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Chapter 1

The Commusist Legacy and the Objectives of
Restructuring Industry

Introduction

Nearly four ycars after the countrics of Ceatral and Eastern Enrope (CEE) began the unique and
historic process of transformation from a command to a predominantly competitive market-based system,
it is now cvident that macro-cconomic reforms will not in-and-of-themselves result in the needed micro-level
reforms to ensure the success of the process. The traasition has yet to deliver the boped for significant re-
orientation and restructuring of industrial structures, or major improvements in ccosomic performance and
overall growth. The initial cuphoria that characterized the carly days of 1989 has now given way to a more
guarded optimism and realization that significant chalicnges arc still ahcad. It is now clear to all that the
process will be much more difficult and take far loager thas expecied.

While the early price Bberalization and stabifization reforms in masy of the countrics of the region
appear to have been successful, in all the coumtrics, this first stage of the process has been accompanied by
severe drops in output, large increases i wacmployment, persistent medivm level (the 20 per cent range)
inflation and the re-emergence of fiscal deficits. They have aot led to the reallocation of resources away
from incfficient industries to those which are more profitablc.

It is now clear that the success of the transformation of the regios will depend oo more than macro-
reforms. The regencration of the industrial base, an csscatial clement of a country’s development and
UNIDO’s particular concern, will require the developmeat of an integrated micro policy framework with
concerted, enterprisc-targeted policy measurcs and institutional and other support. Too much was expected
too soon across the region. There must now be a second phase of the transformation in which focus bas to
incorporate the romoval of the rigiditics at the micro level and greater integration of the macro economic
framework with the micro economic measures to mduce the proper supply respoase.

This paper will show how both the macro and micro eavironments cffect the transition process and
in particular the role industrial restructuring and enterprisc-targeted policics play in it. The focus will be
primarily on the experience of Poland. It was the first of the countries to embark on a programme of
fundamental market refoRm under a nos-communist goverameat. It is also the country in which and
UNIDO has had the most first-hand expericace restructuring industrial eaterprises there.

A case study approach has been chosca becanse the transition process in the CEE region has
demonstrated the importance of the particular history of the political and social system and the institutional
structure of individual nation states in detcrmining the direction and speed of economic change. Deasive
political leadership in combination with a well-designed and exccuted sct of policy instruments is also crucial.
Particular attention will be paid to the features of the Polish experience over the last four years that appear
to be of relevance to other economies in the traasition process. Comparative statistics from other CEE
countries arc provided where available, to belp locate Polish experience within a comparative framcwork.

What is Isdustrial Restructuring?

In the broadest sease, industrial restructuring refers to the process of reorganising the relationship
between a nation’s industry and the world economic sysiem 50 as to increase international competitivencss.
Thus, industrial restruciuring involves the economic, legal a0d political reforms necessary to create the
appropriate policy environment and supporting institutions as well as the process of sestructuring individual
enterpriscs.

Industrial restructuring, in fact, cacompasscs maay types of restructuring: organizational and

operational; financial; legal; and the creation of strategic business uaits (SBUs). When devcloping an
industrial restructuring policy, scveral questions must addressed: will restructuring be technical or broad-
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brushed?; will restructuring be passive or active?; when #t should occur, short-term or Jong term and pre or
post privatization?; and should the process be decentralized or overseea by central authorities.

restructuring focuses oa the structure of the caterprise while operational focuses on
production processes. Financial restructuring refers to the restructuring of the caterprisc’s balance sheet -
#s debt and equity. Legal restructuring is also known as “corporatization”, or the transformation of the
enterprise into a jomnt stock company run by a board of directors. Creating strategic business units refers
to the splitting up of large intcgrated enterprises into smaller more viable units, particularly the spinning off
of ancillary activitics and non-corc product kncs into scparatc “privatized” businesses.

Passive restructuring means creating an eavironmeat (hardening budget coastraints and threatening
bankruptcy) in which restructuring is imitiated and undertakea by the coterprises themselves.  Active
restructuring would be mitiated and carried out by goverament authoritics in caterprises that remain in the
staic sector.

A broad-brush restructuring would include legal and financial restructuring as well as splitting up
coterprises, while techaical restructuring focuses on the restructuring of production processes. Pre and post-
privatization simply refers to whether an enterprisc is restructured prior to privatizatioa by the existing
management or governmeat, or afier privatization by the acw owners (domestic or forcign).

The Legacy of the Command Ecosomy

Almost all enterprises in Central and Eastern Eusope and the republics of the former Sovict Unioa
nced to under some form of industrial restructuring before being viable in a competitive market economy.
In some casc it will be simply the productioa layout that meeds changing, in others it may be the balance
sheet. Most, bowever, will need major broad-brush as well as technical restructuning because, having been
created and develpped wnder a command system, they are fundamentally inappropriately for successful
functioning in a competitive cavironmeat.

The classical centrally planned economy rclied oa material balances planning using input-output
matrices to match available resources and the desired supply of final goods. Demand was imputed from the
outcome of previous iterations of the planning process and was a marginal consideration in arriving at output
targets. The main emphasis was on quantitative measures and indicators of output to the detriment of other
considerations, especially cost cffectiveness and quality. For the management of enterpriscs the two key
considerations were: securing sufficient inputs, and meeting quantitative plan targets. It was not usual for
state-owned enterprises t0 be constrained by demand. Marketing depariments, such as they were, were
primarily concerned with distribution of product and often rationing, not sales. Marketing was about order
processing.

The hard constraint oo management was the availability of resources which were percnnially in short
supply due to inadequacies in the "plan’ and the insatiable demand by statc-owned entcrprises for inputs in
order 10 create some cushion for themselves in their efforts to meet planned output.’ la the absence of
market determined prices, organisations focused oa output. Evea in the case of foreign trade there was very
little connection betweea export prices and real costs where a variable tax-subsidy systcm severed the link
between foreign cuiteacy prices and ex-factory prices. Forcign trade was also conducied by a scparatc
organisation from the production unit so that market intelligence from export markets rarely bad an input
into a producer’s decision-making processes.

' Frederick, W. Richard, , Background and issue paper presented to the “Enterprisc
Restructuring in the Context of Privatization” panel of the OECD Advisory Group on
Privatization, Praguc Scptember 29 - October 1, 1993.

' Kornai, J Economics of Shortage, Amsterdam: North Holland, 1980.
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The ceniral planning mechanism was an inflexible system. As the Hungarian ecooomist Janos
Korai observed, "The plan direct[ed] those respousibie for implementation, but #t also tie{d] their hands,
making it onc of the sources of economic rigidity and lack of flexible adaptation.”® In turn, the system
predisposed planners to favour very large integrated units thereby reducing the number of agents they had
to deal with. Governments followed the practice of bailing out ailing enterprises through the banking system
in the way of credit or allowed tax rollovers or debt repayment deferrals. This led to expectations by
eaterprise managers that government planners would always ultimately come to their rescue if they ram into
financial difficultics, or the situation Mr. Kornai termed "soft budget coastraints’. The effect was a corrupting
influcace on economic efficiency by reducing a firm's seasitivity to the price of moncy, whether measured
in terms of inlerest rates or cxchange rates.

The wholc system of financial and fiscal regulation of state caterprises was permeated by
discretionary considerations. The skilled ncgotiator with sufficient political coancctions could always obtain
a bail-out. Hence the importance of breaking this discretionary link between the state and its enterprises
in reform programmes across the region. Without a credibie threat of no bail-outs, governmeats simply will
never bring their budgets under cootrol. State hanks wili continue to accumulate non-performing loans, taxes
will not be collected, wage bills will expand out of control and inflation will spiral upwards.

The Structure of Industry

In terms of industrial structure, a major differcace between the CEE/FSU countrics and the market
cconomics of Europe, is the size of enterprises and the degree of industrial concentration within cach
industry. There is a relative absence of small and medium-sized enterprises in the region. Where caterprises
were privaicly owned, they were merely tolesated, not eacouraged or supported. The service sector was
underdeveloped representing around 40 per ccat of GDP compared with over 60 per ceat in the advanced

The industyial structure of the region reflects the fact that industry was developed to serve the needs
of the command cconomy, and to a large degree, the market of the FSU. The average Sovict-type enterprise
is more than 10 times that of the average firm in the same industry in a developed market economy. Often
one or two large enterprises dominate an industry or a produdt line. Enterprises also were highly depeadent
oa input and output markets in the FSU. With the disintcgration of the FSU, many countries of the region
lost both input and output markets which has resulted in severe dislocation and adjustment problems.
Demand was guaranteed and in many cases still is. Indust.ial enterprises across the region were highly
integrated, both horizontally and vertically. As a result, it is common now for an airplane factory to produce
everything from bolts to seat covers. In Western Europe it is common for firms to be either Lorizontally
or vertically integrated, but rarely are they both.

Product ranges tended to be limited and life cycles were much longer than in market cconomics.
Investment in product development and innovation was limited. Marketing and salesmanship coasisted
mostly of passive order processing and or rationing. Products were engineered to cope with capricious
supplics of capital and material inputs endcmic in a command economy. There were few incentives to design
products to meet consumer needs. Systematic market rescarch was almost unknown and was virtually
precluded by the organisation of industry.

