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Capitalism is by nature and form a method of economic change, and
not only never is but never can be stationary. And this evolutionary
character of the capitalist process is not merely due to the fact that
economic life goes on in a social and natural environment which
changes and by its change alters the data of economic action … The
fundamental impulse that sets and keeps the capitalist engine in
motion comes from the new consumers’ goods, the new methods of
production or transportation, the new markets, the new forms of
industrial organisation that capitalist enterprise creates.

Joseph Schumpeter, Capitalism, Socialism and Democracy, Chapter VII

It would be odd, indeed, if the economic experience of the countries
of Central-East Europe (CEE), the Balkans and the former Soviet
Union in the period since the collapse of communism were signifi-
cantly different from that of other groups of economies in dynamic
phases of development. It would be particularly odd if countries that
had gone through a sustained and increasingly profound structural cri-
sis in the last decades of communism did not encounter equally pro-
found structural challenges in the initial period of transition. And it

Chapter 1

Transforming The Post-Socialist
Economies: Patterns and Paradoxes
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would be scarcely credible that these challenges could be met without
engendering a whole gamut of tensions and contradictions, economic,
social and political. That, in a nutshell, is the theme of this book — the
pain and the gain from transformation, and the complex pattern of
interaction between them.

So what have the main tensions and contradictions of transforma-
tion been? Chart 1 presents a set of pairs of antonyms which bring out
the key paradoxes of the process. Some of these paradoxes are easy

enough to resolve. It is hardly surprising that
there was an initial fall in output in all the transi-
tion countries, following by renewed growth
from the mid-1990s onwards, as the countries

concerned made preliminary, painful adjustments, and “stepped back
so as to be able to jump further”. More puzzling is why some
economies, notably those of the former Soviet Union, took so long to
start growing again. Most disturbingly, some countries had, by the late
1990s, fallen into renewed recession, following an initial recovery.

These patterns are analysed in detail in Chapter 11.
The issue of catching up and falling behind, which
is, indeed, a central theme of the book as a whole,

is first broached in Chapter 4 and further developed in Chapter 6.
Finally, in Chapter 12, we try to provide a synthesis of the arguments

4 Introduction

Fall in production/
growth in
production

Catching up and
falling behind

Chart 1. The antonyms of transformation.

Fall in production Increase in production
Falling behind Catching up
Poverty Prosperity
Strengthening the state Strengthening the market
Debureaucratisation Institution-building
Distrust Trust
Cultural confrontation Cultural congruence
Forgetting Learning
Polarisation Equalisation
Peripheralisation Integration
Fragmentation Integration
Exclusion Integration
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involved. Chapters 6 and 12 likewise highlight the
question of poverty, while at the same time trying
to plot the likely pathway to general prosperity, in some of the sub-
regions of the transition area, if not necessarily all of them.

The contradiction between the goals of strengthening the state
and strengthening the market is, again, more apparent than real. As
Margaret Thatcher showed in Great Britain in the late 1970s and
early 1980s, you can roll back the state and
strengthen it at the same time. It takes a strong —
and honest — state to collect taxes and keep big
companies in order, and in the absence of such a
state the basic conditions for level-playing field market activity will
not be met. But in the post-socialist countries there are paradoxes
within paradoxes here, as evinced by the analysis presented in
Chapters 2 and 3. The typical transition state of the 1990s was weak
and dishonest, unable to collect taxes except through corrupt deals
with regional and sectoral power-brokers, more interested in selling
favours than in levelling the playing field. And indeed any strengthen-
ing of the nomenklatura nationalist/feudal-bureaucratic regimes (see
Chapters 2 and 3 for definitions) of that period would likely have
generated as many new abuses as it removed old ones. But there is a
sea-change here in the late 1990s and early 2000s. In the Balkans, the
election defeat of Slobodan Milošević in October 2000 spelled the
end of a classic nomenklatura nationalist regime. The death of
Croatian president Franjo Tudjman in December 1999 and the sub-
sequent election victory of the leftist-reformists in Croatia put that
country firmly on the political road of the “clean-break” countries of
CEE. The resignation of President Boris Yeltsin from the Russian
presidency at the end of 1999 and the succession to that post of
Vladimir Putin seemed to many to be more of a “consensual coup”
than a democratic transition. But while President Putin’s background
is clearly nomenklatura, and while his policies on Chechnya, and on
the freedom of the press, have posed big question marks over his
democratic credentials, economic policy in Russia under Putin has
done much to level the playing field. The effectiveness and probity of
the tax collection system has improved greatly, and there has been

Transforming the Post-Socialist Economies: Patterns and Paradoxes 5
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some rationalisation of the political division of labour between centre
and periphery. The Russian state is still weak and dishonest, but it is
stronger and more honest that it was a few years ago, and the general
impact of this on the Russian economy has been good.

In the CEECs and the Baltic countries the late 1990s witnessed a
gradual improvement in the legislative thrust and executive power of
the state. By the late 1990s, however, the situation in these countries
with respect to the role of the state had been revolutionised by the
prospect of accession to the European Union (EU). That prospect
offered the candidate countries a ready-made system of governance, in
the form of the acquis communautaire, covering many (not all) areas of
economic policy, plus a number of related policy areas. Indeed, the EU
went further than that, in insisting that all candidate countries adopt the
chapters of the acquis communautaire, as a prior condition of accession.
Thus the candidate countries were, in a sense, forced to accept the “free
gift” of a fairly comprehensive system of economic regulation. As we
shall see in Chapters 6 and 12, there are serious questions to be asked
about the gaps in the acquis, and on the suitability of some of the ele-
ments of the acquis for catch-up countries. But it is beyond doubt that
the assimilation of the acquis by the candidate countries has resulted in a
significant strengthening of the capacity of the states involved.

In the economically least developed parts of the transition region
— the Caucasus and Central Asia — there has been much less evolu-
tion in the political situation. In Georgia, Azerbaijan, Kazakhstan,
Turkmenistan and Uzbekistan, the nomenklatura nationalist leaders

who took power at the beginning of transition
are still in power. Certainly, the nationalist ele-
ment here is measured and low-key, with none
of the rabid xenophobia of the Milošević

regime. And significant progress has been made in building the exec-
utive capacity of the state, notably in Kazakhstan. But corruption is
still a huge problem throughout these sub-regions. And when the
governments of Central Asia and the Caucasus seek to develop proac-
tive economy policy, they often seem to fall back into the style and
pattern of Soviet “state capitalism”. Here, then, we can probably say
that states remain weak and ineffectual — and it is better that they
should so remain.

6 Introduction
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It is within the state sector that we see the drama of institution-
building against a background of debureaucratisation played out in its
starkest form. The old socialist systems were bureaucratic systems par
excellence, and it has been a huge challenge for the transition coun-
tries to build modern civil services to replace the old communist
apparatuses. Getting rid of the “petty tutelage” of communism has
certainly allowed for large-scale rationalisations of public sector
employment. But the task of building the administrative and legal
services necessary for a market economy has been a daunting one —
even the acquis communautaire is of little use if you do not have a
system of courts and a cadre of legal officers to implement its provi-
sions. It is hardly surprising that, in the face of this challenge, that
some transition countries have seen the total number of people
employed in state administration rising rather than falling.

Yet it is in the new private sector, rather than the new public
sector, that the greatest challenges of institution-building present
themselves. The old enterprises of the socialist order were also essen-
tially bureaucratic formations. The new firms of the post-socialist
order are market-oriented, or are, at least, meant to be. But firms are
not made overnight; still less are socialist enter-
prises transformed into firms overnight.

Much of this book is taken up with the process of firm-building in
the transition region (see, in particular, Chapters 7 and 9). I believe
that this is the most important aspect of institution-building in the
transition countries. As the following chapters show, the process is
already well advanced in the CEECs. Elsewhere in the transition
region it is still at an early stage. It goes without saying that transition
to a mature market economy is ultimately not possible unless the
country in question possesses an adequate network of mature firms,
capable of operating profitably in a competitive and technologically
dynamic environment (see Chapter 12).

Firms do not exist in a cultural and ethical vacuum. While the
market imposes the parameters that channel the activity of firms, the
precise way in which particular firms react to those parameters, out-
side the limited area of perfectly competitive commodity production,
is conditioned by a mass of behavioural factors (see Chapter 7).
Where there are significant network elements in supply relationships,

Transforming the Post-Socialist Economies: Patterns and Paradoxes 7
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involving the partial internalisation of transactions going outside the
boundaries of the firm as such, trust is indispensable. Yet trust was
also indispensable in the communist world, a world characterised by
generalised distrust. Here we encounter a mass of apparent contradic-
tions, which can only be resolved by digging deeper into the func-
tional patterns of communism, on the one hand, and the market
mechanism on the other. Under communism, the absence of elemen-
tary democratic rights and functions, and the poverty of civil society,
meant that trust between strangers was impossible. Trust existed
between friends and family members — and between the members of
political “families” within the nomenklatura. To a degree, these pat-
terns of trust within the old political elite survived the shock of the
collapse of the communist system. But, as we shall see in Chapters 2
and 3, this continuity of trust must be rated a largely negative aspect
of early transition. The kinds of trust which are both inputs into and
outputs of a mature market system are of a wholly different kind.
They are based on experience and learning. So while they are often
between friends, they may be between strangers. They are also
institution-based. As we shall see in Chapter 7, trust is no substitute
for contractual commitments. Rather the two are seen, in a market
context, as complementary. Good contracts make for trust, and trust
helps to give contracts the flexibility they need to have in a techno-
logically dynamic world.

But trust is not indivisible within the capitalist world. Trust seems
to come easier between some combinations of cultural/national
groups than between others. Let us take, for instance, the dimension
of foreign direct investment (FDI), a crucial vehicle of technology
transfer and productivity enhancement for post-socialist countries
(see Chapter 8). The bulk of the FDI in the transition region origi-
nates from a small number of leading capitalist countries, notably the
USA, Germany and Italy. It is clear, in this context, that, for instance,
German companies are more comfortable investing in neighbouring
countries with close cultural and historical links, like the Czech
Republic, than, say, in Uzbekistan. And here the ethical/cultural
notion of trust seems to refocus as something more concrete and pro-
duction oriented. In Chapter 4 we will introduce and develop the

8 Introduction
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concept of “technological congruence” in an attempt to give this
refocusing a more precise analytical content.

As always, however, there is a flipside to this discourse of trust and
congruence. If some of the outstanding successes of FDI in the transi-
tion region have been built on cultural congru-
ence, other promising avenues have been cut
off by cultural confrontation. FDI in Russia’s
manufacturing sector has been largely blocked
by the reluctance of Russian partners to adapt to the corporate and
technological culture of their would-be partners from the West
(Ahrend, 2000). Full normalisation of economic (and indeed political)
relations between Serbia and Montenegro and the EU and the US
continues to be hampered by residual bitterness over the Kosovo war,
and the unresolved status of Kosovo today. And the general reluctance
of Japanese firms to invest in the transition region (there are some
outstanding exceptions, as we shall see later on) has reflected a lack of
confidence on the part of those firms in their ability to impose their
corporate and technological culture in the countries concerned.

Thus the paths of self-improvement that transition societies have
to traverse are conditioned and constrained by the cultural and tech-
nological limitations of the organisations that would teach them. It is
not just a matter of coming to grips with higher levels of management
of innovation, quality and marketing, of building the “knowledge-
based economy” (see Chapter 10). It is also a matter of coming to
terms with Germanness or Japaneseness, and with the blindspots
which appear on the corporate vision of the most advanced and far-
sighted companies. So the learning that transition involves can be on
a grand scale, or it can be petty. Something similar can be said of for-
getting. There is much about the communist past that is best wiped
from human memory altogether — the arbitrariness and ethical
nihilism of the one-party system, the contempt for the consumer, the
principle that “they pretend to pay us, we pretend
to work”. But communist societies were among
the best educated in the world. Not all of the edu-
cation was of the highest quality, and what passed for Economics in
most communist countries, for example, was fit for nothing except

Transforming the Post-Socialist Economies: Patterns and Paradoxes 9
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the rubbish bin (Poland and Hungary were striking exceptions). But
the knowledge base in areas like theoretical physics and mechanical
engineering was sturdy and serviceable.

Almost as soon as the old system collapsed, many of the countries
of the region began to experience the phenomenon of the “forgetting
curve”. It was particularly noticeable in the West Balkans, as a direct
and indirect result of the post-Yugoslav conflict. Thus in FR
Yugoslavia (“rump” Yugoslavia), which was subjected to sanctions
through much of the 1990s, sanctions which, inter alia, barred
Yugoslav airliners from landing at foreign airports, Yugoslav pilots
effectively forgot how to fly.1 Even in more normal conditions, in
the successor states of the Soviet Union, the machine-tool industry
collapsed so dramatically that the capability to make machine tools
seems to have been largely lost — completely lost as far as computer-
controlled machine tools are concerned (Gubanov, 2000). And these
phenomena should not be seen as some bizarre outcome of the
collapse of a dysfunctional system. Forgetting curves are well known
in the development literature (Bell, 1997). The inability to sustain
learning curves is, indeed, one of the central features of economic
backwardness. By the same token, getting rid of forgetting curves is
one of the essential conditions of sustainable growth.

Not all the transition countries have suffered from the forgetting
curve problem. The CEECs have generally managed to forget the bad
bits and hang on to the good bits. And in so doing, they have rein-
forced the gap between themselves and the other transition countries,
a gap which has, indeed, tended to increase on nearly every key
development indicator since transformation began. And the tendency
to greater inequality can be seen on virtually every dimension as well.
The gap between the richer and the poorer transition countries has
increased. The gap between the rich and poor among the populations
of the transition countries has increased in every case. The gap
between the richer and poorer regions of virtually every transition
country has increased. And the gap between the post-socialist coun-
tries as a whole and the developed industrial world has increased.

10 Introduction
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These tendencies are not set in stone. Indeed over the past couple of
years the post-socialist world has caught up a little with a faltering
EU/US economy, while most of the countries of the FSU have been
reporting growth rates of GDP higher than those of the CEECs (see
Chapter 11). But it is too soon to say whether
there has been any change of underlying trend.
And the trend in personal inequality is unremit-
ting. These patterns have to be set in the context of world trends. At
the global level, too, the tendency is for the gap between the richest
and the poorest countries to increase, for the distribution of income
to become less equal, certainly among the OECD countries, and for
regional disparities within countries to increase. So what is different
and special about the transition countries? That is, indeed, a question
that we have to ask repeatedly in relation to the role and position of
the post-socialist region within the world at large.

One of the recurrent themes of the studies contained in this book
is the key role of foreign investment, specifically foreign direct invest-
ment in the process of transition. We noted above how issues of
cultural congruence and confrontation can modify the impact of FDI.
But we must be careful not to overparticularise the analysis of this
central variable. In in-depth interviews carried out within the frame-
work of a number of projects, one of the dominant themes has been
the essentially global strategic vision of most multinational compa-
nies. We hear the most straightforward arguments on this dimension
from international oil companies, for example in justifying their
investments in the former Soviet Union — we are global players, we
are in every region of the world, and that is part of our competitive
advantage, so when a new region opens up, we have to get in there.
But while the argument is simple enough in relation to a natural-
resource-based sector in which international prices are very volatile,
it is less obvious, but no less compelling, in relation to engineering-
based sectors. Here, the implicit argument is that, in Dunning’s terms
(see Chapter 4), you maximise your firm-specific advantages by being
global — and therefore you maximise your scope for technology
transfer by being global. In the language of the business executive, if
you are not world-class, you will not become world-class by investing

Transforming the Post-Socialist Economies: Patterns and Paradoxes 11
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in Eastern Europe. Thus it is crucially important not to assume that a
German firm investing in the Czech Republic is pursuing a purely
regional strategy. If you do, you risk misunderstanding the nature of
the technology transfer process involved, and therefore the pattern of
productivity enhancement. Most seriously, you risk misunderstanding
the pattern of supply networking that may flow from the initial
investment, and therefore the pattern of productivity spillovers. It is
not only lead firms that have global strategies. First-tier suppliers (see
Chapter 4 for definition) may also think of themselves as global play-
ers, seeking to build production complexes in particular regions (e.g.
CEE), but with global objectives in view. If you only ask such firms
questions about their relations with local firms (including foreign-
owned local firms), you may come away with the (completely mis-
taken) idea that they are not interested in network-building.

Does that mean that the firms and economies of the transition
region are condemned to an essentially peripheral role in the game of

global economic development? Have they simply
exchanged the old hub-and-spoke pattern of the
Soviet-dominated CMEA (Council for Mutual

Economic Assistance) system for a new hub-and-spoke pattern cen-
tred on the EU and, more generally on the OECD area? If we look
only at the main lead investments of key multinationals we may be
inclined to say “no”. Volkswagen-Škoda in the Czech Republic, the
Audi Engine Plant in Hungary, Magyar Suzuki in the same country,
to mention just a few, have succeeded in establishing highly complex
operations in the region, operations founded on advanced technology
and high productivity, and reporting satisfactory levels of profitability.

But the picture is clouded when we go beyond the lead invest-
ments. As we shall see in detail on subsequent chapters, even the most
advanced transition economies have struggled to generate locally-
owned supply industries to serve the great international projects
and ensure that the gains in productivity and financial strength those
projects produce are disseminated throughout the economy.
International companies nearly always have serious problems with
their local suppliers. But while the multinationals are anxious enough
to resolve these problems, they do not generally take active measures

12 Introduction
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to that end. They do not integrate their suppliers into their own,
within-company training and technology transfer programmes, which
play a key role in raising human capital endowment, and ultimately
productivity, within the lead project. To a degree, multinationals seek
to solve local supply problems indirectly — by operating with a much
smaller number of first-tier suppliers than would be normal within
Western Europe, and thus effectively devolving the problem of pro-
ductivity and quality control to a limited number of first-tier suppli-
ers. More directly, some companies follow an active policy of helping
local suppliers to find foreign partners. The implication is that firms
from transition countries are simply not capable of achieving the sta-
tus of first-tier supplier on their own. Thus the top firms in the FDI
business do not have many ideas about raising the game of local sup-
pliers in transition countries beyond helping them to sell out to other
foreign firms, so the whole cycle stays within the ambit of FDI. The
key issue of linkages and spillovers outside the area of FDI remains
unresolved. And it is that issue which is crucial in terms of the balance
of deep and superficial integration within the region as a whole.

With peripheralisation goes fragmentation. Firms that are unable
to integrate into international supply networks will find it difficult to
develop their domestic supply linkages, difficult to
grow in accordance with the underlying scope of
markets and production possibilities. But the
theme of fragmentation is played out not only on the dimension of
firms. At the level of civil society, and indeed of the state itself, the
break-up of the communist monolith has created a new tension
between the forces of dispersion and reintegration. The break-up in
the immediate aftermath of the collapse of communism of the Soviet
Union, the old Yugoslavia and Czechoslovakia, produced a pattern of
Balkanisation that stretched from the Adriatic to Central Asia. If we
factor out the Russian giant, the population of the average transition
state is just 10 m. That in turn means that, in terms of GDP, most
transition countries are substantially smaller than Portugal or
Denmark or Finland. There is no reason why small states should not
be efficient states, but the smaller the typical state in a particular
region, the more time the government of that state will have to spend

Transforming the Post-Socialist Economies: Patterns and Paradoxes 13
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on the management of its relations with its neighbours — on border
agreements, trade agreements, visa agreements, etc. The reductio ad
absurdum of fragmentation is presented by the case of Bosnia, where
a country of not many more than four million inhabitants is in turn
divided into two “entities” — the Serb-dominated Republika Srpska
and the Croat-Muslim confederation, with the latter in turn sub-divided
into Croat and Muslim sections. The result is a political and economic
nonsense, a “country” virtually incapable of exporting, totally depend-
ent on foreign aid and racked by the corruption which that inevitably
brings. But fragmentation has produced other paradoxes. Kazakhstan, a
country with rich hydrocarbon reserves and the highest levels of GDP
per head in Central Asia, finds itself nevertheless in a peculiarly isolated
situation. Still heavily dependent on Russia for, e.g. oil pipeline transit, it
now has to resolve any problems that arise therefrom through interna-
tional negotiation rather than domestic consultation. Russian remains
effectively the only lingua franca of Kazakhstan, and the teaching of
English has made less progress than in Russia itself. The situation is sim-
ilar in the other countries of Central Asia. These problems are clearly
essentially transitional, but in this case the transition seems destined to
take anything up to a generation to resolve. And normal patterns of
economic intercourse across that region, and between it and the rest of
the world, will not be established until they have been.

Political fragmentation is, of course, no obstacle to rational interna-
tional cooperation as long as effective frameworks for such cooperation
exist. Thus fragmentation is not so much the antithesis as the comple-
ment to integration or re-integration. But, as the experience of the EU
in Western Europe has shown, effective international cooperation does
not come of its own accord. It is built slowly, and with difficulty,
through the acceptance by sovereign states of binding treaties involving
onerous commitments and clear-cut loss of sovereignty. The countries
of Central-East Europe and the Baltic region have been lucky to be able
to “piggy-back” on the EU as an existing institution of integration with
a record of success in terms of creating a genuine single market and
moving Europe towards ever more ambitious levels of concerted action.
The countries of the CIS (Commonwealth of Independent States — the
former Soviet Union minus the Baltic Countries) are largely excluded

14 Introduction
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from that theatre of integration, and their own attempts to create some
kind of single market within post-Soviet economic space have been a
dismal failure. The countries of the Balkans constitute an uneasy inter-
mediate group in this respect, with the prospect of accession to the
EU held out, but not guaranteed. The issue of fragmentation and inte-
gration leads us on, therefore, to a consideration of the last of our key
antonyms of transition — exclusion and integration.

Exclusion of particular countries or groups of countries can occur
on different dimensions. In the present context, the key exclusion
issue is clearly exclusion from the European Union. But there is at
least one other major exclusion issue affecting
transition countries — exclusion from the World
Trading Organisation (WTO). At the time
of writing, Russia, Ukraine, Kazakhstan, Uzbekistan and Serbia/
Montenegro all remained outside the WTO, in addition to a number
of smaller West Balkan and CIS countries. Thus more than half the
population of the transition region remains outside an organisation
which can claim virtually universal membership in every other major
region of the world. But let us set the WTO issue aside for the
moment, and concentrate on the key exclusion issue — who will end
up inside and who outside the European Union, and what difference
it will make. The main conclusions to emerge from the research that
has been done on this subject are as follows:

1. When macroeconomic and liberalisation effects are taken into
account, the net aggregate impact of enlargement of the EU on
the non-applicant countries is not unequivocally negative —
indeed it may well be positive (Fidrmuc, 1999; Frandsen et al.,
2000; ECE, 2003).

2. Even where the general impacts of enlargement are clearly positive,
the overall distributional effects of enlargement are, however, very
likely to be negative (Manzocchi & Ottaviano, 2000).

3. Cross-border issues are of critical importance to the non-applicant
countries on account of historical peculiarities of border configu-
ration. For that reason visa regime issues have an unusually strong
bearing on trade issues.
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4. While there is good reason to be optimistic about the overall
impact of enlargement on the economic development of the non-
applicant countries, it must be recognised that there are particular
problem areas, where the impact could be significantly negative.
These include Kaliningrad, and the less developed countries of the
former Yugoslavia. Irrespective of the actual outcome of enlarge-
ment for Kaliningrad, the Kaliningrad problem is likely to become
a major diplomatic issue between the EU and Russia, which could
affect the mediation of other enlargement issues.

5. There are some very specific areas like energy and energy goods
transit which figure prominently in the diplomacy of non-accession,
but where the prospects for resolving outstanding problems are
relatively good, assuming that other enlargement issues do not
encroach on the negotiation process.

6. Non-applicant countries which have not joined the WTO by the
time the CEECs have joined the EU may be faced with special
difficulties vis-à-vis trade regimes. Specifically, countries facing
“double exclusion” may find themselves exposed to increased
application of ‘trade remedies’ (anti-dumping, etc.) in relation to
sensitive sectors, while still unable to turn to the WTO for protec-
tion against the unreasonable application of such measures.

7. The most important “empty box” in relation to non-accession is
investment. It is investment impacts that will ultimately determine
whether the net impact of enlargement on the non-applicant coun-
tries is negative or positive, and whether enlargement will tend to
disrupt the developmental evolution of particular economies.

Let us briefly amplify one or two of these points.

Cross-border Trade/Kaliningrad

This is where the issue of fragmentation intersects with that of exclu-
sion. As discussed in detail in Chapter 5, many of the non-applicant
transition countries have very tortuous or economically arbitrary -
borders with countries due to join the EU in 2004, or possibly joining
in 2007. Because cross-border trade, often in the form of shuttle trade
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(see Chapter 5 for detailed discussion) is so important for the
economies of these border areas, visa regimes can have a greater bear-
ing on trade flows than trade regimes. The extreme example is
Kaliningrad, the Russian “exclave” on the Baltic Sea. Part of the old
East Prussia, Kaliningrad is not connected by land to any part of
Russia proper, and shares land frontiers only with Poland and
Lithuania, both due to join the EU in May 2004. Until recently, the
inhabitants of Kaliningrad (numbering rather less than 1 m) could still
travel across those borders on the basis of just identity cards. From
October 2003 they required visas. Many Kaliningraders live from
shuttle trade, and the impact of the new visa regime on their liveli-
hoods could be serious.

Energy

Russia is a major supplier of oil and natural gas to Western, Central
and Central-East Europe, and this poses a number of problems for the
Russian government, and for the Russian oil and gas industries, viz.:

a. It is the general policy line of the EU (though not always adhered
to by Mr Prodi, the Commission Chairman) that long-term con-
tracts for energy supply should be avoided. The Russian stand-
point is that, particularly with relation to gas, long-term contracts
are vital if the risks of gas field development are to be kept within
reasonable limits. This is a general problem in EU-Russia rela-
tions.2 It will be exacerbated by enlargement because Russia
stands to lose the existing long-term contracts it has with the
CEECs. It must be stressed that it is unclear how actual this issue
this, since the European Commission has no direct powers to pre-
scribe contractual principles to private gas companies.

b. CEECs, which, for historical reasons, rely almost exclusively on
Russia and other countries of the former Soviet Union for their
gas supplies, are under pressure from the EU to diversify those
supplies, which would obviously be to the detriment of the
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Russian gas industry. Diversification is facilitated by the EU policy
of seeking to remove destination clauses (which specify end-users)
from gas contracts.

c. Russian gas supply and pipeline service contracts in CEE are gen-
erally composed of a mixture of cash and barter elements. Implicit
“real” prices are difficult to ascertain, but prices as invoiced tend
to be low. Once the CEEC countries are inside the EU, the barter
element will have to be removed, as contracts are standardised to
the norms of EU commercial law, and prices of gas and pipeline
services will be brought up to EU levels. There is some anxiety on
the Russian side that prices of pipeline services (paid by Russian
organisations) may be “normalised” more rapidly than prices of
gas (paid to Russian organisations).3

d. EU standards of pipeline safety (affecting gas and oil pipelines) are
generally higher than those of the CEECs. After accession, these
standards will be imposed in CEE, and the burden of meeting the
extra costs of upgrading the pipelines will fall mainly on the sup-
plier, i.e., in most cases Russia.

It is impossible to quantify the likely impact of these problems. In
some cases, they may turn out to have been groundless fears. The rule
that no EU member country should rely on a single source of energy
for more than 30% of its total energy supply is a rule of thumb rather
than a regulation, and Russian sources claim that the European
Commission has stated that it will not apply the rule to Russian oil
and gas (Ivanov, 2002, p. 12). In some cases, issues may be resolved
by negotiations going on under headings other than EU enlarge-
ment. But energy trade problems currently have a serious effect on
the atmosphere of EU-Russia relations, and must have a secondary
impact on the crucial dimension of investor confidence vis-à-vis the
hydrocarbon resources of the countries of the former Soviet Union.
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Investment

As discussed in detail in Chapter 6, EU enlargement will certainly
improve the perception of the investment possibilities of the acceding
countries, if to what exact extent is unclear. Thus the relative percep-
tion of investment possibilities in the non-applicant countries will,
other things being equal, worsen. That is only a problem for the non-
applicant countries if the total international investment “budget”
for the transition countries is in some way constrained. In that case,
there would be a real danger of the non-applicant countries being
“crowded out”. But it is not clear that there is any good reason to
believe that such constraints exist, at least in a hard form. Total
investment expenditures, whether globally or within particular coun-
tries, vary sharply between different time periods and between firms,
depending on a whole range of variables, including current profitabil-
ity, the stage in the business cycle, the state of business confidence,
the rate of interest, etc. In the case of the CIS countries, the interna-
tional price of oil and likely future trends in that price, are of particu-
lar importance in relation to investment decisions, by foreign and
domestic firms alike. It is not clear that any of this is likely to be
significantly affected by enlargement. It would certainly be danger-
ous to ignore the possibility of crowding out of investment in non-
applicant countries. But there are no strong a priori reasons for
placing special stress on this issue. A more serious danger is that non-
applicant countries may, as a result of exclusion, become stuck at the
bottom of the “technological ladder”, as exclusion keeps capability
levels and wages in those countries low. Alan Smith writes:

A “vicious cycle” may occur. Economies that fail to restructure
industry … may fail to attract foreign investment and fail to
develop a skilled labour force … Low returns on investment ...
may also result in low domestic saving rates and low investment
ratios, which further hinder investment in human capital.…In
these economies, there is the potential for a vicious circle of rela-
tive, and possibly even absolute, decline as investment is attracted
to more successful regions which generate external economies
while the unrestructured economies remain dependent on
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exports of labour-intensive and resource-intensive goods that
embody relatively low levels of technology.4

VADE MECUM

In the papers that follow, we shall return repeatedly to these points,
these tensions and contradictions inherent in the transformation
process. But the book does not pretend to offer a comprehensive sur-
vey of the transition process. It is a collection of papers written at dif-
ferent times, and the coverage essentially reflects my judgement on
what were the burning issues of transition at those different times. I
have made no systematic effort to update the papers, except for
Chapter 11. In one case (Chapter 3) I have added a short postscript.
Generally, however, arguments have been left to stand on their mer-
its, and in their own time frame. Thus Chapter 2 must be read as an
exegesis of the early politics of the transition period, while Chapter 4
seeks to present a structural “photograph” of the Polish economy in
the mid-late 1990s. These two papers are, I believe, valuable, because
they look at key issues in crucial periods. They are in no sense “status
reports” on the politics or economic structure of the transition region
as a whole, or of any of the countries of that region specifically. What
I have tried to update as much as possible in all the papers is straight-
forward facts. Wherever I could revise a table or any other form of
data or information set without disrupting the line of argument I
have done so. Facts speak for themselves. I trust that the arguments
will be equally eloquent.
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Nationalism is the last phase of communism. It represents the
final attempt by the old ideology to find support within society for
dictatorship … At the same time, it is an expression of opposition to
communism.

Adam Michnik, 1990, p. 13

Patriotism is the last resort of the scoundrel.

John Wilkes

Who, the reader may ask, is an economist to pose, and to pretend to
answer, such a wide-ranging, and essentially political question? How,
the author might respond, is an economist to make sense of the
“new” political economy of Eastern Europe without some kind of
compass to guide him on the purely political side? Economists and
political scientists alike have been struck by specific elements of conti-
nuity between, for instance, the political economies of the old
Yugoslavia and the successor states. East Europe specialists of every
discipline have found themselves wrestling with the interpretation

Chapter 2

Nomenklatura Nationalism — The Key to
an Understanding of the New East

European Politics?
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of new economic phenomena across the region which seem to have
their roots in the pattern of realignment of political forces following
the demise of the old communist party structures. To make sense
of these — often bizarre — patterns, it seemed necessary to go back
into the history of the communist systems, and in particular of
the nomenklatura and of the way the nomenklatura impinged on
the economic sphere, to try to pin-point roots and key principles. The
results are tentative, but, I believe, revealing. Before proceeding with
the analysis, however, we must pause over a question of definition.
Strictly speaking, the communist nomenklatura system was a system
of political control over key appointments, meritocratic within the
limitations of the one-party system. There were two lists — a list of
key jobs, and a list of party members considered fit to hold them.
Here we use the term nomenklatura in the more general sense in
which it is now used among the populations of Eastern Europe —
simply to describe the top elite of the old system.

The propositions that we seek to demonstrate are as follows:

1. That the main function of nationalism in Eastern Europe over the
last decade or so (i.e., going back well before the collapse of com-
munism), from the point of view of those in power or aspiring to
power, has been to provide a new rationalisation and legitimisation
of the old, but threatened power of the apparatus. This essentially
manipulative, top-down dimension of the nationalist revival has, of
course, struck a deep chord with the bottom-up, mass dimension
of that same revival. Perhaps I should just make the obvious point
that without the meeting-in-the-middle, nomenklatura nationalism
would never have worked as a way of holding on to power.

2. That continuity between communist-nomenklatura and nomen-
klatura-nationalist eras is firmly based on an essentially territorial,
even seigniorial view of authority and management. To quote
President Leonid Kravchuk of Ukraine, “everything on Ukrainian
soil is Ukrainian property” [i.e., the property of the Ukrainian
government] (Russkoe televidenie, 1993): In this sense we can use
the term “bastard feudalism” (cf. the declining years of both
Russian and Turkish Empires) to describe both late-communist
and post-communist periods.

26 The Political Economy of Transition
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3. Related to 2, the notion of the “license to print money” as an
essential prerogative of power comes through strongly from
pre- to post-collapse periods, rendering the very idea of macro-
economic policy as we understand it in the West essentially mean-
ingless. It is intriguing, in this context, to note that the term used
by bankers and economists in the West to describe the income
the central authorities derive from the emission of currency is
seigniorage.

4. Again flowing from 2, the way that nomenklatura nationalists view
the market mechanism is grossly distorted in a way that rules out
even slow progress towards a Western-type economy, viz., it is
seen as a mechanism based on monopoly, not on competition.

But first a bit of potted history.

From Apparatchik to Nomenklatura
Nationalist: The Evolution of a Ruling Group

The professional apparatus of the Soviet Communist Party, and of its
clones in Eastern Europe, was always organised on a territorial basis.
From the early Stalin period onwards, the key actors were the party
secretaries at province and city level, who tended to dominate
Communist Party Central Committees, the nearest to parliaments
that the old one-party systems of the region ever got. These appa-
ratchiki played a key economic role as trouble-shooters, oiling the
wheels of creaky centrally planned systems, and generally making a
system that was on paper unworkable (just about and less and less as
time went on) workable. This gave them enormous effective power,
vis-à-vis centre and local populations alike. It was as systems became
increasingly corrupt, from the 1960s onwards, that the system of ter-
ritorial party organisation degenerated into the pattern of feudal-
bureaucratic power and privilege. And because the final stages of the
communist period saw a particularly rapid degeneration of state
administrations (Åslund, 1993), those final stages actually saw a gen-
eral tendency for the power of the fief-holders to increase.

This helps us, for example, to understand why Gorbachev, a gen-
uine enough reformer, came up with the (to Western eyes) rather
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bizarre idea of setting up the more economically advanced and
forward-thinking regions of the Soviet Union as independent, self-
financing business units — what we might dub the Estonia/Latvia/
Lithuania plc model, as he strove to reform the communist system
without doing away with it altogether. Just as the apparatchik mind
instinctively views administration in territorial terms, so equally
instinctively, however illogically, it tends to see the decentralisation of
administration in territorial terms. It is significant in this context that
the first major economic reform in Soviet economic history,
Khrushchev’s sovnarkhoz reform of 1957, which signalled a strikingly
early recognition that all was not well in the Soviet socialist economy,
was based on the creation of a network of regional economic councils
territorially identical with existing provincial/city/republican units,
i.e., identical with the territorial profile of the top party elite. In polit-
ical terms this was, to use a favourite Soviet/Russian phrase, “not
accidental”. Khrushchev was at the time locked in a life-and-death
struggle with the so-called “Anti-Party Group”, and was only able to
emerge from that struggle on the basis of maximal mobilisation of the
Communist Party apparatus. As First Secretary of the party
Khrushchev was, among other things, the president of the apparatus,
and it was perfectly natural — in political terms — that he should seek
to strengthen the position of his constituents through his economic
policies. That Khrushchev’s sovnarkhoz reform was a complete failure
from the economic point of view was largely a function of its failure to
strengthen in any way the market principle within the Soviet economic
system, and of the fact that, in enhancing the role of local political
elites, it merely exacerbated perennial weaknesses of that system,
notably the tendency to organisational autarky (taking, under the sov-
narkhoz reform, an explicitly territorial form) (Dyker, 1991).
Gorbachev had by 1987 progressed as far as recognising that there can
be no effective decentralisation without a dominant place for the mar-
ket. He seems to have completely failed to recognise that in the
Western international economy the spatial identity of large business
organisations — which on any interpretation are key players in contem-
porary international affairs — is nearly always defined in terms of lines
of communication, rather than of a well-defined, compact territory.
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The history of the old Yugoslavia offers a somewhat different, but
equally fascinating story of interaction between nomenklatura poli-
tics, nationalism and the economic sphere. The uniqueness of the
Yugoslav case derives from the fact that the Tito regime had already
introduced a form of market socialism at a time when economic
Stalinism still reigned in the rest of Eastern Europe, and from the
genuine federalism of the Yugoslav state that emerged from the con-
frontation with Stalin. The former means that we are able in the
Yugoslav case to obtain a very clear picture of some dimensions of
nomenklatura behaviour that are obscure in the cases of the more
conventional communist systems — because, for instance, market
socialism brings with it the reintroduction of active money. The latter
reflects the fact that from a very early stage Tito was concerned to
take the heat out of a political situation that was fraught with ethnic
and economico-territorial tensions derived from the bloody inter-
communal strife of the war years and the extreme regional inequali-
ties of the Yugoslav area.

But the compromises of the 1950s, while providing a perfectly
serviceable base for rapid initial economic growth, did not offer a per-
manent, stable solution either to the economico-systemic issues ini-
tially raised during the ideological reappraisal of the early 1950s, or to
the underlying socio-political problems of Yugoslavia. Indeed by the
1960s these two dimensions were beginning to interact in a very
volatile way. Sustained economic growth demanded a shift towards a
more full-blooded version of market socialism, involving the marketi-
sation of the two main areas of the economy which up to then had
been kept within the centralised, administrative purview of the state —
investment finance and foreign trade. But the reforms of 1961–65,
which sought to implement such a shift, opened up a Pandora’s Box
of national tensions, as different nationalities, and in particular the
Croats, began to argue over the way that this further marketisation
was affecting flows of resources between republics. In Croatia the cri-
sis took on an overtly politico-cultural dimension in 1967, with the
Declaration on the Croatian Literary Language.

In 1971, with the very existence of Yugoslavia coming under threat,
Tito decided that enough was enough. Initially taking a classically
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Leninist line, he purged the Croatian League of Communists drasti-
cally, to rid it of nationalist elements. But the purge was not confined
to the problem republic, and in Serbia, for instance, there were mass
expulsions of “liberal” elements. At the same time, however (and here
we see Tito’s unique approach to consensus-building coming out
again), the Yugoslav president sought to provide a new safety value for
nationalist pressures by allowing the formal structure of the Yugoslav
state to move further in the direction of federative polity. Indeed the
new constitution of 1974 in some respects converted Yugoslavia into a
confederation, with republics devolving powers to the federation rather
than the other way round. What Tito was counting on was that a
re-Leninised League of Communists would provide the cement to
hold the new system together, and ensure that republican governments
used their new powers to advance the national interests of Yugoslavia,
rather than just regional or sectional interests.

Tito’s compromise of 1971–74 was a short-term triumph but a
medium-term disaster.

The new key to political legitimacy was — and remains to this
day — the special national interests of the Yugoslav peoples,
as represented and defended by the republican power elites.
Yugoslav communism, which after the successful resistance to
the pressures of the Cominform [i.e., of Stalin’s attempt to
blockade Yugoslavia and unseat Tito] had become “national
communism” … now became “communist nationalism” … The
regime  adopted nationalism as a key part of its own identity, a
part which would later become the whole (Teokarević, 1991,
pp. 55–2, emphasis added).

At the more mundane level, Communist Party cadres at republi-
can level seized the opportunity to reassert their political dominance,
but did so through the establishment of regional webs of nepotism,
corruption and economic privilege. Politicians used their power over
key appointments to turn republican banks into paymasters to the
nomenklatura, thus arrogating to themselves the “license to print
money” in a uniquely explicit way. They also used their veto power in
the counsels of the Yugoslav Federation to block any attempts to
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implement the principle of the “unity of the Yugoslav market”. In
this way they were able to “deliver” monopoly positions to big
regional firms. The license to print money syndrome soon went
beyond the purely domestic sphere, as the National Bank of
Yugoslavia became increasingly powerless to protect the national bal-
ance of payments. Lured by the blandishments of private trans-
national banks seeking desperately to recycle petro-dollars, the
republics, especially the poorer ones, went on an international bor-
rowing spree which paved the way for the external debt-service crisis
of 1982–3 (Dyker, 1990).

Yugoslavia probably did not provide the first confirmed sighting of
the genus nomenklatura nationalist. That honour should almost cer-
tainly go to what was then Soviet Central Asia, with the sighting as
early as the late 1950s. There, the political compromises of the
Khrushchev reforms combined with a local ethnic pattern that made
each sovnarkhoz identical with a national group ruled by a local
nomenklatura composed largely of members of that same national
group. The result was a level of economic autarkism that can hardly
be explained purely in terms of the operational weaknesses of central
planning (Dyker, 1983, esp. Chapter 2). While the post-Khrushchev
Soviet government abolished the sovnarkhozy in 1965, it was unable
to reverse the powerful trend towards increased political corruption,
strongly correlated with vigorous growth in the second economy, in
the region (Lubin, 1984, esp. Chapter 6). But all of this happened
within the context of what was still a centrally planned economy and a
one-party state. Those features could not prevent the emergence of
nomenklatura nationalism, but they could constrain it, and keep it, in
a sense, sub rosa. It was in Yugoslavia, with its semi-market economy
and overt federalism, that we see the emergence of the nomenklatura
nationalist as, for the first time, the dominant element in a notionally
communist political system. A more fully fledged version of the mar-
ket economy would, of course, have blown these Yugoslav nomen-
klatura nationalists away, since it would have deprived them of the
basis for trading-in-favours. We should bear this in mind when we
come, in a moment, to a consideration of post-communist transi-
tional systems.
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A Provisional Anatomy of Nomenklatura Nationalism

On the basis of the foregoing, and extrapolating into the post-
communist period, we would expect to be able to identify nomen-
klatura nationalist regimes, on the economic plane, by the following
characteristics:

1. “Weak” macroeconomic policy, uncontrolled monetary expan-
sion, tending toward hyperinflation.

2. A tendency to nationalise rather than privatise, or indeed to
nationalise while pretending to privatise.

3. A tendency to autarky in foreign trade policy.
4. Notwithstanding 3, a search for “strategic alliances” in the inter-

national field.

These criteria are most obviously useful in determining what are not
nomenklatura nationalist regimes. With all their weaknesses, the eco-
nomic policy platforms of the post-communist governments of
Poland, the Czech Republic and Hungary have, at least, made a real
attempt to keep the money supply under control, to implement
meaningful privatisation policies, and (subject to externally imposed
constraints) to enter into the international division of labour in an
open way. Ukraine, by contrast, is a country already suffering from
hyperinflation, having recorded a budget deficit of, however improb-
ably, over 40 per cent of national income in 1992. It has, to date,
made virtually no progress with privatisation beyond general pro-
nouncements, and its foreign trade policies have been dominated,
hitherto unsuccessful attempts to do a long-term oil deal with Russia
apart, by one-off deals with other classic nomenklatura nationalist
regimes like Tatarstan (oil equipment for oil) and Turkmenistan (var-
ious industrial and agricultural products for gas and cotton), and
regimes like Iran (gas pipeline construction, and possibly arms for oil
and gas), which might also be described as a sui generis nomenklatura
nationalist regime. It is worth adding that the only major controversy
over the political antecedents of President Kravchuk of the Ukraine,
formerly ideology secretary (i.e., hitman-in-chief) of the Ukrainian
Communist Party, is whether he left the Communist Party at the time
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of the 1991 putsch1 or immediately afterwards.2 Meciar’s Slovakia ini-
tially seemed very much to fit the Ukrainian pattern. By mid-1993,
however, Slovakia seemed to be wobbling towards something more
like a clean-break stance, at least as far as economic policy is con-
cerned. It may be significant that Meciar, although an old commu-
nist, was in fact never a member of the nomenklatura as such.

But it is again the former Yugoslavia which offers the richest mate-
rial in terms of filling out the profile of the nomenklatura nationalist.
We concentrate here on Serbia and Croatia, the two major successor
states of the old Yugoslavia. In the case of Serbia, the direct political
evidence on Milošević’s status as a prime nomenklatura nationalist is
as strong as the circumstantial evidence. President Franjo Tudjman of
Croatia is a more complex case. A former communist, army general
and close associate of Tito, Tudjman went into dissidence in the
1970s, and spent some time in jail on that count. He claims3 to be a
“born-again” nationalist, so that we will have to look at the policy
evidence with particular care in his case.

Let us start with macroeconomic policy. It is important to remem-
ber that the final collapse of Yugoslavia was preceded by a brief Indian
summer of rational (in our terms) economic policy, under the pre-
miership of Ante Marković. By the end of 1989 the inflation rate in
Yugoslavia had, under the impact of money supply policies now firmly
under the control of regional nomenklaturas, reached 2,500 per cent.
From the beginning of 1990, Marković implemented a Polish-style
shock-therapy package, which brought the inflation rate down to
under zero within five months under a tough new money supply pol-
icy stance. But Marković was politically weak, and indeed could only
survive by seeking to accommodate powerful republican leaders, in
particular Slobodan Milošević of Serbia, who had taken over the lead-
ership of the Serbian League of Communists in 1987. (Later on

Nomenklatura Nationalism 33

1When Communist Party conservatives briefly kidnapped Mikhail Gorbachev and his
wife, in an attempt to reverse the perestroika reforms; the unsuccessful putsch merely
hastened the demise of the Soviet system, and of the Soviet Union itself.
2Kravchuk was replaced as president by Leonid Kuchma in 1994.
3Franjo Tudjman died in December 1999.

B149_Ch02.qxd  23/04/04  3:55 PM  Page 33



Milošević would be elected president of Serbia.) And it was Milošević
who, in December 1990, effectively scuppered the Marković plan,
and Yugoslavia’s last chance of a civilised transition to post-commu-
nist society, when he connived at a démarche which became known as
the Great Bank Robbery. In brief, the Serbian National Bank, notion-
ally subordinate to the Yugoslav National Bank, illegally rediscounted
a huge volume of commercial bank loans to enterprises and the
Serbian government. This enabled Milošević to pay state salaries and
pensions for the first time for months, and to keep big, but loss-
making, operators in the economy afloat. It surely helped him to win
his first democratic election, which took place a few days later.

Since the break-up of Yugoslavia the macroeconomic trend in
Serbia/Montenegro has been inexorably in the direction of hyperin-
flation. By early 1992 the monthly inflation rate was already in the
region of 80 per cent, and by March 1993 to have had reached 225.8
per cent (Bojičić & Dyker, 1993). At present the state budget is
almost wholly financed by selective primary monetary emissions
(Pejović, 1993). The force of the “selective” is that the National Bank
increases the money supply by rediscounting loans to specified sectors
of the state or economy — as was always the practice (if more con-
strained) in communist Yugoslavia, thus giving Milošević wide scope
to finance his strategic alliances within Serbia/Montenegro itself. In
Croatia, the trend has been less dramatic, but since independence and
the launching of the independent Croatian dinar inflation has risen
steadily to a rate, at time of writing, of 25 per cent per month, i.e.,
over 1000 per cent per annum. Not unconnected are the facts that
the National Bank controls only 40 per cent of the money supply
(one must presume, though I have seen no explicit confirmation of
this, that the other 60 per cent is accounted for by ear-marked selec-
tive credits), and that only 50 per cent of assessed taxation is actually
collected (Bićanić, 1993).

In these ways, nomenklatura nationalist regimes are able to pre-
empt staggeringly large volumes of resources — in the Serbian/
Montenegrin case, for instance, public expenditure accounts for
70 per cent of national income, most of it, as we have seen, financed
by the printing press, and most of it going on military expenditure
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and social security (Pejović, 1993) — i.e., rewarding Milošević’s sup-
porters. (Note that Milošević’s industrial supporters are rewarded
through soft “selective” credits rather than direct transfers as such.)
Most strikingly of all, perhaps, Serbia/Montenegro was still manag-
ing to transfer 20 per cent of its national income to the Serbs in
Croatia and Bosnia in 1993 (Shields, 1993).

When we look at the microeconomic policies of the Tudjman and
Milošević regimes, we find a similar pattern. Privatisation policies
have tended effectively to the nationalisation rather than the privati-
sation of commercial and industrial property formerly socially owned
under the self-management system. In both Croatia and Serbia the
principle has been established that the proceeds of privatisation
should go largely into republican development or restructuring
funds, and that companies not privatised by a certain date should
automatically become the property of restructuring agencies
(Kalodjera, 1991; Bogdanović & Lakićević, 1991; Petrović, 1992;
Dumezić, 1992; “Privatizacija”, 1992; Boarov, 1993).

The flavour of these privatisation programmes can perhaps best be
appreciated through the medium of case studies. Trepča, for instance,
the biggest lead, silver and zinc mine in the world, located in the
Albanian-majority region of Kosovo, was “restructured” by the Serbian
government at the end of 1992. Perhaps inevitably, 63.6 per cent of
the shares in Trepča have ended up in the hands of the Republican
Development Fund. Among the other thirteen shareholders are num-
bered Jugobanka, Geneks, Beobanka, Progres — all “restructured and
financially consolidated” [i.e., effectively nationalised] enterprises. The
Trepča mine is in fact currently operating at only 20 per cent of capac-
ity, and it labours under a burden of debt equivalent to 60 per cent of
estimated total capital. Only massive investment, including a hard cur-
rency element, will put it on its feet again, and there is no prospect of
the funds being raised under this new “mixed ownership” package. So
why was the Serbian state so eager to step in? To stop, so the reports
run, the Berlin Grafikohandels firm, supported by a “wealthy
American-Albanian lobby”, from buying up Trepča lock, stock and
barrel — and more generally to save Trepča from “Albanian saboteurs
and loafers” (Ursić, 1992).
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A rather different light on Serbian/Croatian “restructuring” poli-
cies is shed by the case of the Croatian newspapers. The imposition of
so-called “management committees” on a number of opposition
newspapers in Croatia at the end of 1992 signalled their effective
nationalisation. The Agency for Restructuring and Development said
that it was a matter of financial regularisation. The opposition said that
it was an attempt to muzzle the press (“Štampa”, 1992). A similar case
was reported from Serbia around the same time. The only three inde-
pendent pharmacies in Serbia (one in Belgrade, one in Novi Sad, one
in Niš), were nationalised in the summer of 1992. This was presented
at the time as a temporary move, pending the introduction of a gov-
ernment programme for the reprivatisation of the health sector as a
whole. But by the end of the year nothing further had been done. In
an interview, Branko Radović, general director of the Belgrade
Pharmacy, said that at the time of the original action he had himself
been in favour of temporary nationalisation, as a basis for solving tech-
nical real estate problems. But by the time of interview (December
1992) he was clear that they had been tricked, and that the govern-
ment had no intention of proceeding with reprivatisation. Under the
“temporary” arrangement, the council of the pharmacy was domi-
nated by government nominees. Radović was worried that the phar-
macy, which under the existing regime did not have a free hand to
restructure and reorganise, would go bankrupt because it was grossly
overmanned. Then it would be bought up for a song by someone
from the old nomenklatura. Radović believed that a clearly-defined
plot to this end has been laid by governing circles (Dukanac, 1992).

It goes without saying that commercial intercourse between
Croatia and Serbia has now largely ceased. More telling, perhaps, is
the fact that trade between Croatia and Slovenia, two countries at
peace with each other, and sharing a general antipathy towards
Belgrade, has been seriously hampered by something approaching the
dimensions of a trade war. Against a background of disputes over the
common border, over territorial waters, and over fishing rights,
Croatia, in the middle of 1992, decided to impose emergency duties
on imports from Slovenia and restrictions on exports to that country
(“Zatezanje”, 1992). A few months later Slovenia imposed new
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import duties on goods coming from Croatia (Furtinger, 1992;
“Vesti”, 1992). The autarkic mentality is beautifully summed up in
the remark by the then Croatian trade minister, Branko Mikša, to the
effect that “exporting tree trunks and hides and importing mineral
water and toilet paper is no basis for international exchange”.
(“Zatezanje”, 1992). No, the non-nomenklatura, non-nationalist
economist might reply, but at least it’s a start.

These case studies bring out a whole range of themes. The idea
of a particular enterprise as part of the national patrimony, which
must be defended at all costs against foreigners; the link between
seigniorial economic policies and the suppression of democracy on
the political front; the link between nomenklatura nationalists and
nomenklatura capitalists; the penchant for autarky; above all, the
insistence on the prerogative of regimes, ultimately to dispose of the
property “of the people” as they see fit. But how universal are these
themes?

The Problem of Generalisation

There is a powerful argument to the effect that Tudjman and
Milošević are simply Tweedledum and Tweedledee, both bastard
clones of a corrupt and degenerate political system. As we have
already seen, the argument seems to hold up pretty well in relation to
Kravchuk’s Ukraine, and to most of the Central Asian republics. The
Romania of President Ion Iliescu, too, appears to exhibit most the
critical features of nomenklatura nationalism. (“I will not say that it is
only the government coalition [in Romania] that is using nationalism.
Unfortunately, some of the opposition parties are using the same
instrument, even if they are more discreet” (NCA/Mort von Duyke,
1993).) But what happens when we try to generalise to the level of
Eastern Europe as a whole?

To repeat our earlier conclusion, the regimes in Poland, the Czech
Republic and Hungary do not fit the pattern, in economic terms, at
all. But this is not surprising, since these are precisely the three coun-
tries of Eastern Europe in which there was a genuine revolution, dra-
matic in the case of Poland, velvet in the two other cases. So if we find
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no traces of nomenklatura nationalism in Warsaw, Prague and
Budapest, it only serves to verify our hypothesis. Interestingly, the
early days of the Solidarity government in Poland were marked by
considerable concern on the part of the new regime about the activi-
ties of nomenklatura capitalists. But while peculiarly East European
forms of insider dealing did, certainly, flourish in Poland at that time,
nomenklatura capitalism did not develop into a permanent political
problem, simply because the Polish nomenklatura capitalists —
mainly survivors from the old governmental-industrial hierarchy —
were unable to forge strategic alliances with opposite numbers in the
political sphere. There is no evidence, it should be added, to suggest
that there are any significant nomenklatura nationalist elements in the
reformed communist party which emerged triumphant in the parlia-
mentary elections in Poland in late 1993.

The Russia of Boris Yeltsin, too, is, whatever its problems and
weaknesses, no nomenklatura nationalist regime — though Yeltsin is
indisputably of the old nomenklatura, and also in some sense a
nationalist. It is equally clear, however, that the pre-October 1993
Russian “opposition” — if the anti-government elements in the old
Supreme Soviet were worthy of that name — was a nomenklatura
nationalist opposition. In the Congress of People’s Deputies we saw
the same pattern of alliance between erstwhile Communist Party
apparatchiki, beleaguered heavy-industrial interests and rabid nation-
alism that we see in Serbia. To the extent that the Congress of
People’s Deputies was able to influence economic policy it did so in
the direction of gross permissiveness in Central Bank credit policy,
which was a major source of inflation in Russia 1992–3 (Åslund,
1993). It is too early to hazard an assessment of how nomenklatura
nationalists fared in the December 1993 elections in Russia, though it
seems probable that they are fairly strongly represented in the new
upper house — the Council of the Federation.4 In the lower house,
the Duma, it is, of course, the “clean-break” nationalism of Vladimir
Zhirinovskii which has caught the public eye. It seems, however,
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likely that under Yeltsin’s new constitution the Council of the
Federation will be the more important body.5 Once again, then, the
Russian case provides, on close examination, confirmation of our
hypothesis rather than the opposite. A similar pattern is evident in
Kyrgyzstan, the most go-ahead of the Central Asian republics. When
President Askar Akaev asked his Supreme Soviet to pass a law permit-
ting private and corporate ownership of land and natural resources,
the parliament refused, and instead decreed that all land and natural
resources in the republic should be the property of the state (ITAR-
TASS, 1993a). In so doing they explicitly legislated a feudal-bureau-
cratic prerogative which is usually left implicit by nomenklatura
nationalist formations.

But there are plenty of other cases which do not fit neatly into the
pattern. President Milan Kučan of Slovenia, a communist finding
refuge in nationalism if ever there was one, has yet shown few of the
characteristics of the classic nomenklatura nationalist. The silly trade
war with Croatia apart, Slovenian economic policy has been sensible,
and cautious to a fault. Inflation is only 2–3 per cent per month
(“Janez Drnovšek”, 1993). Radical economists have, indeed, per-
ceived in the slow pace of privatisation signs of a plot by the old elites
to keep control over the industrial capital stock (Grličkov, 1992;
“Koncept”, 1992). Prime minister Janez Drnovšek, on the other
hand, himself a survivor of the old system, promised that 1993 would
be a critical year for privatisation, following on the passage of a law on
transformation of ownership at the end of 1992 (“Janez Drnovšek”,
1993). In practice, progress with privatisation in Slovenia remains
slow.6 The fact is, however, that, if we look at Poland, Hungary and
the Czech Republic again, it is clear that reasonably tight monetary
policy, rather than breakneck speed on privatisation, has been the crit-
ical indicator of a “clean” regime. (The Czech Republic, with its
voucher-based privatisation scheme, is a partial exception to that
generalisation.) Macedonia, too, is headed by an ex-communist
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president — Kiro Gligorov.7 Gligorov, like Kučan, has certainly found
political refuge in nationalism. But Macedonian economic policy has,
on the whole, followed the Slovenian pattern of cautious conser-
vatism (Nikolić, 1993) — in much more difficult conditions, it must
be added, than those prevailing in the more northerly republic. And
both Kučan and Gligorov have conspicuously avoided the kind of
ethnic sectarian rhetoric that is the trade mark of nomenklatura
nationalist leaders like Milošević and Tudjman. The nationalism of
the Serbo-Croat-speaking Muslims of Bosnia is, almost by definition,
“clean-break” nationalism, as exemplified in the person of Bosnian
president Alija Izetbegović, a former dissident.8 But there are nomen-
klatura nationalist elements within the Izetbegović regime, notably
Fikret Abdić, a member of the Bosnian presidency, boss of the
Agrokomerc agricultural combine of Bihać, and effective warlord of
the Bihać Pocket. Abdić was jailed for two years in 1987, in connec-
tion with the “Agrokomerc Scandal”, a classic episode of corrupt and
inefficient business management, bolstered by a subservient local
banking network which effectively printed money to cover losses
being made at that time by the agricultural combine, all under the
protection of powerful regional League of Communists interests
(Williams, 1993).

But it is when we look at the former Soviet Union as a whole,
including the regions and localities of Russia, that the nomenklatura
nationalism hypothesis comes under greatest pressure, at least if we
insist that ethnic sectarianism is a characteristic symptom of nomen-
klatura nationalism. Even Ukrainian president Leonid Kravchuk
himself, so archetypically nomenklatura nationalist in many respects,
remains free of any taint of ethnic sectarianism. Indeed his attitudes
and policies towards the Russian minority within Ukraine, and
towards the difficult issue of the Crimea, have been positively states-
manlike. One might grudge the same soubriquet to President
Shevardnadze of Georgia. But in terms of domestic policy there has
been nothing that would justify lumping Shevardnadze in with the
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likes of Milošević and Tudjman. (It is, certainly, a little difficult to
assess Georgian economic policy. With industrial output at mid-1993
down to under 20 per cent of pre-independence levels and agricul-
ture in even worse case (Barraclough, 1993), there is little economy
left to form the subject of policy-making. By the same token there is
probably little short-term alternative to the massive budget deficits
that have accumulated.) In the Baltic republics, “clean break”
regimes have pursued generally sensible economic policies, but have
verged on ethnic sectarianism in their policies towards minorities
(mainly Russian). In Lithuania, the “clean” nationalist regime of
Vytautas Landsbergis was replaced in 1992 by a reformed communist
government led by Algirdas Brazauskas. On economic performance,
Brazauskas has been just about as bad as Landsbergis was (rather
worse on inflation after big increases in public sector salaries and
pensions — see Girnius, 1993), but he has been more diplomatic on
relations with other nationalities.

In many respects the most interesting of the post-Soviet republics
in the present context is Azerbaijan. The first post-Soviet president of
Azerbaijan — Ayaz Mutalibov, a classic nomenklatura nationalist, was
removed in 1992, and ultimately replaced by Abulfaz Elcibey, a
“clean-break” nationalist, with a background of historical-literary and
political studies, who refused even to speak Russian when being inter-
viewed for Russian television. But he was in turn effectively replaced
in July 1993 by Geidar Aliev, previously president of the parliament
of Nakhichevan (the Azeri enclave tucked in between Armenia,
Turkey and Iran, and currently under blockade by the first of those),
a former chief of the Azerbaijan KGB, Communist Party First
Secretary in the republic, and member of the Politburo of the CPSU 
under Andropov. Then in August 1993, Alikram Gumbatov, former
CPSU member and Azerbaijani deputy defence minister, proclaimed
himself president of the Republic of Talysh, covering the territory of
the Farsi-speaking minority in southern Azerbaijan, and demanded
the return of Mutalibov to the presidency in Baku. Government
forces reasserted control of the region almost immediately.9
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It is difficult to discern any clear-cut differences in style and policy
between different Azerbaijani leaders. Of course all Azeri politicians,
whatever their antecedents, are obliged to be wholly committed to
victory on the issue of Gorno-Karabakh,10 and indeed Elcibey’s fall
from grace was largely a function of his failure to resolve that issue.
Geidar Aliev has not done much better. Under Elcibey, Azerbaijan
introduced its own currency (the manat) side by side with the rouble.
While privatisation proceeded slowly under Elcibey, relations with
Western companies were good, as witness the major BP/Statoil 
investment in Caspian oil development. Aliev’s ouster of Elcibey was
widely interpreted as representing the victory of the pro-Russian
party against the pro-Western party within Azerbaijan. Yet BP and
Statoil subsequently successfully re-negotiating their contracts with
the new government, and have since committed billions of dollars to
the development of the oil-fields of Azerbaijan. Nomenklatura
nationalist and clean-break nationalist leaders have, then, generally
pursued the same weak policies on both military and economic mat-
ters in Azerbaijan. The Gumbatov episode does, however, seem to
indicate that the dynamic in Azeri politics is a fragmentatory interac-
tion between old nomenklatura members and ethnic-linguistic
consciousness.

Within the Russian Federation, one striking example of nomen-
klatura nationalist regime is in another Turkic-speaking area —
Tatarstan. Russian and Tatar opposition groups in the Volga republic,
divided on so many issues, are agreed that the government of
Tatarstan is firmly in the hands of a communist “clan”. The clan, it is
alleged, originally put Mintimer Shaimiyev into the top position of
republic First Secretary of the Tatarstan Communist Party. When the
clan switched its allegiance from communism to nationalism, it
switched Shaimiyev to the presidency of the new “sovereign” republic.
The members of the organisational committee of the new Tatarstan
Unity and Progress Party “are all from the nomenklatura, they all had
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jobs with the old provincial committee of the CPSU — there are still a
few economists, journalists, and even doctors among them…In their
draft programme … the central concept is the sovereignty [emphasis
added] of the Republic of Tatarstan” (Stogova, 1993). Shaimiyev does
not try to deny the charge of nomenklatura nationalism, and says, sim-
ply, “if it were not for the nomenklatura the situation would not be
nearly so stable in Tatarstan” (Gray, 1993).11

Here and elsewhere in the ethnic minority areas of Russia, we find
quite sharply delineated nomenklatura nationalist patterns and a char-
acteristic obsession with the notion of sovereignty. This is, of course,
in the first instance a political issue — if outright independence is out
of the question, as it is for Tatarstan or Bashkirtostan because they are
enclaves within Russia, then sovereignty, however vaguely defined, is
the next best thing. But on the economic side, sovereignty is actually
quite clearly defined, and in terms which are pure nomenklatura
nationalist. Sovereignty means ownership of the natural resources
located on national territory. Nearly all the ethnic minority areas of
Russia do have significant natural riches — oil in Tatarstan,
Bashkirtostan, Chechnya and Komi, diamonds and non-ferrous met-
als, including gold, in Sakha (formerly Yakutia), etc. By asserting sov-
ereignty on behalf of the “nation”, nomenklatura nationalist groups
effectively seek to arrogate to themselves, or rather preserve, feudal-
bureaucratic rights over those resources. It is once again not acciden-
tal that when in mid-1993 chairmen of supreme soviets of eleven out
of nineteen autonomous republics of the Russian Federation rejected
President Yeltsin’s draft new constitution, the chairmen of the
supreme soviets of Adygei, Altai, Komi, Marii El, Sakha, Tuva,
Udmurtiya and Khakassia issued a joint statement criticising the draft
for failing to confirm the status of the autonomous republics as sover-
eign states, and for emphasising human rights and freedoms to the
detriment of the rights of nations (Interfax, 1993).

A number of these republics have issued their own currencies.
More correctly, they have issued their own quasi-currencies, often ini-
tially in the form of ration coupons, which subsequently become
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interchangeable with roubles as a means of payment. This is a clever
trick, which was also played by the Ukrainians until the Russian
Central Bank caught up with them, and still is being played by the
Uzbeks. Whether the Azeris are playing it, and if so whether they
know they are playing it, is not clear. The cleverness resides in the fact
that by printing coupons (let us use the Ukrainian term as a general
term for quasi-currency), a republican government arrogates to
itself the license to print money, thus giving it a powerful instrument
for the diversion of real resources within the republic — while at the
same time preserving very substantial scope for diverting real
resources from outside the republic — principally from metropolitan
Russia — through the use of roubles. For the nomenklatura national-
ist, to have control of the printing press, and to have a license to run
balance of payments deficits within very wide limits is a privileged
position indeed. In a Western world of hard currencies, political lead-
ers, whatever their background, can be expected to place substantial
emphasis on the accumulation of hard-currency reserves — and that
means running a reasonably tight monetary policy, as a way of ensur-
ing that the balance of payments stays at least in balance, if not in sur-
plus. But in the feudal, anti-mercantilist world of the nomenklatura
nationalist, everything is turned upside down. The only thing that
matters is control over real resources, and a mixture of coupons and
roubles is nicely calculated to maximise the extent of that control.

So far so good. But the neatness of the picture is seriously dis-
turbed when we start to look at Russia as a whole. The kinds of pat-
terns we have been describing are, in fact, prevalent in many of the
regions of Russia which have no significant non-Russian populations.
And that is not really surprising, if we refer back to the earlier discus-
sion of the composition of the Russian “opposition” in the old
Supreme Soviet. They were mostly nomenklatura nationalists, mostly
with the same territorial power base that they had under the Soviet
regime. Therefore they perceived their self-interest in the same,
feudal-bureaucratic terms, and pursued it on the basis of the same
macroeconomic dodges. The old party elites have, furthermore,
demonstrated an impressive capacity to come back and win demo-
cratic elections in the ethnically predominantly Russian regions of
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Russia. A striking example is Egor Stroev, formerly First Party
Secretary in Orel province, and member of the Politburo and the
Secretariat of the CPSU. In April 1993 Stroev was returned as head
of the administration of Orel province on a platform of “partnership,
professionalism and social guarantees” (ITAR-TASS, 1993b). That
last phrase is, of course, a standard codeword for national, even
nationalist solidarism. It seems likely that there are many Stroevs in
the new Council of the Federation.

In some ways even more interesting than the Orel case is the case
of St. Petersburg. The old imperial capital, with its imperial name
restored, has acquired a reputation, perhaps somewhat exaggerated,
for municipal and entrepreneurial dynamism in the period since the
collapse of the Soviet Union. Under the leadership of mayor Anatolii
Sobchak, it has always been a staunch supporter of President Yeltsin,
and this came through again in the referendum of April 1993. Over
70 per cent of voters gave the president the vote of confidence he
asked for, and something under 70 per cent supported Yeltsin’s eco-
nomic policies. But around three quarters of voters gave a positive
response to one of the extra questions that Sobchak had inserted into
the referendum in “his” territory — Should St. Petersburg be ele-
vated to the status of an autonomous republic within the Russian
Federation? (NCA/ITAR-TASS, 1993c). Now no one can question
Sobchak’s credentials as a genuine, market-oriented reformer, and a
genuine supporter of Yeltsin. Rather the St. Petersburg result — and
more importantly, in the present context, the fact that Sobchak asked
the question about autonomy in the first place, reflects the fact that,
against the background of a weak, and weakening central power in
Russia, every regional leader with any clout at all, irrespective of
whether he is a nomenklatura nationalist or a born-again liberal, is
seeking greater independence from Moscow. Indeed by mid-1993 the
governments of no less than five other provinces of Russia — Amur,
Maritime, Kaliningrad, Sverdlovsk (Yeltsin’s home base) and Vologda —
none of them with significant ethnic minorities, had announced
their intention of going for autonomous-republic status. Of course
this process of weakening of the centre has, arguably, been largely a
function of the obstructive tactics of the nomenklatura-nationalist
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“opposition” as it coalesced in the old Supreme Soviet, of the “party
of bureaucratic revanchism, of state monopolism” (Latsis, 1993). But
it is clear that, while the phenomenon of nomenklatura nationalism
can thus be called up to explain the pattern of politics in Moscow, it is
not, by itself, adequate to explain the enormously complex pattern of
politics in the regions of Russia, whether they have significant non-
Russian populations or not. In emphasising the essentially territorial
mentality of nomenklatura survivors it does, nonetheless, provide an
essential element in any full explanation of Russian regionalism.

