price
changes. High inflation has also made it particularly awkward to
deflate correctly nominal data for production, use of inputs,
consumption, fixed investment, stock-building and wages. When
price increases as well as volumes of production are subject to
large swings from month to month, it is difficult to compute a
measure of growth in real GDP. Computation of a constant-price
estimate for GDP through simple deflation of the annual nominal
GDP-figure by a measure of annual average inflation may lead to
serious errors. When inflation is sufficiently high, and fluctuates
from week to week, even the use of monthly data as the basis for
deflation may lead to large errors.

Index number problems

Index number problems have also complicated the interpretation
of price (and production) data for eastern Europe, the Baltics and
the CIS. An important index issue is the choice of base year. Some
countries, including the Czech Republic, have been slow to
change the base year for their national accounts. In the Czech
case, the national accounts are still presented at constant 1984-
prices. Production sectors with much higher relative prices or
volumes in pre-reform 1984 than in post-reform 1994 carry an
excessive weight in the computation of growth rates for the
economy as a whole. Another very important index issue relates to
guality improvements. Part of the price increase that has taken

place in recent years in eastern Europe, the Baltics and the CIS
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has been caused by the switch from low-quality, cheap products to
high-quality, expensive equivalents. One result is that official
price series tend to exaggerate inflation. In some cases, estimates
of changes in the production volume may have been derived
through deflation of nominal production data by these exaggerated
price indices. Such estimates would exaggerate a production

decline (or understate a production increase).

Fiscal data

Data from government budgets are sometimes difficult to interpret
because of the tradition in many countries of the region of
handling many activities of the state and municipalities off-
budget. Another problem stems from the fact that chronically
loss-making enterprises in some countries are kept alive through
their access to credits from the banking system. Such credits may
conceptually constitute government subsidies. Where this is the
case, it is deceplive to look exclusively to the fiscal accounts for a
measure of the underlying budgetary imbalance.

A special difficulty of interpretation pertains to countries with
high inflation and a large stock of government debt. A part of the
budget deficit in such a country reflects interest payments to
holders of claims on the government. A large share of these
payments serves only to compensate claimholders for the inflation-
induced drop in the real value of their claims. Spending by the
government for inflation-indexation of liahilities does not add to
the real value of the government’s net indebtedness. Therefore,
standard concepts of the fiscal deficit, which include expenditures
that cover this type of “indexation of the liabilities”, may exceed
by a wide margin the impact on the ratio of government debt to

GDP of the underlying fiscal position.

This makes it difficult to assess the seriousness of a particular
deficit. expressed as a percentage of GDP, independently of the
government debt stock and the rate of inflation. These factors are
crucial to inter-country comparisons of fiscal positions. Similarly,
it is important to consider changes in inflation when the path of a

particular country’s deficil over time is under serutiny.

Banking reform during transition may also distort the fiscal
accounts. In countries where the government effectively guaran-
tees depositors against losses, the “net worth of the slate” declines
every time bad lending decisions are made by those banks that are
covered by the guarantee. Losses associated with such decisions
should arguably be accounted for in the state accounts at the time
when they occur (although this is rarely possible in practice),
rather than at the time when they are reflected in a state-financed
bank recapitalisation. If the state injected capital into the banking
system in 1994 to cover banking losses accrued over many years
this outlay should clearly not e treated as a new budgetary expen-
diture accruing in 1994. The outlay represents realisation of losses
of past years, which should have been treated as expenditure in
past years’ state budget accounts. The typical practice in eastern
Europe (where, for example, the former Czechoslovakia, Hungary,
Poland and Romania have injected large amounts of capital into

the banks) has been to exclude the banking losses from the fiscal
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accounts both in the year of accrual and in the vear of recapitalisa-

tion. The losses do not appear in the fiscal accounts for any year.

An important problem pertains to the interest paid by the state on
funds it has used for bank recapitalisation. Banks in need of
recapitalisation will typically be paying interest on all deposits
while being unable to collect interest on some of their assets. Thus
their average interest margin is negative. Prior to recapitalisation,
losses resulting from negative interest margins appear only in the
books of the banks, not in the state budget. State-financed recapi-
talisation shifts them from the books of the banks to the accounts
of the government. Assume, for simplicity, that the state carries out
the recapitalisation by donating to the banks a batch of state
bonds. After this, the state will be paying interest on these bonds.
One may think of this flow of interest payments as an annual
subsidy from the state to the banks to cover losses that derive from
the negative interest margin. After bank recapitalisation, these
flows are typically treated in the fiscal accounts as state expendi-
tures. This makes perfect sense, but the losses associated with the
negative interest margin should also ideally be treated as fiscal
expenditures in the accounts for earlier years. The fact that they
are not means that official budget data will tend to exaggerate any
underlying fiscal deterioration (or underestimate any improve-
ment) in the years after recapitalisation of the banks. The
distortion resulting from this problem is probably greater in
Hungary, where the state injected capital equivalent to almost
10 per cent of GDP into the state-owned banks during 1992-94,
than in any other country in the region.

Concluding remarks

Without pretending to be exhaustive, this section highlights some
of the difficulties of interpretation that are associated with the data
series that appear in the following macroeconomic country tables.
It is emphasised here that the reliability is weak for many series
and that many important conceptual issues need to be carefully
considered by the user of macro-data for most of the countries of

eastern Europe, the Baltics and the CIS.
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Growth in eastern Europe, the Baltics and the CIS

Annex 11.1 Selected economic indicators for each country in transition

Real GDP
1990 1991 1992 1993 1994 1995 Projected level of
Profection  real GDP in 1995
Individual countries (Percentage change) (1989=100)
Albania -10 -28 -10 4:1 7 6 75
Armenia -7 -11 -52 45 B 5 37
Azerbaijan -12 -1 23 23 -22 -15 Bh
Belarus 3 -1 -10 -12 -22 10 54
Bulgaria 9 -12 -7 -2 1 3 75
Croatia 9 -14 -9 -3 1 2 84
Czech Republic 0 -14 -6 -1 3 4 85
Estonia -8 -11 -14 -7 6 8 74
FYR Macedonia -10 -12 -14 -14 -7 -3 53
Georgia -12 -14 -40 -39 -35 5 17
Hungary -4 12 -3 -1 2 3 86
Kazakstan 0 A3 -13 -12 25 12 44
Kyrgyzstan 3 -5 -25 -16 27 -5 43
Latvia 3 -8 -35 -15 2 1. 54
Lithuania 5 -13 -38 24 2 B 42
Moldova 2 12 -29 -9 -22 -5 42
Poland -12 -8 3 4 5 8 97
Romania -6 <13 -10 1 3 4 81
Russia -4 -13 -19 -12 <15 =3 49
Slovak Republic 0 -15 -7 -4 5 B 84
Slovenia -5 -8 -5 1 6 6 24
Tajikistan -2 -7 -29 41 21 -12 40
Turkmenistan 2 -5 B -10 20 -5 63
Ukraine -3 -12 -17 A7 -23 5 43
Uzbekistan 2 x -11 2 -3 4 82
Aggregates
Eastern Europe and the Baltics! -8 -10 -3 sl 4 5 88
The Commonwealth
of Independent States? -4 -12 -18 -13 17 4 48

Note

Data for 1990-94 represent the most recent official estimates of outturns as reflected in publications from the national authorities, the IMF, the World Bank, the OECD,
the UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about

developments in the first half of the year. See the caveats in the initial paragraphs of this Annex.

1 Estimates for real GDP represent weighted averages for Albania, Bulgaria, the Czech Republic, Estonia, FYR Macedonia, Hungary, Latvia, Lithuania, Poland, Romania, the
Slovak Republic and Slovenia. The weights used were national GDP estimates for 1992 converted into common currency at the average official exchange rate for 1992,

(8]

using the nominal levels of NMP in each country in 1991 as weights.

Here taken to include all countries of the former Soviet Union, except Estonia, Latvia and Lithuania. Estimates for real GDP represent weighted averages,

European Bank for Reconstruction and Development

185



Transition report

Inflation in eastern Europe, the Baltics and the CIS

Retail /consumer prices (end-year)
1991 1992 1993 1994 1995
Projection

(Percentage change)

Albania 104 237 33 16 5
Armenia 25 1,341 10,996 1,885 45
Azerbaijan 126 1,395 1,294 1,788 100
Belarus a3 1,558 1,994 1,875 260
Bulgaria 339 79 64 122 50
Croatia 149 937 1,150 -3 3
Czech Republic 52 13 18 10 10
Estonia 304 954 36 42 22
FYR Macedonia 115 1,935 230 55 10
Georgia 133 1,463 7,492 7,380 25
Hungary 32 22 21 21 28
Kazakstan 150 2,667 2,169 1,160 60
Kyrgyzstan 170 .77 1,366 87 25
Latvia 262 958 35 26 23
Lithuania 345 1,175 189 45 30
Moldova 162 2,198 837 98 20
Poland 60 44 38 30 23
Romania 223 199 296 62 30
Russia 144 2,318 841 203 145
Slovak Republic 58 9 25 12 10
Slovenia 247 93 23 18 10
Tajikistan 204 1,364 7,344 5 240
Turkmenistan 185 644 9,750 1,100 2,500
Ukraine 161 2,000 10,185 401 150
Uzbekistan 169 910 885 423 155
Note

Data for 1991-94 represent the most recent official estimates of outturns as reflected in publications from the national authorities, the IMF, the World Bank, the QECD,
the UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about
developments in the first half of the year. See the caveats in the initial paragraphs of this Annex.
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Annex 11.1 Selected economic indicators for each country in transition

Albania

1989 1990 1991 1992 1993 1994 1995

Estimate Projection

Output and expenditure (Percentage change)
GDP at constant prices 9.8 -10 27.7 9.7 11 7.4 6
Industrial production 5 7.6 -36.9 -44 10 -2 na
Prices and wages
Consumer prices (annual average) 0 0 36 226 85 22.6 T
Consumer prices (end-year) 0 0 104 237 31 15.8 =)
Average real wages (public sector) na na -6 -45 -1 na na
Monetary sector
Broad money (end-year) 14.8 23.4 104 153 74.4 395 na
Government sector (In per cent of GDP)
General government balance (cash basis)t 5.5 3.7 -44 22 -16 14 13
General government balance (commitment basis) -8 -15 -31 -22 -16 43 na
General government expenditure (commitment basis) 56.8 62.1 61.9 47.6 44.6 41 na
External data in convertible currencies (In millions of US dollars)
Current account (excluding official transfers) -49 122 293 4472 -369 -238 na
Current account (including official transfers) na -122 213 -101 -70 -146 na
Trade balance -83 -150 -308 -454 -490 -460 na
External debt, net of foreign exchange reserves 0 94.5 497.8 635 6565 768 na

(Percentage change In the US dollar value)
Exports (data from the balance of payments) 25 -7 -56 -31 80 25.8 na
Imports (data from the balance of payments) 58 4 7 28 15 0 na

{In months of current account expenditures, excluding transfers)

Gross international reserves (end-year), excluding gold 12.5 5.9 0.2 0.7 23 3.4 na
Miscellaneous items (Denominations as indicated)

Population (in millions) 3.2 12.6 12.6 12.6 12.6 12.6 3:2
Employment (percentage change, annual average) 1.9 0.2 -18.6 -27.8 -7.8 9.3 na
Unemployment rate (in per cent of domestic

labour force, end year) na 7.6 8.6 26.9 29 19.5 na
GDP (in millions of lek) 18,681 16,813 16,473 49,519 113,041 166,297 na
The share of agriculture in GDP (per cent)2 26 40 44 54 56 56 na
The share of industry in GDP (per cent)? 37 a7 32 7 14 13 na
Exchange rate (lek per US dollar, end-year) 8 10 25 97 101 95.4 na
Exchange rate (lek per US dollar, annual average) 8 8 14.6 ol 102.1 94.7 na
Interest rate (lending, 12 months maturity, end-year) 1-2 1-2 812 39 30 20 na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD,
the UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about
developments in the first half of the year.

i

Excluding from expenditures due but unpaid interest on foreign debt.

2 Based on national accounts at constant 1990-prices.
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Armenia
1989 1990 1991 1992 1993 1994 1995
Profection
Output (Percentage change)
GDP at constant prices 14.2 7.4 -10.8 -52.4 -14.8 5.4 b
Prices and wages
Consumer prices (annual average) 4.8 10.3 100 825 2. T7E2 8,273 210
Consumer prices (end-year) na na 25.0 1,341 10,996 1,885 45
Monetary sector
Broad money (end year; millions of drams) na na na na 3,042 23,856 33,886
Government sector {In per cent of GDP)
Consolidated central government balance (accrual) na na -1.9 -37.6 -48.2 -16.1 -9
Consolidated central government expenditure (accrual) na na -28.0 64.2 68.6 43.7 26
External data in convertible currencies (In millions of US dollars)
Current account with non-FSU countries na na na -40.0 -31.5 -15 na
Trade balance with non-FSU countries na na na -96 -197 A7 na
Exports (data from the balance of payments) na na na 335 185 209 na
to countries outside the FSU na na na 12 29 29 na
to former Soviet republics na na na 323 136 180 na
Imports (data from the balance of payments) na na na 405 392 381 565
from countries outside the FSU na na na 108 226 208 na
from former Soviet republics na na na 297 166 173 na
Miscellaneous items (Denominations as indicated)
Population (in millions) na 33 3.5 8.7 3.7 8 3.8
Unemployment (in per cent of the labour force, end-year) na na 4 19 26 na na
GDP (in billions of roubles) 8.5 9.7 15.9 59.1 780 na na
GNP (in millions of US dollars) na na na na na 652 na
GNP per capita (in US dollars) at PPP exchange ratesl na na na na 2,080 na na
The share of agriculture and forestry in NMP (per cent)2 15 17 26 41 55 na na
The share of industry in NMP (per cent)2 50 45 55 53 32 na na
Exchange rate (dram/US dollar; end-period) na na na na 75.0 406 407

Note
Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflects EBRD evaluations, partly based on information from the aforementioned sources about
developments in the first half of the year.

1 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

2 NMP excludes depreciation and the value added from most of the service sector.
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Azerbaijan
1989 1990 1991 1992 1993 1994 1995
Projection
Output at constant prices (Percentage change)
GDP -4.4 -11.7 0.7 -22.6 -23.1 -21.9 -15
Prices
Consumer prices (annual average) na T 1086 616 1,130 1,664 425
Consumer prices (end-year) na na 126 1,395 1,294 1,788 100
Government sector (In per cent of GDP)
General government balance na na -5.0 2.8 -13 -18 -2
General government expenditure na na 40.7 46.4 58 57 na
External data in convertible currencies (In millions of US dollars)
Current account na na 153 488 2 -179 -125
Trade balance na na 60 489 -5 177 na
vis-a-vis countries outside the FSU na na -42 371 109 -35 na
vis-a-vis former Soviet Republics na na 102 118 -114 212 na
Exports {merchandise) na na 395 1,275 716 637 553
to countries outside the FSU na na 24 755 347 274 na
to former Soviet Republics na na 371 520 369 363 na
Imports (merchandise) na na 336 786 721 814 725
from countries outside the FSU na na 87 384 238 486 na
from former Soviet Republics na na 269 402 483 328 na
Miscellaneous items (Denominations as indicated)
Population (in millions) na na na 7.3 7.4 T:5 7.5
GDP in billions of manatt na i L 2uF 251 157.0 1,636 na
GNP per capita (in US dollars) at PPP exchange rates? na na na na 2,230 na na
The share of agriculture in NMP (per cent)3 na 37.4 411 325 38.2 38.7 na
The share of industry in NMP (per cent)3 na 34.8 37.2 50.5 43.3 37.0 na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1994-95 reflect EBRD evaluations, partly based on information from the aforementioned sources about
developments in the first half of the year.