Because energy prices were highly subsidized for such a long period in much of the region, the
energy and material consumption of most CEE/FSU enterprises is well above the international norm for
the given level of technology. And the techaology level is generally outmoded and energy-inefficicat. Recent
investment has been conceatrated oaly in certain sectors, primarily military. And, while some of the
countrics of the region had very strict environmental protection codes in place regulating air and water
emissions, until recently little if any enforccment has taken place.

ommunism., Princeton, Princeton UP,




The structure of production, cspecially in the republics of the FSU, Bulgaria and Romania, was
cxtremely complex, consisting of specialized monopolics manufacturing products in a very sophisticated
division of labour across the region. For example, within the Soviet Union, the Baltic states were given the
role of producing many of the high-tech goods, particularly for the Soviet military industrial complex. Of
the nearly 600 "all Union’ caterprises built in Lithuania, most produce or produced relatively sophisticated
clectrical, chemical, computer and other knowledge-intensive products. Kazakhstan, on the otber hand, was
almost exclusively a mincral supplier, with most processing taking place in the Russian Federation.

The concept of profit ceaters and core businesses was and still is not central to cconomic life. As
noted, resources were not invested oa the basis of potential return, but rather to fill a production plan. As
a result, many caterprises in the regioa are Ieft with product lincs that arc generally unrelated. With no
systems of cost-accounting, rarcly arc they able to dearly determine which products are profitable and which
are not. Communist idcology and the organisation of industrial relations encouraged enterprises to pursuc
a cradle-to-the-grave sodial welfare view of employment relationships so that large enterprises typically
operated a complete range of welfare facilitics including nurseries, schools, kospitals and holiday homes for
employees. Enterprises also often had to provide for ancillary activitics such as firc brigades and large
maintenance shops which further strains their already limited cconomic viability.

Where the budget constraints of reform have proved to be firm, CEE/FSU caterprises have found
alternative financing methods: forced borrowing from suppliers. As a result most CEE/FSU enterpriscs have
large amounts of inter-enterprise debt. As credit was tightened in the carly days of transformation,
enterprises began to fund themselves through the process of non-payment. Enterprise A would not pay
cnterprise B until it was paid by enterprise C. But enterprisc C often went bankrupt. The level of such debt
is now staggering, particularly in the CIS. In the Russian Federation for cxample, inter-caterprise deb rosc
from R40 billion at the end of 1991 to R751 billion at the ead of March 1992, more than twice the amount
of bank credit dvring the same period.*

Certain regions such as the Russian Federation, Ukraine and Slovakia also have high concentratioas
of military enterprises and their restructuring will require a conversion to civil production. This will be a
formidable task and large amounts of foreign assistance from the policy to enterprise level will be necessary.

The question naturally arises as to how this centrally planned cconomic systcm managed to survive
as long as it did. While there has been a good deal of debate over this question, the current consensus is
thalumil!hcw!ylmmaﬁﬂccmomksachkvednmabkgmmhutcsofGDPand,loalesscr
extent, productivity growmth, mainly as a result of increased imputs rather than lmprovcmcnls in the
productivity of existing investments. Ftom(helmlhedcanhofendogmuslechnolog;cal nnovation
became an increasingly onerous constraint on further growth.” Much of the growth from 1970 onwards was
financed by borrowing from Western banks, hence the accumulation of debi by most of the CEE countries.
Growth was also of the high cost varicty: achieved through lowering consumption and a fully mobiliscd
Labour force.

The accelerating diffusion of new technologies in the OECD cconomics, particularly the use of
microprocessors and computers, and the development of information technology more gencrally, has revealed
the true magnitude and widening gap in the innovative capacity of CEE statc-owned enterpriscs and their

*  gconomic Survey of Europe in 1992-93, The Economic Comeission for Europe, Geneva, New York 1993,
p.3-91.

Gomulka, S The Theory of Technological Change and Economic Growth, London:
Rouiledge, 1990. Poland had a particularly weak history of parcnt activity. What activity
there was, was mostly confincd to the ficld of industrial machincry with few inventions in
high growth industries such as clectronics and consumer durables, (sce OECD, Industry jo
Poland, Paris: OECD, 1992, pp. 62-3.




compctitors in the market cconomics. It is now generally recognised that cffective innovation is a
decentralised process requiring an adequate “selection eaviroament’.* This environmeat was noticeably abseat
in thc command economics. Evea in countries such as Hungary and Yugoslavia where enterprise
management was deccntralised there were few rewards for innovation. Indeed the institutional structure was
designed to separate rescarch from production and thereby prevent rewards being recoverable from
commeraalisation by the innovators. Perbaps worse, the synergy betweea inventor /producer and customer
was lost. In the 1990s, comparative advantage in industrial R&D no looger guarantees that this is translated
into advantages in the production of goods. Rather it is the relative efficicacy with which ideas are converted
into marketable products and services that determines profitability and growth.

BOX
Characteristics of a CEE/FSU Eaterprise

Restructuring excraiscs sponsored by institutions such as UNIDO, the British Know-How Fund, the
European Community (EC)-Pharc Programme, the European Bank for Reconstruction and Development
(EBRD) and various other assistance programmes, have identified scvea broad arcas in which typical
CEE/FSU eaterprises lag behind their competitors operating in competitive commercial markets elsewhere
in the world. These areas are:

. Marketing: The centrally planned cconomic system stifled the incentive for eaterprises to
develop new products and conduct systematic market rescarch. As a result, many
managements today lack a thorough understanding of market trends and changes, pricing,
and organising a sales force and modern distribution channels.

* Management function: In command ccooomics the management function is
underdeveloped. Financial managemeat and accounting arose from the emphasis placed
by central planners on meeting annual production quotas. Capital and credit was supplicd
entirely passively to meet plan targets. As a conscquence, financial and accounting systcms
were designed primarily as record keeping tools rather than as fully developed management
accounting systems delivering the information required for rapid decision making or as a
basis for negotiating credit with a commercial bank. The "soft budgetary constraint’ meant
a lack of emphasis on precise cost tracking and very imited application of the standard
accounting concepts of profit and cost ccatres. Further, there was no efficient and accurate
system for calculating overbead costs. Basically, managers bad very little incentive to use
conventional market-oriented financial analysis to assess their enterprise’s competitive
position since it could, and oficn was subject to arbitrary administrative change.

* Obsolete technology: Despite the production orientation of enterprisc management,
product and process technology was often obsolete. Many caterprises relied on outdated
cquipment operating in an unsuitable production cavironment with incfficieat production
methods. This ofien compounded problems by creating supply bottlenecks, reinforcing the
perennial shortages endemic in the command cconomy. The absence of commercial
inceatives to maintain equipment properly or to manage inveatory cfficicntly also meant
that quality control procedures were erratic and certainly could not be relicd upon to
deliver product meeting international quality standards.

. Inflated organisation: The typical resukt of endless struggles by management to develop
sclf-sufficiency as a way of countering the vagarics of the planning mechanism, output
quotas and shortages of physical inputs was the growth of non-core activities and a loss of
business focus. This was reflected in ambiguous organisational structures leading to
duplication of effort and administrative and production bottlenecks.

*  Nelson, R and Winter S Ap Evolutionary Theory of Economic Change, Cambridge: Hasvard UP,
1982,




In Hungary (since 1968) and Poland (since 1981), moves to decentralise management
control of capital, while still retaining the soft budget coustraint, also resulted in growing
demands from the workforce to increase wages to counter inflation and at the expense of
capital. Reformers faced the prospect of reasserting bottom line discipline over powerful
and previously relatively independent firms and usually, the need to downsize both the
payroll and assets.”

Incffective and inappropriatc management: In the typical state-owned coterprisc the cadre
of top management was appointed by the state bareaucracy usually with lite atteation paid
to the appropriastcness of the professional skills of the manager concerned.  Party
membership was an important coasideration i career success. With few incentives for
concentrating on the core business and the lack of an effective enterprisc-oricated
management information system and training options in such fields as finance, marketing,
sales, distribution and quality controk, very few top managers were abke to break away from
the quantitative bias of the ubiquitous plan targets and develop a market-oriented
managerial culkture.

Lack of experience in identifying and negotiating with reliable commercial partners: The
state burcaucracy managed all external transactions with the enterprise so that enterprise
mmgcmemhadnomlmspmsiiliyﬁxcuhvn-gmmuualmhtwnshpswhbanks
and financial institutions, potcatial forcign joint venturc partners or major customers.
Banks were not much more than an administrative exicasion of the central planning
mechanism. Marketing was often about rationing the distribution of product. Exporting

was managed by separate forcign trade organisations (FTOs).

Political system of industrial relations. Under communism, the party was responsible for
solving disputes between enterprisc management and trade unions. Trade unioss were
restricted 0 represeating worker interests in the social conditions of employment and
welfare benefits. Wage rates were set ceatrally so that the basic wage structure was
determined politically. There was oo official recognition of the notion of an efficiency wage
or the idea that wages should be related to labour productivity at the enterprise level.
Many pressing problems at the enterprise level were simply ignored by the central party,
while management hzd very limited powers to do anything constructive. For example, in
the 1970s and 1980s calls by Poland’s workers for improved working conditions and
increased wages were simply brushed aside by the government and party. Worker outrage
led to strikes, violence and bloodshed which then eacouraged Lech Walesa and others to
found Solidarity, an unofficial trade union movement that operated parallcl to the official
one. Thus, failure to deal with deteriorating industrial relations at enterprise level in the
1970s and 1980s contributed substantially to the collapse of communism in Poland.