Conclusion: Does It Hold? Does It Matter?

As a way of describing the Croatian and Serbian regimes, the nomen-
klatura nationalist hypothesis seems to be comprehensively appropri-
ate. The further we get away from the former Yugoslavia, or rather
from the Serbo-Croat-speaking core of the former Yugoslavia, the less
consistently applicable it seems to be. If we factor out ethnic sectari-
anism as such, which certainly has no direct link with the political
economy of nomenklatura nationalism except to the extent that it
links up with autarky, then we increase the number of “perfect”
nomenklatura nationalists to include at least Kravchuk of Ukraine.
Romania, too, and the Central Asian states, are more or less close
approximations to the “ideal”. Beyond that, we encounter a whole
mass of case studies for which the idea of nomenklatura nationalism is
helpful without being comprehensively explanatory.

In the end, nomenklatura nationalism should be seen, perhaps, as
(hoffentlich!) an insight, rather than as a theory. It sheds light on a
whole range of aspects of a process of political fragmentation which
has overtaken the entire region, but which we characterise en masse as
“nationalist”/“liberal democratic” or “progressive”/“retrogressive”
at our peril. Rather than trying to squeeze too much mileage out of
the notion of nomenklatura nationalism as theory, then, we finish by
asking the question: if it is accepted that the phenomenon is wide-
spread, at least as a tendency, an element, does it really matter?

Certainly all politicians have to come from somewhere. Certainly
the nastiest East European nationalist to date, after Milošević, was
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Gamsakhurdia of Georgia, a poet and ex-dissident. Certainly there is
more than a suspicion that Geidar Aliev replaced Abulfaz Elcibei in
Azerbaijan simply because he is seen as an effective leader — the same
reason, no doubt, why Stroev was able to make his dramatic come-
back in Orel and Sobchak to obtain such a resounding vote of confi-
dence in St. Petersburg. There are still grounds for arguing, however,
that nomenklatura nationalist attitudes are a systematic obstacle to
good economic policy-making, however able the particular leader is,
and however varied specific goals might be. “They all want different
things, [but] they are all communists because they are all the same in
the question of how to do it: crude persuasion, command, force,
restriction, ban, confiscation, expropriation. They don’t know any
other technology” (Efron, 1993). The obstacles to good economic
policy-making, furthermore, go well beyond the definitional pen-
chants for inflationary financing, continued state ownership and
autarky. The nomenklatura nationalist (a stylised figure, if you like)
is certainly likely to be corrupt, but that is because he is ex-
nomenklatura, not because he is a nationalist. More specifically, his
autarkic prejudices spell death to any more sophisticated notion of
international or inter-regional division of labour — extending, for
instance, to international technology transfer — a disastrous result in
the context of general territorial fragmentation. On a more philo-
sophical level, but still on the technology theme, feudal-bureaucratic
attitudes tend to produce a systematic overestimation of the impor-
tance of land and natural resources, and/or of labour as an undiffer-
entiated factor of production, and a systematic underestimation of
the importance of human capital in the prospective development of
the countries of the region. This latter tendency is particularly harm-
ful in times when the pressures of economic restructuring make it
very difficult for firms to look beyond the very short term. It is strik-
ing, for instance, that in Croatia the government does not appear to
comprehend the importance of trying to limit the wastage of human
capital as firms cut back staff in order to retrench financially
(Radošević, 1993a). This in turn means an inevitable loss in techno-
logical momentum, including technology transfer (something the
communist systems were bad enough at), again in an environment
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where the short-term imperatives of restructuring at firm level mean
that government has to play a greater rather than a lesser role in rela-
tion to technology and innovation issues (Radošević, 1993b). In its
crudest forms, nomenklatura nationalism simply makes a nonsense of
any notion of credible economy policy.

Finally, nomenklatura nationalism lets the racist genie out of the
bottle. In the words of one Belgrade political scientist who speaks
from personal experience, “it is possible to instrumentalise national-
ism only in the short term” (Teokarević, 1991). At the time of writ-
ing, overt ethnic sectarianism is still largely a post-Yugoslav
phenomenon. But nomenklatura nationalism does at minimum leave
the region deeply vulnerable to a process of general “Yugoslavisation”
which hardly bears thinking of.
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INTRODUCTION

Why did the Russian economy fail to follow the pattern of the Central
and East European countries, in rediscovering economic growth after
just a few years of sharp recession in the early transition period? Why
were Russian budget deficits so recalcitrant prior to the sharp increase
in international oil prices through 1999? (Table 1). Why does Russia
have such difficulty in servicing its foreign debt even when the bal-
ance of payments is in surplus? Why was the domestic commercial
banking system in Russia so devastated by the use of a perfectly nor-
mal policy instrument like devaluation in the course of the financial
crisis of August-September 1998? The argument developed in this
paper is that behind the stagnation in production levels and the finan-
cial dramas which were the main features of the Russian economy in
the 1990s lay a range of deep-seated structural factors, the origin of
some of which goes back long before the beginnings of transition in
Russia. In the opening sections of the paper we seek essentially to
map the phenomenon of structural inertia as it has affected key sec-
tors of the Russian economy. We start by looking at factors and issues
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Table 1. The Russian economy in transition: Basic statistics.

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

GDP (% change) �14.5 �8.7 �12.7 �4.2 �3.5 0.8 �4.9 5.4 9.0 5.0
Gross fixed investment �45.0 �25.8 �26.0 �7.5 �18.5 �5.0 �6.7 �14.8 19.7 19.0

(% change)
National savings ratio 29.0 29.4 27.9 24.8 25.4 21.9 16.4 27.5 36.5 33.4

(% of GDP)
Budgetary balance �10.3 �7.0 �9.8 �5.4 �7.9 �7.1 �4.2 �1.2 2.4 2.9

(% of GDP)
Balance of trade ($b) 5.5 10.8 17.8 20.8 23.1 17.5 16.9 36.1 60.7 49.4
Balance of payments, 4.2 6.4 8.9 7.9 12.0 3.6 0.7 24.7 46.4 35.1

current account ($b)
Rate of inflation (annual average) 1,353.0 876.0 307.4 197.4 47.6 14.6 27.7 85.7 20.8 21.6

Source: Economist Intelligence Unit, Country Forecast Russia, various numbers; (balance of trade and payments figures) Rossiiskii Statisticheskii
Ezhegodnik, Goskomstat, Moscow, various editions; Rossiya v Tsifrakh, various editions, Goskomstat, Moscow.
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relating to the structure of production. We then go on to a consider-
ation of technological structure and the structure of the financial
sector before examining the possibility that foreign investment might
have been able to compensate for some of the rigidities found within
the domestic Russian economy. In the subsequent sections of the
paper we look for explanations of the patterns revealed, on both
international and domestic dimensions, before trying to draw some
conclusions, and to reflect on the implications of the analysis for cur-
rent Russian economic prospects. While the early sections of the
paper deal essentially with facts, the latter are inevitably somewhat
speculative in nature, dealing, as they do, with a number of hypothe-
ses which cannot be formally tested.

STRUCTURAL CHANGE IN PRODUCTION

Let us start at the broadest level. Table 2 shows that the breakdown
of officially reported GDP between the four major sectors of the
economy (industry, agriculture, construction and services) changed
surprisingly little through the 1990s. There is a huge increase in the
weight of services within GDP in 1992. (The increase is slightly less
dramatic if “estimated financial intermediation services” are netted
out against services, but the basic trend is unaffected.) What is even
more striking is that there was no further systematic increase after
that. Again, if we net out “estimated financial intermediation serv-
ices” we see an upward tendency through the middle 1990s, but too
slight to qualify as a real trend. And from 1998 the trend in services
as a proportion of GDP is clearly downwards, leaving the share of
that sector significantly lower in 2001 than it had been in 1992. So
the structural change in favour of services should more properly be
attributed to the impact of perestroika than to that of transformation.
The pattern for agriculture and construction presents a mirror image
of that of services, with sharp falls in 1992 and relative stability there-
after. Industry is the one sector where there does appear to be a clear
downward trend from 1992. Even here, however, there is some
doubt about the validity of the inference. The figures presented in the
table for individual sectors are all net of the bulk of indirect taxes and
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Table 2. The structure of the Russian economy by main sector (GDP).

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Industry 35.4 37.6 34.5 32.4 31.5 28.7 27.5 25.7 27.3 27.6 28.4 25.6
Agriculture 15.4 13.7 7.2 7.4 5.8 7.1 6.7 6.5 5.1 6.8 5.9 6.1
Construction 8.9 9.3 6.4 7.5 8.7 8.2 7.6 7.9 6.5 5.5 6.4 7.3
Services 32.6 36.7 52.7 46.3 49.3 48.6 49.7 50.5 51.8 49.3 48.1 49.5
Estimated financial �0.5 �2.2 �4.0 �3.5 �3.9 �1.0 �0.2 �0.3 �0.2 �0.2 �0.8 �1.3
intermediation 
services

Other sectors 1.3 1.3 1.4 0.7 0.7 0.8 0.9 0.9 0.8 0.6 0.6 0.6
Sales taxes net 6.9 3.7 1.8 9.1 7.8 7.6 7.7 8.8 8.7 10.4 11.4 12.2
of subsidies

Total GDP 100 100 100 100 100 100 100 100 100 100 100 100

Source: Rossiiskii Statisticheskii Ezhegodnik 1998, pp. 50–57; Rossiiskii Statisticheskii Ezhegodnik 2002, pp. 284–91.
Note: Calculated on the basis of output data in current prices; figures may not add up exactly to 100 because of rounding; inclusion of the
(negative) item “estimated financial intermediation services” seems to represent an attempt to remove an element of double-counting from the
“services” item.
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subsidies,1 and there is a separate row for “sales taxes net of subsidies”.
It is clear that the burden of indirect taxation in Russia falls mainly on
industry. To what extent these taxes are absorbed rather than passed
on is less clear. Subsidies are shared between industry and agriculture,
but again the proportions of the share-out are unclear. If we make the
most simplifying assumption and attribute all net sales taxes to indus-
try, the break in trend in 1992 shows up much more sharply, with
industry’s share of GDP in that year standing at 36.3 per cent, com-
pared to 41.3 per cent in 1991. But the clear subsequent downward
trend disappears, with the share of industry in 1997 standing at
34.5 per cent, just 1.8 percentage points below of the 1992 level. And
when net sales taxes are included, there is a well delineated recovery in
the relative importance of industrial production in the period
1998–2001, with the combined proportion standing at 37.8 per cent
in the end year of that sub-period.

It must certainly be borne in mind in all this that the second econ-
omy, estimated to account for around one-third of “true” GDP, is
probably dominated by services to an even greater extent than official
GDP, so that the structure of “true” GDP may be different from that
presented in Table 1. But this will affect trends in structure only if the
size of the second economy relative to “true” GDP is changing.
Available evidence suggests that increases in the relative weight of the
second economy may, indeed, help to explain why the share of services
in official GDP actually falls in 1993, and why it had still not regained
the 1992 level by 1997.2 Overall, however, available statistics and
“guestimates” provide no clear evidence of any structural dynamic in

The Structural Origins of the Russian Economic Crisis 55

1Reference to the tables in the Statisticheskii Ezhegodnik for sectoral breakdown of
GDP by income shows that a small proportion of total net taxes are included in value
added.
2Goskomstat surmises a steady increase in the share of the second economy in GDP
from 20% in 1995 to 25% in 1997 and 30% in 1999 (Vek, No. 36, September 1999).
The Institute of Mass Socioeconomic Problems estimates that the share of the
second economy in GDP rose sharply between 1993 and 1996 (from 27% to 46%),
and has been stable at around 50% since then. See P. Goble, “The long shadow of the
second economy”, RFE/RL Newsline, Vol. 3, No. 188, Part 1, September 1999.
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the Russian economy through the 1990s at the level of output of main
sectors. The distribution of investment by main sector was also rela-
tively stable 1992–2000, notably for industry and construction. The
share of fixed capital formation in the services sector was fairly
constant up to the mid-1990s, when it started to rise on account of
(relative) increases of investment in transport and communications.
Agriculture is the only odd-man-out here, with investment collapsing
after 1991 (Rossiiskii Statisticheskii Ezhegodnik 1998, p. 698).

Perhaps we should not expect too much from statistics at such a
high level of aggregation. What about the internal structure of each
sector? Let us take each in turn.

Agriculture

Crop and husbandry patterns are largely determined by geography
and the tastes of the population, and while the eccentricities of
Soviet planning and Soviet biology did produce bizarre attempts to
defy the laws of nature by, for instance, growing maize inside the
Arctic Circle (see Strauss, 1969, pp. 175–8), the scheme of agricul-
tural activity inherited by Russia from the Soviet Union was not seri-
ously distorted. Rather, the problem with Soviet agriculture was a
level of labour and capital productivity that was both appallingly low
and stagnant, and an aggregate level of production which showed no
growth trend after 1973 (Dyker, 1992, p. 104). The reasons for
such poor performance were manifold, but by common consent the
major one was the peculiarly distorted (even by communist stan-
dards) organisational structure in the sector. The great bulk of the
stock of agricultural land was held by huge and hugely inefficient
collective and state farms, which were run by their chairmen and
directors on a feudal-authoritarian basis which effectively excluded
high productivity by definition. Every collective and state farm peas-
ant, plus large numbers of non-agricultural rural dwellers and even
some town dwellers, were permitted to hold “subsidiary private
plots” of an acre or so. These were intended mainly for purposes of
auto-consumption, but in fact provided large proportions of the
marketed output of some basic agricultural goods, notably eggs. In
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1979 the private subsidiary sector accounted for 26.5 per cent of
total Soviet agricultural output (Shmelev, 1981, p. 69), this reflect-
ing levels of labour and land productivity many times higher than
those on the socialist sector of agriculture. A succession of attempts
in the 1960s and 1970s to defeudalise the collective and state farms
by permitting the formation of financially independent work-teams
within their frameworks were invariably wrecked by conservative
Communist Party apparatchiki. Gorbachev was still struggling with
the problem when the Soviet Union collapsed in 1991.

The organisational structure of agriculture remains, today, much
as it was in Soviet times. The majority of collective and state farms
have been converted, in formal legal terms, into joint-stock compa-
nies or cooperatives, but they continue to be run on essentially Soviet
lines. The private subsidiary sector increased its aggregate land hold-
ings by around 30 per cent 1991–1999, but still holds only about
4 per cent of total agricultural land. The new private farmer sector
increased its land holdings rapidly up to 1993, but only marginally
thereafter, and holds only some 6 per cent of the total land stock
today. The collective/state/joint-stock/cooperative sector still holds
more than 80 per cent of total agricultural land. And this pattern of
preservation of Soviet-era organisational patterns is exactly matched
by trends on the production side. Output from the collective and
state farms and their successors has continued to fall steadily, and
while there has been some downward trend in the agricultural work-
force, medium-term productivity trends also continue to be sharply
negative. The private subsidiary sector now contributes a rather larger
share of total agricultural output than it did in Soviet times.

Industry

Soviet industry was dominated by heavy industry, including the
defence industry, and by hydrocarbons. The consumer sectors were
poorly developed, and specialist component supplier sectors hardly
existed. Repeated, if half-hearted and/or misconceived, attempts to
restructure Soviet industry from the 1960s onwards produced no
results, with fuel and energy increasing its share of total investment
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steadily from the mid-1970s to the mid-1980s, and consumer goods,
chemicals and building materials losing out (Dyker, 1992, p. 173).
Increases in the share of investment going to hydrocarbons were no
doubt inevitable, in the face of rising extraction costs in the Soviet oil
and gas industries. In practice, however, the increased investment was
used to increase gross output of oil and gas, but at the cost of reduc-
ing net output of the same, because the energy requirements of pro-
ducing additional hydrocarbons exceeded the energy equivalent of
those additional hydrocarbons (Aksenov, 1989). Thus structural scle-
rosis3 led to value-subtraction, and this was undoubtedly one of the
main reasons for the collapse of the Soviet planned socialist economy.

The pattern changed remarkably little through the 1990s (Table 3).
While aggregate levels of fixed investment in industry plummeted,
industry’s share of total investment showed a striking degree of stabil-
ity,4 while the pattern of investment by branch remained uncannily
similar to that reported for the Soviet Union over the last couple of
decades of its existence. The share of the energy and fuels sectors
taken together continued to rise inexorably, as did that of metallurgy.
The shares of chemicals and the food industry stagnated (there was a
temporary fillip to investment in the latter 1998–1999 on account
of import substitution after the August 1998 crisis), while those of
machine building and the timber industry fell sharply. Investment in
light industry and the building materials industry virtually ceased.5

Within the general picture of continued structural sclerosis in indus-
try, some positive structural trends could be detected. Thus, within
the hydrocarbon sector, the share of oil-processing increased.

58 The Political Economy of Transition

3Here, and passim, we use the world sclerosis in the sense of “morbid hardening, as
of arteries” (Chambers’s Twentieth Century Dictionary).
4Note that the significant increase in the share of total industrial investment in aggre-
gate investment in the early 2000s was almost wholly on account of increases in
investment in the oil extraction sector.
5In the former case largely due to the foreign competition that liberalisation of the
Russian economy has brought. One may still wonder why domestic Russian con-
sumer goods enterprises proved so utterly unable to stand that competition, given
their advantages in terms of cheap labour.
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Table 3. The structure of fixed capital formation in industry 1990–2001 (% of total for whole economy).

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Electricity 2.4 2.7 4.9 5.0 4.7 5.2 6.0 6.9 6.1 4.5 3.7 4.1
Fuel 11.6 11.1 16.8 15.6 13.0 14.4 14.9 15.4 12.1 14.0 18.5 22.1
Oil extraction 7.6 8.0 12.3 10.6 8.0 8.4 8.0 8.5 7.3 8.8 11.6 14.4
Oil processing 7.6 0.2 0.4 1.2 1.3 1.4 1.2 0.9 1.1 0.8 1.8 2.1
Gas 2.9 1.5 2.0 2.1 2.1 2.9 4.0 4.3 2.5 3.4 4.3 4.7
Coal 1.1 1.4 2.1 1.8 1.6 1.7 1.7 1.6 1.2 1.0 0.8 0.9
Metallurgy 2.9 3.2 4.6 4.0 3.6 3.9 3.4 3.5 3.6 4.4 4.8 5.5
Chemicals 1.7 1.7 2.3 1.7 1.5 1.6 1.7 1.7 1.6 1.6 1.6 1.8
Machine building 8.3 6.9 4.9 4.5 3.6 3.1 3.4 3.1 3.2 3.6 2.9 3.0
Timber 1.7 1.9 1.6 0.8 1.0 1.3 1.0 0.9 1.0 1.6 1.5 1.2
Building materials 1.4 1.7 1.6 0.9 1.1 1.0 0.8 0.7 0.5 0.6 0.7 0.7
Light industry 1.2 1.2 1.0 0.6 0.5 0.3 0.3 0.2 0.3 0.3 0.2 0.2
Food industry 2.9 3.1 2.7 3.0 2.6 2.7 2.7 3.1 4.1 5.9 3.6 3.2
Total industry 35.9 34.7 41.3 37.0 32.3 34.4 34.8 36.4 33.3 37.3 38.5 42.6
Total economy 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Rossiiskii Statisticheskii Ezhegodnik 1998, p. 698; Rossiiskii Statisticheskii Ezhegodnik 2002, p. 578.
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The share of gas also increased, while that of oil fell, which would
appear to be structurally progressive given how much cheaper it is to
extract Russian gas than to extract Russian oil. In the light of the
legacy of wasteful investment in gas as outlined above, however, this
can hardly be taken for granted. In any case, the trend was reversed in
the early 2000s. Business reports from the two main hydrocarbon
branches indicate critical problems of underinvestment, especially in
pipeline networks, and it seems clear that as of the late 1990s there
were serious problems of allocation of oil and gas investment.

We should bear in mind in all this that these shares are shares in a
total which fell by over 75 per cent 1991–1999. It is nevertheless
clear that what industrial investment was being done in Russia was
largely in the sectors which enjoyed priority under the Soviet system,
and that investment trends within those sectors were, on balance,
structurally reactionary. It is noteworthy that the one sector which
had priority status in Soviet times but which lost out heavily in invest-
ment terms after 1991 is machine-building — of all the sectors of
traditional priority the one with the highest concentrations of human
capital. We return to this point later.

So much for production. But what about selling, in what was now,
after all, a kind of market economy? Specifically, what about selling to
the outside world? There has, of course, been a major directional
restructuring of Russian trade, away from the rest of the former
Soviet Union and the CMEA towards Western markets. But in terms
of what is actually exported to those markets, there was, once again,
remarkably little sign of structural evolution through the 1990s.
Table 4 depicts the broad tendencies in Russia’s export pattern to
2000. It shows hydrocarbons (listed against minerals in the table)
continuing to dominate exports, though falling slightly in terms of
share of total exports in the mid-90s (note that the absolute value of
hydrocarbon exports continued to grow steadily in that period).
Exports of metals and precious stones as a share of total exports grew
rapidly to 1997, and then fell away slightly. Shares of chemicals and
wood and paper grew a little through the mid-90s, but there is no
clear upward trend. The position of the machine-building sectors
remained largely unchanged, but with a slight downward trend.
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Textile exports grew in relative importance up to 1994, but then fell
away sharply, remaining at a nugatory level in 2000.

The main structural shift in Russian exporting during the 1990s,
therefore, was in terms of the sharp increase in the exports of metals
and precious stones. That would appear, a priori, to represent a retro-
gressive structural shift, and microeconomic evidence confirms this
impression. The increases in metal exports came largely in the form of
increases in exports of commodity metals. In the case of aluminium,
the world market was swamped in the early-mid-1990s by supplies of
Russian metal, as domestic demand from the Soviet military-industrial
complex collapsed, and the European Commission was persuaded by
the European aluminium producers to impose in August 1993 an
anti-dumping quota on imports into the Community of unwrought
aluminium from Russia. At around the same time the European
Commission imposed anti-dumping duties on imports of hematite
pig iron from Russia, and initiated anti-dumping proceedings in rela-
tion to unwrought magnesium from Russia. The year before Russia
had been forced into a voluntary export restraint in relation to ura-
nium by the US government (Dyker, 1994, pp. 49–50; ECE, 1994,
pp. 154–5). While anti-dumping actions and the like may be poor
indications of genuine dumping behaviour (in the sense of selling
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Table 4. The structure of exports* 1992–2000 (%).

1992 1994 1997 2000

Machinery & equipment 8.9 8.3 8.3 7.5
Minerals 52.1 45.1 47.1 54.5
Metals and precious stones 16.4 26.4 28.0 23.5
Chemicals 6.1 8.2 8.2 6.7
Wood & paper 3.7 3.9 4.7 4.5
Textiles 0.6 2.0 0.9 0.6
Leather & fur 0.2 0.6 0.5 0.3
Food 3.9 4.2 1.5 1.0
Other 8.1 1.3 0.8 1.4
Total 100.0 100.0 100.0 100.0

*Based on data in current prices. Trade with CIS countries not included.
Source: As for Table 3.
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abroad at less than the domestic price or selling abroad below cost),
they are very good indications that the goods involved were undiffer-
entiated commodities facing low price and income elasticity of
demand. (There were, it must be added, some interesting exceptions,
which we will discuss later on.)

The picture is the same in chemicals. Increases in Russian exports
during the 1990s were largely in the area of bulk, commodity chemi-
cals, and this is again confirmed by the incidence of contingent protec-
tion measures against them. Increases in exports of timber products
came largely in the form of rough-hewn logs, timber for paper-
making, etc. Russian exports of machinery and equipment were domi-
nated by traditional Soviet strengths like aircraft, military equipment,
ships and railway equipment. There was some structural dynamic
within the aviation sector, with a number of joint ventures formed
between Russian and Western aviation companies (Dyker, 1998). And
the 1990s witnessed the appearance on world markets, for the first
time, of high-tech sub-sectors like lasers and space-launching, previ-
ously buried beneath the secrecy of the Soviet military-industrial com-
plex. While Russian laser exports are no more than an interesting
cameo, Russia has managed to break into the world commercial space-
launching market to a significant extent (Bzhilianskaya, 1999). Still,
none of this was on a scale that would herald the arrival of Russia as a
major exporter of manufactures.

Thus consideration of export trends largely reinforces the picture
that comes through from the production and investment figures.
During the 1990s Russia continued to export the things it exported in
Soviet times. Where there were significant structural changes within
total exports, they tended to reinforce Russia’s status as a raw material
producer. Structural rigidity in exporting, in the context of highly
volatile international prices for hydrocarbons and metals, meant an ever-
present danger of the (fundamentally strong) balance of trade suddenly
worsening, with critical implications for external debt-servicing, etc.

Some new high-tech/knowledge-intensive sub-sectors did emerge
on the export scene, but not on such a scale as to affect the overall
picture. Why should this be? In a country with such a huge “knowl-
edge industry”, why did knowledge as a factor of production not
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have more of an impact, now that it was no longer the prisoner of the
military-industrial complex? Why did the technological capabilities of
the Russian population have so little visible impact in terms of
upgrading existing sectors or introducing new? We try to answer this
question in the next section.

STRUCTURAL CHANGE IN THE SCIENCE AND
TECHNOLOGY SYSTEM

Russia inherited from the Soviet Union one of the biggest science and
technology (S&T) complexes in the world (see Table 5). It was a com-
plex dominated at the level of basic science by the Academy of Sciences
of the USSR and its numerous specialist institutes and in the sphere of
applied R&D by the design6/testing/production networks of the
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6In the limited Soviet Russian sense of konstruktorskaya rabota — literally construct-
ing prototypes. The Western notion of design as a synthesising element running
through the whole matrix of R&D does not appear in Russia, or in the Russian lan-
guage, until the word dizain is coined in the 1990s.

Table 5. The Russian S&T complex.

1991 1994 1997 2000

Total number of S&T organisations 4564 3968 4137 4099
Of which:
R&D organisations 1831 2166 2528 2686
Design (konstruktor) bureaux 930 545 438 318
Design (proekt) and exploration 559 297 135 85

organisations
Experimental factories 15 19 30 33
Higher educational institutions 450 400 405 390
Industrial enterprises 400 276 299 284
Others 379 265 302 303

Total S&T personnel (‘000s) 1677.8 1106.3 934.6 887.7
Total R&D expenditure 1.43 0.84 0.99 1.16

as a percentage of GDP

Source: Nauka Rossii, 1998, pp. 10, 28 & 42; Rossiiskii Statisticheskii Ezhegodnik 2002,
Goskomstat, Moscow, pp. 511, 513, 520.
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Soviet military-industrial complex. There was also a network of civilian
industrial branch R&D institutes under the aegis of the various indus-
trial ministries, while individual enterprises would normally have some
kind of R&D unit in-house. But outside the military-industrial com-
plex the linkages between R&D and production were weak. The domi-
nant conceptualisation of the R&D process was in terms of crude
science-push. In practice, science did precious little pushing. The insti-
tutes of the Academy of Sciences did not see it as their job to help
enterprises develop new products and processes. In any case, the system
of central planning on the basis of output indicators which continued
to operate in the Soviet Union until its collapse in 1991 gave the enter-
prises themselves little enough incentive to look for new ways of doing
things (Dyker, 1992, Chapters 1 and 2). The best of the industrial
branch institutes had substantial R&D potential, but they, too, were
caught up in a bureaucratic system which offered no rewards for origi-
nal thinking. In a word, the whole notion of innovation was essentially
foreign to the Soviet system, and to the Soviet mind-set. And the nega-
tive aspects of the S&T complex seemed to predominate more and
more as the country entered the late Brezhnev/perestroika period, with
the effective level of creativity of the system, as measured by the inci-
dence of patenting in the US, falling sharply through the 1980s (see
Table 6).7 While it would be reckless to posit a simple cause-and-effect
relationship between these R&D trends and trends in total productivity
in the Soviet economy, it is striking that it is in the 1970s that rates of
growth of total productivity go negative, heralding the end of the
Soviet economy as a self-sustaining system (Dyker, 1992, p. 43).

Russia, therefore, inherited an S&T system from the Soviet Union
which was better at spending money than at making money, which had
a deserved international reputation in certain areas of basic science,
materials science and defence-oriented and dual-purpose technology,
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7The collapse of patenting in the US may well have been exacerbated by other factors.
Research institutes, for instance, may have become increasingly reluctant to finance
the process as budgets tightened against a background of economic stagnation. But
the strength of the underlying trend, which was common to all the communist coun-
tries, can hardly be explained without reference to deep-seated systemic factors.
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but which was run by people with no understanding of the notion of
innovation and little sympathy, outside the military sphere, with the
idea that R&D should be client-driven.

Since the collapse of the old system, Russian S&T has been going
through a prolonged crisis, the end of which is not yet in sight. As
Table 5 shows, expenditures on R&D as a proportion of GDP were
cut by nearly 45 per cent 1991–97. In the context of persistently neg-
ative rates of growth of GDP, the cuts have been much sharper in real
terms, and the apparent modest recovery in the mid-late 1990s illu-
sory. There was a more genuine, but still modest, recovery
1997–2000. Total S&T personnel fell by some 45 per cent 1991–97,
and by a further 5 per cent 1997–2000.

Yet the real problem in the Russian S&T system is not the cuts, but
rather the fact that, against the background of these cuts, structural
trends within the system have been such as to reinforce its essentially
Soviet profile. While the total number of personnel has fallen, the
number of R&D organisations has actually risen. And that increase
has been to a substantial extent concentrated in the Academy of
Sciences, with the total number of Academy institutes increasing
from 586 to 804 between 1991 and 1997 (Nauka Rossii, 1998,
p. 13). The hardest hit units within the S&T system have been the
design organisations of various kinds (Table 5) which, with all their
shortcomings, did provide the most client-oriented elements within
the Soviet S&T complex. The result by 2000 was a Russian S&T sys-
tem dominated by the elements best equipped to survive in what
remained an essentially bureaucratic system — and that means the
elements that were already surviving best under the old system.8 The
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Table 6. Number of Soviet patents registered in the US 1975–93.

1975 1980 1985 1989 1990 1991 1992 1993

421 463 148 161 176 178 69 59

Source: Computer Horizon Inc.

8For an excellent discussion of the same phenomenon in Poland, see Kozlowski and
Ircha (1999).
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well-organised and politically well-connected Academy of Sciences
came out of the crisis best, if at the cost of a good deal of fragmenta-
tion and dilution, as new institutes were spun-off to maximise lever-
age on funding authorities, and core funding spread as thinly as
possible to maximise the rate of survival of old institutes. The indus-
trial branch institutes suffered most, with the abolition, in most cases,
of their hierarchical superiors and patrons under the old system, the
industrial ministries. Levels of R&D activity at enterprise level, never
high, fell even lower. Partly as a result of all this, basic research actu-
ally increased as a proportion of total R&D at the cost of applied
research during the period 1991–97, and the downward trend in US
patents continued through the period 1994–96 (Radošević &
Kutlača, 1999, p. 99).9 Under pressure of shortage of money, both
institutes and individuals turned to “moonlighting” as a means of
survival. Where this moonlighting involved the provision of R&D
services to market-oriented clients, the structural implications were
positive. In many cases, however, the moonlighting diverted R&D
organisations and workers from their core business. The favourite
institutional money-making scheme was to rent out part of one’s
building to a commercial company. And institute employees often
made ends meet by doing ancillary work which might require special-
ist knowledge — and access to institute equipment — but which had
no R&D content as such. Whether moonlighting is on balance struc-
turally positive or negative is difficult to say. What can be said with
confidence is that it tended to reinforce the pattern of bare survival at
the cost of dilution and fragmentation which dominated the “offi-
cial” institutional world.

In the case of one or two individual, big companies, like Gazprom,
there was some movement towards the typical Western and East
Asian pattern, whereby large concentrations of R&D activity are
nested within the hierarchies of the commercial sector. The general
trend, certainly as far as Russian-owned companies are concerned,
was, however, in the opposite direction. What was left of the Russian
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9Note, however, that total Russian external patents did start to rise again in the late
1990s (private communication from the OECD).
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S&T system was more heavily concentrated in the “ivory towers” of
the Academy of Sciences than ever before. Institutional sclerosis was
mirrored and reinforced by attitudinal rigidities. Many Russian S&T
leaders and managers openly expressed the view that the old system
was best, and should ideally be reestablished — meaning effectively
that the existing system should be preserved, but should be funded at
a much higher level. Under the economic circumstances of the time
this was, of course, pure fantasy. But it does demonstrate that the
actors on the Russian S&T stage continued to await restructuring,
and the fruits of restructuring, from another quarter, rather than con-
sidering how they themselves might contribute to that restructuring.

THE BANKING SYSTEM

If there is one sector of the Russian economy where there certainly has
been restructuring, it is the banking sector. The Soviet monobank sys-
tem, under which the State Bank (Gosbank) doubled as central bank
and commercial bank for all of Soviet industry, with a sister Investment
Bank (Stroibank) handling long-term finance of planned projects, sur-
vived intact until the break-up of the Soviet Union. The first govern-
ment of independent Russia created a new Central Bank, which was to
operate strictly as a central bank on the Western model. New legislation
paved the way for the formation of new, privately owned, commercial
banks. In the event, private banks sprang up like mushrooms, and by
September 1994 there were 2500 of them. But while this represented a
major new structural element in the Russian economy, it generated lit-
tle of the restructuring impetus vis-à-vis the rest of the economy nor-
mally expected of banks. The new Russian commercial banks were poor
mobilisers of savings, with a large proportion of total savings going
either abroad or under the mattress. Total capital flight 1991–2000 is
estimated at $160 b. The stock of dollar savings kept in cash at home in
the late 1990s is estimated at $30–50 b. It must be added that many
Russian banks were not particularly interested in mobilising savings. It
is estimated that at 1994 some one-third of Russian banks were “zero-
banks” — in which the owners, the main depositors and the main cus-
tomers are all the same people. The purpose of the zero-bank is, of
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course, essentially fraudulent — to keep ailing enterprises going on the
basis of “funny money” in the form of unbacked credits from the bank,
with a view ultimately to creating a situation where it will be politically
very difficult for the authorities not to bail out ailing enterprise and
zero-bank alike. This does, of course, ultimately amount to a form of
“looting”,10 which is further discussed below. Even where banks did
not engage in fraudulent activity as such, it should be added, they
generally lacked the branch structures necessary to mobilise savings on
a large scale — and indeed the equally indispensable trust of the saving
population.

Russian banks were equally ineffectual at the other end of the
business — channelling funds into new business developments. Zero-
banks were by definition uninterested in doing any such thing, but
again even the (more or less) honest banks tended to find easier ways
of making money. As long as inflation stayed above 100 per cent (up
to the end of the 1995) the banks were generally happy to play the
inflation game, exploiting high nominal interest rates and the numer-
ous opportunities for arbitrage on foreign exchange markets. With
inflation rates coming down from 1996 the banks found themselves
under increasing pressure to look for investments in the real econ-
omy. But the pressure of the Russian budget deficit started to push
up interest rates on government stock from late 1997, once again
offering the banks an easy alternative to looking for good investments
in the business sector (Schröder, 1999, pp. 964–66), and an irre-
sistible temptation to borrow in hard currency in order to increase
the take-up of these easy budgetary pickings. The banks were pun-
ished for their laziness when the Russian government devalued and
defaulted on some of its rouble-denominated debt in August 1998.
Strikingly, however, they refused to mend their ways. Thus the new
money which the Central Bank pumped into the commercial banking
system after the default to help the banks meet their commitments to
customers and stop the economy going into a downwards spiral was,
in fact, in the main diverted into foreign exchange speculation.

68 The Political Economy of Transition

10The ploy is familiar, if limited in scope, in Western banking systems. See Akerlof
and Romer (1993).
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It would be wrong to put all the blame for the weaknesses of the
banking system on the banks themselves. Where banks tried to oper-
ate as strategic investors (like Oneksimbank), they often met with
stern resistance from powerful insider groups within the companies
concerned (see discussion of portfolio investment, below). The fact
is, however, that, on the whole, the new Russian commercial banking
sector failed to mobilise savings on an adequate scale, and failed to
channel what savings it did mobilise into the development of new
production lines and new technologies. In an environment domi-
nated by rigidities and inertia, we looked in vain to the new banks to
provide impetus and enterprise.

THE STRUCTURAL IMPACT OF FOREIGN
INVESTMENT

On paper at least, foreign investment could have come in to compen-
sate for each of the structural rigidities we have identified. Foreign
direct investment can help to refashion the structure of production
and the science and technology system. Purely financial investments
can help to supplement aggregate investible funds. And portfolio
investment can in principle do both. In practice, foreign investment
was able to play none of these roles in a satisfactory way.

While there is a considerable degree of uncertainty about the exact
size of foreign investment flows into Russia, Table 7 presents a tolera-
bly clear picture of the overall situation through the 1990s, on the
basis of which we can venture the following generalisations:

• Overall levels of foreign investment were relatively very low, and
showed no sustained upward trend, with a substantially negative
figure for (net) total foreign investment reported by the UN ECE
for 1999.

• Foreign direct investment (FDI) was low throughout the period,
with net FDI falling to nugatory levels by 1999.

• To the extent that imperfect data permits analysis, portfolio
investment seems to have been low throughout the period, with
the relatively high estimated figure reported by the ECE for 1997
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probably reflecting some definitional quirk (cf. the EBRD
figures).

• The big increases in foreign investment in 1997 appear largely to
have reflected increases in financial investment, which dried up
after the August 1998 crash.

Thus FDI never amounted to more than 5–6 per cent of total
investment in Russia during the 1990s. This compares to correspon-
ding figures for over 20 per cent for Hungary in 1997 and nearly
20 per cent for Poland and Romania in the same year (Hunya, 1998,
p. 6). Given the generally low levels of investment in Russia over the
transition period, it is clear, therefore, that FDI has hardly achieved
critical mass in purely quantitative terms. In more qualitative terms, it
has made a big impact on general levels of management and “soft”
(organisational) technology. It has also served as a vehicle for the
transfer of hard technology to key sectors like oil, e.g. in relation to
the refurbishment of old wells. The continued reluctance of the
Russian parliament to pass satisfactory production-sharing legislation
has, however, ensured that overall levels of FDI in hydrocarbons are
way below what they might be. Hydrocarbons apart, most of the FDI
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Table 7. Net foreign investment in Russia by main category, 1995–99 (US$ b).

1995 1997 1999

FIPC ECE EBRD FIPC ECE EBRD FIPC ECE EBRD

Direct 1.88 1.71 1.71 3.36 3.62 3.75 1.8† 0.8 1.1
Portfolio 0.03 0.88 — 0.19 15.70* 1.00 — — —
Other 0.89 1.20 — 8.22 13.83 31.00 — — —
Total 2.80 3.79 10.50 35.75 �16.0

*Jan–Sept
†FIPC give only a figure for gross inflow. I have subtracted from that figure the ECE figure for
outflow, to produce a figure for net inflow.
Key: FIPC � Foreign Investment Promotion Centre, Ministry of Economics of the Russian
Federation; ECE � Economic Commission for Europe, United Nations; EBRD � European
Bank for Reconstruction and Development.
Source: Dyker, 1998; ECE, 2000, p. 143; ECE, 2001, p. 156; EBRD, 2000, p. 205; EBRD,
2002, p. 193; FIPC website.
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has gone into food processing and commerce and catering. While we
should not underestimate the impact of investment by e.g.
MacDonald’s and Coca-Cola in terms of transfer of soft technology,
the structural impact of investments like these is minimal. Where
foreign companies have sought to invest in more human-capital
intensive sectors, the hard-technology transfer has sometimes been
more from East to West than from West to East, e.g. in the case of
space-launching (Bzhilianskaya, 1999). In cases like the motor-car
industry, the scope for structural impact has been sharply constrained
by continued dominance of insider interests (see discussion below),
and by the poor environment for building up supply chains (Richet &
Bourassa, 1998). In other words, and to run ahead of the argument
somewhat, the very factors that block domestically initiated structural
change operate to ensure that foreign direct investment cannot come
to the rescue. In Central and Eastern Europe, by contrast, wholly-
owned subsidiaries of major automotive multinationals have made
substantial, if uneven, progress in building up supply chains that are
themselves substantially internationalised in character (Havas, 1997;
Martin, 1998).

But it is not only the difficulties of the Russian business environ-
ment that have inhibited the structural impact of FDI in Russia.
Investing companies, especially German ones, have in many cases
been prepared to take a long view of their investments in Russia,
happy to plough back what profits they make in the short-to-medium
term. While cases of restrictiveness in relation to transfer of technol-
ogy to Russian partners are by no means uncommon, they are the
exception rather than the rule (Barz, 1999). But the general pattern
throughout the transition region is for FDI to create “shallow” rather
than “deep” integration, with investments in human-capital- and
knowledge-intensive activities largely limited to lower-level design
activities (adaptation of standard designs for local markets, etc.) and
“Bangalore” activities (e.g. employing Russian programmers to
develop software for global systems) (Inzelt, 1999; Urem, 1999;
Dyker, 1996). And there is no a priori reason to believe that shallow
integration will automatically “grow” in deep integration (Dyker &
Radošević, 1999). To the extent that we view the problem of what to
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do with the existing human-capital stock, specifically how to use it as
a base for developing a knowledge-based economy, as the underlying
structural issue in Russia, this pattern is profoundly negative.

What about direct investment in the beleaguered Russian banking
sector? This is one of the few areas, outside hydrocarbons (see above)
and the defence industry proper, where Russian law places severe
constraints on foreign direct investment. Foreign banks are, in fact,
not allowed to own, in aggregate, more than 12 per cent of the total
capital of the banking sector. In practice, however, the limitation is
not an onerous one, with foreign banks, up to now, staying well
within the 12 per cent limit. Thus there are no immediate prospects
of foreign-owned banks playing a big role in the mobilisation and
allocation of savings in Russia.

Portfolio investment has been a particularly problematic area in
Russia. It has been extremely difficult for foreign shareholders to
exercise their rights (Hanson, 1997). (It must be added that, here
again, the differences in the situations facing foreign and domestic
investors have not been so great, with Russian “strategic investors”
often finding it as difficult to impose control over incumbent man-
agers as foreign investors.) But perhaps the distinction between FDI
and portfolio investment is a little artificial when we are talking about
foreign investment in manufacturing. Many such investments are in
the form of joint ventures, i.e., involving less than 100 per cent for-
eign ownership. And any portfolio investment that amounts to more
than 10 per cent of the total equity of the given company is, accord-
ing to internationally accepted methodology, counted as FDI. The
problem of entrenched insiders affects all foreign ventures that are
not wholly-owned subsidiaries. The problem of poor environment for
building supply chains affects all foreign investment that is not purely
financial in character.

Financial investment has, as noted above, been the dominant ele-
ment in foreign investment into Russia. Vigorous inward flows of
financial investment are not, in themselves, bad things for emerging
economies. In principle, they make extra resources available for
investment. In practice, in the Russian case, they were, up to 2000,
used largely to cover budget deficits. And because they encouraged
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governments at all levels to run bigger deficits than they otherwise
might, they did not free up domestic resources for real investment.
Worst of all, it was precisely the excessive dependence on foreign
finance to cover budget deficits that precipitated the rouble crisis of
1998, with all its negative effects on flows of real investment, domes-
tic and foreign. In the Russian case, therefore, the strength of inflows
of financial investment through the 1990s must be viewed as an
essentially negative factor in structural terms.

STRUCTURAL SCLEROSIS: A CHRONIC AND
TERMINAL DISEASE?

The inability to implement structural change in response to changing
patterns of demand and technological parameters was widely perceived
as a key reason for the collapse of the Soviet system, not only in the
Soviet Union itself, but also in the communist countries of Central and
Eastern Europe (CEEC). Since transition began, the rate of structural
evolution in the CEECs has certainly been uneven. But the Polish and
Hungarian economies stand out as examples of genuine structural
dynamism in a transition context (though exhibiting that dynamism in
very different ways) (Dyker, 1999). We cannot, therefore, seek an
explanation for Russia’s peculiarly oppressive structural problems, and
the extraordinary degree of continuity between the structural problems
of the Soviet economy and those of the Russian economy in transition,
in terms of general factors of transition. Structural change is always
painful, the communist structural heritage sits heavily on the shoulders
of the young democracies of the former communist world, and the
installation of democratic regimes makes it in some ways more difficult
for (often inexperienced) governments to resist the pressures and blan-
dishments of sectoral lobbies. But this is true across the macro-region.
What is different and special about Russia?

External Factors: The Role of Western Trade Policy

As noted earlier, Russia has suffered at the hands of the European
Commission and the US government in terms of the imposition of

The Structural Origins of the Russian Economic Crisis 73

B149_Ch03.qxd  23/04/04  4:00 PM  Page 73



contingent protection measures on commodity exports. In this
respect, Russia is no different from any other transition country. And
however unjust some of those measures may have been, their struc-
tural impact must have been positive, in that they have provided one
more argument for the former communist countries to move away
from commodity production. What is special about Russia is the fact
that she has the capability to manufacture to export standards techno-
logically sophisticated military and dual-use equipment. And here, the
structural impact of Western trade restrictions has been less clear-cut.
Attempts to curtail Russian exports of military aircraft and nuclear
technology have certainly made it difficult for Russia to develop lines
of obvious comparative advantage in high-tech areas. Restrictions on
Russian commercial space-launching written into successive US-Russia
trade agreements have had the same effect (Bzhilianskaya, 1999). But
these facts have to be interpreted with care. Where the output of the
former Soviet military-industrial complex is switched to new, export
markets (and bear in mind that the Soviet Union was a major arms
exporter), we can certainly identify a process of globalisation. Whether
we can identify a parallel process of restructuring is less clear. And in
the space-launching case, Western trade restrictions have had the sec-
ondary effect of encouraging the formation of joint Western-Russian
ventures in the field. These have helped Russia to export existing tech-
nologies, but have also permitted them to upgrade those technologies
through assimilation of complementary technologies (often in the
field of “soft”, organisational and management technology) from
Western partners, thus strengthening their competitive advantage. If
Western restrictions on the export of Russian manufactures have been
inimical to the cause of restructuring the Russian economy, it has been
at most to a marginal extent. If we want to understand what is special
and different about Russia in the present context, therefore we have to
focus primarily on the domestic dimension.

Internal Factors: Insiders and Inaction

We have seen that Russian industry is predominantly owned and con-
trolled by insiders. It is equally clear that this preeminence on the part
of insiders should be seen as an integral part of the Soviet legacy.
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The insider-dominated transactions, the bureaucratised corrup-
tion, and the importance of accumulating political power in
order to wield economic clout all had their roots in Soviet
times (Johnson, 1997, p. 360).

But why are Russian insiders so opposed to structural change in the first
place? Research on the CEECs confirms that outsiders are better strate-
gic managers than insiders (Frydman et al., 1997). But insiders have
nevertheless played an important role in the restructuring of particular
sectors and enterprises in the CEECs, notably in Poland and Slovenia,
and there is a powerful argument to the effect that if you want to imple-
ment radical, sometimes painful, structural policies, you have to be pre-
pared to “do deals” with insider interests (Aghion & Blanchard, 1998).
More specifically, the “nomenklatura capitalists”, who have used money
and contacts accumulated during tenure of key positions in the commu-
nist period to build up strong business positions in the transition period,
have often been a force for structural change in the CEECs. Thus the
experience of the more advanced transition countries suggests that as
long as insiders and outsiders share the same basic goal — to make
money, and are not too far apart on their time horizons, there is no rea-
son why deals between outsiders and insiders should not stick.

What is special and deeply damaging to the cause of restructuring
in the Russian case is the peculiar combination of paternalistic and feu-
dal attitudes among insiders which ensures that they are not primarily
interested in making money, in the sense of maximising profit as a
flow. It is extraordinary that a survey conducted in 1997 by the
Russian Federal Bankruptcy Administration found that only 4 per cent
of the managers interviewed could be described as “market-oriented”.
(RIIA, 1998, p. 64). Lying behind such extraordinary facts is the ten-
dency for Russian nomenklatura capitalists to treat their employees as
“their people” in a manner reminiscent of the serfdom of imperial
Russia as much as of the Soviet system.11 That may involve a degree of
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11Andrei Kuznetsov notes that, under the Soviet system, “management had the privilege
of utilising the labour of enterprise employees for purposes other than their contractual
obligations” (Kuznetsov, 1994, p. 965). Thus the labour-power of workers could be
redeployed by managers directly, e.g. to help build their dachas, or lent to local farms at
harvest time, in a way extraordinarily similar to the corvée system of classic feudalism.
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genuine philanthropic paternalism, as insider bosses strive to keep the
basic social fabric of the factory together, even if they cannot pay
wages. Perhaps more fundamentally, it reflects a tendency to see
employees as a form of personal wealth, rather than as an independent
factor of production. Not surprisingly, perhaps, attitudes to real estate
are similar, with many farm bosses preferring to “sit” on large tracts of
uncultivated land rather than selling it off to “new” private farmers.
Thus while the total stock of land under the control of agricultural
organisations increased from 651.0 m hectares in 1992 to 699.9 m
hectares in 1997 and that under the control of new private farms fell
from 54.8m hectares to 29.5m hectares, total land cultivated by state
farms, collective farms and cooperatives fell from 162.8m hectares to
149.2m hectares over the same period (Rossiiskii, 1998, pp. 441 &
451). In relation to natural resources, too, many Russian insiders are,
it seems, inclined to “keep” deposits to themselves, rather than share
them with the outsiders who may hold the key to effective commercial
exploitation (Humphreys, 1995). And even obsolescent machinery in
rustbelt factories may be viewed in terms of the principle that “at least
it’s mine”. Just as it would be wrong to see these nomenklatura capi-
talists as totally uncaring for those beneath them, so it would be mis-
leading to think of them, or at least all of them, simply as warlords,
caring not a jot for country or state. But to the extent that they think
of obligations vis-à-vis the state, they tend to think in terms of a debt
of service, rather than in financial terms. Just as they do not pursue
those that owe them money, so they see nothing wrong in not paying
their taxes. Thus insider control not only reinforces structural sclero-
sis, thus eroding the tax base, it also makes it virtually impossible for
the government to use that tax base effectively for fiscal purposes.
Budget deficits, excessive borrowing and recurrent financial crisis are
the inevitable outcome.

The result is a society, or at least an elite, obsessed with stocks to
the exclusion of flows, but at the same time little interested in increas-
ing or upgrading those stocks through new investment and or the
introduction of new technologies — because the process of defining
or redefining “bourgeois” property rights over those stocks is still far
from complete.
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As in Western Europe a thousand years ago, so in the Russia of
today the borders between private and public in many cases are
blurred or do not even exist … Just as it was one thousand years
ago, property and power are closely intertwined, and it is often
impossible to separate them from each other. Just as royal emis-
saries turned their districts into private fiefdoms instead of
using them to serve the king, Russian officials have tended to
do the same with their positions in the hierarchy. In modern
Russia, bureaucrats at all levels use their political power to exer-
cise control over property, while rich people exchange money
for power in order to control political decisions (Shlapentokh,
1996, pp. 393–4).

The extent of income inequality in Russia, reflected in a ratio of
top to bottom deciles in the overall income distribution in the region
of 13:1, testifies, however, that while Russian nomenklatura capital-
ists may not be profit maximisers, they certainly manage, in many
cases, to be (relatively) extremely rich. What this in turn reflects is the
degree of monopoly advantage that most of them enjoy, whether on
the basis of outright monopoly or of collusion with fellow nomen-
klatura capitalists. Again, the Soviet legacy is critically important.

During the Soviet era giants of all kinds were created, natural
and artificial monopolies. It is only natural that these monopo-
listic tendencies still continue to exist today with the beginning
of the transition to market relations. That is how we arrived at a
situation where ten or fifteen very big businessmen control the
production of more than half of the gross national product
(Interview with Vladimir Potanin, head of Oneksimbank and
former first deputy prime minister, 1998, quoted in Schröder,
p. 974).

Only a monopolist can afford to be a “satisficer”, (i.e., a businessman
who aims to attain an adequate level of profits, as defined by himself,
rather than seeking to maximise profits) only a monopolist can afford
the luxury of playing the feudal lord. So in the Russian case the issue
of balance (or rather lack of balance) between outsiders and insiders is
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not only a question of capacity for strategic management. It is also a
question of contesting markets. Outsiders are generally the only ones
that can bring competition and thus force a change in behaviour.
Otherwise, the only hope is that the insiders will change by them-
selves. We return to this theme in our conclusions.

Internal Factors: Fraud and Looting

As noted above, the process of establishment of property rights is still
going on in Russia. Thus while markets may not generally be con-
tested, property rights certainly are. The distinction between contest
and expropriation is, however, difficult to maintain, and such difficul-
ties of distinction plague the whole business of “modelling” the pat-
tern of bureaucratic feudalism in the post-Soviet world. While most
nomenklatura capitalists are rich monopolists/satisficers, the lion’s
share of the enterprises they control actually make losses.12 So much
of the wholesale abuse of monopoly power that has characterised
transition Russia has probably been outright looting (i.e., the illegal
appropriation of part of the capital stock) rather than just rent-extraction.
Once again, we see, this time in a peculiarly negative way, the obses-
sion with stocks rather than flows. And the proceeds of the looting
have, of course, fuelled the stream of capital flight which has deprived
Russia of investible funds as well as tax revenue, and weakened the
balance of payments, sometimes to a critical extent. The Russian
nomenklatura do not generally maintain private armies in the manner
of the great landowning aristocrats of the past. Rather they create
zero banks and do deals with organised criminals, conniving at mafia
looting in exchange for such “security” services as they require, thus
ensuring that a large part of the economy will remain imprisoned
within a corrupt and exploitative sub-system in which there can be no
accumulation and no innovation, because there can be no trust. All of
this is more reminiscent of a contemporary African kleptocracy than a
mediaeval European feudalism. Feudalism does not exclude trust.
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12In 1997, 50.1 per cent of all the enterprises in Russia were making losses (Rossiiskii
Statisticheskii Ezhegodnik 1998, p. 669).
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Kleptocracy does, because using political and social power as a basis
for theft is by definition an abuse of trust. Ergo, feudalism can grow
into something different; kleptocracy cannot. The Western economic
systems that have grown out of the old feudal systems of Western
Europe continue to suffer from a whole range of fraud problems,
especially in banking (see fn. 9). But these problems do remain the
exception rather than the rule. In Russia, by contrast, fraudulent deal-
ing is a universal characteristic of the economic system. How can such
a system possibly engender structural change?

CONCLUSIONS

Bringing all the foregoing together, and to a degree reversing the
sequence of argument, we can list our main conclusions as follows:

• Patterns of mind-set and behaviour among Russian business elites
have conspired to reduce the profitability of Russian business, to
despoil the existing capital stock of the nation, and to block the
flow of resources into new investment, and into the state budget.

• The weakness of the banking system has exacerbated these under-
lying problems because banks have failed to mobilise alternative
sources of finance or to channel finance into investment in the real
economy, preferring to feed off the budget deficit, and in the worst
case operating as instruments of looting.

• The weakness of the Russian R&D system has meant that, where
companies have implemented new investment, they have not been
able to count on support from an effective “national innovation
system” to ensure that the technologies embodied in that invest-
ment are appropriate.

• In the absence of significant levels of investment in areas with
growth potential, the Russian economy has failed to develop any
real dynamic on the structural dimension, and in many cases con-
tinues to suffer from structural defects inherited from the Soviet
period.

• Lack of structural change at the production level has left the
Russian balance of payments heavily dependent on exports of oil
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and gas, and therefore vulnerable to changes in world prices of
energy materials. Capital flight has created serious problems of
hard-currency liquidity for the Central Bank. The combined opera-
tion of these two factors meant that the “real” balance of pay-
ments, in terms of the Central Bank’s ability to meet external
obligations, was at best delicately poised, at worst in hopeless
deficit, throughout the 1990s.

• In combination, these structural factors ensured that production
levels in Russia would stagnate throughout the 1990s, and that
that stagnation would be punctuated by recurrent crises of domes-
tic (budgetary) and external (debt service) balances. Of course
other factors reinforced these trends. But the role of structural fac-
tors was absolutely central.

• The role of the international dimension in all of this has been at
most marginal. Foreign direct investment has eased structural
rigidities to only a minor extent. The structural impact of purely
financial investment from abroad has probably been negative.
Barriers to trade have imposed an additional rigidity on the Russian
economy, but it has not been a critical one.

What of the future? The metaphoric use of the term sclerosis to
describe the structural rigidities that have defined the Russian econ-
omy over the past few decades is graphic and useful. But it should not
be taken too far. In human beings, sclerosis is a terminal illness. We
should never imagine that Russia, as a society, is somehow bound for
ever, as if by some biological law, in its sclerosis. No, full recovery is
perfectly possible. But how? Internal factors are clearly central, and
among them “mind-set” factors are clearly the most important sub-
set. The most optimistic element in our diagnosis is the identification
of feudal-bureaucratic attitudes to property as a key obstacle to struc-
tural change. For those attitudes are primarily a feature of the older
generation of nomenklatura capitalists, men schooled and formed by
the Soviet system, and locked inside the Russian language, with all its
richness and all its limitations. The younger generation of Russian
businessmen, carrying much less baggage from the Soviet period,
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speaking English actively, and in many cases trained or re-trained in
Western style business schools, are less paternalistic, less feudal, in a
word, much more conventional in their attitude to property and fac-
tors of production. But are they more honest? Are they less tempted to
loot, less inclined to stow away their savings in foreign banks, less
inclined to do deals with gangsters? If the answer is “no”, and if we
are inclined to stress the kleptocratic features of contemporary Russia
as much as the feudal, then the future for Russia, whether in connec-
tion with structural change or anything else, is bleak indeed.

POSTSCRIPT

How have these factors developed through the early 2000s, in the
years since this article was written? There is good news on a number
of counts. As foreseen in the original conclusions, generational
change in Russian business management, reinforced by institutional
reforms implemented under the Putin presidency, has weakened
feudal-bureaucratic attitudes. Consistent buoyancy in the price of oil
in the period since 1999, backed up by tax reform and significant
improvements in the effectiveness of tax collection, have seen Russian
budget deficits transformed into surpluses. After a decade of stagna-
tion, Russian GDP has started to grow modestly but steadily. On the
downside, capital flight continues unabated. More fundamentally, the
improvement in the macroeconomic performance of the Russian
economy seems to have flowed purely from the improvement in
Russia’s terms of trade. There are few signs of any accelerated struc-
tural shift. The Russian economy remains largely dependent on raw-
material extraction, and the performance of the human-capital-based
sectors continues to be disappointing. At mid-2003, the rate of
growth of Russian GDP seemed to be slowing. With the international
price of oil forecast to fall sharply in 2004 and then stabilise at around
$20 per barrel (as compared to an average of around $25 for the
period 2000–2003), the weaknesses of the political economy of
Russia, as discussed in this article, are likely to reemerge as critical fac-
tors of Russian economic performance.
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INTRODUCTION

The technology factor is increasingly recognised as a crucial determi-
nant of structural upgrading and economic growth in open develop-
ing economies. Modern trade and growth theories have illuminated
the role of technology diffusion for global trade and capital flows in
general. To date, however, little systematic research has been done on
the process of technological integration of the economies of Central-
East Europe (hereafter CEEC) into the European and global trading
systems. This paper represents an attempt to fill this gap on the basis
of Polish empirical material — both aggregate statistics and selected
case studies.

Increasing globalisation and the growing complexity of state-of-
the-art technologies have conspired to give international production
ever greater prominence among channels of technology diffusion.
This trend is confirmed at the global level by the fact that growth

Chapter 4

Technology and Structure in the
Polish Economy Under Transition and

Globalisation1
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1This paper was prepared within the framework of ACE project 94-0660-R, EU
Enlargement and the World Trading System: The Case of Poland.
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rates of internationalised production have been much higher than
growth rates of international trade in commodities or arm’s length
trade in technology.2 It is also observable that rates of growth of FDI
into CEEC have, since opening-up, been consistently higher than
those of aggregate trade volumes, or of direct trade in technology
(which have actually decreased) (United Nations, 1996, pp. 111 and
150). There is good reason, therefore, to study the technological
transformation of the transition countries through the prism of trends
in FDI and its impact on their trade performance since liberalisation.
The problem with this approach is that we cannot directly observe
the technological content of FDI, or its role in “technological accu-
mulation” within the host countries. So we need a theory of interna-
tional production, and we need to be able to rank industries in
relation to technology, to fashion a theoretical framework within
which we can establish interrelationships between FDI flows and
revealed comparative advantage (RCA) in terms of a ranking of
industrial activities by technological content. Once we have done
that, we should be able to analyse the Polish data in such a way as to
highlight that country’s position in the technological chain of indus-
trial activities on a global, or at least macro-regional level.

CONCEPTUAL AND THEORETICAL FRAMEWORK

The Basic Model

The eclectic paradigm of international production developed by
J. Dunning (1988) specifies most comprehensively the conditions nec-
essary for the emergence of multinational enterprise. These conditions
flow from the specificity of economic assets (resources able to generate
a future income stream), and from the optimal modes of utilisation
and trading of these assets. The assets may be mobile or immobile,

88 Transition and the Global Economy

2From 1983 to 1989, FDI by OECD countries grew at an annual average growth
rate of 31.4%, nearly three times faster than trade (11.0%) and gross fixed capital for-
mation (11.9%) within the OECD, and over three times as fast as GDP (10.4%). See
OECD, STIID Database, September 1991.
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transferable or non-transferable between countries. They may be natu-
ral or man-made; the latter can be further divided into tangible and
intangible assets. Firms and countries differ in asset endowments, since
firm-specific assets constitute ownership-specific advantages (appropri-
ated by particular firms), while country-specific assets (available to all
firms in a given country) are by definition locational advantages. Due
to structural and transactional market failures, these asset endowments,
and the streams of services they provide, cannot be traded freely with-
out serious efficiency loss. They are better used under a common hier-
archical governance, i.e., under a regime of internalisation.

In the simplest case, a firm located in a particular country, and
endowed with a mobile and intangible asset, chooses a production
location in another country which disposes of assets that are natural
and immobile — on the condition that the internalisation of the new
production facility generates a more efficient outcome than would an
arm’s length transaction. But while this simplest case may also be the
most typical, one can imagine a whole series of combinations of own-
ership and locational advantages that can provide a rationale for inter-
national production. In most cases where the advantage is based on a
created asset, it is in fact the superior technology of the investing
firm, in the face of a strong internalisation effect (usually traceable to
the low appropriability of “tacit” knowledge and/or weak absorptive
capabilities in the host country) that is the main driving force behind
international production.

So much for the static framework. In a dynamic world the pattern
of both ownership and locational advantages may change, and with
them the conditions for international production and trade. Natural
assets may be depleted or exhausted. Created assets may be accumu-
lated, transferred or acquired. Thus locational advantages may be
dissipated or upgraded. The same is true of ownership advantages,
where those are based on natural or created assets. Thus the pattern of
comparative advantage itself may change in function of the process
of transnational investment, to the extent that that involves transfer
of created (especially intangible) assets (technology and associated
spillover effects), or through depletion of natural assets. Such
dynamic tendencies affect home and host countries alike.
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These considerations suggest that we can distinguish between two
contrasting models of foreign investment:

• FDI oriented towards the absorption of the existing assets in the
host country, as a basis for exploiting the locational advantages of
that country, whether created or natural.

• FDI which transfers new technologies and creates new assets in the
host country, drawing mainly on the ownership advantage differ-
ential between the two countries.

The a priori supposition must be that asset-absorbing FDI should, like
ordinary trade, more or less follow the RCA pattern, whether defined
in Ricardian (productivity differentials) or Heckscher-Ohlin (differ-
ences in factor endowments) terms, of the host country. It will tend to
reinforce existing RCA patterns, and, by the same token, the differen-
tial in ownership advantages between home country and host country
firms. This in turn will tend to result in a further divergence of patterns
of RCA in home and host countries. Asset-creating investment, by
contrast, will tend to run against the RCA pattern of the host country,
and the strength of the flow of such investment should, ceteris paribus,
be a direct function of the extent of the ownership advantage differen-
tial between home and host countries. Asset-creating investment 
should visibly change the RCA pattern of the host country. In conse-
quence, the ownership advantage differential will diminish, and RCA
patterns in the two countries converge.

Of course in practice the bulk of FDI flows exhibit features of
both asset absorption and asset creation. But where asset absorption
predominates, FDI will tend to concentrate on the domestic market
of the host country, sometimes crowding out domestic production.
After a temporary improvement, the overall RCA pattern may even
deteriorate, because asset-absorbing investment tends to push up the
prices of the assets absorbed, resulting in a loss of international com-
petitiveness; and to weaken rather than strengthen local sourcing
networks, in the extreme case setting the host economy onto an
“unlearning curve” (Bell, 1997, p. 74). Thus the balance of asset
absorption and asset creation emerges as a key issue in the analysis of
the dynamic impact of FDI.
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The Cross-sectoral Approach to Asset Absorption and
Asset Creation: Two Taxonomies

We will examine how the dichotomy of asset absorption and asset
creation develops in conditions of inflow of FDI by introducing
two overlapping but contrasting industrial taxonomies. The first is
based on factor mix, following Neven (1994, pp. 22–26), the second
on technology sourcing/use/appropriation, following Pavitt (1984,
pp. 343–75) and Bell and Pavitt (1993, pp. 177–82).

Neven classifies industrial sectors according to their factor intensi-
ties (in the West), using these variables: the share of wages in value
added, investment as a percentage of value added, average wages, and
the proportion of white-collar workers in total employment. A high
rate of investment is taken to represent high physical capital intensity,
and a low average wage combined with a high share of wages in value
added, high labour intensity. Where average wages are high, the share
of labour in value added is high, and the weight of white-collar work-
ers within the work force is also high, high human-capital intensity is
inferred. This mode of analysis generates two key criteria — physical-
capital intensity and human-capital intensity — and Neven proceeds,
at the NACE three-digit level, to classify 120 sectors of manufacturing
industry into five clusters — the four corresponding to the four possi-
ble combinations of high and low physical- and human-capital inten-
sity, plus an extra one featuring very high human-capital intensity.
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Table 1. Neven’s industry groups by factor mix.

Factor Intensity Share of Average Wage Bill/ Investment/
White-collar Wage Value Value Added
Workers Added

1 very high human capital very high very high high high
2 high human, low physical high high high low
3 low human, low physical low low very high low
4 low human, high physical low low intermediate high
5 high human, high physical high high low very high

Source: Adapted from Neven (1994, pp. 22–23).
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We shall use this taxonomy to analyse the sectoral patterns of
inward FDI and RCA for the Polish economy in the period 1989–97,
in order to ascertain to what extent foreign investment in that period
was oriented towards exploiting locational advantages in terms of fac-
tor abundance, as demonstrated by the RCAs of the various groups.
To the extent that it turns out that FDI inflow has reinforced the
existing RCA pattern, a relatively high incidence of asset absorption
will be inferred. To the extent that the opposite pattern is observed,
an increasing degree of factor incongruity, possibly rectified through
inflow and creation of complementary assets, may be inferred.

In the second taxonomy, Pavitt identified four basic types of indus-
try, on the basis of a combination of indicators reflecting sources of
technology, technology user requirements and the means by which
technology is appropriated. In decreasing order of potential for tech-
nological dynamism, they are: the science-based sector, specialised
suppliers, the scale-intensive sector, and the supplier-dominated (tra-
ditional) sector. For our purposes it is clearly important to distinguish
natural-resource-based activities — which Pavitt did not do because
natural-resource orientation is not important for technological
ranking. So we split the scale-intensive cluster into two sub-clusters:
technology-based scale-intensive and resource-based scale-intensive.
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Table 2. Pavitt’s industry groups by patterns of technology
sourcing/use/appropriation.

Sector Factor Intensity Main Product
Characteristics

1 science-based very high human capital Schumpeterian
2 specialised suppliers high human, low physical Schumpeterian,

Smithiana differentiated
3 supplier-dominated low human, low physical Heckscher-Ohlin, Ricardian
4 technology-based, low human, high physical

scale-intensive
5 resource-based, high human, high physical Smithian non-differentiated, 

scale-intensive Smithian differentiated

Source: Adapted from Bell and Pavitt (1993).
aHeterogeneous products developed through extensive division of labour.
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We end up, then, with five clusters which bear some resemblance to
Neven’s five clusters. It is obvious that science-based industries and
specialised suppliers must be more human-capital-intensive than tradi-
tional industries, and that scale-intensive sectors require relatively
more physical capital than, for example, specialised suppliers.

Utilisation of the modified Pavitt taxonomy can provide a basis for
measuring the relative importance of asset-absorbing and asset-
creating effects along the axis of technology sourcing/use/appropria-
tion. In applying the asset-absorbing and -creating categories to FDI
in terms of the Pavitt taxonomy, we will actually be looking at the
skill-absorbing and -creating effects of foreign investments. Where
FDI inflow reinforces the existing RCA pattern in terms of the Pavitt
taxonomy, a high degree of skill absorption prevails. In the opposite
case we should infer a tendency to skill creation through intensive
technology transfer.