1 GDP-figures in roubles for 1989-92 were converted into manat at the rate of 10 roubles per manat.

2 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995, In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

3 NMP excludes depreciation and the value added from most of the service sector. Not compatible with previous years due to changes in economic classification of expenditure.
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Belarus
1989 1990 1991 1992 1993 1994 1995
Projection
Output and expenditure (Percentage change)
GDP at constant pricest 8.0 -3.0 4.2 9.6 -11.6 -21.5 -10
Consumption at constant prices na na 6.8 -10.2 -6.0 na na
Investment at constant prices na na 4.4 -18.1 -18.0 na na
Industrial production na na -0.2 -6.0 -11.0 na na
Prices and wages
Consumer prices (end-year) na na 93 1,558 1,994 1,875 260
Consumer prices (annual average) 1.7 4.5 84 969 1,188 2,220 700
Average real wages 7.8 11.6 2.8 -14.4 12:9 na na
Monetary sector
Net domestic credit (end-year) na na na 1,582 612 1,452 na
Broad money (M3, end-year) na na na 508 928 1,883 na
Government sector (In per cent of GDP)
General government balance (incl. extra-budgetary funds) na na 3.6 -1.6 -8.3 1.5 na
General government expenditure na na 43.9 456 519 38.1 na
External data
Current account na na na 3.7 1.3 -8.4 na
Trade balance
vis-&-vis countries outside the FSU na na -2.8 5.8 -3.8 6.9 na
vis-a-vis former Soviet republics na na 6.3 0.5 2.5 -13.1 na
Exports (merchandise) {In millions of US dollars)
to countries outside the FSU na na 1,661 1,082 832 1,039 na
Imports (merchandise)
from countries outside the FSU na na 1,957 741 912 621 na
Exports (merchandise) (In billions of roubles)
to former Soviet republics na na 37 380 2,004 3,510 na
Imports (merchandise)
from former Soviet republics na na 32 374 2,278 5,476 na
(In months of current account expenditures, excluding transfers)
Gross international reserves of the central bank na na 0.0 0.0 0.2 0.4 na
Memorandum items (Denominations as indicated)
Population (in millions) 10.2 10.3 10.3 10.3 10.4 10.4 na
Unemployment (in per cent of labour force, end-year) na na na 0.5 1.5 25 na
The share of agriculture in GDP (per cent) na 24.2 213 2312 na na na
The share of industry in GDP (per cent) na 38.6 41.0 38.4 na na na
GNP per capita (in US dollars) at PPP exchange rates? na na na na 6,360 na na

Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about

developments In the first half of the year.

1 Figures are for NMP until 1990, GDP thereafter. NMP excludes depreciation and the value added from most of the service sector.

2 PPP stands for purchasing power parity. The estimate guoted here stems from the World Bank Atlas 1995. In the computation of this estimate, the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dollar would

buy in the United States.
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Bulgaria

1989 1990 1991 1992 1993 1994 1995

Projection
Output and expenditure (Percentage change)
GDP at constant prices 0.5 9.1 -11.7 H.3 2.4 1.4 2.5
Industrial production 1.1 -16.0 -27.8 -15.0 ST 4.1 na
Prices and wages
Consumer prices (annual average) 6.4 26.3 3335 82.0 73.0 96.3 68
Consumer prices (end-year) 10.0 725 338.9 79.4 63.9 121.9 50
Wages in the state sector (annual average) 8.7 31.7 165.6 103.0 59.0 50.8 na
Monetary sector
Broad money (end-year) 10.6 16.6 122 43.5 52.9 77.9 na
Government Sector (In per cent of GDP)
General government balance?! -1.4 -12.8 -14.7 -15.0 A48T -7.0 na
General government cash balance? na na na -13.0 -10.6 -6.0 -8
General government expenditure (cash basis)2 58.4 65.9 45.6 45.4 50.8 43.8 na
External data in convertible currencies3 (In billions of US doifars)
Current account (accrual basis) 1.3 1.2 -0.8 1.1 -1.5 0.1 0.1
Trade balance 1.2 0.8 0.0 -0.2 0.9 0.2 0.4
Gross external debt 9.4 9.9 11.2 120 12.6 10.4 na
(Percentage change in the US dollar value)
Exports (balance of payments data) na -16.7 42.9 5.9 5.8 11.6 na
Imports (balance of payments data) na 22 11.8 10.6 10.6 -13.1 na
(In months of current account expenditure excluding transfers)

Gross international reserves (end-year), excluding gold 1.8 0 0.8 L7 1.2 2. na
Miscellaneous items (Denominations as indicated)
Population ({in millions, end-year) 9.0 8.7 8.6 85 8.5 8.4 na
Employment (percentage change, end-year) -2.3 6.1 -13.0 8.1 1.8 na na
Unemployment (in per cent of the labour force, end-year) na 1.5 11.5 15.6 16.4 12.8 na
GDP (in billiens of leva) 39.6 45.4 1357 201 299 543 na
GNP per capita (in US dollars) at PPP exchange rates? na na na na 3,730 na na
The share of agriculture and forestry in GDP (per cent)s i 18 15 16 13 na na
The share of industry in GDP (per cent)s 59 51 48 43 42.3 na na
Exchange rate (lev per US dollar, end-year) 2.0 7.0 21.8 24.5 32.7 66.5 na
Exchange rate (lev per US dollar, annual average) 1.8 39 18.1 23.4 27.7 54.3 na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. These data are frequently revised, and we strive to incorporate the latest revisions. Data for 1995 reflect EBRD
evaluations, partly based on information from the aforementioned sources about developments in the first half of the year.

General government includes the state, municipalities, social security and extra-budgetary funds.

Excluding (from expenditures) unpaid due interest amounting to 4.1 billion lev in 1992, 14.5 billion lev in 1993, and 5.4 hillion lev in 1994.

Balance of payments data.

4 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atias 1995. In the computation of this estimate the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dallar would
buy In the United States.

5 Atcurrent prices.

W
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Croatia

1989 1990 1991 1992 1993 1994 1995

Projection
Output and expenditure (Percentage change)
GDP at constant prices® -1.6 8.6 -14.4 9.0 3.2 0.8 2
Industrial production na -11.3 -28.5 -15 -6 -3 na
Prices and wages
Retail consumer prices (end-year) na 136 149 937 1,150 -3 3
Monetary sector
Narrow money (end-year) na na na 598 889 110 na
Government sector (in per cent of GDP)
General government balance? na na -5 -4 -1.0 1.7 0.4
General government expenditure na na 39 38 34.6 42.1 48.9
External data in convertible currencies3 (In millions of US dollars)
Current account3 na 1,053 -589 823 104 103 -1,000
Trade balance3 na -1,168 -536 137 -763 969 -2,000
Exports? na 4,020 3,292 4,597 3,904 4,260 5,000
Imports3 na 5,188 3,828 4,461 4,666 5,229 7,000
(In months of imports)

Gross international reserves (end-year) na na na 0.4 1.6 3.2 na
Miscellaneous items (Denominations as indicated)
Population (in millions) na 4.8 4.8 4.8 4.8 na na
Unemployment rate (in per cent of labour force4 na na na 12.9 12.8 12.6 12.5
Exchange rate (average, dinars/kuna per dollar)® na 0.011 0.033 0.298 3.588 5.993 na
GDP (in millions of US dollars at current exchange rates) na 25,343 12,828 9451 12,480 14,025 17,750
The share of agriculture in GDP (per cent) na 10.6 10.2 3.2 12.6 na na
The share of industry in GDP (per cent)8 na 304 29.7 26.9 26.8 na na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD,
the UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information on developments in the first half of the year.

1 For 1989, the data refer to GSP, the value-added concept of former Yugoslavia which excludes government, housing, financial services and some personal services.
2 General government includes the state, budget and extra-budgetary funds.

For 1990 and 1991 these data exclude trade with Slovenia, FYR Macedonia and Bosnia.

Labour force approximated by the number of pension insured individuals plus the number of registered unemployed.

row

a

Dinars were converted into kuna in May 1994 (when the kuna was introduced) at the rate of 1,000 dinars to one kuna.

@

Including construction.
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Czech Republic

1989 1990 1991 1992 1993 1994 1995

Projection

Output and expenditure (Percentage change)
GDP at constant prices 1.4 0.4 -14.2 6.4 0.9 2.6 4
Private consumption at constant price na na na 20.4 2.9 5.3 na
Gross fixed investment at constant price na na na 8.9 -1.7 4.4 na
Industrial production 0.8 -3.5 -22.3 -7.9 5.3 2.3 na
Prices and wages
Consumer prices (annual average) 2.3 10.8 56.7 111 20.8 10.0 10
Consumer prices (end-year) 1.5 18.4 52.0 12,7 18.2 10.2 10
Producer prices (annual average) 0.7 4.4 74.7 9.9 13.1 5.3 na
Wages in industry (annual average) 32 4.5 16.7 19.6 23.8 15.7 na
Monetary sector
Broad money (end-year) 25 0.5 26,8 17.3 20.5 215 na
Government sector (In per cent of GDP}
General government balance 2.8 0.1 2.0 33 1.4 1.0 0
General government expenditure 64.5 60.1 54.2 52.8 48.5 49.0 na
Foreign Trade (Percentage change in the US dollar value)
Exports, excluding trade with Slovakiat 8.5 10.1 38.2 35.2 20.3 15.4 na
Imports, excluding trade with Slovakiat 1.5 35.0 29.6 48.2 4.1 19.2 na
Exports, including trade with Slovakial na na na na 9.8 8.3 na
Imports, including trade with Slovakiat na na na na 1.3 14.0 na

(In billions of US dollars)

Current account balance, excluding trade with Slovakia 0.4 1.4 0.4 0.3 0.5 0.4 na
Trade balance, excluding trade with Slovakia 0.4 0.8 0.4 -1.9 -0.2 0.7 na
Current account balance, including trade with Slovakia na na na 0.6 0.4 0.3 1
Trade balance, including trade with Slovakia na na na -1.0 0.3 -0.4 na
Gross foreign direct investment, cash na na na 1.0 0.6 0.9 na
Portfolio investment na na na 0 11 0.8 na
External debt, net of reserves of the banking system 6.8 Tl 8.3 8.6 3.9 2.8 na
(In months of current account expenditures exciuding transfers)

Gross international reserves of the central bank 1.8 0.7 14 1.0 3.2 4.3 na
Miscellaneous items (Denaminations as indicated)

Population (in millions, end-year) 10.3 10.3 10.3 10.3 10.3 10.3 na
Employment (change in per cent) na -0.9 -5.5 -2.6 1.6 e na
Unemployment rate (end of period) 0 0.8 4.1 2.6 3.5 3.2 na
GDP (in billions of crowns) 758.8 567.3 716.6 803.3 911.0 1,038.0 na
The share of agriculture in GDP (in per cent) 6.3 8.4 6.0 5.7 6.2 5.5 na
The share of industry and construction in GDP (in per cent) na na na 45.0 39.8 39.3 na
GNP per capita (in US dollars) at PPP exchange rates? na na na na 7,700 na na
Exchange rate (crowns per US dollar, end-year) 14.3 28.0 27.8 289 30.0 28.2 na
Exchange rate (crowns per US dollar, annual average) 254 18.0 29.5 28.3 29.2 28.8 na
Interest rate (average 3-month inter-bank deposit rate, per cent) na na na 13.8 13.2 9.1 na
Note

Figures in bold type are those for the Czech Republic and figures in normal type are those for the former CSFR. As a rule, data for the Czech Republic are shown for years after 1991
where possible. Data for 1989-94 represent official estimates of autturns as reflected in publications from the national autharities, the International Monetary Fund, the World Bank,
the OECD, the UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources
about developments during the first half of the year.

1 Data from the balance of payments, collected on a settlement basis.

2 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.
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Estonia
1989 1990 1991 1992 1993 1994 1995
B Projection
Output (Percentage change)
GDP at constant prices 1.1 8.1 11 -14.2 6.7 6 6
Prices and wages
Consumer prices (annual average) 6.1 231 210.5 1,076 89.8 48 25
Consumer prices (end of period) na na 303.8 953.5 36.6 42 22
Average real wages na na na -39 6 4.5 na
Monetary sector
Broad money (M3, end-year) na na 312.4 69.4 52.8 30 na
Government sector {In per cent of GDP)
General government balancel 2.8 29 4.6 0.5 1.4 0.9 1
General government expenditurel 36.7 32.8 31.8 31.0 33.9 34 na
External data (In millions of US dollars)
Current account na na 570 83 12 171 -200
Trade balance na -250 561 -63 -156 -345 -400
Exports (merchandise) na 1,843 2,822 457 812 1,305 1,450
to former Soviet republics na 1,763 2,749 215 342 586 na
to countries outside the FSU na 80 72 242 470 718 na
Imports (merchandise) na 2,093 2,261 520 968 1,650 1,850
from former Soviet republics na 1,887 2,079 266 324 507 na
from countries outside the FSU na 206 183 254 644 1,142 na
(In months of goods imports)
Gross international reserves (end-year) na na na 4.5 4.8 3.3 na
Miscellaneous items (Denominations as indicated)
Population (in millions) 1.6 1.6 1.6 1.6 1.6 1.5 na
Unemployment (in per cent of working age population)2 na na 0.1 1.9 2.8 2.0 3.5
GDP (in millions of kroons) na na 1,832 14,255 22,845 31,723 42,033
GDP per capita at current exchange rates (in US dollars) na na na 739 1,079 1,525 na
GNP per capita (in US dollars) at PPP exchange rates3 na na na na 6,860 na na
The share of agriculture in GDP (per cent)4 na na 20.1 13.2 11.5 10.5 na
The share of industry in GDP (per cent)4 na na 40.4 325 26.3 25 na
Exchange rate (kroons per US dollar, end-year) na na na 12.6 13.8 12.4 na
Exchange rate (kroons per US dollar, annual average) na na na 123 13.2 13.0 na
Note

Data for 1989-93 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1994-95 refiect EBRD evaluations, partly based on information from the aforementioned sources about
developments in 1994,

1 General government includes the state, local governments and extra-budgetary funds.

2 Officially registered unemployment.

3 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

4 At current prices.
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FYR Macedonia

1990 1991 1992 1993 1994 1995

Projection

Output (Percentage change)
GSP at constant pricest 9.9 12,1 -14.0 -14.14 -7.2 -3
Industrial production -10.6 -17.2 -17.3 -15.9 9.4 na
Prices
Retail prices (end-year) 606 115 1,935 230 55 10
Retail prices (average) na na 1,691 350 122 50
Monetary sector
Denar M2 (end-year) monthly average na na 15.2 23 3 na
Government sector (In per cent of GSP)
General government balance na -3.6 -7.2 111 2.6 -3
General government expenditure na 40.4 36.1 44.3 45.4 na
Central government balance2 na na 5.6 -1 -2 E
Central government expenditure? na 18.2 19.6 25.8 278 na
External data in convertible currencies (In millions of US dollars)
Current account -400 -262 -19 -88 -170 -350
Trade balance -418 225 = -172 -171 na
Exports? 1,443 1,150 1,199 1055 1,068 na
Imports3 1.531 1,375 1,206 1,227 1,238 na
External debt (end-year)4 828 806 848 828 865 na
Memorandum items (Denominations as indicated)
Population (in millions)e 213 2115 217 2.18 2.1 na
Unemployment rate (annual average)® na 18 19 19 19 na
Official exchange rate (denar per US dollar, end of period)? 14,8 19.7 1,235.6 44.5 40.6 na
Official exchange rate (denar per US dollar, average)? na 19.6 509.1 23.2 433 na

Note
Data for 1990-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD,
PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on preliminary information from the aforementioned sources about
developments in the first half of the year.

* GSPis the value-added concept of former Yugoslavia which excludes the value added by government, financial and some persenal services.

2 Include transfers to extra-budgetary funds. Figure for 1992 refers to end-December. Figure for 1993 is for end-September 1993.

3 Merchandise only. The gradual inclusion of exports to other republics of the former Yugoslavia fram 1991 results in a discontinuity in this series for total exports.

4 Estimated stock of debt excluding interest arrears, penalty interest and the FYRM'’s share of the unallocated debt of the former SFRY. 1994 figure for first nine months only.

® Figures for 1892-93 do not include refugees (30,000-60,000). 1994 figure reflects June census.

© These data have recently been revised sharply downwards, reflecting inter alia that some of the registered unemployed may work in the private sector.