END BOX

Economic Restructuring: Introducing Flexibility

In a world of constant change, economic restructuring i centrally concerned with improving the

cfficiency with which an economy adapts to changing coastraints and opportunities. Ceatrally planned
cconomics were, above all clse, inflexible. Qutcomes did not accurately reflect economic conditions.
Demand for goods and scrvices rarely matched supply. Government policies were insensitive to real resource

costs and resources were only reallocated slowly in response to changing economic conditions.

In restructuring the economies of the CEE/FSU region, the objective is to improve adaptability and

therefore reduce the cost of moving resources between one activity and another: te build the capacity to

Fischer, S and Gelb, A "The Process of Socialist Economic Transformation®, Journal of
Economic Perspectives, Vol S, S, 1991, pp. 91-105.
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change technologics and the composition of output mare rapadly in respoase to changing market conditions.
On the demand side, this implies that consumers will be respousive to changes in prices and shift between
coasumption and saving. Clearly under conditions of very high levels of inflation and acgative real interest
rates, consumption will take precedence over saving. In a flexible restructured economy the costs of shifiing
resources betweea consumption and saving or vice versa should be relatively low. Enterprises should develop
the ability to rapidly incorporate new technologies into products and production processes. They should be
able to carry out effective market rescarch and marketing to take advantage of new market opportunities.
Governments should be abie to manage macrocconomic policy such that there is no sustained imbalance
between supply and demand conditioas in the domestic market and the world market.

The primary policy objective of caterprise restructuring is to improve international competitiveness.
This notion implics a “fronticr’ to which caterprises orient their behaviour that embodies the latest
developments in product and process design, marketing, finance and organisation. The efficency of
utilisation of each factor of production cvolves at differcat rates and according to different dynamics but it
is the combination of factors that produces a winning product or service. There is no necessary ideal
combination of factors that produces competitivencss, though current ‘best practice’ is a geod guide as to
the direction in which restructuring cfforts should go. Hence the vast amount of resources being devoted
to "catching up with the Japanese’ by European and US car-makess.

The CEE economics have had to adjust first to the shock of the initial bberalization programme
after 1989. As this shock therapy wears off and the first stage of adjustment is completed, the maintcnance
of international competitivencss will increasingly depend on deeper levels of flexibility and adaptability at the
caterprisc level. The policy environment and role of government arc important faclitating factors, but
success ultimatcly depends ou catreprencurial creativity at the level of the firm. Managemeats of individual
coterprises nced to keep ahcad of changes in patterns of demand for their products through market research
and marketing. Global trends also need to be carefully monitored. For example, the rise in the proportion
of manufactures in merchandise trade and the decline in demand for raw materials has serious consequences
for countrics such as Poland with substantial exports of coal, steel and agricultural products. Many CEE
countrics thus possess structural rigiditics that are characteristic of developing countries such as primary
product export dependency, in addition to the spedial rigidities of the communist legacy.

Technological progress has a powerful influence on the way firms grow. Under communism,
rescarch and development activities were divorced from production, while marketing and selling activities
were divorced from both R&D and production. Closing the technological gap between CEE/FSU
cnterprises and leading edge industrial enterprises of the rest of the world, requires first closing the
organisational gap between R&D, production, marketing and sclling. Enterprises need to actively manage
the value-added chain, from conceptualisation to the point of sale and beyond to the provision of after-sales
service. This means building flexibility into management information system so that product and process
designers arc kept abreast of changes in demand as mcasured by market rescarch, feedback from customers
and after-sales servicing operations.

Technological progress is not independent of market forces. It is the outcome of investment in
R&D which in turn is sensitive to market conditions. Institutional bottlcnecks need to be removed to permit
the free interaction of R&D and the market place. Command economics were notably poor in facilitating
this interaction.

Eatrepreneurship is a Command Economy

Planned economies demonstrated the harmful consequences of overly rigid efforts to institutionalise
cconomic activity. The powerful planning mechanism that created a systemn that preveni :d the flexibie
adjustment of the production of goods and services to the changing cconomic environ acnt and kept
enterprise risk aversion high and innovation low, also stifled individual creativity and entreprencurship.

But despite the determined efforts of party ideologues to channcl any entrcprencurial drive of the

population into planned economic activity, they were never fully successful. Many individuals responded to
the manifest failures of the centrally planned economy with considerable entreprencurial flare. Many learnt
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impressive survival skills in trying to cope with the coastraints imposed by the central planning mechanism.
They established small businesses and trading operations that filled niches in the system. Informal groups
of individuals often combined their talents to build bousing for group members or provide welfare facilitics
otherwise not adequately supplied by the state.

In the 1980s, the Hungarian state sanctioncd an claborate system of internal subcontricling in
statc-owncd enterprises whereby self-sclected groups of employees were eacouraged to work on thewr own
account oa subcontracts to the state-owned coterprise outside normal working hours. In Poland, agriculture
was ncver subject to collectivisation and a small business sector was tolerated by the authoritics.

Another pervasive form of adaptation was to join the shadow or grey economy by acting as a
go-between or barter dealer betweea different state-owned enterprises.’ For example, complex interfirm
networks were prevalent in Eastern Europe before 1989. The primary function of these networks was to help
people cope with the rigidities of the ceatrally planned cconomy cither as managers required to meet plan
targets whilc having to seck vital inputs in a shortage situation, or as consumers sccking to purchasc goods
not available in sufficicnt quantities at official prices.

Onc danger of the process of transition in these countrics to a fully developed market is that these
skills will be deployed to create large-scale rackets in the chaotic conditions before the establishment of a

' Stark, D “From System ldentity to Organizational Diversity: Analyzing Social Change in
Eastern Europe®, Contemporary Sociology, Vol 21, pp. 299-304




Chapter 2
Setting the macro Framework for Traasition

Introduction

This chapter will focus on the Polish experience as an exemplar of the restructuring process in
Central and Eastern Europe (CEE). Poland was the very first CEE country to renounce communism and
the central planning mechanism, in July 1989. It thus has the longest history of attempting to introduce
comprebensive structural adjustment in CEE

Poland is onc of the larger countrics of the CEE/FSU region, with a population of over 38 million.
Only the Ukraine and the Russian Federation arc larger. Before 1989, it had a relatively well developed
private sector which accounted for 188 per cent of GDP, mainly because most of agriculture remained in
private owncrship during the communist period. Agriculture constituted between 15 and 27 per ceat of GDP
in 1988 and remains relatively underdeveloped. Poland is also once of the poorer CEE cconomies with a per
capita GNP in 1990 somewhere between $4089 and $5122, (scc Appendix 2).2

In 1989, inflation had reached an annual ratc of 640 per cent and government budgetary subsidics
were the equivalent of 16 per cent of GDP, yet by 1993 inflation was down 10 an annual rate of 34 per cent
and GDP registered growth of 1 per cent in 1992 and is projected to achieve 4.5 per cent growth in 1993.
Industrial production coatracted by 41.3 per cent between 1989 and 1992, about average for CEE economies
during the period (sec Appendix 3 and 4). In 1993, industrial production is projected to rise by 7 per cent.

Poland has a rclatively large foreign debt representing 68.5 per cent of GNP, though somewhat
better placed thanHungary at 77 per cent of GNP. Its debt service obligations as a proportion of export
carnings arc modest at 5.4 per ceat in 1991 compared to Hungary’s at 32.5 per cent of export carnings.
Income distribution in 1989 was comparable to one of the Scandinavian countries. The wealthiest 20 per cent
received 36.1 per cent of income.?

There arc clearly considerable difficultics in assessing changes in the industrial structuse and
performance of Poland only four years after the governmeat’s historical decision to break with more than
forty years as a centrally planned economy. The natural inclination of cconomists is to attribute all change
to changes in relative prices but clearly this is inadequate. In any society, economic decision makers face a
variety of historical, political and cultural factors which contribute to the availabie opportunity structures.
All socictics are to some extent *path depeadent’: history exerts a powerful influence on currcnt capabilities.
Unlike foreign exchange rates or price controls, history can not be casily reversed.

Few would dispute that the scale and scope of the changes in the distribution of propcrty rights and
the structurc of economic decision making implicit in the notion of transition from a predominantly
statc-owned centrally planned economy to a predominantly privately-owned market driven economy
represents a radical disjuncture in the economic history of any CEE state. Yet the citizenry can still
remember the old regime, its vicissitudes and its certaintics. When the future is uncertain, nostalgia has a
way of softening memories of the past.