DATA SOURCES AND METHODOLOGY

Our analysis is based on two sorts of statistical data on trade and FDI,
and on a wide range of case studies. The trade data cover Polish trade
with the EU in 120 manufacturing industries at the three-digit NACE
classification for the period 1988–96, and were obtained from the
Eurostat COMEXT trade data base, 1997 edition. The FDI data
cover inward direct investment in Poland in the same manufacturing
industries, grouped in accordance with the same NACE classification,
over the period 1989–97. This data was obtained from the Polish
Central Statistical Office (Glowny Urzad Statystyczny). The three-digit
classification was used mainly to aggregate each set of data in line with
the Neven and Pavitt taxonomies. Further analysis proceeded exclu-
sively on the basis of the five clusters in each taxonomy, for both trade
and FDI. Correlations were examined at the level of clusters rather
than at that of individual industries because the aim of the analysis was
to analyse technological content in the context of transformation and
globalisation rather than detailed branch characteristics.

The decision to limit analysis to European trade was taken partly on
grounds of convenience. But the decision is not difficult to defend on
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substantive grounds. The structure of Poland’s trade with the EU can
be regarded as representative, since that trade accounts for 65–70 per
cent of total Polish external trade. And it is surely reasonable to assess
Poland’s pattern of comparative advantage by reference to the yard-
stick of the EU’s trade with the rest of the world (extra-EU trade).

Our analysis focuses on broadly-defined clusters characterised by
specific factor-mix or pattern of technology sourcing/use/acquisition.
It is therefore by definition oriented to inter-industry (more accurately
inter-cluster) rather than intra-industry trade. There is, accordingly, no
systematic treatment of intra-industry trade in the paper. But the
analysis does throw up specific insights on intra-industry trade, and
these will be noted in the course of the discussion.

Since our trade analysis is limited for data reasons to trade in man-
ufactured goods, we were also constrained in the aggregate statistical
part of our FDI study to limit the range of the analysis to manufactur-
ing tradables, which do, indeed, account for more than two-thirds of
FDI inflow into Poland. In our case studies, we do, however, present
material on the software industry, which straddles the manufacturing
and services sectors. Again, we did not distinguish between joint ven-
tures, minority or majority holdings, simply because the data available
is not comprehensive enough to make such a disaggregation at the
three-digit level.3 In all cases the FDI data reflect actual investment,
not planned, approved, or committed flows.

TECHNOLOGY AND TRADE

The Factor Proportions Axis

Despite a fourfold increase in Polish exports to the EU in 1988–96,
and a complete reorientation of trade away from the old CMEA area
towards Western markets, the dominant export and import trends in
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3Inzelt’s (1999) analysis based on a unique Hungarian government data base
demonstrates a (statistically weak) positive relationship between size of foreign stake
and expenditure on R&D in firms hosting foreign investment. This suggests that the
higher the foreign stake, the stronger the chance of asset creation. It would be fasci-
nating to test this hypothesis using Polish data.

B149_Ch04.qxd  23/04/04  4:01 PM  Page 94



terms of factor intensities have remained relatively stable for Poland.
The most significant overall change is the 13 percentage-point
increase in the share of manufactures in total Polish exports to the
EU, which can largely be accounted for by the increase in the share of
Sector N3 goods by 10 percentage points.

The two sectors which Neven classifies as of low human-capital
intensity (N3 and N4) were, by 1996, together accounting for
around two-thirds of total Polish exports of manufactures to the EU.
This trend may be interpreted as generally consistent with Heckscher-
Ohlin predictions for an economy with relatively abundant and inex-
pensive labour. However the penchant for labour-intensive and
capital-saving exports seems to be much less pronounced than might
have been expected, in particular when we consider that Sector N4 is
physical-capital- as well as labour-intensive. Sector N4 trends can, of
course, be easily explained in terms of technologically conditioned
low elasticity of substitution between labour and capital in that sector.
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Table 3. Polish and EU manufacturing exports as percentages of total exports:
Neven’s industrial clusters 1988–96.

1988 1989 1990 1991 1992 1993 1994 1995 1996
(%) (%) (%) (%) (%) (%) (%) (%) (%)

Poland
Sector N1 5.7 5.7 5.9 5.9 4.9 5.0 5.0 5.9 6.5
Sector N2 6.1 6.3 7.4 7.5 7.3 6.7 6.6 6.6 7.7
Sector N3 19.1 17.2 19.1 23.6 26.8 31.7 29.3 27.5 28.9
Sector N4 32.4 30.7 28.9 29.2 32.9 32.2 35.5 36.3 34.8
Sector N5 6.7 8.4 7.8 7.4 6.5 6.0 5.9 5.5 5.4

% of total 70.1 68.2 69.1 73.6 78.4 81.6 82.2 81.8 83.2

EU
Sector N1 16.6 16.7 16.7 18.0 18.9 20.4 20.4 20.6 21.2
Sector N2 20.1 20.2 21.1 21.3 21.4 21.1 20.9 21.6 22.4
Sector N3 9.8 9.8 10.0 10.1 10.0 9.4 9.3 9.0 9.2
Sector N4 31.2 30.5 29.6 28.7 28.4 30.0 30.3 30.2 29.0
Sector N5 4.5 4.6 4.5 4.5 4.7 4.6 4.5 5.2 4.8

% of total 82.2 81.7 81.9 82.7 83.3 85.4 85.5 86.6 86.6

Source: Eurostat COMEXT databank and authors’ calculations.
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The other three sectors (N1, N2 and N5), all characterised by high
human-capital intensity, have accounted for much lower shares in
total exports to the EU, and these shares have remained remarkably
stable, at a level, taken together, of about one-third of labour-intensive
exports.

Perhaps the most striking general conclusion to be drawn here is that
there was a remarkable tendency, through the globalisation-transition
period, to trade labour for human capital, in the context of general sim-
ilar levels of physical-capital intensity of exports and imports. Note, for
instance, the roughly similar export and import shares of physical-capital-
intensive sectors N4 and N5 (Tables 1 and 2). The declining import
shares of Sectors N1 and N2 seem to run against the proposed general-
isation, but note also the rapid increase of Sector N4 imports (Table 4),
which, though physical-capital-intensive, may have compensated for
falling imports in Sectors N1 and N2. Thus we may hypothesise that
where intermediate goods have in the past been directly imported on
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Table 4. Polish and EU manufacturing imports as percentages of total imports:
Neven’s industrial clusters 1988–96.

1988 1989 1990 1991 1992 1993 1994 1995 1996
(%) (%) (%) (%) (%) (%) (%) (%) (%)

Poland
Sector N1 17.5 13.9 15.0 15.6 16.9 17.0 16.5 15.4 15.5
Sector N2 25.9 25.5 28.2 21.1 21.2 19.6 20.4 20.6 20.9
Sector N3 5.3 6.5 7.0 10.9 7.4 7.0 7.7 8.0 8.8
Sector N4 19.9 20.6 19.4 23.2 24.9 28.2 28.8 30.8 31.0
Sector N5 5.2 5.3 3.9 4.8 3.9 3.7 3.7 5.0 3.8

% of total 73.8 71.8 73.4 75.5 74.5 75.5 77.0 79.7 79.9

EU
Sector N1 17.9 18.5 18.2 19.2 19.1 20.8 20.8 21.5 22.2
Sector N2 11.8 11.8 12.0 12.2 12.4 12.3 12.5 12.7 12.8
Sector N3 8.0 7.9 8.5 9.7 10.2 11.0 10.4 10.3 10.5
Sector N4 25.0 24.0 23.0 22.8 24.0 25.9 26.0 25.1 23.3
Sector N5 5.6 5.5 5.3 4.9 4.9 4.5 4.7 3.5 3.1

% of total 68.4 67.7 66.9 68.8 70.6 74.4 74.5 73.1 71.9

Source: Eurostat COMEXT databank and authors’ calculations.
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account of the absence at home of the human capital necessary to make
them, Poland now tends to import inputs within the context of Sector
N4 (which includes the vehicle industry) intra-industry trade. In any
case, both Sectors N1 and N2 run huge deficits throughout all the
period, which surely finally validates our conclusion. Looking ahead
briefly to our analysis of the Pavitt classification, we may note that an
identical pattern can plausibly be suggested for Sectors P2 and P4,
where, in conditions of highly developed intra-industry trade, the out-
put of specialised suppliers often constitutes intermediate inputs for
scale-intensive production in Sector P4.

When we compare the structure of Polish exports to the EU with
that of EU extra-bloc exports, we find, again, that the main point of
contrast is in terms of specialisation between human-capital-intensive
and labour-intensive goods, rather than between physical-capital-
intensive and labour-intensive. With Sector N4 (physical-capital-
intensive) exports taking more or less the same proportion (in the
range of 30–35 per cent) of total manufacturing exports in both
cases, the really striking difference between Poland and the EU in
terms of export structure is the relative share of Sectors N1 and N2
taken together (respectively 14 per cent and 43 per cent) and of
Sector N3 (29 per cent and 9 per cent respectively). With import pat-
terns differing little, it is these contrasting export patterns that really
determine trends in RCA for the Neven sectors.

Analysis in terms of RCAs measured as the difference between
export and import shares shows clearly that the pattern of advantaged
and disadvantaged industries, in terms of factor mix, did not change
in ranking over the transition period (Fig. 1). The dominant, labour-
intensive, Sector N3 improved its position steadily, peaking in 1993,
while the position of the physical-capital-intensive Sector N5 fluctu-
ated around zero and that of Sector N4 deteriorated while remaining
just positive. Human-capital-intensive Sectors N1 and N2 remained
clearly negative throughout, but slightly improving, though with no
clear-cut upward trend in the case of N1. The decreasing RCA in
Sector N4 and the slight improvement in the RCA of Sector N2
may reflect the trend hypothesised above, whereby imports of inter-
mediate capital goods (N2) are substituted by intra-industry trade in
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components (N4).4 Thus the overall Polish RCA pattern is simply the
EU pattern in reverse, but with a much broader dispersion.

If we look at the differences in RCA by sector between Poland and
the EU (Fig. 2), we see a general upward shift in Poland’s favour,
mainly due to the improvements in Sectors N2 and N3, without any
marked changes in the pecking order of sectors. This tends to the
conclusion of a general upgrading in the competitiveness of Polish
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Fig. 1. RCA in Poland: Neven’s clusters 1988–96.

–0.250

–0.200

–0.150

–0.100

–0.050

0.000

0.050

0.100

0.150

0.200

0.250

1988 1989 1990 1991 1992 1993 1994 1995 1996

YEARS

N1
N2
N3
N4
N5

Fig. 2. RCA convergence between Poland and the EU in terms of Neven’s clusters
1988–96.
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4RCAs based on exports only (calculated as the ratio of the share of a given industry
in total Polish exports to the corresponding share in the EU) indicate a remarkable
improvement in Sector N4 and a negligible change in Sector N2. Thus the observed
effect is mainly due to the relative decrease in N2 imports and increasing imports,
presumably largely of components, to Sector N4.
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industry. Though negative differences in relation to human-capital
intensive Sectors N1 and N2 fell only slightly over the period reviewed,
the positive differential in favour of labour-intensive Sector N3
increased substantially, while the position of the physical-capital-inten-
sive sectors remained unchanged, or, in the case of Sector N4, actually
deteriorated 1988–96. Thus, leaving Sector N3 (the most labour-
intensive) to one side, we can see a clear tendency for convergence
rather than divergence of RCA patterns in the course of globalisation.

The Technology Sourcing Axis

Pavitt’s taxonomy is obviously more precise in its technological rank-
ing of particular industries than is the pure factor-mix principle
of classification. It should, therefore, give us clearer idea of the exist-
ing pattern of technological gaps and help us to visualise the impact
of globalisation on a latecomer country. To make the ranking
even more transparent, we can imagine a technological ladder, with
Sectors P1 and P2 (Schumpeterian goods) at the top, Sectors P4 and
P5 (Smithian) in the middle, and Sector P3 (traditional Ricardo
goods) at the bottom. Moving up or down this ladder means raising
or lowering the technological position of the given country in the
global division of labour.

Table 5 shows that the structure of Polish exports, as compared to
that of the EU, is characterised by a strong bias towards low-tech
industries. The share of Schumpeterian goods (Sectors P1 and P2) in
total exports started from the extremely low level of 5.2 per cent at
the beginning of the period and only managed to crawl up to
11.3 per cent over eight years of transition. The corresponding fig-
ures for the EU were 31.5 per cent and 38 per cent. At the same time
supplier-dominated traditional industries (Sector P3), which consis-
tently account for less than 19 per cent of EU exports, increased their
share of total Polish exports from 23.3 per cent to 36 per cent. It is
also noteworthy that of the two scale-intensive sectors, Sector P5
(resource-based) generally took between two to five times as big a
percentage of total Polish exports as Sector P4 (technology-based),
with the gap widening over the first three years of transition and then
easing back again to a level similar to what it had been in 1988.
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It seems, then, that trade liberalisation has focused the technologi-
cal capabilities of the Polish economy towards the bottom end of the
technological ladder. This view finds support in the trends on the
import side (Table 6). There is a striking and sudden increase of 8 per
cent in the share of traditional goods in total imports, presumably
reflecting growth in the outward processing trade, while the share of
specialised suppliers intermediate goods (Sector P2) falls. This latter
trend corresponds closely to an opposite trend in imports of more
highly-processed, technology-based, scale-intensive products. As we
saw earlier, increases in P4 imports may reflect an intensification of
intra-industry trade within that sector. In general, however, the pat-
tern of import linkages into the Polish economy also seems to cluster
very much at the bottom end of the ladder. As a result, the huge
deficit in the trade in Schumpeterian goods has been covered by
exports of traditional goods, rather than by exports of scale-intensive
manufactures.
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Table 5. Polish and EU manufacturing exports as percentages of total exports:
Pavitt’s industrial clusters 1988–96.

1988 1989 1990 1991 1992 1993 1994 1995 1996
(%) (%) (%) (%) (%) (%) (%) (%) (%)

Poland
Sector P1 1.6 1.5 1.5 1.6 1.6 2.9 2.5 2.8 3.2
Sector P2 3.6 4.4 5.4 4.5 4.4 5.0 5.6 6.6 8.1
Sector P3 23.3 22.7 25.9 29.9 32.6 35.8 36.5 34.8 35.7
Sector P4 8.4 5.8 4.0 3.9 6.8 10.8 8.8 9.5 11.4
Sector P5 17.9 20.8 21.5 20.2 18.6 15.4 17.0 18.1 16.4

% of total 54.8 55.2 58.3 60.1 64.0 70.0 70.3 71.7 74.8

EU
Sector P1 14.8 14.9 15.0 16.1 16.7 18.6 18.4 18.9 18.9
Sector P2 16.7 16.8 17.9 18.1 18.3 18.2 18.0 18.6 19.2
Sector P3 18.5 19.0 19.0 18.4 18.2 17.7 18.0 17.3 17.4
Sector P4 13.0 12.3 12.9 12.3 12.5 12.7 13.1 13.1 13.2
Sector P5 16.8 16.9 16.1 16.1 16.0 16.6 16.3 16.5 16.3

% of total 79.8 79.9 80.9 81.0 81.8 83.8 83.8 84.4 85.0

Source: Eurostat COMEXT databank and authors’ calculations.
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The picture becomes clearer still when we compare the RCA pat-
terns of Poland and the EU. While the EU enjoys RCA in nearly all sec-
tors, with specialised suppliers and technologically-based scale-intensive
sectors at the top of the pile, Poland shows a pattern of ranking that is
just the inverse of the EU’s. Here only two sectors — traditional indus-
tries and the resource-based scale-intensive sector — come through
with positive RCA, while the other three sectors — science-based, spe-
cialised suppliers and technology-based scale-intensive — reveal com-
parative disadvantage throughout the period (Fig. 3). Liberalisation
seems to have reinforced rather than moderated the trend, with a sub-
stantial increase over time in the RCA coefficient for traditional
industries and an intensification of the degree of comparative disadvan-
tage revealed for technology-based scale-intensive industries.

Looking at the differences between Poland and the EU in terms of
the RCAs of particular sectors (Fig. 4), we can detect a trend towards
increasing specialisation along the technological axis, with Sector P3
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Table 6. Polish and EU manufacturing imports as percentages of total imports:
Pavitt’s industrial clusters 1988–96.

1988 1989 1990 1991 1992 1993 1994 1995 1996
(%) (%) (%) (%) (%) (%) (%) (%) (%)

Poland
Sector P1 14.9 12.0 12.0 12.9 15.2 15.0 14.8 14.3 14.3
Sector P2 20.0 19.0 19.7 15.0 16.0 15.4 16.5 16.8 17.4
Sector P3 13.9 14.7 19.6 19.1 20.7 20.8 22.3 20.6 19.0
Sector P4 5.6 7.8 8.7 18.7 10.6 12.9 11.0 12.4 15.3
Sector P5 18.7 17.6 14.2 15.5 14.0 12.8 13.2 15.6 13.6

% of total 73.1 71.1 74.2 81.1 76.5 77.0 77.8 79.6 79.6

EU
Sector P1 15.2 15.9 15.6 16.6 16.6 18.4 18.4 19.4 19.6
Sector P2 9.3 9.4 9.6 9.8 10.1 10.4 10.9 10.9 11.1
Sector P3 16.1 16.2 16.7 17.3 18.1 19.3 19.2 18.6 18.5
Sector P4 7.6 7.3 7.6 8.2 8.4 8.2 7.5 6.6 6.8
Sector P5 14.2 14.7 14.4 13.5 13.2 13.0 13.4 11.8 10.7

% of total 62.3 63.5 63.9 65.4 66.4 69.3 69.4 67.4 66.7

Source: Eurostat COMEXT databank and authors’ calculations.
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exhibiting initial RCA, and then reinforcing its advantage, and the
other sectors either falling further behind or remaining relatively
stagnant.

These initial results of the liberalisation process should not surprise
us, because upgrading technological capabilities, which is the basis of
moving up the technological ladder, hinges upon raising the level of
absolute advantage, i.e., the ability to do things which (at least some)
trading competitors simply cannot do at all. This a much more
management- and time-intensive process than the improvement of
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Fig. 3. RCA in Poland: Pavitt’s clusters 1988–96.
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Fig. 4. RCA convergence between Poland and the EU in terms of Pavitt’s clusters
1988–96.
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“mere” comparative advantage in particular industries through the
optimisation of factor inputs and the adjustment of trade structure.
There is nothing like a factor price equalisation mechanism to guide
the process. It involves learning new activities and learning to be good
at those new activities. As such, it is a process of asset creation rather
than absorption, a process that can only unfold once the initial stage
of factor absorption has been completed. Note that the negative
shock of opening-up looks much more spectacular in terms of the
shift down the technological ladder than in those of adjustment of
factor intensities in the production of tradable goods. This reflects
the fact that autarky created much more severe distortions within
manufacturing in relation to technological capabilities than in relation
to factor proportions. Thus globalisation may be expected to push
the Polish economy towards a higher degree of technological special-
isation, as reflected in a wider spread of RCAs by P-sector.

TECHNOLOGY PATTERNS IN FDI

Perhaps the most significant single dimension of the globalisation of
the Polish economy after the opening-up was the liberalisation of the
FDI regime. Levels of FDI were nugatory during the communist
period, which was much more autarkic in terms of capital flows than
in relation to trade. The aggregate stock of FDI rose from $67 m in
1989 to about $6.9 b at the end of 1995 and an estimated $20 b at
the end of 1997. Thus we cannot talk about differences in FDI pat-
terns between pre- and post-reform periods because there was effec-
tively no FDI under the old regime. By the same token it is not
surprising that the sectoral pattern of FDI inflow (Table 7) was very
unstable over the first three years after liberalisation.

Factor Mix in Sectors Targeted for FDI

The most obvious thing to emerge from Table 7 is the initial domi-
nance of Sector N2 within (an admittedly very small) total FDI. In
1990, there was a sudden diversion of funds into the labour-intensive
Sector N3. But this lasted only one year — as if it took foreign
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investors just one year to find out that cheap labour was not the
factor to look for in their investments in Poland. Subsequent trends
revealed a clear-cut preference on the part of foreign companies for
investment in the physical-capital-intensive Sectors N4 and N5,
which were together accounting for 55–60 per cent of total foreign
capital stock from 1992 onwards. But it is Sector N4, characterised
by high levels of both labour intensity and physical-capital intensity,
that has exhibited the most buoyant FDI trends, taking about one
third of the total at the end of the period. The exclusively human-
capital-intensive sectors N1 and N2 dominated the (nugatory) inflow
of FDI in the first year of the period, and then nose-dived in 1990, as
labour-intensive investments took over, to stage a steady subsequent
recovery which saw them together take almost 36 per cent of total
FDI by 1994, a level largely maintained over the following years. Thus
foreign investment has generally brought into Poland mobile physical
capital or absorbed the (largely) immobile human capital available
in the country. These trends confirm a conclusion that emerges
from virtually every study of FDI in the transition countries — that
accessing cheap labour is hardly ever a key consideration (Sharp &
Barz, 1997).

The crucial question that remains to be answered is: in focusing
on human-capital- and physical-capital-intensive sectors, has FDI
followed the pattern of RCA or gone against it? The data show clearly
that it was only in the first years after liberalisation — when FDI was
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Table 7. Structure of stock of inward FDI (cumulated): Neven’s industrial
clusters 1989–97.

Sector 1989 1990 1991 1992 1993 1994 1995 1996 1997
(%) (%) (%) (%) (%) (%) (%) (%) (%)

Sector N1 6.9 1.9 15.3 12.8 12.6 21.5 18.4 16.6 16.9
Sector N2 43.3 8.5 19.2 14.9 11.8 14.1 17.4 15.8 16.0
Sector N3 18.0 64.4 22.2 17.0 11.8 11.5 12.5 12.3 11.7
Sector N4 9.1 6.3 30.2 21.5 37.1 35.3 30.5 34.3 33.8
Sector N5 22.6 19.0 13.1 33.7 26.7 17.6 21.2 20.9 21.7

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Polish Central Statistical Office databank and authors’ calculations.
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still at a generally very low level — that FDI inflow (primarily into
Sectors N3 and N5) was clearly correlated with the RCA levels of
recipient industries. In subsequent years, the FDI stream turned,
apparently at random, to one more or less disadvantaged sector or
another. There does, however, seem to be a kind of gravity pull
between similarly comparatively advantaged sectors in home and host
countries. Thus sectors N4 and N5, with the highest levels of similar-
ity in RCA patterns between Poland and the EU, receive the largest
shares of total FDI. Sectors N2 and N3, by contrast, show the biggest
differences in RCAs, and the smallest rate of FDI inflow. The ten-
dency for FDI to look for host industries of more or less similar factor
mix to the “mother” industries has been observed in East Asia
(Ozawa, 1979; Wells, 1983). Our analysis suggests that this evolu-
tionary pattern may be repeated in the transition countries.

Technology Clusters in Sectors Targeted for FDI

In Pavitt’s more specific taxonomy we can trace the evolution of FDI
flows up and down the ladder of technological rankings. Here again,
the FDI patterns of 1989 were completely reversed in subsequent
years. The most dramatic change occurred in relation to Sector P2
(specialised suppliers), which dominated the small total for 1989, but
had declined to 3 per cent by 1995. Sector P4 (technology-based,
scale-intensive), in contrast, barely registered in 1989; a few years
later, however, it was accounting for more than one-fifth of the total
stock of FDI. Resource-based scale-intensive industries (Sector P5)
have received a consistently large share, rising from 22.9 per cent of
the total stock of FDI in 1989 to 51.8 per cent in 1990, before easing
back to 38.5 per cent in 1997. Traditional industries have shown a
similar pattern, claiming 22.2 per cent of total FDI stock in 1989 and
43.3 per cent in 1991, with their share then declining to 24.9 per
cent in 1997. The science-based sector (P1) — obviously the most
advanced technologically — received only 5 per cent in 1989, but
had pushed its share up to nearly 20 per cent by 1994 (due to foreign
takeovers of telecom equipment manufacturing companies), finishing
on 11.7 per cent in 1997.
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The pattern in terms of Pavitt’s taxonomy, as it stabilised after
1993, was thus characterised by a clear dominance of scale-intensive
industries (Sectors P4 and P5), which consistently captured a share of
over 55 per cent in total FDI stock. Within the scale-intensive cluster
there was a palpable shift from resource-based to technology-based
industries. At the same time, there was a stabilisation of FDI inflow
into traditional industries at a relatively high level, roughly a quarter
of total FDI, and a moderate expansion of FDI into science-based
industries. These trends clearly reflect some improvement over time in
the technological level of FDI. But it is still dominated by traditional
and resource-based scale-intensive industries, and the failure to main-
tain the early momentum of FDI in specialised suppliers is disturbing.

What does a comparison of FDI and RCA trends tell us about the
determinants of these trends? We found stronger, more consistent
and more significant relationships between FDI shares and the pat-
tern of RCA in terms of Pavitt’s taxonomy than we did in relation to
the factor-mix breakdown. Here, the sectoral distribution of FDI fol-
lows RCA patterns, so that comparatively advantaged sectors have
received relatively larger shares of foreign investment, which signals
the asset-absorbing type of FDI. And the narrower the technological
gap between given industries in Poland and the EU, as reflected in
RCA, the higher the FDI flow. FDI flows appear to respond to rela-
tively high levels of RCA in host industries, and to technological
closeness between those industries and the corresponding industries
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Table 8. Structure of stock of inward FDI (cumulated): Pavitt’s industrial
clusters 1989–97.

Sector 1989 1990 1991 1992 1993 1994 1995 1996 1997
(%) (%) (%) (%) (%) (%) (%) (%) (%)

Sector P1 5.0 4.6 9.4 12.4 10.4 19.9 16.1 12.1 11.5
Sector P2 49.1 17.5 4.6 5.1 3.3 3.4 3.0 3.1 3.5
Sector P3 22.2 23.1 43.0 31.8 26.1 25.3 26.5 25.9 24.9
Sector P4 0.8 3.0 18.3 7.4 22.9 22.3 19.1 22.4 21.5
Sector P5 22.9 51.8 24.6 43.3 37.2 29.2 35.2 36.5 38.5

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Polish Central Statistical Office databank and authors’ calculations.
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in the EU. The extreme cases are specialised suppliers and the
resource-based, scale-intensive sectors. The former, it would seem,
receives a small share of FDI because it has a low level of RCA relative
to other sectors of the Polish economy, and because its RCA coeffi-
cient lags furthest behind the corresponding EU RCA. The latter
does well in terms of share of FDI because it has a high RCA ranking
within Poland and shows very similar levels of RCA to the EU.

These results point clearly to the key role of the technological con-
gruence/proximity effect as a determinant of the pattern of joint pro-
duction activities between integrating economies. Technological
proximity and factor-mix proximity may, indeed, be mutually rein-
forcing in this regard.

CASE STUDIES

The original research project on which this article is based included a
dozen or so case-studies of Polish firms, all operating in science-based
and specialised supplier industries in terms of Pavitt’s taxonomy.
Detailed discussion of the individual case studies can be found in
Dyker (1996) and Kubielas (1996, 1997). Since then the authors have
been involved in a number of other projects which have generated
relevant case-studies, including in technology-based scale-intensive
industries, both in Poland and more widely across the transition
region. In this section we look across the whole gamut of these case
studies, to see how the patterns that emerge at firm level correspond
to the picture shown by the aggregate trade and FDI data. We note in
particular the following points:

• The case-study material from the science-based and specialised
supplier sectors in Poland fleshes out the skeleton of sectors P1 and
P2 provided by the aggregate statistical data. Here are sectors
heavily dependent on imports, but which have at the same time
played a significant import-substituting role throughout the transi-
tion period in terms of “downstream” products. This is reflected in
fairly stable shares of P1 and P2 imports into Poland throughout
the period analysed, with exports remaining at a very low level,
though rising over time as a proportion of total exports. FDI has
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not been a critical factor of development except in telecommunica-
tions, the sub-sector which dominates the FDI trends for sector
P1. Rather licensing, franchising and other forms of disembodied
technology transfer have provided the crucial technological plat-
forms, especially in software.

• The software industry provides a particularly good illustration of
how a P2 sector can serve as a vehicle for a process of continuous
improvement in general levels of organisational efficiency in a catch-
up economy. Software firms mainly sell complex networking systems,
and their main customers for these are other firms. Because standard
licensed software packages always have to be customised for particu-
lar countries, and often for particular firms, these software firms play
a unique role as a bridgehead for the transfer of state-of-the-art office
technology into the host economy. In practice, furthermore, cus-
tomising usually involves a degree of upgrading, and sometimes
these upgrades are incorporated back into the basic licensing pack-
age. So Polish software companies become part of a cumulative
process of technological change and learning, and therefore of asset
creation, which impacts directly on the general level of efficiency of
the Polish business sector. That, as we have seen, has been the major
dynamic variable in the evolution of Poland’s interface with the
global economy. But FDI does not play a key role in the process.

• The Polish shipbuilding industry provides a graphic illustration of
commercial and technological upgrading in a technology-based,
scale-intensive industry in which there has been relatively little
FDI. An outstanding individual example is that of the Szczecin
Shipyard. The key factors in the successful turning round of this
part of the communist industrial legacy can be listed as follows
(Bitzer & von Hirschhausen, 1998a,b):

1. Sharp cut-backs in the work force (by more than 50 per cent
1991–98).

2. Intensive integration into the global shipbuilding supply network
and rebuilding of supply networks within Poland.

3. Successful capture of a niche — in this case construction of con-
tainer ships, a rapidly growing and innovative segment of the
global shipbuilding market.
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4. Reorientation of production towards the export market (2/3 of
output is sold to Germany).

5. Wholesale import of computer hardware and software for
Management Information Systems and design purposes.

Thus the Szczecin Shipyard has become profitable again by reor-
ganising its activities into a market-oriented assembly operation,
organised through contemporary computerised management systems
(in this case imported), sourced from all over the world (not exclud-
ing Poland), and manned by a relatively small number of workers in
Szczecin itself.

Wage costs are an important variable for the Szczecin Shipyard, as
they are generally in technology-based, scale-intensive industries,
while there are huge differences in real wages between Poland and its
competitors in the industry. Polish shipyards can, nevertheless, com-
pete against Chinese, just as Korean and Japanese can against Polish.
So the key to success in shipbuilding does not seem to be cheap
labour. Rather it seems to be efficient general organisation (including
organisation of the work-force and the supply network) and a flexible
approach to the development of specific in-house capabilities relating
(in this case) to the construction of container ships, which lower-cost
competitors do not (as yet) possess. Thus while the Szczecin Shipyard
has its own design department, that department works mainly on the
basis of standard designs from abroad. Just as in the software case,
therefore, the crucial input from abroad is basic technology, not FDI,
and this basic technology serves as a springboard for upgrading capa-
bilities and therefore asset creation.

• The motor vehicle industry offers a contrasting case study within
the technology-based, scale-intensive sector. Here there has been
substantial FDI (notably from Fiat, Ford, General Motors and
Daewoo),5 and foreign investment has in this case provided the
main impetus for the general improvements in managerial effi-
ciency that have been a feature in this sub-sector. A key feature of
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5In 1997 the stock of FDI in the Polish car industry was 200 times the stock in the
shipbuilding industry.
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organisational upgrading has been reconstruction of the supply
network. But while in shipbuilding the redevelopment of supply
networks proceeded along international and national axes right
from the start, in the automotive industry it was initially largely
limited to the former. Traditional first-tier suppliers6 from Poland,
and from other former CMEA countries, have been largely cut out,
and investing companies have put pressure on their own suppliers
from EU countries to set up production inside Poland (Havas,
1997). But local second- and third-tier suppliers are used. This
must largely represent asset absorption, because learning effects are
very limited where supply networking does not include design ele-
ments. Daewoo’s acquisition of FSO’s entire second-tier supply
network and subsequent integration of that network into its own
supply system is clearly an exception here, involving significant ele-
ments of asset creation. Thus the foreign-owned car industry
in Poland has operated as something of an enclave, with real
integration largely limited to areas of obvious preexisting techno-
logical congruence. The extent of asset creation has been far from
maximised, while there are have been definite elements of asset-
depleting absorption. Once again, however, there has been a big
impact on general levels of X-efficiency.

• While the shipbuilding case indicates that the specialised supplier
sector is not universally weak in Poland, the motor vehicle case
confirms the general case, as reflected in the aggregate trade statis-
tics. A sourcing strategy based largely on imports and transplants
provides no incentives at all for the development of the local spe-
cialist suppliers who would be expected to equip local component
manufacturers, and may even tend to inhibit imports of specialist
supplier goods too. The seriousness of this situation comes out
clearly if we compare Poland with other transition countries in this
regard. Strengthening of the RCA position of specialised supplier
industries is one of the key indicators of success in transition, with
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6Supplying complex car parts like engines or gear boxes involving a significant level
of design inputs; second-tier suppliers provide advanced single components to first-tier
and third-tier suppliers simple components to second-tier suppliers.
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Czechoslovakia/the Czech Republic and Hungary showing big
improvements in RCA indicators for this sector 1988–95. Indeed
by 1995 Hungary was actually running a trade surplus in specialist
supplier goods. The Soviet Union/former Soviet Union, by con-
trast, shows stagnation — at a very low level — in specialist sup-
plier RCA over the same period. The corresponding RCA for
Poland increases 1988–95, but only slightly, leaving that country
midway between the former Soviet Union on the one hand, and
the Czech Republic and Hungary on the other, in terms of level of
specialist supplier RCA in 1995 (Kubielas, 1999). The reasons for
Poland’s weakness in this area are partly historical. The Polish engi-
neering industry before 1989 was less developed than its counter-
parts in Czechoslovakia and Hungary, and its human capital stock
significantly weaker in terms of engineering capabilities. But the
gap has widened since then, and there is no sign of a reversal in
that trend. The failure of the market mechanism to correct this
weakness is clearly a major factor limiting the scope for asset cre-
ation in Poland.

• Case study material confirms that FDI into Poland has generated
significant streams of asset creation. But it also confirms that FDI is
neither a necessary nor a sufficient condition of asset creation, and
that where FDI does create assets, it tends to do so only weakly.
Finally, it gives strong support to the proposition that, whether
FDI is present or not, the most important variable affecting com-
petitive advantage is general business efficiency. Thus at the most
general level the case-study material provides striking corrobora-
tion of the results of our aggregate, statistical investigations.

SUMMARY AND CONCLUSIONS

The general tendency since the beginning of reform has been for
Poland to trade labour for human capital, with the traditionally cen-
tral role of physical capital intensity tending to be marginalised as
physical capital becomes an increasingly mobile factor in the course of
globalisation. In the context of that process, there has been a general
upgrading of competitiveness, in sectors intensively using immobile
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factors of production. Existing patterns of comparative advantage
have generally been reinforced, and marked by increased specialisa-
tion, in particular in terms of the technology content of traded goods,
but with no major changes in the pecking order of RCA by sector.

The underlying pattern of globalisation has been essentially
Schumpeterian rather than Heckscher-Ohlin; thus the legacy of autarky
and the command economy appears to weigh more heavily in terms
of lagging technological capabilities than in terms of factor intensities
of manufactured and traded output. On the technological axis, this
Schumpeterian pattern is revealed as tending to polarisation, with
Poland increasingly specialising in low-tech products in international
trade, despite the general technological upgrading visible in the
Polish domestic economy. The clear implication is that if globalisation
is to generate factor creation, rather than just factor absorption, it
must go beyond competitiveness as such. Internationally, as domesti-
cally, the key to the future lies in technological upgrading, which
means learning to do things that have not been done in the past.

To the extent that Western firms have invested in Poland since
liberalisation, they have tended to do so in firms exhibiting similar
characteristics to themselves in terms of factor mix and technological
level. On both factor-mix and technological-orientation dimensions,
therefore, FDI has tended to act merely as a corrective to pure
trading trends.

FDI has shown a tendency to complementary asset creation as far as
factor proportions are concerned, and to asset absorption rather than
asset creation in terms of the technological ranking of industries.7 Thus
while the impact of FDI in terms of general levels of X-efficiency has
been impressive, FDI has done relatively little to create new blocks of
assets as such.
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7For similar observations see Hoekman and Djankov (1997), who found inflows of
foreign direct investment into Poland to be positively associated with measures of
RCA at the two-digit NACE level for 1990–95. In this respect Poland is shown to be
at odds with the other four CEE countries researched, for which a negative correla-
tion was found. Note that in our more detailed study this conclusion applies to the
ranking on the Pavitt taxonomy, but not to the ranking on the factor-mix taxonomy.
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The globalisation process has so far not had much impact on the
pattern of trade at the general level. But it has tended to pull it more
into line with the pattern of RCAs, following an evolutionary path
marked by complementary or asset-absorbing FDI.
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INTRODUCTION

Essential Factors of Trade in the Region of the FSU

In examining the evolution of international trade in the FSU, it is
useful to distinguish between three types of trade — Heckscher-
Ohlin trade, intra-industry trade and local cross-border trade, includ-
ing shuttle trade. Let us start by identifying Heckscher-Ohlin trade
(HOT), which is driven by differences between economies in endow-
ments of factors of production, broadly defined. In FSU terms, this
means relative endowment in natural resources, primarily hydrocar-
bons but also metals, including gold, in land well suited for the culti-
vation of particular crops, e.g. grain in the Black Earth region of
Russia and Ukraine and cotton in Central Asia, and differences in
capital availability and real wage rates. Vis-à-vis the rest of the world,
the CIS derives Heckscher-Ohlin-based comparative advantage from

Chapter 5

Trade Policy for the Countries of the Former
Soviet Union (FSU): What Can the Advanced

Industrial Countries Do to Help?*
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its natural resources and low wage rates, but suffers relative shortage
of capital.

The next category is that of intra-industry trade (IIT), which
extends the principle of comparative advantage to include fine differ-
ences in endowments of specific sub-factors of production, usually
based on elements of human capital or technological capability that
derive from micro-specialisation. Trade between developed industrial
economies is dominated by IIT. In trade between LDCs, by contrast,
it is of minor importance. On a priori grounds we might expect the
overall FSU pattern to lie somewhere in between those extremes, but
with substantial differences between countries stemming from differ-
ences in levels of industrialisation.

The third category is local cross-border trade (LCT). LCT may be
driven by fine distinctions of comparative advantage, or simply by
convenience in terms of how frontiers and communications networks
relate to each other. Thus any rational pattern of transport logistics
for the populous and fertile Fergana Valley would involve crossing
borders between Uzbekistan, Tajikistan and Kyrgyzstan continually.
In the Caucasus, the Nakhichevan region of Azerbaijan is cut off
from the rest of that country, and road and rail transport between
Nakhichevan and the rest of Azerbaijan has to go across Armenia, or
through Iran. We would, therefore, expect to find a relatively high
incidence of LCT between CIS countries. On the old Soviet border
with the rest of the world, where in Soviet times LCT was largely for-
bidden, we would expect such trade to grow rapidly, at least in the
initial stages of transition, and this expectation is borne out by the
case of Ukraine and Poland.

Extra dynamism has been injected into the post-Soviet develop-
ment of local cross-border trade by the peculiar phenomenon of shut-
tle trade. Because distribution was so undeveloped in Soviet times,
CIS countries are generally poorly endowed with efficient import-
export organisations, especially with regard to consumer goods. This
gap has been to a remarkable extent filled, over the early years of tran-
sition, by a new breed of traders called shuttlers, who go back and
forward across frontiers, perhaps several times a day, with suitcases
full of goods to be sold on. At its crudest level, shuttling is simply an

B149_Ch05.qxd  23/04/04  4:02 PM  Page 116



exercise in arbitrage and/or tax evasion. It can, however, play a
role in terms of low-level IIT, especially where trade in electronic
components is involved. Either way, it is by definition an ephemeral
phenomenon.

It is particularly important in the context of former centrally
planned economies to stress that comparative advantage does not
always translate into competitive advantage. Gross mismanagement of
traditional export sectors like agriculture, and poor marketing across
all sectors, meant that many sectors and sub-sectors of the Soviet
economy with obvious strengths in terms of factor endowment con-
tributed little or nothing to exports. Because competitive advantage is
embedded in particular firms, it is built slowly and with difficulty,
even in mature market economies. It is not built at all in economies in
which there are no firms. In the context of the hesitant transition
which has been characteristic of most of the CIS countries over the
past decade, it would be unrealistic to expect the process of rebuild-
ing competitive advantage in international markets to have pro-
gressed very far.

The Historical Background

The Soviet Union was effectively the Old Russian Empire under a new
name. But Russia did not subject the peripheral areas of the Union to
crude exploitation. Thus while, under the system of central planning,
Central Asia had to supply cotton to metropolitan Russia, it was more
than compensated for this by deliveries of Russian oil. There was,
however, no systematic industrialization of the peripheral areas.
Where, as in Ukraine, Belarus and Azerbaijan, there was an existing
industrial base inherited from the Tsarist period, it developed that base
further. Where, as in Georgia or Central Asia, pre-revolutionary
economies were basically agrarian, they remained so, though with
some uneven, sometimes ill-conceived, industrialisation at the local
level. Partly as a corollary of that, the peripheral areas of the Union
remained significantly poorer than the central areas, despite substantial
transfers from the latter to the former.
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The allied victory of 1945 left the Red Army in control of most of
Central-East Europe (CEE), and allowed the Soviet Union to form
an “outer empire”. Post-war economic relationships between these
inner and outer empires were mediated through the Council for
Mutual Economic Assistance (CMEA). Within the CMEA, the Soviet
Union tried to develop a “socialist division of labour” which would
take advantage of the substantial human capital endowments of the
CEECs as well as of their natural resources. In this it was only par-
tially successful. As in relation to the peripheral areas of the USSR
itself, Russia found itself basically playing the role of supplier of cheap
energy materials to its “satellites” in CEE, obtaining in return a wide
range of manufactures which, however, rarely came up to world stan-
dards in terms of quality and technology. These problems were a
source of continual tension within the CMEA.

The CMEA and the Soviet Union broke up in 1991 because the
major players on those stages no longer wanted to play the old game.
Russia had had enough of supplying cheap energy materials to all the
others; the CEECs (and also the Baltic republics within the USSR)
had had enough of being locked into the Eastern market, and wanted
to reorient their economies to Western markets. There was a general
recognition among all the major political forces in these countries
that socialist planning — and the one-party system of government —
had broken down, and would have to be replaced by some kind of
package of parliamentary democracy and market-based economic
system.

The other republics of the FSU were largely onlookers in relation to
this process. The leaders of Ukraine and Belarus conspired with Boris
Yeltsin in late 1991 to liquidate the Soviet Union. But this political
manoeuvre was not accompanied, in Ukraine and Belarus, by any seri-
ous moves in the direction of economic reform. The “Commonwealth
of Independent States” (CIS) proclaimed by the leaders of the three
Slav states as the successor to the Soviet Union initially contained only
these three states, and there is no evidence to suggest that Yeltsin,
Kravchuk and Matskevich had any plans to bring the others in.
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In the event, the others (the Baltic countries apart) asked to be
allowed in. In the case of the Central Asian countries, this was not
generally accompanied by any significant political reforms, and most
of those countries are now ruled by the men who filled the posts of
First Secretary of the Communist Party in each republic when it was
still part of the Soviet Union (Kyrgyzstan is an exception). While, fur-
thermore, the Central Asian countries have moved, at differing
speeds, in the direction of economic reform (again, Kyrgyzstan has
been a front-runner), they generally retain many of the characteristics
of centrally planned economies, with the state still dominating the
ownership of industrial assets. Transcaucasia is a mixed bag in this
respect, with Azerbaijan tending to the Central Asian “model”, on
both economic and political dimensions, and Georgia and Armenia
rather following the pattern of Russia.

The key point to emerge from all this is that, of all the countries
currently members of the CIS, Russia was the only one to come out
of the break-up of the Soviet Union with a clear agenda in terms of
changing trade patterns. The Yeltsin governments of the early 1990s
were steadfast in their determination to stop subsidising neighbour-
ing economies with cheap oil and gas. The new principle that all
Russian oil and gas had to be paid for at world prices was almost uni-
versally supported within Russia, however difficult it may have been
to apply it consistently in all cases. The role of the other FSU coun-
tries in this drama has, inevitably, been an essentially reactive one.

The break-up of the Soviet Union has also highlighted the extent
to which the countries of the South Caucasus and Central Asia remain
underdeveloped, predominantly agrarian societies. Hydrocarbon-rich
Kazakhstan apart, none have levels of GDP per head above $1000, and
some are well below $500 on that indicator. None possess significant
concentrations of manufacturing capability. The countries of the post-
Soviet South all bear the marks of the misconceived Soviet approach
to industrialisation, and indeed to the excesses of Soviet agricultural
policies, which, in Uzbekistan have created an environmentally disas-
trous pattern of cotton monoculture. But they are basically LDCs, and
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global trade policies vis-à-vis these countries must be based firmly on
recognition of that fact.

KEY POLICY ISSUES

The Impact of EU Enlargement

EU enlargement may affect trade between acceding countries and the
countries of the FSU on account of:

• The imposition of the common tariff on trade between the CIS
and acceding countries;

• The introduction of the Common Agricultural Policy (CAP) in the
acceding countries;

• The imposition of the EU regime of contingent protection (anti-
dumping, etc.) on trade between the acceding countries and the
countries of the FSU;

• The introduction in the acceding countries of EU regulations on
environmental issues and transit issues relating to safety, etc.; and

• The introduction of the EU visa regime on the borders between
acceding countries and CIS countries.

In fact, enlargement is likely to affect individual CIS countries on
only some of these counts, and some of the 12 countries may not be
affected at all. HOT and IIT between the (former) Soviet Union and
CEE largely ceased with the break-up of the CMEA in 1991, and has
not been revived to a significant extent. EU enlargement will there-
fore have little or no impact on this type of trade.

What has survived and indeed developed since 1991 is LCT
between CIS and CEE countries. But by definition this only applies
to CIS countries with common borders with CEE countries. That
means, in the first instance, Ukraine vis-à-vis Poland. There is a sub-
stantial amount of LCT, including shuttle trade, across those two
countries’ common frontier, which stretches for several hundred
miles through an economically relatively well developed part of
Eastern Europe in which transport is relatively easy. LCT is facilitated
by the fact the Ukrainian citizens do not require visas to enter
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Poland. The total number of visits by Ukrainian citizens to Poland
was 3,886,397 in 1999, rising to 4,428,480 in 2000. In the first six
months of 2001 alone there were 2,175,341 such visits.1 It is a rea-
sonable supposition that most of these visits were shuttling visits. The
numbers will certainly fall when the Polish government, in anticipa-
tion of EU membership, introduces visas for Ukrainian citizens in
2003. The impact may, however, be less dramatic than might at first
sight be expected. Thus shuttle trade across the Polish-Ukrainian
border is largely in the hands of foreigners whose visa status may not
be directly affected by Polish accession to the EU.

For most of the other CIS countries the LCT issue does not arise
in a primary form, because there are no common frontiers with CEE.
Russia does, however, have borders with three former Soviet
republics — Estonia, Latvia and Lithuania, which are all prospects for
EU accession. These are short borders, but LCT across them is
important. The fact that Russian citizens already need visas to enter
Estonia means, however, that the impact of Estonian accession on
that trade will be marginal. A lot of Russian hydrocarbons and miner-
als are exported via Latvia, but this trade would probably not be sig-
nificantly affected by accession.

Turkey, another candidate for accession to the EU, has common
borders with three CIS countries — Georgia, Armenia and
Azerbaijan. Turkey currently enforces a trade blockade with the
second of these, in pursuance of a dispute over the recognition of the
Armenian massacres of the First World War as genocide. LCT
between Turkey and Georgia through the Georgian town of Batumi
flourishes, and it would be a big blow to the Georgian economy if
this trade were cut off. The Turkish border with Azerbaijan is not
very long, and it is with the Nakhichevan region of Azerbaijan.
As noted above, this is an enclave between Armenia and Turkey
which has no land connection with Azerbaijan proper. Nakhichevan is
effectively under blockade from Armenia in pursuance of the
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Nagorno-Karabakh dispute,2 so that the scope for LCT is severely
limited. But if the Nagorno-Karabakh conflict and the Armenian geno-
cide dispute are resolved before Turkey joins the EU, we could see the
phenomenon of a rapid growth in Turkey-Azerbaijan and Turkey-
Armenia LCT being cut off dramatically when Turkey does finally join
the EU and the EU visa regime is introduced on the related borders.

These specific regional issues apart, there are two general trading
issues in relation to which enlargement could have a significant effect.
One is transit. Russian officials are very concerned about the impact
that eastwards enlargement of the EU, and the eastwards extension of
EU regulations on pipeline safety, dangerous loads, etc. might have
on transit arrangements. While trade between the CIS and the
CEECs may be of minor importance, transit through CEE is vital for
the HOT of the CIS countries. The other is contingent protection.
The Ministry of Economics of Ukraine estimates that EU enlarge-
ment will result in a 50–80 per cent drop in Ukrainian metal exports
to CEE, which will mean a loss of $210–340 m in export revenue,3

or 2–3 per cent of the total value of Ukrainian exports.4 It is not clear
how the Ministry has calculated this figure. CEEC duties on imports
of heavy industrial products are generally higher than EU, so that
enlargement is likely to mean a liberalisation of the CEE steel trade in
terms of formal tariff barriers. The key issue here is anti-dumping,
specifically the fear that the European Commission will be persuaded
by CEEC steel lobbies to impose anti-dumping restrictions on
Ukrainian steel-makers even more frequently than happens at present.
The Ukrainian Ministry of Economics seems to have made the
strongest assumptions about the likely pattern of anti-dumping in its
calculations. Economists at UEPLAC (The Ukrainian-European
Policy and Legal Advice Centre) were sceptical about this argument
when the author interviewed them in late 2000.
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One very specific enlargement issue affecting Russia is that of
nuclear fuel. At present Russia commands a substantial market for its
nuclear fuel in the countries of CEE currently negotiating for acces-
sion to the EU. When these countries actually join the EU, this trade
will be cut off completely because Russian nuclear fuel (and possibly
also Russian ways of transporting nuclear fuel — see discussion of
transit issues above) does not correspond to EU regulations.

The Changing Profile of the Eurasian Trade Pattern

The Soviet inter-regional division of labour was not completely without
foundation. In Heckscher-Ohlin terms it was perfectly reasonable for
Central Asia to provide cotton for the old-established textile industries
of Russia, for Siberia to supply the rest of the Union with hydrocarbons
and non-ferrous metals, for Transcaucasia and Central Asia to supply
the whole Union with speciality and sub-tropical foodstuffs, and for
Ukraine and South Russia to grow wheat for the whole Union.

On a finer calibration, there was a union-wide machine-building
complex involving a great deal of IIT. Because the Soviet planning
system was very insensitive to locational considerations, inter-regional
trade in engineering components often involved “long cross-hauls”.
So there was micro-specialisation, though it was often anything but
cost-effective. There was also “macro-specialisation”, within Soviet
machine-building, mainly involving Russia and Ukraine. Local trade
across republic boundaries was hampered by bureaucratic restrictions,
but it was important, particularly in Central Asia.

The main thing that has changed in the post-Soviet period is that
the HOT has been globalised. Russian deliveries of oil and gas have
been largely re-oriented to the international, hard-currency market.
Something similar has happened with Central Asian cotton. The best
Georgian wine, formerly the luxury of the Soviet Communist Party
elites and their guests, now goes to European markets. Globalisation
of the hydrocarbons trade has been inhibited by continuing Russian
and Ukrainian control over key pipelines. It has also been hampered
by disagreements about how to divide up the hydrocarbon-rich
Caspian Sea between the littoral states. But the HOT of the former
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Soviet states does now respond largely to world patterns of supply
and demand as reflected in world prices. That Russia continues to
supply its former fellow Soviet republics with oil and gas, even when
they cannot pay, is a partial exception to that rule, but it does not
change the overall picture. As far as HOT is concerned, therefore, the
macro-regional orientation is largely driven by short-term global
price conditions.

In relation to patterns of specialisation within manufacturing, and
especially within engineering, the situation is completely different.
Here, output comes in the form of heterogeneous, quality-sensitive
artefacts rather than standardised commodities. The capacity to make
these artefacts stems from a combination of fixed capital and human
capital endowment. In relation to the latter, the possession of critical
elements of tacit knowledge may be a sine qua non of successful com-
mercial exploitation. Technology transfer may involve firm-specific
information on production processes or product designs. Even to use
and run the equipment satisfactorily may involve passing on knowl-
edge about operating methods and ways of doing things that has
been built up over extended periods of time.5

This is the area where one would expect a clear-cut reorientation
towards global, and particularly Western markets, as a way of max-
imising the impact of the existing fixed and human capital endow-
ment of the given FSU country, and at the same time filling the gaps
in that endowment through foreign investment. In practice this has
not happened.6
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5M. Sharp and M. Barz, “Multinational companies and the transfer and diffusion of
new technological capabilities in Central and Eastern Europe and the former Soviet
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Russia has revealed comparative advantage in relation to just 0.1% of total world
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Institut, Moscow, 2000, p. 6.
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One major reason is that international companies have been as
reluctant to invest in engineering-based industries in the FSU as they
have been eager to in the CEECs, where FDI has been a key factor in
transferring key elements of tacit knowledge and upgrading human
capital stock, and also in building state-of-the-art supply networks. In
the FSU FDI has simply never achieved critical mass, and the upgrad-
ing factors it tends to bring have come through only at the level of
isolated, individual enterprises.

None of this reasoning has much relevance to Central Asia. Here,
levels of industrialisation are generally low, and levels of productivity
in the industrial enterprises that do exist generally well below even
Russian/Ukrainian standards. In a word, these countries do not have
comparative advantage in most areas of manufacturing, so the issue of
the development of IIT simply does not arise in the short term.

The regional orientation of Eurasian HOT is heavily influenced by
transport links, particularly pipelines. Oil and gas are the same the
world over, and it requires no tacit knowledge or protected intellec-
tual property rights to ship them where you will. Thus the globalisa-
tion of the hydrocarbon industries of the former Soviet South is
basically held up by physical bottlenecks, bottlenecks which Moscow
has been prepared to exploit for political reasons. Oil and gas from
the Caspian and Central Asia can go West, South (to the Gulf) or east
(to China), and the only thing that stops it is the logistic capacity to
move them. That logistic capacity is at present very unevenly devel-
oped, but the reasons for this are technical and macro-political rather
than economic as such.

The situation is very different in relationship to IIT. Let us take
Ukraine as an example. Here is a country with a long-established
industrial tradition, a well-educated and skilful labour force, and sig-
nificant concentrations of technological capability in sectors like aero-
space, electro-welding and motor vehicles. The scope for profitable
Ukrainian involvement in the supply networks which dominate the
contemporary industrial world is obvious. But with FDI at nugatory
levels, and other forms of inward technology transfer largely ineffec-
tive, Ukraine is locked into a vicious circle of economic stagnation
and dependence on Russia, with exports per head of population only
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one half the Russian level. EU technical assistance programmes have
sought to clear the way for new paths of interaction between
Ukrainian and foreign organisations within the business sector, but
the impact has been minimal.

The evolution of the pattern of Eurasian trade since the break-up
of the Soviet Union has, therefore, been a complex one, involving
multiple interaction of intra-and extra-regional factors. But the domi-
nant trend has been reorientation to the world market. Before turn-
ing to an examination of the international institutional setting within
which this reorientation has taken place, we pause to look at the ways
in which inherited political patterns continue to affect the prosecu-
tion of trade policy in the CIS countries.

Influence of the Soviet Political Legacy on Trade Policy

As noted above, some of the CIS countries are today ruled by the
same men who ruled them in Soviet times, and in much the same
manner that they ruled them in Soviet times. Even in the more
reformed CIS countries, the habits formed in the school of Soviet pol-
itics are difficult to shake off. The wide prevalence of corruption is
only the most obvious manifestation of that. Less obvious but equally
important is the survival of the Soviet notions of “blat” (influence,
good connections, old boy’s networks) and “the economy of agree-
ments” (ekonomika soglasovanii), under which in Soviet times a market
effectively existed for bureaucratic signatures on pieces of paper with
important resource implications. These political influences from
the past continue to shape policy today. In the post-Soviet world blat
translates into a range of unsavoury power devices extending to black-
mail and conspiracy. Most important, it means that post-Soviet leaders
will tend instinctively to seek for solutions to post-Soviet problems,
including trade policy problems, through the exercise of blat. That
means that networks developed in the context of a centrally planned
economy may be called upon to address the problems of the market
economy, an obvious nonsense in economic policy terms.

One very specific way in which the old “economy of agreements”
has been developed and transformed in the post-Soviet world is in
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terms of what might be called the “economy of exemptions”. Here
we see how the survival of Soviet-type political habits can influence
the implementation of trade policy profoundly. Tariff revenue is a rel-
atively small proportion of the total value of imports in most CIS
countries, often smaller than might appear likely from published tariff
rates. What that reflects is the crucial importance in post-Soviet states
of the prerogative of giving tariff exemptions to favoured interests.
All of this is clearly crucial to the whole issue of trade policy.
Specifically, the notion of bound tariffs, a crucial element in the
GATT, is totally incompatible with the “economy of exemptions”.

JOINING THE CLUB: THE CIS COUNTRIES AND THE
MULTILATERAL TRADE INSTITUTIONS

WTO Membership

Accession to the WTO is a complex matter, because it involves con-
sideration of a large number of technical trade issues, and because the
WTO itself cannot negotiate on behalf of its members (as does the
European Commission). In principle, therefore, accession is condi-
tional on bilateral agreement with each individual existing member.
Nevertheless Kyrgyzstan and Georgia both managed to join the
WTO in 2000 after only brief negotiations, and Moldova and
Armenia have since been admitted. Russia has been negotiating for
membership ever since the Soviet Union broke up, but has still not
managed to conclude negotiations. If joining the WTO is such a diffi-
cult matter technically, how can small and impoverished countries like
Georgia go so quickly, when Russia, with a formidable establishment
of trade negotiators, seems to make such heavy weather of the whole
thing? Is it the size of the Russia trade surplus and the country’s abil-
ity to affect the markets of importing countries that makes the nego-
tiations more complex and hence slower? Is it because the leading
Western nations, notably the United States, want to impose some
kind of political conditionality on Russian accession? Or have domes-
tic Russian factors been of primary importance? The Russian govern-
ment has, certainly, been very concerned to negotiate, and to try to
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get the very best deal for Russia. In practice, that has meant standing
firm on a number of issues, notably:

1. Market access in the area of services, especially in relation to finan-
cial services.

2. Export taxes: the main incidence of these is on oil. The oil export
tax issue is, however, likely to diminish in importance as the inter-
national price of oil comes down.7 It may be more difficult to
negotiate over duties on the export of scrap metal, which reflect
the strength of domestic scrap-using lobbies.

3. Subsidisation of agriculture: this is more a matter of principle than
of practice. The Russian budget could never accommodate the
levels of agricultural subsidisation which Russia is trying to negoti-
ate with the WTO.

4. Market-economy status. This is not strictly a WTO matter, but it
impinges strongly on the effective WTO status of any given coun-
try. Till recently, Russia had quasi-market-economy status with the
EU. This meant that full market status had to be negotiated sector
by sector, even company by company, which made Russia more
vulnerable to anti-dumping actions. In principle, the problem
should have been resolved by the August 2002 recognition by the
European Commission of Russia as a fully-fledged market econ-
omy. There are reports, however, that the Commission is planning
to modify its anti-dumping rules in such a way as to permit con-
tinued application of non-market economy rules in the case of par-
ticular companies or sectors of the Russian economy.8

Technical issues apart, there has been a determination on the part
of the Russians to do it themselves, without the help of foreign con-
sultants. While the Russian government may be better equipped than
any other CIS country to do its own negotiations with the WTO, it
does suffer from some significant weaknesses of capability, and this
has certainly slowed down the pace of negotiations.
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It is not difficult, therefore, to understand why negotiations for
accession to the WTO have been so long-drawn-out for Russia. But
why did they go so quickly and easily for Georgia and Kyrgyzstan?
Smallness is certainly one factor. The foreign trade activity of these
two countries does not impinge on any existing WTO member to any
significant extent. Politics is another. In both cases the Western pow-
ers, and in particular the United States, were anxious to speed WTO
accession as a way of consolidating links with the West. Thirdly, the
governments of Georgia and Kyrgyzstan were quite happy to allow
most of the technical work in the accession negotiations to be done
by foreign consultants. Finally, it should be borne in mind that WTO
membership does not entail full compliance with the WTO. As long
as existing members do not make difficulties, new members can be
admitted on the basis of commitments to action in the post-accession
period. But this does mean that significant trade problems may
remain outstanding even after WTO accession. Three stand out in
particular.

1. As long as smuggling and second-economy tax evasion are as
prevalent as they are in many CIS countries (notably Georgia),
foreign firms will not enjoy genuine level-playing-field conditions.

2. Recent decisions by WTO disputes panels have established the
principle that a member-state may legitimately raise a dispute
against another member state in relation to domestic policy meas-
ures which are implicitly protectionist, even if there is no protec-
tionist intention.9 The principle remains a contentious one among
the great trading powers because of its implications for sover-
eignty, and it may not be upheld. Even if it is upheld, it may never
be invoked against the smaller CIS countries, because their mar-
kets are too small for it to be worth anyone’s trouble to raise a dis-
pute. For big countries with potentially large markets like Russia
and Ukraine the risks are greater.
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3. It is clear that at present many civil servants and businesspeople in
Georgia and Kyrgyzstan have only an imperfect understanding of
the implications of WTO accession. This will become more, rather
than less, of a problem as the post-accession stage proceeds.

The Energy Charter

The Energy Charter, to which every CIS country is a signatory,
involves extension of WTO principles to trade in energy carriers. The
Energy Charter is, indeed, the only global trade agreement involving
all the CIS countries as well as their main trading partners in other
parts of the world. It covers trade in energy carriers, promotion and
protection of investment in energy sectors, sovereignty and environ-
mental issues as they relate to energy, and it includes a disputes
mechanism.

Energy is, of course, a sector where the usual kinds of trade
disputes — relating to dumping and allegations of dumping, etc. —
rarely arise. Where there have been disagreements among Charter
signatories, e.g. as to whether the provisions of the Charter cover
nuclear energy, they have proved difficult to resolve. And the Energy
Charter has not helped Russia to obtain the package agreement it
wants with the EU covering oil, electricity, nuclear fuel and transit of
energy carriers through Europe. In the Joint Communiqué published
at the end of the Brussels Russia-EU Summit in October 2001,10 the
co-signatories stressed the importance of technical security of transit
of hydrocarbons, and “recognised the role” of stable, long-term con-
tracts for energy deliveries. To what extent this represents a move-
ment on the part of the EU towards the Russian position on
long-term contracts is not clear.11 Nevertheless, the Charter stands as
a pioneering development, showing the way forward in terms of inte-
gration of the CIS countries into the global trading system.
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EU Co-operation

There are now Partnership and Co-operation Agreements (PCAs)
between the EU and virtually all of the CIS countries. The general
view is that they are not very important, providing some kind of
political symbol, but offering little by way of trade liberalisation that
is not already available through GSP, etc. But this is a part of the
world where political symbols are particularly important. Politics
apart, PCAs may be more significant in the purely technical sense
than is commonly believed in the CIS countries. The fact is that
implementation of the PCAs has in most cases only just begun. As
with WTO membership in the case of Kyrgyzstan and Georgia, there
is a strong impression that governments and business communities
may at present have an incomplete understanding of the implications
of PCAs. Particularly in areas like investment and IPRs, PCAs may be
viewed as a kind of “WTO accession plus”. Their potential impor-
tance is taken up again in that context in the next section.

CONCLUSIONS

The policy implications of the above are, in a sense, simple and
obvious enough. Governments inside and outside the CIS and inter-
national organizations should do everything possible to:

• accelerate the accession of all CIS countries to the WTO;
• facilitate the process of implementation of CIS PCA agreements

with the EU; and
• ensure consistency and sequentiality in the implementation of

post-WTO-accession policies.

The reality, however, is less neat. As has emerged repeatedly from the
foregoing analysis, the trading problems of the CIS countries will not
all be solved simply by joining international clubs. On key issues, fur-
ther measures need to be taken on a multilateral basis. The issues
involved include contingent protection, investment, intellectual prop-
erty rights, liberalization of the trade in services, trade facilitation and
a number of other more technical matters. Here we focus in detail on
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the most important of these issues from an economic point of view —
contingent protection and investment.

Guarantees Against Contingent Protection

The global record on guarantees against contingent protection is
very patchy. The WTO disputes mechanism may tend to discourage
“trigger-happy” application of contingent protection, but it does not
narrow the range of application of these instruments as such. Nor
do the PCAs. There is no empirical instance of a free-trade agree-
ment “enhanced” through some limitation on the prerogative to
invoke contingent protection within the Eurasian region. Outside
the region, there are examples of enhanced free trade areas. One is
the European Economic Area (EEA). Given that the members of the
EEA are all advanced industrial countries, with similar economic
structures and engaging primarily in IIT, the lessons to be drawn for
the CIS countries are limited. Still, there are features of the EEA
regime which may be “exportable”.

The EEA system is based on three key principles:

1. Waiver of anti-dumping rights is conditional on the introduction
of an EEA-wide package of competition measures.

2. These packages of competition measures are agreed on a sector-
by-sector basis.

3. Safeguard measures are not affected by the EEA Agreement.

The linkage of anti-dumping issues to competition issues is an obvi-
ous enough one. The sectoral principle in relation of competition regu-
lations makes for fussy negotiations and an uneven pattern of
implementation (there is, for example, no EEA agreement on anti-
dumping/competition in relation to salmon). But in CIS conditions,
this may not be a bad thing. Governments in the region are weak and
corrupt. Industry structures are also corrupt, but many industry lob-
bies in Russia and Ukraine in particular are extremely well organised.
They also tend to cartelisation, and might, certainly, look askance at
any international agreement that sought to enforce stricter rules of
competition on them. But if the quid pro quo were a blanket exemption
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from anti-dumping actions, then some sectors, e.g. steel, would surely
be interested.

The fact that safeguards are not covered by the self-denying ordi-
nance on contingent protection in the EEA Agreement seems at first
sight to be a regrettable omission. In political terms, however, it may
be no bad thing. The rules on safeguards are very broad. But the
process of taking an action based on safeguards provisions is very com-
plicated, and in practice few such cases come to court. There has never
been a safeguards case in the EEA. Maintaining safeguard provisions
as an ultimate deterrent, one which will, we hope, never be used,
could be an important element in a strategy aimed at persuading CIS
industrial lobbies to break up their cartels, and industrial lobbies inside
and outside the CIS to stop pestering their governments to apply anti-
dumping measures on a broad basis against CIS producers.

Both the EU and the US have been guilty of using contingent pro-
tection as a means of backdoor protection against the former commu-
nist countries, and it cannot be assumed that they would give up this
prerogative lightly, even if there were substantial gains to be made in
other areas if they did. In addition, the US in particular continues to
oppose the free export of Russian and Ukrainian space, defence and
nuclear technology. Any long-term plan for the integration of the CIS
economies into the global economy would certainly have to include
concerted action to remove this kind of barrier to trade.

While the stress in the area of contingent protection must be laid
primarily on the need to reduce the burden of contingent protection
on CIS exporters, CIS governments will have to continue to maintain
at least minimal arrays of “trade remedies” themselves. After all, gen-
uine dumping does sometimes happen. Present deficiencies of expert-
ise in all the CIS national bureaucracies in this area mean that in
practice only powerful and wealthy interests, like steel-making in
Russia and Ukraine, are effectively defended, while weaker and more
vulnerable interests like Russian textiles receive little meaningful sup-
port against dumping. These deficiencies are particularly glaring in
the smaller CIS countries, not excluding those that have already
joined the WTO. But deputy minister for economic development and
trade of the Russian Federation, Maksim Medvedkov, has also
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recently stressed the need to improve Russian anti-dumping regula-
tions and to teach Russian producers how to proceed with dumping
complaints.12

International Agreement on Investment

A standard agreement on guarantees and a regulatory framework for
foreign investment for all the CIS countries would have the great
merit of providing assurances to investors while at the same time
ensuring that governments did not engage in a self-defeating compe-
tition with each other to attract investment to their particular coun-
tries. The PCAs contain a number of level-playing-field provisions in
relation to investment, and the European Commission has been pre-
pared to enforce these. WTO membership for all the countries of the
region would take them further down the same road. The problems
here are primarily political rather than technical, viz.:

1. There is no immediate prospect of Russia making it possible for
foreign companies to buy land or natural resource deposits in
Russia. The existing production-sharing legislation is unsatisfac-
tory and the prospects of substantial improvement uncertain.

2. As in relation to free trade itself, gate-keeping and corruption at
local level can make a mockery of the best imaginable level-playing
field agreement on investment.

3. Foreign businessmen who have learned to cope with gate-keeping
and corruption in other parts of the world may yet continue to be
cautious in their approach to investment in the CIS on account of
general considerations of political (in)stability, considerations
which may not be significantly affected by the introduction of
investment guarantees.

On point 1, negotiations could produce a resolution over the medium
term. However obstinate the Russian government may be on some
aspects of investment regulation, there is a clear understanding in
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Russia of the critical importance of foreign investment. A senior offi-
cial of the Russian Ministry of Economic Development and Trade
stated in 2000 that an agreement on investment is more important for
Russia than free trade itself.13 That means that Russia will likely ulti-
mately agree on outstanding investment issues. It also implies that she
will be ready to accept free trade if that is a condition of agreement on
investment.