7 Figure for 1993 expressed in new denar (=100 old denar).
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Georgia

1989 1990 1991 1992 1993 1994 1995

Projection

Output and expenditure at constant prices (Percentage change)
GDP at constant prices? -4.8 -12.4 -13.8 -40.3 -39 -35 -5
Industrial production -6.9 -29.9 -24.4 -43.3 21 -40 na
Agricultural output -24.3 61.8 -10.6 -34.2 -42 -15 na
Prices
Retail prices (end-year) 0.9 4.8 131 1,463 7,492 7,380 25
Retail prices (annual average) na 33 79 913 3,126 7,400 250
Monetary sector
Domestic credit (end-year) na na na 794 2,282 3,000 na
Broad money (end-year) na na na 464 4,319 1,600 na
Government sector (In per cent of GDP)
Consolidated government balance (cash-basis) na na -3 28 -34 A7 -7
Consolidated government expenditure (cash-basis) na na 33 a9 46 24 na
External data (In millions of US doliars)
Current account na na na -248 -191 -500 -400
Trade balance na na na -378 -363 -300 na
Exports na na na 267 360 500 na
Imports na na na 645 723 800 na
Miscellaneous items (Denomination as indicated)
Population (in millions) 5.4 5.4 5.4 5.4 5.4 5.4 na
Unemployment rate (in per cent) na na na 5.4 8.4 na na
GNP per capita (in US dollars) at PPP exchange rates? na na na na 1,410 na na
The share of agriculture in NMP (per cent)? 20 37 42 48 46 na na
The share of industry in NMP (per cent)3 44 35 33 33 43 na na
Exchange rate (millions of coupons per US dollar, end-period) na na na na na 1.28 na

Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the

UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about

developments in the first half of the year.

NMP for 1989-93. NMP excludes depreciation and the value added from most of the service sector.

2 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

3 NMP excludes depreciation and most of the service sector.

-
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Hungary
1989 1990 1991 1992 1993 1994 1995
- Projection
Output and expenditure
National accounts at constant prices (Percentage change)
GDP 0.7 3.5 -11.9 3.0 0.9 2 3
Private consumption® 0.3 -0.8 5.8 0.5 1.4 1-2 na
Public consumption® 0.2 2.6 2.7 3.9 30.5 -22 na
Gross fixed investment 8.8 -7.8 -10.0 2.7 1.7 11-12 na
Exports of goods and services? 1.2 5.3 -15.3 5.0 9.5 14.5 na
Imports of goods and services® 2 1.8 4.3 -8.8 -10.0 24.2 14,7 na
Industrial gross output -1.0 9.6 -18.2 9.8 4.0 9.5 6
Agricultural gross output -1.8 4.7 6.2 -20.0 -6.9 2.4 na
Prices and wages (Percentage change)
Consumer prices (annual average) 176 28.9 35.0 23.0 225 18.8 29
Consumer prices (end-year) 18.9 334 32,2 21.6 211 21.2 28
Producer prices (annual average) 15.4 22.0 32.6 11.5 10.8 11.4 22
Producer prices (end-year) na na 24.8 16.6 10.3 14.0 29
Gross monthly earnings per full-time employee 179 272 334 24.7 22.0 24.7 na
Monetary sector (Percentage change)
Broad money (end-year) 13.8 28.7 28.5 26.8 15.5 13.4 na
Government sector (in per cent of GDP)
General government balance® -1.4 0.5 2.2 5.6 -6.4 8.2 na
Central government balance® 0.8 0.8 -4.4 6.9 -6.6 ST -5
General government expenditure® 61.0 575 58.3 63.4 60.5 na na
External data in convertible currencies (In billions of US dollars)
Current account -1.4 (ORI 0.3 0.3 -3.5 -3.9 -3
Trade balance 0.5 0.3 0.2 0.0 -3.2 -3.6 na
External debt, net of reserves 19.2 20.2 18.7 174 17.9 21.7 na
Foreign direct investment in cash 0.2 0.4 1.8 1.3 2.2 1.2 na
(Percentage change in the US dollar value)
Exports (data from the balance of payments)® 171 -1.6 45.9 8.3 -19.3 -5.9 na
Imports (data from the balance of payments)® 17.8 1.5 B1.2 11.1 12.5 0.8 na
Exports (customs/survey statistics)® na na na 5.6 -16.8 20.1 20
Imports (customs/survey statistics)® na na na 2.7 13.2 16.1 10
(In months of current account expenditures, excluding transfers)
Gross international reserves (end-year), excluding gold 1.5 1.3 3.8 3.7 54 4.9 na
{In per cent of current account revenues, excluding transfers)
Debt service 48,8 47.1 34.7 35.56 43.2 55.9 na
Memorandum ltems (Denominations as indicated)
Population {in millions, end-year) 10.4 10.4 10.4 10.3 10.3 10.3 na
Employment (percentage change, end-year) 0.6 3.1 9.6 9.3 -5.9 -1 na
Unemployment (in per cent of the labour force) 0.3 2.8 8.0 12.3 124 10.4 na
GDP (in billiens of forints) 1,723 2,089 2,477 2,935 3,635 4,310 na
GDP per capita (in US dollars) 2,803 3,179 3,184 3,607 3,734 3,879 na
GNP per capita (in US dollars) at PPP exchange rates® na na na na 6,260 na na
The share of agriculture in GDP (per cent)? 9.7 9.6 8.6 7.3 6.4 6.6 na
The share of industry in GDP (per cent)’ 30.1 28.8 255 26.4 28,2 25.9 na
Exchange rate (forint per US dollar, end-year) 62.5 61.5 75.6 84.0 100.7 111.8 na
Exchange rate (forint per US dollar, annual average) 59.1 63.2 74.8 79.0 91.9 105.2 na
Interbank interest rate (14-30 days maturity, end-year) na na 35.4 15.4 21.8 313 na

Note

Data for 1989-94 represent official estimates of outturns as reflected in publications
from the national authorities, the International Monetary Fund, the World Bank, the
QECD, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD
evaluations, partly based on preliminary information from the aforementioned sources
about developments in the first half of the year.

Private consumption excludes consumption by Hungarians abroad; includes
consumption by foreigners in Hungary. Public consumption and imports for 1993
includes deliveries of military aircraft from Russia as settlement of CMEA-related debts
to Hungary. Excluding this item, public consumption grew about 11,/2 per cent in each of
the years 1993 and 1994, while imports grew 13 per cent in 1993 and 19 per cent in
1994,

These series incorporate sharp revisions for 1992-93, published in April 1995. The
revisions reduce the role of re-exported goods in the figures for both imports and
exports.

General government includes the state, municipalities and extra-budgetary funds.

4

o

6

Comprising the state and extra-budgetary funds. Includes the activities of the State
Development Institution from 1990.

Balance of payments data are based on banking statistics and are presented on a
settlement basis. Since 1993 trends in balance of payments data on exports and
imports have deviated markedly from trends observed in partner country statistics,
notably OECD trade statistics. Banking statistics have become less reliable over this
period as statistical reporting requirements for banks have been loosened. Many
observers now find the customs/survey-based series more reliable. Because of a break
in the series, customs/survey based data are quoted here only from 1992 onwards.
PPP stands for purchasing power parity, The estimate quoted here stems from the
World Bank Atlas 1995. In the computation of this estimate the country’'s nominal GNP
per capita was divided by the PPP, defined as the number of units of the country’s
currency required to buy the same amount of goods and services In the domestic
market as one dollar would buy in the United States.

At constant 1991 prices.
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Kazakstan
1989 1990 1991 1992 1993 1994 1995
Projection

Output (Percentage change)

GDP at constant prices 0.4 0.4 -13 -13 42 <25 -12

Industrial output 2 4 i -14 -16 -28 na

Agricultural output -14 16 -9 1 -10 -23 na

Prices and wages

Retail prices (annual average) na 4.2 90.9 1,381 1,662 1,880 180

Retail prices (end-year) na na 149.5 2,567 2,169 1,160 60

Wages (average monthly wage in tenge) na na na na 384 3,392 na

Monetary sector

Broad money (end-year) na na 211 391 692 560 na

Government sector (In per cent of GDP)

General government balance 0 1.4 Sl T3 1.2 6.5 5

Total expenditure 35.4 31.4 32.9 31.9 247 24 na

External data (In billions of US dollars)

Total trade balance na na na 1.1 -0.4 0.8 na
Exports na na na 35 4.8 %3 na
Imports na na na 4.6 512 4.1 na

Total current account na na na 0.3 0.1 na na

Trade balance vis-a-vis countries outside the
FSU -0.7 1.2 1.1 0 0.1 na na
Exports 1.6 1.3 0.8 L8 1.6 na na
Imports 25 2.5 1.9 1.5 15 na na

Current account balance vis-g-vis countries
outside the FSU na na na 0.3 0:4 na na

Miscellaneous (Denominations as indicated)

Population (in millions, end-year) 16.5 16.6 16.7 16.9 16.9 16.9 na

Unemployment rate (end-year) 0 0 0 0.5 0.6 1.6 na

Exchange rate (annual average, roubles per US dollar
until 1993, tenge per US dollar thereafter) 0.63 0.59 117 222 930 36 na

GNP per capita (in US dollars) at PPP exchange rates® na na na na 3,770 na na

The share of industry in GDP (per cent) 29.9 21 37 46.4 44.3 40.2 na

The share of agriculture in GDP (per cent) 34.8 41.8 34.1 30.4 31.4 38.8 na

Direct investment (millions of US dollars) na na na 100 470 450 na

Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about
developments in 1994.

1 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.
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Kyrgyzstan
1989 1990 1991 1992 1993 1994 1995
- = Projection
Output (Percentage change)
GDP at constant prices 4 3 5 -25 -16 27 -5
Industrial production at constant prices na na 0 27 -25 -30 na
Agricultural production at constant prices na na -10 -6 9 -15 na
Prices and wages
Consumer prices (annual average) na 3.0 85 855 1,209 280 45
Consumer prices (end-year) na na 170 1,771 1,366 87 25
Producer prices (end-year) na na 288 4,031 1.3556 85 na
GDP deflator na na na na 1,282 299 na
Monetary sector
Broad money (end-year) na na 84 428 180 124 36
Net domestic assets (end year) na na na 761 307 44 37
Government sector (In per cent of GDP)
Government balance 24 03 4.6 -A7.4 -13.5 -8.4 -12
Government expenditure and net lending 35.9 38.3 30.3 33.9 36.8 32.7 na
Government tax revenue 28.0 26.3 7.4 14.5 13.5 15.5 na
External data (in millions of US doliars)
Current account balance, excluding transfers na na -136 -61 256 -194 -200
Official transfers na na na na 105 76 na
Trade balance na na -136 -74 -159 96 na
Exports na na 3,719 258 335 340 na
to non-FSU na na 23 23 112 117 na
to FSU na na 3,696 235 223 223 na
Imports na na 3,855 332 494 436 na
from non-FSU na na 785 15 178 172 na
from FSU na na 3,070 317 317 264 na
External Debt na na na na 295 420 535
Memorandum items {Denominations as indicated)
Population (in millions, end-year) 4.3 4.4 4.4 4.4 4.4 4.5 na
GDP (in billions of roubles until 1992,
in millions of soms thereafter) 7.6 8.3 86 765 5,720 10,700 na
GNP per capita (in US dollars) at PPP exchange ratest na na na na 2,420 na na
Exchange rate (annual average, roubles per dollar,
som per dollar from 1993 onwards) 0.6 0.6 1.8 161.0 6.1 11.0 na
The share of industry in NMP 33.3 31.8 329 38.4 30.0 29.5 na
The share of agriculture in NMP 41.7 43.1 45.6 43.0 46.0 43.3 na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information from the aforementioned sources about
developments in 1995.

1 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country's nominal nominal GNP
per capita was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods in the domestic market as one dollar would
buy in the United States.
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Latvia

1989 1990 1991 1992 1993 1994 1995

) Prg,_iect.ion

Output (Percentage change)
GDP at constant prices 6.8 2.9 8.3 -35 -15 2 a
Prices and wages
Consumer prices (annual average) 4.7 10.5 124.4 951.2 108.1 BB 25
Consumer prices (end-year) na na 262.4 958.0 35.0 26.0 23
Real average wage in the state sector (annual average) na na -16.3 5.7 1.0 12 na
Monetary sector
Domestic credit (end-year) na na 25 304 146 65 na
Broad money (M2, end-year) na na 153 170 84 49 na
Government sector {In per cent of GDP)
General government financial balance i: 2 6 0 1.0 4.7 -1.6
General government expenditure 51.0 44.0 Bl 28.2 34.8 38.0 na
External data
Current account balance na na na 1.8 6.7 -3.4 3.4

(In millions of US dollars)

Exports (merchandise) na na na 831 998 967 1,080
to FSU na na na 396 541 488 na
to other countries na na na 435 457 480 na
of which: re-exports of energy na na na 134 117 na na

Imports (merchandise) na na na 1,046 1,459 1,367 1,500
Energy na na na na 525 405 na
from FSU (non-energy) na na na na 237 244 na
from other countries (non-energy) na na na na 396 718 na

Gross forelgn debt na na na 69 240 370 na

Gross foreign debt (percentage of GDP) na na na na 11 1i na

Debt service (percentage of exports) na na na na 2 <] na

Gross reserves (in months of imports) na na na 69 4.4 4.6 na

Exchange rate (lats per US dollar; end of period) na na na 0.843 0.595 0.548 na

Miscellaneous items (Denominations as indicated)

Population (in million) 2.7 2 2 257 2.7 2T na

Unemployment (end-year, per cent of labour force) 0 [¢] 0.1 20 5.3 6.5 na

GNP per capita (in US dollars) at PPP exchange rates?® na na na na 5,170 na na

Credit interest rate (in per cent, end-year) na na 23 92 87 32 na

Note

Data for 1989-84 represent official estimates of outturns as reflected in publications from the national autharities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD assessments, partly based on information about developments in the first half of the year.

1 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995, In the computation of this estimate the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as ane dollar would
buy in the United States.
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Lithuania
1989 1990 1991 1992 1993 1994 1995
Projection

Qutput (Percentage change)

GDP at constant prices? 15 5.0 131 -37.7 -24.2 k7 5

Domestic demand at constant prices na na na -40.5 -28.0 1.3 4

Industrial production2 na na na -50.9 A2.7 2.0 6

Prices and wages

Consumer prices (annual average) 5 8.4 2247 1,020.5 409.2 72 35

Consumer prices (end-year) na na 345.0 1,175.0 188.7 45 30

Average real wages 8.1 P8 -18.3 -32.8 -45.0 8 na

Monetary sector

Broad money (M2) 14 55 ik 351 160 63 na

Government sector (In per cent of GDP)

General government balance3 -3.8 4.5 5.0 @.5 2.4 156 -1

General government expenditure £3.8 49.2 38.9 37.8 27.9 26.5 25

External data in convertible currencies

Current account na na na 3.4 BT -3.7 -3

Trade balance 8.4 -8.8 9.1 3.4 -10.3 5.4 -4

{In millions of US dollars)

Exports (merchandise) na na na 1,145 1,698 1,892 2,300
to countries outside the FSU na na na 5567 716 863 na
to former Soviet republics na na na 588 982 1,028 na

Imports (merchandise) na na na 1,084 1,992 2,210 2,700
from countries outside the FSU na na na 341 520 705 na
from former Soviet republics na na na 742 1,472 1,505 na
of which: Energy na na na na 201 655 na

Net international reserves of the central bank na na na 24 290 482 na

Gross foreign debt na na na 126 345 490 na

Miscellaneous items {Denominations as indicated)

Population (in millions) 3.69 3.73 3.75 3.76 3.75 3.73 na

Unemployment (end-year, per cent of labour force) na na 0.3 1.0 2.5 4.2 6.6

GNP per capita (in US dollars) at PPP exchange rates# na na na na 3,160 na na

The share of agriculture in GDP at factor cost (per cent)s 272 24.9 238 28.2 21.0 18.0 na

The share of industry in GDP at factor cost (per cent)s 34.5 36.4 36.2 25.4 41.0 38.0 na

Exchange rate (local currency per US dollar, end-year)é na 17.5 113.2 378.9 3.9 4.0 na

Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD,
PlanEcon and the Institute of International Finance, with most of the data for 1993 and 1994 stemming from the |MF. Data for 1995 reflect EBRD evaluations, partly based on
information on developments in the first half of the year.