While the originators of policy instruments may have radical agendas, this does not necessarily entail
radical outcomes, especially when functionaries of the state charged with implementation are steeped in a
different tradition. In any case, burcaucrats are likely to struggie for positional advantage within the new
administrative structure, so that if the structure has not been simultaneously reformed to mesh with the new
policy regime, policy exccution may be slow and unpredictable. Nor docs it nccessarily mean (hat the
populace is patient enough to wait for the longer term benefits of change to emcrge. As the liberal
governments of Lithuania, in October 1992, and of Poland, in Septembcer 1993, have discovered, the ncwly
enfranchised clectorate will only tolerate a certain level of economic and social change before voting for a
different, apparently more gradual approach to economic management.

10




The Polish Political and Ecouomic Reform Programme

Poland started its political reform programme, the necessary precursor to economic reform, before
any of the other centrally planned economics, in February 1989, through "round-table’ negotiations between
rcformist communists in the government and the opposition leadesship of the unoffical trade unioa
movemeat Solidarity.* While the process could be coasidered to be a negotiated revolution from above,
compared with the more overt influence of "people power’ in the other countries of CEE, most notably
Czechoslovakia and Romania, there was undoubtedly coasiderable pressure on the Solidarity ncgotiators
from below. After all, Solidarity had its origins in the mass popular discontent of 1980-81 that led up to the
imposition of martial law from 1982-83. By 1989, the strikes of 19688 and general recoghnition of the failure
of the government of ???Jaruzelski to introduce marketisation by decree from above had already fatally
damaged the kegitimacy of communism in Poland*

The round-tabic deal of February 1989 struck between the Solidarity team led by Lech Walesa and
the communist team led by 7?7 Kiszczak secured Mr. Jaruzelski’s election as the new state president and
reserved 65 per cent of the seats in the Sejm (the dominant lower house of parliament) for the communist
party. In the partially free clection of June 1989, Solidarity Civic Committee candidates woa all the scats
they were allowed to contest. The communists accepted political defeat when their previous allies in the
Pcasant Alliance (ZSL) and Democratic Union (SD) partics swung round to support the appointment of
Thadeusz Mazowiecki as Poland’s first non-communist prime minister since 1939. In exchange, prominent
communists were allowed to retain control of the Interior and Defence ministries for a year and an unwritten
’no victimisation’ understanding was accepted. This was (o last until the first fully free elections of October
1991.

The political space the various informal understandings created, and the threat of hyperinflation in
late 1989, cnabled Finance Minister Leszek Balcerowicz to introduce the *shock therapy’ of a stabilisation
programme with virtually no opposition® Reform of the state apparatus and the legal and regulatory
infrastructure, by contrast, was left to follow much more gradualist and legal-constitutional procedures,
sometimes much to the annoyance of radical reformers. This has meant any lack of strong recovery
tendencies can be blamed on cither the reform programme or institutional inertia depending on political
convicti

The Polish Stabilisation Programme

A ncw policy era began when the government of Mr. Mazowiecki implemented a radical economic
reform programme immediately after assuming office in August 1989. The incoming government inherited
a hybrid of a planned and a2 market economy, with many of the worst characteristics of each. The most
immediate problem was acute stagflation: collapsing industrial output and inflation running at an annual rate
of over 600 per cent. A number of emergency measures were introduced in the last quarter of 1989 as a form
of 'shock therapy’:’

. major pricc adjustments and dismantling of controls;

¢ accelerated tax payments and cuts in subsidies and cxpenditure to reduce the budgetary
deficit;

. tighter enforcement of the allowable norm for wage increases. The norm was set at 80 per

cent of the previous year’s wage fund with a punitive tax of 100-200 per cent on increases
in excess of the norm;

* strict credit restraint such that credit 1o the non-government sector fell in the sccond half
of 1989 by almost two-thirds;
* accelerated depreciation of the official exchange rate to better reflect real purchasing power

and inflation.
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A full stabilisation programme - prepared with the advice of the IMF - was introduced from 1
January 1990. The longer term structural adjustment component was aimed at transforming ibe supply side
of the economy. The short term objective was to bring inflatioa under coatrol from almost 80 per cent per
month in Janvary 1990.

Moactary and fiscal policy

The old socialist financial system had two essential features that differentiated it from its capitalist
counterpart. First, taxation was largely implicit and wncodeficd and, sccoad, the system of moncy and credit
for caterpriscs was entirely passive.® The governmeat gained (or lost) revenue via the price coatrol system.
Individuals had their incomes managed through the centrally controlled wage structure. Enterprise surpluses
reverted to the state via turnover tax or as profit reversion.

With the abandonment of the central plansing mechanism in 1989, there was an immediate danger
of government revenues disappearing unless they were replaced with business taxes typical of a market
coonomy. Liberalisation also meant that the authorities lost effective coatrol of the enterprises’ ability to
bid for financial resources and of their investmest behaviowr. In particular, there was a serious risk of
decapitalisation, for inevitably under conditions of rapid inflation, enterprise managements were subject to
strong pressure  from the workforce to increase wages regardless of profitability. Naturally, if a
market-oricated system of corporate governance had beea ia place this risk would not have occurred. The
lack of a reliable and active finance and banking sector made it impossible to rely on conventional
instruments of monectary policy alone. Some direct controls were required to prevent wage inflation and a
credit explosion.

Credit restrictions in the form of ceilings were imposed on government and enterprise borrowings
from the National Bank of Poland (NBP), the ccatral bank. As a first step in the process of creating a
modern financial market, loan ceilings for individual banks were progressively abolished as interest rate
management became the principle means for determining the volume and distribution of credit. Preferential
rates for agricultural credit, exports and some investment were abolished from the beginning of 1990. In
January 1990, the interest ratc was set at 36 per cent per month, but by April 1990 had been reduced to 8
per cent per month though it still exceeded inflation by 5.7 per cent. This was probably the first time that
positive real interest rates were charged to borrowers for more than forty ycars.

Wages and prices

Prices were liberalised so that only 3 - 5 per cent of sales of consumer goods and services remained
controlled. Subsidies were cut sharply and prices raised: coal by 600 per ceat; and gas, heat and electricity
by 400 percent, foliowed by another 100 per cent on 1 July 1990. Coal mines became free to set their own
prices. Wages continued to be squeezed severely in the state-owned sector through excess payments taxes
on statc-owned enterprises paying above the goverament-set norm for wages and bonuses. The private sector
was exempt from the incomes policy.

Exchange rates and trade

The official exchange rate was devalued successively from Z1 1,800 per US dollar in September 1989
to ZI 9,500 per US dollar in January 1990, closing the gap between the grey and the official market and
administrative rationing of foreign exchange to eaterprises was abolished. Although cnterprises were
required to surrender convertible currency receipts to the National Bank of Poland, they also could buy
convertible curreacies from the NBP for most current transactions. Trade was liberalised. All quantitative
restrictions were abolished on imports and a new unified customs tariff for personal and commercial
importers was introduced.

Government budget

The target for 1990 was the achicvement of broad budgetary balance through reduction of subsidics
from 31 per cent of the 1989 budget to a maximum of 15 per cent in 1990; wage reductions in the civil
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service; squeezing defence expenditure; elimination of tax relief to enterprises thereby raising profit tax from
around 30 per cent to 37 per cent and nearer to the nominal rate of 40 per cent. Offsctting these gains. to
the budget werz a new ’social safety net’ to protect the poorest and the unemploved, new funds for structural
change and retraining and some increase in the real speading on health and education.

Results of the Stabilisation Programme

It has been argued that a distinction should be made between stabilisation of prices and exchange
rates which he claims can be achicved fairly rapidly and the respoases of the production structure, investment
and ownesship patterns?’ All of the latter patterns tend to adjust extremely slowly even when there are very
sharp changes in relative prices as has been the case in Poland since 1989. The fact that the effects of
monctary and fiscal policy only appear after sometime is an important feature of the realities of policy
making. This time lag is duc to lack of synchronisation between financial processes and the production of
goods and services. Morcover changes in the financial and banking systems are also cons:rained by the pace
of reform of legislation and the capacity of personnel to operate the new regime.

Political impact

The particular mixture of liberal economics and gradualist institutional reform adopted by the
Mazowiecki and Bielecki governments worked remarkably successfully uatil popular unrest began to emerge
in the summer of 1991. As indicated above, the unrest was largely provoked by failure of longer term
positive effects to come through in 1991. Mr. Walesa, now President, chosc not to call an election until
October 1991 by which time the opposition partics had developed a base. The net result was fragmentation
of the political power structure and the return of twenty-seven different partics to the Sejm. This meant that
there was subsequently more open political conflict over the pace and social cost of reform in Poland than
in other countrics such as Hungary and Bulgaria where less subtle means of introducing reform have to date
been acceptable. =

The basic framework of the Balcerowicz programme has remained the central plank of economic
policy of all three coalition governments since October 1991. Nevertheless, much of the electorate has
remained sceptical of the benefits derived from the programme. Thus in the most recent general election
of September 1993, the reformed communist party, the Democratic Left Alliance (SLD) won the largest
share of the popular vote (20.6 per ceat) and the Liberal Democratic Congress (KLD), the party most closely
identified with the structural adjustmert programme, was eliminated from the Sejm. Even so, the new
political leadership of the SLD continues to proclaim the irreversibility of the reform programme.