Points 2 and 3 present much more difficult problems — 
deep-seated elements of systemic instability and the perception thereof,
which can only be solved in the context of a general resolution of the
outstanding transition issues which face all the CIS countries to a
greater or lesser extent. It is unrealistic to think that international
agreements on investment can turn the CIS into a foreign investors’
paradise. On this dimension, therefore, policy initiatives can offer incre-
mental improvement, but no final resolution. That in turn means that
the impact of free trade in terms of the development of IIT will be less
than maximal. This is a somewhat sombre note on which to end, but it
is surely an accurate reflection of current reality.
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INTRODUCTION: THE RETURNS TO
ECONOMIC INTEGRATION

Whenever economists have sought to gauge the gains from economic
integration they have come up with very modest figures. Estimates of
the total impact, in terms of static trade effects, of the creation of
original Common Market are all in the region of 1 per cent. Taking
economies of scale and competition effects into account raises the
estimate, but only to a still modest 3 per cent. Ex ante assessments of
the impact of the implementation of the 1992 Single Market pro-
gramme, making allowance for scale and competition effects, pro-
duced estimates of total impact in the range of 4–6 per cent (Holmes,
1999, pp. 49–55; Smith & Gasiorek, 1999, pp. 86–91). Ex post eval-
uations of the Single Market working on the same methodological
basis suggest that the actual impact of 1992 may have been somewhat
smaller (Smith & Gasiorek, 1999, pp. 91–3).

So what is all the fuss about? If a once-and-for-all increase in GDP
of 1 per cent is all that economic integration offers, then it is simply
not worth the trouble. Even a once-and-for-all increase of 6 per cent
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represents no more than two years of normal, healthy economic
growth. Surely there must be something more to economic integra-
tion than trade creation, economies of scale and more competition?
Smith and Gasiorek do, indeed, qualify their conclusions as quoted
above thus, citing the work of Baldwin (1989):

All of the above highlights the possible effects of the “1992” pro-
gramme on economic performance, but with no reference to the
third dimension of our understanding of the effects of integration
on national economies, namely the effect on growth. Increased
output [could] generate additional savings and investment which
would contribute to further output growth. Increasing returns to
scale or effects feeding through R&D could produce a permanent
increase, not just in income, but in the growth rate of income. It
is too early to be able to identify such effects, and indeed the
methodological problems involved in such an exercise would be
colossal…(Smith & Gasiorek, 1999, p. 93).

However difficult it may be just to prove a connection between
European integration and European growth trends, never mind quanti-
fying the relationship, it seems only plausible to suppose that there has
been some link between the development of European integration since
the signing of the Treaty of Paris1 in 1951 and the impressive and sus-
tained growth performance of most of the European economies over the
past half-century, and that it was indeed the prospect of these truly
dynamic effects, coupled with an essentially political vision of European
unity, that spurred European leaders on to go through an immensely
complex and long-drawn-out political process for the sake of integration.

ECONOMIC INTEGRATION AND EASTWARDS
ENLARGEMENT: AN OVERVIEW

Eastwards enlargement poses two sets of questions in terms of the
economic impact of integration. Firstly, how will it affect economic
performance in the European Union as a whole? Secondly, how will it
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1Setting up the European Coal and Steel Community, the first of the European
communities.
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affect economic performance specifically in the accession countries
themselves? The first set of questions is relatively easy to answer. With
the combined GDP of the formerly communist accession countries
(Estonia, Latvia, Lithuania, Poland, the Czech Republic, Slovakia,
Hungary, Slovenia, Romania and Bulgaria) coming to less than
10 per cent of the GDP of the EU as presently constituted, it is incon-
ceivable that eastwards enlargement could have a substantial effect on
aggregate economic performance in the bloc, whether in terms of
trade creation, scale and competition effects or growth effects.

The second set of questions is much more interesting and much
more difficult to answer, and it is this set of questions that will con-
cern us mainly in what follows. Let us take each dimension of the
impact of integration in turn.

Trade Effects

Analogy with the analyses of the original common market cited above
suggests that these effects may be relatively minor. The argument is
that much stronger if we consider that the Europe Agreements, origi-
nally signed in 1991 between the EU on the one side and Poland,
Czechoslovakia and Hungary on the other, and since extended to
Slovenia, Romania, Bulgaria and the Baltic countries, set the majority
of the accession countries on a path towards free trade with the EU, a
path which has now been largely traversed. We should not exaggerate
the importance of the Europe Agreements in trade liberalisation
terms. After all, 80 per cent of EU imports enter the Union tariff-free
in any case (Baldwin et al., 1997, p. 132). The key point here is that
the process of liberalisation of trade between the CEECs and the EU,
and indeed of the domestic economies of the countries concerned,
starts in 1991, not in the (putative) year of accession to the Union.
By the time accession to the EU becomes a real possibility, the most
glaring structural distortions inherited from communism have already
been corrected; these are more or less normal market economies, fac-
ing few barriers in their trade with the EU.

Of course, the liberalisation is not complete. The Common
Agricultural Policy continues to deny the accession countries free trade
in agricultural goods with existing EU members. And contingent
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protection, mainly in the form of anti-dumping actions, still affects
some items in the trade of those countries. Thus over the last two
quarters of 1998 and the first quarter of 1999 the European
Commission took anti-dumping measures against East European pro-
ducers in relation to iron and steel, fertilisers, hardboard and a num-
ber of other products. Governments of the accession states
themselves have also been active in the area of contingent protection
within the area of the Central European Free Trade Area (CEFTA),2

with Hungary imposing a steel quota on the Czech Republic in
December 1998, allegedly in retaliation against restrictions imposed
earlier by the Czech government on imports of Hungarian wheat.
There has been a general tendency since 1998 for the Central and
East European and Baltic countries to increase support prices and
export subsidies for agricultural products, and these have, of course,
affected trade between accession countries and between accession
countries and third countries, as well as trade between individual
accession countries and the EU (ECE, 1999, pp. 150–151).

The various forms of contingent protection have, certainly, had
some effect on the performance of the accession countries, and the
final removal of anti-dumping and safeguard actions and the like from
the array of policy instruments of acceding governments, and of the
EU vis-à-vis those countries, will have a perceptible trade impact. That
impact is, nevertheless, unlikely to change radically the basic arithmetic
of the static effects of enlargement on the new member countries.
Although some of the accession countries have large agricultural popu-
lations, none of them have across-the-board competitive advantage in
agriculture, except possibly Hungary, though all have in a few speciality
products. Thus with reference to this eternally “sensitive” sector, the
situation of the accession countries is, on the whole, rather similar to
that of the EU in terms of competitive advantage, though not, of
course, in terms of efficiency. It is, perhaps, not surprising, therefore,
that the European Commission and the governments of the candidate
countries should vie with each other to see how many restraints on
agricultural trade they can impose. But if all those restraints were
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removed between the EU and the accession countries, while remaining
in place between the enlarged EU and the rest of the world, the result
would be trade re-diversion rather than trade creation, and the impact
on the GDP of the acceding countries quite marginal. The impact of
contingent protection on industrial goods can certainly not be ignored,
but many of the emergency quotas and duties imposed under this
rubric are short-lived, so that their direct impact on trade is marginal.
Finally, we should bear in mind that agricultural protection and contin-
gent protection were two of the things which the Treaty of Rome
removed from trade between the original Six. So the fact that these
forms of protection still apply to the CEECs does nothing to weaken
the analogy with the initial creation of the EEC.3

Casual empiricism would suggest, therefore, that the trade effects
of enlargement on the acceding countries would not greatly exceed
the 1 per cent of GDP estimated for the impact of the original
Common Market. Baldwin et al. (1997, p. 138) estimate, using a cal-
ibrated general equilibrium model, that the total impact on acceding
countries of allocation effects (including scale effects but not compe-
tition effects, plus a limited range of investment/growth effects: see
below) consequent on enlargement would amount to just 1.5 per cent
of GDP. Broadly comparable estimates for Slovenia taken by itself,
using the same methodology, yield even more modest figures
(Stanovnik et al., 1999, pp. 6–8).

Scale and Competition Effects

These are in practice potentially very substantial. Many sectors in the
former communist countries still operate largely with the network of
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3Outside the range of the Europe Agreements and CEFTA, CEECs levy a higher
average tariff (6.5 per cent) than the EU (3 per cent) (Baldwin et al., 1997, p. 133).
It is protection of heavy industry that drives the average CEEC tariff up, and effec-
tive levels of agricultural protection vis-à-vis the outside world are actually lower than
for the EU. Thus accession will reduce levels of protection for some CEEC sectors
and increase them for others. These effects may be important, but probably more for
partner countries than for the CEECs themselves, which do the bulk of their trading
with the EU and each other.
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medium-large firms inherited from the communist period. There are
no really big firms, no multinationals based in the accession countries,
and the typical accession country still has a much smaller proportion of
its GDP originating from SMEs than the typical EU member state.
(Poland is an exception here.) So there is enormous scope for rationali-
sation in both directions — for the exploitation of economies of scale
and exploitation of the economies of small-scale production, and
Baldwin et al. do not appear to take full account of these regional pecu-
liarities in their estimates of scale effects. Competition policy tends to
be one of the weaker areas of policy-making, and “cosy” relationships
between producers in given sectors in particular candidate countries
tend to be reinforced by the presence or threat of contingent protection
measures by the EU or neighbouring countries. Again, the breaking-up
of these cosy relationships could have a very significant effect.

The problem here is that while the scale and competition effects of
enlargement on the (enlarged) EU would by definition be positive,
however small, as would the scale effects taken by themselves in rela-
tion to the acceding countries, the combination of scale and competi-
tion effects for the latter could be positive or negative. Accession
could well liberate the entrepreneurial energies of the management of
some of these medium-large firms, and the first Polish, Czech,
Hungarian, etc. multinationals could be forged in the conquest of
EU markets. New multinationals would provide new markets for the
outputs of SMEs, who might themselves expand by competing head-
on with SMEs in the existing member-countries of the EU. But
accession will also complete the opening-up of the economies of the
candidate economies to competition from the existing EU. To the
extent that most West European firms, large and small, have already
been honed to their optimal size by competition within the existing
EU, they may find it relatively easy to conquer the local markets of
firms from acceding countries. If they do that through arm’s-length
trade, the result, ceteris paribus, will be a fall in local GDP.4 No doubt
both types of effect would occur in practice, but there is little a priori
basis for gauging which would be stronger. Thus while combined
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scale and competition effects on the acceding countries could be sub-
stantial, they could be positive or negative.

Growth Effects

Important, if difficult to tie down, for the original EU, these are
potentially colossal for the accession countries in the context of
enlargement. When Baldwin et al. allow for the impact of enlarge-
ment on levels of investment, but hold all the conditions affecting
investment activity constant, they come up with very modest figures.
When they introduce into their model the assumption that enlarge-
ment will reduce investment risk premia for the acceding countries by
15 per cent, their estimate of the increase in GDP flowing from
enlargement rises to 18.8 per cent. Even this estimate, however, is
arguably on the modest side, since it does not allow for the possibility
of a succession of upward shifts in the production functions of the
acceding countries through learning effects. As Table 1 shows, the
gap in terms of GDP per head between the candidate countries and
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Table 1. GDP per head in the accession countries and the EU, US$, 2001.

At Official Exchange Rates At Purchasing Power Parities†

Estonia 3,810 10,020
Latvia 3,260 7,870
Lithuania 3,270 7,610
Poland 4,240 9,280
Czech Republic 5,270 14,550
Slovakia 3,700 11,610
Hungary 4,800 12,570
Slovenia 9,780 18,160
Romania 1,710 6,980
Bulgaria 1,560 5,950
EU 18,273* 23,892‡

*Calculated as the Eurostat figure for GDP per head in ECU, multiplied by the average ECU:
$ exchange rate for 2001.
†Based on the standard of what $1 buys in the US.
‡Author’s estimate.

Source: World Bank, 2003; Eurostat.
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the EU varies considerably, but is generally of the order of 1:4 or
higher at prevailing exchange rates. In terms of purchasing power
parities the gap is smaller, as we would expect, but still averages nearly
1:2.5. That puts these countries firmly into the category of catch-up
countries. The scope for catch-up growth is defined by Verspagen
(1999)5 in terms of technological diffusion and spillovers from the
leading industrial countries, as constrained by technological congru-
ence and social capability. He defines the first in terms of:

…the match between the technologies in use in the advanced
country and those most fit for introduction in the backward
country. If there is a mismatch between the two, the opportuni-
ties for catch-up-driven growth are reduced. The sectoral distri-
bution of economic activity is one important factor in
congruence. For example, one may well imagine that most tech-
nologies developed in the industrialized market economies are
not very relevant for the most backward economies, which are
often still largely agricultural societies. But there are also other
factors in congruence, as in the case where the technologically
leading country applies very scale-intensive technologies, for
which investment opportunities and/or domestic markets in the
backward country are too small. In such a situation, technologi-
cal incongruence would prevent successful catch-up (Verspagen,
1999, p. 31).

The second he defines in terms of:

… institutional factors such as educational systems (which
supply the human capital necessary for assimilating spillovers),
the banking system (which supplies financial capital for catch-
up related investment), the political system, etc. (Verspagen,
1999, pp. 31–2).

The concept of social capability is in essence a fairly specific one —
it covers the elements in the social and political infrastructure which
have a significant affect on flows of human and financial capital, and
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5Following Abramowitz, 1979 and 1994. See also Stehrer & Landesmann, 1999.
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on the conditions for application of this capital, in a given society. In
practice, it is difficult to make a sharp distinction between social capa-
bility and broader concepts like culture and civil society. Thus
Landes, in an authoritative work on the origins of differences in levels
of economic development between different countries which analyses
the factor of social capability systematically, concludes that:

If we learn anything from the history of economic development,
it is that culture makes all the difference (Landes, 1998, p. 516).

Contemporary political science, in seeking for a more sharply
focused terminology to define the cultural sphere, has picked out the
term “civil society” from the seminal stage of modern social science
and posited a close relationship between civil society, democracy, eco-
nomic pluralism and production efficiency (Ferguson, 1996; Putnam
et al., 1994; Gellner, 1995). At the level of grand generalisation,
“trust” has emerged as the element of culture which makes the crucial
difference between advanced and less advanced economies/polities
(Fukuyama, 1995; Warren, 1999), and Raiser (1999) has applied this
approach explicitly to the problems of the transition countries. But let
us for the time being stick to the narrower definition of social capabil-
ity, blurred at the edges though it may be, and let us see what a priori
analysis makes of the status and prospects of the accession countries in
relation to technological congruence and social capability.

Since most of the leading industrial countries are members of the
single market which the acceding countries would be joining, the
post-enlargement scope for technological diffusion and spillovers
should in principle be immense, and the threats posed by technologi-
cal incongruence limited, given that the acceding countries are
already industrialised, and have relatively sophisticated existing
human capital stocks. To the extent that there were initial deficits on
the social capability side, these should in principle have been substan-
tially made up by the time of accession through the institution-building
implicit in the pre-accession process of assimilation of the acquis
communautaire. In very rough a priori terms, therefore, and if we
accept that there are no sharp constraints on economic development
other than technological congruence and social capability, accession
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to the EU should make it possible for the countries involved to attain
something like the EU level of GDP per head over the medium-to-
long run, i.e., within 10–20 years.6 Given that the ten accession coun-
tries, Romania and Bulgaria apart, have generally recorded fairly
impressive growth rates since coming out of the slump which was a
universal feature of early transition (see Table 2; note that the rela-
tively low average GDP growth figure for the Czech Republic reflects
the renewed recession into which that country fell following on the
financial crisis of May 1997), we can only suppose that a good deal of
catching-up would occur over the next couple of decades even if
the candidate countries stayed outside the EU. Even if we attributed
only half the full potential catch-up effect to accession, we would how-
ever be talking about a cumulative growth effect in the region of
50–100 per cent of current GDP levels. This dwarfs other potential
(net) gains, and raises the question: why should we bother about trade
and competition effects in our analysis of the likely economic impact
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Table 2. Growth rates of GDP in accession countries, 1994–2001.

1994 1995 1996 1997 1998 1999 2000 2001 1994–2001
Ave.

Estonia �2.0 4.3 3.9 9.8 4.6 �0.6 7.1 5.0 4.01
Latvia 2.2 �0.9 3.7 8.4 4.8 2.8 6.8 7.7 4.44
Lithuania �9.8 3.3 4.7 7.3 5.1 �3.9 3.8 5.9 2.05*

Poland 5.2 7.0 6.0 6.8 4.8 4.1 4.0 1.0 4.86
Czech Rep. 2.2 5.9 4.3 �0.8 �1.0 0.5 3.3 3.3 2.21
Slovakia 4.9 6.7 6.2 6.2 4.1 1.9 2.2 3.3 4.44
Hungary 2.9 1.5 1.3 4.6 4.9 4.2 5.2 3.8 3.55
Slovenia 5.3 4.1 3.5 4.6 3.8 5.2 4.6 3.0 4.26
Romania 3.9 7.1 3.9 �6.1 �5.4 �3.2 1.8 5.3 0.91
Bulgaria 1.8 2.9 �9.4 �5.6 4.0 2.3 5.4 4.0 0.68

*Note that if 1994 is ignored, the Lithuanian average rises to 3.7.
Source: EBRD, 2002; author’s calculations.

6Note that we neither make nor require any specific assumptions about the relative
growth paths of existing EU countries and accession countries here. We simply
assume that if there are no significant barriers to catch-up, less developed countries
will inevitably catch up, with a time lag of roughly one “learning” generation.
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of accession when we can sit back and wait for growth effects on
this scale?

The answer to the question lies in the differences in the status of
a priori analysis in each case. Trade effects in the context of integra-
tion accrue more or less automatically. There is a degree of market-
driven automaticity in the case of scale and competition effects,
though entrepreneurial behaviour is also an important element.
Baldwin et al. (1997) hold that the reduction in investment risk pre-
mia they hypothesise would flow more or less automatically from
enlargement as such. They argue this on the basis that:

On the micro side, EU membership greatly constrains arbitrary
trade and indirect tax policy changes. It also locks in well-
defined property rights and codifies competition policy and
state-aids policy. By securing convertibility, open capital mar-
kets and rights of establishment, membership assures investors
that they can put in and take out money. Finally, EU member-
ship guarantees that CEEC-produced products have unparal-
leled access to the EU15 markets. On the macro side,
membership puts the CEECs on a path to eventual monetary
union, and thus provides a solid hedge against inflation spurts.
These two aspects of membership are likely to have a related
impact on investor confidence and are likely to be mutually
reinforcing (p. 140).

In practice, entrepreneurial and political decision-making would
surely be additional variables here — after all risk premia do not move
up and down through some anonymous and automatic market mech-
anism, but because firms, banks and rating agencies make conscious
decisions to change them. On the macroeconomic side too (strictly
outside the remit of this article), Baldwin et al. are surely wrong to
simply assume that accession will improve performance. All the
CEECs have been plagued by problems of inflation and/or balance
of payments deficits. Accession to the EU, more specifically to the
Monetary Union, would certainly offer an opportunity to iron out
these problems. But in the absence of well-considered national fiscal
policies, EMU membership could actually push the CEECs into
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recession. Once we enter the area of learning effects, therefore, the
quality of entrepreneurial and political decision-taking clearly
becomes an absolutely crucial factor. A review of the experience of
Mediterranean enlargement tends to support the argument that
effective exploitation of the growth potential of accession does,
indeed, depend on opportunities being taken through good decision-
taking by key actors, both inside and outside the acceding country.
Thus our a priori analysis in this case merely defines the potential for
growth effects. It tells us nothing about the extent to which this
potential is likely to be exploited. In order to assess that, we need to
look more closely at the factors which may constrain the exploitation
of the scope for technological diffusion and spillovers.

It is clear that in practice the relationship between the development
of social capability and the assimilation of the acquis communautaire is
fraught with difficulty. The acquis strictly deals only with political and
infrastructural institutions and systems. There are key elements of
social capability like educational systems which it does not address at
all. And within the political and infrastructural sphere there are serious
problems as to whether all the elements of the acquis can be effectively
assimilated, whether indeed all its elements are appropriate to the
accession countries, and whether the institutions set up under its aegis
can be efficiently and honestly administered by local elites.

A comprehensive assessment of the constraints on the building of
social capability in the accession countries is beyond the scope of this
article. In particular, an adequate treatment of educational policy as
an element in the building of social capability would require an article
in itself. What we do in the sections that follow is to look in detail at
aspects of social capability which impinge most directly on the capac-
ity to absorb technology from abroad, namely R&D systems and
banking systems. We then go on to look at the institutional context
within which technology diffusion actually takes place and the theme
of technological congruence is played out — business alliances, for-
eign investment, supply networking — before trying to draw some
general conclusions. At this stage we are still basically sticking to our
narrower conception of social capability, while introducing broader
concepts like that of trust as appropriate.
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R&D SYSTEMS

In principle the substantial R&D systems inherited by the accession
countries from the communist period should represent significant ele-
ments of social capability. The reality is more complex. First of all, the
quality of the legacy has to be questioned. Understandable weakness
of market orientation apart, the old communist S&T systems suffered
from a number of critical scientific weaknesses. While they were strong
in basic science, at least in the more traditional hard sciences like
physics and chemistry, they were weak in applied sciences, or rather
they were weak in science as applied to innovation, and weak in
emerging disciplines like biotechnology and artificial intelligence.
The administrative structures of communist science, dominated by the
Academies of Sciences, were conservative and hierarchical, and the
process of innovation was understood, to the extent that it was under-
stood at all, in terms of a crude, linear, science-push conception.

While the process of transition has revolutionised the understand-
ing of the process of innovation, it has failed to revolutionise the con-
figuration of S&T among the accession countries. The administration
of science is still dominated by the old Academies of Science in most
of them. A corollary of this has been a tendency to maintain the tradi-
tional split between research (Academy of Sciences) and training of
postgraduate students (universities), in the face of all the evidence
from the West to the effect that the biggest contribution basic
research makes to economic development is precisely in terms of
training postgraduate students (Senker & Faulkner, 1995; Pavitt,
1996). While S&T expenditure as a whole has contracted sharply,
expenditure on applied research has contracted more sharply than
expenditure on basic science (Gokhberg, 1999), as the Academies
have defended their vested interests rather more effectively than the
industrial R&D institutes. While the former have suffered significant
cuts in funding, the latter have in many cases simply been closed
down altogether. And analysis of the pattern of “disciplinary compar-
ative advantage”, based on shares in world citations, indicates that the
strengths of basic science in the post-communist countries are still
very heavily concentrated in Physics, Mathematics and Chemistry,
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especially Nuclear Chemistry, and in some branches of engineering,
notably Instrumentation and Measurement, Spectroscopy and
Nuclear Engineering (Kozlowski & Ircha, 1999). The fact that num-
bers of S&T personnel have fallen more gently than expenditure
reflects less devotion to science than resistance to redeployment.
Policies to encourage the development of “Academy-industry links”
adopted in the mid-1990s produced some isolated successes but had
no great impact at the aggregate level (Balázs, 1996; Jasinski, 1997).
The tendency through the mid-1990s was for the proportion of total
GERD (gross expenditure on research and development) financed by
the business sector to fall, with Poland as a significant exception.7

Government continues to finance more than half total GERD in
Hungary and Poland. In short, there is a good deal of evidence to
suggest that much of the inherited S&T complex is still waiting to be
restructured, and in extreme cases should be considered a “liability”
rather than an asset to the accession countries (Meske, 1999).

Against this background, it is hardly surprising that no clear rela-
tionships emerge between statistical series relating to S&T and GDP
performance over the transition period to date. The downward trend
in S&T expenditure as a proportion of national income has been fairly
uniform across the spectrum of accession countries. There have been
significant differences between different accession countries in terms
of policy, but these have been differences of emphasis rather than of
direction. The sharpness of the cuts in R&D personnel in the Czech
Republic, the only country where total personnel has fallen more
sharply than expenditure, bears witness to the special muscularity of
restructuring policies in the S&T sector in that country. But there is
no evidence of any impact therefrom on the general level of economic
performance in the Czech Republic. Poland, the pacesetter in the
early phase of transition, continues to maintain an S&T system domi-
nated by the Academy of Sciences and there has been little radical
restructuring of R&D in that country, despite the upward trend in
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7Note that, of the accession countries, only the Czech Republic reports proportions
of total GERD financed by the business sector comparable to the OECD average.
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the proportion of total GERD financed by the business sector.8 Thus
the science and technology sectors of the accession countries con-
tinue essentially to live in a world apart, and their role within the
aggregate production functions of those economies has still to be
clearly redefined. They are therefore ill-equipped for the task of rein-
forcing social capability for catch-up, and cannot be counted on, at
the present time, to play any serious role in the solution of problems
of technological congruence.

BANKING SYSTEMS

Banking systems are among the weakest elements in the accession
economies. Banks are generally undercapitalised, with balance sheets
skewed towards short-term assets and burdened by non-performing
loans. Many of the bad loans are inherited from the communist
period, but the stock of bad loans has continued to grow in the tran-
sition period, even in countries with relatively sophisticated banking
traditions like Czechoslovakia/The Czech Republic (Gower, 1997;
Zahradnik, 1999). This in turn reflects purely technical deficiencies in
credit assessment procedures, and also the strength of specific “bor-
rowing lobbies” and the extent of cross-ownership of banks and com-
panies in the real sector of the economy, against the background of a
pervasive notion, largely borne out in practice, that transition states
will not allow big banks to go bankrupt. Banks in accession countries
also have a poor record as mobilisers of savings. The recalcitrance of
all these problems reflects a general lack of competition in the sector.

There is clearly a serious deficit of social capability in the banking sec-
tors of the accession countries at the present time. The extent of the
deficit varies substantially between countries, with the Czech Republic
perhaps the most problematic in this respect and Hungary in the
strongest position. But the Hungarian banking sector is exempt from
none of the typical weaknesses of transition country banking sectors.
Banks have generally preferred to invest in government paper or lend to
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established, large companies (mostly inherited from the communist
period), often with scant regard to the likelihood of the loans being
repaid. In the key area of channelling finance to new companies they
have played virtually no role. It is again particularly significant that in the
Czech Republic, one of the most advanced transition countries, weak-
nesses in the commercial banking sector were a significant factor in the
financial crisis of 1997 (ECE, 1998, pp. 79–81). Here, then, is an area
where accession to the European Union, and its implications in terms of
opening-up of CEEC banking, could in principle have a huge effect.

Foreign banks provide not only capital to weak banks, but also
expertise in bank management and the technical know-how for
creating a competitive environment. Perhaps their greatest
advantage is that they can expose the unsound credit business
of their domestic counterparts, notably connected lending and
lending to loss-making enterprises (Koch, 1998, pp. 76–7).

Since liberalisation of the banking sector is an element of the acquis
communautaire which has to be in place before candidate countries
can actually join the EU, this element of competition should be pres-
ent from the very beginning of enlargement. But will it be sufficient
to raise the standard of banking services in the acceding countries to
West European standards?

Let us look first at the aggregate data on bank performance in the
transition area as a whole. Of the ten candidate countries, Hungary
has by far the highest rate of foreign ownership in the banking sector
(approaching 50 per cent, with elements of foreign ownership in 30
out of a total of 41 banks). Yet Hungarian banking does not show up
as being significantly stronger on any key indicator of banking activ-
ity. When we look at banks individually, however, the picture is rather
different. On the basis of analysis of reports on 452 banks from the
transition area culled from the Bureau van Dijk’s Bankscope data-
base,9 the EBRD found that:

Foreign participation in banks has been associated with their
stronger revenue performance; however, this effect diminishes
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9Published in Bankscope, May 1998.
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as the size of a bank increases. In larger banks foreign participa-
tion typically involves investments in privatised banks. This
result suggests that it may be more difficult for foreign partici-
pation to bring about a strong commercial orientation in a pri-
vatised bank than in a new private bank established with foreign
involvement (EBRD, 1998, p. 129).

This helps to explain the Hungarian puzzle. The rate of foreign
ownership in banking is higher in Hungary because the pace of pri-
vatisation of existing banks has been high, and because foreign banks
have taken up a large proportion of the assets offered for sale. The
new owners of these privatised banks have not, however, been able to
bring about a transformation in the levels of operational activity of
these banks. It is clear, therefore, that privatisation as such is not the
key issue in transition banking. What matters, at least in the short-to-
medium run, is the willingness of foreign banks to set up new banks
in transition countries.

A priori reasoning suggests that foreign banks may generally be
more prepared to take advantage of accession-related liberalisation in
the candidate countries to compete through acquisitions than through
wholly new ventures. Central-East Europe is still unfamiliar territory
for most of the big Western banks in the sense that they lack personal
knowledge of the client base; in that context the importance for risk
management of having an experienced (if inefficient) local partner and
an existing network of offices and expertise cannot be overstated. In
Poland and Slovenia substantial sections of the banking industry
remain in public ownership, and the scope for increasing foreign
involvement through privatisation in those countries is huge.10 In the
other countries the key issue would rather be foreign participation
in already privatised banks, in relation to which restrictions are gener-
ally currently in force. Either way, the immediate impact on social
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10In early 2003 just 30–35 per cent of Slovenian banking assets were foreign-owned.
The effective degree of foreign control of the industry was, however, substantially
higher, with the bulk of bank credit now originating from banks with a dominant
foreign interest.
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capability in the banking sector would likely be less than dramatic. But
over the long run the difference in levels of performance between pri-
vatised and new banks would surely disappear. As long as foreign banks
are willing to go in and compete in the acceding countries, on whatever
basis, therefore, the ultimate impact on social capability in the sector
should certainly be a substantial one. We must, however, issue one
more caveat. Bank liberalisation in the CEECs will not force Western
banks to compete, nor will it force them to overcome their own exist-
ing weaknesses. As noted earlier, development of SMEs is a crucial issue
for all the transition countries, and the lack of provision of venture cap-
ital has been a key bottleneck in this connection. In Hungary, for
instance, only 4 per cent of total bank credit went to small enterprises
in 1998 (EBRD, 1999, p. 227). But West European credit organisa-
tions, which may be supposed to be the ones most likely to take advan-
tage of candidate country liberalisation, are also notably weak in the
area of venture capital provision (Cowie, 1999). There are, in any case,
serious obstacles to the development of large-scale venture capital activ-
ities in transition countries on account of the difficulty of selling on,
which venture capital funds normally do after a few years (Sagari,
1992). In Western countries this is normally done through a specialised
stock market of the type of NASDAQ. Given the rudimentary level of
development of stock markets in the accession countries, development
of this kind of financial flexibility is surely at best a long-term prospect.

Our essential conclusions on the likely impact of enlargement on
local banking sectors are, accordingly, two-fold:

• The impact is likely to be long-term rather than short-term.
• Key areas of banking activity may remain largely untouched even

into the long term.

THE INSTITUTIONAL FRAMEWORK FOR
TECHNOLOGY DIFFUSION

Business Alliances

Perhaps the most important form of business alliance over the past
decade has been the outward processing agreement. This is essentially a
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form of “putting-out”, whereby EU firms supply firms in CEECs
with inputs for the latter to make up into finished or semi-finished
products and ship back to the EU firm. The trade is explicitly exempt
from tariffs. Outward processing agreements are most common in
traditional, low-tech sectors like textiles and footwear. The benefit of
such arrangements for the putting-out firm resides in the scope cre-
ated for the accessing of cheap labour. The advantage for the CEEC
firms lies in the tariff-free access it provides to the EU market in “sen-
sitive” sectors where non-tariff barriers have only recently been
removed, and where there is still no general guarantee against contin-
gent protection. While outward processing generally involves no
transfer of “hard” (product/process) technology, it does inevitably
result in some transfer of “soft” (management) technology, the area
where, indeed, the technology gap between the EU and the CEECs
is widest.

The outward processing trade (OPT) was in its heyday in the early
1990s. Since then OPT has declined in importance for the CEEC
region as a whole, accounting for just 13 per cent of total CEEC
exports to the EU in 1996 compared to 17 per cent in 1993
(Pellegrin, 1999, p. 4), as real wages have risen and trade liberalisation
has progressed. It does, certainly, remain very important in particular
sectors, notably clothing and textiles, and for particular countries, e.g.
Romania. But it is likely to continue to contract once the CEECs are
inside the EU. Avoidance of trade restrictions will no longer be an
issue. If enlargement produces any trend whatsoever towards conver-
gence of CEEC wage levels to existing EU levels, the acceding coun-
tries are likely to become less and less competitive in the outward
processing trade vis-à-vis alternative hosts, e.g. in the former Soviet
Union. The only advantage of enlargement for the outward process-
ing trade will come through reduction in the amount of trade docu-
mentation required. But this factor will surely be overwhelmed by the
other factors. Thus classic outward processing, a vehicle for technol-
ogy diffusion of limited if non-negligible importance in the past, is
likely to be less important in this regard after enlargement.

Under Bangalore-type agreements, Western companies have hired
scientists, computer and software engineers, etc. from transition
countries to do contract work on major projects while continuing to
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live and work in their native countries. As with outward processing,
the lure for the Western partners here is cheap labour. For the transi-
tion country partners, Bangalore-type agreements offer steady work
in over-populated sectors at wages which may be low by international
standards but are usually above the average for the host country. In
many cases Western partners provide equipment, even whole labora-
tories, to their collaborators under these deals, so that there can be
significant element of hard technology transfer here. And, as with
outward processing, there is always some soft technology transfer.
But East-West Bangalore-type agreements have largely involved peo-
ple and organisations from the former Soviet Union rather than
Eastern Europe simply because the over-supply of scientists and engi-
neers is greater in that region and average wages lower than in the
countries of Eastern Europe. Since enlargement is likely to widen the
wages gap between the two transition regions, Bangalore-type agree-
ments are likely to be even more heavily concentrated in the FSU in
the future than they have been in the past. As with classic outward
processing agreements, then, enlargement is likely to reduce rather
than increase the technology diffusion role of Bangalore-type agree-
ments in the countries concerned.

Franchise and licensing agreements have been of considerable
importance for the CEECs, notably in the software industry and in
other specialist supplier sectors. Licensing agreements involve hard
technology transfer by definition; in practice franchising is not very
different, though there may be more stress on transfer of soft tech-
nology in this case. Franchise and licensing agreements have had a
notable impact in terms of integrating small CEE firms into global
networks in technologically highly dynamic sectors, and allowing
them to develop their technological capabilities through the scope for
two-way technology transfer which these networks offer. Wage rates
as such are not normally a crucial issue in relation to these agree-
ments, but level playing fields are. The supposition must be, there-
fore, that enlargement will increase the importance of franchise and
licensing agreements as vehicles for the diffusion of state-of-the-art
technology in the acceding countries. To the extent that specialist
suppliers make crucial technological inputs into most of the other
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sectors of their home economies, the scope for accession-related
spillover effects is also broad here.

Foreign Direct Investment

FDI has been a key vehicle of technology diffusion world-wide, and the
transition region has been no exception in this regard. Once again, the
transfer of soft technology has been of particular importance, against
the background of the marked weakness of the communist system in
the area of management and organisational science and technology.
Major investments by Western multinationals have made crucial contri-
butions to the creation of a modern business technology in the former
communist countries, and this is as true of investments by MacDonald’s
and Coca-Cola as of investments by Ford, Volkswagen and Suzuki. But
investments in key industrial sectors like the motor-car industry have
been equally important in terms of the transfer of hard technology
(state-of-the-art production lines and new models) and the building of
supply networks (further discussed in the next section) (Dyker, 1999),
and have done much to reinforce the underlying technological congru-
ence of the former communist economies.

That said, it must be admitted that FDI has not maximised its
potential for technology diffusion in the transition region. Explicit
restrictiveness in related technology transfer has been the exception
to the rule, and there have been cases where foreign investors have
gone out of their way to help associated companies in transition
countries to access more advanced technologies (Havas, 1996). But
foreign direct investors in Eastern Europe have generally invested lit-
tle in R&D facilities as such (Inzelt, 1999; Urem, 1999). Thus they
have failed to make up for the deficit in social capability found in
domestic R&D systems, and have accordingly left the transition
countries still suffering from a key constraint on the scope for effec-
tive technology diffusion. At a more general level, case study material
confirms that FDI has generated significant streams of asset cre-
ation,11 but that FDI is neither a necessary nor a sufficient condition
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of asset creation, and that where FDI does create assets it tends to do
so only weakly (Dyker & Kubielas, 2000, p. 21).

How are these patterns likely to change with enlargement? If the
assumptions of Baldwin et al. about falls in risk premia are borne out
in practice, even if only partially, we should see significant increases in
aggregate volumes of FDI, as well as other forms of foreign invest-
ment, into the new member states. Yet we should exercise some
caution here, especially in relation to the original five candidate
countries — Estonia, Poland, the Czech Republic, Hungary and
Slovenia. As Table 3 shows, Poland, the Czech Republic and
Hungary between them account for the great bulk of FDI into
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Table 3. Foreign direct investment in Eastern Europe and the former
Soviet Union, 2001.

Cumulative* FDI ($m) Cumulative FDI Per Capita ($)

Eastern Europe 115,615 1,083
Albania 774 252
Bulgaria 3,924 474
Croatia 6,141 1,370
Czech Republic 26,448 2,578
Hungary 23,914 2,372
Poland 35,690 922
Romania 7,635 341
Slovakia 5,468 1,014
Slovenia 1,994 1,002
Macedonia 836 416

Baltic states 8,261 1,104
Estonia 2,948 2,091
Latvia 2,562 1,072
Lithuania 2,750 747

European CIS† 31,304 149
Belarus 952 92
Moldova 671 153
Russian Federation 25,083 170
Ukraine 4,598 90

*From 1988.
†Not including Armenia, Azerbaijan and Georgia, in which levels of FDI have been nugatory.
Source: ECE (2000, p. 143; ECE, 2003, p. 239); author’s calculations.
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Eastern Europe, and for nearly 60 per cent of aggregate cumulative
FDI in the transition region as a whole. While absolute levels of FDI
into Estonia have been modest, per capita rates of FDI into this small
country have been among the highest in the transition region, and
cumulative FDI per capita is above $1,000 in Slovenia. In Hungary,
FDI as a percentage of annual gross fixed capital formation has been
consistently above 20 per cent throughout the transition period, plac-
ing that country firmly within the high-FDI group in global terms,
and the corresponding ratios for Poland and the Czech Republic have
exceeded 20 per cent in recent years. Thus the original five candidate
countries are already absorbing levels of FDI that are high by
regional, and even by global standards. This pattern no doubt reflects
in part a widely held view that Estonia, Poland, the Czech Republic,
Hungary and Slovenia are politically stable countries. It may also
reflect widespread anticipation of EU membership for these coun-
tries. Thus Havas points out, in relation to the car industry, that:

… the first major investment decisions had been made before
the Central European countries became associate members of
the European Union, i.e., economic integration preceded the
start of the fairly lengthy and cumbersome process of political
integration. Most likely, though, both parties — managers of
the Western European automotive firms and Central European
government officials — anticipated potential EU membership
in their medium term scenarios (Havas, 1999, p. 10).

There is some indication, therefore, that in this (key) industry at
least, risk premia were already being cut in the early 1990s. We
should, therefore, perhaps expect accession to maintain, even rein-
force, the existing trend in aggregate levels of FDI in the original five
accession countries, rather than to produce a dramatic jump.
Accession could produce more radical changes in the structure of
FDI in the new member states if, for instance, the extension of the
EU intellectual property regime increased the readiness of foreign
companies to invest in R&D facilities in those countries. But there is
still a suspicion that failures on the part of the acceding states to build
up social capability through the public education and R&D systems
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in the run-up to accession may make it increasingly difficult for com-
panies to implement such investments satisfactorily. This point is
brought into very sharp relief if we assume that real wages will rise
significantly in the candidate countries after accession. In the past,
and in sharp distinction to the outward processing and Bangalore
cases, real wages by themselves have not been a key factor in decision-
taking on FDI. Rather it has been the relationship between produc-
tivity trends and real wage trends that has been critical (Havas, 1999,
p. 39). Since real wages are beyond the control of individual firms,
control over productivity trends is clearly vital, where long-term
direct investment commitments are in question. If there is a danger
that that control might be lost because of deficiencies in social capa-
bility which the firm feels it can do little about, the consequences
could be serious indeed. It must be added in this context that in the
past foreign investors in the transition countries have probably erred
on the side of caution in relation to their own capacity to change
social capability parameters. But this reflects weaknesses of entrepre-
neurial vision which are unlikely to be corrected by changes in the
external regulatory environment.

On balance, therefore, there appear to be no strong reasons for
expecting big qualitative changes in the pattern of FDI in Estonia,
Poland, the Czech Republic, Hungary and Slovenia after accession.12

FDI as such will continue to be an important vehicle of technology
diffusion, but its general contribution to the process of catch-up will
probably increase steadily rather than dramatically.

The prospects for FDI are more mixed for the other five accession
countries, which were given the go-ahead to begin negotiations for
accession by the Helsinki European Council of 1999. The early
2000s saw big increases in FDI inflow into Slovakia, Latvia and
Lithuania, indicating a strong anticipation effect, of the kind visible
for the first five applicants from the early 1990s. But cumulative FDI
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12This is not necessarily to dispute the validity of the assumptions of Baldwin et al. in
relation to investment as a whole in these countries. Indeed those assumptions are
arguably much more plausible in relation to financial and portfolio investment than
in relation to direct investment.
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per capita is still below $500 in Bulgaria and Romania, the two coun-
tries not scheduled to accede in 2004.13 There is a hint, here, that
investors may have suspected, right from the start, that Romania and
Bulgaria would not be allowed in at the same time as all the others.
Those suspicions may have combined, and indeed been partly based
on, lingering doubts about political stability in these countries, espe-
cially in Romania. The perception, indeed the reality, of special prob-
lems of social capability may have been a further inhibiting factor in
the case of Romania and Bulgaria. As argued above, membership of
the European Union will not solve all problems of social capability
overnight. But it will provide a substantial guarantee of political sta-
bility, and it should mean, following the Baldwin argument, that risk
premia on investments will be cut significantly for Romania and
Bulgaria, and sooner rather than later, now that the two Balkan coun-
tries have a definite date for accession, if not an absolute guarantee
of accession. For Latvia, Lithuania and Slovakia, then, FDI trends
are already converging to those of the original five applicants,
suggesting that, for these countries too, accession will reinforce an
existing trend rather than induce a break in trend. For Romania and
Bulgaria accession-related increases in FDI are likely to be more dra-
matic than for the other eight countries, though they will probably be
spread out over the years leading up to accession.

Supply Networks

Supply networks are of central importance in the present context for
two reasons. Firstly, they represent an important element of social
capability. Second, they are key conduits of technology spillover. We
take these two aspects in turn.

In a mature market economy supply networks represent an impor-
tant form of business organisation intermediate between fully inter-
nalised structures and fully externalised, market-based relationships.
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13The Copenhagen European Council of December 2002 opened the door for acces-
sion for Slovakia, Latvia and Lithuania (along with all of the first five) in May 2004,
while postponing Romanian and Bulgarian accession until 2007.
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Price parameters play a key role in the mediation of supply network
relationships, but the role is not an exclusive one as it is in the case of
commodity trade. Quality is perceived as a key variable which has to
be individually monitored, and there may be a significant degree of
integration of functions like R&D and design which are normally
organised on a hierarchical rather than a (quasi-)market basis within
the integrated firm. Supply networks may also play a key role as vehi-
cles for the transfer of tacit knowledge, which cannot be effected
through arm’s-length market transactions because it requires on-
going human contact. In the context of all this, trust, and detailed
knowledge of partners’ capabilities, play an essential role. Elements
within supply networks are generally identified as:

• First-tier suppliers, who collaborate actively with the main firm on
the design and production of complex components (e.g. gearboxes
and engines in the case of the automotive industry).

• Second-tier suppliers, who supply advanced single components to
first-tier suppliers.

• Third-tier suppliers, who supply simple components to second-tier
suppliers.

The assessment of the role of supply networks in the former com-
munist countries is greatly complicated by the legacy from the past.
In the centrally planned economies like the Soviet Union, Poland14

and Czechoslovakia, informal supply networking based on position
within the nomenklatura pecking-order and good connections was an
essential way of compensating for the rigidities and deficiencies of the
official supply system. In the market socialist systems of Yugoslavia
and Hungary supply networking was better integrated into the offi-
cial system, but still tended to be dominated by the dimension of
political influence and connections. In both cases supply networking
was part of a strategy of survival, rather than a vehicle of best practice.
In both cases the linkages within the networks tended to be stronger
than the nodes.
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14There was a brief period of limited market socialism in Poland during the 1980s,
probably too brief significantly to affect the pattern of networking.
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In the context of transition, this legacy is clearly at best ambiva-
lent. Most notably in the Russian case, the persistence of traditionally
Soviet patterns of networking has tended to hold back rather than
facilitate the emergence of supply networks in the Western/Far
Eastern sense (Harter, 1998). In Poland and Czechoslovakia/the
Czech Republic, by contrast, the “clean-break” nature of the political
transformation largely destroyed the old nomenklatura networks in
terms of industrial networks (though not within the financial sphere),
so that there was a much stronger sense of a “fresh start” in the build-
ing of supply networks in these countries. In Hungary and
Yugoslavia/Slovenia, there have been elements of positive continuity
in networking. This is also the case for Estonia, where firms, espe-
cially those operating in high-tech areas, enjoyed a good deal of
quasi-market autonomy even in the Soviet period. But these elements
of positive continuity tend to go hand in hand with a certain persist-
ence of the old survival approach to networking.

All of this helps us to understand the key importance of foreign
firms in relation to the building or refashioning of supply networks as
networks of social capability in the accession countries. Whether
because a clean break with the communist past has left a vacuum, or
because greater continuity with the past has bequeathed an ambiva-
lent legacy, local supply networks cannot simply be left to upgrade
their social capability by themselves. They need exogenous impetus in
the form of lead firms that are strong in both financial and organisa-
tional terms, and which have a secure position within their sector,
globally as well as nationally. In principle, that could be a local firm.
In practice, it is nearly always a foreign firm. When we add in the
dimension of technology spillover through networks, the role of for-
eign firms becomes essential.

To say that the role of foreign firms in technology spillover
through networks is a crucial one is not, however, to say that it is
always fulfilled. Foreign investors in the accession countries rarely use
local firms as first-tier suppliers. On the other hand, many first-tier
suppliers are, in fact, joint ventures between established Western sup-
pliers and local firms, located in the host country. This may not be
ideal from the technology transfer point of view, and may indeed tend
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to reinforce the tendency for FDI not to develop local R&D and
design capabilities. Havas is clear, however, that, in the case of the
automotive industry at least, “it is not feasible to ‘raise’ — or keep
alive — ‘national’ first-tier suppliers” (1999, p. 37). The implication
is that the role of second-tier/third-tier supplier is the best the transi-
tion countries — even those leading transition countries now prepar-
ing for entry into the EU in May 2004 — can hope for right now,
and that wholly-owned first-tier suppliers will come later, once local
firms have moved up the learning curve a bit and basic technological
congruence has been established. This is a plausible enough argu-
ment, but we must enter one caveat. Second- and third-tier suppliers
are generally in a weak market position, because what they do can
generally be done equally well by a large number of other firms. This
leaves them open to abuse of market position by lead firms or first-
tier suppliers, and there have been some striking cases of such abuse
in the accession countries (Havas, 1999, p. 34). Abuse of monopoly
power kills trust, and therefore destroys the capacity of supply net-
works to generate increases in social capability. It excludes by defini-
tion any significant transfer of technology, since it involves treating
suppliers as commodity producers.

It is not clear that accession will significantly affect any of these
points. Shared membership of the EU will do little to reinforce the
cultural foundations of trust in the broadest sense. But it will make it
easier to build the more specific kind of trust on which supplier net-
works rely, in part because it will facilitate and simplify the formal,
contractual side of networking and the paperwork of international
deliveries. In the end, however, choices by lead firms of first-tier sup-
pliers are taken essentially on technological grounds, and the acquis
communautaire has little to say about technology as such.
Introduction of EU competition law into the acceding countries could
in principle help to defend second- and third-tier suppliers against
crude exploitation, but the principle is unlikely to be implemented
unless major strides are made towards strengthening local capabilities
in the areas of commercial and competition law. International produc-
tion networks (IPNs), built around key elements of intellectual prop-
erty and designed to access heterogeneous capabilities across frontiers
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(Borrus & Zysman, 1997), are bound to expand their activities in East
European countries as the latter accede to the EU, possibly creating a
new, technologically sophisticated, form of outward processing. But
IPNs were initially developed — with great success — by American
companies in East Asia, where there are no common markets and
where intellectual property regimes are weak and non-standardised. So
there are no strong grounds for arguing that in the East European
case accession will be a critical factor in the development of IPNs. As
in relation to FDI per se, therefore, we have to conclude our discussion
of supply networks on a cautious note. Development of supply net-
works could be a major factor of catch-up in the accession countries.
But that development is likely to take place over a very long period,
with no dramatic acceleration following enlargement, and significant
shortfalls in social capability on this dimension will persist for the
foreseeable future.

CONCLUSIONS

Analysis of the potential growth effects of EU eastwards enlargement
on the acceding countries suggests figures which dwarf even the most
optimistic estimates of the impact of short-run trade, scale economies
and competition factors. But realisation of that potential depends on
the capacity of the acceding countries to absorb new technologies,
and on the active presence of organisations capable of diffusing tech-
nology and generating technological spillovers, and of financing all
these activities. While there are no insuperable difficulties in relation
to any of this, all of the accession countries in practice suffer from sig-
nificant deficiencies of social capability and significant levels of tech-
nological incongruence, factors likely to impede the process of
institutionalisation of technology diffusion. This conclusion emerges
strongly from a line of analysis based mainly on a fairly narrow under-
standing of the concept of social capability. Broadening out the pic-
ture to take full account of the dimensions of culture, civil society and
trust can only strengthen it further. Membership of the EU will be an
important enabling factor in the resolution of the difficulties identi-
fied. But it will not provide an immediate solution to any of them.
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Governments and firms must take positive steps to take advantage of
the new possibilities, if the prospect of catch-up for Central-East
Europe is not to be banished to the very long term, and if eastwards
enlargement is not to impose intolerable distributional strains on the
European Union.
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INTRODUCTION

Industrial Networks in the Context of Economic Transition

Traditional microeconomics has been dominated by the concept of
the firm. Firms have been viewed as discrete organisations, relating to
each other through the medium of arm’s-length trade, and maintain-
ing an absolute distinction between internal and external domains.
Recognition in the post-war period of the growing importance of
international firms has seen the development of theories of foreign
direct investment (FDI) to supplement the traditional theory of the
firm, but transnational corporation (TNC) theory has largely held fast
to the traditional view of the firm in that it has interpreted foreign
investment primarily as a means of extending the domain of internali-
sation across international borders (Dunning, 1988).

Over the past decade or so there has been a growing recognition
that in the real world of contemporary business the patterns of link-
age between companies may be at least as important as the companies
themselves, and that those patterns may involve forms of transaction
and business relationship which defy neat pigeon-holing as either

Chapter 7
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internal or external. Buyer-supplier relations are fundamental to the
working of a market economy. Economic activity, however, is not a
simple matter of supply and demand in perfect markets without
interaction/transaction costs. In a real economy buyers and suppliers
have to communicate to each other their delivery requirements, what
they can provide, what help they can offer in producing something
new, what time scales are involved, what terms of payment are accept-
able, and so on, all in a volatile environment where they do not know
exactly how much they will need, what future prices will be like,
and how reliable their partner really is. Relationships that help to
overcome market uncertainties and aid in communicating needs and
capabilities can, indeed must, develop between buyers and suppliers.
The basis, depth, breadth and development of these links may vary
depending on the environment in which companies are embedded.

In developing the theory of international production networks
(IPNs), scholars like Zysman (Zysman & Schwartz, 1997) have
argued that global business is increasingly dominated by networks,
based not on equity ownership as such, but rather on ownership of
intellectual property rights and control over key technologies.
Research on patterns of regional development has highlighted the
importance of localised networks as vehicles for the exploitation of
external economies of scale. And networks have also been pin-
pointed as key instruments of technology transfer, and hence of inno-
vation, involving public- or semi-public-sector actors like government
agencies and universities as well as firms as such (Freeman & Soete,
1997). Finally, supply networks have been identified as key elements
in the success of the newly industrialising countries (NICs) of East
Asia (Hobday, 1995). The ambivalent nature of networks in terms of
the internalisation/externalisation dichotomy is highlighted by the
range of socio-legal bases used as a framework for their operation.
Contracts can be important, but networks are often based as much
on trust (such as one would normally find within a company) as on
formal legal commitments.

All of these dimensions of industrial networking are of particular
importance in the context of transition from communism. The ex-
communist countries are, in a sense, NICs manqué. Communist
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development strategy was essentially based on industrial develop-
ment, with clearly defined sectoral priorities (primarily on heavy
industry) and strong (if in practice not very clear) ideas about how
different enterprises should relate to each other in hierarchical terms.
The Soviet Union and the GDR were notable for their development
of the ob”edinenie (association)/kombinat principle, under which
groups of cognate enterprises were brought together in pyramidal
structures with highly centralised formal structures, in keeping with
the principles of centralised, command planning which generally
informed the planning systems of those countries. In practice these
industrialised pyramids were rather less centralised than they were
supposed to be, because the centralised system could not cope with
the realities of industrial supply without some help from “grey” mar-
ket elements (Dyker, 1992). Under Yugoslav market socialism, which
prevailed in Slovenia until 1991, similar pyramids were established
within the framework of “complex organisations of associated
labour” (sestavljene organizacije združenego dela — SOZD) and “basic
organisations of associated labour” (temeljne organizacije združenego
dela — TOZD) (Dyker, 1990). In Hungary the 1970s witnessed a
process of concentration of industrial production capacity in bigger
enterprises, a process that was then, to a degree, reversed in the
1980s, though big enterprises remained dominant. These policy
themes were played out against the background of a varied organisa-
tional structure, with trusts, associations and big enterprises heading
a variety of hierarchies involving different patterns of mutual depend-
ence and inter-firm linkage. Details apart, Yugoslav/Slovenian and
Hungarian hierarchies were generally flatter than in the Soviet/East
German case, because they formed part of national economic systems
based, to a degree, on market principles, and the primary units within
industrial pyramids retained a substantial degree of operational inde-
pendence in Yugoslavia and Hungary. Mainly for that reason, supply
networks in Hungary and Yugoslavia developed in a qualitatively dif-
ferent way from the more conventional, centrally-planned, socialist
systems. But there were other differences as well. In Hungary, many
of the most successful conglomerates were in the agricultural and
food sectors, in despite of traditional communist priorities. And in
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Slovenia, one of the most prominent SOZDs was the electronics
giant Iskra, which managed to maintain competitiveness in a sector in
which most of the communist economies were notoriously weak.
Iskra’s annual exports in the 1980s averaged around $400 m. Some
of this went to Western markets, and although the question of price
competitiveness is clouded by the complex system of tariffs and
export incentives in force in the old Yugoslavia, there can be no
doubt that Iskra products were competitive, in terms of quality, on
those markets.

Formal industrial hierarchies were reinforced, sometimes to a
degree modified, by Communist Party links and “old boys” networks’
going back, in many cases, to the period of the Second World War.
The result was structures with very powerful linkages — at their most
powerful in the military-industrial complex (Harter, 1998). But while
the linkages were strong, the nodes were weak. Communist industrial
networks transferred little technology or know-how, because the
nodes involved had little knowledge, tacit1 or otherwise, that was
worth transferring, and because they were not plugged into the inter-
national networks which tend to provide the most powerful conduits
of technology transfer. There were exceptions, particularly in the
market-socialist countries. The Iskra network in Yugoslavia/Slovenia
did provide significant channels of technology interchange, and there
were a few islands of such interchange in the Hungarian pharmaceuti-
cals industry. But the typical industrial network in Hungary or
Yugoslavia was no more dynamic than the typical network in the Soviet
Union. And the static nature of most networks was reflected in the uni-
versal crisis of productivity which overtook the entire communist bloc2

in the 1970s and 1980s, and which was one of the main underlying
reasons for the collapse of the communist economic systems.
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1Tacit knowledge is knowledge that cannot be transferred through conventional
means such as license documentation and training manuals. It is embedded in a
particular organisation or a particular group of people, and can only be transferred
through continual, hands-on contact between transferer and transferee. See
Rosenberg and Frischtag, 1985, Preface.
2China is an exception for reasons that do not require detailed discussion in the
present context.
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Transition, Transformation and Network Realignment

In studying the development/redevelopment of industrial networks
in the transition period, we are seeking to identify the extent to which
industrial networks do, or may, contribute to the redynamisation of
the economies concerned — the reestablishment of efficient channels
of technology transfer, the reinforcement of upward trends in pro-
ductivity, the reintegration of regional industrial complexes, including
those that cut across international borders, and effective reintegration
into global economic processes. We are also looking to situate this
process of redevelopment within the framework of the broader
emerging pattern of “East”-“West” network alignment. In that con-
text we are aiming to situate the Hungarian and Slovenian firm in
relation to markets, in relation to an overlapping complex of local,
national and global networks, and in relation to the EU and the
Hungarian and Slovenian states (see Fig. 1 below). The research is
based on broad engagement by the authors in the process of indus-
trial transformation in the target countries and a wide reading of the
industrial organisation literature from those countries, reinforced by
c.50 in-depth company interviews from each of them.

“East”-“West” Networks and their Alignment 175

Fig. 1. “East”-“West” networks and their alignment.

National
networksGlobal

networks

Local
networks

CEE STATEEU

MARKET FIRMS

B149_Ch07.qxd  23/04/04  4:51 PM  Page 175



MARKETS AND NETWORKS: CONTRACTS, TRUST
AND THE MEANING OF CLOSE COOPERATION

Trust and Contracts

To what extent are supply networking relationships in Hungary and
Slovenia driven by trust and embodied in informal commitments,
rather than in the formal commitments of contracts and legal recourse?
The theoretical literature on trust suggests that the formal and informal
aspects of business negotiation are essentially complementary.

The more formal processes of negotiation, transaction, and
administration associated with most business transactions are
also accompanied by informal processes of sense-making,
understanding, and committing. The informal processes that
take place in each of these formal stages of putting together a
business deal provide opportunities for economic actors to
directly experience the observance of norms such as equity or
reciprocity (Ring, 1997, pp. 129–30).

Still, consideration of the general weakness of legal and institutional
structures in the former communist countries might lead us to expect a
less balanced view of formal and informal aspects of business negotia-
tion in our two target countries. In fact, our interviews provided a very
strong affirmation of Ring’s view of the complementarity of formal
and informal aspects. Trust and contracts emerged as in no sense alter-
natives.3 In an ideal world you would have both. Trust is certainly the
most important thing, particularly for smaller firms, but however
much trust there is, there is no harm in having a contract as well, even
if it is an essentially open-ended contract which can be modified to
take account of changing circumstances as cooperation between the
firms concerned develops. The key point is that contracts are uniformly
seen as codifications of trust, rather than as threats. As such, they do

176 The East European Countries and the European Union

3There is a degree of “spread” around this modal view of the matter in the interviews.
But where interviewees expressed strong views to the effect that either contracts or
trust were more important in one response, they often contradicted this position in
other responses.
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not offer the networking firm options, but simply allow him to rein-
force and “cap” an essentially informal relationship with a formal layer.

In one sub-group of the interview sets the picture is somewhat dif-
ferent. Relations between foreign owners (a very important group in
Hungary) and their subsidiaries are articulated largely on the basis of
standard and special contracts, in accordance with circumstances, and
there is little evidence of any kind of special relationship going
beyond contracts. Even here, however, there is no impression of con-
tracts being seen as a substitute for trust. Rather the general principle
is that firms trust other firms because they have trusted them in the
past and have had no reason to regret that trust. The interview mate-
rial in relation to foreign firms and their subsidiaries suggests that this
is a process that takes time, even when you actually own the firm
whose trust is in question. It also implies that the dialectic of trust
and formal commitment may be significantly different in the case of
international networks from that of national and local ones.

The Relationship Between Closeness of Cooperation and
Depth of Cooperation

A priori reasoning would suggest that close cooperation, defined in
terms of cooperation in R&D, would normally imply deep cooperation,
defined in terms of a sharing of strategic management functions.4
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4The distinction between close and deep cooperation appears frequently in the litera-
ture, but the terminology used varies from author to author. Lundvall (1992), Dosi
(1988), Avadikyan et al. (1993), Storper (1994) and Sabel (1994) stress the impor-
tance of “learning networks”, i.e., networks which involve not just R&D, but inno-
vation. Inzelt (1999), in her study of R&D cooperation in Hungary, distinguishes
between “skin-deep” and “root-and-branch” cooperation. In discussing learning
networks, Sabel also uses the term thickness to describe the capacity of a network to
raise the performance levels of participants through critical transfers of knowledge;
see also Bianchi and Miller (1994) and Dei Ottati (1994). Tanaka (1998) describes
“accumulated technology zones” in Japan within which ‘information and experi-
ences, new technical knowledge and orders from outside are circulated to each
other … even by walking or bicycling … Waves of product innovations have been sup-
ported by process innovation based on this networking” (p. 122).
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In conditions of transition, however, the picture may not be so simple.
Firms may engage in R&D cooperation as part of a short-term survival
strategy oriented exclusively to the domestic market, while the R&D
activity of foreign-owned firms may be largely geared to the adaptation
of existing designs and products for specific markets or clients (Inzelt,
1999). A classic example of close cooperation that does, indeed, mean
deep cooperation is provided by one of our Slovenian interviewees,
which we will refer to as SL-41. SL-41 cooperates closely with its sup-
pliers on the design of components, and with its clients in the design of
final products. Cooperation is continual, with frequent face-to-face
meetings, maximising the scope for the transfer of tacit knowledge,
and technological cooperation with buyers is intimately connected with
the transfer of knowledge about market conditions from buyers to the
firm. One of the Hungarian firms interviewed (let us give it the code
name HU-15) shows a rather different pattern. Here is a classic first-
tier supplier, 100 per cent foreign-owned, which has, up to now, prac-
tised very close, and deep, R&D cooperation with the lead firm. But
the tendency is for the depth of R&D cooperation to diminish, with
plans to set up a separate R&D centre at HU-15 in 2001. And this is
happening because the lead firm and owner of HU-15 see it as a way of
increasing the overall R&D effectiveness of the whole group.

SUPPLY HIERARCHIES AND NETWORK ALIGNMENTS

The Relationship Between Closeness of Cooperation and
Position in the Hierarchy of Supply

Just as the relationship between closeness of cooperation and depth of
cooperation is a complex one, so the relationship between closeness of
cooperation and the hierarchy of supply relationships is not straight-
forward. If we think in terms of classic three-level hierarchies,5 we
would expect that second- and third-tier suppliers could be involved
in anything from close to minimal cooperation. Our interviews did,
indeed, confirm that hypothesis. A priori reasoning suggests that
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5See Chapter 4, fn. 6; see also Chapter 6.
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first-tier suppliers would, ipso facto, be involved in close cooperation.
In this case, however, the interviews present a more complex picture
than indicated by the a priori reasoning. There is certainly a clear
relationship between product complexity and intensity of coopera-
tion, stronger on the buyer than on the supplier side, and that makes
sense in a priori terms if we think of first-tier suppliers as companies
that design and make complex, customised products. But there are
individual case studies that diverge sharply from this picture. Thus a
Slovenian interviewee (SL-15), which makes alternators, starter
motors and DC motors for the car industry, is a first-tier supplier
which collaborates on R&D with its suppliers, but not with its cus-
tomers. The reason for this, however, is not the weakness of its R&D
profile, but rather its strength. SL-15 is powerful enough in R&D to
be able to exercise the design and R&D function independently of its
main buyers, though always with the specific requirements of those
buyers in mind. And there is an added twist to this story, which
brings into sharp relief the technological dynamism which so often
underlies the evolution of supply networks. SL-15 is technologically
independent now, but it began its technological odyssey by taking
out licenses from an international firm which is, today, one of its main
buyers, a firm which has indeed, been reluctant to transfer more than
the minimum amount of technology to its suppliers. SL-15’s success
in building a position of technological independence on the basis of
this modest beginning echoes the experience of Japanese and Korean
firms in the 1960s and 1970s (Bell, 1997, p. 68). Moving back to the
case of HU-15, it is clear that if the policy of developing separate
R&D at HU-15 is taken to its logical conclusion, HU-15 could cease
to have even close, never mind deep, R&D cooperation with its lead
company and owner. Matters are in practice unlikely to go that far.
However strong HU-15 becomes in relation to R&D, it will always
need to be able to exchange tacit knowledge with the lead company,
and that is impossible without close cooperation. Furthermore, while
development of the separate identity of HU-15’s R&D activity may
mean less intensive cooperation as such, it is likely to deepen the
R&D division of labour between HU-15 and the other companies in
its group.
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Patterns of Supply Hierarchy, Levels of Economic
Development and Ownership Patterns

Detailed perusal of the interviews brought out one very striking and
interesting difference between our two target countries. While there
are one or two domestically-owned first-tier suppliers in Hungary,
they are a rare breed, and only one of them was included in the inter-
view set. In Slovenia, by contrast, we found a number of domestically-
owned companies operating as first-tier suppliers to foreign companies
within the interview set. This is no doubt in part a reflection of the
fact that general levels of social productivity, as reflected in GDP per
capita, is substantially higher in Slovenia than it is in Hungary.6 But it
is particularly interesting that all of the Slovenian-owned first-tier sup-
pliers are daughter-companies of the old, communist-era electronics
giant Iskra. It seems, then, that specific elements of know-how and
human capital inherited from particular companies developed during
the previous period may have been a crucial factor in establishing first-
tier-supplier status here. These inferences find support in independ-
ent, sector-specific case studies. Thus Havas (1999) concludes, on the
basis of a case study of the automotive industry in Hungary, Poland,
and the Czech Republic, that “indigenous suppliers cannot survive
without a foreign partner — with which they have long-term
contracts — or being taken over … At least some of them, however,
can perform much higher value-added tasks, by exploring and contin-
ually developing their skill base, as partners of, or acquired by, foreign-
owned first- or second-tier suppliers … One thing is sure … It is
not feasible to ‘raise’ — or keep alive — ‘national’ first-tier suppliers.”
(pp. 36–7). Bleak as this assessment may sound, it does hold out hope
that the economies concerned may, as dynamic economies, hope to
pass the crucial threshold within the next few years.7

Can foreign-owned first-tier suppliers help domestically-owned
firms to achieve that status? Hungary is a particularly useful reference
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6Slovenia’s GDP per capita was $9,780 in 2001, compared to a corresponding figure
for Hungary of $4,800 (World Bank data).
7For a discussion of the growth prospects of these economies, see Chapter 6.

B149_Ch07.qxd  23/04/04  4:51 PM  Page 180



country in relation to this question because it has so many foreign-
owned firms. Where foreign owners compel their subsidiaries to give
preference to suppliers within the group (which usually means a for-
eign supplier), the answer is clearly no. But where foreign-owned
first-tier suppliers have their origin in privatisation of existing firms
rather than greenfield developments, the general pattern is for them
to retain their supply network links with domestic companies. An
example is a foreign-owned Hungarian firm which we interviewed,
and which we will refer to as HU-2. That company clearly perceives
its own business interest in raising its suppliers from the status of
lohnarbeiter to that of independent, second-tier suppliers. But it does
not help them to address the task of progressing from the status of
independent second-tier supplier to that of first-tier supplier. HU-15
has used its market power to force second-tier suppliers to raise their
game, and conducts joint R&D operations with its most important
supplier — but that supplier is, in fact, owned by the same interna-
tional company that owns HU-15! Another Hungarian interviewee
(alias HU-38) is an outstanding, foreign-owned, first-tier supplier,
but all of its own main suppliers are also foreign-owned. While
foreign-owned first-tier suppliers differ widely, therefore, in their
strategies vis-à-vis other suppliers, there is no evidence from our
interviews to suggest that they do much to help domestic firms win
promotion to a higher level within the supply hierarchy.

Can a foreign-owned second-tier supplier use its links with an
international group to help it to develop into a first-tier supplier? One
Hungarian firm we interviewed (alias HU-18) started off as an out-
ward processor before establishing itself as in internationally competi-
tive producer of advanced auto components like automotive cables
and car radios. It is now aiming to progress from technical coopera-
tion with its main customer — its owner — to the establishment of an
independent R&D system, which should provide a foundation for the
achievement of first-tier-supplier status while at the same time reduc-
ing the degree of technical cooperation with the owner company.
Another Hungarian interviewee (we called it HU-27) has, under
foreign ownership, moved up from the status of second-tier to that
of first-tier supplier in the sector of electronic valves. It has, at the
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same time, tended to move away from its parent company, while
simultaneously conducting an explicit policy of developing domestic
Hungarian third-tier suppliers. So our answer to this second question
is more positive than our answer to the first.

How Important is it to be a First-tier Supplier?

As the cases of HU-15 and SL-15 illustrate graphically, to be a first-tier
supplier is to be, in a sense, a “champion” of the supply networks — to
participate actively in the generation and exchange of new scientific and
technical knowledge, to develop new product lines, to engage in the
matrix of supply relations at the points where the scope for the exploita-
tion of quasi-rents is at its highest. You can be a market leader at home
and abroad as a second-tier supplier, but you are condemned to remain
a kind of commodity supplier. It must be remembered, however, that
there are no first-tier suppliers without supply hierarchies, and the
notion of supply hierarchy has been developed very much on the basis of
the patterns prevalent in the key automotive and electronics industries.
Some of the companies we interviewed live in a much simpler world. A
prime example is alias HU-21, a firm producing medical equipment for
prosthesis and implantation. HU-21 is the leading company of its kind
in Hungary, and operates a system of continuous innovation. It is a
paragon of “nimbleness”, being able to deliver complex products within
a few hours of order — clearly a crucial business advantage in an area of
medical technology where an hour may represent the difference
between life and death. It encourages its main clients — doctors — to
become actively involved in its R&D programmes. HU-21 is one of
Hungary’s top companies, and it is 100 per cent domestically owned. It
is a key technology networker, admittedly within a small and highly spe-
cialised area. But it will never show up as a first-tier supplier because it is,
in fact, a first-, second- and third-tier supplier rolled into one.