1 Figures are for NMP until 1990, GDP thereafter. NMP excludes depreciation and the value added from most of the service sector.

2 All manufacturing in 1992; state enterprise sector only in 1993,

3 General government includes the state, municipalities and extra-budgetary funds.

4 PPP stands for purchasing power parity. The estimate quoted here for 1993 stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP

per capita was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as ane

dollar would buy in the United States.

Data for 1993 from WDR 1995, Table 3. The 1993 data are not consistent with the figures given for earlier years, But they are believed to reflect the structure of GDP more

accurately than the earlier figures, though the shares of both agriculture and industry in GDP have been declining with the share of services increasing.

Roubles per US dollar in 1990 and 1991, talonai per US dollar in 1992, and litai per US dollar from 1993,

o

@
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Moldova
1989 1990 1991 1992 1993 1994 1995
Projection

Output (Percentage change)

GDP at constant prices? 8.8 S 3 A8 29 9 22 -5

Prices

Consumer prices (annual average)? na 4.2 98 1,276 789 327 35

Consumer prices (end-year)? na na 162 2,198 837 928 20

Government sector (In per cent of GDP)

State budget balance3 2 3 0 23.4 -8.8 -8 4

State budget expenditures and net lending3 na na na 43.6 25.9 16 na

External data in convertible currencies {In millions of US dellars)

Current account na na na -39 -182 -180 na
vis-&-vis countries outside the FSU na na na -22 -8 60 na
vis-&-vis former Soviet Republics na na na A7 174 -120 na

Trade balance na na na -37 -180 -100 na
vis-a-vis countries outside the FSU na na na -20 -35 -40 na
vis-a-vis former Soviet Republics na na na A7 -144 -80 na

Exports na na na 868 451 500 na
to countries outside the FSU na na na 185 174 200 na
to former Soviet Republics na na na 683 277 300 na

Imports na na na -905 631 -600 na
from countries outside the FSU na na na -205 -210 -240 na
from former Soviet Republics na na na -700 -421 -360 na

Miscellaneous items (Denominations as indicated)

Population (in millions) 4.4 4.4 4.4 4.3 4.3 4.3 na

GDP (in millions of Moldovan lei) na na na 215 2,431 8,500 na

GDP per capita (in US dollars) at PPP exchange rates4 na na na na 3,210 na na

GDP per capita (in US dollars) at current exchange rates na na na na 354 460 na

The share of agriculture in NMP (in per cent) na na na 43 42 na na

The share of industry in NMP (in per cent)® na na na 38 42 na na

Exchange rate (lei per US dollar, average for the year) na na na na 1.4 4.3 na

Note

Data for 12839-94 represent the most recent official estimates of outturns as reflected in publications from the national autharities, the International Monetary Fund, the World Bank,
the OECD, the UNECE, PlanEcon and the Institute of International Finance. Projections for 1995 should be treated with the same caveats as apply to official estimates and forecasts.
They are based on government and EBRD evaluations of expected developments and on official estimates of outturns for 1994.

Changes in NMP at constant prices until 1991, GDP thereafter. NMP excludes depreciation and the value added from most of the service sector.

Retail prices for 1989-91.

Includes republican and local budgets except for the Trans-Dniester region.

PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

5 NMP excludes depreciation and the value added from most of the service sector.
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Poland

1989 1990 1991 1992 1993 1994 1995

Projection
Output and expenditure (Percentage change)
GDP at constant pricest 0.2 -11.6 -7.6 2.6 3.8 5.0 f5315)
Consumption at constant prices 8.1 -11.7 7.2 35 51 i na
Gross fixed investment at constant prices 2.1 -10.6 3.1 23 2.9 7.0 na
Export volume 0.1 13.7 -2.4 -2.6 2.4 na na
Import volume 1.5 -17.9 37.8 139 20.0 na na
Industrial production 1.4 -26.1 -11.9 3.2 5.6 13.0 13
Prices and wages
Consumer prices (annual average) 2644 585.8 70.3 43.0 353 32.2 2
Consumer prices (end-year) 639.7 249.3 60.4 44.4 376 29.5 23
Producer prices (annual average) 212.8 622.3 48.1 285 32.2 30.1 na
Wages and salaries (annual average) 291.8 398.0 70.6 39.2 33.6 370 na
Monetary sector
Broad money (end-year) 236.0 121.9 47.4 57.5 36.0 38.2 23
Government sector (In per cent of GDP)
General government balance2 7.4 2.1 -6.5 6.7 2.9 2.5 3.1
General government outlays2 48.8 39.8 48.0 50.7 48.4 50.2 na
State budget balance3 6.1 0.7 7.0 6.9 -3.4 -3.0 3.2
State budget outlays® 36.9 32.7 32.7 33.9 329 324 80
External data in convertible currencies (In billions of US dollars)
Current account balance -1.8 0.7 2.2 0.3 2.3 -0.9 1.1
Trade balance 0.2 22 0.1 0.5 2.3 0.8 -1.0
External debt 40.2 48.9 48.3 48.2 48.7 40.9 na
(Percentage change in the US dollar value)
Exports (data from the balance of payments) 4.5 43.4 7.5 9.7 2.9 24.8 na
Imports (data from the balance of payments) 16.3 17.9 46.9 6.1 177 12.0 na
{ln months of imports of goads and non-factor services)
Gross official reserves (end-year) 36 5.5 3.3 35 3.0 3.6 na
Memorandum items (Denominations as indicated)
Population (in millions) 38.0 38.2 38.3 38.4 38.5 38.6 na
Employment (percentage change, end-year) -0.8 6.2 -3.9 3.1 2.8 1.5 na
Unemployment (in per cent of the labour force, end-year) (2 8.1 118 13.6 15.7 16.0 na
GDP (in billions of new zloty) 11.832 59152 82.527 114.944 155.605 211.500 na
GNP per capita (in US dollars) at PPP exchange rates® na na na na 5,010 na na
Private sector share of GDP (per cent) 28.6 314 45.3 48,2 53.5 56.0 na
The share of agriculture in GDP (per cent)5 7.8 8.4 9.3 8.3 T na na
The share of industry in GDP (per cent)s 49.5 43.6 39.2 39.6 37.8 na na
Exchange rate (new zloty per US dollar, end-year) 0.650 0.950 1.096 1.877 2.134 2.437 na
Exchange rate (new zloty per US dollar, average) 0.145 0.950 1.058 1.363 1.812 2.272 na
Interest rate (re-discount rate, end of period) 136.0 48.0 36.0 32.0 29.0 28.0 na
Sources
Central Statistical Office, Poland; National Bank of Poland; International Monetary Fund; and EBRD staff estimates.

Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, the
UNECE, PlanEcen and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on information on developments in the first half of the year.

1 An unofficial report published by the Central Statistical Office puts the decline in real GDP between 1989 and 1991 at 5 -10 per cent, significantly below the official figures.

2 “General government” includes the state, municipalities and extra-budgetary funds. The data are compiled on a commitment basis, except for external interest payments which are
cash-based.

3 For the period 1988-90 the “state budget” includes central government accounts and accounts of local and regional authorities. The state budget for 1991 and subsequent years
includes the central government accounts, the accounts of regional authorities and accounts of several previously extra-budgetary funds. Flows are compiled on a commitment basis,
except for external interest payments which are cash-based.

4 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita

was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goads and services in the domestic market as one dollar would

buy in the United States,

At constant prices. Includes agriculture and forestry.

o

& At constant prices.
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Romania
1989 1990 1991 1992 1993 1994 1995
Projection
Output and expenditure (Percentage change)
National accounts
Real GDP 5.8 5.6 -12.9 -10.0 1:3 3.4 4
Private consumption 0.6 8.0 -16.2 9.3 -2.0 na na
Public consumption 1.2 12:9 8.4 1.4 3.0 na na
Gross fixed investment -1.6 -35.5 -31.6 4.9 4.7 na na
Exports of goods and services -10.2 -39.4 -17.9 -3.0 ik 5 na na
Imports of goods and services 2.9 18.5 -29.6 s 3.9 na na
Industrial output! -5.3 -23.7 -22.8 21.9 13 a3 5
Prices and wages
Consumer prices (annual average) 1.3 STl 1745 210.9 2561 131.0 40
Consumer prices (end-year) 0.6 87.% 222.8 199.2 295.5 61.7 30
Wholesale prices (annual average) 0.0 26.5 255.8 191.7 165.0 na na
Wages (annual average) 3.9 10.6 121.2 170.0 202.1 na na
Monetary sector (In per cent of GDP)
Broad money (end-year) 5.3 22.0 101.2 79.6 143.2 100 na
Government sector (In per cent of GDP)
Central goverment balance (national definition) na na -1.9 -4.4 -1.8 -3.5 -3
General government balance? 8.4 1.2 0.6 -4.6 -0.1 -3 2
General government expenditure? 42.7 383 40.4 42.2 31.0 na na
External data in convertible currencies (In billions of US dollars)
Current account balance 2.9 1.8 1.3 1.7 -1.5 0.7 na
Trade balance 2.6 -1.8 -1.3 -1.4 -1.4 0.3 na
Gross external debt, net of reserves (end-year) -1.3 0.8 1.8 2T 3.5 4 na

(Percentage change in the US doilar value)
Exports (data from the balance of payments)3 -7.9 -44.0 1.7 22.9 13.6 28 na
Imports (data from the balance of payments)2 17.3 49,9 -10.2 16.3 6.2 5 na

(in months of current account expenditures, excluding transfers)

Gross international reserves (end-year), excluding gold 6.0 0.8 1.0 1.8 1.6 2.6 na
Miscellaneous items ' (Denominations as indicated)

Population (in millions, mid-year) 23.1 23.2 23.2 22.8 228 22.7 22.6
Employment (percentage change, end-year) 1.3 -1.0 -0.5 -3.0 -3.8 2.7 na
Unemployment rate (in per cent of the labour force, end-year) na na 30 8.4 10.2 10.9 na
GDP {(in billions of lei) 800 858 2,199 5,982 18,835 47,500 na
GDP per capita (in US dollars) at current exchange rates# 2,321 1,649 1,242 852 1,087 1,324 na
GDP per capita (in US dollars) at PPP exchange rates5 na na na na 2,910 na na
The share of agriculture in GDP (per cent)® 13.9 18.0 18.5 20.1 21 na na
The share of industry in GDP (per cent)® 52.8 48.2 43.6 44.3 41 na na
Exchange rate (lei per US dollar, end-year)? 14.4 34.7 189.0 460.0 1,276.0 1,767 na
Exchange rate (lei per US dollar, average)? 14.9 22.4 76.3 308.0 760.1 1,580 na
Bank lending rate (end-year)8 3 3 818 52 86 56 na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD,
PlanEcen and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on preliminary information from the aforementioned sources about
developments in the first half of the year.

For 1988 and 1989: industrial real value added.

General government includes the state, local governments and extra-budgetary funds.

Balance of payments data; payments settled plus accrued payments due.

PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country's nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

& W oN R
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Applying the average exchange rate quoted above.

At current prices.

7 During most of the period covered in this table, the exchange rate facing individuals has differed from that facing enterprises. The rates quoted here are the officially quoted rates
facing enterprises.

& For 198891: The central bank's refinancing rate. For 1992: commercial bank rate on medium-term lending to enterprises. For 1993: average end-year commercial bank rate on

lending to enterprises. For 1994: the central bank's average lending rate in October 1994.
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Annex 11.1 Selected economic indicators for each country in transition

Russian Federation

1989 1990 1991 1992 1993 1994 1995
Projection
Output and expenditure (Percentage change)
Real GDP na na -13 -19 -12 -15 -3
Real NMP 1.9 -4.0 -11.0 -20.0 13 -16 -4
Investment at constant prices 4.1 0.1 -11.0 -45.0 -15.0 27 -10
Industrial production 1.4 -0.1 -8.0 -18.8 -16.0 21 -6
Prices and wages (In percentage)
Retail prices (annual average) 2.0 5.6 92.7 1,354 896 302 205
Retail prices (end-period) na na 143.9 2,318 841 203 145
Wages (annual average) 9.9 14.8 73.9 1,065 885 269 na
Industrial wholesale prices (annual average) 1.2 35 138.1 1,949 na na na
Industrial wholesale prices (end-period) na na 236.3 3,275 1,007 345 155
Monetary sector (Percentage change)
Credit to enterprises and households na na 127 803 452 242 na
Broad money (end-period)t 14.6 17.6 126 643 416 190 na
Government sector (In per cent of GDP)
State budget balance (cash basis)?2 na na -16.0 -6.9 5.7 na na
General government balance (cash basis)3 na na -31.0 -18.8 7.6 9.9 -B.7
External data? {In billions of US dollars)
Current account balance
vis-a-vis non-CIS countries (incl. gold) na Q5 1.5 1.7 2.0 5.3 5
Trade balance vis-a-vis non-CIS countries (excl. gold) 131 10.0 6.4 5.4 10.4 12.3 12
Gross external debt in convertible currencies
{of the Soviet Union/Russia, end of period) 54.4 61.1 67.0 78.2 86.8 92.8 na
(Percentage change in the US dollar value)
Exports to non-CIS countries (excl. gold) 8.5 0.8 -19.8 -16.7 9.0 10.6 15
Imports from non-CIS countries 13.8 73 -16.9 -16.8 -12.0 82 20
Miscellaneous items (Denominations as indicated)
Papulation (in millions, end-year) 147.6 148.3 148.9 148.6 148.3 148.2 148
Unemployment rate (in per cent of labour force, end-year)s 0.0 0.0 0.1 0.8 i i 24 F5
Exchange rate (roubles per US dollar, end-year) 0.6 1.7 1.7 415.0 1,247.0 3,550 na
Exchange rate (roubles per US dollar, average) 0.6 1.7 1.7 222.0 930.0 2,212 na
Refinancing rate na na 6-9 80 210 180 na
Nominal GDP (in billion roubles) 573 622 1,130 14,046 162,300 630,000 na
GNP per capita (in US dollars) at PPP exchange rates® na na na na 5,240 na na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, Russian
Economic Trends, PlanEcon and the Economist Intelligence Unit. Data for 1995 reflect EBRD evaluations, partly based on preliminary information from the aforementioned sources
about developments in the first half of the year.

Excluding foreign currency deposits.

Official definftion of the consolidated state budget.

After accounting for import subsidies and extra-budgetary funds.

The source of external data used in this table is PlanEcon. There are many difficult conceptual issues associated with Russian balance of payments statistics. For example,
estimates from other sources for the current account balance for each of the years 1992-94 differ by up to US$ 4-6 billion from PlanEcon figures. This is because most non-
governmental sources, including the IMF, the World Bank and PlanEcon, make discretionary adjustments to official estimates, and because different sources adjust to different
extents for overdue (but unpaid) interest (payments as well as receipts), for under-recording of trade and for gold transactions.

2w N R
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Officially registered unemployed.