Price Inflation

The period of hyperinflation in 1989 and price liberalisation had the beneficial effect of virtually
climinating a large monetary overhang thereby reducing the government’s debt service obligations to
manageable proportions. Inflation declined very rapidly in the first half of 1990 from 80 per cent in January
alone to 1.8 per cent per month in August. Progress sinc_ then in squeezing inflation down to acceptadble
levels has been less impressive (Graph 1). At the end of the first half of 1993 inflation was still unacceptably
high at 34 per cent per annum but was projected to decline further to 26 per cent in 1994,

Wages

It is one of the paradoxes of most structural adjustment programmes that there is stress on the
importance of price liberalisation but not of wages. This is at first sight surprising since most cconomists are
reluctant to altempt suppressing market forces.'® Introducing wage controls in a developed market economy
is usually associated with exacerbating rigidities in the structure of wages, they arc typically costly to
administer, and in many cases are circumvented by powerful occupational groups. However, in an economy
in transition there is a period between the abandonment of the central planning mcchanism and the
rstablishment of a hard budget constraint for state-owned enterprises when there is a real danger of rapid
wage inflation fed by price increases, lower profits and tax revenues, and decapitalisation. In this intcrim
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period before market forces have become effective and financial discipline is provided by commercialisation

and privatisation, managers have few inceatives to protect the profitability or capital stock of state-owned
enterprises. Any benefits from wage stringency go to the state treasury or the new owners upon peivatisation.

Controls were introduced in 1990 through moathly indexation of state-owned caterprises’ wage bills.
This was altered to indexation of the average wage in 1991. The target for wages in 1990, which was met,
was designed to achicve a reduction in the wage bill of 30 per cent. The wage ceiling was imposed through
a system of punitive taxes on enterprises that broke the norm. For example, if the wage bill went above the
norm by no more than 3 per ccat, the enterprise faced a 100 per cent tax surcharge on the additional
payments. Payments more than 5 per ccat above the norm attracted a tax surcharge sct at 500 per ceat.

The private sector was exempted from wage cootrols. Firms were geacrally smaller therefore
administrative costs of coatrols would have been relatively high Many were owner-managed so it was
assumed management would be unlikely to grant excessive wage increases. The decision to discriminate
in favour of private firms was also a radical departure from the previous regime’s bias in policy instruments
against the private sector.

By February 1990, wages in the five main sectors - industry, coastruction transport, communications
and trade - were less than half of their August 1989 level Wage coatrols were quite successful until
mid-1990 whea wages climbed quite stecply above the programme ceilings. What happencd was that tax
penalties became largely irrelevant as firms simply failed to pay. Many firms were by then making losses
on a before-tax basis and decapitalisation became widespread. The more managers (and workers) of
individual firms thought that their firms would go bankrupt the stronger the incentive to pay increased wages
and default on tax payments confident that they would never be collected once the enterprise collapsed. By
December 1991, real wages had risen by 15 per cent but were oa average still more than 30 per ceat lower
than December 1989 (Graph 2).

The moderation of wage increases in the carly stages of the reform programme may plausibly be
explained in term of the stringency of a range of macroeconomic policics, not just wagc controls but also
tight credit controls. Nevertheless, the threat of tax penalties on inflationary wage paymeats certainly had
considerable rhetorical value at the beginning of the stabilisation programme when nobody had worked out
the weaknesses in the new policy regime. Wage controls are at best a temporary measure, in the Polish case,
to fill the gap between the abolition of the centrai planning mechanism and the introduction of the discipline
of market forces for enterprisc management. They do not tackle more fundamental issues related to the
competence and objectives of top management of state-owned enterprises and the root cause of the problem
- lax financial discipline.

The budget defict

A dominant factor in macroeconomic policy management since 1989 has remained the government’s
budget deficit rather than the balance of paymeats. The government’s management of the budget was
initially much better than expected. A surplus in the budget appeared in 199 for the first time for ten years
(3.5 per cent of GDP). By 1992 the situation had deteriorated to -7.0 per cent of GDP partly reflecting the
sharp decline in output and therefore of the government’s revenuc base (Table ). The IMF agrecment of
March 1993 imposed a ceiling of 5.5 per cent of GDP on the budget deficit. Indeed Hana Suchocka’s
coalition government® collapsed in May 1993 as a result of its unwillingness to compromise with opposition

*  MsSuchocka (Democratic Union) formed a seven-party coalition government in July 1992,
Jan Olszewski's five-party coalition received a vote of no confidence in June 1992 after only
five months in officc. Waldemar Pawlak (Polish Peasant Alliance), whom Walsca intrusted
to form a new government was unable was unable to do so after a month of efforts. The
Suchocka coalition included such idealogical different groups as the three pro-market
partics of the Democratic Union, the Liberal Democratic Congress and the Polish
Economic Programme and the four Catholic and agrarian parties, the Christian National
Union, the Party of Christian Democrats, the Peasant Alliance and the Peasant Christian
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groups demanding substantial pay increases for public cmployees. It remains to be scen whether the
outcome of the September 1993 election will weaken the ncw goverament’s determination to stay within the
IMF ceiling.

The gov=rnment’s freedom of action oa the budget remains severely mited by social security costs
and by debt service obligations inherited from previous communist regimes. In 1992, social security payments
absorbed 19 per ceat of the budget and debt service 8 per ceat.  Official projections for the 1993 budget
eavisage 21.7 per cent for social security and 154 per ceat for debt servicing obligations (122 per cent
domestic and 3.2 per cent foreign). No less thaa 37.1 per cest of the 1993 budget is accounted for by “fixed’
commitments. As many as 40 per cent of voters in Poland are said to be state pensioncrs so that the
political pressure to expa~d rather than cootract the “tixed’ element of the budget is not trivial.

In addition, the shift from an enterprisc-based system of taxation to a more complex system of
indirect taxation bas reduced government revesucs from 35 per cent of GDP in 1989-9G to 27 per cent
projected for 1993. Clearly the capacity of the gevernment to fund major industrial restructuring
programmes is very imited without external support. The sitwation should improve as the tax reforms begin
to bite and enterprise profitability recovers with increased capacity utilisation. However, in the short to
medium term the Polish government must attract new capital to belp fund wecessary investiment n
infrastructure and productive capacity if the reform programme is to be sustained.

At present, Poland is paying only reduced interest oa its Paris Club debt but in 1994 it will have to
pay full interest and in 1995 will have to resume capital repayment of around $2 ba anaually in addition to
between $500 m and $600 m in intercst paymeats on official debt of $33 bn. Poland also has outstanding
debts to commercial banks of $12.1 bn which are currently not being serviced. Negotiations with the Londoa
Club failed to reach agreement oa the Polish government’s proposal for a 50 per ccat reduction in debt in
Junc 1993. Only Latin American tcrms of 35 per cent debt reduction were offered.  Scttiement with the
London Club is important for two reasoas. First, the 50 per cent reduction in official debt is conditional on
an agreement withithe London Club. Second, aad perhaps more importaatly, as the world moves towards
a low interest regime the additional credit risk premium Poland pays of 4 per cent or more can now be
higher than the base rate itself, hardly an encouragement to badly needed foreign investment.

Government expeaditure in 1993 and for the foresecable future is thus severcly constrained by
existing commitments. Very little is likely to be available for new developmem expenditure without forcign
assistance and debt relief. Unless output, sales and corporate profitability rebound quickly and rather
strongly, or politically acceptable new taxes are imposed, successive Polish governments face the prospect
of a permancnt budget deficit.

Taxes

Before the reform programme, the proportion of GDP accounted for by taxation was relatively high
for a middle income cconomy at around 45-50 per cent of GDP. Eaterprises were the main source of
government revenue. Almost 80 per cent of the total tax revenue in Poland in the pre-reform years came
from turnover and coterprisc income taxes. Most was derived from large statc-owned eaterprises.
Moreover, the application of the taxes was highly discretionary so that enterprises in financial difficully could
scek tax relief. Wages and salaries were kept low - 4 per cent of GDP in 1989 - while subsidies to
consumers, producers and exporters totalled no less than 16 per cent of GDP in 1989. Capital expenditures
by the government were low - 3 per cent of GDP - because state-owned enterprises were the main investors
not oaly in productive capacity but providers of such social welfare as schools and medical and recreation
facilities. Their share of investment was 80 per cent (20 per cent of GDP).

Consumer and producer subsidies have declined dramatically from 16 per cent of GDP in 1988 to
S per cent in 1991 and 4 per cent in 1992. The oaly remaining significant subsidics are for housing finance
and residential construction. In 1993, subsidies are estimated to have fallen to around 1 per ceat of GDP.

Alliance.
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Although the cut in subsidies may account for a saving of anything up to 15 per cent of GDP oa the
cxpenditure side, additional safety net expeaditures and unemployment bencfits are Likely to be required as
labour shedding decpens. On the revenue side of the budget, there bas beean a sharp fall in profut tax
receipts, partly as a result of the sharp drop in output but also as a temporary resukt of the changeover to
a progressive income and value-added tax regime.