Networking and Outward Processing

Outward-processing agreements have played a key role in the globalisa-
tion of the CEECs during the 1990s, and have been of particular
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importance in relation to German business involvement in Poland,
for example, where equity ownership raises political problems. Thus
German OPT with Poland accounted for over 30 per cent of total
EU15 OPT with the CEE-4 (Poland, Hungary, the Czech Republic
and Slovakia) in 1996 (Pellegrin, 1999, p. 4). OPT agreements were
in the first instance designed to exploit the scope for gaining exemp-
tion from tariffs on goods imported into the EU in cases where the
materials used in the manufacture of the goods concerned had been
exported from the EU in the first place. But while there has been
some levelling-off in volumes of OPT in recent years, as trade liberal-
isation has reduced the value of such exemptions, the OPT trade cat-
egory remains an important one for the CEECs.

The sectors involved are usually low-technology sectors, where
R&D hardly comes into the question. Thus in 1996 textiles and
clothing, footwear and furniture, together accounted for nearly 75
per cent of total OPT re-imports into the EU (Pellegrin, 1999, p. 6).
That is not to say that outward processing relationships involve no
transfer of “soft” management and organisational technology from
lead firm to collaborating firm. But it does mean that lead firms do
not consider it necessary, in the context of relatively simple produc-
tion technologies, to internalise the determinants of labour produc-
tivity through acquisition of the supplying firm. Here lead firms are
basically looking for cheap labour, confident that collaborating firms
can keep control of labour productivity — and knowing that if they
fail to do so, the financial loss will be theirs, not the lead firm’s. None
of this is to suggest that there is nothing in outward-processing deals
in traditional sectors for the collaborating firm. It does gain access,
even if only indirect, to international markets, and it can, with shrewd
management, gain much more in the way of technology transfer than
the lead firm might consider minimally necessary.

Where cross-border business relationships in other sectors take an
OPT form, the content of the relationship may be much more
dynamic and far-reaching. The one “middle-tech” sector which fig-
ures significantly in the aggregate statistics for OPT is electrical
machinery, which accounted for 13.6 per cent of total OPT re-
imports into the EU in 1996 (Pellegrin, 1999, p. 6). And here case
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material demonstrates the possibility of OPT-based trajectories which
may take firms a long-way beyond the basic OPT model.

The case of Vilati (Budapest) is illuminating in this respect. Vilati
is a small company producing control systems, printed circuit
boards and other electrical and electronic components. Although
it has several OPT partners, Vilati has a privileged relation with
Brunswick Bowling (US). It is integrated into the production
chain of its main OPT partner in a rather flexible way, but it does
not purport to recover independence, nor does it count on inte-
grating its partner’s production chain and upgrad[ing] its posi-
tion within it. In fact, if Vilati is more loosely associated to its
foreign partners than if it were full integrated, this is not to say
that its relations are more fragile, or unstable. Its strategy is
indeed to establish its reputation as reliable and technologically
updated supplier of component system[s] to Original Equipment
Manufacturers [OEM]. In this case OPT is used as a vehicle for
implementing methods of production in line with the new
requirements of international competition in terms of flexibility
and quality. OPT goes together with the automisation and the
decomposition of the production process into stages which are
more independent and “de-integrated” from one another
(Pellegrin, 1999, p. 16).

Material from the interviews provides striking confirmation of
Pellegrin’s interpretation of middle-tech OPT, and suggest that it
may extend beyond the area of electrical machinery. Thus a Slovenian
interviewee which we will refer to as SL-35 is a classic instance of out-
ward processing in the sense that its main supplier is also its main
buyer. But SL-35 makes highly sophisticated plastic products for bio-
medicine, mostly for dialysis. And while the initial competitive advan-
tage of SL-35 in OPT was very much based on cheap labour, the
company has learned, as real wages have risen in Slovenia, to shift the
emphasis to quality and flexibility. A similar story is unfolding with
another Slovenian company (alias SL-43), a second-tier supplier of
auto parts, specialising in driver seats, which has, over less than a
decade, worked up from a straight OPT position to one whereby the
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buyer is looking to pursue joint development with the firm. HU-2,
which produces coupler heads and trailer parts, is the only firm in
Hungary that produces such parts to the given level of technology
and precision, and it exports under its own name. But in addition
it has an OPT relationship with a foreign firm which is also its part-
(50 per cent) owner, with the foreign firm selling some of HU-2’s
output under its trademark. Interestingly, HU-2 also has OPT-type
relations with its own domestic suppliers, in the sense that it procures
materials for them as well as buying their output. But it sees this
arrangement as purely temporary. Again, the impression is that OPT
is an essentially functional arrangement, which may correspond to a
particular stage in the development of a firm, but which can be
quickly jettisoned by mutual consent as conditions change. Changes
in corporate policy vis-à-vis OPT can be quite dramatic, and far-
reaching in their implications. Thus in 1999, a Hungarian manufac-
turer of complex pieces of machinery (alias HU-19), decided to hive
off OPT operations into a separate company, cutting the total work-
force by 50 per cent in the process (though there had been no signif-
icant increase in real wages over the previous few years). Even where
the OPT stance of a particular company is in evolution, it rarely
involves much that could be described as R&D. But the infrequency
of OPT-based R&D cooperation does not mean that OPT generally
excludes innovation. Thus one modest Hungarian engineering firm
we interviewed (alias HU-25), with half its turnover accounted for by
OPT, has still managed to introduce a significant number of new
products in recent years. In one key respect, the pattern of OPT
among the firms interviewed is quite different from the standard pat-
tern of OPT in low-tech sectors. In those latter sectors, the whole
point, for the lead firm, is not to get involved in ownership of the sup-
pliers. Among engineering firms, at least in Hungary, firms doing
OPT are often wholly or partly owned by the lead firm. This makes
sense, because the more technologically complex the activity, the
more operations there are that may have to be to some degree inter-
nalised to the lead firm if they are to be carried out efficiently. In all
this lead firms, and indeed to a degree subsidiary firms, retain much
of the flexibility of the basic OPT model, because the subsidiary firms
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involved are usually small, with modest asset endowments, so that
divestment is generally as easy as investment.

These particular case-studies of OPT in engineering sectors cannot
be taken to be typical of OPT in general, just as engineering cannot
be taken to be typical sectors of the Slovenian and Hungarian
economies. But they do demonstrate that there is scope within the
framework of OPT to develop flexible business relationships which
can help collaborating firms to absorb both hard and soft technology
from lead firms, to react quickly and sensibly to changes in real wage
costs, and to develop product range and quality to the extent that
they can come on to international markets as OEM manufacturers.
Thus the material from the interview sets confirms that OPT is much
more than just a ruse to exploit loopholes in foreign trade regula-
tions, and may survive and indeed develop in an age when those
loopholes have ceased to be relevant, as a major vehicle of interna-
tional supply networking.

Cooperation with Buyers as a Springboard for Upgrading
and Innovation

One of the strongest themes to emerge from the research, strongly
reinforced by the interview responses, is that of the buyer company as
teacher. Buyers are consistently the most important sources of tech-
nology transfer, consistently the strongest pressure for increases in
operational efficiency. In many cases they provide training courses for
suppliers’ workforces. The buyer does not, of course, become a
teacher through pure altruism. He helps suppliers to become more
innovative and more efficient because he demands of them continual
reductions in the prices of their supplies. So the systematic transfer of
knowledge to suppliers is simply the other side of merciless pressure
for cost reduction. From the interviews, we take one medium-sized
precision engineering company (alias SL-24) as illustrative of how
this process may transform the position of a given firm within the
supply hierarchy. Traditionally a producer of meters, chronometers
and timers, and one of the top companies in Europe in this market,
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SL-24 has found that, with the development of computers, the
market for their established specialities is in decline. They have moved
over into auto component supply, and aspire to first-tier supplier sta-
tus, but do not as yet possess the technologies to support that status.
Their strategy for acquiring the necessary technologies is essentially
based on development of their relationship with their main buyer.
Through cooperation with that company they have obtained an enor-
mous amount of knowledge in the area of quality and work organisa-
tion, and have been able to introduce the system of continuous
improvement. The buyer has also advised them in relation to devel-
opment of their factory workspace and the introduction of new tech-
nology. In a word, SL-24’s main buyer has given the Slovenian
company an opportunity to overcome a technological and organisa-
tional barrier which might otherwise have proved insurmountable.

Cooperation with Buyers as a Vehicle of Market Research/
Information Networking

The teaching role is certainly the loftiest role that buyers play. But it is
not the only one. The buyer-teacher is also often the market researcher.
Researching Western markets is always a problem for firms from the
transition countries with few inherited networks with the West and lim-
ited funds. For small firms, researching markets is a problem world-
wide. It is hardly surprising, then, that a large number of firms among
our interview sets stressed their main buyers as key sources of informa-
tion on market possibilities. This has important implications for the
nature of networks. While at the level of technology and production
cooperation they may tend to lock in, at the level of general market
information they actually open up new possibilities for supplier firms —
at one level internalising or partially internalising “hard” processes,
while at an other actually increasing the scope for externalised, market-
driven transactions. Owners may play the same role as suppliers of mar-
ket information — especially when they are foreign owners. Once again
a relationship which is in the first instance constraining may at some
levels actually increase the firm’s effective scope for independent action.
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INDUSTRIAL NETWORKS AND THE
TRANSITION STATE

Most of the state aid policies currently carried on in Hungary and
Slovenia will have to be abandoned on, or even prior to, accession.
But there seems to be no reason why Slovenia’s clustering programme
and Hungary’s sub-contracting programme should not continue.
Neither of these programmes has been in operation long enough for
assessment of results to be feasible. A few a priori points can, however
be made, viz.:

• Clusters in Slovenia: the proven capacity of the Slovenian economy
to support first-tier suppliers means that there is genuine potential
to build and reinforce vertically integrated industrial clusters within
Slovenia. But the research project underpinning the clustering pro-
gramme found that not a single one of the identified “production-
service systems” actually met the set criteria for a cluster (in terms
of the given firm having at least three partners having cooperation
with at least another three partners). This reflects the dearth of ver-
tically-integrated big (i.e., effectively transnational) companies in
Slovenia which could act as hubs within industrial districts. Given
how small Slovenia is, and given that in the developed industrial
regions of the world clusters run along main lines of communica-
tion rather than being concentrated in “points” (see Veltz, 1991),
it hardly needs stressing that effective clustering policy will have to
involve effective cooperation between national and EU levels. This
seems to be a significant weak point in the Slovenian programme.

• The Subcontracting Programme in Hungary: this is primarily an
information service aimed at briefing national and international
business communities on the capabilities of SMEs in relation to
industrial supply. Given the extreme weakness of the old communist
system in the field of information, this is, indeed, an important serv-
ice. But information alone will not help Hungarian firms to gradu-
ate to the status of first-tier supplier. The Hungarian subcontracting
programme also offers educational and training services. These
could be crucial in terms of correcting the imbalances in established
education and R&D systems, and therefore helping companies to
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make real progress in terms of upgrading their capabilities. In all of
this, however, it should be borne in mind that it is generally bigger
firms that have the closest cooperation links (this generalization
receives strong support from our interview responses). SME devel-
opment is rightly a policy priority in Hungary, as it is in many other
transition countries. But it is clear that SME development is likely
to broaden out the supply networking base rather than upgrade it.

One very important rider must be added to this a priori analysis
on the clustering and sub-contracting programmes. Our interviewees
were largely negative, often quite scathing, about state programmes
for industrial development. The few exceptions were companies
which had benefited from specific incentives (usually in the context of
foreign investment) or grants for specific purposes like the introduc-
tion of a quality control system. Private entrepreneurs are generally
sceptical about state intervention in the economy, whichever country
they come from, and it would be wrong to accept the evaluations of
the interviewees on this matter uncritically. But the clustering and
sub-contracting programmes will not work without a measure of
cooperation from the business community. It is not clear that that
cooperation will be forthcoming. What is clear, looking ahead to the
next section, is that accession to the EU is unlikely to affect business
attitudes to such programmes in any way.

IMPLICATIONS FOR EU ACCESSION

An Overview

A priori reasoning suggests that accession to the European Union by
Hungary and Slovenia would automatically strengthen the key net-
working factors highlighted in this chapter (pages 176–189), viz.:

• Foreign investment makes for close cooperation; EU accession will
surely make for more foreign investment.

• Inclusion in the internal market will facilitate exports from
Hungary and Slovenia, thus strengthening the “learning through
networking” tendency.
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• Inclusion in the internal market will, ipso facto, make it easier for
Slovenian and Hungarian firms to achieve optimum scale of opera-
tions, which should be conducive to closer cooperation.

• Membership of the EU for the target countries will make it easier
for foreign companies to trust local companies, notably through
the extension of the EU intellectual property rights regime to
them. This should, again, be conducive to closer cooperation.

• The combined operation of all these factors should make it easier
for Hungarian and Slovenian firms to: (a) upgrade their technolog-
ical level and (b) attain the status of first-tier suppliers.

Each of these points finds support in more general arguments and
empirical investigations in relation to the two target countries and to
the transition region as a whole, and in the responses to our inter-
views. In some cases, however, important caveats and riders need to
be entered, viz. the following.

Foreign Investment

As Table 3, Chapter 6, shows, Hungary is one of the leaders in the
transition region in terms of stock of FDI and cumulative FDI per
capita. FDI as a percentage of annual gross fixed capital formation has
been consistently above 20 per cent in Hungary throughout the tran-
sition period, placing that country firmly within the high-FDI group
in world terms. Hungary’s outstanding performance on FDI inflow
has been a function of a number of factors, notably a favourable leg-
islative regime for FDI and an approach to privatisation which has
facilitated sell-offs to large, wealthy (i.e., in most cases foreign) com-
panies. The foreign investment regime has until recently been less
favourable in Slovenia than in Hungary, and even now, after the pas-
sage of EU-harmonised FDI legislation, enforcement of these new
laws on local players remains problematic. The process of privatisa-
tion has also been much slower in Slovenia. We should, therefore, not
be surprised to find that Slovenia accounts for a relatively modest
proportion of total FDI in the region. Yet Slovenia’s FDI per capita is
still higher than that of Poland, the country with the biggest stock of
FDI in the region. There is a strong suggestion here that investors
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have to a great extent anticipated accession of these five countries to
the EU, just as governments have to a considerable extent anticipated
accession in terms of regulatory and institutional reforms. In the case
of Hungary in particular, we should therefore be cautious about pre-
dicting a new leap in levels of FDI with accession. Membership of
the EU will surely help to ensure that FDI in that country continues
to grow, but the impact on the trend line may be minimal. The
Slovenian cases is somewhat different. Here, accession will complete
the process of change in the laws on foreign investment, and will also
involve the dismantling of the system of state aids which has been an
important indirect barrier to foreign acquisition of Slovenian compa-
nies. Taking the two countries together, however, accession is
unlikely to make a dramatic difference to trends in FDI.

Trust

As argued earlier, trust and contracts should not be seen as alternatives.
Rather, good contracts, or at least good contract law, makes for trust,
while trust, in particular trust in courts, is in turn a key condition for
the implementation of the rule of law in the commercial sphere, as in
other spheres. How will accession to the European Union strengthen
this virtuous circle for Hungarian and Slovenian firms? To the extent
that it improves the enforceability of contracts in Hungarian and
Slovenian courts, to the extent that in improving and strengthening
competition law within those countries it reins in abuse of monopoly
power against third-tier suppliers, and to the extent that it fills lacunae
and removes weaknesses and inconsistencies in domestic regulatory
regimes, it should make lead partners, mainly foreign partners, more
willing to build close cooperative links with firms from those countries,
while at the same time making it more difficult for them to exploit
those cooperative links for purely short-term corporate advantage. But
we should be cautious about pressing this conclusion too hard. One of
the most striking qualitative features to emerge from our interviews is
the universal aversion to domestic courts of law as a recourse when
firms are let down by partners. Virtually every firm we interviewed
declared that such action would only ever be taken as a very last resort.
In a word, firms trust their partners, even their bad partners, more
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than they trust the courts. This distrust of the courts no doubt reflects
weaknesses in the regulatory regime as well as in the legal system per se.
It does, nevertheless, suggest that there is some fundamental defi-
ciency of social capability in the Slovenian and Hungarian legal sys-
tems. The literature on economic “catch-up” argues that making up
for such deficiencies is a long-term process (see Verspagen, 1999).
Accession to the EU could reasonably be expected to facilitate and has-
ten that process, but not to solve the problem in a day. And as long as
Slovenian and Hungarian firms remain reluctant to use their own
courts of law, foreign firms are likely to remain at least as cautious. To
that extent, the nexus of trust and contract enforceability is likely to
strengthen gradually rather than dramatically after accession.

The extension of EU intellectual property protection to the target
countries should remove a very specific factor which has hindered the
development of trust on the part of Western companies vis-à-vis
Eastern partners up to now. IPNs (see discussion at the beginning
of this chapter), built around key elements of intellectual property
and designed to access heterogeneous capabilities across frontiers
(Borrus & Zysman, 1997), are bound to expand their activities in East
European countries as the latter accede to the EU. But IPNs were ini-
tially developed — with great success — by American companies in
East Asia, where there are no common markets and where intellectual
property regimes are weak and non-standardised. So there are no
strong grounds for arguing that in the East European case accession
will be a critical factor in the development of IPNs.

Closeness of Cooperation

Granted that a whole range of accession-related factors will have a
positive, indirect impact on closeness of cooperation, we can pose
two basic questions:

• Will accession in itself make it easier to develop close cooperation?
• Will it become easier to use close cooperation as a springboard for

deep cooperation?

It is, in fact, difficult to see how accession per se could have a major
direct impact on the scope for developing close cooperation. The
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ability and the readiness to engage in the exchange of tacit knowledge
is in the first instance a function of the corporate strategies of the
companies involved and the professional ethos and attitudes of their
employees, variables hardly likely to be significantly affected by the
signature of international treaties. It does also seem to be dependent
to an important degree on the degree of technological congruence (see
Chapters 4 and 6) between the firms involved. A sophisticated
German machine-tool company will not, for instance, be interested in
setting up close cooperation with a village blacksmith’s shop in rural
Hungary or Slovenia. And research done on the Polish economy
shows that foreign investors in that country have evinced a strong
preference for investment in activities based on the same generic tech-
nologies as are used in their plants located in more advanced coun-
tries (see Chapter 4). Technological congruence is clearly primarily a
function of inherited capital, human capital and technology endow-
ments. None of those factors will be significantly affected by the act
of accession in itself. But to the extent that accession increases invest-
ment by reducing risk premia, as strongly argued by e.g. Baldwin,
Francois, and Portes (1997), the rate of replacement of capital stock
will accelerate after accession, and this could make technological
closeness significantly easier to attain. Our interviews show clearly
that close cooperation generally goes together with generosity on the
part of lead firms in relation to IPRs, and it will certainly be easier for
lead firms to be generous with their intellectual property in CEE
once it is protected by EU law in that region. Beyond that, accession
may produce a degree of rapprochement between the business cul-
tures of Western and Central-East Europe which could facilitate the
transfer of tacit knowledge. But this would be a slow process, unlikely
to produce any significant impact in the short run.

The same basic arguments apply to the close cooperation/deep
cooperation issue. There is clearly no deep cooperation without tech-
nological congruence, and if accession makes lead firms feel more
secure, in IPR terms, about close cooperation, then surely it will
make them feel more secure about deep cooperation. The conver-
gence of business culture factor could be rather more important in
relation to deep than to “merely” close cooperation. In addition to
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encouraging deep cooperation, accession may positively discourage
cooperation that is close, but shallow. As our interviews show, that
kind of close cooperation is usually part of the survival strategy of a
firm intent on subsisting from day to day. By increasing the strength
of competition, accession will tend to force firms like that to sink or
swim, and this may have a significant impact on the balance of deep
and shallow cooperation.

Attaining the Status of First-tier Supplier

Every specific accession-related factor, whether it be improved
frameworks for FDI and intellectual property protection, improved
access to market or easier optimisation of production capacity, will
help firms from Hungary and Slovenia to become first-tier suppliers,
because it will increase the willingness of international firms to
develop long-term relations with firms from those two countries,
because it will remove constraints on the efficient utilisation by the
Hungarian and Slovenian firms of their countries’ factor endow-
ments, and because it will facilitate integration into the currents of
micro-specialisation which have dominated the evolution of the pat-
tern of intra-industry trade within the existing EU over the past four
decades. But the evidence from Slovenia and Hungary suggests
(though it certainly does not prove) that the capacity to operate as a
first-tier supplier is in the first instance a function of levels of aggre-
gate social productivity and firm-specific capabilities. So it is not
enough to be able to use your factor endowments efficiently — you
may have to improve that endowment in order to achieve first-tier-
supplier status.

How will accession improve aggregate social productivity? Not
through specific impacts, but rather through the positive influence of
accession on aggregate growth rates of GDP in the accession coun-
tries. There are strong a priori arguments for expecting just such an
acceleration of economic growth after enlargement. But if the accel-
eration does not materialise, the macroeconomic conditions for the
development of first-tier supplier status will remain problematic. On
the microeconomic side, how can accession enhance the capabilities
of specific firms? The opening-up of markets, the exploitation of
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economies of scale will certainly help firms to improve their capabili-
ties as well as to marshall them more efficiently. To the extent that
accession produces increased flows of FDI, that will also help. Stricter
policing of intellectual property rights probably will, but might not.
Where Slovenian and Hungarian firms have had difficulty in defend-
ing their own IPRs against predation from outside the EU (mostly
from the Far East), membership of the EU should make it easier for
them to protect and develop their in-house intellectual property base.
Where, however, lead firms are inclined to be restrictive in their IPR
policy vis-à-vis suppliers in the target countries, EU membership will
make it easier for them to be so. As noted in the last sub-section,
however, far more of the firms interviewed reported generous IPR
policies vis-à-vis close collaborators than did the opposite behaviour.

Deficiencies of social capability as discussed above may have a
direct effect on levels of social productivity and particular capabilities
at firm level. More specifically, weaknesses in the public-sector R&D
and education sectors may impose severe constraints on the learning
processes which serve as the primary vehicle for the enhancement of,
in particular, human capital endowment, at the level of both firm and
society. Education systems in the ex-communist countries have strug-
gled to keep up with the demands imposed on them by the process of
transformation. But it is R&D systems in particular that have
remained stubbornly unreformed through ten years of transition and
EU technical assistance (see Chapter 6).

While the process of transition has revolutionised the understand-
ing of the process of innovation, it has failed to revolutionise the con-
figuration of S&T among the accession countries. The administration
of science is still controlled by the old Academy of Sciences in
Hungary, as it is in Poland. In Slovenia the Academy is less impor-
tant, but structures are still dominated by a conservative scientific
lobby. In both countries science managers pursue conservative scien-
tific policies, oriented largely to personal and institutional survival. In
Slovenia the business sector is currently the main funder of R&D in
the country, but the government continues to finance more than half
total GERD in Hungary. In short, much of the inherited S&T com-
plex in the Hungary and Slovenia is still waiting to be restructured.
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There is no basis for believing that accession to the EU will have any
impact on this stubborn problem. So one major obstacle to the
enhancement of social productivity and firm-level capabilities, and
indirectly to the attainment by companies of first-tier-supplier status,
is likely to survive into the long term.

Accession and Outward Processing

As noted earlier, OPT developed initially as a way of exploiting the
scope for duty-free export of raw materials from EU countries to
CEECs followed by duty-free re-import of the same materials, made
up, into the EU. As it blossomed in the early mid-1990s, it was
largely restricted to traditional low-tech sectors like textiles, and the
prize, for the EU entrepreneurs involved, was access to cheap labour.

Accession to the EU for Hungary and Slovenia will mean the end,
not only to tariffs on the interface with the existing Union, but also
to the possibility of contingent protection — anti-dumping measures
and the like. In that sense, the whole original motive for engaging in
OPT will fall away. And with wage levels in the accession countries
converging to Western (or at least Southern) European levels after
enlargement, the underlying economic rationale for OPT will weaken.
A strictly “neo-classical” model of OPT might, therefore, predict the
total disappearance of this category of trade with, or soon after, acces-
sion. The responses to our interviews suggest a rather different path.
The essential definition of OPT is the identity of main supplier and
main buyer. The interviews show that such an arrangement does not
exclude technology transfer and innovation in product lines, and may,
indeed, provide a basis for dramatic increases in the levels of capability
of the firm concerned in the middle-tech sectors that we are primarily
concerned with in this study. Given that, and given that accession to
the EU will at least get rid of the complex paperwork associated with
OPT at the present time, accession may actually lead to an increase in
some types of OPT. But the increase may be short-lived, because, as
the interviews strikingly show, the more dynamic the OPT relation-
ship, the more likely it is to evolve into something qualitatively differ-
ent. We return to this theme in our concluding paragraphs.
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Climbing the Technological Ladder

Whatever the difficulties associated with specific networking “mile-
stones” like the attainment of first-tier-supplier status, one of the
strongest impressions to come out of our interviews is of a dominant
upward mobility in terms of technology, product range, etc. The first
decade of transition witnessed a substantial increase in real wages
in Slovenia but not in Hungary.8 Competition at the lower end of the
technological ladder from low-wage countries like China has, never-
theless, increased for both of them. So our target countries have
discovered a truth which has, indeed, been evident to the developed
industrialised countries for many years — that you cannot stand
still on the technological ladder; you have to keep moving up, other-
wise you go out of business. Supply networking has not shielded
Hungarian and Slovenian companies from the competitive pressures
which force this upward movement. But it has made the upward
movement less painful, because it has facilitated the acquisition of the
new technologies which that upward movement requires. Accession
to the EU will affect the networking elements conducive to this
upgrading process only to a marginal extent. But in unifying markets,
including labour markets, it will increase the pressure on companies
in Hungary and Slovenia to upgrade further. On the most optimistic
scenario, higher wages will simply induce a higher valuation of the
existing human capital endowments of the transition countries and
greater efforts to ensure, through networking, that those endow-
ments are efficiently marshalled. The downside risk is that the com-
petitive pressures are too powerful, that companies are not strong
enough, in themselves and in their networking capacity, to respond
positively. In practice, some companies will past the test, others will
not. The results of the interviews suggest that the pass rate will be
fairly high.
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CONCLUSIONS

How far has our research succeeded in filling the “empty boxes” of
Fig. 1? We have evoked a picture of the Hungarian and Slovenian
firm as a striving, learning organisation, strongly dependent on an
interactive complex of local, national and global networks as a source
of information, learning and innovation. The degree and pattern of
dependence varies, and Hungarian firms are generally more depend-
ent on global networks than Slovenian. Close cooperation does not
always mean deep cooperation, and deep cooperation can sometimes
involve a reduction in the level of dependence on (N.B. not in that of
integration into) global networks. A much more homogeneous pic-
ture emerges in relation to the extent of skepticism about the role of
the state in relation to network-building. The picture may not be
wholly typical — a good deal of our material is anecdotal, and our
interview sets not wholly representative. But it is surely accurate for a
large number of companies from the target countries.

The policy-related implications of these conclusions are essentially
straightforward. Companies will continue to upgrade their firm-
specific capabilities in function of their involvement in networks, and of
trends in the general level of social productivity and social capability in
their respective countries. The impact of national support programmes
will be marginal. Accession to the EU will facilitate the strengthening
of networks in the target countries through its impact on FDI, IPR
regimes and systems of legal recourse. But it will do so by reinforcing
existing trends rather than producing breaks in trend. Accession will
make it easier for firms from Hungary and Slovenia to develop close-
ness and depth in their networking relationships, and to achieve first-
tier supplier status. But the impact will be gradual rather than dramatic.
Accession could well result in a short-term increase in the volume of
some types of OPT. In the long-run, however, the impact is likely to be
in the opposite direction. In assimilating the Hungarian and Slovenian
labour markets to the West European, accession should tend to
increase real wages in those countries, which is likely to force their
companies to increase the rate at which they climb the technological
ladder — as the only alternative to bankruptcy. In a word, the pattern
of network alignment and realignment will reflect the interaction of
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the logic of markets and the imperatives of developing intra-firm capa-
bilities, with the public sector playing a strictly subsidiary role.
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INTRODUCTION

Why are innovation and technology transfer such critical factors in the
process of economic transition? Quite simply because they were
among the weakest elements in the old, communist economic systems
from which transition is being made. Communist ideology placed
great stress on science and technology — but in a scientistic way that
reflected little understanding of the reality of technological processes.
Post-war Western capitalism, too, was often guilty of placing too
much faith on a linear, “science-push” conception of the technological
process which was no more sensitive to the realities of innovation and
technology transfer than was Stalinist socialism (Bush, 1946). But the
forces of competition — more specifically the impact of a new culture
of innovation springing from the ancient cultures of East Asia —
ensured that by the 1970s government and business in the West was
beginning to understand that “big science” is not the first and last
word in the study of patterns of technological dynamism. In Great
Britain, where high levels of expenditure on basic science seemed to be
systematically correlated with poor economic performance, the point
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was brought home with particular sharpness. At the same time, science
and technology policy analysts began to lay more and more stress on
the concept of “tacit” knowledge, which can only be transferred
to individuals through extended “insider” activity within key innova-
tion teams.

In the countries of socialism, the forces of political inertia, unchal-
lenged by any form of competition, political or economic, ensured
that there would be no such evolution of attitudes to technical
change. The parallel failure to institute meaningful economic reform
meant that at the level of the firm all the incentives were to fulfil for-
mal “plans” for innovation, rather than do anything to change funda-
mentally the kinds of products they made, and the ways they made
them. The communist system of social control, far from encouraging
the formation of small informal groups within which tacit knowledge
could be passed on and assimilated, tended to induce passivity, frag-
mentation and “internal emigration”. While every socialist country
continued to spend a substantial proportion of its GDP on S&T, pro-
ductivity ceased to grow from the 1970s onwards right across the
region. In extreme cases like that of Poland in the 1980s, where spe-
cial political factors greatly exacerbated the underlying systemic prob-
lems, productivity started to fall sharply. Of course many factors
contributed to the deterioration in productivity performance, but
there can be no doubt that among them technological weaknesses
played a central role.

Results on the highest international standard were achieved
only in a few cases. R&D was rarely integrated with produc-
tion. Scientists and engineers were appreciated mainly for their
intellectual capacities. Their contribution to economic develop-
ment was rather limited (Mosoni-Fried, 1997, p. 14).

THE LEGACY

So much for the past. How much difference does it make today, more
than a decade after the start of transition? I would argue that it does,
indeed, make a substantial difference. The institutional structure of
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all the post-socialist countries remains distorted in a way that is inimi-
cal to effective technology transfer. Most obviously, the structure of
the network of specialist research institutes is still in flux, and indeed
the very issue of what role such institutes should play in the mature
market economy of the future continues to be controversial. But the
structure of industry, too, presents fundamental problems. While
R&D in the West is dominated by small firms and giant firms, the
industrial sectors of the transition economies are still largely popu-
lated by the medium-large firms (enterprises) inherited from commu-
nism. At governmental level, in many transitional countries, notions
of “big science” and “science-push” have still not been laid to rest.

Equally important is the legacy of trying to cope with the distor-
tions of the past — if you like, the legacy of transition itself. As
research institutes, and their individual staff members, have sought to
survive in a financially hostile environment, often on the basis of
informal or even semi-legal “moon-lighting” with very little R&D
content as such, the problem of fragmentation, and the allied prob-
lem of weak tacit knowledge transfer, has in many cases actually got
worse. Under pressure from tight macroeconomic policies and
increasingly severe competition, including from abroad, industrial
firms have faced chronic liquidity problems, and R&D expenditure
has been the first item to be squeezed. Thus the pressure of competi-
tion has actually had the opposite effect to what we would expect in
the West (where established firms are, of course, generally in a posi-
tion to take a long-term view of the impact of R&D expenditures on
competitiveness). The networks of industrial R&D institutes, which
might have provided an alternative focus for applied R&D, have
largely disappeared with the demise of the systems of industrial min-
istries of which they formed a part. Nor are these problems a monop-
oly of the less advanced countries in transition.

Research cooperation inside Hungary is even weaker than it
used to be. Most R&D units in the business sector are known
only by those who are working in the same field. Only organi-
sations belonging to the state-budget sector are clearly identi-
fied by the Central Statistical Office; others are voluntarily
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present or non-present in the official statistics. According to
our experiences, the new technology-intensive firms are only
exceptionally listed in the R&D sector (Mosoni-Fried, 1997,
pp. 13–14).

THE NEW INSTITUTIONAL AGENDA

In this context, the cause of strengthening the capacity of the transi-
tion economies to innovate and transfer technology has had to be
taken up largely by new institutional actors, and institutional actors
brought in from outside. New firms in the region nearly always start
off as small and medium-sized enterprises (SMEs), and while the pat-
tern varies widely from country to country, there is evidence that
R&D SMEs are one of the strongest sub-groups within the overall
category. Thus in Russia, for instance, SMEs specialising in the imple-
mentation of new technologies report an average rate of profit 60 per
cent higher than the average for all SMEs in Russia (Pripisnov, 1996).
A specific form of technology-oriented SME is the academic spin-off,
which differs from the kind of moonlighting operation discussed ear-
lier in that it is genuinely technology-oriented, it does provide scope
for the transfer of tacit knowledge, and it tends to integrate (through
the market) rather than further fragment the R&D system. Most
important, it is in the business of technology transfer. The more spin-
offs there are, the more competitive that business is, and, conse-
quently, the more powerful the underlying innovatory impetus in the
economy. The development of academic spin-offs has been best doc-
umented in the case of Hungary (Balázs, 1996), but has also been
noteworthy in Poland (Jasinski, 1997). An outstanding Polish exam-
ple is that of ATM, a small firm founded in the late 1980s by a couple
of professors from Warsaw Technical University, which now manufac-
tures and exports flight recorders, against stiff (and not always wholly
ethical) competition from the major American producers (Dyker,
1996). Overall, however, SMEs remain at best precocious infants
within the transition economies, often weak and hesitant in market-
ing themselves, and having nothing like the impact they typically have
in Western economies.
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Rather more important, and increasingly important with every
year that passes, has been foreign direct investment (FDI). FDI has
been particularly valuable as a vehicle for the transfer of management,
or soft technology,1 and it is probably fair to say that no major piece of
FDI in Eastern Europe and the former Soviet Union has failed to
transfer, at minimum, the capacity to organise an office on the
Western model, and up to Western standards (Dyker, 1999). On the
transfer of hard (product and process) technology2 the record is more
mixed. Some sectors in some countries of the region have simply not
needed hard technology, e.g. the Russian space-launch industry (see
Bzhilianskaya, 1999). In sectors where hard technology transfer has
been needed, the policy of Western firms has varied widely. In some
cases, it has been extremely restrictive, seeking to maximise any East-
West technology transfer while keeping West-East technology transfer at
the minimum necessary to allow the subsidiary to do its job (Sharp &
Barz, 1997, pp. 107–8). In others, Western investors seem to have
gone out their way to maximise the ramified scope for technology
transfer from West to East (Havas, 1997, p. 227). Direct investment
in supply chains has been uncommon, though not unheard of, and
international investors have a very mixed record on the encourage-
ment of the development of local supply chains.

Against such a background, it is hardly surprising to find that the
overall impact of FDI, in terms of improving the technological capa-
bilities of host economies, has been less than it might have been.
Macroeconomic analysis suggests a predominance of asset absorption,
as opposed to asset creation, in FDI. In other words, investment has
tended simply to access existing resources, rather than transforming
those resources (in particular human capital resources) (Dyker &
Kubielas, 2000).
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FDI is not the only vehicle for international business integration
and international technology transfer. Various kinds of alliances, out-
ward processing agreements, franchises, etc. have developed in numbers
since the start of transition. Thus in the information technology field,
over the period 1989–94, more strategic technology alliances were
formed with the involvement of firms from Russia than for any other
country in the world (Radošević, 1999). The problem here, however,
is that we have very little idea how much real technology transfer is
going on under the rubric of these alliances. We are on much more
solid ground with outward processing, which typically involves sub-
stantial transfer of soft technology but little of hard technology.
Aimed as it is at the accessing of cheap labour for labour-intensive
processes, it represents asset absorption, pure and simple. Case-study
evidence suggests that franchising may be a very important way of
transferring both soft and hard technology in high-tech sectors, and
of building a platform from which local franchisers can start to
develop their own technological dynamism, eventually integrating
back into the global technology network of the firm that gave them
the franchise in the first place (Dyker, 1996) — clearly asset creation
par excellence. But franchising is not developing on an aggregate scale
which would permit best practice under this heading to revolutionise
whole economies. In what follows, we subsume non-equity based
international cooperation under FDI.

Finally, there is government. While industrial ministries have
largely disappeared in the transition region, ministries of science and
technology, or their equivalent, have in the main survived, to promul-
gate programmes in which raising the efficiency of technology trans-
fer invariably features as a goal. Policy implementation here, as in
other regards, has, however, been generally ineffectual — partly
because science and technology ministries have tended to concentrate
their attention on the science sector, rather than on the key private
sector actors in the technology transfer process, as discussed above,
partly through lack of funds, and partly through sheer conser-
vatism of outlook. As we have seen, none of the organisations with
potential for technology transfer have really “pulled their weight”.
Government has, perhaps, been the most disappointing of all in this
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regard. The obvious question that arises at this point is: given that
SMEs, academic spin-offs, foreign-owned subsidiaries, franchisers,
government departments, etc. seem uniformly unequal to the scale of
the challenge of upgrading the process of innovation and technology
transfer in the transition countries, might some recombination of
those elements provide the critical mass that does not at present exist?

ELEMENTS OF AN INTEGRATED TECHNOLOGY
TRANSFER SYSTEM

The new vision that emerged as theorists and practitioners sloughed
off the science-push idea in the West was of the process of innovation
as an interactive process, within which “science and technology
development in practice is characterised by the constant occurrence
of interactions; vertically, between mono- and multidisciplinary
research and technology development as well as between technology
development and production innovation, and horizontally, between
technologies as well as between science disciplines” (Schaffers &
Smits, 1997, p. 2). On the organisational dimension, big firms, small
firms, government departments, higher educational institutions,
research organisations, etc. all participate in the innovation process.
In that context it would be misleading to think that just because a
particular firm or department was “big” that it was therefore at the
“top” in hierarchical terms.

Innovation and technology development are the result of a
complex set of relationships among actors in the system, which
includes enterprises, universities and government research
institutes … For policy-makers, an understanding of the national
innovation system can help identify leverage points for enhanc-
ing innovative performance and overall competitiveness …
Policies which seek to improve networking among the actors
and institutions in the system and which aim at enhancing the
innovative capacity of firms, particularly their ability to identify
and absorb technologies, are most valuable in this context
(OECD, 1997, p. 3).
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In such a system it is the matrix, the network, that is crucial.
Individual elements within the matrix do not need to have critical
mass in themselves — as long as they are adequately linked in with
adjacent elements. In this understanding of the process of innovation
and technology transfer, therefore, the stress is on technological net-
works, rather than on the elements that make up the networks. In
that context the very distinction between innovation and technology
transfer begins to lose its significance. In an interactive system there is
no innovation without technology transfer, and effective technology
transfer is itself, in most cases, only possible if the organisation pro-
viding the vehicle for transfer has a degree of innovatory capability.

This is at once bad news and good news for the transition coun-
tries. It is bad news in the sense that networking has always been the
biggest weakness of the S&T systems of those countries. It is good
news in the sense that the interactive vision of the technology transfer
process shows how elements which in themselves have only a minor
impact may, in concert, be able to produce a real transformation of
the whole process of innovation in the context of transition. If we
believe, as I think we must, that the negative legacies of the past are
not immutable, then we must believe that, in this case, the good news
is bigger news than the bad news.

The conclusion to which this argument tends is obvious enough.
If the dynamic elements in the transition economies — the foreign-
owned firms, the franchises, the high-tech SMEs and the spin-offs —
could only get together, in the way they do in the West, the vicious
circle of weak innovation/technology transfer would be broken. But
that is, of course, to state the problem rather than solve it. Let us try
to list the main obstacles, inherited inertia apart, to the reintegration
of the fragmented innovation/technology transfer systems of the
transition countries.

1. Irrespective of their attitude to the transfer of hard technology,
transnational corporations (TNCs) generally keep their central
R&D activities located in the home country (General Electric/
Tungsram and Sun Microsystems are notable exceptions in rela-
tion to Eastern Europe and the former Soviet Union). If we
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accept the argument that you cannot effectively absorb the inno-
vations of others unless you know how to innovate yourself, then
this is indeed a major obstacle in the way of “deep integration”.

2. The origin of transition region spin-offs is completely different
from that of their Western counterparts. In the West, spin-offs are
spun-off from other companies. In the East, they are spun off
from research institutes. Even where Eastern spin-offs can make a
real contribution to technology transfer, therefore, they are up
against the problem that come from a “different world” from that
of their prospective clients.

3. The weakness of TNC networking within the transition region is
largely a function of the perception that potential local suppliers
(some of them academic spin-offs, as discussed above) are not
competitive, in terms of price, quality or both. In other words,
there seems to be a prima facie case that transition countries do
not generally enjoy comparative advantage in supplier sectors,
despite their abundant endowment in labour in general, and in the
relevant specific types of human capital. Of course the perceptions
of the TNCs may be wrong. But it is clear that if an investor does
not even think he can make a profit out of asset absorption, he is
unlikely to get involved in asset creation.

4. To the extent that effective networking is dependent on govern-
ment, weakness in government may clearly be a critical obstacle to
the creation of an effective interactive system.

Of course, none of these obstacles are insuperable. Rather we con-
sider them simply to sharpen our understanding of the underlying
issues. TNCs, for instance, may still concentrate their big labs in their
home country, but the current trend is actually to deconcentration.

R&D increasingly is being moved closer to major customers,
and/or areas with more favourable R&D conditions … The for-
eign proportion of R&D in promising fields developed in an
even more dynamic manner than the foreign share of sales.
Apart from the legal framework, contact with leading academic
research facilities in the respective fields is an important factor
in the choice of R&D location (Albach et al., 1996).
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A particularly striking example of this is the way that European chem-
icals firms have tended to shift their biotechnology laboratory activity
to the United States (Thomas, 1998).

Up to now, this new trend has been in evidence largely within the
developed industrial world. But it has surfaced in the transition
region, e.g. in terms of the setting-up by major Western companies of
software and computer labs in Russia, to take advantage of the unique
human capital resources released after the break-up of the Soviet
military-industrial complex. It will develop further in that region to the
extent that core research capacities are effectively restructured in such a
way that they can respond efficiently and flexibly to the needs of the
TNCs and in such a way as to ensure that both sides can make money
out of the deal, or alternatively present themselves as worthy objects of
acquisition policy. Either way, core research capacities need a good
dose of the soft technology transfer which usually only comes after a
deal with a foreign company has been clinched. Public sector technical
assistance programmes have done something to fill the gap — but not
enough. They could do much better, and, in combination with more
muscular management in-house, possibly achieve a major break-
through in terms of making core research capacities in the transition
countries look like an attractive investment.

Again, the problem of the non-commercial origin of the typical
East European spin-off is only an insuperable one if we believe that
nothing can ever be changed. Certainly, the managements of the
medium-large firms inherited from the old system may, under difficult
transition conditions, be reluctant to be persuaded that “academics”
can help them. Even here, however, it is important to bear in mind
that in many cases, under the old system, enterprises did have long-
term links with particular research institutes. There is no reason of
principle why those links should not be inherited by transition-period
spin-offs from those same institutes, and redeveloped as the most vig-
orous of the medium-large firms rediscover the capacity to invest in
future competitiveness. Finally, the TNCs have few prejudices. If they
perceive the prospect of profitable sub-contracting to an academic
spin-off from the transition region they will do it. What is clear is that
the spin-off must be in a position to organise its work coherently,
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market its services properly, and take a reasonably long view on finan-
cial matters. Given that many spin-offs were originally created as
financial improvisations with cash flow primarily in mind, that is a tall
order. Here, then, is where the spin-offs need help from the public
sector:

• to provide facilities in the form of innovation centres or science
parks that can provide a congenial environment, strengthen link-
ages between spin-offs and exploit economies of scale in things like
marketing; and

• to open up special channels for the financing of more long-term
projects, including innovative projects for which a client has not
yet been found.

That brings us round to point 4 above. Can the typical East
European/post-Soviet government really be trusted to set up innova-
tion centres and science parks which are not just real estate specula-
tions, to coordinate spin-off activity and provide some kind of
venture capital facility? Up to now, the governments of the region
have signally failed on all of these, and similar, policy issues. Again, we
must not assume that nothing can ever be changed. But changing the
typical East European state is likely to be a special challenge.

On TNC supply networking within the region, there is no need to
be excessively despondent. However unsatisfactory the present situa-
tion is, the trend is in the right direction, as evidenced by a survey
conducted in Hungary.

According to our … survey, multies play a significant economic
role as contractors: many new technology-oriented or R&D-
intensive forms are connected to them as suppliers. In these
cases mostly [the] financial situation of the firms is strength-
ened. Besides, they are forced to meet the contractor’s claim on
a very high level, in due time and on low prices. All the
resources and knowledge have to be mobilized. It is a difficult
but good training for companies and individuals, who were
accustomed to [a] less productive economic system (Mosoni-
Fried, 1997, p. 22).
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Matters are much less advanced in Russia, as one might expect. Still,
Pripisnov (1999) finds that supply links between foreign investors
and SMEs are developing (in both directions), especially where SMEs
specialising in scientific services are involved, and that in general
SMEs with better developed supply links with foreign-owned firms
tend to be more innovative — all of this despite the fact that there is
very little FDI as such in Russian SMEs.

As in relation to academic spin-offs, government can help rein-
force positive trends through marketing in the broadest sense — the
dissemination of information on the entire supplier landscape in the
given country. But beyond that the private sector can be trusted here
to take the matter largely into its own hands. The common interest
between foreign investors and local suppliers is such a palpable one,
that they should probably be largely left to do their own deals. Tax
breaks or the like for foreign investors using local suppliers would run
the risk of insulating the suppliers from the need to raise their game,
and of thus largely losing the benefit to the economy as a whole.
Local content minima still come within the range of what is permissi-
ble in terms of the international commercial code, but can backfire in
the case of countries with small domestic markets. In a number of
countries, notably in the former Soviet Union, steps need to be taken
to ensure that SMEs in general play on a “level playing field”, untrou-
bled by local government chiefs who can be arbitrary and sometimes
rapacious, or protection racketeers who are invariably rapacious.

CONCLUSIONS

What lessons for the future can we draw on all this? It seems almost
banal to repeat that critical mass is critical. Yet the reality of the tran-
sition countries is that:

• The innovation process remains fragmented.
• The transition countries dispose of many positive elements of inno-

vatory dynamism.
• Positive action is needed to bring these together so as to create the

interactive matrix whose existence is taken for granted in a mature
market economy.
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Much of that positive action will be generated by the market itself,
and it should be the first duty of government to ensure that the mar-
ket is allowed to get on with the job. To that extent, policy on inno-
vation can simply be seen as an extension of policy on privatisation,
competition, etc. But government does have other, more positive
duties to perform in the business of integrating the innovation
process, and it is not clear that it is, at present, capable of performing
these duties. Even the maintenance of basic law and order, so crucial
for small companies, seems to be beyond the capabilities of many
transition governments, especially in the former Soviet Union. More
specifically, existing ministries of science and technology often seem
to hinder rather than facilitate the emergence of a more realistic
understanding of the nature of innovation and the elaboration of cor-
responding programmes of technical assistance to help research insti-
tutes restructure, to develop networks of innovation centres, to
strengthen venture capital facilities, etc. In the vision of a virtuous
circle of interaction between foreign companies, indigenous small
enterprises and government, it is always government which seems
most likely to break the circle. While helping government to raise its
game can be a thankless task, it is surely the action most likely to have
a substantial exogenous impact on the process of innovation and
technology transfer in the transition region over the medium term.
Radical reorganisation, even abolition, of existing science and tech-
nology ministries may be a necessary first step in all this.
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INTRODUCTION

The aim of this paper is to study the process of development and
dissemination of technology in Russia through the medium of cooper-
ation between Russian organisations and foreign firms, and/or the
employment and training by foreign firms of Russian nationals.1 In
principle, the study does not limit itself to any particular institutional
form. In practice, it has to start by looking at foreign direct invest-
ment, as the dominant, and best documented, form of technology-
oriented international business collaboration. According to commonly

Chapter 9

Technology Exchange and the Foreign
Business Sector in Russia*

217

*This article is based on a report commissioned by the OECD and presented at the
conference “The Future of Russian Science and Technology”, Moscow, 15–16
December, 1998. It draws primarily on sources published in English and Russian.
These published sources have been supplemented by interviews with executives of
foreign companies investing in Russia and Russian civil servants with responsibilities
in the area. For reasons of confidentiality, those latter sources cannot be named.
Where such a source has been used, it is marked (C) in the text.
1Thus we do not discuss systematically the role of public-sector technical assistance
programmes and the like in technological processes. On these see Mirskaya, 1997.
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accepted definitions, any investment worth more than 10 per cent of
the total equity of the host organisation counts as direct investment.
That means that a wide range of joint ventures between Russian com-
panies and institutes, on the one hand, and foreign firms on the other,
count as direct investment. It is this very broad grouping that we
investigate first, before going on to look at other forms of technologi-
cal alliance or contractual relationship.

FOREIGN DIRECT INVESTMENT IN GLOBAL
CONTEXT

Foreign direct investment (FDI) is widely perceived as one of the key
resource flows in the contemporary international economy. It is
strongly identified with multinational corporations (MNCs), and has
not escaped the political controversy that has sometimes surrounded
the latter. But the balance of opinion has changed over the past cou-
ple of decades, and while specific elements of FDI may still come in
for criticism on health, environmental or distributional grounds,
FDI in the aggregate is generally viewed as a positive factor of eco-
nomic development. It is, certainly, easy to exaggerate the purely
quantitative impact of FDI. In 1999 total world FDI outflow was
$845 b — 14 per cent of total world gross fixed capital formation
(UNCTAD, 2000, p. xvi). Thus the great bulk of fixed investment is
still carried on within the boundaries of individual states. Of course
there are wide variations between countries, and a number of coun-
tries, especially in East Asia, owe much larger proportions of their
total investment to FDI. Still, FDI remains a minor source of invest-
ment finance at the global level. Its key importance, therefore, has to
be sought in other areas. Those areas have generally been identified
in terms of technology transfer. Any suggestion that there is a unique
relationship between FDI and international technology transfer
should be treated with scepticism, and we shall return at a later point
to the issue of alternative forms of international technology transfer.
But it is commonly believed that FDI tends to disseminate techno-
logical best practice, and the empirical record at the global level
vindicates that belief.
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What kinds of technology transfer are we talking about? Most
obviously about the transfer of:

Process and Product Technology — “Hard” Technology

To the extent that hard technology transfer in the contemporary world
is crucially dependent on the transfer of tacit knowledge, which can
only be transferred within the framework of tightly knit teams of exec-
utives and scientists, it can only be done efficiently within the bound-
aries of one firm. To use Dunning’s terminology, particular firms may
enjoy firm-specific technological advantages which can be transferred
efficiently only through a mechanism internal to the firms itself
(Dunning, 1988). Of course, such processes of hard technology trans-
fer can occur within the frontiers of one state, and indeed often do in
the advanced capitalist countries. Given Russia’s special technological
strengths in specific areas, purely domestic hard technology transfer on
a significant scale is therefore not ruled out. Nor is “reverse” technol-
ogy transfer, where the hard technology is transferred from the host
company to the foreign investor. But in the “catch-up” countries in
general (i.e., NICs and transition countries (TCs)), key elements of
hard technology will usually come from abroad.

Management, Organisational and Office Technology —
“Soft” Technology

In seeking to internalise firm-specific or other advantages, investing
companies have to impose their own corporate organisational struc-
tures on subsidiaries or partners. Those organisational structures are,
in the modern world, crucially dependent, not only on patterns of
human organisation within the firm, but also on specific forms of
electronic networking, etc. It will therefore be impossible for the firm
to impose its organisational structure without transferring “soft”
technology, in terms of the disposition of hierarchies, lines of respon-
sibility, the use of intra-firm E-mail systems, etc. While FDI normally
carries hard technology transfer, while indeed hard technology is
often part of the raison d’être of FDI, it is possible to envisage FDI
without hard technology transfer, and indeed not difficult to find
examples of it. Soft technology transfer, by contrast, is a sine qua non
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of foreign direct investment. To put the point even more strongly,
even if an investing company did not want its management technol-
ogy to be transferred, it would not be able to stop it.

The implication is that, even where there is no soft technology gap
as such, soft technology will be transferred in the course of FDI, sim-
ply in order to create an integrated system. In practice, where the
catch-up countries are concerned, there is generally a technology gap,
so that there will be a genuine learning process here. And that process
will have to be addressed explicitly, hence the enormous stress placed
on training of local personnel by MNCs in the context of FDI.

Networking, building of supply chains, etc.

The ramifications of a particular element of FDI often go far beyond the
original investment. Particularly in sectors with highly complex input-
output linkages like the automotive industry, the normal pattern is for
networking out from the core investment, to first-tier suppliers, who will
usually actively cooperate with the core enterprise in areas like design as
well as in the manufacture of components, and then on to second- and
third-tier suppliers, whose role is generally limited to the latter dimen-
sion. First-tier suppliers may be industrial firms or research institutes.
Second- and third-tier suppliers will normally be industrial firms. In prin-
ciple, networking amplifies the process of technology transfer through a
process of ramified dissemination. No two networks are identical, how-
ever, and the impact of a particular supply chain on the overall techno-
logical level of the host economy will depend on a wide range of factors:

• the policies of the investing company towards technology transfer
outside the company (i.e., externalisation of firm-specific
advantages);

• the extent to which sub-contractors are actually able to “raise their
game”;

• whether first-tier suppliers are domestic firms, as opposed to foreign
firms or subsidiaries; and

• the precise manner in which the relationships between the different
tiers of suppliers are set up.

Thus while FDI-induced networking will always have some knock-on
effect, it may be difficult to maximise that effect.
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Locational Factors in FDI Decisions

Specific FDI decisions are based on the perception and scope for
internalisation, not only of firm-specific advantages, but also of
location-specific advantages. So it is not enough for the investing firm
to have something special to offer. The prospective host country has
to have something special as well. Economists have traditionally
viewed locational factors in international economic relations in terms
of broadly defined factors of production. And since in the context of
FDI the investing firm by definition provides the capital, attention
focuses on the other two main factors of production, labour and land
(including natural resources). Thus FDI in the Third World is pre-
dominantly cheap-labour-seeking and/or land/natural-resource-
seeking. But just as the bulk of trade in the modern world is between
developed countries (mostly in the form of intra-industry trade), so
the bulk of FDI also flows between the developed countries, in which
labour is generally equally dear, and land and natural resource endow-
ment (North America and Australia apart) equally meagre. Thus
there are clear parallels between intra-industry trade and intra-
industry FDI. In the context of a complex and dynamic world,
specific firms/institutes or clusters of firms/institutes in specific
countries or regions develop specific capabilities. Other firms seeking
to stay on the technological leading edge will have to do business
with these firms. And where there are, e.g. crucial issues of intellec-
tual property, the business will ultimately have to be internalised
within some of these firms.

FDI IN THE TRANSITION REGION

Over the past decade or so FDI has run at fairly high levels in the
TCs, particularly in Central-East Europe (CEE) (see Chapter 6). We
can summarise the experience of CEE in relation to FDI under the
following headings:

1. FDI in CEE has hardly ever been driven by a quest for cheap
labour (OECD, 1994; Mutinelli & Piscitello, 1996; Estrin et al.,
1997). That does not mean that wage costs, and indeed price
factors in general, have not been an important element in
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decision-taking. It does mean that they have rarely represented a
decisive factor, because it is not wage costs as such, but rather the
relationship between wages and productivity that will determine
how profitable a project in manufacturing is. And it is the key
importance of controlling that relationship that pushes the prime
mover in the direction of internalisation through FDI, and makes
the transfer of managerial and organisational technology, as an
instrument of that control, absolutely essential.

2. There is a general correlation between levels of FDI and rates of
growth of labour productivity, levels of exports, and improvement
in the structure of exports as measured by the share of the machin-
ery and engineering sectors in total exports. In Hungary, foreign
investment enterprises (FIEs) accounted for 77.5 per cent of total
exports in 1996, while the share of machinery and engineering
in total exports increased from 20 per cent in 1990 to 52 per cent
in 1996 (Hunya, 1998, pp. 12 and 18). This clearly underlines
the tremendous importance of soft technology transfer through
FDI as a factor enabling FIEs to raise their business game, but it
also suggests substantial elements of transfer of hard technology.

3. The experience of Eastern Europe in relation to supply networks
has been mixed. There has been substantial foreign investment in
the car industries of Poland, the Czech Republic and Hungary,
and this yields a rich seam of case material (Havas, 1997; 1999;
Ellingstad, 1997; Martin, 1998; Dyker, 1999). Generally, the
Hungarian experience has been the most positive in terms of the
extent of supply networking out from the FIE, though develop-
ment has been constrained by difficulties experienced by suppliers
in meeting quality requirements. The extent of supply networking
out of the Volkswagen/Škoda plant in the Czech Republic has
been impressive, but local (as opposed to foreign or foreign-
owned) suppliers have tended to be relegated to the position of
second- and third-tier suppliers, so that they have not been
involved in design activities, and have tended to be treated as
“commodity” producers, with all that implies in terms of pressure
to cut prices. In Poland, most of the foreign-owned car plants
have brought their own suppliers with them.
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4. The experience in relation to the impact of FDI on R&D as such
is mixed. A statistical study of the activity of more than 100 FIEs
spending money on R&D in Hungary 1992–95 (Inzelt, 1999)
found that:
a. FIEs with above 75 per cent foreign ownership tend to spend

substantially more on R&D in relation to total sales than
domestically-owned firms.

b. The higher the foreign ownership stake, the higher do relative
R&D expenditures tend to be.

c. As time went on, R&D expenditures per FIE tended to rise.
d. FIEs tended progressively to cut expenditure on contract R&D.
e. R&D within the framework of FDI tends to be “skin-deep”, in

the sense that it is focused on product development and adap-
tation rather than basic or applied research.

5. The record of government influence on these patterns is uneven.
Governments of host countries have found it difficult to hold
foreign companies to their commitments in relation to levels of
investment (e.g. Volkswagen/Škoda) and to prevent abuse of
monopoly power. But they have been able to impose effective
local-content requirements, and this has been a major factor in the
development of supply networks in the automotive industry.
A scheme under which the Hungarian government offers grants
to foreign firms setting up R&D laboratories in Hungary has gen-
erated positive results (Inzelt, 1999).

Overall, the experience of CEE demonstrates that FDI can be a
major factor of productivity enhancement. It is less evident from the
CEE material that it will necessarily strengthen the indigenous sci-
ence and technology base of the host country. In other words, it is
simply not clear whether FDI in TCs produces “shallow” or “deep”
integration (Radošević & Dyker, 1997). TC governments are not
powerless in these matters, but it would be unrealistic to imagine that
the government of any transition government could ever have the
“clout” of the US government or the European Commission. Thus
CEE experience provides no blueprints — for Russia or for any other
country. But it does provide a useful checklist of key issues, which will
help us to structure our discussion of the Russian case.

Technology Exchange and the Foreign Business Sector in Russia 223

B149_Ch09.qxd  23/04/04  4:52 PM  Page 223



STRATEGIC AND TECHNOLOGICAL ALLIANCES 
IN THE TRANSITION REGION

As noted earlier, the distinction between an alliance and FDI based
on a minority equity holding is an artificial one. Nevertheless there
are forms of alliance which have no equity content as such, but which
may be particularly important for catch-up countries, including TCs.
Outward-processing agreements have played a key role in the globalisa-
tion of the CEECs during the 1990s, and have been of particular
importance in relation to German business involvement in Poland,
for example, where equity ownership raises political problems. Thus
German OPT with Poland accounted for over 30 per cent of total
EU15 OPT with the CEE-4 (Poland, Hungary, the Czech Republic
and Slovakia) in 1996 (Pellegrin, 1999, p. 4).

The sectors involved are usually low-technology sectors, where
R&D hardly comes into the question. Thus in 1996 textiles and cloth-
ing, footwear and furniture together accounted for nearly 75 per cent
of total OPT re-imports into the EU (Pellegrin, 1999, p. 6). And here
lead firms clearly believe that collaborating firms can be trusted to
organise their own production lines, so that full internalisation of the
operation is not required. That is not to say that outward processing
relationships involve no transfer of soft technology from lead firm to
collaborating firm. But it does mean that lead firms do not consider it
necessary, in the context of relatively simple production technologies,
to take control of the determinants of labour productivity. Here, in
contrast to the pattern with FDI, lead firms are indeed looking for
cheap labour, confident that collaborating firms can keep control of
labour productivity — and knowing that if they fail to do so, the finan-
cial loss will be theirs, not the lead firm’s.

But not all alliances involving TCs are low-tech. Over the period
1984–94 Hungary, Poland, Czechoslovakia and the FSU (mainly
Russia) reported a very high incidence of strategic alliances in infor-
mation technology (Vonortas & Safioles, 1996). We have no system-
atic information on the content of these alliances, and some of them
may have been purely opportunistic, as insiders sought to circumvent
restrictions on privatisation in the early years of transition. But there
is surely some indication of a breadth of opportunity for science and
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technology cooperation in an area where human capital resources in
the region are substantial. Case material from the software sector
would tend to corroborate this latter thesis, with licensing and fran-
chising agreements with international companies furnishing software
firms in TCs with a springboard for technological dynamism. The lat-
ter are then able to exploit this springboard as a basis for integrating
back into the global system which provided the licenses and fran-
chises in the first place, ultimately generating a process of two-way
technology transfer (Dyker, 1996). Even where the cross-border busi-
ness relationship takes an OPT form, the content of the relationship
may carry a significant technology element where the sector involved
is a “middle-tech” one like electrical machinery (see Chapter 7).

Taking alliances into consideration certainly broadens out the picture
of international business collaboration as it affects TCs. Here we find
relationships more reminiscent of those between metropolitan countries
and NICs than of those between different parts of Europe. But here
also we find relationships nested within highly dynamic, high-tech sec-
tors, where alliances seem to provide a necessary element of flexibility
which equity-based relationships cannot match. What alliances have not
up to now been able to provide is a basis for complex supply network-
ing. It is surely inconceivable that the vehicle-manufacturing multina-
tionals could have gone into CEE on the basis of outward processing.
Yet the case of Vilati (see Chapter 7) suggests that what has been incon-
ceivable in the past may not be inconceivable in the future. Indeed when
we look at the whole gamut of possible equity- and non-equity-based
relationships, we have to conclude that almost anything is possible, that
almost anything can be to a degree mutually beneficial, while always
bearing in mind that in practice few international business collabora-
tions have been as beneficial for the TCs as they might have been.

THE PATTERN OF FOREIGN INVESTMENT AND
ALLIANCES IN RUSSIA

It hardly needs saying that Russia is a unique country, even among
TCs. It is one of the few TCs to dispose of a raw material endowment
rich enough significantly to affect patterns of foreign trade and for-
eign investment. It is the only TC where geographical and climatic
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factors have a major bearing on investment decisions. Russia shares
with the other TCs a substantial endowment in human capital. Even
here, however, there are special factors contingent on the concentra-
tion of the old Warsaw Pact’s military-industrial complex in the
Soviet Union, primarily in Russia. Russia is also unique among TCs in
terms of the potential size of its domestic market, and we must expect
this also to affect the pattern of inward investment.2

The basic contours of the overall pattern of foreign investment in
Russia are laid out in Table 7, Chapter 3. The main characteristics of
the FDI situation are clear enough — absolute levels have been low,
and the modest upward trend of the mid-1990s was cut off by the
financial crisis of August 1998. In 2000 and 2001 net inflow of FDI
was actually negative, according to EBRD estimates (EBRD, 2002,
p. 193). While this reflects primarily increases in FDI outflow, gross
inflow of FDI has never recovered the level of 1997, averaging some-
thing under $3 b per annum 1999–2002 (ECE, 2003, p. 239). Thus
FDI has been an essentially minor, but not insignificant, resource
flow in the Russian case.

This basic pattern of foreign direct investment in Russia comes out
clearly from the figures on inflow and stock by branch, presented in
Table 1. Fuel is an important target for FDI, as might be expected,
given Russia’s natural endowments, and it can dominate investment
inflow in particular periods, e.g. the first half of 1999. But in cumula-
tive terms it is no more important a target than the food industry.
Over 30 per cent of cumulative FDI has gone to assuage traditional
Soviet/Russian weaknesses in the production and distribution of
food and in the distribution network at large, i.e., in sectors where
the main technologies being transferred are soft rather than hard. The
c.20 per cent of total cumulative FDI that has gone to telecommuni-
cations (note that the inflow figure for the first half of 1999 was
much lower) has likewise aimed to fill a gap left by communism,
though here the transfer of hard technology has been much more
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important. When non-ferrous metallurgy and timber and paper are
added into fuel, the total share of cumulative FDI going to raw-
material-based sectors rises to nearly 25 per cent. The only branch of
manufacturing that figures significantly within total cumulative FDI is
mechanical engineering and metal-working, which holds the main
scope for networking and spillover effects, and inflow into this sector
fell to almost negligible proportions in the first half of 1999.

In the sections that follow, reference is made to the specific FDI
experience of a number of these sectors. In addition, detailed case
studies of the hydrocarbon industries, and of one key sector of the
engineering industry, are laid out in a separate section.

What about the pattern of FDI by size of enterprise? Investor
companies have on the whole been big companies, though with a sig-
nificant volume of investment coming from small and (in particular)
medium-sized enterprises from Central Europe. As far as host enter-
prises are concerned, we have no official data, but we do have sample-
survey data. In interpreting this data, we have to bear in mind the
peculiar size distribution of firms in Russia. Gazprom apart, there are
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Table 1. FDI inflow into Russia, first half of 1999 and cumulative, by sector.

First half of 1999 Cumulative

$ m % of total $ m % of total

Total 2,428.8 100.0 11,692.5 100.0
Fuel 995.1 41.0 2138.7 18.3
General commercial activity 46.9 1.9 375.3 3.2
Finance and credit 66.2 2.0 — —
Trade and public catering 318.3 13.1 1153.0 9.9
Food industry 483.2 19.9 2317.7 19.8
Non-ferrous metallurgy 3.6 0.1 292.4 2.5
Transport 129.3 5.3 341.5 2.9
Forestry, pulp and paper — — 465.4 4.0
Communications 68.7 2.8 2208.5 18.9
Mechanical engineering and 51.6 2.1 470.4 4.0

metal working
Ferrous metallurgy 61.8 2.5 — —

Source: FIPC.
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no really big firms. And while there are a large number of small firms
(employing under 100 people), they account for only around 10 per
cent of official employment (rather more when allowance is made for
the second economy). It is only to be expected, therefore, that the
great bulk of FDI should be in either existing medium-large firms or
greenfield developments. It is, nevertheless, surprising that a survey
of 841 small enterprises carried out at the beginning of 1997 discov-
ered only five SEs actually hosting FDI. What the survey also discov-
ered, however, was that the intensity of business relations between
SEs and foreign firms and foreign-owned firms is greater in the high-
tech sectors, that such relationships afford significant advantages to
the SEs involved in terms of soft technology transfer and training for
their staff, and that SEs working closely with foreign firms and
foreign-owned firms tend to be more innovative than other SEs, at
least on the product-design and marketing sides, if less clearly so on
the production technology side (Pripisnov, 1999). All this suggests
that small Russian enterprises have a big potential role to play in the
development of FDI in Russia, but as elements in supply networks
rather than as hosts of FDI as such.

In the absence of any comparable data on alliances, we can only guess
at the pattern of non-equity relationships that has evolved over recent
years. Alliances are probably mainly concentrated in the high-tech and
information technology sectors. Hagedoorn and Sedaitis (1997) found
a high correlation between non-equity relationships and the intensity of
the R&D component in the strategic technology alliances and joint ven-
tures they studied. For both these reasons, partners must surely come
predominantly from the OECD countries. Hagedoorn and Sedaitis
found that, within their sample, the pure alliance form (i.e., with no
equity element at all) tended to exhibit a relatively even balance of West-
to-East and East-to-West technology transfer. More than that it is not
possible to say at the general level with any confidence.

Table 2 shows the extent to which Russian R&D organisations
and innovation-oriented enterprises3 have become involved in
alliances with foreign partners. The figures are not insignificant, and
they grew steadily up to 1996, but they are still not high, and they
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experienced something of a collapse in 1997–98 (though note that
where foreign ownership is involved they held up better). They show
that the reported degree of internationalisation of R&D as such is, in
fact, a good deal lower than the reported degree of internationalisa-
tion of, for example, the oil industry (see case study 1). Outstanding
cases like the American branch of the Institute of Theoretical Physics
of the Russian Academy of Sciences apart, the incidence of formal
international R&D collaboration has been noticeably lower for Russia
(and indeed for the former Soviet Union in general) than for the
Central-East European countries (Mirskaya, 1997). There is, surely, a
substantial degree of underreporting here in the Russian case (the
incidence of underreporting may have increased since 1997), as R&D
organisations conceal their foreign partnerships to avoid cuts in core
funding, and groups within institutes do their own international deals
with institute management turning a blind eye as the price of keeping
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Table 2. The internationalisation of Russian R&D.