PPP stands for purchasing power parity. The estimate guoted here stems from the Werld Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

@
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Transition report

Slovak Republic

1989 1990 1991 1992 1993 1994 1995

Projection

Output (Percentage change)
GDP at constant prices 1.4 -0.4 -14.5 -7.0 4.1 4.8 5
Industrial production® 0.7 -3.6 -17.6 -14.0 -13.5 6.4 na
Prices and wages
Consumer prices (annual average) 2.3 10.8 61.2 10.1 23.1 13.4 11
Consumer prices (end-year) 1.5 18.4 58.3 9.1 251 11.7 10
Producer prices (annual average) 0.7 4.4 68.8 5.3 17.2 10.0 na
Average wages in industry 82 4.5 16.5 20.2 16.8 17.4 na
Monetary sector
Broad money (end-year) 35 0.5 26.8 4.7 18.5 18.8 na
Net domestic assets (end-year) 0.9 5.2 21.9 ol 14.8 12.4 na
Government sector (In per cent of GDP)
General government balance 2.8 01 -2 131 6.7 3.7 -3
General government expenditure 64.5 60.1 54.2 63.8 49.1 40.7 na
External data in convertible currencies {In billions of US dollars)
Current account balance 0.4 1.1 0.4 0.2 0.4 0.7 0.2
Trade balance 0.4 -0.8 0.4 -0.7 -0.9 04 na

(Percentage change in the US dollar value)
Exports (data from the balance of payments)? 8.5 10.1 39.2 35.2 -16.9 25 na
Imports (data from the balance of payments)2 -1.5 35 29.6 46.2 125 7 na

(In billions of US dollars)
External debt na na na na 3:6 4.3 na

Gross official reserves (end year and excluding gold) na na na na 0.4 4T na

(In months of imports)

Official reserves (end year) na na na na 0.9 31 na
Miscellaneous items (Denominations as indicated)

Population (in millions, end-year) 53 5.3 5.3 53 58 5.3 na
Unemployment rate (in per cent of labour force, end-year) o] 1.5 7.9 b (116 14.4 14.8 na
GDP (in billiens of crowns) 758.8 244.0 280.1 301.1 340.2 398.3 na
The share of agriculture in GDP (per cent)3 6.3 8.2 5.8 6.1 6.6 6.1 na
The share of industry in GDP (per cent)3 596 61.6 63.9 38.0 36.7 375 na
GNP per capita (in US dollars) at PPP exchange sales# na na na na 6,450 na na
Exchange rate (crowns per US dollar, end-year) 14.3 28 27.8 28.9 330 CH ) na
Exchange rate (crowns per US dollars, annual average) 151 18 29.5 28.3 30.8 32 na
One month average interbank deposit rate na na na na 17.9 15.6 na
Note

Figures in bold type are those for the Slovak Republic and figures in normal type are those for the former CSFR. As a rule, data for the Slovak Republic are shown for years after
1991 where possible. Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World
Bank, the OECD, the UNECE, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD estimates, partly based on the sources mentioned above.

Covers only state enterprises until 1991, but includes the private sector from 1992.

From 1993, growth rates are for transactions including the Czech Republic from the balance of payments.

Share of NMP until 1992 and GDP thereafter. NMP excludes depreciation and the value added from most of the service sector.

PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.
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Annex 11.1 Selected economic indicators for each country in transition

Slovenia

1989 1990 1991 1992 1993 1994 1995

Projection

Output (Percentage change)
GDP at constant prices -1.8 4.7 8.1 5.4 1.3 5.8 6
Industrial production -0.1 -10.5 -12.4 -13.2 -2.8 6.4 6
Agricultural production -3.3 1.6 -3 -6 -3.7 1.6 na
Prices and wages
Retail prices (annual average) 1,306 550 AATT 201.3 32.3 19.8 15
Retail prices (end-year) 2772 105 2474 92.9 22.9 18.3 10
Producer prices (annual average) 1,413 390 124.1 215.7 21.6 2 R na
Nominal wages, net of income tax (annual average): 1,141 379 825 198.5 52.0 28.3 na
Monetary sector
Broad money (end-year) na na na 131.6 64.7 47.2 na
Government sector (In per cent of GDP)
General government balance 0.3 0.3 2.6 0.2 0.5 1.0 -0.6
General government expenditure 42.1 49.6 41.1 46.8 49.4 48.8 47
External data in convertible currencies {In billions of US dollars)
Current account? 1 0.5 (575D 0.9 0.2 0.5 0.4
Trade balance2 0.2 0.6 0.3 0.8 0.2 0.1 0.4
External debt, net of reserves3 na na 1.8 1.0 41 0.8 na

(Percentage change in US dollar value)

Exports (data from the balance of payments)2 3.19 20.8 -6 8.1 -9 14.0 10
Imports ({data from the balance of payments)2 9.8 47.0 -12.8 (i a5 5.9 6.2 12
(In months of current account expenditures, excluding transfers)

Gross international reserves, excluding gold na 0.6 0.4 1.9 2.4 398 na
Miscellaneous items (Denominations as indicated)
Population (in millions, annual average) 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Employment (percentage change, annual average) i -3.8 7.2 -6 -0.5 0.0 0.5
Unemployment (in per cent of the labour force, annual average) 2.9 4.7 8.2 199 14.5 14.6 12.7
GDP (in 10 trillions of dinars up to 1990, in billions

of tolars thereafter) 34.8 196.1 349.4 1,005.3 1,435.0 1,800 na
The share of agriculture in GDP (per cent) 4.3 4.7 4.9 4.9 4.5 4.5 na
The share of industry in GDP (per cent) 44.3 38 40.8 37.6 35.4 35.1 na
Exchange rate (tolar per US dollar, end-year)4 1.8 10.7 56.7 98.7 131.8 126.5 na
Exchange rate (tolar per US dollar, annual average)4 2.9 118 27.6 81.3 1132 128.8 na
Working capital nominal interest rate (end-year) na na 562.6 716 42.6 38.5 na
Note

Data for 1989-94 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank,
the OECD, PlanEcon and the Institute of International Finance. Data for 1995 reflect EBRD evaluations, partly based on preliminary information from the aforementioned
sources about developments in the first half of 1995.

1 Data for 198991 covers only the social sector; starting from 1992 private enterprises employing three or more persons are included.

For 198991 excluding trade with former Yugoslavia.

Excluding non-allocated federal Yugoslav debt.

4 For the period prior to 8 October 1991 (the date of the introduction of the tolar) measured as the multiple of 10,000 dinars that would buy one US dollar.
The tolar was introduced at 10,000 dinar per tolar.
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Transition report

Tajikistan
1989 1990 1991 1992 1993 1994 1995
Projection

Qutput (Percentage change)

GDP at constant prices? -2.9 1.6 7.4 -28.9 111 -21.4 12

Industrial production 1.9 1.9 7.4 -35.7 na -30 na

Agricultural production -13.0 9.2 9.9 27.7 na -3 na

Prices and wages

Retail prices (annual average)? na 4 112 1 AST 2,195 341 120

Retail prices (end-period)2 na na 204 1,364 7,344 5 240

Wholesale prices (annual average) na na 79 3,450 4,241 586 na

Average monthly wages B 10 64 464 672 167 na

Monetary sector

Broad money (end-year) na na 68 579 1,429 159 na

Government sector (In per cent of GDP)

General government balance3 na na -16.4 299 24,7 6.4 na

General government expenditure3 na na 49.6 65.7 51.7 34.2 na

External data {in millions of US doliars)

Trade balance total na na na -54.8 -208.1 -109.1 na
vis-a-vis countries outside the FSU -3.9 6.5 0.1 -21.4 814 70.5 na
vis-a-vis former Soviet Republics -15.4 9.4 2 -33.4 -127 -179.6 na

Exports total na na na 184.8 452.2 512.0 na
to countries outside the FSU 5.2 4.3 29 110.8 317.6 399.4 na
to former Soviet Republics 30.7 235 28.2 74.0 134.6 112.6 na

Imports total na na na 239.0 660.4 6231 na
from countries outside the FSU 9.1 10.8 2.8 132.2 398.8 328.9 na
from former Soviet Republics 46.1 329 28.2 107.4 261.6 292.2 na

Current account (incl. official transfers) na na na 52.8 206.9 115.8 na

Miscellaneous items (Denominations as indicated)

Population (in millions, end-year) 54 52 58 5.6 8.7 B na

Employment (percentage change) na 3.3 1T -3.0 0 H 0.5 na

GDP (in millions of roubles)4 4,817 5,490 10,540 64,760 631,162 1,717,974 na

GDP per capita (in US dollars) at PPP exchange rates® na na na na 1,430.0 na na

The share of agriculture in NMP (per cent) 37.2 38.3 43.9 32.8 na na na

The share of industry in NMP (per cent) 26.7 28.6 30.6 45.4 na na na

Note

Data for 1989-93 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD,
PlanEcon and the Institute of International Finance. Data for 1994-95 reflect EBRD evaluations, partly based on preliminary information from the aforementioned sources about

developments in 1994,

"

RPI through 1991, CPI thereafter.
Includes state budget, pension and employment funds.
NMP for 1989-91.

& oW ow
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GDP from 1991. NMP for 1989-90 excludes depreciation and the value added from most of the service sector.

PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’'s nominal GNP per capita

was divided by the PPP, defined as the number of units of the country’s currency required to buy the same amount of goods and services in the domestic market as one dollar would

buy in the United States.
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Annex 11.1 Selected economic indicators for each country in transition

Turkmenistan

1989 1990 1991 1992 1993 1994 1995

Projection

Output (Percentage change)
GDP at constant prices -6.9 2.0 4.7 -5.3 -10 20 -5
Price and wages
Consumer prices (annual average) 21 4.6 103 493 3,102 2,400 1,800
Consumer prices (end-period) na na 185 644 9,780 1,100 2,500
Government sector (In per cent of GDP)
Central government expenditure® 301 43.6 38.2 42.2 19.2 6.2 na
Central government balancet #1.9 1.2 25 13.2 -0.5 .1 na
External data (In millions of US dollars)
Current account na na na na 677 500 na
Current account, cash basis? na na na na -254 -334 na
Trade balance na -249 590 1,140 1,033 949 na
Exports na 151 1,238 2,149 2,626 2,425 na
Imports na 400 648 1,009 1,693 1,476 na
Memorandum items (Denominations as indicated)
Population (in millions) 3.6 3.7 3.8 3.8 3.9 3.9 na
Employment (in millions) 1.49 1.54 157 1.57 na na na
GDP (in millions of manat)3 T i 17 300 11,000 200,000 na
The share of agriculture in NMP (in per cent)4 43 48 46 48 A7 na na
The share of industry in NMP (per cent)4. 5 23 16 20 11 39 na na
GDP per capita in purchasing power terms (US dollars)s na na na 3,950 na na na
Official exchange rate (manat per US dollar, end-year) na na na na 2 175 na

Note
Data for 1989-94 are largely estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank, the OECD, PlanEcon
and the Institute of International Finance. Figures for 1995 are EBRD staff estimates/projections, partly based on information about developments in the first half of the year.

1 Excludes many government activities. For example, activities of several key ministries are not included in the central government concept.
2 Computed as the difference between the current account and the flow-accumulation of averdue claime on other countries.
Based on converting rouble amounts into manat at an exchange rate of 500 roubles per manat for 1989-92.

FY

NMP excludes depreciation and the value added from most of the service sector,

The methodology used by the Turkmen Statistical Office leads to an understatement of the contribution from natural gas production.

S PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank's World Development Report 1994. In the computation of this estimate the country's
nominal GNP per capita was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic
market as one dollar would buy in the United States.

o
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Transition report

Ukraine
1989 1990 1991 1992 1993 1994 1995
Projection

Output and expenditure (Percentage change)

GDP at constant prices 4 -3 12 A7 17 -23 -5
Private consumption 5 2 8 9 21 -22 na
Public consumption i g 19 -17 26 na na
Net fixed investment -2 -32 -79 -37 -23 na na

Industrial production 3 0 5 -7 8 -28 na

Agricultural production na na -19 -9 -2 -16 3

Prices and wages

Consumer prices (annual average) 2.2 4.2 921 1,210 4,735 891 350

Consumer prices (end-year) na na 161 2,000 10,155 401 150

Producer prices (annual average) na 4.5 125 2,384 3,962 904 na

Producer prices (end-year) 1.7 4.5 163 4,129 9,668 559 na

Average wages (annual average) na na na 1,523 3,850 BT na

Monetary sector

Broad money (end-year) na na na 921 2,103 465 na

Net domestic assets of the banking system (end-year) na na na 1,280 1,242 476 na

Government sector (In per cent of GDP)

General government balance? na na -13.86 -29.3 9.7 9.1 -4

State budget balancel 5.8 2.6 -14.1 -30.4 -10.1 -8.6 -3

State budget expenditure® 27.3 314 41.0 71.9 51.2 49.9 na

State budget revenuel na na na 41.5 411 44.3 na

External data {In biltions of US dollars)

Current account balance na na 2.9 0.6 -0.8 -1.4 -1.3

Nonfactor services na na na na 1.6 1.0 na

Merchandise trade balance total 9.0 -12.7 3.4 -0.6 2.5 2.4 na
vis-a-vis non-FSU countries 0.8 2.6 2.7 0.5 0.5 0.3 na
vis-a-vis FSU republics 8.2 -10.1 0.7 1.4 -3.0 2.1 na

Exports total 77.1 74.6 50.0 11.3 12.8 11.8 na
to non-FSU 14.0 13.2 7.3 6.0 52 4.7 na
to FSU republics 63.1 61.4 42.7 5.3 7§} T2 na

Imports total 86.1 87.3 53.4 11.9 15:3 14.2 na
from non-FSU 14.8 15.8 10.0 5.5 4.7 4.3 na
from FSU republics 713 T71.5 43.4 6.4 10.6 9.8 na

Miscellaneous items {Denominations as indicated)

Population (in millions) 51.7 51.8 51.9 52.0 521 51.7 na

Employment {percentage change, end-year) na -3.5 1.6 5.0 5.9 na na

Unemployment rate (in per cent, end-year) 0 4] 0 0.3 0.4 0.4 na

GDP (in billions of roubles until 1991;
in trillions of karbovanetsi after that) 154 165 295 4 153 1437 na

GNP per capita (in US dollars) at PPP exchange rates? na na na na 4,030 na na

The share of agriculture and fisheries in NMP (per cent)? 28 30.3 30.2 225 16 na na

The share of industry and mining in NMP (per cent)3 42.6 41.3 42.4 50.7 52 na na

Exchange rate (roubles or karbovanetsi per US dollar,
average per year)* 0.62 0.58 1.74 198 7,629 63,224 na

Note

Data for 1989-94 represent the most recent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund, the World Bank,

the OECD, PlanEcon and the Institute of International Finance. Projections for 1995 should be treated with the same caveats as apply to official estimates and forecasts.

General government includes the state, municipalities and extra-budgetary funds. The state budget includes direct credits. All balances on cash, not accrual, basis,

2 PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank Atlas 1995. In the computation of this estimate the country’s nominal GNP per capita
was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one dollar would
buy in the United States.

3 NMP excludes depreciation and the value added from most of the service sector.

4 Roubles per US dollar until 1991, karbovanetsi per US dallar thereafter.

I
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Annex 11.1 Selected economic indicators for each country in transition

Uzbekistan

1989 1990 1991 1992 1993 1994 1995

Projection

The real economy (Percentage change)
Real GDP 3.7 1.6 0.5 111 2.4 2.6 -4
Real NMP 34 4.3 0.9 -12.9 -3.5 na na
Industrial output 3.6 1.8 1.8 -12.3 -8.3 na na
Agricultural output -4.3 6.3 5.2 q.3 0.7 na na
Prices and wages
Retail prices (end of period) na na 169 910 885 423 155
Retail prices (annual average) 0.7 3.1 82.2 645 534 746 325
Wholesale prices 24 7.2 147.3 3,275 2,545 1,346 na
Wages (annual average) 6.4 1.2 51.1 612 na na na
Monetary Sector
Broad money (end-year) na na 133 470 785 482 na
Government sector (In per cent of GDP)
Total revenue 35.0 44.9 49.1 31.0 41 43 47
Total expenditure 35.9 46.1 52.7 43.0 61 45 B
General government balance -0.9 1.1 -3.6 -12.0 -20 2 -4
Consolidated fiscal balancel na na -4.1 -18.0 12 -3.6 -4
External data2 (In million of US dollars)
Exports na na na 1,424 2,877 3,218 3,500
Imports na na na 1,660 3,255 3,178 3,630
Trade balance na na 688 -236 -378.0 41 -130
Current account na na na -239 -429 -432 -670
Gross external debt na na na 258 1,009 1,462 2,030
Gross international reserves na na na 530 1,020 1,330 1,500
Miscellaneous items (Denominations as indicated)
Population (in millions, end-year) 20.0 20.5 20.9 21.3 22.0 22.2 na
Investment (in per cent of GDP) 32 82 26 25 24 20 na
Nominal GDP (in billion roubles) 30.7 324 61.5 447 .2 4,428.1 46,971 na
GNP per capita (in US dollars) at PPP exchange rates3 na na na na 2,580 na na

Note
Data for 1989-93 represent official estimates of outturns as reflected in publications from the national authorities, the International Monetary Fund the World Bank,
the OECD, PlanEcon and the Economist Intelligence Unit. Data for 1995 reflect EBRD evaluations, partly based on preliminary information from the aforementioned
sources about developments in the first half of 1995.