Until 1992, it was the sole respoasibility of firms to file tax returns. This was one of the times when
coterprisc management were able to bargain with the state authoritics over their tax take and its relationship
with the resources pecessary to mecet plan targets. The introduction of a global personal income tax on 1
January 1992 with a top marginal rate of 40 per cent and a standard rate value-added tax (VAT) of 22 per
ccot in July 1993, finally broke the complex system of discretionary taxation that accounted for a large part
of the soft budget coastraint of the old system. As enterprise income or corporation tax rate was also set
at 40 per cent in line with the EC norm." Furthermore, excise duties were simplificd and restricted to a
uniform rate on a limited number of items principally petroleum fuels, tobacco and alcobol.  Some
discretionary tax preferences remain on such ems as imported capital equipment and materials for
particular projects approved by the government.

Poland now has a progressive taxation system in place which spreads the tax burdea throughout the
cconomy including the serice scctor and the possibilitics of tax avoidance have been substantially reduced.
Collection is centralised and is now completely divorced from the relationship betweea a statc-owned
enterprisc has with its supervisory ministry.

Clearly it will take time to develop the tax assessmemt and collection system and there will be a
continuing rcquirement for techmical assistance wil: managing a taxation sysiem that faalitates the
development of a market cconomy. In the meantime it wll be difficult for the government to predict tax
revenuc with any great accuracy thus adding further uncertainty to the budget management task.

Trade

The redirection of CEE trade towards Western Europe has been impressive.” The pessimists who
proclaimed that CEE products would never find buyers in competitive world markets have been proved
wrong. Exports from CEE to the OECD have grown at a rate of 17 per cent p.a. between 1989 and 1992
while import demand has expanded by 27 per cent anncally. Prices have clearly been kept competitive
following the deep devaluations introduced at the outset of the reforms and downward pressure on wages
from weak domestic demand.

General protectionist sentiments against trade with CEE are also misplaced. CEE has moved from
a modest trade surplus in 1989 of $1 bn 10 a deficit of $3.6 bn with the EC in 1992, and a susplus of $2 bn
to a deficit of over $10 bn with all OECD countrics during the same period. Clearly the rest of the world's
trade balance has benefited from the liberalisation of markets in the CEE. Trade with the EC has expanded
rapidly since 1989. Overall, CEE cxports to the EC grew by an average of 22 per cent between 1990 and
1992, while Poland managed to expand its exports at 28 per cent p.a. Imports into the region grew by over
30 per cent p.a. while Poland’s expanded at o-~rly 35 per cent p.a.

A new post-1989 handicap Polish firms exporting to the West face is the absence of export credits
and statc guarantces.” On average 90 per cent of world trade payments are made on the basis of
settlement within three months, while only five to six per cent of Polish export trade payments arec madc on

' Beforc 1989, when all exportirade was handled by forcign trade organizations (FTOs),
produccrs did not have to worry about export guarantees (or the profitability of export
dcals) since they were automatically provided for by the state budget through the operations
of thc FTOs. Poland uscd to be a leading supplicr of turn-kcy industrial plants to
developing countries for cement and basic chemicals manufacturing and sugar processing.
These porjects typically required concessionary finance and two- to three-year credit lines
but today the government cannot afford them and the contractors are going out of busincss.
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this basis. Immediate cash paymeats arc currcatly demanded oa over 90 per cent of Polish exports. In the
markets of the FSU, coaditioas are cvea less favourable. Hyperinflation. lack of convertibility of the roubic
and a lack of foreign exchange at the caterprise level makes trade very difficak. The authorities also prohibit
countertrade on 80 per ceat of the goods Poland is istersted i (oil and gas). Istergovernmental agreements
to swap food and medicines for ol and gas kave proved imeffective im practice. The fundamestal problem
nhibiting trade recovery with the republics of the FSU, is the abscace of a secure payments system between
them and Poland.

In spitc of the sarplus in favowr of EC coustrics, there has beea significant trade friction in the
so-called seasitive sectors - steel, textiles, coal, chemicals and agricultural products - which coastitute around
40 per ccat of exports from the Visegrad countries.™ The cowntries of the CEE region point out that a $1
ba increase in their exports to the EC adds 25 per ceat to their total exports, but oaly 0.2 per ceat to total
EC imports. The problem, of course, kies with specific produdts.

Protectionist scatimecat is wnfortenately also beginaing to areep back into the CEE countries
themselves as goveraments struggic with their budget Zeficits and balaace of payments constraints. For
example, the recession in Ewrope appears o be damagiag Poland’s export performance in 1993 - exports
declined by 8 per cent to $3.04 ba ia the first quarter of 1993 aad imports rose by 165 per cent to $3.41
ba." It remains to be scea how long 2 cmrreat accomst deficit of this size is sustainable. Not surprisingly
tcere have beea calls from some domestic producers $o restrict imports to raw materials, intesmediates and
capital goods.

Output and employment

Despite the relatively optimistic trade performance of CEE described above, possibly the most
critical and debated feature of the reform programme in Poland, as in all CEE countrics, has been the sharp
fall in recorded national output.* Industrial production fell in 1990 oo average by 22 per cent compared
with the year carlier, by 17 per ceat in 1991 and by 10 per ceat in 1992. By coatrast, using January-to-August
1993 figures, industrial production is projected to risc by 7 per ceat in 1993 oo 1992

Unemployment has risen steadily from 6.1 per cent in 1990 to 14.0 per cent in 1992 and is expected
to exceed 16 per cent by the ead of 1993 (scc Table ). Even at this worrying level, it still lags far behind
the fall in output suggesting some labowr hoarding still persists. While unemployment has been rising,
aggregate output has begun to slowly recover from a much reduced bascline. In April 1992, Poland recorded
its first increase in output on a year carlier and was the first CEE country to record growth in GDP of 1.0
per cent in 1992. The outlook for the rest of the CEE remains blcak. It has beea the buoyancy of private
industry which recorded a 32 per cent increase in output in 1992 (bringing #s share of industrial production
to a third of the total) that has made Poland the exception to the rule.”

Why the Decline in Output?

Four different explanations for the large declines in output recorded in the CEE in the immediate
post-reform period of 1989-92 have beea given.'* The first explanation is the notion that the CEE has been
subjected to a structural shock similar to that administered 1o the industrial sector in the West following the
second oil price hike in 1979. Some have rejected this theory oa the grounds that the effect should be sector
specific but output falls were recorded in even (he most efficicnt industries and labour productivity and
profitability remain remarkably uniform. Price liberalisation has not resulted in any discernible reallocation
of resources to the most efficicat industrics. However, givea the very severe data limitations noted above
and the very short time scries involved it may be too carly 1o reject this hypotbesis out of band.

The second explanation traces the fall in output to the effect of the severe disruption of export
demand following German unification is 1990 and the dollanisation of CMEA trade in January 1991. For
example, it has been estimated that the loss of trade to the former Soviet Union alone can account for all
the loss of income in Hungary in 1991 and 1992 and almost all of the loss in Czechoslovakia and up to a
third of the income loss in Poland.” Certainly the collapse of trade within the CMEA was dramatic. For
exampie, Poland lost 36 per ceat of its exports to CMEA countrics during this period 1991-92. By 1993,
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CMEA trade had been reduced from over half of the total trade of the region in 1989 to only 20 per cent
(scc Table ). However, some commentators also seck to account for most of the fall in Polish output in
terms of a sharp reduction in domestic consumer demand caused by the large fall in real wages and the rapid
increase in competition as a resukt of the iberalisation of imports from January 1990.® Undoubtedly there
was 3 strong repressed demand for Western goods in all the countries of the CEE prior to the beginning
of the reform programmes. Despite the dramatic fall in domestic demand, medium levels of inflation (20-50
per cent pa) are remarkably resilicat in Poland as clsewhere in the CEE apart from the Czech Republic.

The third explanation for the collapse in output is the "credit crunch’ hypothesis™ The output
collapse in the CEE is a function of the underdeveloped state of the region’s aredit markets. The proponeats
of this arguement claim that at lcast 20 per cent of the outpet decline in Poland in the first quarter of the
stabilisation programme can be attributed to the iritial coatraction of credit. This ‘trade implosion’ is
created by a situation in which trade is destroyed for lack of market institutions, the key market being the
credit market.

At the start of the reform programme, eaterprises beld few hiquid asscts since under the planning
mecchanism they could rely on a stream of short term bank aedit to finance their operations.  Almost
overnight, a high interest rate regime was introduced by the central bank together with strict credit ceilings
on enterprise borrowings in order to comtrol the growth of the money supply and the threat of hyperinflation:
perfectly reasonable objectives if the banks bhad been fully developed as active financial intermediaries.
Unfortunately the net result was that the entire Polish industrial system was subject to an indiscriminate
credit crunch. Faced with no credit or only credit at a prohibitive cost, firms sold off inveatory, closed
production capacity, cut wages and tried to foree supplicrs to provide trade credit.

Within a short time inter-firm credit chains were spreading everywhere threatening the stability of
whole industries, for if the banks had beea active in pursuing bad debts large parts of Polish industry could
have been dragged down into a bankruptcy spiral? But, firms were allowed to defer payment obligations
and banks, in turn; were ablc to pilc up noa-perfoming loans without Central Bank regulators intervening
to enforce capital adequacy ratios and bad debt provisions. In other words, despite the credit crunch, a soft
budget "constraint’ was allowed to operate selectively, whereby the authoritics chose not to cnforce a
sufficiently systematic and tight credit policy on large statc-owned cnterprises to ensure efficient
restructuring. Presumably this was because the political and social costs were considered to be too large to
countcnance. At the margins, a few weak and politically inconsequential enterprises were allowed to go into
liquidation but the vast majority were allowed to adopt a wait-and-sce-attitude in the short to medium term.