1993 1994 1995 1996 1997 1998

Number of wholly or 2 — 25 43 43 61
partly foreign-owned
R&D-performing
organizations
As percentage of all 0.4 — 0.6 1.0 1.0 1.3
R&D organizations

Number of joint 305 510 800 813 608 306
ventures in R&D
and related activities
Number of employees 9,100 8,900 9,600 9,000 5,300 4,900

Number of innovating
enterprises involving
foreign ownership
Active in R&D — — 13 11 11 —
Active in patenting — — 2 3 4 —
and licensing

Active in production — — 2 7 10 —
design

Source: Nauka Rossii v Tsifrakh, 1997, pp. 12, 14 & 85; Nauka Rossii v Tsifrakh, 1998, pp. 12,
14 & 85; Nauka Rossii v Tsifrakh, 1999, pp. 12, 14 & 85.
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the institute together. It is, of course, difficult to obtain more than
scattered, anecdotal evidence on this section of the “grey” economy.
In studying the impact of R&D collaboration with foreign organisa-
tions within the framework of FDI and alliances, therefore, we have
to focus on production enterprises rather than R&D organisations.

Beyond FDI and formal alliances lies a largely uncharted area of
informal contacts, alliances and exchanges. (Note that here “informal”
does not necessarily mean “grey” in the sense that that word was used
in the past paragraph.) To the extent that informality is conducive to
the transfer of tacit knowledge, these relationships must play a signifi-
cant role in processes of technology transfer in both directions. Thus a
Russian scientist who works in the West for five years will return to
Russia with upgraded scientific capabilities and a grasp of how state-
of-the-art laboratories are organised, and will probably have left a sig-
nificant legacy of (Russian) scientific and technical knowledge with his
hosts. He will, furthermore, take the network he has built up over the
five years home with him. In some cases, Russian scientists have been
able to build up powerful international networks without ever spend-
ing long periods abroad. The bulk of this kind of cooperation goes on
within the public sector rather than the business sector (Mirskaya,
1997). But there are exceptions, notably in the case of the British
healthcare consortium (Glaxo, Wellcome and Zeneca) operating in
the Urals, which brings Russian doctors over to the UK for training
within the framework of a commercial agreement that also involves
sale of pharmaceuticals and medical equipment, and some elements
of countertrade (Barz, 1999). Specific examples of this nature apart,
academic networks do increasingly overlap with business networks, so
that even purely academic cooperation must have a significant impact
on foreign business sector activity in Russia. It is impossible to com-
ment further on the basis of existing information.

THE PATTERN OF TECHNOLOGY TRANSFER
THROUGH FDI AND ALLIANCES IN RUSSIA

How does the particular pattern of FDI in Russia affect the pattern of
technology transfer? In relation to soft technology, not at all. As noted
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earlier, transfer of managerial and organisational technology is a sine
qua non of effective FDI. In Russia, where the essentially non-com-
mercial management culture of the old system of central planning is
peculiarly deep-seated, this is a fortiori the case. If the foreign
investor is not able to impose the essential elements of his manage-
ment system and culture the project is doomed to failure.

The situation with respect to hard technology is much more com-
plex. In many areas, for example that of fast food, there is virtually no
hard technology to transfer — the organisational side is everything.
There are broad areas of middle-tech engineering where the levels of
technology inherited from the Soviet Union are competitive, if not
absolutely leading-edge (Dyker & Radošević, 1994), so that “brown-
field” investments in these sectors are again largely exercises in organ-
isational rationalisation. There are areas of hard technology, e.g. in
the oil industry, where transfer has been crucial in the past, but where
the Russian side to a great extent caught up in the course of the
1990s (C; see case study 1). But we should not downplay the role of
hard technology transfer too much. There are very specific areas of
hard technology, e.g. nuclear safety, aero engines and telecommuni-
cations, environmental protection (see case study 1) where transfer of
process technology has been, and remains crucial. And when we
switch our attention from process to product technology, we see a
different picture altogether. Thus in food processing, for instance, the
design of products specifically for the Russian market, based on thor-
oughgoing market research and taking into account all the special
characteristics of the Russian market, including the limited spending
power of most families, has been key (C). Thus inward transfer of
hard technology is of central importance, but the degree of impor-
tance varies greatly from sector to sector, and even from operation
to operation.

FDI in Russia has also served as a vehicle for East-to-West technol-
ogy transfer. The market for East-to-West technology transfer is con-
ditioned by three key features of the Soviet legacy.

1. The “over-development” of specific elements within the Russian
human capital stock on account of key weaknesses in the technology
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array of the Soviet Union. Examples include software design, where
the inadequacy of Soviet computers, in particular their limited
memory capacity, spawned a level of “ingeniousness” on the part of
Soviet software specialists which would have been unnecessary in a
Western context, but which could be turned to other, profitable,
uses once the system was opened up to global influences (Katkalo,
1993). Sometimes this kind of thing resulted in the development of
a specific technology which subsequently proved to be commer-
cially viable in the transition context. An example is horizontal
drilling for oil, which was developed in the USSR because Soviet
steel was not good enough to make the bits necessary for conven-
tional, vertical drilling (C). Beyond that, it tended to result in the
development of specific capabilities. There is wide agreement,
for example, that in the mid-1990s the best Russian computer pro-
grammers were better than the best in the OECD area (Dyker,
1996; Barz, 1999).

These elements of human capital have been successfully used
as a basis for FDI in related sectors. In software and integrated
computer system development, biotechnology, medical technol-
ogy, opto-electronics, polymer-optical fibres and energy technol-
ogy, Western multinationals have been able to harness the related
capabilities in the service of global technological development pro-
grammes (Dyker, 1996; Barz, 1999; C). Such programmes have
involved a significant amount of West-to-East technology transfer
as well as East-to-West. But, unique among major forms of FDI in
Russia, they do seem to be critically dependent for their commer-
cial success on the low wages which the Russian specialists involved
are prepared to accept. This, then, is a “Bangalore”-type system of
FDI, whereby Western multinationals contract out specific ele-
ments of development work to specialists from countries where, for
one reason or another, wages are at a comparatively low level.

2. The priorities and capabilities of the military-industrial complex
resulted in the development of a range of technological capabili-
ties and specific, high-tech products, e.g. military aircraft, rocket
launchers (see case study 2), extra-hard metals, special alloys, etc.
In some cases it has been possible to transform these directly into
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hard-currency export industries. In others, that goal has been
achieved indirectly, through the process of conversion, e.g. with
the use of Soviet/Russian rocket-launching technology to launch
Western telecommunications satellites (see case study 2). This is
an area where the hard technology transfer may be two-way, as,
for example, where Western engines have been installed in Russian
aircraft, or only East-to-West, as with some areas of space launch-
ing (see case study 2). By the early-mid-1990s quite complex busi-
ness structures had already been set up in some sectors to exploit
the scope for East-to-West technology transfer from the Russian
military-industrial complex. Thus in 1993 the German metals
company Metallgesellschaft set up a 50:50 joint venture with four-
teen leading Russian research institutes from the military sector,
with the aim of marketing Russian metals technologies in the West
(Barz, 1999).

3. The isolation of the Soviet Union sometimes resulted in the devel-
opment of “marsupial” technologies — technologies which might
never have been developed under the competitive pressures of a
market system (just as the kangaroo would never have survived if
Australia had not been cut off from the rest of the world), but
which may now contribute crucial elements of technological
diversity to a globalised technological system. An example is the
development of technologies for the launching of rockets from
ships and sea-platforms, submarines and heavy aircraft (see case
study 2). Originally developed out of considerations of military
security, these “alternative” technologies offer multinational com-
panies technological options which help them to respond flexibly
to changing patterns of relative cost in their areas of investment.

The best illustrations of how these three elements may come together
in particular cases come from the computer and software industries.
Thus the Moscow Centre for SPARC Technology (MCST), the cre-
ation of Boris Babayan, the father of the Elbrus-2 supercomputer
(widely used in the Soviet space and nuclear programmes), has made
significant contributions to the development of workstation technol-
ogy. MCST is financed by Sun Microsystems. ParaGraph, a leading
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Russian software company, also with its roots in the military-industrial
complex, was a pioneer of the technology of computer handwriting
recognition. Again, ParaGraph had to do a deal with Apple Computers
to develop that technology commercially. Cooperation with Apple has
now extended into the fields of compression, 3D graphics and virtual
reality. ParaGraph has also worked together with Elsag-Bailey of
Genoa on off-line recognition, and with the Sanctuary Woods com-
pany on a multimedia project (Dyker, 1996).

We saw in the last section that the pattern of development of small
enterprises in Russia holds out some promise of the development of
production and technology networks built around foreign-owned firms.
In practice, the promise has yet to be fulfilled. Paradoxically, this state
of affairs may be related to the very strength of existing networks — of
the traditional, Soviet type, especially in military-oriented sectors
which are usually the main repositories of scientific and technological
capabilities. Case material shows that the style of networking inher-
ited from the past tends to be too hierarchical, too rigid on lines of
authority, not rigid enough on observance of contracts, unable to
integrate where the Soviet system divided (e.g. design and produc-
tion) and unable to devolve effectively what was often centralised
under the Soviet system (e.g. component supply) (Harter, pp. 144–8;
Richet & Bourassa, 1998). All of this represents a challenge rather
than an insurmountable obstacle for the foreign investor. But it is a
challenge that has still not been effectively taken up, notably by that
most important industrial networker, the motor-car industry. Current
plans for foreign investment in the Russian automotive industry focus
mainly on the setting-up of screwdriver assembly inside Russia. There
is, however, some prospect that this will develop into genuine supply-
network-building. Thus the agreement between Opel and Avtovaz
on joint product of the Opel Astra T-3000 platform for the Russian
market envisaged initial assembly largely on the basis of imported
parts, but with local content rising to 35–40 per cent by 2002 and
70 per cent by 2004 (Dagayev, 1999, p. 8). Ford’s St. Petersburg 
plant currently imports 95 per cent of its components. In response to
the problem, however, the International Finance Corporation set up
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a project in 2002 to help Ford develop a supply chain in Russia
(involving Russian and foreign companies).

PROBLEMS OF TECHNOLOGY TRANSFER
THROUGH FDI AND ALLIANCES

The aggregate level of FDI in Russia is low in relation to the size of
the country and the resources it has to offer. Why so? Every organisa-
tion and company involved in FDI and alliances has a particular expe-
rience and particular insights into these matters. At the risk of
oversimplifying, we have structured this section in terms of the typical
preoccupations of the “Russian side” and the “investor side”.

From the Russian Point of View

• Fear of the “Maquiladora” phenomenon: “Maquiladora” factories,
set up in northern Mexico on the basis of US FDI, are charac-
terised by low wages, low levels of investment in training, and weak
networking within the host region. It must be emphasised that the
Maquiladora phenomenon is not a wholly negative one. Its opera-
tion in Mexico has improved levels of technology and capability,
increased productivity and created new jobs (Ellingstad, 1997).
But it is not calculated to maximise the impact of FDI on the
Mexican economy as a whole, it fails to transfer benefits on a large
scale to workers, and it tends to reinforce Mexico’s colonial status
vis-à-vis the US.

In practice, Russia does not need to worry too much about the
Maquiladora phenomenon. As noted earlier, cheap labour is rarely
a key factor in FDI in Russia, or indeed in the transition area as a
whole. And it must be stressed that Maquiladora is a phenomenon
of the Mexican border region with the US (similar patterns can be
found in China’s border region with Hong Kong — see Chan Oi,
1999), and it is difficult to imagine it developing outside that spe-
cific geographical context. Russia simply does not have any border
regions with advanced capitalist economies, Finland and Japan
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excepted. If the political obstacles to major investment inflows
from Japan are ever removed, Maquiladora-type investment (and
outward processing as a form of alliance) could certainly develop in
the Russian Far East.

• Non-tariff barriers against Russian exports: Russia has suffered a
good deal from anti-dumping duties and quotas and other forms
of contingent protection over the past decade or so, and this has
hampered her in seeking to follow her comparative advantage, e.g.
in relation to the export of non-ferrous metals, notably aluminium,
and base chemicals. But anti-dumping measures have generally had
little connection either with FDI or with technology transfer. The
aluminium case is a partial exception, in that the complex of
restrictions hammered out in 1993 by the European Commission
and the various producer interests themselves did involve promises
of Western investment in Russian aluminium and provision of
Western technology to clean up Russian production facilities
(Dyker, 1994, pp. 49–52). Much more important in the present
context has been the case of space-launching (see case study 2),
where development of substantial programmes of joint investment
and joint marketing between Western and Russian providers has
gone on against the background of restrictions imposed by the US
government through successive Russian-US Trade Agreements on
the sale of Russian space-launching services on the world market.
FDI and alliances effectively ease the trade restrictions imposed on
Russian producers, because the output of joint ventures in this
field do not count as “Russian”. But even joint ventures can fall
foul of US security restrictions. Thus, for instance, Boeing was
fined $10 m by the US government for breaching non-prolifera-
tion of rocket technologies regulations in connection with its
involvement in the SL project, and Pratt and Whitney was investi-
gated with respect to their cooperation with Energomash (see case
study 2) (Ivanova, 2000, pp. 5–7).4
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• Fear of the destruction of the Russian S&T base: there are wide-
spread fears among the Russian science and technology establish-
ment that the impact of globalisation on Russian S&T will be, at
best, large-scale “asset-stripping”, at worst liquidation of Russia’s
independent S&T base. These fears are by no means groundless.
Brain drain is a real problem, though probably not as critical as
sometimes suggested.5 The Bangalore phenomenon often extends
a life line to individuals or small research groups, but generally has
little to offer the big research institutes, and may even harm their
interests to the extent that it encourages “moonlighting”, with
staff using institute equipment to fulfil what are in effect private
contracts. There have also been cases where purportedly scientific
agreements have been used as a cover for the pirating of Russian
technologies (C; Ivanova, 1998, p. 10). And as the Hungarian
material cited earlier shows, even where there is genuine invest-
ment in the local S&T base, the cooperation may be only skin-
deep and the implications for basic and even applied research
negative. Still, it has to be borne in mind that skin-deep coopera-
tion is better than no cooperation at all. Most important of all, we
should not blame globalisation for all the ills of the Russian S&T
system. Those ills flow mainly from the Soviet inheritance, from
the fact that the Russian S&T system is oversized and distorted in
its pattern of specialisation, and is structurally extremely ill-suited
to the needs of a market economy. These problems have been
addressed but slowly, and it is this that poses the real threat to the
Russian S&T base. Foreign business involvement can do some-
thing to pump new funds into the sector and move it in the right
structural direction. In practice, as Table 2 indicates (and taking
into account the likely degree of underestimation in the figures
contained in that table), the involvement of the foreign business
sector in cooperation with R&D organisations as such has been on
a minor scale. It would be quite unrealistic to imagine that the fate
of Russian S&T lies in the hands of FDI and alliances.
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• Fears of restrictions on West-to-East technology transfer in the
context of FDI and alliances: these fears are widespread (Ivanova,
2000), and receive a good deal of confirmation from Western
sources. Within the framework of Bangalore-type agreements,
Western investors generally aim to give their Russian partners only
the minimum amount of firm-specific technology they need to do
the job (C; Sharp & Barz, 1997, pp. 107–8). More broadly, how-
ever, as East European experience shows, a lot depends on the
individual investing firm, and the conduct of Suzuki in Hungary
in this regard, for example, has been exemplary (Havas, 1997,
pp. 224–9). Global experience indicates that, where there is gen-
uine collaboration in the setting-up and management of produc-
tion lines, it will be difficult for investing companies to prevent the
transfer of hard technology. As noted earlier, it is simply impossible
for Western partners to stop the transfer of soft technology in cases
where they need to impose control over the whole operation.
Restrictiveness in relation to technology transfer is, therefore,
probably not a critical problem on big projects, though with some
variation between firms. There is more of a problem with smaller
deals, within the framework of which investors transfer limited
amounts of equipment and know-how, but leave the organisation
of the operation to local partners.

From the Western Point of View

• Unsatisfactory legal framework: this is one of the principal obsta-
cles to the maximisation of the volume of FDI in Russia. Tax is a
central element, with Western investors unhappy about levels of tax
and also the speed with which the effective tax burden can change.
Individual Western firms have produced charts based on time series
of effective tax burdens which look like switchbacks (C).6 An addi-
tional complication affecting Western companies operating in the
regions of Russia is the penchant for local political bosses to
impose their own, arbitrary charges on foreign companies. Such
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volatility in the tax regime makes investment planning impossible,
especially for firms with long time horizons. The simple solution to
that problem is, of course, not to invest. Company law, intellectual
property rights, property law, bankruptcy law and legal recourse
also present a whole range of difficulties. There have been many
cases in Russia of foreign shareholders being prevented from exer-
cising their shareholding rights in particular Russian companies
through manipulation of shareholders meetings, or the issue by
management of new blocks of shares without the knowledge of
existing shareholders. The intellectual property rights situation is
unsatisfactory, and this has been a significant obstacle to invest-
ment in sectors like pharmaceuticals, where the cost of investing in
the development of new drugs makes companies particularly sensi-
tive to IPR risks; foreign companies also cite IPR problems as a
reason why they are restrictive about the extent of West-to-East
technology transfer within the framework of deals involving mainly
technology transfer in the opposite direction. For the oil industry,
the lack of a proper legal framework for production-sharing, the
most common basis for FDI from the oil multinationals elsewhere
in the world, continues to symbolise the generally unsatisfactory
state of the business environment. Where disputes do arise,
Western companies find that taking action through Russian courts
is very difficult, and that even when they secure a favourable judge-
ment, the judgement may not be implemented. Opaque bank-
ruptcy laws mean that it may in practice be impossible for Western
firms to seize assets as a way of recovering debts.

• Fears of political instability: this point is graphically illustrated by the
reactions of foreign companies already investing in Russia to the
rouble crisis of August-September 1998. While the breakdown in
the banking system attendant on the crisis caused cash-flow prob-
lems for all of them, possible changes in the real exchange rate and
therefore the real dollar wage were in many cases viewed as being of
minor importance, either because the local wage bill was not an
important element of costs, or because staff were effectively paid in
dollars. Firms primarily oriented to the domestic Russian market saw
the crisis as an opportunity to reinforce the competitive advantage
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they already had. So on strictly economic grounds the crisis was seen
by many investing firms as being on a minor scale. But all investing
firms were concerned about the generalised uncertainty the crisis
had brought with it, with political uncertainty viewed as being more
serious than economic uncertainty as such (C).

• Western investors perceive major problems in imposing their firm-
specific “technology culture” on Russian firms. Even where local
managers are eager to collaborate, they may have serious problems
in comprehending the key importance of “value engineering”.
Foreign companies still find it difficult to talk about the cost side of
deals to potential suppliers, often receiving the response “just tell us
what you want and we’ll make it” (C). But some suppliers are man-
aging to make the transition to a set of attitudes appropriate to a
market economy, and the supposition must be that as the younger
generation moves up into the top positions in industry, the problem
will be largely solved. At the broader level of ‘business culture’ as a
whole, significant local peculiarities are likely to remain. But that is
true of many countries in the world, and there is no reason why it
should present insuperable problems to investment in Russia.

• Trying to sell technologies “off the shelf ” or “out of the store cup-
board”: this problem stems from a misinterpretation of technology
as an artefact (a “thing made by human workmanship”). The con-
fusion may arise because of the traditional dominance of military
and space R&D in Russia — where technologies and artefacts do,
to a great extent, coincide (see case study 2). More generally, while
a given technology may produce artefacts, and may indeed use
artefacts to produce other artefacts, the technology itself must be
understood as a process, a body of knowledge. In Western technology
management thinking, development of a new technology always
starts with the problem to be solved — and the potential market
for the solution. Only once those have been defined does “hard”
technology development work actually begin. So there are no tech-
nologies “off the shelf” in the West, except to the extent that
Western companies may use or sell obsolescent technologies in less
developed parts of the world. Western companies are prepared to
buy Russian technologies off the shelf because they are generally

240 Technology and Transition

B149_Ch09.qxd  23/04/04  4:52 PM  Page 240



interested in technological alternatives, as discussed under the
heading of marsupial technology, above, and indeed some foreign
engineering companies do good business translating and reformat-
ting Soviet/Russian patent and design documentation (C). But few
of these technological alternatives are actually developed directly for
commercial application (sea-based space launching is an exception:
see case study 2). The bulk of them are simply used to broaden and
enrich the core technology files of the given Western firm. The
implication of this is that active and equal technological coopera-
tion between Russian and foreign companies means working
together on a project from the conceptual phase onwards, and apply-
ing all the technological capabilities of both sides to the solution of
the problems addressed. Of course many Western companies do
not want active and equal technological cooperation, preferring
more limited, perhaps less equal relationships. If Russian scientists
and technologists want to encourage potential Western partners to
change their ways of thinking, they must be prepared to change
theirs, and that means getting rid of their “off-the-shelf ” mentality.

CASE STUDIES

The Oil and Gas Industries

At the end of 1994 there were around 140 oil and gas joint ventures
involving foreign participation in Russia. The cumulative volume of
actual investment up to that point was in the region of US$3 b, more
or less equally divided between oil and gas. By the beginning of 1998
the number of projects had increased substantially, now ranging
from exploration and development/production and refurbishment/
enhanced recovery through to refining and processing and the devel-
opment of terminals, while the cumulative investment to that point
had reached around US$5.5 b.7 Hydrocarbons are seen by many
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executives as a flagship of FDI, showing other sectors the way, and also
helping to build supplier networks within Russia (C). For our purposes
the sector serves to bring out a number of special features of the FDI
process, the importance of raw material endowment apart, viz.:

• However important firm-specific and location-specific advantages
may be (and in the case of Russian hydrocarbons both are clearly
very important), firms will only proceed with a specific investment
if it fits in with their corporate strategy.

• In globalised industries, of which oil and gas are the prime exam-
ples, that corporate strategy will, by definition, be a global strategy.
That means that investments in Russia, or in any other potential
host country, will be implemented to the extent that they fit in
with a set of priorities which will doubtless include profitability,
but which will also include security of supply, market penetration
and a host of other factors.

• Most of those other factors will be very long-term factors. Thus a
globalised industry is obliged to work in terms of a long-term hori-
zon of, say, ten to fifteen years, in making specific investment deci-
sions. Since it is impossible to predict the movement of key
parameters like real wages and the price of oil over such a long
time-span, the strategic planner in the globalised company is
forced to depend on alternative-scenario-building, risk analysis,
etc. rather than on straightforward estimates of Present Value.

• By the same token short-term factors which may be of key impor-
tance for other sectors and other firms will not figure prominently
in the global strategic planner’s deliberations, except to the extent
that those short-term factors actually change best guesses in rela-
tion to longer-term factors.

• While upstream oil and gas activity is not generally considered to
have wide-ranging networking potential, Western oil companies are
sub-contracting within Russia, exploiting the improvements in per-
formance which some supplier companies have achieved, while put-
ting pressure on those performing less well to do better (C). This
trend is reinforced by the tendency for the big Russian oil compa-
nies to hive off specialist service operations to separate companies.
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• The technology gap between the Western multinationals and the
domestic Russian oil and gas industries is closing. Just as Russian
engineering companies are figuring more and more as suppliers to
the multinationals, so Russian oil and gas companies are increas-
ingly sub-contracting their technology work to international and
domestic technology service companies, thus lessening their tech-
nological dependence on the MNCs. Gazprom, the giant Russian
gas producer, which is more than 90 per cent Russian-owned, is
the centre of a key technology network developing aeroengine
technology for use in the pumping of gas. This network includes
Western MNCs like Pratt and Whitney and Rolls Royce, and also a
number of domestic Russian aerospace firms (Ivanova, 1999).
Lukoil, Russia’s biggest oil-producer and also predominantly
Russian-owned, implemented an ambitious programme of invest-
ment during 1998 which allowed the company to cut average
extraction costs by 10 per cent between 1997 and 1998. The
investment programme was partly financed from foreign sources,
and involved a wide range of cooperation agreements with both
foreign and Russian companies, but did not involve any MNC tak-
ing a significant new equity share in Lukoil (“Lukoil riding high”,
1999; Radošević, 1999).8 There are, therefore, real prospects that
hard technology transfer and FDI may be decoupled in the hydro-
carbon sectors. Russian dependence on Western hard technology
will continue in specific areas like gas compression and transmis-
sion into the medium term. Environmental-impact minimisation is
another area where foreign involvement is likely to remain crucial
for some time, with, for example, the US-Russian joint venture
Polar Lights leading the field with the development of ice pad
drilling technology (“Polar lights”, 1999; see also “Small might be
beautiful”, 1999). Where Western companies are likely to retain a
firm-specific advantage into the long term is in relation to project
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management and the application of communications and informa-
tion technology, i.e., essentially the soft technology of oil and gas
exploration and development (C; Ivanova, 1999; “New petrol
storage facility”, 1999; Khartukov, 1999).

The Space and Aerospace Industries

These are sectors where Russia has large accumulations of human
capital, substantial potential competitive advantage, and a range of
marsupial technologies which have met with a good deal of interest
among potential Western collaborators. Major types of collaboration
in this field have included:

• Joint ventures aimed at remedying a specific weakness in the capa-
bilities of the Russian industry, e.g. the agreement between GE
Aviation and Rybinsk Motors to produce the CE Aviation CT7 aero
engine at the Rybinsk plant, for use in the new Sukhoi-80 executive
jet, and also for export (Ivanova, 1998, p. 15). A similar agreement
has been concluded between Pratt & Whitney and Perm Motors in
relation to the PS-90A engine (Ivanova, 2000, pp. 15–16).

• Alliances designed to transfer specific pieces of Russian hard tech-
nology to the Western partner, such as the agreement between
Pratt and Whitney and Energomash whereby the latter will initially
make the “low-cost and robust” RD-180M engine for the
Lockheed Martin Atlas IIAE space-launch vehicle, with production
(under license) gradually moving to the US over an eight-year
period (Ivanova, 2000, pp. 6–7).9

• Joint ventures designed to market a particular piece of Russian
technology worldwide, e.g. the LKEI (Lockheed-Khrunichev-
Energiya International) joint venture, which has sole rights in
relation to the use of the Proton booster rocket, designed by
Khrunichev (Bzhilianskaya, 1999).
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• Joint ventures designed to develop a particular piece of marsupial
technology for the Western market, like the SL (Sea Launch) joint
venture, involving Energiya, Yuzhnoe from Ukraine, Kvaerner
(building the rig) and Boeing (doing the finance and marketing),
dedicated to the launching of satellites from platforms floating in
the Pacific Ocean;10 and Sea Launch Services (SLS), a joint venture
between the Russian association RAMCON and the US Sea
Launch Investors, with a booster rocket specially adapted for sea
launches, the Priboi, being expressly designed by the Russian side
(Bzhilianskaya, 1999).

• Technological alliances like those between Boeing, DASA and
Airbus and the Zhukovskii Central Aerohydrodynamics Institute
relating to specific research projects being carried out by
Zhukovskii for its Western partners (Ivanova, 2000).

A central theme in this varied picture is the recognised value of
Russian hard technology. A less obvious but no less central theme is
the essential role of Western soft technology, and also of Western
finance, in bringing Russian technology to the global market
(Ivanova, 2000). That transfer of soft technology is essentially a
learning process is highlighted by reports that Khrunichev may now
be considering ending its partnership with Lockheed, on the grounds
that it has now learned enough to “go it alone” (Ivanova, 2000,
p. 5). This assessment is at odds with the evidence from the oil and
gas industries to the effect that Russian dependence on Western soft
technology will persist into the long term. There may be an impor-
tant inter-sectoral difference here, but only time will tell. The evi-
dence from the space sector on the westwards transfer of marsupial
technology confirms the operational importance of this kind of tech-
nology transfer, but also confirms that, even here, technologies can-
not simply be taken off the shelf — they have to be redeployed, and
in some cases specific elements may have to be newly developed from
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scratch. There are elements of the Bangalore system in some of the
case studies from the space and aerospace sectors, notably in relation
to Zhukovskii’s various partnerships, but these elements do not seem
to be dominant.

SUMMARY CONCLUSIONS

• Collaboration with the foreign business sector, through FDI and
the creation of formal and informal production and technological
alliances, has brought significant benefits to Russia, in terms of
inward and outward transfer of technology, but has not had a criti-
cal impact on the level of performance of the Russian economy, at
general or sectoral level. The specialised R&D sector is no excep-
tion in this regard.

• While outward technology transfer has been restricted to the field
of hard technology, inward technology transfer has encompassed
soft technology and (more selectively) hard technology.

• As the hard technology gap has narrowed, so inward transfer of
soft technology has tended to come even more to the fore.

• Business enterprises rather than R&D institutes have been the
main vehicle for inwards and outwards technology transfer, though
the role of R&D institutes is almost certainly understated by the
official statistics.

• FDI remains the main specific channel of technology transfer, but
sectoral case studies suggest that its importance relative to other
channels may now be diminishing.

• While the scope for involving small Russian enterprises in interna-
tional R&D-oriented collaboration is substantial, it remains unex-
ploited. One of the main reasons for this is the continued failure of
Russian industry to develop contemporary patterns of supply net-
working. More widespread foreign ownership across the range of
industrial sectors might do something to rectify this situation, but
the key initiatives will have to come from within the Russian busi-
ness and government community.
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• While Russian scientific and industrial leaders still tend to view for-
eign business with some suspicion, foreign businessmen continue
to view Russia as a difficult environment and a poor risk in invest-
ment terms. The differences in view are to some extent attitudi-
nally-based, but there are genuine problems on both sides, the
solution of which would greatly increase the scope for mutually
beneficial cooperation. These problems will not be solved unless
some kind of overarching process of bilateral dialogue is set up.

• It is unrealistic to expect much from government policy in this
field. State programmes to reorganise the R&D sector may, if
properly conceived, have some impact, but given the limited role
of specialist R&D organisations in international technology trans-
fer, that impact will inevitably be limited. A much more promising
field for government action is in relation to problems of corporate
governance and property rights. These are among the main prob-
lems lying behind the disappointing aggregate figures for FDI
inflow, and the failure of key industrial sectors to develop the mod-
ern supply networks necessary if the technology transfer content of
foreign investment and international alliances is to be maximised.
It is, therefore, in the solution of these problems that international
cooperation could have the biggest impact. How such interna-
tional cooperation could be set up in the Russian case is, however,
problematic. In the case of the CEECs, the aspiration to member-
ship of the EU offers, indeed imposes, a largely ready-made system
of regulation and governance on states in the form of the acquis
communautaire. The Russian state has no such aspirations, and the
Russian government and business community are unlikely to want
to import, lock stock and barrel, a foreign system of regulation and
governance, whatever its pedigree. But the creation of some kind
of permanent EU-Russia commission to consider these matters
could be immensely useful, not just in relation to technical matters
but also as a trust-building exercise. It would ideally draw its
membership from officials on both sides, but also business and
scientific leaders, and it could serve as a key conduit for the chan-
nelling of best practice in regulation and governance to Russia.
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In a word, it could provide the most important kind of technology
transfer of all.11
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Chapter 10

Building the Knowledge-Based
Economy in Countries in Transition:

From Concepts to Policies*

INTRODUCTION

There is increasing evidence of shifts in the industrial and occupational
structure of the OECD economies towards a knowledge-based profile
(OECD, 1996).1 In this respect the transition countries are lagging
behind the leading OECD economies. But if trends and performance
in the lead countries are critical to an understanding of the changing
pattern and pace of technological progress in the follower nations
(Chandler & Hikino, 1997), we can expect that the shift towards a
knowledge-based profile will eventually occur in the transition coun-
tries as well.

252

*The work that forms the basis for this paper was funded by the World Bank and the
EU DGXII TSER programme.
1Like the OECD (1996), we define knowledge-based economies as those which are
directly based on the production, distribution and use of knowledge and information.
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Knowledge and Learning and the Transition Context

Activities which underpin the knowledge-based economy may be
divided into knowledge creation, or knowledge investments, and
knowledge diffusion, or distribution. This distinction is essential to an
understanding of the problems surrounding the knowledge-based
economy, as innovation is driven not only by intra-firm activities, but
equally by interaction between firms. Effective knowledge distribu-
tion through formal and informal networks is essential for good eco-
nomic performance (Nelson, 1993; Lundval et al., 1992; David &
Foray, 1995; Edquist, 1997; Antonelli, 1998).

Knowledge-creating activities are undertaken both through formal
R&D activities (mainly in firms and their R&D labs; universities, and
other public or private R&D organisations) and through non-R&D
activities (in the engineering and production departments of firms; in
trading organisations; in technology-transfer organisations; and on
the part of users). Knowledge diffuses through diverse forms of inter-
firm interaction, and by interaction between firms and organisations
at other levels, including public-sector organisations. This multi-
layered pattern of knowledge generation and distribution is well cap-
tured in Matthew’s notion of economic learning.

The concept of economic learning captures the notion that
some economies seem to be able to accommodate changes (e.g.
products, technologies, markets) better than others. They do so
partly through the flexibility of their firms themselves, but also
through their capacities to promote inter-organisational link-
ages and collaboration and, above all, through the capacity of
public institutions to imbibe and develop innovations, and then
disseminate those innovations in various forms to firms, thus
accelerating the process of adaptation (Matthew, 1996, p. 161).

Matthew makes a useful distinction between first-, second- and third-
order economic learning. First-order economic learning takes place
within firms (organisations). Second-order learning takes place between
firms through arrangements like sub-contracting, licensing, consortia,
equity partnerships or joint ventures. Third-order economic learning
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“takes place both outside and within firms but in such a way that their
operating conditions are changed. It is ‘meta-learning’, or learning
how to learn; it takes place at the level of the economic system as a
whole. Its efficacy depends critically on the design and functioning of
the economy’s institutional framework” (Matthew, 1996, p. 161). In
the outcome, “some economies learn faster than others because of dif-
ferences in their national structure of innovation, or, more generally,
within the institutional frameworks that support third-order economic
learning” (ibid, p. 170).

What is specific when we apply Matthew’s taxonomy to the situa-
tion in the transition countries is that radical change is taking place at
all three levels of learning. Transformation of socialist production units
into firms as business units involves a great deal of intra-organisational
learning. The breakdown of the old branch structure of the economy
necessitates the development of new inter-firm linkages, and especially
of direct links with foreign firms. Finally, the changing boundaries
between private and public sectors should lead to new, nationally spe-
cific structures of innovation.

The inherited uniformity of enterprise form is another specificity of
the transition situation that is historically conditioned. The Soviet-type
economies “consisted of firms of a single type, namely large volume-
producers, or of enterprises which had other objects or proportions,
but which in practice, had to abide by the same rules of behaviour as
the large enterprises” (Yudanov, 1997, p. 414). In addition, the failure
to institute meaningful economic reform meant that at the level of the
firm all the incentives were to fulfil formal “plans” for innovation,
rather than do anything to change fundamentally the kinds of prod-
ucts made, and the ways they were made. The communist system of
social control, far from encouraging the formation of small informal
groups within which tacit knowledge could be passed on and assimi-
lated, tended to induce passivity, fragmentation and “internal emigra-
tion”. Misconceived forms of integration and anti-innovative bias had
a severely depressing effect on productivity. All of this inhibited inter-
action and division of labour between different types of firm, and
stunted the development of product differentiation. The “biological”
notion of the importance of diversity of organisational forms for
dynamic efficiency has been at the core of much of the analysis
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of changing production networks in economies in transition (see
Grabher & Stark, 1996).

The proposition that flows from these insights, and which is devel-
oped in this paper, is that the strength of the structural shift towards
the knowledge-based economy in the transition countries depends on:

1. the diversity of enterprise types;
2. the intensity of knowledge exchange and diffusion among

enterprises; and
3. the role of public institutions in fostering intra- and inter-

organisational learning.

The General Policy Framework in the Transition Countries

It is hardly surprising that the dominant policies in the transition
countries are transition policies. Transition policies are, however,
geared to macroeconomic stabilisation and institutional convergence
towards the market economy, rather than towards growth and struc-
tural change. In the present context we must, then, start from a posi-
tion of scepticism as to how conducive transition policies have been to
structural change towards a knowledge-based economy. Specifically,
the rationale which forms the basis of transition policies and the
rationale for policies to support learning are not the same. While the
former are based on the market failure rationale, policies for learning
have to be more broadly based because of the specific features of
knowledge as a “commodity” with strong public good and network
elements, in the context of pervasive strategic uncertainties in the
transition countries. (See Teubal, 1997; Radošević, 1994, 1997).

While transition policies and policies for structural change may in
principle be complementary, the relationship is in practice complex.
Privatisation is an indispensable condition for restructuring, but it
does not by itself restructure. If pursued as the main objective
through rapid, mass sell-offs, it may even inhibit restructuring (cf. the
experience of the Czech Republic and Russia). In particular, privatisa-
tion of banks is not sufficient to ensure that capital will be directed
towards exports and industry, rather than towards real estate, securi-
ties and imports (Gower, 1997). Improved corporate governance at
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the firm level and the breaking-up of large enterprises are seen as the
ultimate objectives of enterprise restructuring (see EBRD, 1998).
However, the breaking-up of large enterprises does not necessarily
lead to positive outcomes at branch level. Price and foreign trade lib-
eralisation, too, are necessary rather than sufficient conditions for
restructuring. In some instances the radical opening-up of an econ-
omy may actually freeze structural change.

In the light of these problems there is a clear need for better inte-
gration of structural and transition policies, to induce economic
growth and initiate structural change. In this context we try here to
answer two questions. First, what is the impact of existing transition
and other policies on the promotion of structural change towards a
knowledge-based economy? (Section 2). Second, how can new poli-
cies for enhancing the knowledge-based economy be developed and
integrated into mainstream policies? (Section 3).

THE IMPACT OF EXISTING POLICIES ON THE
KNOWLEDGE-BASED ECONOMY IN THE
TRANSITION COUNTRIES

We distinguish here between different policies affecting knowledge
generation and distribution on the basis of whether the impact is
explicit or implicit. Of course the explicitness or implicitness of any
given policy tells us nothing about the intensity of the impact on the
process of formation of the knowledge-based economy.

Under the heading of explicit policies we analyse R&D policies.
The key implicit policy is privatisation, but we also highlight the pos-
sible impact of investment policy, monopoly and competition policy,
labour market policy, foreign direct investment policy and regional
policy. Tax policy has both explicit and implicit aspects.

R&D Policy

R&D policy explicitly aims at improving knowledge generation in the
economy and society. The large “stock” of R&D employment inherited
from the socialist period should have come through as an advantage in
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the transition period. For the time being, however, R&D “assets” are
still largely seen as liabilities. This is partly a matter of quality and rele-
vance in the new market context; partly of structural and organisational
mismatches (e.g. the high share of extra-mural R&D) and of still weak
demand for R&D.

We pointed out earlier that patterns of knowledge generation and
distribution are partly determined by the role of public institutions
through, in Matthew’s terms, third-order economic learning. Public
R&D policy is an important ingredient in this process, and it may
play an important role in turning R&D into an asset for the transition
countries. The four key dimensions here are autonomy, openness, com-
petition and relevance (see Table 1 below).

R&D systems in the transition countries were in the past part of
the government, or under direct state control. In almost all transition
countries, R&D institutions are now self-governing and autonomous
in terms of establishing criteria of quality and promotion. They are
open to international cooperation, and in several countries foreign
funding has started to play a significant role in aggregate R&D budg-
ets. However, progress in terms of competition is uneven (Frankl &
Cave, 1997). In part, this lack of progress can be ascribed to objective
factors like the small size of R&D communities and consequent peer-
review problems. It also reflects the slow pace of change in systems
and criteria of funding, and especially of the balance between institu-
tional and project/grant-based funding. The rate of advance in this
respect is rather uneven across countries, but in no transition country
has the problem been solved. Lying behind all this is the problem of
‘path-dependency’. The R&D sectors that cope best with competi-
tion and peer review are the ones that were already strong under the
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Table 1. Assessment of progress in reforms of
public R&D in transition countries.

Autonomy �����

Openness ����

Competition ����

Industrial relevance ����

Scale: ����� significant change; ���� no change.
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old system and should in many cases ideally be the first targets for
restructuring and downsizing (Kozlowski & Ircha, 1999).

The dimension of industrial relevance is the one on which least
progress has been made. Since 1989 there have been various initiatives
to strengthen academy-industry links, often supported by foreign
funding.2 In the period immediately after 1989 this was seen as a
magic formula for commercialising accumulated R&D capabilities and
the whole oversized R&D sector. It represented a continuation of the
initiatives undertaken in a number of socialist countries during the
1980s, when R&D systems were under pressure to become more
viable commercially. (For Bulgaria see Simeonova, 1994; for Hungary
see Balázs, 1994; for Russia see Orel et al., 1995, pp. 310–311.) In
the event, the fundamental changes in the economic environment
after 1989 left the academy-industry links initiative looking rather
inadequate, due to very weak demand for R&D from industry.

R&D institutes in the transition region operate under two differ-
ent regimes: the market regime of direct contracts for R&D, and the
non-market regime of public funding for R&D. While their responses
are also shaped by their internally developed strategies, it is these two
exogenous factors that primarily influence the way they adjust. The
restructuring responses of R&D institutes are influenced by the tight-
ness and stringency of the two regimes, and by exogenous restructur-
ing policy as such. To sharpen the picture we have developed a matrix
(Chart 1) involving two basic criteria: first, the specific features of the
dual regime of operation under which R&D institutes operate in a
particular case; second, the (non)existence of active restructuring
policy directed at the micro level by higher-level bodies, and the cor-
responding extent of passive restructuring at the level of the institute
itself. This enables us — at the cost of a degree of simplification — to
distinguish clearly between different national patterns within the
transition region.
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2Here we use the term “academy-industry links” not to refer specifically to
Academies of Sciences, but rather to denote all links involving non- “in-house” R&D
organisations.
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Contrasting National Patterns of Restructuring3

Building the Knowledge-Based Economy in Countries in Transition 259

3This section draws on Radošević (1996, 1999).

Chart 1. National patterns of R&D reconstructing in post-socialist economics.

Eastern Germany

Czech R

Slovakia

Hungary

Poland

Romania

Russia

Bulgaria

Passive restructuring

“Shock” “Gradualism”

Ukraine

Moldova

Estonia
Lithuania

Latvia

Slovenia

Belarus

Active restructuring

“Shock without Therapy”

The Czech government rejected any structural policy vis-à-vis the
microeconomic level within the R&D system (Schneider, 1998). It
abruptly withdrew financial support from the majority of industrial
R&D institutes at an early stage in the transition process. Since 1991,
manufacturing companies in the Czech Republic have had to finance
their R&D activities themselves. Under the privatisation programme,
R&D institutes were treated as ‘normal’ production enterprises. This
shock without therapy led to the wholesale conversion of the activity
profile of R&D institutes to services and production. In Estonia
and Latvia the industrial branch institutes, which had served the
interests of the Soviet military and industrial complex, were largely
closed down, primarily because they had no purpose in young,
small economies. In Estonia the sector was virtually eliminated, and
this probably represents the most radical change in the system of
R&D institutes in the transition region. In Latvia the policy line was
to combine closures and cuts in subsidies, which led to a radical
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reduction in the number of organisations (Martinson, Dagyte &
Kristapson, 1998).

“Shock with Therapy”

Germany may seem from one perspective to be an exemplar of shock
therapy in R&D, in view of the speed and scale of cut-backs, after
reunification, in the eastern German R&D system. The fact is, however,
that the government initially gave generous subsidies to the old East
German R&D institutes, subsequently making evaluations of individual
institutions, on the basis of which they were then actively restructured.
(Schneider, 1995 & Meske, 1996). The availability of administrative
capability and finance made it possible to restructure all the R&D insti-
tutes in eastern Germany over a relatively short period of time.

“Gradualism with Some Therapy”

The Polish government also pursued (or at least attempted to pursue)
a policy of active restructuring, but in a gradualist manner. It changed
the principles of public funding of R&D by ranking R&D institutes
on the basis of direct (perhaps imperfect) individual appraisals.
However, a number of R&D institutions, including a large number of
industrial R&D institutes, still receive (modest) statutory subsidies
(see Jablecka, 1995; Jasinski, 1997).

As a result of its self-management legacy from the old Yugoslavia,
Slovenia has inherited fewer structural problems than other post-
socialist countries. The absence of industrial branch institutes means
that the problem in this case basically reduces to the development of
policy for enhancing enterprise R&D. As in other transition coun-
tries, we have seen a downsizing of industrial R&D as a result of the
break-up of large firms in Slovenia. However, the government has
tried to counter the process by developing co-funding of experimen-
tal development, setting up a venture capital fund, and developing
innovation policy (Stanovnik, 1998).

“Gradualism without Therapy”

The path that most of the post-socialist countries have followed in rela-
tion to industrial R&D is one of passive adjustment and gradualism. In
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Russia, Romania and Bulgaria institutional financing is still dominant,
and there are no systematic attempts actively to restructure the R&D
system (Peck et al., 1997; Simeonova, 1997; Sandu, 1998). In these
countries the slogan of “salvation of national science” has served as a
cover for saving jobs in the R&D sector. Although in Russia the
Ministry of Science and Technology has officially abandoned the policy
of salvation of science, and initiated prioritisation in funding and dif-
ferentiation among institutes by granting to 60 of them the status of
“State Scientific Centre”, the result has been to allow institutes to sur-
vive (barely), rather than redevelop (Gaponenko, 1995). The reasons
for this pattern include inherited R&D systems heavily concentrated in
institutes, and inconsistent policies on transition in general.

In Lithuania, in contrast to the other two Baltic countries, the
block funding of industrial R&D institutes has been maintained, with
some of them being transformed into state institutes and others sur-
viving on state contracts (Martinson, Dagyte & Kristapson, 1998).
Ukraine, Belarus and Moldova are all cases where the status quo in
industrial R&D is being maintained in conditions of continuous cut-
backs in public funds and decreases in demand from industry
(Malitsky et al., 1998; Nesvetailov, 1997; Kramarenko, 1998). The
state remains the only customer of R&D institutes, which are surviv-
ing through a variety of strategies, including long, unpaid vacations
for their staff. In Belarus the dominant aim is the conservation of the
R&D system in its old form (Nesvetailov, 1997). The lack of any
systematic policy for active restructuring leaves a big gap in the array
of survival strategies developed by R&D institutes.

“Shock and Gradualism without Therapy”

The cases of Hungary and Slovakia do not fall clearly within our
matrix. Here, inconsistent government policies have actually resulted
in a combination of shock therapy and gradualism. Hungary embarked
on a programme of evaluation of industrial R&D institutes as early as
1992, but this was not followed up with any systematic policy of
restructuring (see Mosoni-Fried, 1995; Balázs, 1994). The outcome
has been deterioration and ultimately collapse of the network of indus-
trial institutes in the course of prolonged and unsystematic attempts to
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restructure them. In Slovakia, industrial institutes were privatised in
the first round of voucher privatisation (while Slovakia was still a part
of Czechoslovakia). Here too, however, there has been a failure to
come up with any systematic policy. The current situation is charac-
terised by policy stalemate, a combination of “muddling through” and
passive adjustment (see Zajac, 1997).

The Impact of Privatisation Policies

As noted earlier, lack of organisational diversity was one of the main
factors behind the low innovation capacity of the socialist economies.
The dearth of small firms and specialised suppliers, and the absence of
close co-operation among different types of firm, made it virtually
impossible to develop innovatory potential. Privatisation was supposed
to correct this weakness. In practice, things have not worked out so
neatly. Privatisation policy usually has multiple objectives, generally
not fully compatible. Privatising quickly to achieve a fairer distribution
of wealth (as in the Czech Republic) or to make it impossible for
resistance to build up (e.g. Russia) is plainly not conducive to max-
imising budget revenues or to achieving good corporate governance
with core owners and strong external supervision (a nominal objective
in all post-socialist countries). And rapid privatisation often means
slow restructuring, or, in the extreme case of Russia, no restructuring
at all. What have been the implications of these tensions and incom-
patibilities for the creation of the knowledge-based economy?

In the early years of transition, privatisation policies aimed, as a
general rule, to break up large enterprises. These, however, play a
key role in innovation and R&D in the developed market economies
(see Chandler & Hikino, 1997), in terms of both in-house R&D and
sub-contracted R&D. Table 2 shows that the incidence of innovative
activity is higher among big firms than among small firms in the post-
socialist countries also. Russia is a partial exception here, with one
key innovation survey showing an inverted-U shape distribution of
innovative firms, suggesting that neither very large nor small enter-
prises are innovative (Table 3). Note, however, that in terms of inno-
vation expenditures the very large enterprises still dominate. There is
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Table 2. Innovating enterprisesa by size of work-force (percentage of total number of firms in each size category).

Size of 1990–92 Size of 1995 Size of 1992 1994–96 Size of 1993–95
work-force EU* work-force Russia** work-force Poland*** Poland**** work-force Romania******

20–30 45% below 50 21% 6– 60 48% 16% 20–49 2.70%
30–50 47% 51–200 42% 51–500 59.30% 33% 50–199 9.60%
50–100 61% 201–1,000 52% 501–2,000 87.90% 72.50% 200–499 26.30%
100–300 70% 1,000–5,000 74% 2,001 and above 92.30% 87.50% 500–999 36.30%
300–1,000 83% 5,001–10,000 83% 1,000 and 52.90%
1,001 and 90% above
above

* Evangelista et al., 1997.
**Gaponenko, 1996.
*** GUS, 1998.
****Niedbalska, 1997.
***** CSO, 1996.
ai.e., enterprises carrying out development and introduction of new and improved products or processes.
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no reason to doubt, then, that in the transition region, as elsewhere,
big firms are key generators and absorbers of R&D, investing in
R&D themselves and helping to maintain the level of market demand
for R&D.

The impact of deconcentration policies on R&D is most clearly
delineated in the case of the former GDR. In the old East Germany,
“companies with more than 10,000 employees no longer exist, while
almost 80 per cent of all R&D personnel in the private sector are
employed in companies with less than 500 employees, with the bulk
of that 80 per cent employed in companies with less than 100
employees” (Meske, 1997, p. 7). About 20 per cent of total R&D
employment is in privatised spin-offs from sectoral research institutes
operating as private research companies. The rest of industrial R&D
is in small, technology-oriented companies with between 1 and 19
employees, and in the R&D subsidiaries of West German and foreign
companies. Against this background it is hardly surprising that indus-
trial R&D employment in the former GDR fell by 74 per cent
between 1989 and 1993 (Meske, 1997). The importance of the point
is brought out strongly when we look at the experience of the Czech
Republic, where the policy was to leave industrial R&D to sink or
swim, but where there was no policy of deconcentration of industry.
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Table 3. Percentage distribution of number of innovating enterprisesa and volume
of innovation expenditures by size of work-force, Russia, 1995.

Employment size Innovating Innovation
enterprises (%) expenditures (%)

Below 49 1.70 0.30
50–99 4.20 0.30
100–199 11.80 4.90
200–499 19.60 3.60
500–999 16.30 6.20
1,000–4,999 35.10 25.20
5,000–9,999 7.30 27.90
10,000 and above 4.0 31.60
Total 100 100

Sources: Gokhberg and Kuznetsova, 1999.
aSee note to Table 2.
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(The number of Czech firms employing between 1,000 and 2,500
decreased from 259 in 1990 to 174 in 1993, while the number with
more than 2,500 employees actually increased from 103 to 133 —
Müller, 1997, p. 25) Here the fall in the total number of industrial
R&D personnel was just 48 per cent between 1989 and 1994, and
there has been a trend for large enterprises to reintegrate industrial
R&D institutes back into their own structures (Müller, 1997).

East German experience shows that a policy of breaking up large
enterprises can have a serious negative effect on demand for R&D.
However, the core of the argument here is not about large enterprises
as such, but rather about the lack of diversity of enterprise forms which
privatisation may generate. Shortage of dynamic small firms is just as
serious an obstacle to innovation dynamics and knowledge diffusion as
shortage of big firms, as is palpably obvious from the case of Russia.
Furthermore the number of small firms in a given economy is in itself
no guarantee that a diversity of role and strategy among small firms
will develop. As argued by Gabor (1997) in the case of Hungary, too
many small firms with low levels of technological competency, operat-
ing within the framework of a semi-formal economy, indicates a dual
economy rather than a diverse one. The same point can be made in
relation to corporate governance. Where rapid privatisation has
resulted largely in nomenklatura privatisation, as most notably in the
case of Russia, the “new” owners tend to be generally uninterested in
innovation; more insidiously, they tend as a group to operate in terms
of the rules of thumb and mores of the old Soviet-type economy. Thus
their socio-political homogeneity greatly reinforces the impact of their
lack of technological imagination (see Chapters 2 and 3). There can be
little doubt that this was one of the main elements in the structural cri-
sis which hit the Russian economy in mid-1998 (Hosking, 1998).

Labour-related Measures, Education and Training Policies

The knowledge-based economy is marked by increasing labour market
demand for more highly skilled workers, who in turn enjoy wage pre-
miums (OECD, 1996). In the transition countries investment in
knowledge-intensive technologies is still at a modest level, so that
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there is as yet little pressure from the demand side for upgrading of
skills. More specific evidence from Russia indicates that demand for
skilled labour is still low (see Kovaleva, 1999). On the supply side, the
scale of active labour measures remains modest in the post-socialist
countries as compared to developed economies, and is clearly unequal
to the task of developing the knowledge-based economy. The share of
such measures in GDP in 1994 ranged from 0.25 per cent in Slovakia
to 0.48 per cent in Hungary (OECD, 1997). There is a real training
component here, but the training system is still burdened with social
functions, and re-training activity remains undeveloped. Failures of
coordination between public agencies and firms are a big problem in
this latter respect. In a word, the traditional system of enterprise-based
training has collapsing, and no new system has been put in place.

Relatively high levels of human capital are often cited as a compar-
ative advantage of post-socialist countries. While this may be true in
relation to the structure of the existing labour force (stock),4 the situ-
ation is not so favourable when it comes to trends in enrolment rates
(flow). During the 1980s these fell. During the 1990s the transition
countries managed to maintain, at least on average, the enrolment
rates of the 1980s (Hutschenreiter et al., 1999). In some post-socialist
countries, increased enrolment rates have actually produced some
reexpansion of higher education (see Auriol, 1997). However, the
number of teachers remains stagnant, indicating that the quality of
education provided may be falling.

The education system does not seem to be a major factor constrain-
ing evolution towards a knowledge-based economy, but it is certainly
not a catalyst in that direction. Thus one looks in vain for strong pres-
sures for upgrading of the human capital stock from either demand or
supply sides. Even if supply-side policies in education were much more
muscular, and much better coordinated with the demand side and
with other elements of policy, that by itself would not revolutionise
the economy. This is an area that is unlikely, therefore, to provide key
policy levers.
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4Kozlowski and Ircha (1999) argue that even under the old system the human capital
base was never developed to match the S&T system.
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Investment Policy

The main problem with investment in the transition countries is not its
(admittedly low) aggregate level, but rather its structure (EBRD,
1995). The capital stock inherited from communism is grossly dis-
torted, featuring a wealth of (often obsolescent) physical production
capacities, and a gross deficiency in relation to organisation, finance
and marketing functions, and specifically in relation to IT. Investment
patterns over the past decade or so have done something to correct
these distortions in the leading transition economies (essentially the
Visegrad group), but in the others, and especially in the former Soviet
Union, sharp falls in levels of investment in production capacity have
been compensated, if at all, by new investment in housing (usually lux-
ury housing for the nouveaux riches), rather than by large-scale invest-
ment in business systems and/or new technologies. The cost of this
tendency for investment to reinforce rather than correct the inherited
distortions in the capital stock is high indeed. For, as argued in the
EBRD Transition Report 1995 (EBRD, 1995, p. 126, Box 7.1), it is
new investment that primarily promotes the kinds of market-based
interaction between industrial, financial and infrastructural sectors
which can generate increasing returns through the accessing of a spe-
cific form of external economy of scale intimately tied up with the
process of ‘learning through investment’. It is clear that, in a transition
context, it would be unrealistic to expect private firms to internalise,
even partially, these externalities, in the way that is common among the
TNCs of the West, except to a limited extent through the investments
of those same TNCs in the transition region. There is a role for the
public sector here, and a rich prize to be won, though the conditions
under which the role could be effectively played remain problematic.

Monopoly and Competition Policy

Contrary to popular perceptions, the industrial structures of the post-
socialist countries are not exceptional. It is striking that the US and
Russia, for example, have quite similar industrial structures (see
Dyker & Barrow, 1995). As argued by Amsden et al. (1994) “transition
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economists were correct in stressing that too small a proportion of out-
put was produced by small firms, and that white elephants in certain
industries required downsizing and vertical disintegration. Yet, they
failed to recognise that in other industries fragmented and sub-optimal
plants and enterprise size were the bottleneck” (pp. 90–96).

The problem is that policy-makers have tended to confuse eco-
nomic concentration with inappropriate firm size, and this has resulted
in a policy emphasis on anti-monopoly rather than pro-competition
measures. If there is one lesson that can be drawn from studies on
comparative industrial structures in post-socialist countries, it is that,
in transition conditions, pro-competition policy aimed at reducing
barriers to entry is much more likely to have a significant impact than
any anti-monopoly policy. Indeed, in the context of weak capacity to
implement policy, anti-monopoly policy is often simply hi-jacked by
the monopolists for their own ends (Dyker & Barrow, 1995). Pro-
competitive policies have the double advantage of being focused on
the right variables, and being relatively immune to “capture” by sec-
toral interests, because they aim to destroy old structures, rather than
to replace them with new. Those transition countries negotiating for
accession to the EU are under pressure to develop pro-competition
policies as an element in their assimilation of the acquis communau-
taire. But the process is a slow one, and the countries of the former
Soviet Union remain unaffected by that process.

Policy on Foreign Direct Investment

Policy-makers in post-socialist countries naturally want to increase the
inflow of foreign direct investment (FDI). FDI offers the prospect of
significant supplements to weak aggregate domestic investment. It is
also seen, as indeed it is throughout the world, as a key vehicle for the
transfer of technology. But the policies of individual transition gov-
ernments on FDI have often been inconsistent and unstable. In the
first years of transition the tendency was for local production and
employment to be traded for market access and privileged tax and tar-
iff status. TNCs in key sectors came together to organise themselves
in pursuit of special deals, and by the mid-1990s Western MNCs had
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become the transition countries’ most effective lobby for protection
(EBRD, 1994). Since then, the trend has been towards more level
playing fields, but there is still plenty of scope for individual firms to
make special deals which may be more conducive to short-term profit
maximisation for the company and solution of short-term social and
political problems for host governments than to any acceleration of
the pace of structural change.

In practice, FDI always has some restructuring impact. Even
where there is minimal transfer of “hard” (product, process) technol-
ogy, even where there is abuse of dominant position, FDI will always
lead to transfer of “soft” (management, office) technology, whether
the investing company intends it or not (Dyker, 1999). But transfer
of soft technology alone will not lead to “catching-up”. Rather it will
produce a pattern of “shallow” integration which provides substantial
technological benefits to the host economies, but leaves them in a
position of permanent retardation vis-à-vis the advanced industrial
economies. New empirical research indicates that even where are
significant elements of transfer of hard technology, the dominant
form of integration through FDI as such is of the shallow variety
(Urem, 1999; Inzelt, 1999).

Though there has been some development of supply networking
between investing TNCs and local firms, particularly in the Visegrad
countries, the local firms involved have usually been relegated to the
position of second- or third-tier supplier,5 which excludes them from
most of the technologically more dynamic elements of networking
(Ellingstad, 1997; Martin, 1998). It may be surmised that as time
passes and globalised learning processes are reinforced, the obstacles
to “deep” integration, which would set the transition countries on a
path to catch-up, would diminish. But there is always the danger that
foreign companies which have established dominant positions in par-
ticular transition economies will actually slow the rate of technology
transfer to the minimum ‘entry-preventing’ level as time goes on.
Clearly, then, pro-competition policies need to be implemented at
least as energetically in relation to foreign as to domestic firms.
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Regional Policy

As a result of systematic neglect under the old regimes, regions are
usually only weakly developed in the transition region in the adminis-
trative sense, and as innovative milieux. Because they were entrusted
with few real responsibilities under the old system, local and regional
authorities find that they simply lack the capabilities to implement
today’s transition agenda. The notion of decentralised innovation
policy, which has enjoyed such a vogue in the West over the past cou-
ple of decades, is particularly difficult for them to grasp. In addition,
local and regional government has still not been put on a sound fiscal
basis in a number of important transition countries. Western technical
assistance programmes, e.g. to help develop regional innovation cen-
tres, have had some impact, but it can be concluded from OECD
studies on industrial policies in post-socialist countries that it is still
too soon to speak of regional policy as such in the transition region.
On the other hand, economic differences across regions are already
increasing, and are likely to increase more, which further reinforces
the case for proactive regional policy.

The current situation is characterised by increasing tension between
regional and central levels which in some countries has turned into a
major political issue (e.g. Russia). Given the lack of labour mobility in
transition countries, regional differentiation in unemployment rates,
already marked, is very likely to persist and intensify over the foresee-
able future. It is worth noting that the areas with the highest unem-
ployment rates are also those with the highest rates of long-term
unemployment, indicating the strength of the structural factor in
unemployment in the region, especially in the so-called “rust-belt”
areas. That in turn means that a high level of unemployment may exert
little dampening effect on tendencies towards wage inflation. This is an
added reinforcement to the case for regional policy, in particular in
terms of help with retraining and assistance in finding new jobs. To be
fully effective, of course, such limited human capital policies have to be
backed up by regional policy on innovation as such.

Thus “the development of the local economy, as a basic task of local
governments, requires the development of a more comprehensive local
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policy than the simple entrepreneurial mentality” (Peteri, 1993, p. 40).
Local government in the modern world has to be businesslike, but that
is not to say that it can be run like a business. To be effective, it has to
be prepared to act in the areas of human capital formation, environ-
ment and regulation, and to take on a coordinating role, both within
its region and in terms of relations between its region and other
regions. In a word, it has to be prepared to act like a government. Up
to now hesitant moves in the direction of more businesslike local gov-
ernment in the transition region have not generally been matched by
any movement towards more strategic local government, such as
might use the authority and competencies of the state at that level to
develop the given region as a cluster of economic activities in interac-
tion with other clusters of economic activities.

Tax Policy

Tax policy can offer specific incentives for R&D activity by allowing
firms to write off all or part of their R&D expenditures against tax, or
by giving research institutes non-profit-making status. Other ele-
ments in tax policy, such as accelerated depreciation for capital equip-
ment or import duty exemptions for imported equipment, can in
principle have a significant impact on R&D. But if we are to gauge
the total impact of tax policy on R&D activity, we have to look at the
whole gamut of tax measures in a given country. Tax policies in post-
socialist countries have not been notable for their consistency, and
they have changed frequently over time and varied widely between
countries. To the extent that they have focused on a common theme,
that theme has been short-term revenue maximisation in support of
macroeconomic policies aiming at minimisation of aggregate budget
deficits. In this context collection of taxes among private individuals
and small companies has been particularly problematic, and that has
had a doubly negative effect. It has resulted in the imposition of an
excessively heavy burden of taxation on big companies, and it has left
much of the SME sector outwith the range of impact of tax policies
altogether. Against that background it is unrealistic to expect the tax
system of a transition country to play even the limited role in R&D
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policy it plays in the advanced industrial countries, and this situation
is unlikely to change over the medium term.

PROSPECTS FOR DEVELOPING POLICIES TO
ENHANCE THE KNOWLEDGE-BASED ECONOMY IN
THE POST-SOCIALIST COUNTRIES

In this section, we seek to develop a conceptual framework which
takes into account the need for policies for learning and for enhanc-
ing knowledge generation and diffusion in the transition region, and
thus allows us to reformulate some of key issues that emerged in
Section 2. We base the analysis on Matthew’s taxonomy of different
orders of economic learning.

The Conceptual Framework — Key Elements

Analysis of the heritage of the transition countries clearly indicates the
absence of system integration capabilities, i.e., elements of first- and
second-order economic learning. The pervasiveness of co-ordination
failures in post-socialist countries points to the importance of sup-
port, not only of knowledge generation through R&D policy, but
also of knowledge distribution or diffusion, and indeed of higher
orders of economic learning.

Swaan’s (1995, 1997) analysis represents a rare attempt at quanti-
tative assessment of transition country capabilities, albeit based on
qualitative judgements. Using World Competitiveness Report data,
Swaan makes a comparison of transition countries with East Asian
and other economies. His conclusion is that:

Post-socialist economies are strong in capabilities that either
involve a high level of codified, transferable knowledge, or types
of tacit knowledge that are not related to commercial applica-
tion and marketisation. On the other hand, capabilities that are
valued very low, both in absolute and relative terms, invariably
involve a high degree of tacit knowledge and require complex
co-operation to be effective (such as the implementation of
organisational and technological strategies, or time required for
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product development and marketisation respectively). Between
these two extremes are capabilities that do involve tacit aspects,
but merely on an individual level, such as managerial skills and
various social attitudes (for example entrepreneurship or risk
taking) (Swaan, 1997, pp. 7 and 8).

In a similar analysis based on Hungary alone, Swaan concludes that
deficiencies are almost all related to complex organisational capabili-
ties involving a high degree of market-related tacit knowledge and
complex (inter)organisational co-operation: the effectiveness of
strategies, the time required for product development and marketisa-
tion, the implementation of total quality management and the level of
technology and R&D (Swaan, 1995).

Swaan’s picture is confirmed by research on emerging systems of
innovation in transition countries (see Radošević, 1999). This work
also indicates two crucial weakness of post-socialist countries, both
essentially originating from the communist heritage, viz.:

• system integration capabilities at product level; and
• process integration capabilities at firm level.

By system integration at product level we mean integration of dif-
ferent functions (finance, R&D, engineering, procurement, produc-
tion, sales) as a necessary condition of innovation dynamics. The
capability to implement such integration is relatively undeveloped in
transition countries because under communism enterprises were only
production units, with many of these integrative functions being del-
egated to administrative organs. By process integration at the firm
level we mean the organisation of production and innovation across
several tiers of suppliers who are all involved, to different degrees, not
only in production, but also in innovation. In the socialist period,
process integration was the responsibility of either branch ministries
or inter-ministerial bodies.

In market economies these integrative functions are carried out by
producers or users (not always perfectly, of course, cf. earlier com-
ments about the marginalisation of second- and third-tier suppliers).
Under the socialist system, by contrast, it was largely government
bodies or design organisations that performed such network organiser
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functions as were performed. There was a degree of system integra-
tion capability in research institutes, but only for products, not for
processes. Customers and users were not strong initiators of change.
Even when they had the money to place their own contracts for R&D
(in the 1980s) they showed little concern for the final results. The sys-
tem integrators at the process level were ministries. But the organisa-
tion of processes that involved multi-technology products was almost
impossible where it involved more than one ministry. Sometimes this
would lead to parallel development, a kind of simultaneous “reinven-
tion of the bicycle”.

In terms of Matthew’s economic learning categories, system
integration deficiencies at product level fall within the first-order
economic learning (organisational learning) category, while process
integration at the firm level represents a dimension of second-order
economic learning. The policy implication is that transition govern-
ments cannot avoid issues of collective learning and inter-firm co-
operation, and are driven to establish mechanisms of third-order
learning. As we saw in the last section, spontaneous development of
new networks in the transition countries has come, to a considerable
extent, through a revival of old linkages to form conglomerates that
are new in form but hardly novel in content. If these new business
forms are to be given a genuinely novel content, and if the impact of
foreign investment is to attain critical mass, key measures in the area
of regulation and technological infrastructure will have to be imple-
mented as conditions for effective technological learning. The good
news is that, if these key measure can be implemented, the specific
government failures detailed in Section 2 will be at best dealt with, at
worst largely neutralised.

In Chart 2 we develop a policy framework based on these two
dimensions of technological learning in transition conditions. The
x axis shows whether learning is individual or collective (i.e., supported
by the technology infrastructure). The y axis differentiates between
two types of market environment: a non-regulated market where
monopolies, unfair competition, and short-term rent-seeking domi-
nate over long-term growth considerations and incentives for innova-
tion; and a regulated or “ordered” market environment where
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interactions are mediated through market-oriented regulatory institu-
tions like competition policy and supervision of utilities and banks, etc.

Our argument, as summarised in Chart 2, is that the rate of tech-
nological learning is higher in a context where learning is not only
intra-firm, but also involves interactions between firms and other
organisations, and where market interactions are structured in a way
that is supportive to investment and the control of monopolies. That
in turn means that the rate of learning in the economy as a whole
is higher if inter-firm learning is fostered through technology
infrastructure and market-oriented regulatory institutions (path (b)
in the chart).

Market Regulation

Markets are not institution-free. Developed market economies are
dominated by institutions that directly or indirectly regulate markets.
Here we will briefly discuss two such elements of regulation —
banking regulation and corporate governance regulation — which are
particularly important for the rate of technological learning, referring
back, as appropriate, to the relevant elements of existing indirect
policy as laid out in Section 2.
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Chart 2. Technological Learning Under Two Policy Regimes.
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Self-organised, competitive, market-based interactions are not nec-
essarily conducive to innovative behaviour. Even where they are con-
ducive to individual firm learning, they may generate markets
susceptible to monopoly and rent-seeking. As we saw in Section 2, if
competition is to be maintained, explicit policies have to be put in
place to curb monopoly, or, better, to encourage competition, in par-
ticular through the lowering of entry barriers. In the banking sector,
there are some additional problems.