I

Including balance of extra-budgetary funds, gold and foreign currency operations.

n

Censolidated balance of non-FSU and FSU transactions.

3 PPP stands for purchasing power parity. The estimate guoted here stems from the World Bank Atlas 1995, In the computation of this estimate the country's nominal GNP
per capita was divided by the PPP, defined as the number of units of the country's currency required to buy the same amount of goods and services in the domestic market as one
dollar would buy in the United States.
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Forecasts and prospects

This chapter presents a compilation of forecasts for growth and
inflation in the countries of eastern Europe, the Baltics and the
CIS. The primary aim is to convey the perception among fore-
casters of growth prospects for countries in the region.

Section 12.1 presents a sample of predictions for the next two
years. For most countries in eastern Europe and the Baltics, GDP is
forecast to grow by 3-6 per cent in both 1995 and 1996. For the CIS
as a whole, negative growth of 4-9 per cent is predicted for 1995,
followed by a turnaround to positive growth of less than 1 per cent
in 1996. Most forecasters are predicting further progress towards
price stability during 1995 and 1996 throughout the region.

Section 12.3 discusses the accuracy of forecasts for growth and
inflation based on comparisons between forecasts and outturns. On
the evidence of such comparisons, the ability of forecasters to
predict short-term developments in GDP and inflation in eastern
Europe and the Baltic countries appears to have improved in
1994. Meanwhile, the precision of their short-term predictions for
the evolution of the same variables in the CIS countries appears to
have deteriorated dramatically.

12.1 Growth forecasts for 1995-96

Most forecasters expect annual GDP growth in 1995 and 1996 of
3-6 per cent in almost all countries in eastern Europe and the
Baltics, with a somewhat lower rate only for Hungary (see Tables
12.1 and 12.2). As the size of the population is expected to remain
broadly stable in most of these countries, the rate of growth in real

per capita income is expected to be close to the rate of increase in
real GDP.

Growth projections of this order of magnitude (i.e. 3-6 per cent a
year) may be rationalised with reference to the analysis of
medium-term prospects in Chapter 3 and of productivity and unit
labour costs in Chapter 11. The central part of the argument
presented there is that new investment will add not only to the
capacity of productive capital but also to the productivity of “old”
capital (notably buildings) and to the scope for efficient usage of
the highly educated labour force in the region, much of which is
currently under-utilised. This will allow large productivity
increases throughout eastern Europe and the Baltics, adding to
substantial gains already achieved in 1993 and 1994 (the latter
are documented in tables in Chapter 11).

PlanEcon’s Review and Outlook' stands out among the sources
quoted at the end of this chapter as the only one whose macroeco-

1 PlanEcon (19953, b).

nomic forecasts for eastern Europe extend beyond 1996.
PlanEcon’s projections for growth fall within a range of 4-6 per
cent per year for the entire period 1996-99 for all of the six largest
east European countries. PlanEcon expects the ratio of fixed
investment to GDP for each country to remain, during the entire
period to 1999, broadly at the level seen in 1994 (about 16 per
cent in Poland at the lower extreme, and 26 per cent in the Slovak
Republic at the upper extreme). The lower end of this range falls
short of the average in OECD countries. Even the higher end of the
range remains far below ratios recorded in recent years in the
high-growth economies of East Asia.? Nevertheless, predictions of
relatively high medium-term growth can be supported by the line
of argument that was pursued above in the discussion of near-term
growth prospects (see Chapter 3). Given the vast supply of under-
utilised skilled labour and “old” machines and buildings, it might
well be possible to sustain high productivity growth at least until
the end of the decade without significant increases in the quantity
of investment (ratios of fixed investment to GDP). The new invest-

ment, however, will have to be market-oriented and of high quality.

Moving beyond the assumptions underlying PlanEcon’s forecasts, it
would appear reasonable to expect investment demand to increase
faster than GDP in coming years, assuming that the stability of the
macroeconomic and legal environment becomes gradually more
entrenched. As set out in Chapter 4, an increase in investment
demand is likely to be induced by the potential for high profits
associated with the expected productivity gains. The ratio of invest-
ment to GDP has in fact risen in recent years in many countries in
eastern Europe (again, see Chapter 3). The likelihood of further
increases in the ratio reinforces the case for expecting buoyant
GDP growth in eastern Europe in the years ahead.

As indicated by the figures in Tables 12.1 and 12.2, forecasters tend
to be less optimistic about the near-term prospects for the largest CIS
countries than they are about those in eastern Europe. Most of the CIS
is currently at an intermediate stage of market-oriented transition and
macroeconomic stabilisation (as detailed in Chapters 2 and 11), and a
sustained rebound in output is yet to be recorded in the large CIS
countries. The timing of such a rebound remains highly uncertain.
Forecasters quoted in these tables expect GDP to decline in 1995 by
3-7 per cent in Russia and 5-12 per cent in Ukraine. For 1996, most
forecasters expect positive growth of 1-4 per cent in Russia but a
further output contraction of 1-5 per cent in Ukraine. For the CIS as a
whole (with Russia and Ukraine being the dominant countries in
terms of size), this translates broadly into a GDP decline of 4-9 per
cent in 1995 and growth of 0-3 per cent in 1996.

2 |t should be noted that ratios of investment to GDP in the early part of the high-growth era in at least some of the Asian Tiger countries were similar to those seen now in eastern
Europe. The ratio of investment to GDP has tended to rise during the course of the high-growth period in many of these countries. This supports the argument that the investment

preconditions for high growth are present in eastern Europe and the Baltics.
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Table 12.1

GDP growth forecasts for 1995 (in per cent)!

Eastern Europe and the Baltic states

Average of Range of EBRD QOECD IMF  Project Link European Econ E: Vienna JP Morgan CS First IKC GKI Kopint-
forecasts 2 forecasts 3 forecast forecast forecast forecast Union forecast Intelligence Institute forecast Boston forecast forecast Datorg
(September) (June) (May) (April) forecast (June) Unit forecast forecast (September) forecast (June)# (September) 5 forecast
(June) (September) (June) (July) (June) &
Albania 6.2 0.9 6 — 6.0 = - 6.9 6.0 e = - - e =
Bulgaria 2.3 4.0 25 2.0 - 1.0 1.6 5.0 2.0 2 3.0 = = - 15
Croatia 4.3 5.0 2 =) = = = = 4.0 T - = = = 358
Czech Republic 4.0 1.3 4 4.0 3.8 4.0 4.2 4.8 4.0 4 4.0 3.5 - = B
Estonia 5.9 1.4 6 = 6.0 - = 6.4 5.0 = = & = = =
FYR Macedonia -1.0 4.0 -3 - - - - - 1.0 e L - - - -
Hungary 1.4 2.8 3 1.0 0.2 1.8 0.3 3.0 1.5 1 1.8 Q.7 = 0.5 2.0
Latvia 29 4.0 1 = 4.6 = = 5.0 1.0 = = = - - -
Lithuania 4.8 < i 5 = 6.7 g - 4.3 3.0 = - - - = =
Poland S 2.8 6 515 5.0 4.9 5.0 7.2 5.9 6 6.6 5.0 5.5 = 6.0
Romania 3.4 28 4 3.0 = 3.9 2.8 4.8 3.0 2 = = - = 3.5
Slovak Republic 4.7 3.0 5 5.0 4.0 37 3.0 6.0 5.7 4 Bib 5.0 = = 4.5
Slovenia 5.4 3.0 6 = 5.0 - - 7.0 5.5 5 5.3 - i - 4.0
Average 3.8 2.9 - - - - - - - - = = = = i
Commonwealth of Independent States
Armenia 8.3 6.6 B - - = = 11.6 = = = = - - =
Azerbaijan 6.4 17.3 -15 - - - - 23 - — - “ = - =
Belarus -10.4 1.2 -10 - - - - -11.2 -10.0 - - - - - -
Georgia 03 10.5 &5 = - - - 55 - = = = — L -
Kazakstan 9.5 5.5 -12 - - - - 6.5 -10.0 - - - - - S
Kyrgyzstan 2.0 6.0 -5 - - - - 1.0 = = = = - - -
Moldova -0.8 3.5 -5 - - - - 35 - = = = = & -
Russia 4.1 5.0 -3 5.0 = -4.4 2.7 2.0 -7 3.5 3.0 = — 6.5
Tajikistan 5.5 13.1 -12 o =2 = = 1.1 - - - = = - =
Turkmenistan 1.2 1.7 -5 - - - = 2.7 - - - - - = =
Ukraine -8.8 7.0 -5 - - - - 5.5 -8.0 -10 -12.0 — e = -12.0
Uzbekistan B3 1.4 -4 - - - - 2.6 s = = ot = = _
Average -3.4 7.1 - = ) - - - s = ™ = - L

i

All forecasts in this table were published or reported to the EBRD between April and September 1995 (see also the references

at the end of this chapter). There may, for a number of institutions, be a substantial lag between preparation and publication of

forecasts. The dates in parentheses indicate in which month the forecasts were reported or published by each institution.
The EBRD forecasts were prepared in August and published in October.

2 The number at the bottom of this column is calculated as the mean of all the average forecasts shown in this column.

o w

This column shows the difference between the highest and the lowest of the forecasts.
IKC is the Foreign Trade Research Institute in Poland.

GKl is the GKI Economic Research Company in Hungary,
Kopint-Datorg is the Institute for Economic and Market Research and Informatics in Hungary.
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Table 12.2

GDP growth in 1996 (in per cent) !

Eastern Europe and the Baltic states

Average of OECD IMF  Project Link European PlanEcon Economist Vienna JP cs
forecasts 2 forecast forecast forecast Union forecast Intelligence Institute Morgan First
(June 1995)  (May 1995}  (April 1995) forecast  (June 1995) Unit forecast forecast Boston
(June 1995) forecast (June 1995) (Sept. 1995) forecast
(Sept. 1995) (July 1995)
Albania 5.8 - 55 - - 7.0 5.0 - - -
Bulgaria 3.0 2.0 - 3.0 241 5.0 3.0 2.5 3.5 &
Czech Republic 4.7 5.0 4.9 4.9 4.5 5.6 4.2 g 4.3 4.0
Estonia 5.5 - 53 - = 7.3 4.0 - - -
Hungary 2.5 3.0 1.5 2.4 2.0 4.1 3.0 2 1.9 2.7
Latvia 4.6 - 5.0 - - 5.8 3.0 - - -
Lithuania 4.5 o 4.0 - - 6.0 35 - = -
Poland 5.0 5.0 5.0 4.9 5.0 6.5 4.7 5 4.7 4.0
Romania 3.7 4.5 - 3.6 2.0 5.3 4.0 3 - -
Slovak Republic 4.2 5.0 4.0 4.6 4.0 5.3 B 3 4.0 2.8
Slovenia 5.3 - 5.0 - - 7.0 4.5 5 4.8 -
Average 4.4 - - - = = - = - -
Commonwealth of Independent States
Armenia 8.4 ] - - - 8.4 - - = -
Azerbaijan 4.8 - - - - 4.8 - - - -
Belarus 4.5 - - - = -3.0 6.0 - - -
Georgia 9.3 - - - - 9.3 = = = =
Kazakstan 0.6 - - - - 4.1 -3.0 - - -
Kyrgyzstan 7.8 =] - - - 7.8 - - - -
Moldova 8.9 - - - - 6.9 - - - -
Russia 1.6 2.5 - 1.8 - 35 3.0 3 1.0 2.0
Tajikistan 2.8 - - - - 2.8 = = = =
Turkmenistan 3.4 =] - - - 3.4 - - = -
Ukraine 2.9 - o - - -0.6 -2.0 -5 4.0 &
Uzbekistan 0.2 - - - - -0.2 - - - -
Average 3.2 - - - - - — - - -

1 All forecasts quoted here were published or reported to the EBRD between April and September 1995. The dates in parentheses indicate the month in which the forecasts were

reported or published by each institution.

2 The number at the bottam of this column refers to the mean of all the average forecasts shown in this table.

12.2 Inflation forecasts for 1995-96

All forecasters expect further advances over the next two years in
efforts to control inflation in the countries of eastern Europe, the Baltics
and the CIS (see Tables 12.3-12.5 and Box 12.1). Forecasters appear
eenerally to share the optimism expressed in Chapter 11 regarding the
determination and ahility of governments and central banks in these
countries to strengthen monetary and fiscal policy. Consistent with
trends observed for the first half of the year (see Chapter 11), fore-
casters generally expect inflation to fall in 1995 (as compared with
1994) in all 25 countries except Hungary, and to fall from the new level
in 1996 (including in Hungary). Average inflation (as defined in Box
12.1) is forecast for all east European and Baltic countries (except for
Bulgaria) at levels below or close to 40 per cent in 1995 and at levels
below 30 per cent in 1996. For most countries, a gradual decline can
be observed in the path of projections moving from the “starting level”
of average inflation in 1995, to a lower level of end-year inflation for the
same year, and further to a still lower average inflation for 1996.

214 European Bank for Reconstruction and Development

Inflation is generally expected to be much higher in the CIS than
in eastern Europe and the Baltics. The EBRD expects the lowest
average 1995 inflation rate within the CIS to materialise in
Moldova (35 per cent) and Kyrgyzstan (45 per cent), and the
highest in Turkmenistan (1,800 per cent). The EBRD’s end-year
1995 forecasts for CIS countries range from 20 per cent for
Moldova to 2,500 per cent for Turkmenistan.

12.3 The accuracy of forecasts

Estimated outturns

The measurement of forecasting aceuracy depends crucially on the
choice of proxy for the “outturn”. Nobody knows the true value of
the outturns. All estimates of GDP and of aggregate price levels
are associated with statistical uncertainty (see Annex 11.1). The
data that represent the outturns in the first column of Tables 12.6-
12.10 were taken from the country tables in Annex 11.1. The
original source of the figure that is quoted as the outturn for a



Juawdojaaaq pUB UCHONASU00aY 10} yueg ueadoin

-1 74

Table 12.3

Inflation forecasts for 1995 (change in the average consumer price level, in per cent)!

Eastern Europe and the Baltic states

Average of Range of EBRD OECD IMF Project Link

- SL, o e + 3 g i A A /|

(Sept.) (June) (May) (April)
Albania 13.8 16.0 i - 11 -

Bulgaria 67.3 21.8 68 - = 53.2
Croatia 1.9 4.0 0 — = -

Czech Republic 9.6 25 10 9 8 9.5
Estonia 25.8 2.0 25 - 26 -
FYR Macedonia 37.5 25.0 50 - - -
Hungary 27.8 4.5 28 27 28 -
Latvia 223 6.0 25 - 19 =
Lithuania 33.8 10.0 35 - 30 -

Poland 26.7 9.6 27 23 25 219

Romania 39.6 15.3 40 45 - 29.7

Slovak Republic 10.9 2.0 i & 10 10 10.5
Slovenia 12.4 11.0 15 - 5 -

Commonwealth of Independent States

Armenia 301.5 - 210 - - =
Azerbaijan 587.5 - 425 - — -
Belarus 1,086.7 660.0 700 - - -
Georgia 769.5 - 250 - - -
Kazakstan 246.7 210.0 180 - - -
Kyrgyzstan 47.5 - 45 - - -
Moldova 45.2 - 35 - - -

Russia 167.7 102.2 205 - - 102.8
Tajikistan 190.0 - 120 - - -
Turkmenistan 1,800.0 - 1,800 - - =
Ukraine 355.2 281.2 350 - - -
Uzbekistan 382.5 - 325 - - -

1 All forecasts in this table were published or reported to the EBRD between April and September 1995 (see also the references
at the end of this chapter). There may, for a number of institutions, be a substantial lag between preparation and publication of

forecasts. The dates in parentheses indicate in which month the forecasts were reported or published by each institution.
The EBRD forecasts were prepared in August and published in October.