A fourth explanation for the drop in output without large-scale bankruptcies and industrial
restructuring in CEE is the persistence of what have been refered to as "budget softness and hard habits’."
The management of statc-owned enterprises, instead of struggling to introducc efficiency cnhancing
measures, engaged in what they know best: maximising their chances of immediate survival in the prevailing
circumstances of legal and regulatory confusion. Thus the majority that survived the initial imposition of a
credit squceze, coped by searching for softness in the credit system. They leveraged inter-enterprisc credits
and stopped servicing loans from state banks or paying taxes to the state treasury. Stale enlerprises were
able to behave this way because of the continuing passivity of banks and the general belief that at some
future date the government would organisc a bail-out. In effect, governments have continued to fund state
enterprises through the national budget and the banking system, albeit on a reduced scale in comparison to
the pre-reform command economy.

In the case of Poland, the rapid expansion of supplier credits was quickly brought under control as
enterprise managements were made painfully aware of the seriousness of the authoritics attcations in
introducing a credit squezze. Thus, in 1990-91, suppplier credits represented approximatcly 35 per cent of
state enterprise debt, but had dropped to less than 12 per cent by 1992-93. Banks also have managed to
substantially reduce their balance sheet exposure to state enterprise debt, from close to 30 per cent of all

" Raiser, Martin "Old habits Dic Hard- A Note on the Nature of the Crisis in Central and
Eastern Europe”, Intcreconomics, July/August 1993, pp 170-177.
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state caterprise debt in 1990-91, to less than 12 per ceat in 1992-93. The debt has not evaporated, however,
i has been transferred to the state budget.

The budgetary sector share of total state coterprise debt has risen from the 30 per cent range in
1990-91, to 65 per cent in 1992-93. In order (0 engineer this shift in debt, banks have dramatically cut
credits available to statc-owned enterprises, from Z1147.2 trillion to Z3117.7 trillion betweea 1991 and 1992,
a real drop of 28 per cent. In an cconomy in which there is obvious demand for investment to retool and
modernise virtually all state-owned caterpriscs, this sharp decline ia aliocation of credit to eaterprises implics
a scrious and potentially damaging witbdrawal of the banking idustry from the role of inltermediary between
investors and the business sector.

What has happened is that the political leadership in the CEE/FSU countrics bas been generally
unwilling to force through radical restructuring of large statc-owncd enterprises through full application of
a bard credit crunch. Managers of enterprises have recognisc. this weakness in the system and have
exploited their coanections as much as possible in order to sccure their short-term sarvival” The net
result, at lcast in Poland, is that state-owned enterprises mow find thems sives dangerously underfinanced just
at the moment whea their need for new restructuring amd privatisation iavestment is most pressing.

¥ According to Begg and Portcs’ cstimate, the total budgetary cost of servicing state-owned
enterprise loans was around 2-3 per cent of Polish GDP in 1991.

¥ A recent and impressive confirmation of the persistance of the old system in Poland has
been the success of several top managers of statc enterprises running as members of the
post-communist SLD party in the September 1993 general election.
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Foolaotes

1. Of coursc, many other developing couutrics atiempted to institute structural adjustment programmes under
the acgis of the IMF and World Bank in the 1980s.

2. Many of the statistics for CEE cconomics prior to the move to a market-based economy are unreliable
and need to be interpreted with extreme caution. Sec for example, Lancicri, E (1993) "Dollar Estimates for
the Central and East Europcas Ecosomics - 1970-9°, World Development, Vol 21, 1 pp 161-175, for
examples of some of the definitional problems and difficulties involved in estimating basic economic
parameters in CEE.

3. There will need to be a substantial redistribution of income in Poland if incquality is to match Latin
American standard. For cxample, in Brazil, the wealthiest 20 per cent’s share of inccme was 67.5 per cent
in 1989 and in Mexico their share was 559 per cent.

4. Solidarity began life as an unofficial trade union movement in the 1970s campaigning for improved working
conditions. Its strength lay mostly in beavy industry and it was organised in opposition to the offiaal
communist trade unions. Solidarity came to international prominence in 1980-81 in a confrontation with the
government which eventually led to the imposition of martial law in December 1981. By daring to challenge
communist rule, Solidarity succeeded in transforming itesclf into 2 mass opposition movement attracling
support from a wide spectrum of interest groups not just industrial workers.

5. Sanford, G (1993) 'Delay and Disappointment: The Fully Free Polish Election of 27 October 1991° Journal
of Communist Studics, Vol 9, 2, pp 107-118.

6. No doubt the collapsc of communism clsewhere in Eastern Europe in the autumn of 1989 also
demoralised any remaining opposition.

7. The carly period of the stabilisation programme is comprebensively summarised in UNIDO (1991) Poland:
Managing the Transition to 3 Market Fconomy, Oxford: Blackwell for UNIDO's Industrial Development

Review Senes.
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private citizens from trying to register as corporate bodics to avoid personal income tax liability!
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since cach caterprise in the value added chain, apart from the last, has a vested interest in declaring the tax
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omission of services in the computation of net matcerial product under the socialist accounting system. Heace
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Chapter 3
A Framework for the Loag Term Structural Change of 1adustry

Iatroduction

Macro-cconomic reforms in the CEE/FSU region have not, and are not likcly to lead to the
necessary supply response to easure the successful transformation of the region’s cconomics. None of the
several factors described in the previous chapter as reasoas for the collapse of output across the region are
in-and-themselves a sufficicnt explanation for what has occurred. In fact, they have acted as a mask for more
fundamental problems inherent to the regioa: micro-level rigidities and structural imbalanced, particularly
incfficiencies at the enterprise level which have resulted in an ancmic supply response to the incentives that
should have been induced by macro-cconomic reforms.

It is now clear that macro reforms can do Little for the industrial inadequacies such as those so
characteristic of the command economics: lack of entreprencurial cadre and thriving private sector,
inadequate technology, a lack of managerial and supcrvisory personncl, and a shortage of financial
institutions to casurc the proper monitoring of caterprise performance. They also can do litile to directly
ensure adequate accounting , management information and quality control systems. These are the real
impediments to the cconomic development of the countries of the region. Clearly focused micro level
industrial policy closely coordinated to the macro reforms will be needed to attack the structural weaknesses
at the industry and cnterprise level. Without such coordination, the risk arises of throwing even the best
enterprises into bankrupicy and causing severe economic disruptions.

The countries of the region need to develop economic governance. They need to build institutions
to support market reforms. This is the most difficult task they will have to do and will take the longest time.
It must include a well developed legal and regulatory infrastructure which casures that contracts betwecn
economic agents are based on credible commitments is necessary for a market economy io function
cilicicntly in order. Anyonc breaking a contract and causing material damage must be punished in a cost
cffective manner in order to deter others contemplating breaking their contractual obligations. Sanctions
are required thus not as the normal motive for obedience but to provide a guarantee to those who voluntarily
abide by their obligations that they will not losc out to those do not! Morcover there is a need to
encourage a long term view of business relations so that investors have time to realise the benefits of their
investments. This also means restraining the predatory tendencies of a determined minority be they
government agents or private individuals.

A government may permit a capitalist market to develop within its borders, but that market will not
flourish unless legal institutions sccure, define and adjudicate property rights and provide for the
enforceability of contracts. These institutions are esseatial in order to protect the material incentives
available to a country’s citizens, to motivate them TO work to the best of their abilitics, to engage in tradc,
and to save and invest for the future in productive capacity.

Also essential to the cfficicnt functioning of a market economy is a well developed financial systems
that acts as intermediary between investors and the business secto:. Such a system has been grossly lacking
in the CEE/FSU region where banks functioned primarily as channels for state funds and accounting units.
The idea of a moncy market was alien until reforms began and banks were not responsible for making
evaluations of creditworthiness.

Finally, it is important to the success of the region’s transformation that it begins to deliver as much
as possible as quickly as possible in order to retain public support and keep on track. To accomplish this
it is important industrial restructuring be addressed directly. Macro economic rcforms are not enough in
and of themselves 1o result in the desired re-allccation of resources away from incfficicnt industrics and
towards profitable ones. It is vitally important given the scrious budget constraints facing the region, that
these policies and cfforts do not encourage waste and duplication. Thus, a comprchensive industrial strategy
should be developed which considers a givea couatics current weakness and sircngths, poicntials and the
socio-cconomic impact industrial restructuring will have oa the population at large and individual scgments

pa




of it.

Legal and regulatory infrastructure for industrial restructuring

There arc a number of key clemeats in the legal and regulatory infrastructure nceded to support
the introduction of a market economy.” The first and basic element is an cflicicat constitutional mechanism
for establishing the rules of conduct of the ecoromic system - the rules by which rules are made. This
requires a coastitution that defines the degree of ceatralisatioa, those interests that have access to the
policy-making process and the way in which conseasus is achicved on policy. Like so many other aspects
of the transition process, coastitutional reform has high start up costs but should increase economic growth
after a period of five years or more.! It is, of course, still too carly to evaluate the cconomic impact of
constitutional reforms introduced from 1990 oawards in the CEE region. The message is clear enough -
paticnce with the teething problems of democratic pluralism will payoff by 1995.