Privatisation and competition in capital markets do not by them-
selves create sufficient conditions for banks to be efficient in restruc-
turing (Gower, 1997). Poor information flows lay transition financial
systems open to problems of moral hazard, looting and insider deal-
ing on a huge scale. Low levels of professional capability in transition
banking systems mean that credit allocation mechanisms are weak
and prone to error, leaving wide scope for established lobbies to
manipulate the banking system to their own, narrow (and usually
non-innovative) ends. Market failures are much more pervasive in
capital than in commodity markets. This means that the state’s role in
regulating the banking system is absolutely crucial. This is one sector
which definitely cannot simply be left to self-organise.

The dominant source of investment in transition countries is
retained earnings. This can be positive, to the extent that it allows firms
to grow and develop in an “organic” way. It may, however, tend to per-
petuate the existing industrial structure, creating a real danger of “lock
in” to inferior technologies. A mature system of investment finance is
one that balances external and internal sources of finance. A key condi-
tion of such balance is a system of regulation for the banking system
which pushes it towards long-term, innovation-oriented investments
while maintaining its competitive character. Creating such a system is, it
must be stressed, something of a tight-rope act. Excessively rigid regula-
tion, too much emphasis on prudence, can reduce the level of competi-
tion between banks and increase the average spread between borrowing
and lending rates, which reduces the efficiency of resource mobilisation
by reducing the volume of investment that can be supported by a given
level of savings. Where too little regulation hands market power to
banks, the result may be exactly the same. Against this background it is
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not difficult to understand why most transition governments are reluc-
tant to rely entirely on private markets to allocate capital.

In seeking to formulate policy with respect to the banking and
financial sectors, these governments are faced with a difficult
dilemma. The easiest way for the state to exert influence over the pat-
tern of bank lending is through retention of substantial elements of
state ownership of banks (cf. the French experience with the indicative
planning system in the decades after the Second World War). In prac-
tice, continued direct state involvement in banking, in the context of
the peculiar historical legacy that burdens the transition countries, is
likely to produce perverse results. Soft budget constraints will not be
hardened up, good money will continue to be thrown after bad, and
the cycle of non-performing loans will continue to operate. The diffi-
culty here is that, as Gower (1997) has shown, even after privatisation,
post-communist banks may continue to exhibit many of the bad old
habits. It remains unclear how transition governments can mould a
framework for private financial activity which will ensure effective
mobilisation of savings, efficient allocation of loanable funds, and a
positive orientation towards investment in new production lines and
technologies, which yet avoids the pitfall of politicisation of decision-
taking in the name of trying to “pick winners” or foster “national
champions”. Foreign technical assistance schemes to set up venture
capital institutions have shown positive results, but the quantitative
impact of such schemes has been largely negligible. Foreign take-overs
of domestic banks has strengthened balance sheets but has had little
immediate effect on banks as lenders to growing enterprises (EBRD,
1998, Part 2). It is, indeed, clear that institution-building in the
financial sector will, like other key elements of institution-building,
have to be a mainly domestic affair. And it will have to go forward
hand-in-hand with other key elements of institution-building — at
the level of government, in the civil service, in industry itself, and in
the new and rapidly developing sector of industrial services.

A second area of regulation crucially important for (third-order)
technological learning is corporate governance. The predominance of
nomenklatura privatisation throughout the transition region means
that the governance of companies is everywhere dominated by insiders
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from the old regime. The practical implications of that vary greatly
from country to country. Thus in Poland, nomenklatura capitalists in
the business sector, like former communists in politics, often seem to
differ from their “cleaner” compatriots in terms of a greater degree of
commitment to market disciplines. In the former Soviet Union, by
contrast, nomenklatura capitalists have generally set their faces firmly
against the generalised introduction of such disciplines, and have fre-
quently behaved in an arbitrary, even illegal, manner vis-à-vis foreign
investors (Hanson, 1997). Most important in the present context,
they tend to be steadfastly conservative in the technological area,
holding to the belief that the hard technology inherited from the
Soviet Union is perfectly adequate for most purposes, and refusing to
recognise the importance of soft technology.

Outside the former Soviet Union it is quite difficult to generalise
about the technological attitudes of nomenklatura capitalists. But it
must be recognised that insider control is always a problem, especially
where strategic investors, whether domestic or foreign, are seeking to
take control over large blocks of assets and fundamentally redirect the
pattern of their application. Here the weaknesses of corporate gover-
nance structures conspire with the weaknesses of the banking systems
of the region. It is against that background that the holding companies
and other forms of conglomerates which have sprung up throughout
the region over the past few years must be assessed. Themselves domi-
nated by nomenklatura capitalist interests, they nevertheless represent
the more dynamic elements within that socio-economic formation.
What is clear is that if the new conglomerates are to be accepted as a
“fact of life”, it is that much more important to impose on them a
structure of governance which ensures that strategic investment will
not simply be used as a cover for asset stripping and the extension of
political power. The challenge here to young and inexperienced transi-
tion states is huge, but it is a challenge that must be met.

Technological Infrastructure

In this sub-section we use Matthew’s analytical approach to reassess
and reformulate a number of the elements from Section 2, especially
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the sub-sections on R&D itself, privatisation, investment, including
foreign, and regional policy.

Infrastructure is an element of the economic system used by enter-
prises in common, and technology infrastructure is an element of a
given industry’s technology that is jointly used by firms in competi-
tion with each other (Tassey, 1996). In more concrete terms, it is
“the set of specific industry-relevant capabilities which have been
supplied collectively and which are intended for several applications
in two or more firms or user organisations” (Justman & Teubal,
1996, p. 23). Technology elements held in common are important
for supporting and complementing individual firms’ technological
activities (for example, in relation to testing facilities), and lack of
them may seriously constrain firms’ growth. Technology infrastruc-
ture thus offers an important external economy of scale, on the basis
of which firms can pursue interactive technology development and
compensate for the lack of some elements of technology in-house.

The special importance of building up technology infrastructure in
the transition context hardly needs emphasising. Thus, for example,
the market value of the current excess supply of engineers and R&D
specialists could be greatly enhanced by technology infrastructure
which provides general technical support for entrepreneurs, in tan-
dem, perhaps, with a venture capital facility to provide the financial
support. But while infrastructure is crucial for private enterprise and
investment, it does not follow from this that the building-up of the
infrastructure should be entirely the responsibility of government.
Particularly in a transition context, fiscal exigencies may make it
impossible for the state to finance every aspect of technological infra-
structure; the government may in any case lack the capabilities to do a
good job in some areas of that infrastructure. Finally, in areas like
telecoms, where technology is transforming an old natural monopoly
into an (almost) normal competitive sector, there is simply no need
for government to become deeply involved on the financial side,
whether the country in question is in transition or not.

In the post-socialist countries the danger of market failure, in this as
in other areas, is an especially acute one. Widespread but mostly unsuc-
cessful attempts across Eastern Europe to set up technology parks and
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business incubators are a case in point (see Webster, 1996). In the
Baltic states we find some particularly telling examples. The govern-
ment-backed technology park in Tallinn is supposed to be an exercise
in planned spillovers, but it actually operates as an ensemble of unre-
lated companies. Only a few hundred metres away, however, is EKTA,
an association of electronics and software companies which receives
no support from the state, but within which there is intensive interac-
tion and complementarity between companies. Puzzles like this are by
no means unknown outside the transition region, but the scale of
potential government failure in that region, against a background of
financial stringencies, means that the whole approach to the building
of technology infrastructure has to be emphatically decentralised.
Paradoxically in countries with a socialist background, technology
infrastructure policy for transition needs to be much closer to the cus-
tomer, designed and financed in co-operation with the customer. In
addition to direct government-led public initiatives, infrastructural
functions can be created through the support of private provision of
public services (through information services, consultancy organisa-
tions, university-industry consortia, semi-public networks of innova-
tion centres, etc.). A “bottom-up” approach should ensure that there
is demand for the services provided. Voluntary industry associations,
too, can function as builders of the technology infrastructure, target-
ing quite specific branch needs and financing their operations through
members’ fees and customer contributions.

Market Regulation and Technology Infrastructure —
A Synthesis

It is clear that intra-firm learning is insufficient to ensure industrial and
technological change for long-term growth in the transition region.
Only when intra-firm (first-order) learning expands into collective or
network-based (second-order) learning can deeper structural change
be guaranteed. Only with the development of market-oriented regula-
tory institutions and technology infrastructure can the process of col-
lective (third-order) learning be effectively sustained. The novelty of
our perspective lies in its stress on the mutual dependence of the two
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elements and the way that that mutual dependence should shape pol-
icy actions. Neither wholly free-market-led nor wholly government-
led development of market institutions and technology infrastructure
will deliver transformation towards a knowledge-based economy.
Development of network-based learning is the key condition, and it is
strongly dependent on the development of meso-institutions, “non-
market mechanisms of articulation of markets” (Robertson, 1992) like
private/public councils, business associations, industrial groups, etc.,
which can play a key role in the development of “voluntary” regula-
tion while at the same time helping to fill the “empty boxes” of tech-
nology infrastructure.

CONCLUSIONS

In this paper we have tried to analyse the policy issues involved in
the transformation of transition countries into knowledge-based
economies. The general conclusion is that there is no strong synergy
between transition policies in the narrow, macro-economic sense and
the required shift towards the knowledge-based economy. It is
undoubtedly the case that general liberalisation policies are essential
to the transformation process. They ensure freedom of action for
enterprises, freedom to pursue profitable opportunities, and thus may
be considered necessary conditions for the building of a knowledge-
based economy. But they are clearly not sufficient conditions.

Of all the basic transition policies, it is privatisation which has the
biggest direct implications for the knowledge base of the countries
concerned. But the preoccupations of privatisation programmes are
manifold, and restructuring and growth of enterprises are not always
at the top of the list. The basic criterion for assessing privatisation
policies from a knowledge-based economy perspective is the extent to
which they allow for the diversity of enterprise forms, sizes and strate-
gies which is essential for knowledge diffusion and generation.
Privatisation also strongly influences the pattern of development of
inter-firm networks (second-order economic learning) and the way
that public policy mediates the process of economic development
(third-order economic learning). But is no exaggeration to say that
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without satisfactory levels of corporate governance, privatisation will
deliver none of these levels of economic learning.

What about R&D as such? Whether policy on R&D should be in
the direction of active or passive restructuring, gradual or radical
reduction in public funding, should clearly be decided on the basis of
policy implementation capability. The lower that capability, the higher
the costs of gradualism could be in terms of erosion of the real R&D
base and weakening of any impetus towards restructuring, and the
more attractive the option of rapid privatisation of industrial R&D
activities. Either way, effective policy is policy which aims at support-
ing activities (projects) and not institutions per se, and which supports
a limited number of consistent and administratively feasible goals.

We should expect that the whole R&D system itself will change
structurally. In that context, intra-organisational restructuring will
probably dominate over the development of bridging institutions as
such.6 The bridging function will most likely be absorbed into newly
restructured enterprises, universities, R&D service companies, indus-
trial associations or R&D centres, rather than being provided by insti-
tutions specialising solely in transfer services. In other words, the
bridging function will develop as a complementary rather than as a
stand-alone function. Bridging functions will be supported by these
various actors because in that way they can better understand customer
needs. Where independent bridging organisations survive, they will do
so largely by evolving into full-scale SMEs, with their own specific in-
house capabilities, including knowledge-transfer capabilities.

Rather than lingering over systemic details, R&D policy priorities
in the post-socialist countries should focus on the “big picture” — on
enhancing demand for technology within enterprises, and on restruc-
turing R&D supply from top to bottom. It must be recognised that
stabilisation of the R&D sector is impossible at radically reduced lev-
els of expenditures unless the organisations, functions and structure
of R&D are totally transformed. Policy needs to tackle supply,
demand and bridging functions in an integrative way.
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More generally, policy for enhancing the knowledge-based econ-
omy requires a broad range of intermediate institutions, because
knowledge is an odd kind of “commodity” which transcends private-
public boundaries. At the regional level, the key task is to build up
new agencies, some public-sector, some mixed public/private, the
job of which is to strengthen horizontal information flows, and build
new, operational business links on that basis.

Institutions located in the “grey zone” between government and
business can represent a variety of public-private interfaces, and can
thus act as key “traders” in knowledge. They are not strongly present
in transition countries because they represent a dimension of civil
society, a category that was largely suppressed in socialist times.
Financial institutions which would normally exercise some of these
civil society functions are also undeveloped. But against the back-
ground of pervasive government failure in relation to top-down poli-
cies in the transition economies, there is simply no alternative to
developing the civil society of knowledge and business intermedia-
tion, including financial institutions, as a foundation for effective sys-
tems of regulation and technological infrastructure.
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OECD (1996). Employment and Growth in the Knowledge-based Economy. OECD
Documents, Paris.

——— (1997). Science, Technology and Industry Outlook 1996. Paris.
Orel, VM (1995). Sotsial no-ekonomicheskie aspekty razvitiya nauki v Rossii. In

Sotsialnaya Dinamika Sovremennoi Nauki, VZ Kelle, EZ Mirskaya and
SA Kugel et al.(eds.). Moscow: Nauka.

Peck, M, J Gacs and L Gokhberg (1997). Russian Applied R&D: Its Problems and
Promise. IIASA Research Report, Laxenbourg.

Peteri, G (1993). From the “enterprising” local government towards local economic
development. In Private Sector Development and Local Government in Hungary,
Papers and Proceedings of a conference organized by the Centre for
International Private Enterprise and the Public Policy Institute Foundation,
Eger (Hungary), pp. 10–11 September 1993, Budapest: Public Policy Institute
Foundation.

Radošević, S (1994). Strategic technology policy for Eastern Europe. Economic
Systems, 18(2), 87–116.

——— (1996). Restructuring of R&D institutes in post-socialist economies:
Emerging patterns and issues. In A Webster (ed.).

——— (1997). Strategic policies for growth in post-socialism: Theory and evidence
based on the case of Baltic states. Economic Systems, 21(2), 165–196.

286 Technology and Transition

B149_Ch10.qxd  23/04/04  4:53 PM  Page 286
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INTRODUCTION: CONTRASTS AND COMMON
FEATURES IN GENERAL PATTERNS OF ECONOMIC
PERFORMANCE

Some dozen or so years after the beginning of the process of restora-
tion of market/capitalist economic systems in Eastern Europe and the
former Soviet Union, and with the new millennium just begun, we find
ourselves in an ideal position to review the results of the early phase of
the transition process. Given that the main features of the old system
were invariable, and given the goal of restoring capitalism is shared by
every country in the region, it is perhaps surprising that the impact of
transition on basic output trends has been so variable between coun-
tries (See Table 1). But this is an advantage from the analytical point of
view, because it allows us to use inter-country comparisons to gauge
the relative importance of different factors of transition. Before
attempting to do that, however, let us take a look at the features that
are common throughout Eastern Europe and the former Soviet
Union. All the economies of the region suffered a dramatic collapse of
output in the early 1990s, no doubt inevitably given the depth of the
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Table 1. Eastern Europe and the former Soviet Union: Basic economic indicators 1990–2001 (annual percentage change).

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

GDP
Eastern Europe �7.9 �11.5 �6.0 �1.7 3.9 5.9 4.1 2.8 1.8 1.7 3.7 3.0
Albania �13.1 �27.7 �9.7 11.0 9.4 8.0 9.1 �7.0 8 7.3 7.8 7.0
Bosnia & 1.6 — — — — — — — — — 9.1 8.0
Hercegovina

Bulgaria �9.1 �11.7 �5.7 �1.5 1.8 2.1 �10.9 �6.9 3.5 2.4 5.8 4.9
Croatia �8.5 �20.9 �9.7 �3.7 0.6 7.1 6.0 6.5 2.5 �0.4 3.7 4.3
Czech Rep. �1.2 �14.2 �6.4 �0.9 2.6 5.9 4.1 1.0 �2.2 �0.4 2.9 3.6
Hungary �3.3 �11.9 �4.3 �2.3 2.9 1.5 1.3 4.6 4.9 4.2 5.2 3.8
Poland �11.6 �7.0 2.6 3.8 5.2 7.0 6.1 6.9 4.8 4.1 4.0 1.1
Romania �8.2 �12.9 �8.2 1.3 3.9 7.1 4.1 �6.9 �5.4 �1.2 1.8 5.3
Slovakia �2.5 �11.2 �7.0 �3.2 4.9 7.3 6.9 6.5 4.4 1.9 2.2 3.3
Slovenia �4.7 �8.1 �5.4 1.3 5.3 4.1 3.1 4.6 3.9 5.2 4.6 3.0
FYR Macedonia �10.2 �12.1 �13.4 �14.1 �7.2 �1.2 0.7 1.5 2.9 4.3 4.6 �4.6
FR Yugoslavia �8.4 �11.2 �26.2 �27.7 2.5 6.1 5.9 7.4 2.5 �17.7 6.4 6.2
Baltic states �3.9 �11.5 �32.5 �17.5 �0.2 2.1 3.7 7.6 4.5 �1.7 5.4 6.2
Estonia �8.1 �10.0 �14.2 �8.6 �2.7 4.3 4.0 11.4 4.0 �0.7 6.9 5.3
Latvia 2.7 �10.4 �34.9 �14.9 0.6 �0.8 2.8 6.5 3.9 1.1 6.8 7.6
Lithuania �6.9 �13.1 �39.3 �27.1 1.0 3.0 4.2 6.1 5.1 �3.9 3.9 5.7
CIS1 �3.4 �11.5 �17.8 �11.5 �14.5 �5.5 �4.4 1.1 �3.0 4.5 8.3 6.2
Armenia �8.2 �8.8 �52.3 �14.8 5.4 6.9 5.8 3.1 7.2 3.3 6.0 9.6
Azerbaijan �11.3 �0.7 �22.6 �23.1 �19.7 �11.8 1.3 5.8 10.0 7.4 11.1 9.9
Belarus �3.2 �1.2 �9.6 �9.5 �12.6 �10.4 2.8 11.4 8.4 3.4 5.8 4.1
Georgia �4.3 �20.1 �40.3 �39.4 �30.0 2.6 8.6 11.3 2.9 3.0 2.0 4.5
Moldova �1.5 �18.7 �28.3 �4.8 �31.2 �1.9 �7.8 1.6 �8.6 �3.4 2.1 6.1
Russia �2.0 �12.8 �19.2 �12 �12.7 �4.1 �4.9 0.8 �4.9 5.4 9.0 5.0
Ukraine �3.6 �11.6 �13.7 �14.2 �22.9 �12.2 �10.0 �3.2 �1.7 �0.2 5.9 9.1
Former GDR �15.5 �19.2 7.8 5.8 9.9 5.2 1.9 1.7 2.0 1.4 2.1 �0.7
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Industrial output
Eastern Europe �15.1 �18.5 �10.0 �3.0 6.7 8.0 5.8 5.6 0.8 0.3 8.4 3.2
Albania �7.5 �41.9 �30.1 2.5 �18.6 �7.2 13.6 �5.6 21.8 16.0 12.0 �20.0
Bosnia & 0.9 �16.2 — — — 60.8 87.3 35.7 23.8 10.6 8.8 12.2
Hercegovina

Bulgaria �17.2 �22.2 �15.9 �10.0 8.5 9.1 �8.3 �10.2 �12.7 �9.3 5.8 0.7
Croatia �11 �28.5 �14.6 �5.9 �2.7 0.3 3.1 6.8 3.7 �1.4 1.7 6.0
Czech Rep. �3.3 �24.4 �7.9 �5.3 2.1 8.7 1.8 4.5 1.6 �3.1 5.4 6.8
Hungary �4.5 �19.1 �9.8 3.9 9.5 4.5 3.4 11.1 12.5 10.4 18.7 4.1
Poland �24.2 �11.9 3.9 7.3 11.9 9.7 8.3 11.5 3.5 3.6 6.7 0.0
Romania �19.0 �22.8 �21.9 1.3 3.3 9.4 9.9 �7.2 �16.8 �2.2 8.2 8.2
Slovakia �4.0 �17.6 �14.1 �10.6 4.6 8.3 2.4 1.7 3.8 �3.0 9.3 5.6
Slovenia �10.5 �12.4 �13.2 �2.8 6.4 2.0 1.0 1.0 3.7 �0.5 6.2 2.9
FYR Macedonia �11.0 �17.2 �15.8 �14.6 �10.6 �10.8 3.1 1.6 4.5 �2.6 3.5 �10.1
FR Yugoslavia �11.7 �17.6 �22.4 �37.4 1.2 3.8 7.5 9.5 3.6 �23.1 11.2 0.0
Baltic states �2.5 �3.4 �33.5 �33.9 �15.7 1.3 4.6 9.4 5.6 �8.0 7.1 12.5
Estonia �5.6 �7.2 �38.9 �26.6 �2.0 1.9 2.9 13.4 2.3 �3.4 13.1 7.5
Latvia �0.2 �0.7 �34.8 �38.1 �6.8 �3.7 5.5 13.8 3.1 �5.4 4.7 8.4
Lithuania �2.8 �3.5 �30.0 �34.2 �28.0 5.3 5.0 3.3 8.2 �11.2 5.3 16.9
CIS1 �1.1 �7.8 �18 �12.5 �21.5 �5.9 �2.8 2.6 �3.0 9.2 11.6 6.7
Armenia �7.5 �7.7 �48.2 �10.3 5.3 1.5 1.2 0.9 �2.7 5.3 6.4 3.8
Azerbaijan �6.3 4.8 �23.7 �7.0 �22.7 �17.2 �6.7 0.3 2.2 3.6 6.9 5.1
Belarus 2.1 �1.0 �9.4 �7.4 �17.1 �11.7 3.5 18.8 12.4 10.3 7.8 5.4
Georgia �5.7 �22.6 �45.8 �26.6 �39.7 �9.8 7.7 8.2 �2.7 7.4 6.1 �1.1
Moldova 3.2 �11.1 �27.1 �10 �27.7 �3.9 �6.5 0.0 �15.0 �11.6 7.7 14.2
Russia .. �8.0 �18.0 �14.1 �20.9 �3.3 �4.0 2.0 �5.2 11.0 11.9 4.9
Ukraine �0.1 �4.8 �6.4 �22.4 �27.3 �12.0 �5.1 �0.3 �1.0 4.0 12.4 14.2
Former GDR �27.3 �49.1 �6.4 5.8 13.9 5.8 4.6 5.8 7.6 7.4 10.5 3.7

1Including the Asian members of the CIS, not separately listed.
Source: Various editions of the Economic Survey of Europe, Economic Commission for Europe, United Nations, Geneva.

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
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systemic changes taking place, and no doubt exacerbated by the col-
lapse of the CMEA trading system. None has made a really impressive
recovery from that collapse, at least in purely quantitative terms, with
the best of them having only recently recovered the output levels of the
1980s. Some have actually fallen into renewed recession, after the initial
recovery (Bulgaria 1996–97, the Czech Republic and Romania
1997–99, Poland 2001–present). In almost every country the close
relationship between GDP growth and growth in industrial production
characteristic of the old communist days has been maintained, despite
the rapid development of the services industry in the region as a whole.

There are, at the same time, very striking contrasts between the
growth performance of individual countries and groups of countries.
Until recently, Poland stood out as a star performer, outstripping all
the other countries of the region. At the level of sub-regions, we can
see that the Central-East European group (Poland, the Czech
Republic, Slovakia, Hungary and Slovenia) have performed signifi-
cantly better than any of the other major groups of transition
economies in purely quantitative terms. The gap between them and
the others is, of course, even bigger when we take into account quali-
tative variables like law and order, civic renewal, etc. The fact that
these five (among others) are now about to accede to the European
Union can be interpreted as in part a reward for relatively good per-
formance on the major aggregate indicators of transition. It does, of
course, at the same time increase the gap between them and the oth-
ers. Overall, the former Soviet Union compares poorly with Central-
East Europe on quantitative performance, against the background of
widespread disintegration of the social fabric, though both CIS and
Baltic countries have been narrowing the gap since 1999. The former
Soviet Union remains a large and disparate area, and there has been
wide variation in performance between different sub-groups of suc-
cessor states. All of the Transcaucasian CIS countries reported posi-
tive growth throughout the period 1996–2001, but only after
particularly steep falls in GDP levels in the preceding years. The two
main CIS economies, the Russian and Ukrainian, were still showing
declines in GDP in 1996, and hopes raised by the achievement of a
modest 0.8 per cent increase in GDP in Russia in 1997 were cruelly
dashed in 1998 in the aftermath of the financial crisis which overtook
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the country in the middle of that year. But recovery from the crisis
was swift, and the Russian economy has performed well in aggregate
terms since then. In Ukraine, recovery in GDP growth rates had to
wait for the new millennium, but the recovery has been sustained. In
Moldova, recovery has been extremely weak.

Economic performance in the countries of South-East Europe
through the last decade of the 20th century was dominated by the
impact and aftermath of the Yugoslav war. Not surprisingly, most of
these countries reported weak growth over that period, after a dra-
matic collapse in output levels in the early 1990s. The main excep-
tions are Croatia, where GDP growth trends 1995–97 shadowed
Polish, and Bulgaria, where apparently favourable initial conditions
for economic transformation were belied by a pattern of relentless
contraction of GDP through the late 1990s. Romania flattered to
deceive in the mid-1990s, before descending into a renewed output
collapse in 1997–1998. There have been modest recoveries in both
Bulgaria and Romania in the early 2000s, while GDP growth in
Croatia has fallen away. The NATO bombardment of Yugoslavia
(Serbia & Montenegro) in 1999 precipitated a renewed collapse of
production in that country, from which recovery has been weak.

In a region of generally poor-to-mediocre overall economic per-
formance, then, only a small group of countries can be said to have
“made it”, in terms of reestablishing some kind of sustained pattern of
economic growth. Others have managed two-three years of continuous
growth at different points in time, but have not been able, at least up to
the present time, to maintain the impetus. Yet others continue to
flounder in something between recession and stagnation. How are we
to explain these differences? In terms of initial conditions? In terms of
the quality of economic policy-making? Before trying to answer those
questions, let us broaden out the picture of economic performance by
looking at figures on inflation, unemployment and productivity.

UNDERLYING PATTERNS OF TRANSFORMATION —
MACRO STABILITY AND INCREASES IN EFFICIENCY

Table 2 suggests an intriguing, but complex relationship between
macroeconomic stabilisation and recovery in terms of growth. There
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Table 2. Eastern Europe and the former Soviet Union: Inflation (percentage change) and unemployment (percentage
of total work force), 1990–2001.

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Inflation (December/December)
Eastern Europe — — — — — — — — — — — —
Albania — 104 266 85 15.0 6.0 17.4 42.0 7.8 �1.0 4.2 3.5
Bosnia & — — — — 94.7 �34.2 3.2 12.2 2.2 �0.4 3.4 1.5
Hercegovina

Bulgaria 19.3 254 79 73 122.0 33.0 311.1 578. 7 0.9 6.2 11.2 4.8
Croatia — 223 766 1,538 �3.0 3.7 3.5 4.0 5.6 4.6 7.5 2.5
Czech Rep. — 57 11 21 10.3 7.9 8.7 9.9 6.7 2.5 4.1 4.2
Hungary 28.9 35 23 23 21.3 28.5 20.0 18.4 10.4 11.3 10.1 6.9
Poland 558.4 70 43 37 29.4 22.0 18.7 13.2 8.5 9.9 8.6 3.6
Romania 5.7 166 211 257 61.9 27.7 56.8 151.7 40.7 54.9 40.7 30.2
Slovakia — 61 10 23 11.8 7.4 5.5 6.5 5.5 14.4 8.3 6.5
Slovenia — 118 201 33 18.3 8.6 8.8 8.8 6.6 8.1 9.0 7.1
FYR Macedonia — — — 350 55.1 11.2 0.3 4.5 �1.0 2.4 6.1 3.7

2.2E 8E
FR Yugoslavia — 120 8,991 �14 �09 110.7 59.9 10.3 45.7 54.0 115.1 40.5
Baltic states — — — — — — — — — — — —
Estonia — 283 969 88 41.8 28.8 14.9 12.3 6.8 3.9 5.0 4.3
Latvia — 172 950 109 26.1 23.3 13.2 7.0 2.8 3.3 1.9 3.0
Lithuania — 216 1,020 410 45.0 35.5 13.1 8.5 2.4 0.3 1.5 2.1
CIS1 — — — — — — — — — — — —
Armenia — 174 729 2,260 1,763 32.0 5.6 21.8 �1.2 2.1 0.4 2.8
Azerbaijan — 102 1,063 981 1,787 84.5 6.8 0.3 �7.6 �0.5 2.1 1.5
Belarus — 94 1,016 1,682 1,957 244.2 39.1 63.4 181.6 251.3 108.0 46.3
Georgia — — 767 11,647 9,198 57.4 12.6 7.3 10.8 11.1 4.6 3.4
Moldova — 98 941 1,576 104.6 23.8 15.1 11.1 18.2 43.8 18.5 6.4
Russia — 100 1,468 911 214.8 131.4 21.8 11.0 84.5 36.7 20.1 18.8
Ukraine — 84 1,240 4,474 401.1 181.7 39.7 10.1 20.0 19.2 25.8 6.1
Former GDR — — 11 9 3.5 2.6 1.6 2.3 1.1 0.2 — —
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Unemployment
Eastern Europe — 9.4 12.4 14.0 13.6 12.5 11.8 11.9 12.6 14.6 15.2 15.6
Albania 9.5 9.4 27.0 22.0 18.0 13.1 12.1 14.9 17.6 18.2 16.9 15.0
Bosnia & — — — — — — — 39.0 38.3 39.0 39.4 40.0
Hercegovina

Bulgaria 1.8 11.5 15.6 16.4 12.8 11.1 12.5 13.7 12.2 16.0 17.9 17.3
Croatia — 14.1 17.8 16.6 17.3 17.6 15.9 17.6 18.6 20.8 22.6 23.1
Czech Rep. 0.7 4.1 2.6 3.5 3.2 2.9 3.5 5.2 7.5 9.4 8.8 8.9
Hungary 1.7 7.4 12.3 12.1 10.4 10.4 10.5 10.4 9.1 9.6 8.9 8.0
Poland 6.5 11.8 14.3 16.4 16.0 14.9 13.6 10.3 10.4 13.1 15.1 17.4
Romania 1.3 3.1 8.2 10.4 10.9 9.5 6.3 8.8 10.3 11.5 10.5 8.6
Slovakia 1.6 11.8 10.4 14.4 14.8 13.1 12.8 12.5 15.6 19.2 17.9 18.6
Slovenia — 10.1 13.3 15.5 14.2 14.5 14.4 14.8 14.6 13.0 12.0 11.8
FYR Macedonia — 24.5 26.8 30.3 33.2 37.2 39.8 42.5 — 43.8 44.9 41.7
FR Yugoslavia — 15.7 24.6 24.0 23.9 24.7 26.1 25.6 27.2 27.4 26.6 27.9
Baltic states — — 2.1 4.5 5.3 6.5 6.4 6.3 7.3 9.1 10.0 10.1
Estonia — 0.1 1.6 5.0 5.1 5.0 5.6 4.6 5.1 6.7 7.3 7.2
Latvia — — 2.3 5.8 6.5 6.6 7.2 6.7 9.2 9.1 7.8 7.7
Lithuania — 0.3 3.6 3.4 4.5 7.3 6.2 6.7 6.9 10.0 12.6 12.9
CIS1 — — 2.7 3.6 4.4 5.8 6.2 7.6 8.5 8.3 7.1 6.2
Armenia — — 3.5 6.3 6.0 8.1 9.7 11.0 8.9 11.5 10.9 9.8
Azerbaijan — 0.1 0.2 0.7 0.9 1.1 1.1 1.3 1.4 1.2 1.2 1.3
Belarus — — 0.5 1.3 2.1 2.7 4.0 2.8 2.3 2.0 2.1 2.3
Georgia — — 0.3 2.0 3.8 3.4 3.2 8.0 4.2 5.6 — —
Moldova — — 0.7 0.7 1.0 1.4 1.5 1.7 1.9 2.1 1.8 1.7
Russia — 0.1 4.7 5.5 7.1 8.9 9.3 11.2 12.4 12.2 9.8 9.0
Ukraine — — 0.3 0.4 0.3 0.6 1.5 2.8 4.3 4.3 4.2 3.7
Former GDR — — — — 13.5 14.9 15.9 19.4 17.4 17.7 17.2 17.6

1Including the Asian members of the CIS, not separately listed.
Source: Various editions of the Economic Survey of Europe, Economic Commission for Europe, United Nations, Geneva.

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
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certainly seems to be no special virtue in getting inflation right down
to zero. The only transition economies claiming rates of inflation
below 2 per cent in 1998 were Azerbaijan and Bosnia, hardly front-
runners in terms of renewed economic development. Indeed if we
look at the inflation data for all the countries of the region for
1999–2001, we see a remarkably flat picture. The great majority of
them report annual rates of inflation of between 2 and 20 per cent,
and there is no pattern of correlation between the pecking order for
inflation and that for economic growth. In Poland, the inflation rate
has come down as growth has stalled over recent years. In Hungary,
growth rates of GDP have accelerated over recent years, as inflation
rates have remained relatively high. And in Slovenia, GDP growth
and inflation have accelerated together since 1998. Surveying the
whole transition period, we can see that consistent reductions in infla-
tion, year-by-year, have been more important than good performance
on inflation in any one year, and that makes sense in terms of what we
understand of the impact of inflationary trends on business and con-
sumer expectations. Even here, however, the correspondence is far
from complete. Russia to mid-1998 is as good an example as Poland
of a steady reduction in inflation from initially high levels — yet in
terms of output recovery, the two countries stand at opposite ends of
the spectrum. Certainly, the dimension of initial impact seems to be
important — thus in Poland the inflation rate had been reduced to
some 40 per cent by as early as 1992, whereas in Russia it was still
over 100 per cent in 1995. To that extent, the shock therapy argument
is surely proven. Sustainability is also important. Again, it is worth
noting that inflation has gone down in Poland in every single year
since 1990 except 1999. In Russia, by contrast, the financial crisis of
mid-1998 and the subsequent reversion to high rates of inflation
exposed in dramatic fashion the dangers of basing macroeconomic
stabilisation policies on foreign borrowing and non-payment of wages
and salaries in the public sector. But the overall pattern of the figures
for growth and inflation over the whole region and the whole period
leaves us in no doubt that macroeconomic stabilisation is a necessary,
but not sufficient condition of effective economic transformation. If
we want to penetrate deeper into the underlying factors of economic
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transformation we must clearly go beyond aggregate macroeconomic
data to the level of structural indicators as such.

What do the unemployment figures tell us? To the extent that
effective economic transformation means shaking labour out of sun-
set industries and redeploying it in sunrise industries (and services),
we might expect to see sharp initial increases in unemployment, fol-
lowed by gradual, sustained reductions, in the “first division” coun-
tries. In fact, the only countries that follow this pattern are Hungary
(fairly weakly) and Slovenia (very weakly). In Poland, unemployment
starts rise sharply again from 1999, well before the output recession
sets in in that country. In Slovakia unemployment goes high and stays
high. In the Czech Republic it starts off low and stays low until the
fallout of the 1997 financial crisis and the consequent recession
begins to show. It does not start to fall again as output recovers in the
early 2000s. The pattern is similar in Romania. But here average rates
of unemployment are much higher, and there is a weak downward
trend in the early 2000s. In the countries of the former Soviet Union,
unemployment has stayed remarkably low — under 5 per cent in
most cases. Does this tell us that that less muscular transformation
policies (taking macroeconomic policy orientation as a crude proxy
for transformation policy as a whole) do, at least, make for less unem-
ployment? Certainly Russia, which has followed a more consistent
reform line than any other CIS country, reports, along with Armenia,
the highest unemployment figures in that region. But the low
reported unemployment figures of countries like Ukraine do, in fact,
reflect concealed unemployment on a massive scale. If account is
taken of the number of workers in that country who are on indefinite
unpaid leave (but still with social security benefits), the rate of
employment rises to around 30 per cent, comparable to that of belea-
guered Macedonia, which suffered from the “double blockade” (the
UN against Serbia and Greece against Macedonia) during the years of
the first Yugoslav war, which has only just begun to repair the damage
inflicted in that period, but which is at least more honest in its report-
ing of unemployment.

Like the inflation figures, then, the unemployment data tell us a
good deal, but not enough. They tell us that if you do something
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Table 3. Eastern Europe and the former Soviet Union: Measured labour productivity, 1991–2001 (annual percentage change).

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Total labour productivity a

Albania �26.7 19.0 14.6 �1.4 11.4 11. 3 �6.3
Bulgaria 1.4 1.0 0.1 1.2 0.5 �11.0 �4.3
Croatia �12.7 0.1 2.6 3.0 3.0 6.0 7.3
Czech Rep. �9.3 �3.9 0.7 1.8 2.1 3.4 2.0
Hungary �2.3 6.8 4.7 5.3 3.4 1.8 4.5
Poland �1.2 7.2 6.4 4.2 5.1 4.1 4.0
Romania �12.5 �5.9 5.5 4.5 12.9 5.4 �7.8
Slovakia �2.4 �7.5 �1.3 6.0 5.3 6.1 7.1
Slovenia �0.3 1.3 5.1 7.2 4.2 3.6 4.8
FYR Macedonia �9.5 �9.1 �9.2 �2.0 7.3 5.3 6.2
FR Yugoslavia �8.9 �25.4 �28.8 4.6 7.5 6.4 9.0
Estonia �11.9 �8.2 3.8 �1.5 4.5 4.7 11.6
Latvia �9.6 �32.3 �8.0 4.0 �0.3 5.7 4.5
Lithuania �15.2 �32.5 �27.3 �7.2 5.0 5.1 5.5
Armenia �11.1 �38.4 �6.7 8.4 7.8 8.8 7.8
Azerbaijan �5.2 �19.3 �22.9 �17.9 �11.6 �0.7 5.6
Belarus 1.3 �7.2 �9.4 �10.2 �4.1 3.8 11.3
Georgia �12.4 �24.2 �33.0 �28.2 3.5 8.4 6.5
Moldova �17.5 �28.4 �0.2 �30.9 �2.5 �7.1 2.4
Russia �3.1 �12.4 �7.1 �9.7 �1.2 �4.2 2.9
Ukraine �7.2 �8.1 �12.2 �19.9 �14.4 �7.3 �0.5
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1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Industrial labour productivityb

Albania — — — — — — �8.8 27.9 — 57.0 —
Bulgaria �5.2 �3.1 �2.8 12.6 6.6 �7.2 �6.4 �9.0 �3.7 18.4 6.4c

Croatia �13.4 �0.8 �6.4 1.8 13.5 4.0 11.2 �2.1 1.4 4.4 8.4c

Czech Rep. �21.4 �0.2 �0.5 7.9 8.6 2.6 5.6 2.2 0.1 8.2 6.9c

Hungary �7.2 �0.2 16.3 14.7 10.5 4.3 9.3 7.5 9.4 20.2 2.3
Poland �4.2 16.6 9.7 12.8 6.0 9.1 11.2 4.6 9.6 13.5 6.4c

Romania �18.7 �10.0 10.4 8.6 16.2 8.8 �4.9 �12.0 �1.7 15.5 10.9c

Slovakia �10.7 �3.6 �5.0 8.0 8.3 2.4 3.7 8.2 �0.7 12.8 4.1c

Slovenia �2.3 �3.2 6.8 11.2 5.8 2.0 5.5 4.8 1.2 6.9 2.1c

FYR Macedonia �9.9 �9.7 �9.4 �5.0 — 10.3 10.0 8.4 �1.7 8.4 �4.8c

FR Yugoslavia �11.4 �17.1 �35.7 4.0 6.5 10.0 13.0 6.5 — 15.1 0.2d

Estonia — �28.1 �12.0 — — 7.6 20.3 4.4 4.3 9.2 6.1c

Latvia 4.8 �28.6 �19.8 5.7 4.0 11.8 10.0 2.2 �5.1 2.5 9.2c

Lithuania �5.5 �25.9 �23.2 �12.7 14.9 9.6 3.3 9.3 �10.0 7.5 18.2c

Armenia �0.3 �41.4 0.3 7.5 20.0 20.2 12.4 6.4 13.0 15.6 3.4
Azerbaijan 7.3 �18.6 3.1 �20.0 �12.0 6.0 17.3 �1.5 0.4 11.0 4.4
Belarus 0.7 �3.5 �7.5 �13.1 �0.9 4.7 18.6 10.9 9.4 8.2 5.7
Georgia — — — — — 49.9 40.8 �3.7 — — —
Moldova �4.3 �25.5 69.9 �23.6 12.0 �4.9 2.4 �10.8 3.2 7.0 11.4
Russia �6.3 �13.8 �12.0 �11.4 4.5 1.2 12.1 �0.1 8.9 9.5 3.4
Ukraine �4.0 �1.8 �3.0 �19.0 �10.6 2.4 8.9 2.1 13.9 19.1 14.9

aGDP per employed person.
bGross industrial output per person employed in industry.
cFirst nine months.
dFirst six months.
Source: Various editions of the Economic Survey of Europe, Economic Commission for Europe, United Nations, Geneva.
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302 Patterns and Prospects

about transformation you get high unemployment; if you do noth-
ing, you get even higher. To dig deeper into the structural dimension,
we need to turn to data that tells us something directly about trends
in the efficiency with which the employed labour force is being used.
The figures on labour productivity presented in Table 3 give us a
broad picture of those trends.

The productivity figures do, in fact, produce a much more starkly
delineated picture of the pecking order of transition economies. This
time Poland, Hungary and Estonia stand out high above all the oth-
ers, with figures for industrial productivity growth averaging nearly
10 per cent. The Czech and Romanian recoveries of recent years have
also been strongly based on industrial productivity growth. Most of
the CIS countries have reported high rates of growth of industrial
productivity since 1999, though industrial productivity levels in these
countries remains generally below what they were in the early 1990s.

Generalisations about overall productivity trends are difficult in
the absence of figures for total labour productivity for recent years.
But it is clearly industry that is taking the lead in pushing up levels of
efficiency in the transition economies. How does this square with the
fact that it is the service sectors rather than industry that have been
the main growth areas in many of the countries of the region since
1990? Quite simply because industrial labour productivity has risen
largely through the slimming-down of labour forces, which has
released labour for employment in the “new” service sectors — and
into unemployment. Movement of labour from relatively low pro-
ductivity industrial sectors into relatively high has, by contrast, been
of minor importance as a factor of increased aggregate productivity,
even among the first division countries. Indeed industrial recovery in
the region has largely taken the form of recovery in traditional, low-
to-medium-skill sectors like metallurgy, engineering and chemicals,
and this is as true for, e.g. Poland, as it is for any other country.

Just as structural trends have been fairly uniform across the region,
so also we find that, while productivity performance has varied strik-
ingly, the pattern of productivity trends has shown key common fea-
tures, at least in Eastern Europe. A fair generalisation for the whole
sub-region would be that the tendency since around 1992 has been
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for overall productivity to grow, under the impetus of rapid growth in
industrial productivity. In the countries where general economic per-
formance has been less impressive, the gap between overall productiv-
ity and industrial productivity performance has been wider,
suggesting a failure, in these cases, on the part of industry to “drag
along” the other sectors of the economy (including the services
sector) with it. The only exception to the pattern is Slovakia, where
productivity performance has been as good for the economy as a
whole as it has been for industry.

The picture in the former Soviet Union is somewhat different.
Here, there are simply no trends, no patterns, up to 1996. Since then
the statistics indicate a tendency for most of the countries in the sub-
region to fall into the East European pattern of positive growth in
total labour productivity driven by high growth in industrial labour
productivity. Certainly the collapse in productivity in all these coun-
tries the early 1990s was quite dramatic, and it is in any case too early
to say whether the figures reported for the last few years represent any
kind of stable, sustained upward trend. But to the extent that there is
a trend at the sub-regional level, it is a trend of convergence between
Eastern Europe and the former Soviet Union.

To sum up this section, then, countries that have managed to
grow in terms of GDP have generally done so on the basis of upward
trends in productivity, with industrial productivity taking the lead. To
put the point somewhat differently, countries that have managed to
do something about industrial productivity have generally managed
to do something about overall productivity, though there has been
wide variation in the relationship between the two productivity series.
The general tendency has been for “the recent recovery in many East
European countries … sharply [to] increase the labour productivity of
those already employed rather than creating a net rise in new jobs”
(ECE, 1997, p. 112), and Hungary stands out as the only country
that has managed to increase productivity and reduce unemployment
at the same time. In the former Soviet Union the failure to produce
sustained GDP growth in the 1990s was matched by at best hesitant
upward trends in labour productivity. In the 2000s, by contrast, both
GDP and industrial productivity trends have been sharply upwards.
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Productivity, then, must be a central element in any full explanation
of the differences in economic performance between different transi-
tion countries. But while it is a central element, it cannot be an ulti-
mate explanation, because levels of productivity are essentially an
effect, rather than a cause. Relative success in macroeconomic stabili-
sation no doubt plays some role in determining productivity trends,
in that labour incentives are stronger and business decision-taking
easier, the more stable are prices. But there is clearly a lot more to
productivity trends than shock therapy. We investigate further in the
next section.

SOURCES OF PRODUCTIVITY ENHANCEMENT
IN CONDITIONS OF TRANSITION

Given the generally positive assessment of privatisation programmes
in the West, it might be expected that the radical privatisation pro-
grammes implemented in most of the transition countries since the
early 1980s might have something to do with productivity trends. In
fact, as Table 4 shows, there is no clear pattern of relationship
between pace and extent of privatisation and productivity perform-
ance across the region. Russia, one of the most thoroughgoing priva-
tisers, is one of weaker performers on productivity. Poland, a leader in
the field in terms of productivity performance, has been a laggard in
relation to privatisation. Slovenia, too, is near the bottom of the pri-
vatisation league, with only Yugoslavia (Serbia/Montenegro), among
European transition countries, below it.

We must not take this argument too far. All transition economies
have privatised, and if they had not, the general economic state of the
region would surely be much worse than it is today. Countries with
relatively very low rates of privatisation like Moldova (not in the
table) also show poor performance on productivity. Most significant
of all, the range of variation in privatisation indicators over the major-
ity of transition countries is by 2002 really quite narrow. It is, never-
theless, quite clear that privatisation has not, in itself, been a key
factor in the dynamics of transition. And this is hardly a surprising
result. Privatisation has produced results in the West because it has
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brought about changes in management, which have in turn brought
about changes in key operational variables like productivity. The gen-
erally negative correlation between privatisation and productivity in
Russia is actually quite easy to explain in terms of the failure of the
former to produce any significant changes in patterns of corporate
governance. It has proved particularly difficult in Russian conditions
for new owners to oust incumbent managers and play any kind of
strategic investor role.

The development of transparent and liquid capital markets in
Russia has been hampered by policy choices made during the
rapid large-scale privatisation process and by an environment in
which property rights are not well defined or protected. In gen-
eral, insider owners (managers and workers) have acquired par-
ticular advantages in monopolising information about their
firms and holding on to assets in the face of attacks by outside
investors, and in ousting partners from the control of profitable
assets where the partners lack relevant contacts. In this way the
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Table 4. The contribution of the private sector to GDP in selected transition
countries, 1991–2002.

1991 1992 1993 1994 1995 1996 1997 1998 2000 2002

Bulgaria 27 38 41 42 48 45 50 50 70 70
Czech Rep. 17 28 45 56 66 75 75 75 80 80
Hungary 30 47 55 60 65 70 75 80 80 80
Poland 42 47 52 53 58 60 65 65 70 75
Romania 24 26 32 39 45 60 60 60 60 65
Slovakiaa — 22 26 58 65 70 75 75 75 80
Slovenia — — — — — 45 50 55 55 65
Yugoslavia — — — 33 — — — — — —
Latvia — — — 55 — 60 60 60 65 70
Lithuania 16 37 57 62 65 65 70 70 70 75
Kyrgyzstan 26 28 39 43 — 50 60 60 60 60
Russian — 14 21 62 70 60 70 70 70 70
Federation

aIncluding the cooperative sector.
Source: ECE, 1997, p. 92; 1998, p. 122; various editions of EBRD Transition Report.
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development of a functioning market … for corporate control
has been delayed (Hanson, 1997, p. 34, emphasis added).

Corporate governance does, indeed, always seem to be a problem
with fast-track, voucher-based privatisations, even when the special
political problems of the communist legacy that affect Russia are not
present. Thus in the Czech Republic, where the “velvet revolution”
largely cleared out the old nomenklatura, problems of corporate gov-
ernance similar to those experienced in Russia emerged against the
background of a similar approach to privatisation (Gower, 1997).
While the reasons for the slow rate of privatisation in Poland and
Slovenia are multiple, “carefulness” about corporate governance is
certainly one of them (Belka & Krajewska, 1997, pp. 25–27; Mrcela,
1996, p. 17).

If the dynamic efficiency of management is the key variable in pro-
ductivity performance, and if privatisation is at best a necessary condi-
tion for the fostering of such dynamic efficiency, what other factors
can provide sufficient conditions, whether singly or in combination?
The ones that spring immediately to mind are foreign direct invest-
ment (FDI), the incidence and pattern of activity of small and
medium-sized enterprises (SMEs), and the intensity of domestic and
international competition. Also worthy of consideration in terms of
its potential direct effect on productivity trends is the status of the
national S&T system. Let us take these in turn.

Why should we expect FDI to improve business efficiency? Most
obviously because it may result in the transfer of “hard” production
technologies, whether of process or product. This kind of technology
transfer has been particularly prominent in the transition region in
relation to FDI in the automotive and automotive components indus-
tries, in the computer systems and software sectors, in some branches
of chemicals like glass production, and in the oil industry (Dyker,
1996; Estrin, 1996a, 1996b; Havas, 1997; Watson, 1996). There
have been cases of Western multinationals adopting restrictive policies
in relation to outward technology transfer in the context of FDI
(Sharp & Barz, 1997), but this has not been the dominant pattern.
And where there has been significant transfer of hard technology, it
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has often been backed up and “multiplied” through impacts on sup-
plier industries. Thus Volkswagen/Škoda, for example, obtain 80 per
cent of their inputs (in an industry with a very high rate of input/ 
output ramification) from local suppliers. Ford and Audi, in their
operations in Hungary, have gone one step further, actually setting up
component-manufacturing subsidiaries in that country, but again in
the expectation that these plants would obtain sub-components from
locally-owned firms (Havas, 1997).

The process of transfer of “soft” management technology has
been more universal. In some cases Western firms, in taking control
of given firms in the transition region, have followed a policy of leav-
ing the production floor more or less as it was, and simply superim-
posing their own management system and management technology,
in terms of software systems, on the firm (Dyker & Radošević, 1994).
In others, for example, in the Russian space-launching industry,
where there is a significant element of technology transfer from East
to West, the soft technology is essentially exchanged for hard technol-
ogy (Bzhilianskaya, 1999). Where there is transfer of both hard and
soft technology, the two transfer processes tend to interact, and in
some sectors, e.g. in computer systems and software, this process of
interaction tends ultimately to generate significant innovatory impe-
tus within the host firm (Dyker, 1996). It is not an exaggeration to
say that where there is FDI it is simply not possible for the investing
firm to prevent transfer of soft technology. And once given manage-
ment technologies are transferred to particular firms through contact
with foreign firms, they tend to disseminate through the rest of the
economy fairly quickly.

While the case-study evidence on FDI is generally markedly posi-
tive, the macroeconomic evidence is indicative rather than emphatic.
As Table 3, Chapter 6 shows, the cumulative inflow of FDI into the
region has been substantial in absolute terms and per head of popula-
tion. And the great bulk of it has gone to the three leading transition
countries, Poland, the Czech Republic and Hungary. The clearest
evidence of a causal link running from FDI to productivity, and
indeed to business efficiency in general, comes from Hungary, where
FDI has accounted for more than 20 per cent of gross fixed capital
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formation throughout the transition period. Thus enterprises hosting
FDI accounted for 36.1 per cent of total employment in Hungarian
manufacturing in 1996, but 61.4 per cent of manufacturing sales and
77.5 per cent of exports of manufactures (Hunya, 1998, p. 12).
Estonia seems to fit in with the Hungarian pattern, though conclusive
evidence is lacking. The Czech case does not fit very well. High levels
of FDI penetration did not prevent the Czech economy going into
recession in 1997, though it should be noted that rates of growth in
industrial productivity kept up rather well in the Czech Republic
1997–1998, and have accelerated sharply since. In the Slovenian case,
good productivity performance has been accompanied by moderate
rates of FDI inflow, with no clear evidence on how the latter has
affected the pattern of productivity growth. Even more problematic is
the case of Poland, where the surge of FDI comes only in the late
1990s, raising suspicions that in this case FDI inflow may have been
as much a result as a cause of generally successful transition. Again, it
has to be said that that surge could not prevent the Polish economy
slipping into recession in the early 2000s. The negative evidence, on
the other hand, is generally supportive of the hypothesis of a causal
link between FDI and productivity performance.

Looking at the totality of the evidence, it is clear that FDI has been
an important factor of economic performance in the post-socialist
region. And there is a particularly clear relationship between FDI and
medium-term industrial labour productivity trends. There are hints
that the causal link between FDI and economic performance may be a
two-way one, and this is hardly surprising. Firms’ investment decisions
are clearly affected by assessments of the local economic and business
environment in the proposed host country, and these assessments are
based, inter alia, on the performance variables that we have been look-
ing at. The experience of Hungary shows how virtuous circles involv-
ing FDI and economic performance can be built up. It is nevertheless
clear that foreign direct investment is far from offering a complete
explanation of the pattern of economic performance among the transi-
tion countries. In the case of Poland in particular, there is simply no
clear relationship between the two. So there must be more to the story
than just FDI. What about domestic structural and policy factors?
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Small and medium-sized enterprises are a key component of
advanced industrial systems (Humphrey & Schmitz, 1996), and
indeed SMEs (defined as companies employing up to 100 people)
account for over 50 per cent of total employment in the European
Union and between 60 and 80 per cent of the corresponding totals
for the Mediterranean members of the EU. High-technology SMEs
play a particularly important role in those economies, but usually in
symbiosis with bigger companies. In the transition economies, SMEs
have been of special importance for two main reasons. Firstly, they
have effectively provided an alternative model of privatization — a
model of “bottom-up” privatisation which is by definition untouched
by the problems of legacies from the past in general, and of corporate
governance in particular, which tend to afflict “top-down” privatisa-
tion. Secondly, they provide an outlet for the redeployment of a par-
ticular human-capital resource in which the transition countries are
unusually rich — science and research and development workers
(Balázs, 1996) (see below for further discussion). Still, the overall
level of SME activity in the transition region remains low. Small and
medium-sized enterprises accounted for just 12 per cent of total
employment in Russia in 1997 (Pripisnov, 1999), and the figure is
even lower in a number of other transition countries. But there is a
wide range of variation between countries, and it is striking that
countries like Poland, Hungary and Slovenia, which have good
records on productivity growth, also report SME employment as a
proportion of total employment at above 20 per cent (OECD, 1997,
p. 103; Bobinski, 1998; Gábor, 1997)1.

The reasons for this pattern are not hard to find. Efficiency in the
SME sector is consistently well above average. Thus in Russia in 1994,
for example, with just 3 per cent of the fixed capital stock and
10 per cent of the labour force (not counting part-time workers),
SMEs produced 12 per cent of the total volume of goods and services
in the country and accounted for one-third of total profits generated
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1Note that István Gábor (1997) is sceptical about the relationship between the size
of the SME sector and general levels of economic performance.
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(Pripisnov, 1996). In countries like Russia, where the SME sector is
relatively small, and is not growing as a proportion of the total econ-
omy, the direct impact of this on overall productivity trends has been
very limited. In countries like Poland and Slovenia, where the SME
sector is big, is growing, and maintains an efficiency lead over the rest
of economy, the direct impact is substantial indeed (Jakupovic, 1994;
Rems et al., 1997; OECD, 1997, p. 103; Bobinski, 1998). To the
extent that the SMEs concerned operate as “technology brokers” for
the rest of economy (see Dyker, 1996; Balázs, 1996), there may be
substantial indirect effects as well. Here, however, there is evidence of
negative structural trends in recent years. Thus in both Poland and
Russia, for example, the proportion of “high-tech” SMEs among total
SMEs fell through the late 1990s (Niedbalska, 1999; “Rossiiskii”,
1996, pp. 688–689). So in assessing the impact of SME activity on
general productivity trends, we have to stick mainly to the direct
impacts — a discouraging result for countries like Russia, where direct
impacts are inevitably low, because the sector is so small relative to the
rest of the economy. Even so, variations in levels of SME activity do
appear to have been a significant, if not necessarily determining factor
in relation to variations in overall productivity performance.

The intensity of domestic and international competition is the most
difficult factor of productivity enhancement to assess. All the transi-
tion countries have monopoly and competition legislation, but often,
and particularly in the former Soviet Union, the implementation of
this legislation is blocked, or distorted out of all recognition, by
entrenched groups (Dyker & Barrow, 1994, pp. 14–15; Hockuba,
1996, p. 19). The peculiar pattern of monopoly inherited from
communism — whereby just one plant serves an entire region, or
even an entire country, with a particular product — could not survive
in a developed market economy, because it would be relatively easy in
that context for domestic companies in related fields, or foreign com-
panies in the same field, to contest those markets. Foreign direct
investment has, indeed, sometimes been able to play this role in the
transition countries, e.g. in the motor car industry and in petrol dis-
tribution. But there has not been enough FDI in the majority of tran-
sition countries for it to make a critical difference. Given the extent of
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domination of insiders and insider alliances of one kind or another in
the pattern of industrial ownership and control in all the transition
countries, challenging other people’s markets, or indeed other peo-
ple’s right to manage, is still the most difficult thing to do. Import
liberalisation has made a big impact — though because domestic pro-
ducers in the food and consumer goods industries have generally
been unable to stand the heat of international competition, there has
been some tendency here for domestic monopolies or cartels to be
replaced by foreign. Finally, monopolistic elements in Western mar-
kets have hampered the export efforts of transition countries, mainly
through contingent protection in relation to “sensitive” sectors like
steel and textiles, but also through the operation of internationally
sanctioned cartel agreements, e.g. the one that has prevented the
Russian space-launch industry, one of Russia’s few areas of high-tech
comparative advantage, from gaining its rightful share of the world
space-launch market (Bzhilianskaya, 1999).

What can we conclude from all this? All the transition economies
continue to suffer severely from monopoly and other restraints on
competition, some domestically generated, some originating from the
global economic sphere. All have introduced a substantial degree of
competition from outside through import liberalisation. All transition
countries have had difficulties in finding an appropriate way of regu-
lating competition in the peculiar conditions of post-communism.
But the countries of the former Soviet Union and the less developed
countries of the Balkans seems to have had more difficulty here than
the Central-East European countries. And that seems to make sense
in terms of generally higher standards of state administration in that
last group of countries — and also in terms of the pressure on states
in line to accede to the EU to come into line with the acquis commu-
nautaire on this, as on other policy dimensions, prior to accession. To
that extent, consideration of monopoly and competition issues helps
us a little in our efforts to understand why the Central-East European
countries have performed better in relation to productivity than the
rest of the transition region, but only a little.

As Table 5 shows, the transition countries inherited large-scale
science and technology (S&T) complexes from the old regimes.
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Table 5. Gross domestic expenditure on R&D (GERD) as a percentage of GDP (A) and
total number of R&D workers per 1,000 employed (B).

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

A B A B A B A B A B A B A B A B A B A B A B

Czech Rep.— — — 16.3 1.71 12.0 1.23 8.0 1.14 7.3 1.04 4.4 1.07 4.5 1.16 — 1.24 — 1.25 — 1.35 —
Hungary — — — — 1.05 5.3 0.98 5.2 0.89 5. 2 0.74 4.8 0.66 4.9 0.72 5.7 0.68 5.5 0.69 5.6 0.81 6.1
Poland 1.2a — 0.9a — 0.92a — — — 0.82 4.6 0.74 4.9 0.76 4.8 0.71 5.4 0.72 5.3 0.75 5.4 0.70 5.3
Russia 2.0 25.8 1.5 22.7 0.75 21.3 0.78 18.6 0.80 16.2 0.75 16.0 0.80 15.5 0.97 16.2 0.92 15.2 1.01 15.4 1.09 15.6
Ukraine 1.62 — 1.5 — 1.05 — 1.08 — 1.08 — 1.08 — 1.15 — 1.45 — — — — — — —

aEstimates subject to a wide margin of error.
Sources: Various editions of OECD, Main Science and Technology Indicators; Nauka Rossii vs Tsifrakh 1998, CSRS, Ministry of Science and Technology,
Moscow; Jasinski, 1994, p. 120.
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Expenditure on S&T in relation to GDP fell sharply in the early
1990s before generally stabilising, in some cases even recovering a lit-
tle, from around 1995, but the post-socialist countries continue to
spend more on R&D than other countries with comparable levels of
GDP per head. And numbers of S&T workers have generally held up
at least as well as S&T expenditure.

In principle it should be possible to take these complexes as repre-
sentative of the degree of endowment of the transition economies in
human capital, a major element in the economic growth processes of
all the developed and newly developing countries in the world. In
practice, matters are not so easy. While the communist S&T systems
were strong in basic science, at least in the more traditional hard sci-
ences like physics and chemistry, they were weak in applied sciences, or
rather they were weak in science as applied to innovation, and weak in
emerging disciplines like biotechnology and artificial intelligence. The
administrative structures of communist science were, not surprisingly,
poorly adapted to the needs of the market economy, and the process
of innovation was understood, to the extent that it was understood at
all, in terms of a crude, linear, science-push conception.

While the process of transition has revolutionised the understanding
of the process of innovation, it has failed to revolutionise the structures
of S&T in the region. The administration of science is still dominated
by the old Academies of Science in most of the countries of the region.
While S&T expenditure was a whole has contracted sharply, expendi-
ture on applied research has contracted more sharply than expenditure
on basic science (Gokhberg, 1999). The fact that numbers of S&T per-
sonnel have fallen less dramatically reflects less devotion to science than
a resistance to redeployment. Policies to encourage the development of
“academy-industry links” adopted in the mid-1990s produced some
isolated successes (see discussion above) but had no great impact at the
aggregate level (Balázs, 1996; Jasinski, 1997).

Against this background, it is hardly surprising that no clear rela-
tionships emerge between statistical series relating to S&T, on the one
hand, and productivity performance and economic performance in
general on the other. The downward trend in S&T expenditure as a
proportion of national income over the early transition period was
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fairly uniform across the spectrum of transition performers, running
from Poland down to Ukraine. The sharpness of the cuts in R&D
personnel in the Czech Republic, the only country where total per-
sonnel has fallen more sharply than expenditure, bears witness to the
muscularity of restructuring policies in the S&T sector in that coun-
try. But there is no evidence of any impact therefrom on the general
level of economic performance. Poland, the pacesetter in transition,
continues to maintain an S&T system dominated by the Academy of
Sciences and there has been little radical restructuring of R&D in that
country. Thus the science and technology sectors of the transition
economies continue essentially to live in a world apart, and their role
within the aggregate production function of those economies has still
to be clearly redefined. This is not to say that R&D factors can do
nothing to help us explain differentials in economic performance in
the region. It is rather to suggest that the relationship between the
R&D system and those operational R&D factors is still tenuous.

EXPLAINING THE TRANSITION PECKING ORDER:
A MORE GENERAL APPROACH

Variations in the degree of effective control over monopoly do, then,
provide a few inklings of why some transition economies have done
better than others, variations in the degree of development of the
SME sector tell us rather more. FDI is full of potential and has had a
significant impact, clearly differentiated by country; but is far from
the whole story. Trends in the S&T system have had no visible impact
whatsoever. Putting the four factors together, we are still a long way
short of a complete explanation of why the pattern of transition per-
formance has been so uneven. So let us leave the microeconomic
approach for the time being and take a look at some of the aggregate
and composite indicators that we did not consider in our opening
sections. Let us start with aggregate investment. If FDI, as a specific
component of investment, offers a less than full explanation of per-
formance trends, can we learn something by looking at the overall
investment picture? Table 6 presents data on trends in gross fixed
capital investment from 1993, the year in which signs of recovery
began to show in the stronger transition countries. The picture for
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Table 6. Gross fixed capital formation in Eastern Europe and the former
Soviet Union, 1993–2001 (annual percentage change).

1993 1994 1995 1996 1997 1998 1999 2000 2001

Bulgaria �17.5 1.1 16.1 �21.2 �22.1 16.3 25.3 15.4 19.9
Czech Republic �7.7 17.3 21.0 8.7 �4.9 �3.9 �4.4 5.3 7.2
Hungary 2.0 2.5 �4.3 6.7 8.8 13. 3 6.6 7.7 3.1
Poland 2.9 9.2 16.5 19.7 21.7 14.2 6.5 2.7 �8.8
Romania 8.3 20.7 6.9 5.7 �3.0 �5.1 �10.8 4.6 6.6
Slovakia �4.1 �5.1 �0.2 39.8 14.5 11.0 �18.8 1.2 9.6
Slovenia 11.9 12.6 16.8 9.2 11.3 12.9 19.1 0.2 �1.9
Estonia 10.0 10.2 4.0 11.4 12.5 8.1 �15.2 13.3 9.1
Latvia �15.8 0.8 8.7 22.3 11.1 11.1 �6.3 20.0 17.0
Armenia �24.0 �35.0 �17.3 10.3 12.4 11.9 0.5 16.2 4.0
Azerbaijan �39.0 89.0 �18.0 111.4 67.0 45.0 �2.0 2.6 20.6
Belarus �15.4 �17.2 �29.6 �3.1 23.1 10.1 �4.0 2.3 �2.3
Georgiaa �62.0 �0.5 38.0 11.0 36.0 80.0 — — —
Moldova �44.0 �51.0 �3.4 24.9 �4.7 9.2 �23.1 �8.7 17.3
Russian �25.8 �26.0 �7.5 �16.9 �4.6 �6.6 �1.7 14.6 8.1
Federation

Ukraine �30.5 �41.1 �30.8 �22.7 �6.7 3.0 0.1 12.4 6.2

aTotal investment outlays.
Source: Various editions of the Economic Survey of Europe, Economic Commission for Europe,
United Nations, Geneva.

2The one exception is Azerbaijan, which reports very big increases in total invest-
ment outlays in 1994 and 1996. These presumably reflect big, discrete foreign
investments in the Azeri oil industry. So here is a case where FDI appears to have
made a big impact on aggregate investment, but without making any corresponding
impact on productivity.

the period 1993–96 is very striking. Most of the East European and
Baltic countries report substantial net increases in gross fixed invest-
ment over the period 1993–96, with Poland, Slovenia and Romania,
the three top performers on productivity in that period, plus the
Czech Republic, standing out. The picture for the CIS countries is of
disastrous cumulative falls in aggregate investment, paralleling their
very poor performance on productivity, with signs of recovery com-
ing only in 1996, and even then not in Russia and Ukraine, the
biggest of the CIS economies.2 In recent years trends have been more
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mixed, with the Romanian and Czech recessions showing up clearly
in the investment figures (though with the causation no doubt run-
ning from output drop to investment drop), and a no less clear-cut
recovery in investment in both these countries in the early 2000s. In
Poland, investment trends seem to have presaged the downturn in
GDP growth of 2001. A number of the CEE and Baltic countries had
a bad year for investment in 1999, but since then the upward trend
has generally reestablished itself, with only Slovenia following the
Polish pattern. In the CIS, too, 1999 was for many countries a poor
investment year, but recovery since then has been quite impressive,
Moldova and Belarus apart. Reference back to Table 3 confirms a
general correspondence between these investment trends and pro-
ductivity trends, Belarus’s improbably high reported rates of growth
of industrial productivity apart.

The recovery in investment in the smaller CIS countries has clearly
been too short-lived for us to posit any clear-cut line of causation
running from investment to productivity and output. In the case of
countries like Hungary, Estonia and Slovenia, where investment has
been rising strongly and consistently since 1994 (apart from Estonia
in 1999 and Slovenia in 2001), the situation is, however, rather dif-
ferent. Of course, investment is effect as well as cause of economic
growth, even in the medium-to-long-term, and it is clear that high
rates of investment in these countries do reflect relatively high levels
of business confidence which are themselves the result of transition
successes. But these high rates of investment must clearly now have
filtered through in terms of increases in production capacity, and this
must form a major element in any explanation of why these countries
have performed better in terms of output and productivity than the
majority of the transition countries.