European PlanEcon  Economist Vienna  JP Morgan CS First IKC GKI
Union forecast Intelligence Institute forecast Boston forecast forecast
forecast (June) Unit forecast (Sept.) forecast (June)3 (Sept.) 4
(June) forecast (June) (July)
(Sept.)
= 23.0 14.0 - = = = -
75.0 75.0 68.0 65 69.2 = = -
- = 4.0 3 - = - -
10.0 9.6 9.0 10 9.8 10.0 - —
= 25.0 27.0 - 2 = = o
=) - 25.0 = = = e =
25.0 273 28.0 29 28.3 26.0 = 28.5
- 20.0 25.0 - = = = -
= 30.0 40.0 = - = = -
30.0 25.0 26.5 29 275 31.3 25.0 =
40.0 37.0 35.0 45 = - - —
10.0 11.5 10.6 12 10.5 11.3 = =
it 15.0 13.0 16 13.0 - = =
= 393.0 — & <5 - - -
= 750.0 - - - - - -
= 1,360.0 1,200.0 = - - - -
= 1,289.0 = = = - - -
- 390.0 170.0 = - - - -
= 50.0 - = - = - -
= 56:3 — o = - - -
- 1730 200.0 180 181 170 = -
- 260.0 - - - - - -
= 1,800.0 - - - - - -
- 421.2 380.0 400 440 = = =
= 440.0 - - - - — -

o

This column shows the difference between the highest and the lowest of the forecasts.

IKC is the Foreign Trade Research Institute in Poland.
GHKl is the GKI Economic Research Company in Hungary.

Kopint-Datorg is the Institute for Economic and Market Research and Informatics in Hungary.

Kopint-

Datorg

forecast
(June) 5

65.0
0.5
10.5
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Table 12.4
Inflation forecasts for 1995

(change in the end-year consumer price level, in per cent) 1

Eastern Europe and the Baltic states

Average of EBRD JP Morgan

forecasts forecast forecast

(September) (September)

Albania 5.0 B =
Bulgaria 525 50 33.0
Croatia 3.0 3 =]
Czech Republic 9.9 10 9.8
Estonia 22.0 22 -
FYR Macedonia 10.0 10 -
Hungary 293 28 30.5
Latvia 23.0 23 -
Lithuania 30.0 30 -
Poland 236 23 241
Romania 30.0 30 -
Slovak Republic 10.0 10 10
Slovenia 10.3 10 10.5

Commonwealth of Independent States

Armenia 45.0 45 -
Azerbaijan 100.0 100 -
Belarus 260.0 260 -
Georgia 25.0 25 -
Kazakstan 80.0 80 -
Kyrgyzstan 25.0 25 =
Moldova 20.0 20 -
Russia 144.0 145 143
Tajikistan 240.0 240 =
Turkmenistan 2,500.0 2,500 -
Ukraine 215.0 150 280
Uzbekistan 1550 165 -

1 All forecasts in this table were published or reported to the EBRD between April and
September 1995 (see also the references at the end of this chapter). There may, for
a number of institutions, be a substantial lag between preparation and publication of
forecasts. The dates in parentheses indicate in which month the forecasts were
reported or published by each institution. The EBRD forecasts were prepared in
August and published in October.

particular country will in most cases be that country’s central
statistical office. There are, however, exceptions to this rule.
Specifically for Estonia and Turkmenistan, the growth estimates
come from the IMF World Economic Quilook (May 1995) and differ
substantially from estimates quoted by the national statistical
agencies. In the case of Estonia, for example, the IMF data point to
growth in 1994 of 6 per cent whereas the local statistical agency
puts growth for 1994 at -2.3 per cent, but a number of ministries
and the central hank find the IMF estimate more realistic than that
of the national statistical office.

Another difficulty is that estimates of outturns change over time.
Government statisticians often continue to revise data several years
after completion of the period to which the data pertain. This may
reflect the emergence of new information, or it may be caused by
methodological advances. It follows, for example, that the measured
accuracy of a particular forecast for 1994 might change as late as
1998, as the estimate of the “outturn™ continues to be revised.
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Box 12.1
End-year inflation and average inflation — what is the difference?

The “end-year inflation” rate represents the percentage difference
between the price level in December of a particular year and the price
level in December of the preceding year. The “average inflation” rate
measures the percentage difference between the mean of monthly
price levels in a particular year and the mean of monthly price levels in
the preceding year. The gap between the end-year rate and the average
rate can be great when inflation is high.

The “end-year inflation"” rate arguably conveys more information about
events in a particular year than does the “average inflation” rate.
Consider, for example, a country in which prices remain constant
throughout the course of year 2. It would probably appear reasonable
to most abservers to state that inflation was zero in that country in
year 2. Consistent with this assessment, “end-year inflation” would be
zero. But “average inflation” would not (unless prices had been
constant throughout year 1 as well). Developments in Croatia provide a
good illustration of this point. The Croatian consumer price index was
3 per cent lower in December 1994 than in December 1993.
Therefore, Croatian end-year inflation for 1994 was -3 per cent.
Derivation of the average inflation rate for Croatia for 1994 requires
computation not only of the average of monthly consumer price indices
for 1994 but also of the equivalent average for 1993. It turns out that
the average for 1993 was much lower than the average for 1994
because prices rose 12-fold during the course of 1993 before
remaining close to the new and higher level throughout 1994. In fact,
the average price level in 1994 exceeded the average level in 1993 by
97.5 per cent. The latter figure is therefore quoted in the attached
tables as Croatian “average inflation” for 1994,

The two infiation concepts are both useful. They can both, for example,
be used to convert a nominal time series into a constant price level. If
the aim is to prepare a constant price series for end-year balance
sheets, then the “end-year inflation” concept should be used as the
basis for deflation of the nominal series. If instead the objective is to
convert a time series of nominal flows, such as wages, into constant
prices, then data for “average inflation” provide the basis for deflation.

Before a year begins, end-year inflation for that year will be easier to
predict than average inflation. This is because average inflation will be
sensitive to the (yet unknown) monthly pattern of price increases,
whereas end-year inflation will not. Later in the year, however, the
balance shifts, because the average rate of inflation will be affected
much less than the end-year rate by surprising jumps in monthly prices
towards the end of the year.

The accuracy of growth forecasts

Table 12.6 shows “prediction errors” for 1994. All forecasts in the
table were prepared or published by the listed forecasting institu-
tions at some point between May and October of 1994. The table
includes two columns per forecasting institution. The first of these
contains forecasts made in the middle of 1994; the second
presents the “errors”. For each forecaster, the “error” is measured
as the absolute value of the difference between the forecast for
growth in 1994 and the estimated “outturn™.

The average of all quoted errors on 1994-forecasts for east
European and Baltic countries amounted to 1.9 percentage points,
down markedly on the equivalent average error on 1993-forecasts
(as quoted in the EBRD Transition Report, 1994) of 3.7 percentage
points. The errors will inevitably tend to decline as the transition

economies gradually overcome the initial systemic shocks and
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Tahle 12.5

Inflation forecasts for 1996 (change in the average consumer price level, in per cent)!

Eastern Europe and the Baltic states

Average of Range of QECD IMF Project Link European PlanE E i Vienna JP Morgan CS First

forecasts 2 fi ts 3 {{ t forecast forecast Union forecast Intelligence Institute forecast Boston

(June) (May) {April) forecast (June) Unit forecast (September) forecast

(June) forecast (June) (July)

(September)

Albania 12.3 9.0 - 9 - = 18.0 10.0 - - -

Bulgaria 41.4 30.0 = E 38.5 40.0 60.0 40.0 40 30 =

Czech Republic 8T 5.0 8 T 8.0 12.0 9.1 7.0 7 9.5 11.0

Estonia 18.7 6.0 = 24 - = 20.0 15.0 = - -

Hungary 20.3 10.5 16 Al - 18.0 20.5 20.0 22 26.5 22.0

Latvia 15.3 9.0 - 14 = e 15.0 20.0 - — =

Lithuania 27.0 5.0 - 26 - = 25.0 30.0 = = =

Poland 20.0 13.0 18 12 16.7 25.0 20.0 20.0 20 23.0 25.0

Romania 29.3 10.0 35 - 30.8 25.0 30.0 25.0 30 - -

Slovak Republic 9.4 6.0 8 6 9.0 12.0 10.7 10.0 10 a5 9.0

Slovenia 8.3 8.0 - 3 - 11.0 8.5 10 9.0 -
Average 19.14 101

Commonwealth of Independent States

Armenia 108.0 - - - = =/ 108.0 = = = =
Azerbaijan 410.0 - - - - = 410.0 - - = -
Belarus 650.0 300.0 - - - - 500.0 800.0 - - -
Georgia 411.0 - - - - - 411.0 - - - -
Kazakstan 82.0 24.0 - - - - 94.0 70.0 - - -
Kyrgyzstan 50.0 - - - - ~ 50.0 = = - -
Moldova 54.3 - - - - - 54.3 - — - -
Russia 80.0 40.0 - = 66.7 - 75.0 80.0 100 98 60.0
Tajikistan 365.0 - = - = = 365.0 = = = =
Turkmenistan 600.0 - - - - = 600.0 - - - -
Ukraine 153.3 130.0 — - = - 130.0 100.0 = 230 =
Uzbekistan 330.0 - - - - - 330.0 - - - -
Average 274.5 123.5

1 All forecasts in this table were published or reported to the EBRD between April and September 1995. There may, for a number 2 The number at the bottom of this column refers to the mean of the average forecasts shown in the column.

of institutions, be a substantial lag between preparation and publication of forecasts. The dates in parentheses indicate in which

3 This column shows the difference between the highest and the lowest of the forecasts.
month the forecasts were reported or published by each institution.
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enter a period of relative stability. Over the past two years, a large
proportion of east European countries appear to have entered a
period of stable growth. As a result, the range of realistically
feasible growth rates has narrowed. This is likely to be the key

source of the observed drop in the average forecasting error.

The average error on 1994-forecasts exceeded 1.9 percentage
points in only three of the countries in eastern Europe and the
Baltics, namely Latvia, Romania and the Slovak Republic. Growth
forecasts were excessively optimistic for Latvia and overly

pessimistic for Romania and the Slovak Republic.

For the CIS countries, the average error on all 1994-forecasts was
a spectacular 10.2 percentage points. This compares with a more
moderate average error of 5.5 percentage points on 1993-forecasts
(as quoted in last year’s Transition Report). Greal uncertainty
pertains for these countries to both “outturns™ and prospects for
growth (see Box 12.2).

Comparing the accuracy of growth forecasts from
different institutions

Table 12.7 juxtaposes errors on the GDP growth forecasts [rom
different institutions. Two comparisons are being made in the table.
One is based on the full set of forecasting institutions quoted in
Table 12.6. This comparison involves forecasts only for Bulgaria,
Hungary and Poland (denoted as EE3) because these are the only
countries for which all the forecasting institutions provided data,

On this basis, the EBRDs forecasts come out on top.

Focusing on Russia and the six largest east European countries,
Table 12.7 also compares the accuracy for forecasts from those
institutions that provide data on all of these countries. On this
comparison, the forecasts from PlanEcon were the most accurate.
An equivalent assessment could not meaningfully be made in last
year’s Transition Report on the basis of 1993-forecasts as very few
institutions were, at that time, covering all of the countries that

underlie the assessment.

The accuracy of inflation forecasts

Tables 12.8 and 12.9 gauge the accuracy of inflation forecasts for
1994 from a number of institutions. All forecasts in the table were
prepared or published by the listed forecasting institutions at some
point between May and October 1994, A general pattern in both
tables is that errors grow with the level of inflation. “Average infla-
tion” of less than 50 per cent was recorded in 1994 in eight of the
25 countries listed in Table 12.8 (see Box 12.1 for a discussion of
the concepts of “average inflation” and “end-vear inflation™). For
six of these eight countries, the average prediction error across all
forecasting institutions was less than 2 percentage points. For the
two remaining countries among these eight, Poland (where infla-
tion exceeded expectations) and Albania (whose inflation was
reduced more rapidly than the forecasts would have implied), the
error was less than 4 percentage points. Much higher error levels
of about 20-25 percentage points were recorded for Bulgaria and
Romania, the two countries with the highest inflation in eastern

Europe in 1994. Errors on forecasts for the high-inflation countries
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in the CIS were typically in the order of several hundred
percentage points. In consistency with this pattern. the level of
forecasting errors for inflation dropped substantially from 1993 to
1994, in tandem with the decline in the level of inflation in large
parts of the region (detailed data on the accuracy of forecasts for
1993 were published in the Transition Report, 1994, p. 176).

Comparing the accuracy of inflation forecasts from
different institutions

Table 12.10 shows the institution-specific average errors on infla-
tion forecasts for the group of countries covered by all institutions
providing 1994 forecasts for average inflation. This group of coun-
tries includes Bulgaria, the Czech Republic, Hungary, Poland and
Romania. On this measure, forecasts for average inflation from
PlanEcon and the Economist Intelligence Unit were the most
accurate in 1994 (after having been outperformed by those of the
Vienna Institute in 1993).

A comparison of inflation accuracy based on simple averages of
errors tends to be dominated by developments in high-inflation
countries. In the case of the comparison just made, the average
errors are dominated by the influence of observations for Bulgaria
and Romania. Table 12.10, therefore, also presents a cross-institu-
tion comparison based on a data set that excludes observations for
these two countries (leaving only observations for the Czech
Republic, Hungary and Poland). On this basis, the best averages
(that is, the lowest errors) pertained to forecasts from the OECD,
the IMF and the Economist Intelligence Unit.

12.4 Concluding remarks

The sampled forecasting institutions expect growth rates for most
countries in castern Europe and the Baltics of 3-6 per cent in both
1995 and 1996. This contrasts sharply with forecasts for the larger
CIS countries, for which a further substantial output drop is
expected for 1995, followed in 1996 by modest growth (in the case
of Russia) or further decline (in the case of Ukraine). However,
some of the smaller CIS countries are expected to register positive
growth in 1995.

Forecasters generally expect further gradual progress towards
price stability in all countries in the region. Inflation for 1996 is
widely expected to be below 30 per cent in almost all countries of
eastern Europe and the Baltics. Much lower rates are expected for

a handful of countries in this group.

Among the forecasters quoted in this chapter, only PlanEcon
provides medium-term forecasts for inflation in all of the CIS
countries. For 1996, PlanEcon expects inflation (measured as the
average price increase) of less than 100 per cent in only three CIS
countries: Kazakstan, Kyrgyzstan and Moldova. This would appear
somewhat pessimistic given the progress already made with
respect to inflation in several other CIS countries (see Chapter 11).
Eight of the surveyed forecasting institutions provide predictions
for Russian inflation in 1996, ranging from 60 per cent (OECD) at
the lower extreme to 173 per cent at the upper extreme
(PlanEcon).
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Table 12.6
GDP growth in 1994 (in per cent)!