Our provisional conclusion, then is that the variations in economic
performance between transition countries can to a substantial extent
be explained in terms of investment — aggregate investment — and
within that foreign direct investment, with differences in rates of
development of SMEs and policy stances vis-à-vis monopoly and com-
petition coming in as secondary factors, and variables relating to the
S&T system adding nothing to the overall hypothesis. It is interesting

316 Patterns and Prospects

B149_Ch11.qxd  23/04/04  4:53 PM  Page 316



to compare our analysis with that of Laza Kekic (1996). Kekic takes a
radical approach, in hypothesising that the main determinants of dif-
ferences in performance between different transition countries may
have been essentially external to the approach to transition itself. He
focuses on three main factors, viz.:

1. Initial conditions, as measured by a composite index reflecting the
pre-transition foreign trade orientation and external debt situa-
tion, level of GDP per head, structure of the economy in terms of
industry and services, energy intensity of the economy, and gov-
ernment expenditure as a percentage of GDP (as a proxy for
extent of economic reform under communism);

2. Political cohesion; and
3. Inflows 1990–94 of official medium-term funds and official grants.

Kekic found that:

Ordinary least squares regressions, in a variety of specifications,
show that initial conditions, official foreign inflows and a
dummy variable for countries engaged in civil strife accounted
for two thirds of the cross-country variation in output perform-
ance in 1989–953 (for the 11 countries of eastern Europe alone
almost 90 per cent of the variation) … Our findings on the
influence of institutional reform are at variance with optimistic
assessments of the impact of rapid change. No specifications
yield a positive impact. The most robust results in fact sug-
gested a negative impact of the extent of institutional change,
once other factors were taken into account, although the level
of statistical significance was low (1996, p. 9).

Does that mean that analysis of transition policy is a waste of time?
Certainly not. For Kekic’s analysis supplements rather than negates our
own analysis. While it manages to explain the bulk of cross-country
variation in performance in terms of the specified variables, it fails to
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3Note that Kekic included the Asian transition countries of Kazakhstan, Kyrgyzstan,
Uzbekistan, Turkmenistan and Tajikistan in his calculations.
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explain why Poland — or indeed Slovakia, Estonia and Latvia — have
done as well as they have. Thus for four countries with outstanding
productivity performance the Kekic model clearly suggests the
policy/institutional factors — or something else as yet unspecified —
have been important. And if Kekic had regressed his variables against
productivity rather than output, he might have found that Slovenia
and Hungary (which underperforms on his specifications) overper-
form as well. Finally, Kekic’s period of analysis is one characterised by
unusually high levels of inflow of public funds, and this inflow must
have been a major factor in keeping up investment rates (in the coun-
tries in which they were kept up) in the early period of transition.
Since 1994 the importance of official inflows has fallen sharply. The
interesting thing is that this has not prevented investment in the most
dynamic transition economies from continuing to grow rapidly.

But Kekic’s results also help us to refine our microeconomic analy-
sis. It is surely significant that the countries which are strongest on
initial conditions are among those strongest on SME development
and monopoly/competition policy, because experience of radical eco-
nomic reform under communism, one of the things that gives you a
high index of initial conditions, implies that much longer a history of
SME development, and of the need for regulation of competition and
monopoly. What the Kekic approach does warn us against are the
dangers of concentrating on very narrowly specified variables. Thus if
we want to understand the importance of things like small business
development and state regulation, we have to see them in the broader
context of initial conditions or, in the case of overperformers like
Poland, of a combination of initial conditions and good transition
policies.

CONCLUSIONS

We have seen that there is a well delineated pattern of comparative
performance among the transition economies, a pattern which is clear
enough in output terms but even clearer in terms of productivity. In
seeking to find an explanation for these variations we have found that
broad macroeconomic trends and very specific, microeconomic
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variables provide insights, but not a full explanation. Recourse to
more aggregate, macroeconomic data gives a clearer picture of the
overall pattern, and suggests that investment may be the key explana-
tory variable, always allowing for the causal ambivalence displayed by
investment in any model of economic activity. More broadly-based
analysis focusing on initial conditions, social cohesion and financial
support from abroad gives a very satisfactory explanation of the over-
all pattern of variation in the early period of transition, while at the
same time suggesting that for the top performers other factors, which
we may surmise to be predominantly policy/institutional factors,
have been important. In the later period initial conditions and social
cohesion have surely continued to be important, but privately funded
investment activity, and within that foreign direct investment have
become increasingly so. And it is within that context that S&T factors
have played an important role. As the history of socialism in Eastern
Europe and the former Soviet Union amply demonstrates, high rates
of investment are of little use, unless the investments are being made
in the right place. Science and technology, whether domestic or
foreign, make unique contributions to the process of investment
decision-taking, and in this sense S&T activity actually has a much
bigger role to play than it did under the old system. But the S&T
systems of the transition countries remain basically out of harmony
with the patterns of demand for S&T services that transition imposes.
Looking to the future, it is clear that the more important investment
becomes, the more important must R&D become. The extent to
which that challenge will be taken up within the transition countries
themselves remains to be seen.
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ECONOMIC GROWTH IN CONDITIONS OF
TRANSFORMATION: THE RECORD TO DATE

As Table 1 shows, the post-socialist countries are in general relatively
poor ones. Many have levels of GDP per head of under $1,000 at
official exchange rates, and even at purchasing power parities (PPPs),
which take into account relative price differences between countries,
the majority of the countries of the region have levels of GDP per
head under $8,000, i.e., less than one-third the EU average. At the
top end of the spectrum the Czech Republic and Slovenia stand out,
with levels of GDP per head at PPPs between a half and three-quarters
the EU average. At the bottom lie a number of countries of the
former Soviet Union, plus (probably) Bosnia, where GDP per head at
PPPs is under, or not much more than, $3,000. Against a back-
ground of relative poverty, therefore, the range of levels of GDP per
head is much wider than is found among the member countries of
the EU. This pattern of intra-regional variability becomes even more
clearly delineated when we take into account regional variations
within countries. While the wealthiest regions of countries like

Chapter 12

Building Social Capability for Economic 
Catch-Up: The Experience and Prospects of the

Post-Socialist Countries
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Table 1. GDP per head in the post-socialist countries and the EU, $US, 2001.

At official exchange rates At purchasing power parities2

Eastern Europe
Albania 1,230 3,880
Bosnia & Hercegovina 1,056
Bulgaria 1,560 5,950
Croatia 4,550 8,440
Czech Rep. 5,270 14,550
Hungary 4,800 12,570
Poland 4,240 9,280
Romania 1,710 6,980
Slovakia 3,700 11,610
Slovenia 9,780 18,160
Baltic states
Estonia 3,810 10,020
Latvia 3,260 7,870
Lithuania 3,270 7,610
CIS
Armenia 560 2,880
Azerbaijan 650 3,020
Belarus 1,190 8,030
Georgia 620 2,860
Moldova 380 2,420
Russia 1,750 8,660
Ukraine 720 4,150
EU 18,2731 23,8923

1Calculated as the Eurostat figure for GDP per head in Euro, multiplied by the average Euro:
$ exchange rate for 2001.
2Based on the standard of what $1 buys in the US.
3Author’s estimate.
Source: World Bank, 2003; Eurostat; EBRD, 2002 (for Bosnia & Hercegovina).

Poland and Russia still lag far behind the EU average, their poorest
regions have levels of GDP per head of under $1,000.

Although these inequalities are to a great extent inherited, Table 1,
Chapter 11, demonstrates that they have intensified through the
period of transition. It is the most prosperous of the post-socialist
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countries/regions that have grown fastest since 1990. Indeed it is
only the more prosperous of the post-socialist countries that have
managed any kind of sustained growth through the 1990s and early
2000s, with the poorest countries in the region at best just beginning
to come out of the trough of the transition recession in the early
2000s. When we take into account the importance of the “grey”
economy, particularly in the poorer transition economies,1 the picture
flattens out somewhat, with the “real” gap between the transitional
economies as a whole and the advanced industrial economies, and the
gap between the richer and poorer transition economies, narrowing.
But factoring in second economy estimates does not change the basic
picture.

What do the bald statistics tell us about the underlying economic
situation of the post-socialist countries? They tell us, first of all, that
these are all catch-up, or at least potential catch-up countries. Even
the most advanced of them still face a huge gap in terms of GDP
per head vis-à-vis the developed capitalist economies. They tell us,
secondly, that, even for the poorest of the post-socialist countries,
endowed, as they are, with huge reserves of underemployed
labour, and in some cases with substantial mineral and hydrocarbon
wealth, extensive development on the old communist pattern, based on
mass mobilisation of human and natural resources, is no longer an
option. However different they may be, however contrasting their
experience of transition, the post-socialist countries can only catch up
on the basis of intensive development, founded on the consolidation
and enrichment of human capital and knowledge stocks.

It is clear from all this that S&T and trends in S&T must, in some
sense, be fundamental to the whole business of transformation. For
there is no enrichment of human capital, no accretion to knowledge
stocks without S&T. But in this context S&T has to be understood in

1A survey of the second economy in Serbia conducted in December 2000 found
that grey economic activity accounted for 30 per cent of total labour supply in that
country at that time. See G. Krstić & B. Stojanović, “Osnove reforme tržišta rada u
Srbiji (3)”, Ekonomska Politika (Belgrade), No. 2573, 13 August 2001, p. 28.
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a very broad sense. It has to be understood to include education and
training, and all the myriad elements of design and organisation
which mesh in with R&D proper at the level of the company, and also
in many areas of public administration. It encompasses the “soft”
technology of management systems, quality control and logistic pre-
cision as well as the “hard” technology of product and process inno-
vation. Within that broad concept, S&T activity as defined and
reported in statistical yearbooks is an important, but not uniquely
important element. For our purposes, S&T has to be understood as
everything that contributes to intensive development, therefore
everything that raises productivity, and it is again significant that the
pattern of differential performance among the post-socialist countries
is that much more sharply delineated when we look at the productiv-
ity record (Table 3, Chapter 11), with Hungary, Poland and Estonia
standing out particularly impressively in relation to labour productiv-
ity in industry, while most of the CIS countries have barely recovered
the levels of productivity they reported at the end of the communist
period.2 Before pursuing the implications of these propositions about
S&T, productivity and general economic performance in greater
depth, we must pause to dig deeper into the basic notion of catch-up.
Does catch-up simply mean drawing level with the EU, the US
and Japan in terms of GDP per head? Are there limits to purely quan-
titative catch-up in that vein? If so, what factors lie at the root of
these limits?

CATCHING UP: A CONCEPTUAL FRAMEWORK

In the simple but incisive theory of catch-up put forward by
Verspagen (1999) following Abramovitz (1979; 1994), the scope for
catching up is defined in terms of the scope for diffusion of technol-
ogy (again, in the broadest sense) from the advanced countries to the
catch-up countries. Just as the level of GDP per head (i.e., the level of

2Some allowance should, of course, be made for communist statistical exaggeration
and the generally poor quality of industrial goods under communism.
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social productivity) in the former countries is determined by their
human capital and knowledge stocks, and the efficiency with which
they use those stocks, so the ultimate limits to economic growth in
the latter countries are determined by their ability to assimilate those
knowledge stocks and bring their own human capital stocks up to the
same level. If economic development is universally dependent on the
same productivity-enhancing factors, what is to stop all countries
ending up at the same level of development?

Verspagen picks out two main groups of factors which may inhibit
catch-up through technological diffusion — technological congruence
and social capability.3 He defines the first in terms of:

the match between the technologies in use in the advanced
country and those most fit for introduction in the backward
country. If there is a mismatch between the two, the opportu-
nities for catch-up-driven growth are reduced. The sectoral dis-
tribution of economic activity is one important factor in
congruence. For example, one may well imagine that most
technologies developed in the industrialized market economies
are not very relevant for the most backward economies, which
are often still largely agricultural societies. But there are also
other factors in congruence, as in the case where the techno-
logically leading country applies very scale-intensive technolo-
gies, for which investment opportunities and/or domestic
markets in the backward country are too small. In such a situa-
tion, technological incongruence would prevent successful
catch-up (Verspagen, 1999, p. 31).

3Among other factors that can affect the rate of technological diffusion are, for exam-
ple, cultural and geographical factors, and the dimension of political stability. There is
little evidence that geographical factors present any absolute barriers to technological
diffusion, while the political stability variable can be subsumed under the category of
social capability. Culture is more difficult to tie down. Landes (1998, p. 516) argues
that “if we learn anything from the history of economic development, it is that cul-
ture makes all the difference”. I would argue that cultural factors, important though
they are, impact on economic development primarily through the medium of social
capability.
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The second he defines in terms of:

institutional factors such as educational systems (which supply
the human capital necessary for assimilating spillovers), the
banking system (which supplies financial capital for catch-up
related investment), the political system, etc. (Verspagen, 1999,
pp. 31–2).

The concept of social capability is clearly related to that of social
capital. Thus Putnam (1993), following Coleman (1988), argues that:

Stocks of social capital, such as trust, norms, and networks, tend
to be self-reinforcing and cumulative. Virtuous circles result in
social equilibria with high levels of cooperation, trust, reciproc-
ity, civic engagement, and collective well-being … Defection,
distrust, shirking, exploitation, isolation, disorder, and stagna-
tion intensify one another in a suffocating miasma of vicious
circles. This argument suggests that there may be at least two
broad equilibria toward which all societies that face problems of
collective action (that is all societies) tend to evolve and which,
once attained tend to be self-reinforcing (p. 177).

In the present context, however, the notion of social capital presents
two critical difficulties. Firstly, it focuses on inputs rather than outputs,
and offers no explanation of how social capital interacts with other
inputs — other forms of capital — and with other factors of produc-
tion. Partly, for that reason, it says little about economic development.

Whilst (sic) much effort has gone into examining the indices of
social capital in both qualitative and quantitative terms, much
less attention has been devoted to the mechanisms by which
such measures of social capital lead to discernible differences at
the economic level. Does more social capital, for example, lead
to a higher growth rate or merely to a different growth path or
the same growth rate on a higher base? (Fine, 2001, p. 92).

Because the notion of social capability focuses on outcomes, and
because it subsumes the dimension of learning, it avoids these difficul-
ties: it provides a supple framework within which issues of development
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and catch-up can be assessed. Vicious circles of poverty and virtuous
circles of prosperity can be accommodated by the framework, but they
enter the analysis as secondary rather than primary factors, helping to
explain the patchiness and unevenness of development as it has unfolded
since the end of the Second World War. In social capability analysis no
country or society is condemned to eternal backwardness.

It goes without saying that social capability may be expressed
through widely differing sets of institutions in different countries, and
indeed that technological congruence may be established by organi-
sational structures quite unique to the catch-up country. Thus
Germany, the most successful catch-up country of the 19th century,
and Japan, the most successful of the 20th century, have both been
notable for the extent to which they have maintained nationally dis-
tinctive institutions and structures, and indeed used these, not only as
vehicles for inward technology transfer, but also as vehicles of lead-
ing-edge technological progress, once catch-up had been achieved.

In the real world, shortfalls in social capability may constrain the
establishment of technological congruence, and indeed incomplete
technological congruence hamper the development of social capabil-
ity, where governance is heavily technology-dependent (e.g. in rela-
tion to computer and software systems). But the distinction is in
principle a clear one, and it provides a sound basis for making an initial
assessment of the growth and development prospects of the post-
socialist countries. Before doing that we must pause to examine the
relationship between social capability/technological congruence and
S&T systems in the broadest sense.

THE KEY ROLE OF S&T IN THE CATCH-UP PROCESS

Let us start by stating the obvious. It is primarily through S&T (in the
broadest sense, and in combination with the strategic activities of com-
panies) that technological congruence is established. It is through inno-
vation, strictly (hard) technological and (soft) organisational, that key
deficiencies in social capability are made up. Less obvious, perhaps, is
the importance of science per se vis-à-vis base social capability in terms
of general levels of education and applied knowledge. This is something
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that comes through only when we start to look at the spin-off effects of
basic scientific research. Let us briefly enumerate those effects.

First, there is the transfer of new methodologies and instruments
from the field of basic research to that of commercial application.
R&D results in themselves are by no means the only thing that R&D
gives to industry. Experimental science has its own internal techno-
logical dynamic, a dynamic which has already created X-rays, the
computer and the laser, all of which originated as research machines.
But the innovativeness of experimental science as such has sometimes
gone well beyond the invention of specific machines.

The emergence and diffusion of new technologies of instru-
mentation … are central and neglected consequences of univer-
sity basic research … [The] eventual economic impact of basic
research is commonly expressed through the medium of new
instrumentation technologies and the life histories of these new
technologies (Rosenberg, 1992, p. 381).

In addition, the instrumentation innovations of experimental science
have tended to be interdisciplinary in their impact, so that the overall
financial return on them has gone far beyond the boundaries of spe-
cific sectors. The PACE survey found that instrumentation was the
second (out of four) most important input of publicly financed
research organisations into industry (Arundel et al., 1995).

Among the spin-off effects of investment in basic research, the cre-
ation of a pool of skilled graduates is generally recognised as one of
the most important. It is too easy to dismiss new graduates as “green-
horns” who know nothing about the real world. In fact, new gradu-
ates tend to embody crucial elements of tacit knowledge, i.e.,
knowledge embodied in individuals and small, tightly-knit groups,
which cannot be codified, and which can normally only be transferred
through very close personal contact and/or within the confines of
these small groups. The tacit knowledge attributes of new graduates
are especially important when the new graduates are working in
highly dynamic sectors like information technology.

As far as companies are concerned, formal qualifications
are … evidence of researchers’ tacit ability to acquire and use
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knowledge in a meaningful way. This attitude of mind … is a
most important contribution to new product development
(Senker, 1995).

Equally important, that basic truth remains valid, irrespective of
whether the particular young graduate has actually been trained for
the specific purposes of the industry he or she finds himself working
in. In other words, experimental science generates not only its own
(transferable) physical capital in the form of instrumentation, but also
its own (transferable) human capital. Indeed in some cases, e.g. that
of radio astronomy, human capital spin-off (to a wide range of sec-
tors, some of them very far removed from radio astronomy) has been
far more important than instrumentation spin-off.

The advanced technologies required for the measurement of
faint or fleeting signals, the electronics skills required to build the
instruments, and the computing skills required to analyse the
complex data are all potentially transferable to other applications.
Since its formation in 1994 the PPARC [The UK Particle Physics
and Astronomy Research Council] has actively encouraged the
transfer of technologies used in its research programmes to other
sectors (Department of Trade and Industry…, 1996, p. 140).

While the pattern is particularly noticeable in relation to astron-
omy and particle physics, the statement can be generalised to
Mathematics and Physical Sciences across the board. Comparison of
two surveys (complete in 1986 and 1991) of graduate employment in
computer services industries in Canada, for example, found that

despite some decline, among the Batchelor graduates, at least
two in five continued to report a specialization in Maths/
Physics, with fewer than one in five from Engineering/Applied
Sciences, which was about the same as the share from
Commerce/Management. Among the work force with a
Master’s degree, at least one third reported Maths/Physics, fol-
lowed now by Commerce/Management who contributed at
least one quarter … Among people with a Doctorate, in the sec-
ond survey, Maths/Physical Sciences took over as lead contrib-
utor from Engineering/Applied Sciences (Hansen, 1997).
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It is, of course, not only new graduates who carry tacit knowledge.
An entire complex of professional networks develops from the basic
science sector which provides crucial reservoirs and conduits of tacit,
and also informal4 knowledge for industry. The whole circuit of aca-
demic conferences, workshops, etc., provides an invaluable platform
for widening the knowledge base of industry. What is particularly
interesting in this context is the fact that in the developed industrial
countries many company R&D units follow a policy of publishing in
academic journals, inter alia simply to maintain their own presence
on these academic circuits — and to ensure that they have full access
to all their highways and byways. More specifically, the fact that
researchers working within company R&D departments show,
through publications, that they are operating on the same level
as their academic colleagues, and therefore have something to offer
them, means that they can participate in full in the process of swop-
ping (barter) of scientific information and ideas that goes on within
the academic world itself.

We would not expect all the specific spin-offs from basic research
to operate as strongly in catch-up as in advanced countries. Thus the
development of innovatory instrumentation, for example, is likely to
be largely the preserve of the advanced industrial countries. But the
training and networking spin-offs are surely universal. In relation to
scientific networks it is important to note, furthermore, that even in
conditions of globalisation in the business world and complete free-
dom of academic intercourse, they do tend to be culture-bound.
Thus the PACE survey found that:

Domestic public research is substantially more important to
respondents than foreign sources, suggesting that the public
research infrastructure is one of the most important national
assets for supporting innovation (Arundel et al., 1995, p. ii).

This point is clearly as important for catch-up countries as for
advanced industrial countries.

4That is, knowledge which, unlike tacit knowledge, can be codified, but which can
only be passed on through “hands-on contact”.
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Beyond specific technological breakthroughs or specific network-
ing impacts, basic research can have a huge impact in terms of devel-
oping the capacity for technological problem-solving. Outside
specific fields like chemicals and electronics, the direct impact of
academic research on industry is limited. It is particularly limited in
the non-electrical engineering industries. Thus in the Yale Survey
(Klevorick et al., 1995), industries like motor vehicles, guided mis-
siles and aircraft production figure prominently among the industries
that cite knowledge of science as an important input into their activi-
ties, but not at all among the sectors that rate university research as
such as important. More specifically, the car industry, for instance,
shows itself to be heavily dependent on mathematics and computer
science. The reason is that:

Theoretical prediction, modelling and simulation of large sys-
tems, often accompanied by measurement and empirical testing
of subsystems and components, has increasingly substituted for
full scale empirical testing of complex systems, and this requires
design tools and analytical methods grounded in phenomeno-
logical understanding (Brooks, 1994, p. 480).

The scarcity value of the capacity to solve complex problems, often
through simulation, clearly stems from the fact that it originates from
the tacit-knowledge-rich networks discussed earlier. It is, therefore,
perhaps the most important single spin-off from publicly financed
basic research. In a transition country where the private sector is still
in the process of learning the problem-solving orientation, the impor-
tance of this point is self-evident.

There is, then, a consensus in the developed industrial countries
that a strong foundation in basic research is a key condition of inno-
vatory dynamism and industrial competitiveness. Adding this in to
the more direct impact that S&T has with respect to the establish-
ment of technological congruence and the rectification of specific
gaps in social capability, the central importance of S&T in the catch-
up process, or indeed in any process of economic development, seems
beyond doubt.
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TECHNOLOGICAL CONGRUENCE AND SOCIAL
CAPABILITY IN THE CONTEXT OF ECONOMIC
TRANSFORMATION

It seems unlikely at first sight that problems of technological congru-
ence would present major obstacles to successful catch-up in the case
of the post-socialist countries. While there is a real sense in which
they are developing countries, their general levels of education are
much closer to those of Western Europe and North America than
those of the Third World. Literacy is virtually universal, and basic
engineering skills are well developed among a large proportion of
their respective populations. These are emphatically industrialised
countries, even if their patterns of industrialisation have often been
ill-conceived. Domestic markets are in many cases small, but regional
integration schemes like the Central European Free Trade Area
(CEFTA) and the Baltic Free Trade Area, and, more important, the
fact that a number of countries are on the point of acceding to the
EU, have ensured that this is not a major constraint on the establish-
ment of technological congruence. Wages are low, and the influence
of this on the structure of trade is visible in terms of pronounced
revealed comparative advantage in traditional, labour-intensive goods
in a number of countries (Kubielas, 1999). But when transnational
companies go into the post-socialist region with big investments, e.g.
in the motor car industry, they are seeking to maximise firm-specific
advantages as well as local advantages, and that means working within
the framework of established company technological systems
(Dyker & Kubielas, 2000). The mere fact that so many TNCs have
gone into CEE with large-scale investments in the automotive indus-
try, and turned these investments to profitable account, is proof that,
while low wages provide trading opportunities, they do not close off
technological options in the post-socialist region.

In practice, the picture with respect to technological congruence is
not quite as rosy as this initial sketch suggests. While foreign car firms
have met no serious obstacles in setting up state-of-the-art produc-
tion systems employing mainly local people in their CEE transplants,
they have found it impossible to integrate local firms into their supply
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networks as first-tier suppliers, i.e., suppliers of complex components
involving R&D and design work as well as production. In practice,
first-tier suppliers in the automotive industry in the region are always
either wholly-foreign owned subsidiaries or joint ventures, with local
firms relegated to the position of second- or third-tier suppliers, sup-
plying single components with little or no in-house R&D or design
content (see Chapter 6 for detailed discussion).

This is not to say that automotive supply networks have not oper-
ated at all as diffusers of state-of-the-art technology and best practice
in the post-socialist countries. But the diffusion of that technology
and those practices out from initial investments has been, and contin-
ues to be, incomplete. There comes a point in the development of
complex business networks, it seems, where generalised engineering
skills are no longer enough, where full participation and the establish-
ment of full technological congruence demands a combination of very
specific “hard” technological capabilities with high-level “soft” man-
agement capabilities. If that combination is absent from key areas of
business networking, the process of catch-up will come to a halt well
short of the “goal” of equality with the advanced industrial countries.

Similar arguments can be marshalled in relation to the dimension
of social capability. In principle, accession to the EU, and by implica-
tion assimilation of the acquis communautaire, should provide a
ready-made framework within which public administration in the
post-socialist countries can rapidly converge to EU standards. In
practice, matters are not so easy. Only a minority of the countries of
the region have immediate prospects of membership of the EU, and
while the acquis does have some impact on the other countries, the
impact diminishes the more distant the prospect of EU membership
becomes. Even for the accession countries, there must be serious
doubts as to whether all the elements of the acquis can be effectively
assimilated, whether indeed all its elements are appropriate to the
accession countries, and whether the institutions set up under its
aegis can be efficiently and honestly administered by local elites.
There are, furthermore, key areas of the public sector which are not
covered in the acquis at all. Education is one of them. And while it
may be the inherited “stock” of education that mainly determines the
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technological congruity of a given society with the advanced indus-
trial societies, it is the current flow of educational services that deter-
mines the level of social capability in terms of assimilation of new
skills. Lastly, there are areas of business infrastructure which may be
partly public sector, partly private, which are just as crucial in relation
to the development of social capability, and which again are at best
partially addressed by the acquis communautaire. Among these we
can pick out R&D systems and banking systems (see detailed discussion
in Chapter 6).

THE IMPLICATIONS FOR CATCH-UP IN PRACTICE

Granted that the post-socialist countries cannot deliver first-tier sup-
pliers to the car industry right now, is it not reasonable to suppose
that the will “learn” to do so over the long term, i.e., over the next
ten-fifteen years? Reasonable, perhaps, but it is difficult to argue that
the process will be an automatic one. Corporate strategy may drive
particular firms to seek to “teach” their partners in CEE how to be
good first-tier suppliers. There seem to be elements of this in the
policies of Magyar Suzuki, one of the smaller automotive transplants
in the post-socialist region, for example (Havas, 1999). But there is
nothing in the competitive (or rather, in this case, oligopolistic)
mechanism to force them to do so. And even where the lead firm is
keen to develop local supply capabilities, it cannot force local firms to
come up to standard, as again exemplified in the Magyar Suzuki case.
Exactly the same point can be made in relation to banking. Over the
long run the difference in levels of performance between privatised
and new banks will surely disappear. So as long as foreign banks are
willing to go in and compete in the acceding countries, on whatever
basis, therefore, the ultimate impact on social capability in the sector
should surely be a substantial one. But bank liberalisation in the post-
socialist countries will not force Western banks to compete in those
markets. And it will not force western banks to provide venture capi-
tal to the R&D sector itself, even if, through fundamental restructur-
ing, real opportunities for profitable investment in that sector are
finally created.
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These simple microeconomic facts of life do, indeed, correspond
to what we perceive at the macroeconomic level. Thus Verspagen
(1999) distinguishes between countries not only in terms of whether
they are leading, catching up or falling behind. He also identifies a
clamping-on group of countries with relatively high levels of GDP per
head, but which nevertheless continue to lag behind the leading
countries, and show no signs of quickly closing the gap. In his formal
analysis Verspagen (1999, p. 39) confirms the status of the post-
socialist countries as catch-up countries, on the basis of their relatively
low levels of GDP per head, relatively high investment ratios and low
ratios of R&D expenditure (compared to the leading industrial coun-
tries). But he also identifies (p. 35) five out of a total of seventeen
clamping-on countries for the period 1973–89 which had been catch-
ing up in the previous period, 1960–73. Thus today’s catch-up coun-
try may well turn into tomorrow’s clamping-on country. Is that the
fate that awaits the post-socialist countries? Or could a worse fate be
in store for them? Before trying to answer these questions, we have
to look more closely at differences in levels of performance between
different transition countries.

THE PROBLEM OF VARIANCE AMONG THE
POST-SOCIALIST COUNTRIES

In the opening paragraphs of this paper we noted that aggregate eco-
nomic performance has been extremely variable among the post-
socialist countries — that while it may be reasonable to classify them
all as catch-up countries in terms of situation and potential, the reality
for many of them over the first decade of transition has been stagna-
tion. And this problem of variability shows up in terms of other indica-
tors as well. Table 2, Chapter 11, for instance, illustrates the enormous
divergences between individual post-socialist countries in relation to
performance on price stability. Over the first half of the 1990s there is
a stark contrast between, on the one hand, countries like Poland, the
Czech Republic and Slovenia, which establish and maintain a fair
degree of price stability from an early stage, and, on the other hand,
most of the countries of the former Soviet Union, which teetered on
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the brink of hyper-inflation throughout that sub-period. In the second
half of the 1990s most countries managed a degree of stabilisation,
but 1998 witnessed significant slippage in the former Soviet Union,
most strikingly in Russia.5 Since then, the majority of transition coun-
tries have managed to reduce their rates of inflation again, but rates
remain high in Romania, Yugoslavia (Serbia-Montenegro) and
Belarus, to mention only the most serious cases. Behind these statisti-
cal trends lies a story of social capability and deficiency thereof. In the
case of Poland, where the Solidarity government that took power at
the end of 1989 inherited a serious problem of open inflation from the
previous communist regime, a happy combination of able and decisive
economic policy-makers within the Polish government and well-
directed advice from abroad, backed up by significant levels of interna-
tional financial support, produced a rapid solution to the inflationary
problem through an incisive package of fiscal, monetary and exchange
rate regime policies. In Russia, the government struggled to come to
terms with the fiscal implications of anti-inflation policies, and
remained weak in the face of merciless lobbying from sectional inter-
ests intent on maintaining flows of “soft” credits in their direction.
Russia’s relatively good performance on inflation in 1996 and 1997
was largely based on two expedients, one dishonest, the other
extremely dangerous: delaying payments of wages and salaries to pub-
lic sector employees and pensions, and borrowing heavily on interna-
tional money markets. The Russian financial crisis of August 1998 was
in part due to the Asian crisis of the year before, but stemmed more
fundamentally from the continued failure of the Russian government
to assimilate the principles of good macroeconomic management, and
to impose an adequate regime of supervision on a professionally and
ethically weak commercial banking system. In stark contrast to the
Polish case, foreign and international organisations seemed powerless
to make much impact on these basic failures, suggesting a sui generis

5There are cyclical elements in transition economy inflation patterns too, but these
are of minor significance compared to inter-country differences and medium-term
time trends.
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kind of technological congruence problem. Thus the Russian crisis of
1998 provides an outstanding illustration of how a fundamental defi-
ciency of social capability (manifesting itself in this case primarily in
the public sector) can perpetuate itself by perpetuating technological
incongruence and blocking the diffusion of key technology or know-
how (in this case financial and economic) from abroad.

The list of policy variables affected by differences in social capabil-
ity could be extended — the story of monopoly and competition
policy, policy on small and medium-sized enterprises (SMEs), policy
on foreign direct investment (FDI) is similar, and the pecking order
of countries is much the same in each case as well. What is the origin
of these differences? There are obvious elements of serendipity, of
“happy chance” in the Polish case, but this will hardly do as a com-
plete explanation. A simple econometric analysis of the early period
of transition (Kekic, 1996) suggests that differences in initial condi-
tions can explain a substantial measure of the differences in aggre-
gate performance among the post-socialist countries in that period.
Thus the outstanding performers in the region over the period
1990–95 had pre-transition experience of some kind of market
socialist (Slovenia, Hungary, and to a lesser degree Poland and
Estonia), and/or already had relatively high levels of GDP per head
at the beginning of transition (Slovenia, Czechoslovakia and
Hungary) and/or were already to a degree open to the West in trad-
ing and financial terms in the pre-transition period (Slovenia,
Hungary, and to a lesser degree Poland). The first and last of these
factors have obviously had major implications in terms of capabilities
and the capacity to learn, and the operation of the last meant that
pressures for increased technological congruence were already pres-
ent before the end of communism.

CONCLUSIONS

Introduction of the initial conditions dimension into the argument
about differences in performance confirms some basic truths which
are well known in the science policy literature. What you get
depends on what you have got, the more you know the easier it is to
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learn, and the more you know the easier it is to identify what you do
not know and need to learn from others. It also suggests a downside
scenario which needs to be introduced into our analytical frame-
work. The possibility that some of the post-socialist countries may
face total blockages, largely inherited, in certain areas of social capa-
bility means that we may have to introduce a fifth category of coun-
tries in terms of Verspagen’s taxonomy — of a special group of
falling-behind countries which look, in terms of a current “snap-
shot”, more like catch-up countries. That, certainly, was the reality
for most of the countries of the former Soviet Union and some of
the Balkan countries over the first ten years of transition. The picture
over the early years of the 21st century has certainly been brighter,
but it is too early to say whether this represents a change in trend.
The fact, however, that these are the countries most isolated from
the capability-building influence of the EU and the technological
impact of international investment suggests that a degree of pes-
simism may be in order, and that the darker implications of the social
capital approach may, indeed, be relevant to some transition
economies. For all the post-socialist countries, the continued dys-
functionality of S&T systems, in the narrow institutional sense, is a
major obstacle to wholly successful catch-up. Again, however, the
impact of this dysfunctionality will be greater in the countries in
which the countervailing pressures are weaker. The most likely sce-
nario for the transition region as a whole over the next few decades,
therefore, is of a group of Central-East European countries clamping
on at a level of economic development that is fairly high, but still
below the EU average; while the countries of the former Soviet
Union and some of the Balkan countries will continue to fall behind,
as they have done over the past decade, or at best establish a trajec-
tory of weak catch-up. Within a generally disfavoured group of
countries, the CEECs will clearly emerge as the most favoured sub-
group. But within the expanded EU of the future they will be
disfavoured, and assimilation of the acquis communautaire will do
nothing to change that in the short-to-medium term. The implica-
tions of all this for international economic policy-making, at world
and European levels, are serious indeed.
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INTRODUCTION

When Soviet-style communism collapsed in the late 1980s and early
1990s, and the countries of Eastern Europe and the (former) Soviet
Union proclaimed, one after another, their intention of reestablishing
market-oriented economic systems based on private property, a
watershed was reached, not just in world history but also in the devel-
opment of economics as a policy science. Economists had argued for
decades over whether Soviet-style centralised planning was irrational,
or merely inefficient (Nove, 1965; McAuley, 1967; Dyker, 1970),
but no one disputed its essential dysfunctionality, which had been
demonstrated time and time again on the basis of simple growth
accounting procedures (Bergson, 1978). While centralised socialist
planning might not break the laws of economics in a Newtonian
sense, it certainly did in a biological sense (Berliner, 1966), and this
seemed to suggest that the organism would eventually die. That con-
jecture was eventually proved correct, and it is worth emphasising
that central planning did, indeed, die rather than being killed. By the
late 1980s, for instance, in the heyday of Gorbachev’s perestroika, the
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institutional mechanisms of the planning system in the Soviet Union
itself were already breaking down.1

No less striking in the late 1980s was the breakdown in the alter-
native form of socialist planning — the market socialist systems of
Yugoslavia and Hungary. In the Yugoslav case the ultimate collapse of
the system of socialist self-management was precipitated by the out-
break of civil strife. And in Hungary, there was, in truth, no collapse
as such at all, but rather a well-managed shift from market socialism
to full-flooded capitalism, orchestrated in its early stages by the com-
munist party itself. Where Yugoslavia and Hungary showed a reveal-
ing similarity to the Soviet Union and the other countries in which
central planning remained in force was in respect of the patterns of
economic development that preceded the breakdown. In both cases,
those patterns were dominated by the same tendency to inexorable
slowdown in rates of growth and stagnation in levels of total produc-
tivity that characterised the countries of central planning in the 1970s
and 1980s (Dyker, 1990; Csaba, 1989). Since the market socialist
countries did have more or less normally functioning markets for final
goods, the similarity in development paths between centralised and
decentralised planning systems pointed to the labour and capital
markets — which remained essentially non-marketised in Hungary
and Yugoslavia (Smith, Alan, 1983, pp. 140–6; Dyker, 1982; 1990).
Once again, then, economists were vindicated in their stress on the
efficient operation of factor markets as the key to stable economic
growth, and some went further to insist that the efficient operation of
the capital market in particular was dependent on the preeminence of
the principle of private property (Pejovich, 1972).

But predicting what had already happened was, in truth, no great
service to the policy-makers who inherited the task of engineering a
fundamental systemic revolution in the area of the old Soviet bloc in
the early 1990s, and it is perhaps significant that the economists who
dominated the early debates on transition policy as such were in the
main economists from the region itself who had become involved in
policy-making under the new regimes, or Western economists who
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1Interviews conducted by the author with plant directors in the former Soviet Union.

B149_Ch13.qxd  23/04/04  4:54 PM  Page 346



were specialists in economic restructuring, rather than specialists in
the (former) communist economies per se. The immediate problem
that faced all the countries of the region as they moved into transition
were the macroeconomic imbalances inherited from the communist
period, and the early policy packages were very much focused on
finding solutions for that problem.

“SHOCK THERAPY” IN HISTORICAL PERSPECTIVE

The problem of fiscal imbalances was a direct consequence of the
underlying dysfunctionalities of the socialist planning systems of
Eastern Europe. As rates of growth of national income and produc-
tivity fell, and as increasingly beleaguered communist governments
strove to maintain at least the appearance of rising living standards
through wage increases and increases in welfare expenditures, so
budgets inevitably started to slip into the red. As Table 1 shows,
budgets in the region were generally in deficit by anything up to 8–9
per cent of GDP by the late 1980s. And because socialist countries by
definition have no money markets, and because in most cases the
socialist countries had exhausted their foreign credit by this time,
these deficits had to be largely monetised. What kind of inflationary
impact that had depended on the extent of price control. In the
Soviet Union, where price control remained almost universal right to
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Table 1. Budget surpluses and deficits (�) as percentage of GDP, 1989–92.

1989 1990 1991 1992

Bulgaria — �4.9 �3.6 �3.1
Czechoslovakia �0.9 0.5 �1.8 �1.8
GDR — �8.0 na na
Hungary �3.2 �0.1 �4.9 �7.4
Poland �3.0 0.4 �3.8 �6.0
Romania 7.5 1.0 1.9 �2.0
Slovenia na �0.3 2.6 1.6
Soviet Union/Russia �8.6 �5.9 �10.0 �4.9
Yugoslavia (Serbia/Montenegro) na �5.7 �9.6 —

Source: ECE, 1991, p. 58; 1993, p. 144.
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the end of the old system, it took the form of repressed inflation,
which manifested itself in the form of lengthening queues and flight
into the second economy. In Poland, where prices had already been
substantially liberalised by the late 1980s, it took the form of open
inflation, with annual rates of increase in the retail price index averag-
ing 69.7 per cent 1986–89 (ECE, 1990, p. 136).

The macroeconomic policy package implemented initially in Poland,
and subsequently imitated to a greater or lesser extent in a number of
other transition countries, was based on the following key principles:

1. Given the institutional constraints of an early transition country,
where money markets still have not had time to develop, closing
the inflationary gap means closing the fiscal gap. To all intents and
purposes, fiscal policy and monetary policy are one and the same.

2. The price structures inherited from the communist period were
distorted, especially with regard to fuel prices and rents, even in
the countries where there had been substantial price liberalisation.
Thus the initial phase of macro stabilisation would have to involve
a degree of “corrective” inflation. The best way to ensure that the
corrective inflation did not set off a new inflationary spiral would
be to reestablish fiscal balance in short order, even at the cost of
some “shock” to the population.

3. The “shock” element should probably be seen as a positive virtue
of the package, rather than a necessary evil. To kill inflation you
have to kill inflationary expectations, and this cannot be done in a
gradualist way. In Poland the rate of inflation was reduced from
584.7 per cent in 1990 to 70.3 per cent in 1991 (ECE, 1992,
p. 93). This was dramatic enough to shock Poles out of the infla-
tionary mentality that had developed in the last years of socialism,
and to reestablish trust in the price system as a system of signals
through which individuals could orient their work efforts in a
spirit of enlightened self-interest.

In the event, budget deficits quickly reappeared in Poland, as Table 1
illustrates. And victory over inflation did not extend to getting
inflation down to zero. Indeed annual inflation in Poland was still
averaging 10 per cent in 2000. But the shock elements in the package
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had changed certain key parameters irreversibly. It is salutary to com-
pare the Polish experience in this connection with that of Russia. In
that country, repressed inflation burst out into open inflation after
the price liberalisation of 1992, with the year-end rate of inflation for
that year reaching more than 2,000 per cent. The subsequent process
of getting inflation down was painfully slow, and the year-end infla-
tion rate did not drop below 100 per cent in Russia until 1996. By
1997 it was actually below the rate of inflation in Poland. But when
economic crisis struck Russia in August–September 1998 and the
rouble was devalued, prices of key foodstuffs doubled or tripled in a
matter of days as Russians reverted to the “Soviet” mentality of queu-
ing and hoarding. It would be foolish to suggest that if the Russian
authorities had managed to get inflation down to under 100 per cent
by 1993, all the problems of Russia’s transition would have been
solved. The fact remains that while the original (partly corrective)
inflation of 1992 was certainly a shock, the slowness of the subse-
quent process of price stabilisation meant that there was little therapy
to go with the shock, little immediate pressure to change mentality, in
a country which, in truth, needed such a change much more badly
than Poland.

One looks in vain for a clear-cut correlation between macroeco-
nomic shock therapy and general success in transition in terms of
rates of growth of GDP and productivity. Not all countries needed
the full package of shock therapy. Czechoslovakia inherited a more
or less balanced budget from the communist period (see Table 1), so
was in little need of shock, though some therapy after the stultifying
centralisation of the period after the Prague Spring of 1968 was
clearly in order. Hungary and Slovenia both inherited a slight degree
of fiscal imbalance from the old systems. (In the former case the
fiscal situation deteriorated sharply in the early years of transition —
see Table 1.) But they both had 20–30 years of experience of market
socialism behind them, so that their need for mentality-changing
therapy was that much less. On a priori grounds we would in any
case expect macro stabilisation to be a necessary rather than a suffi-
cient condition for successful restructuring at the micro level. What
is clear is that the countries (mostly successor states to the former
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Soviet Union) which needed shock therapy and did not get it, even
in the attenuated Russian form, have achieved least with respect to
restructuring. The father of shock therapy has a simple enough
explanation for this.

A preoccupation with structural factors and the corresponding
neglect of macroeconomic ones freezes the poor economic struc-
ture which is seen as the principal engine of high inflation in the
first place. Under this sort of policy there are no incentives for
people (and other resources) to move to other sectors — they are
being paid simply for coming to work. Tough stabilisation and
comprehensive liberalisation seem to be the necessary conditions
for any meaningful structural change, and in this role they are
probably more important than microeconomic reforms in the
state sector (Balcerowicz, 1993, p. 21).

Balcerowicz’s dicta on necessary conditions for structural change and
the role of microeconomic reform within the state sector itself can
hardly be challenged. If, however, we want to reach a full understand-
ing of the sufficient conditions for effective transition, and when we
start to look beyond the inherited state sector, we must surely look at
policies which explicitly address the micro side.

PRIVATISATION AND THE REVOLUTION IN
PROPERTY RIGHTS

The transition from socialism is, in a sense, defined by privatisation,
and Table 4, Chapter 11 shows how dramatic the rate of progress in
privatisation has been over a wide spectrum of transition countries.
But while everybody privatises, there are, it seems, no prizes for those
who privatise most and fastest. Mass privatisation through vouchers
has certainly not visibly held economic performance in the Czech
Republic back, but it has not lifted that country above the pack of
Visegrad countries in line for accession to the European Union. It is
rather Poland, where progress on privatisation has been quite cau-
tious, that reported growth rates of GDP and productivity distinctly
superior to the other countries of Central-East Europe, at least until
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2001 (Slovenia is similar to Poland in terms of a combination of slow
progress on privatisation and impressive general economic perform-
ance). And mass privatisation in Russia has had no visible positive
impact on performance whatsoever, while privatisation laggards like
Moldova and Ukraine (not in the table) have done even worse than
Russia in terms of the general impetus of transition.

Why is rate and level of privatisation such a poor indicator of
restructuring performance? Not, of course, because privatisation does
not matter, but rather because privatisation per se defines neither the
extent and nature of the private sector, nor the manner in which that
sector is organised and managed. The really striking indicator in
Poland is not the slow rate of privatisation, but rather the extraordinar-
ily high contribution of small and medium-sized enterprises (SMEs),
mostly newly formed since transition began, to the private sector as a
whole. In that country, at the end of 1997, some 60 per cent of the
non-farm workforce were employed in SMEs, generating around one-
third of total GDP (Bobinski, 1998). Slovenia is again similar in this
respect to Poland (Rems et al., 1997; OECD, 1997). In Russia, by
contrast, SMEs employ only 10 per cent of the labour force. But they
generate 12 per cent of Russian GDP and account for a third of total
profits in the Russian economy (Pripisnov, 1996). The pattern is simi-
lar elsewhere in the transition region. Whether the SME sector is big
or small, it is always more productive and more profitable than the
large enterprise sector. But only where the SME sector is big can it
make a perceptible contribution to overall economic performance.

What matters, then, is not privatisation, but rather private enter-
prise. And it is perhaps hardly surprising that newly created, nimble-
footed SMEs should be more efficient than large enterprises which,
privatised or not, continue to struggle with the legacy of the commu-
nist period in terms of the way that they are run, the kind of things
they produce, and the way that they network with other enterprises.
The bigger the enterprise, the more important does they dimension
of corporate governance become. In a post-communist environment,
the bigger the enterprise, the more likely it is that corporate gover-
nance will pose real problems. None of this is problematic or even
surprising for an economic science that is used to considering the

What Transition Has Learned from Economics 351

B149_Ch13.qxd  23/04/04  4:54 PM  Page 351



problems of large organisations in terms of managerial economies and
diseconomies of scale. But changes in property relationships per se
have demonstrably not been a decisive factor in processes of transfor-
mation in Eastern Europe. Have they at least been a necessary condi-
tion? We examine this question in the next section.

CORPORATE GOVERNANCE, MANAGEMENT AND
TECHNICAL CHANGE

The old communist systems were, indeed, inefficient. But despite the
ideologically-inspired rejection of the price mechanism as a system of
parameters of governance under the old system, the economies of “real”
socialism were not strikingly inefficient in terms of allocating resources.
Even the Soviet Union, with its vast military-industrial complex and
locational/regional complexity, by and large managed to allocate labour
and capital to their best uses (in terms, of course, of a set of goals deter-
mined by the plan) (Whitesell, 1990). And it is worth bearing in mind,
in this connection, that communist economic planners, Marxist or not,
did have at their disposal perfectly functional and fully approved proce-
dures for the evaluation of alternative investment projects which did not
differ in essentials from standard Present Value/Internal Rate of Return
procedures (Dyker, 1983; Bergson, 1964).

Where the old systems were increasingly and ultimately hopelessly
inefficient was in terms of organisation and management, including
the organisation and management of technical change. Perhaps the
best example of this phenomenon is that of Hungary under market
socialism. As noted earlier, the greatest weakness of the Hungarian
New Economic Mechanism (NEM) was in relation to the application
of factors of production. But these weaknesses were not primarily
allocational. Rather the problem was that typical X-efficiency prob-
lems of the investment process manifested themselves as seriously
under Hungarian market socialism as under Soviet centralised plan-
ning. Thus, for example, lead-times on investment projects were typi-
cally 2.5–3 times the norm in developed capitalist countries (Dyker,
1982). In relation to the labour force, too, the problem lay not in the
distribution of the work force by sector, but in the fact that, even
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under this quasi-market system, over-manning was universal and
post-Taylorist notions of efficient organisation of labour largely
unheard of.

Why did the situation become worse, as evinced by the record of
falling rates of productivity growth, rather than just remaining (stati-
cally) unsatisfactory? Care has to be taken in interpreting the falling
rates of productivity growth. Increasing costs of extraction of natural
resources, notably the Siberian oil and gas which largely powered the
whole CMEA area, represented an important factor here which can
only partly be explained in organisational terms. There is certainly
evidence of declining effectiveness of R&D activity in the CMEA area
in the early 1980s (cf. the figures in Table 2 on patenting by individ-
uals and organisations from those countries in the United States). But
Hungary is, in fact, the exception here. The striking thing in the
Hungarian case is that, even as international patenting activity is
maintained, rates of implementation of new technologies at the enter-
prise level continue to fall. The problem, clearly, was not R&D in
itself, but rather the management of innovation and technology
transfer at enterprise level.

How has improved corporate governance helped to resolve these
problems in the context of transition? The pattern here is so mixed
that it is best to proceed through examples. The Szczecin Shipyard in
Poland is a particularly good illustration because it comes from a
“sunset” sector, a sector prioritised by the communist regime in
Poland, but now facing a global market with limited aggregate
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Table 2. Number of Patents Registered in the US by Selected
East European Countries 1975–93.

1975 1980 1985 1989 1990 1991 1992 1993

Bulgaria 24 24 21 15 26 10 5 4
Czechoslovakia 120 55 54 34 38 28 18 12
Hungary 52 87 108 131 94 86 86 52
Poland 37 38 10 17 19 11 7 8
Romania 17 14 3 0 1 1 0 3
USSR 421 463 148 161 176 178 69 59

Source: Computer Horizon Inc.
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growth potential, and up against fierce competition from low-wage
countries like China (Bitzer & von Hirschhausen, 1998a,b).

The key factors in the successful turning round of the Szczecin
Shipyard were listed in Chapter 4. Thus the Szczecin Shipyard has
become profitable again by reorganising its activities into a market-
oriented assembly operation, organised through contemporary com-
puterised management systems, sourced from all over the world (not
excluding Poland), and manned by a relatively small number of work-
ers in Szczecin itself.

Does that mean that the Szczecin Shipyard is essentially an “off-
shore” screwdriver factory, assembling imported kits on the basis of
imported designs, and maintaining profitability purely on the basis
of a combination of work-force cut-backs and low wages? There are,
certainly, plenty of such screwdriver factories in the transition coun-
tries, notably (though the screwdriver epithet is purely metaphorical in
this case) in textiles, where under the rubric of outward processing,
Western companies “put out” raw materials to factories in Eastern
Europe, usually on a custom-free basis, for reexport, after processing,
to the West. But in the shipbuilding case, the story is more complex
and interesting. Wage costs are an important variable for the Szczecin
Shipyard, and it is significant that the yard employs Russian welders,
because they are cheaper for a given quality of work. The fact remains
that there are huge differences in real wages between Poland and its
competitors in the industry. Polish shipyards can, nevertheless, com-
pete against Chinese, just as Korean and Japanese can against Polish.
So the key to success in shipbuilding does not seem to be cheap
labour. Rather it seems to be efficient general organisation (including
organisation of the work-force and the supply network) and a flexible
approach to the development of specific in-house capabilities, relating
(in this case) to the construction of container ships, which lower-cost
competitors do not (yet) possess. Thus the Szczecin Shipyard has its
own design department, but that department works mainly on the
basis of standard designs from abroad. “[In the Polish shipbuilding
industry as a whole] the yards tried to enhance their design capacities,
through in-house development and/or by purchasing foreign equip-
ment and knowledge. Expanding design capacities turned out to be a
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critical factor for product diversification” (Bitzer & von Hirschhausen,
1998a, p. 2). Thus management in the Polish shipbuilding industry
has understood clearly that there is no efficient technology transfer with-
out in-house technological capabilities

In terms of its pattern of equity holding, the Szczecin Shipyard epit-
omises the pragmatic Polish approach to privatisation. It is 30 per cent
owned by two big Polish banks, while the state remains a significant
shareholder. Divestment is a strategic option for the future, but the
government has made no firm commitments. Comparison with the
typical Russian enterprise — privatised but unrestructured — might
incline one to surmise an inverse relationship between privatisation and
organisational efficiency. But the inclination would not survive even
the most perfunctory glance at the overall picture. There are plenty of
cases of badly managed, publicly-owned organisations in Poland, and
in Central-East Europe in general. And in Russia, too, privatisation can
still make a difference, if not necessarily a critical difference. Thus in
relation to the TsOT laser firm (a Russian-Bulgarian joint venture):

Both the main shareholders of TsOT are state enterprises.
Maybe that is the reason why those shareholders do not seem
to be very interested in the managerial problems of TsOT.
Optics Technology [the Bulgarian partner] does not really take
any part in the management of the JV. As to the Russian part-
ner, it does not seem to be very interested in the JV’s activities
either. The director of TsOT, Sergei Smirnov, states that in the
early 1990s TsNIIM [the Russian partner, an Academy of
Sciences research institute] did get involved in looking for
orders for the JV. But at 1996 this was no longer the case
(Bzhilianskaya, 1999, p. 73).

Thus the key, in the TsOT case, as in that of the Szczecin Shipyard, is
good management; but privatisation can never guarantee that.

Not surprisingly, then, the formula for effective restructuring in
conditions of transition is a mirror image of the factors of ineffectual-
ity under socialist planning. X-inefficiency was the road to perdition
for the old system, increases in X-efficiency are the key to good per-
formance under the new system. And while the economics profession
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must be given credit for providing the back-up analysis that under-
pins both those conclusions (it was, after all, an economist who
invented the concept of X-efficiency — see Leibenstein, 1966), and
enables us to move safely from case studies to generalisation, eco-
nomics finds itself, at the end of the millennium, facing a challenge. If
X-efficiency issues are really so much more important than issues of
allocative efficiency, is there much more for the economist to do after
the initial diagnosis? Can they leave the rest to the management spe-
cialists and the engineers? We return to this question later on. At this
point we pick up the issue of privatisation again. We have seen that
privatisation is no very good indicator of success in transition. We
have seen that being in the private sector is a much better indicator,
because it pulls in newly created enterprises. Are there other special
categories of private enterprise that might play a key role in the
process of dynamic corporate governance that we have pin-pointed as
the key vehicle for the solution of X-inefficiency problems? The most
obvious such special category is the foreign-owned private sector.

FOREIGN DIRECT INVESTMENT, EFFICIENCY
ENHANCEMENT AND TECHNOLOGY TRANSFER

In-depth case studies of FDI in the transition countries (Havas, 1997;
Barz, 1999; Estrin et al., 1997; Martin, 1998) support the following
generalisations:

1. FDI always brings with it a transfer of “soft” technology, i.e., of
organisational, managerial, marketing and office technology.

2. While in many cases it is possible to marry up Western soft tech-
nology, as key firm-specific advantage (in Dunning’s sense — see
Dunning, 1988), with local “hard” technology (the technology of
process and product), key elements of hard technology often have
to be transferred to guarantee the success of the project.2
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2The distinction between soft and hard technology is, of course, a blurred one.
Integrated software and computer systems to support in-house e-mail systems and
the like partake of both. Management and control of production processes, a key area
of technology transfer, occupies a similarly ambivalent position.
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3. As a result of points 1 and 2 above, productivity levels in firms
hosting FDI are almost invariably enhanced.

4. FDI sometimes facilitates significant transfers of hard technology
from East to West.

5. FDI sometimes reinforces the building of supply networks in host
countries, thus producing ramified productivity impacts.

Of course there may be negative elements in the impact of FDI on
host economies in the transition region. Foreign investors may be
restrictive in their policies on hard technology transfer to the host
enterprise (it is not really possible to be restrictive in relation to the
transfer of soft technology). They may be exploitative, on the
“Bangalore” model, in relation to East-to-West technology transfer.
They may, indeed, be both those things at the same time. The record
on supply networking is very patchy, and even where there is net-
working there are doubts about how much ramified productivity
impact there is in the case of lower-tier suppliers from host countries,
where the relationship between the investing firm and the supplier
has no R&D or design component. More generally, there are worries
about the extent to which FDI will automatically lead to “deep” inte-
gration, leading to convergence to Western standards of productivity,
as opposed to “shallow” integration, which tends to result in limited
productivity enhancement and to institutionalise the technological
lag vis-à-vis the West (Ellingstad, 1997; Radošević & Dyker, 1997;
Inzelt, 1999).

None of this is to dispute the basically positive impact of FDI on
the transition process. And it is, of course, the economics profession
that has largely been responsible for charting and analysing FDI
flows. But in doing so, they have encountered phenomena which are
not easily explained in terms of traditional economic analysis. The
transition region is a region of low real wages — very low in relation
to the average levels of education and qualification that prevail. Yet in
virtually no instances, except those coming under the Bangalore
rubric, has the availability of cheap labour been a major factor in deci-
sion-taking by Western companies on FDI. Indeed accessing of
Russian, Kazakh and Azerbaijani hydrocarbons and Uzbek gold has
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provided the only major examples of resource-seeking FDI in the
transition region. Generally speaking, foreign investors have been
more concerned to access markets than factors of production, and
have clearly been keenly aware that low wages are no advantage at all
if they are matched, or more than matched, by low productivity. Thus
the Heckscher-Ohlin theorem provides few insights into patterns of
FDI in the transition countries (though patterns of arms’ length trade
can largely be explained in terms of it). The key for foreign investors
is effective control over productivity, and that means control over
production process through the marshalling of soft technology.
Traditional trade theory largely fails to consider the productivity vari-
able, so that it is hardly surprising that it fails to explain pattern of
FDI in the given context. It should, of course, be stressed that is
again economists who, in their analysis of the notion of “competitive-
ness”, have brought out the key importance of productivity differ-
ences in international economic relations (Porter, 1985; 1990). But
in doing so they have pointed, once again, to the preeminence of
X-efficiency considerations over those of resource allocation in the
context of fundamental restructuring, and implicitly the predomi-
nance of management issues over strictly economic issues in the
transition business.

More generally, FDI points up a conclusion that was already
beginning to emerge from material cited earlier. Privatisation and
private ownership are important, but are important in particular, not
in general. In the end, it is the individual firm, whether it is a preco-
cious SME from the region itself, a dynamic subsidiary of an MNC,
or a successfully commercialised enterprise still in a degree of public
ownership, that matters, and it is extremely difficult to generalise
across the board about what makes a good firm in the transition
region: active contact with foreign business (if not necessarily FDI)
certainly, possession of some in-house R&D or design capacity almost
certainly, a willingness to spend money on upgrading human capital
very probably. But for a discipline like economics which likes to think
deductively rather than inductively, to proceed from the general to
the particular, this is all a bit awkward.
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REGULATION AND INSTITUTION-BUILDING

One of the great underlying failures of socialist planning, in both its
centralised and market-socialist variants, was the failure to establish
systems of parameters, i.e., systems based on coefficients which are
“constant in the case under consideration but which may vary from
case to case” (Bullock & Stallybrass, 1977, p. 455). The most obvi-
ous illustration of this, as noted earlier, is in relation to price systems.
But the problem was more general than that, and it was in the realm
of budget constraints that centralised and decentralised systems
showed the highest degree of similarity, with the principle of soft
budget constraints universally applied. So economic actors never really
knew where they were, but did understand very clearly that if you get
into trouble the name of game is to change the “parameter” rather
than to change the way that you react to the parameter on a day-to-
day basis. It is not difficult, in that context, to understand why pro-
ductivity was such a problem under socialism! Again, the collapse of
the old system was a triumph for an economics profession which had
always, explicitly or implicitly, based its analysis of economic efficiency
on the concept of parameters. To refer back to some of the earlier
analysis, it is, indeed, clear that the microeconomic dimension of shock
therapy is largely about rerooting the notion of parameters in the
minds of economic actors (whether those actors are familiar with the
term as such is, of course, immaterial).

But the realities of on-going transition brought problems, practi-
cal and conceptual. It soon became clear that, in order to work effi-
ciently, markets would have to be buttressed by appropriate
institutions as well as systems of parameters. No economist familiar
with the work of Friedrich Hayek (1983) should have been sur-
prised by this. But again the transition from a priori analysis to prac-
tical policy-making caused some difficulty. To change parameters,
or to change the way parameters impact on economic actors,
governments need only resort to regulatory instruments of the con-
ventional kind, such as taxes, interest rates, exchange rates, etc. or to
legal requirements, e.g. in relation to the breaking-up of a monopoly.
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Changing institutions is not so easy. Building institutions from the
ground upwards is extremely difficult.

The key importance of institution-building in relation to markets
soon become evident in connection with systems of foreign trade. All
of the former socialist countries, not least the countries of the FSU,
wanted to be rid of the old CMEA (Council for Mutual Economic
Assistance), under which they had, in communist times, traded with
each other on an essentially barter basis. They all welcomed the tran-
sition to settlements in hard currency (Flemming & Rollo, 1992).
But the institutional vacuum left by the liquidation of the CMEA cre-
ated serious problems in trade between erstwhile fraternal countries,
some of which have not been resolved to this day. Settlements in hard
currency should not mean that every import has to be paid in cash,
but in the absence of satisfactory clearing systems this is the only way
that hard-currency foreign trade can be carried on. Differences
between countries in relation to customs procedures, domestic prod-
uct regulations, etc. mean that normal trade cannot proceed without
an efficient system of trade facilitation, which in the modern world
involves participation in dedicated, computerised, international net-
works which can only be extended through active institution-building
(Dyker, 1994).

A more deep-seated institutional problem is that of the banking
system. One of the dominant institutional features of centralised
socialist planning was the monobank, which combined the roles of
central bank and “commercial” bank, in a setting where money was
allowed to be “active” only in the consumer sector. The market
socialist systems had banking structures similar to those of the
advanced capitalist countries, with a clear distinction drawn between
central and commercial banks, at least in principle. In practice, in the
context of generalised soft budget constraints, the distinction was
often blurred. But money was active in Yugoslavia and Hungary.

As transition began, the countries which had practised central
planning were faced with the task of creating a commercial banking
network ab initio. The market socialist countries had a foundation to
build on, but they had to redefine the relationship between central
and commercial banks, and the status of the latter in property terms.
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In both cases, serious problems arose from the very start. The cre-
ation of privately-owned banks, far from proving the innate strengths
of the market mechanism, tended rather to highlight problems of
“the incentive to cheat” which are, indeed, familiar enough from
Western experience and from economic research done on Western
banking systems (Stiglitz & Weiss, 1981; 1986; Gertler, 1988;
Akerlof & Romer, 1993; Norton, 1994). The essence of the problem
is the vulnerability of banking systems to dishonest or foolhardy bor-
rowers, and to “looting”, where bankers misappropriate depositors’
funds in the knowledge that some kind of banking insurance system
will ensure that the lenders would not lose their money, and that the
losses would, in fact, be “socialized”. East European banking systems
are particularly vulnerable to problems like these, partly because
“new” central banks are still on a learning curve in relation to super-
vision, and the commercial bankers themselves in relation to credit
allocation. More fundamentally, however, the stubborn survival of
the mentality, and sometimes the reality, of soft budget constraints
means that there is a sense in which bank deposit guarantee in the
transition countries is universal, or at least believed to be universal. In
the extreme case of the “zero” or “pocket” bank, individuals, usually
members of the old nomenklatura, create banks to lend to themselves
or to enterprises they control, in the belief that any losses thus
incurred will eventually be covered by the central bank or the govern-
ment. In the countries of mass, voucher-based privatisation, notably
the Czech Republic and Russia, the problem of the incentive to cheat
in the banking system has been compounded by the difficulty of reg-
ulating relations between banks and the investment funds which
quickly sprung up to capitalise on the desire of most ordinary people
to cash in their vouchers (Gower, 1997).

What is the solution to these problems? Credit rationing can pro-
vide defences against crooked or silly borrowers, but not against dis-
honest bankers. Credit rationing is in any case perhaps a little too like
the old system in Eastern Europe to figure as a credible policy option.
If credit rationing is excluded, we are left with two variables to work
on — the soft budget constraints mentality and the competence of
bankers. On the first count we are basically back with macroeconomic
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discipline, with the economists once again to the fore as policy advis-
ers. But in countries like the Czech Republic where inherited fiscal
strength has allowed the soft budget constraint to survive without
causing headlong inflation, the policy recipe is less clear. What is clear
is that formal deposit insurance is not a good idea in transition condi-
tions. As far as the competence of bankers is concerned, the econom-
ics profession has a good deal to offer the central bankers. But
commercial banking, credit allocation in particular, has little to do
with economics as such. Here bankers have to be trained by bankers,
preferably bankers conscious of the considerable problems that
Western banking systems have had with incentive to cheat and credit
allocation issues in recent years.

In other areas, too, economics has been able to set the agenda,
without always being able to find answers to specific problems. In the
area of monopoly and competition policy, the basic recommendation was
clear enough — in building a market economy, make sure you build a
competitive one, within which producers will be rewarded for address-
ing the demands of the masses, and for responding to innovative
impulses, and where rent-seeking will not be allowed to distort the
pattern of resource allocation and produce socially unacceptable
inequalities in distribution of income. But real life is more complex. As
with banking, the civil servants in the transition countries are still at a
low point on the regulatory learning curve, and in the early days of
transition attempts to curb monopoly were often manipulated by the
very monopolists they sought to control (Dyker & Barrow, 1994).
More stubborn problems have occurred on the interface between
monopoly/competition policy and FDI policy. What should the policy
of transition countries be towards Western tobacco companies which
seek to buy up former state monopolies in the transition countries?
Abuse of monopoly position apart, ethical and public health consider-
ations should surely counsel against any accommodation of such initia-
tives. Yet the fact is that Western tobacco companies have been a major
vehicle for the transfer of soft technology to the transition countries
(Yegorov, 1999). Here is a classic static/dynamic dilemma, with seri-
ous moral complications thrown in for good measure. It would be too
much to expect economics to solve all these problems by itself.
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The issue of accession to the European Union has further compli-
cated the issue of regulation. The general principle which guides EU
policy on enlargement is that countries seeking accession must come
into line with the acquis communautaire — the established frame-
work of EU law, including in relation to regulation of the economy. A
number of awkward problems have arisen in this connection. Going
back to the monopoly/competition issue, should a general commit-
ment to free, open markets necessarily involve wholesale extension of
an EU competition law that is very much oriented to the require-
ments of advanced, West European economies? Is it, for instance,
proper to enforce a severe regime in relation to restrictive practices in
distribution in countries where distribution is one of the weakest sec-
tors, and where practices such as retail price maintenance may help
distributors to build networks? (Smith, Alasdair, 1999). And what
about environmental standards and the protection of workers? Here
again economic analysis is generally unsupportive of rigid conver-
gence requirements.

It is possible to argue that there is simply no economic case for
harmonisation of environmental and social policy at any stage of
European integration, and that opt-outs should be permanently
permitted. Within an integrated Europe, there is nothing unfair
or unnatural about competition between the citizens of areas
with differing climates, languages, educational systems. Where
such differences confer competitive advantages on particular
groups of workers, the advantaged workers can enjoy higher
real wages than the less fortunate. Some groups of European
citizens could choose to create competitive advantages for
themselves by accepting lower environmental quality or poorer
social protection. Forcing higher standards on them will force
them to accept lower wages in order to compete. They should
be free to choose the balance of cash and non-cash rewards they
receive (Smith, Alasdair, 1999).

But in the real world, where policy-making on issues like enlargement
and regulatory convergence are strongly influenced by sectoral lobby-
ing and bureaucratic departmentalism on the EU side, and where the
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realities of monopoly and competition, pollution, safety at work,
employment of children, etc. in the transition economies are deter-
mined to an even higher degree by the perceived self-interest of sec-
toral lobbies, what can economics do apart from simply “unmasking”
the special pleaders? It can deliver good pieces of advice on specific
issues. Thus Alasdair Smith (1999), for instance, argues that worries
that an environmental free-for-all might lead to “environmental and
social dumping” in relation to FDI are best addressed by interna-
tional agreements on investment incentives, rather than rigid environ-
mental convergence requirements. But what if the special pleaders in
favour of enforced convergence are simply too strong for the champi-
ons of economic common sense? At that point the problem has to be
handed over to the politicians, perhaps the political scientists. Once
again, economics proves adept at diagnosis; the surgery, however, has
to be left to others.

SUMMARY CONCLUSIONS

What Transition Has Learned from Economics

• Appropriate transition policies must be based on a clear under-
standing of the nature of the crisis out of which transition is
sought. Only with the help of economics are we able to go beyond
the purely rhetorical and ideological level in our analysis of the
breakdown of socialism, and see how crucial microeconomic weak-
nesses affected aggregate production functions and ultimately
macroeconomic equilibrium.

• Against that background, economics has been able to identify key
macroeconomic priorities for first-stage transition, based on a clear
understanding of how these priorities relate to underlying micro-
economic goals.

• Economics has provided sharp diagnoses of the problems affecting
ultimate implementation of these microeconomic goals, but with-
out always being able to follow up the diagnoses with clear-cut
policy-making recommendations.
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What Economics Has Learned from Transition

• Professional humility: Further to the last bullet point of the previ-
ous sub-section, we can only pass from the stage of diagnosis to that
of operational policy advice by working jointly with other social sci-
entists, with management specialists, and with practitioners.

• Analytical pragmatism: We need neo-classical economics to identify
and analyse the main quantitative variables involved and we need a
good dose of old-fashioned industrial economics to help us to
understand the microeconomic agenda; the evolutionary approach
to economics helps in very general terms, but not on specifics,
because ultimately transition (perhaps transformation is a better
word3) has to mean some kind of clean break with the old system,
rather than evolution out of it.

• Who owns what is important, but not as important as who runs
what, and how they run it.

• The importance of being dynamic: X-efficiency is more important
than allocative efficiency, long-term is more important than short-
term, and learning processes, especially in relation to technology,
ultimately dominate the prospects for individual transition countries:
none of this is a problem for economics, but it is a challenge, a chal-
lenge that has to be met, day after day, by any economist working in
the transition area.
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