Eastern Europe and the Baltic states

Actual2 Average Range EBRD EBRD QECD OECD IMF IMF Project Project European European FPlanEcon PlanEcon Economist Economist Vienna Vienna JP P
absolute of fore- forecast error? forecast error3  forecast errord Link Link Union Union forecast error3  Intellig- Intellig- Institute Institute Morgan Morgan
value of casts®  (Sept.) (July) (October) forecast error?  forecast error3 (June/ ence Unit ence Unit  forecast error? forecast error3

error 3.4 (April) (June) Aug.) forecast errord (June) (July)

(June)t

Albania 7.4 1.2 3.6 8 0.6 - - 8.0 0.6 - - - - 9.6 2.2 6.0 1.4 = = = =
Bulgaria 1.4 1.9 3.4 0 1.4 [¢] 1.4 2.0 3.4 0.4 1.8 0.5 0.9 1.4 0.0 0.0 1.4 -2 3.4 -1.9 33
Croatia 0.8 1.8 5.0 2 1.2 - - 1.8 -1.0 - - - = - 2.0 =12 -3 3:8 = ~
Czech Republic 2.6 0.7 3.3 3 0.4 2 0.6 1.5 4 = = 2.5 04 4.8 2.2 3.0 0.4 2 0.6 2.4 (a152]
Estonia 6 1.0 3.0 5 1.0 - = 6.0 0.0 = = = 5.9 0.1 3.0 3.0 - - - -
FYR Macedonia F2 3.7 6.7 -8 0.8 = = -14.7 T.5 . . = - - -10.0 2.8 - - - -
Hungary 2 1.2 55 1 20 1 1.0 10 1:0 0.0 2.0 2.0 0.0 bib -3.5 1.0 1.0 2 0.0 0.4 1.6
Latvia 2 35 10.0 5 -3.0 = - 4.1 241 - = = - 3.0 -1.0 5.0 7.0 — = = =
Lithuania 1Y 18 3.0 4 2.3 = = 4.7 -3.0 = = = == LT 0.0 20 0.3 = = = =
Poland 5.0 0.9 BB, 5 0.0 4 1.0 4.5 0.5 4.2 0.8 2.5 2.5 6.0 -1.0 4.0 1.0 4 1.0 4.5 0.5
Romania 3.4 2.8 5.8 0 3.4 o} 3.4 0 3.4 1.2 22 1.4 2.0 3.8 -0.4 1.0 2.4 -2 5.4 - -
Slovak Republic 4.8 4.3 7.0 1 3.8 0 4.8 0 4.8 - - 3.1 7.9 39 0.9 0.5 53 2 2.8 - -
Slovenia 5.5 1.4 2.3 4 1.5 - - 4.0 1.5 - - - - 5.3 0.2 4.0 15 3 25 - -
Average absolute value
of the error, 1994 - 1.9 4.8 - 1.5 - 2.0 - 2.3 - 1.7 - 22 - 1.1 - 2:2 - 25 = 1.4
Average absolute value
of the error, 19934 - 3.7 - - - - 2.9 - - - a7 - 32 - 4.0 - - - 4.7 - 15
Commonwealth of Independent States
Armenia 5.4 4.4 8.8 = — = = 3.0 2.4 - - 3 - 11.8 6.4 = = = - - -
Azerbaijan -21.9 13.5 10.7 -15 6.9 = = 6.0 -15.9 - - - - -4.3 -17.6 = = = = — -
Belarus 21.5 4.0 12.9 -30 8.5 = = -17.4 4.4 - - - - -19.0 2.5 -22.0 0.5 = = = =
Georgia 35 234 3.2 - - - - 10.0  -25.0 - - - - 4132 218 - - - ~ - -
Kazakstan -25 15.4 55 -11 -14.0 - = 6.0 -19.0 = - - - -11.5 -13.5 -10.0 -15.0 = = = =
Kyrgyzstan 27 19.5 4.5 -10 -17.0 7z = 55 +21.8 = -= - - -6.9 -20.1 - - - - - -
Moldova =22 19.2 0.9 -3 -19.0 = = 2.2 -19.8 = - - - -3.1 -18.9 - - - - - -
Russia -15 3.0 4.0 -12 -3.0 -10 5.0 -12.0 -3.0 = = - - -11.2 -3.8 -10.0 -5.0 -10 5.0 -14 -1.0
Tajikistan 21.4 9.9 6.9 = - = ~ -15.0 6.4 = = - - -8.1 -13.3 - = = - - -
Turkmenistan -20 15.1. 13.2 = - - - 7 4 21.7 — - - - -11.5 -8.5 - - - - - -
Ukraine 23 4.7 15.0 -20 -3.0 = = -25.0 2.0 = = = -20.3 2.7 -10.0 -13.0 -20 -3.0 = =
Uzbekistan 2.6 5.8 3.0 -8 5.4 - = -10.1 75 = = = S 4.5 - - - - - -
Average absolute value
of the error, 1994 - 10.2 7.4 - 9.6 - 5.0 - 12.4 - - - - - iy - 8.4 - 4.0 - 1.0
Average absolute value
of the error, 19934 o 5.5 - = - - o = = = e - - 6.5 - i = 2.4 - e
1 All forecasts in this table were published or reported to the EBRD in June/July/August 1994 except for the IMF forecast which 3 What is referred to as “errors” denotes the difference between actuals and forecasts (measured in percentage points).

was taken from the October 1994 World Economic Outlook. There may, for a number of institutions, be a substantial lag a
between preparation and publication of forecasts. The dates in parentheses indicate in which month the forecasts were
reported or published by each institution. The EBRD forecasts were prepared in August and published in October,

2 *“Actuals” represent the most recent official estimate of outturns for 1994, as reflected in publications from the national 5
authorities, the IMF, the World Bank, the OECD, PlanEcon and the Institute of International Finance.

The number at the bottom of this column is calculated as the mean of all the absolute values of the errors shown in this table
(i.e. it is not a simple average of the errors in this column). The number for 1993 (taken from the EBRD Transition Report 1994)
was based on fewer observations than the number for 1994.

This column shows the difference between the highest and the lowest of the forecasts.
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Table 12.7
Comparison of growth forecasts for 1994 from different institutions?

EBRD OECD IMF Project European PlanEcon Economist Vienna JP Morgan

error error error Link error Union error Intelligence Institute error
error Unit error error

Bulgaria 1.4 1.4 3.4 1.8 0.9 0.0 1.4 3.4 38
Czech Republic 0.4 0.6 15 . 0.1 2.2 -0.4 0.6 0.2
Hungary 1.0 1.0 1.0 2.0 0.0 -3.56 1.0 0.0 1.6
Poland 0.0 1.0 0.5 0.8 25 -1.0 1.0 1.0 0.5
Romania 3.4 34 34 2.2 2.0 0.4 2.4 5.4 -
Slovak Republic 38 4.8 4.8 = ) 0.9 5.3 2.8 =
Russia -3.0 5.0 -3.0 = - -3.8 5.0 5.0 -1.0
Average of the absolute
error EE3 0.8 i 2 16 1.5 14 1.5 1, 1.5 1.8
Average of the absolute
error EE6 and Russia 1.9 25 2.5 - - 1.7 2.4 2.6 -

1 The EE3 group of countries includes Bulgaria, Hungary and Poland. EEG includes all the EE3 countries plus the Czech Republic, Romania and the Slovak Republic. What is referred to
as “errors” denotes the difference between actuals and forecasts (measured in percentage points).

Corresponding to the regional gaps in inflation and growth fore-
casts, there is a great disparity in accuracy between forecasts for
eastern Europe and the Baltics on the one side and the CIS on the
other. This is evidenced by data that analyse the proximity to
“actuals” of “old” forecasts for 1993 and 1994. Each of the fore-
casts under analysis was prepared 3-6 months into the year Lo
which the forecasts applied. The average error on forecasts for
growth in countries of eastern Europe and the Baltics dropped to
1.9 percentage points in 1994, from 3.7 percentage points in 1993.
The corresponding average error for predictions of growth in the
CIS countries rose to more than 10 percentage points in 1994 from
less than 6 percentage points in 1993, An equivalent disparity
between the two regions pertained to the level of errors on fore-
casts for inflation; these were typically far smaller for countries in
eastern Europe and the Baltics than for countries in the CIS.
A glance at the evolution in errors between 1993 and 1994 indi-
cates a substantial improvement over time on a broad regional
front in the accuracy of inflation forecasts. This is likely to reflect a
strengthening of monetary policy management and an attendant
improvement in the ability of governments to deliver on their infla-

tion objectives in most countries of the region.
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Box 12.2
Forecasting the turnaround in an economy with declining output

Consider the challenge facing a forecaster who has seen output in a
particular country, say Georgia, drop by 10 per cent in 1994. Let us
assume that the end-1994 output index is 100. Suppose the forecaster
is convinced that output in Georgia will at some point abruptly turn
around and begin to rise at an annualised rate of 10 per cent.

Suppose further that the forecaster assumes this will happen on 1
January 1996. His or her assumptions would be consistent (ignoring
any seasonality in growth) with the output index falling from about 100
at the beginning of 1995 to about 90 at the end of 1995 before rising
to about 99 at the end of 1996. The average output level in 1996
would deviate less than 1 per cent from that in 1995. The forecaster
will therefore expect 1996 growth to be somewhere between zero and
-1 per cent.

Suppose that in practice the turnaround is “one year late”, in the
sense that output continues to drop throughout 1996 at an annualised
pace of 10 per cent before beginning to grow at an equivalent
annualised pace on 1 January 1997. In this case the forecaster winds
up with an error on his or her growth prediction for 1996 of 10
percentage points, after delivering a prediction that was accurate in
terms of the order of magnitude of growth. The error arises solely on
account of the forecaster's misjudgement of the timing of the
turnaround. This illustrates the particular difficulty that is associated
with forecasting of growth in countries that remain in deep recession
but are expected to emerge with potentially quite high positive growth
rates at some unknown peint in the future.
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Table 12.3

Inflation in 1994 (change in the average consumer price level, in per cent)!

Eastern Europe and the Baltic states

Actual? Average OECD OECD IMF IMF Project Project European European PlanEcon PlanEcon  Economist Economist Vienna Vienna
absolute forecast error3 forecast error3 Link Link Union Union forecast error3 Intelligence Intelligence Institute Institute
value of (June) (Octaber) forecast error3 forecast error3 (June) Unit Unit forecast error?
the error3 (April) (June) forecast error? (June)

(June)
Albania 22.6 3T = - 27 4.4 - = - BE 28 5.4 24.0 1.4 = =
Bulgaria 96.3 20.3 75 21.3 81 1503 52 44.3 65.0 31.3 89 7.3 90.0 6.3 80 16.3
Croatia 97.5 0.5 - - 98 0.5 - - - = - - - = - =
Czech Republic 10.0 0.7 14 -1.0 9 1.0 9 1.0 10.0 0.0 e 1.0 11.0 -1.0 10 0.0
Estonia 48 1T = o 47 1.0 = = - = 46 2.0 50.0 2.0 - -
FYR Macedonia 122, B7.0 - - 65 570 - = - - = ~ - - it -
Hungary 18.8 1.2 19 0.2 12 -0.2 20 1.2 18.0 0.8 16 2.8 19.0 -0.2 22 -3.2
Latvia 35.7 1.8 = - 36 0.3 = - - == 35 0.7 40.0 4.3 = =
Lithuania 72 4.3 = = 69 3.0 - = = - 70 2.0 80.0 -8.0 = -
Poland 32.2 3.8 30 22 30 2.2 24 8.2 27.0 5.2 28 4.2 30.0 2.2 30 2.2
Romania 131.0 24.4 170 -39.0 156 -25.0 120 11.0 150.0 -19.0 140 8.0 150.0 -19.0 180 -49.0
Slovak Republic 13.4 1.9 16 2.6 14 -0.6 = - 17.0 3.6 14 0.6 15.0 -1.6 16 2.6
Slovenia 19.8 0.9 = - 18 1.8 - = T - 19 0.8 19.0 0.8 20 0.2
Commonwealth of Independent States
Armenia 5,273 185.0 = - 5,458 -185.0 - - - - - - - - - —
Azerbaijan 1,664 383.0 = - 1,281 383.0 = o= - - - - - - - -
Belarus 2,220 439.5 = 2 1,621 599.0 = - = - - = 2,500.0 -280.0 = =
Georgia 7,400 2,600.0 - - 10,000 -2,600.0 = - - - - - - - - -
Kazakstan 1,880 540.0 = - 1,680 200.0 = = = = = = 1,000.0 880.0 - -
Kyrgyzstan 280 20.6 = - 299 -20.6 = # - - - - - — - -
Moldova 327 82.0 - = 245 82.0 - — - - = = = = a2 =
Russia 302 58.0 450 -148.0 336 -34.0 o - = = 310 -8.0 400.0 -98.0 300 2.0
Tajikistan 341.4 1,158.6 = = 1,500 -1,158.6 o - - = - - - - - -
Turkmenistan 2,400 792.0 - = 1,608 7892.0 - = - - - — - - - =
Ukraine 891.2 371.8 = - 1,000 -108.8 — s - = 813 78.2 2,000.0 -1,108.8 700 191.2
Uzbekistan 746 603.0 - - 1,349 -603.0 - - - - — - - =

1 All forecasts in this table were published or reported to EBRD in June/July/August 1994 except for the IMF forecasts which are
taken from the October 1994 World Economic Outfook. There may, for a number of institutions, be a substantial lag between
preparation and publication of forecasts. The dates in parentheses indicate in which month the forecasts were reported ar

published by each institution. The EBRD forecasts were prepared in August and published in October.

2 "Actuals” represent the most recent official estimate of outturns for 1994, as reflected in publications from the national

authorities, the IMF, the World Bank, the OECD, PlanEcon and the Institute of International Finance.

3 What is referred to as “errors” denotes the difference between actuals and forecasts {measured in percentage points).
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Table 12.9
Inflation in 1994 (change in the end-year consumer price level, in per cent)!

Eastern Europe and the Baltic states

Actual? Average EBRD EBRD JP Morgan JP Morgan
absolute forecast error? forecast error?
value of the (September) {June)
- error? o B
Albania 15.8 3.0 19 3.2 = &=
Bulgaria 121.9 47.0 70 51.9 80 41.9
Croatia -3.0 3.6 0 -3.0 2 =
Czech Republic 10.2 B3 10 0.2 10 0.0
Estonia 42 0.0 42 0.0 = =
FYR Macedonia 55 15.0 70 -15.0 - -
Hungary 242 1:5 20 1.2 23 1.8
Latvia 26.0 1.0 25 1.0 = ==
Lithuania 45 5.0 40 5.0 = e
Poland 29.5 3.1, 27 2.5 27 200
Romania B1:7 28.0 90 -28.3 - -
Slovak Republic 11.7 1.0 i3 1.3 7= =
Slovenia 18.3 2.0 16 23 - -
Commonwealth of Independent States
Armenia 1,885 - - - - -
Azerbaijan 1,788 212.0, 2000 -212.0 = =
Belarus 1,875 - - - - =
Georgia 7,380 = = = = =
Kazakstan 1,160 260.0 900 260.0 = =
Kyrgyzstan 87 3.0 90 -3.0 - -
Moldova 98 22.0 120 -22.0 &= =
Russia 203 88.0 180 23.0 356 -153.0
Tajikistan 5 = = = = =
Turkmenistan 1,100 = = - = e
Ukraine 401 51.0 350 51.0 - -
Uzbekistan 423 177.0 600 -177.0 = =
1 All forecasts in this table were published or reported to EBRD in June/July/August 2 “Actuals” represent the most recent official estimate of outturns for 1994, as
1994. The dates in parentheses indicate in which month the forecasts were made by reflected in publications from the national authorities, the IMF, the World Bank, the
each institution. There may, for a number of institutions, be a substantial lag between QECD, PlanEcon and the Institute of International Finance.
preparation and publication of forecasts, The EBRD forecasts were prepared in August 3 What is referred to as "errors” denotes the difference between actuals and forecasts
and published in October. (measured in percentage points).

Table 12.10

Comparison of inflation forecasts for 1994 from different institutions
(change in the average consumer price level, in per cent)!

Actual OECD IMF Project European PlanEcon Economist Vienna

error error Link error Union error error Intelligence Institute

Unit error error

Bulgaria 96.3 21.3 15.3 44.3 31.3 7.3 6.3 16.3

Czech Republic 10.0 -1.0 1.0 1.0 0.0 i 26 -1.0 0.0

Hungary 18.8 0.2 0.2 -1.2 0.8 2.8 -0.2 -3.2

Poland 32.2 22 2.2 8.2 5.2 4.2 ) 2.2

Romania 131.0 -39.0 -25.0 11.0 -19.0 8.0 -19.0 -49.0
Average of the absolute

error (EE5)L - T2 8.7 18a 113 4.9 BT 14.1
Average of the absolute

error (EE3)1 = 1.1 1.1 3.5 2.0 2.7 i 1.8

1 The EE5 group of countries includes Bulgaria, the Czech Republic, Hungary, Poland and Romania. The EE3 countries are all of these, excluding Bulgaria and Romania.
What is referred to as “errors” denotes the difference between actuals and forecasts (measured in percentage points).
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