Of raore tmmediate interest (o businessmen and financiers, however, is the construction of the legal
and regulatory infrastructure rather than the necessary process that keads to its creation. As a basic
minimum it should provide every market economy with security of private property (particularly important
with regard to the financial sector as described below); enforcement of contracts; assignment of Lability for
wrongful damage. Without clearly defined and defeasible property rights there can be no incentive for
cconomic activity. Governments must be powerful enough to be able to enforce private property rights yet
be willing to be restrained by the judiciary to respect those rights. Predatory officials can be as much a
threat to property rights as private individuals. A system of property rights is cconomically efficient if these
rights arc universal, exclusive and transferable. The coatribution of the judicary hinges on the efficiency and
transparency of enforcement of property rights and the scttlement of disputes. The capstone to a market-
oriented legal infrastructure is a commerdial code, competition and anti-monopoly laws, and company and
bankruptcy laws.

The absence of an operational, transparent and credible set of rules of the game definins property
rights, makes the transition to an efficient market economy impossible. It docs not matier how brilliant
economic policy prescriptions are, at the ead of the day, it is the efficiency of the implementation process
that matters. Without an effective regulatory framework in place, powerful interest groups will seck endless
concessions for monopolistic privileges from the state which will eventually drown the lofty ideals of a free
and vibrant market in a morass of corruption. Old habits of the command economy will reassert themsclves
in a new and virulent form, uninhibited by fear of the economic police who used to control the wilder
excesses of the communist system. Communism will simply have been privatised into a state-sponsored
system of ’crony capitalism’ such as that scen in Peru.*

Unfortunatcly the design, negotiation and implementation of a fully operational legal and regulatory
infrastructure takes time and makes heavy demands on the scarce buman resources of the stale apparatus.
Assuming that a viable coalition can be sustained long enough in government to design the nccessary laws,
the limitations of the administrative capabilities of CEE/FSU countrics are scvere. A top echelon
incxperienced in managing a civil service geared to the needs of a market economy and the stcady erosion
of talent by recruitment (o the private sector arc the two most obvious constraints on institutional rcform.
In the real world of the typical CEE/FSU country, as elsewhere, there is undoubtedly a fierce struggle going
on between those promoting rent-secking coalitions and thosc who wish to promote an cfficicnt and
competitive open market.

In Poland, the government has established agencies for developing and implemcenting anti-monopoly
legislation, privatisation, and promoting inward forcign investment with varying degreces of success. Each
agency has been constrained by the protracted legislative process requirced to develop the necessary legal and
regulatory instruments and by the Jack of experienced personncl. Technical assistance programmes have only
partially compensated for the lack of professional expertisc. Starting d¢ novo, all personncl arc on a stccp

' Raiser and Johnson
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lcarning curve: Polish professionals may be familiar with the previous regime but have very limited
knowledge of the legal and regulatory infrastructure of a modern market economy; expatriate advisers have
very little knowledge of the detailed workings of the Polish burcaucracy. Oftea situations in which officials
have had insufficicnt expericnce and foreign advisers have had inappropriate experience of the proulems
being dealt have led to the now common complaint that officials scem too passive and are unable to arbitrate
betweea the sometimes conflicting advice proffered by so-calied foreign experts. Expatriate advisers, in turn,
are criticised for producing erudite amalytical reports but without provision for implementation. Both locals
and foreigners, of course, all too oftea lack the specific operational skills required to tura analysis into action.

Working practices, casc law, and that most important of all commodities???, credibility can oaly be
developed slowly. Incvitably mistakes have and will be made. Since one of the principle objectives of
industrial restructuring is to cnhance the adaptability and flexibility of eaterprises, it is important that the
introduction and development of a new legal and regulatory infrastructure is carricd out in a seasitive and
flexible manner. However, policy invariably evolves in increments and mistakes are difficult to wipe out. For
example, in the Czech Republic the government was cager to dispose of the state tobacco monopoly as a
way of raising revenue and of boosting its privatisation programme, but in its baste # ignored competition
policy. Today the government faces the difficult task of unravelling a forcign-owned private moanopoly

In Poland, onc of the main tasks of the Anti-Monopoly Office is to supervisc the division of
dominant, usually vertically integrated, statc-owned caterprises® In practice, it is very hard to define a
proper balance between a more competitive structure and possibie loss of advantages of scale and scope.
Each example has to be evaluated on a case-by-case basis, yet the Office is expected to cover the whole of
Poland with less than 80 professionals with no expericnce in the ficld prior to 1989. Thus, one professional
is responsible for supervising the Bberalisation of the telephone monopoly, while in the United Kingdom,
Oftel employs a staff of 300 solely concerned with monitoring the telecommunications industry.

Fortunately, in Poland liberalisation of imports has dissolved the previously dominant position of
many statc-owned monopolics so that the work load of the Anti-Monopoly Office has not been as onerous
in many sectors as once expected. At the same time, politicians and other commentators complain that the
structural transformation of large caterprises is taking place too slowly. Competition means more difficulties
for enterpriscs. In a situation in which many state-owncd enterprises are in a seriously weakened condition
and are frequently facing bankrupicy, the enforcement of a strict anti-trust policy is not practical.

The most important implication of the experience of the Polish Anti-Monopoly Office is that an
cffective and efficient legal and regulatory infrastructure cannot be created in onc "big bang’. The economic
transformation process in Poland is unique. The experience and lessons from Western market economies
can be a uscful guide to policy development, but no one has detailed knowledge of implementation in the
Polish context. This knowledge has to be accumulated piecemeal through experimentation and in interaction
with economic decision makers. Well thought out and timely advice dclivered at the highest levels to those
responsible for enterprise restructuring, tariffs, and import and price controls, is morc important in
minimising the accumulation of policy ervors leading to loss of economic efficiency than resorting to reactive
legislation and litigation. Litigation is always time consuming, intensive in the use of scarce professional
resources and decisions are ultimately based on legal crileria rather than considerations of economic
efficiency.

Financial sector reform

Undoubtedly the most unfamiliar aspects of a market economy for those used to a centrally planned
cconemy is the financial system. The notion of a money market was previously unknown. Banks serv..d as
channels for state funds and as accounting units. They were not responsible for assessing creditworthiness
and there was no necessity to establish sophisticated trading linkages with other banks. There was no
bad-debt problem of any consequence: credits to state-owned enterpriscs were automatically generated when
required by firms to meet the production targets set by the central plan. If the amount of the loan was
insufficient, enterprisc management negotiated for an addition with the relevant functional ministry, If the
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negotiations were successful the state bank would be instructed to relcase the new credit.

The first major reform to the Polish banking system was mstituted in 1989 whea the National Bank
of Poland was split along geographic lines into nine *commercial’ banks based in the major industrial centres
of Poland. There is currently a two-tier structure of state-owncd banks, with a central bank, four spedalised
banks znd cight state-owned commercial banks. These co-exist with two privatiscd banks, 80 newly registered
private banks and 1650 private cooperative banks mainly offering services to private agriculture. Many of
these cooperative banks arc affiliated with the statc-owned Bank of Food Economy (BFE), and to this extent
are not fully private. The eight commercial staic-owned banks are joint stockoompanicswbolly—owncdby
the State Treasury. While ultimate ownership is unchanged, the transformation into joint stock companics
is a significant step towards full privatisation.®

While the banking sector is mixed, the statc-owned banks retain by far the dominant shai:. Thus,
statc-owned banks accoynt for almost 81 per cent of the total banking system. In addition, the four
specialised banks: Powszechna Kasa Oszczednosci-Bank Paastwowy (PKO BP), the country’s largest savings
bank; Bank Handlowy w Warszawic (Bank for Foreign Tradc); Polski Bank Rozwoju (Polish Development
Bank); and Bank Gospodarki (Bank for Food Economy) which specializes in lending to the agriculrural and
food processing sectors, together account for half of the total assets. In short, the contribution of the new
private banks to overall resource flows is quite modest.?

The National Bank of Poland continues in its role as the country’s central bank, clearing house and
banking regulatory authority. It is relatively indcpendent of political influence as is the Bundesbank in
Germany, for example. The 1989 Bankinz Act permits all banks to engage in what has come to be known
as ’universal banking’. This mcans that Polish banks, in addition to the usual commercial and private
banking activitics, can trade in domestic and foreign securitics and underwrite and issue securities. They are
not, however, permitted to give investmeat advice to clients. The deposits of all banks, except private banks,
arc still fully guarantced by the government. Even when the first commercial bank, Wiclkopolski Bank
Kredytowy (WBK), was privatised in July 1993, it retained the full backing of the governmeat for its deposits.
Not surprisingly, other private banks have protested, claiming unfair competition. The government will
probably keep the guarantec in place until all the other state-owned banks are privatised to avert the threau
of a run on the deposits of a bank undergoing privatisation.

Banks and industrial restructuring

In market economies, banks traditionally play a pivotal role in the restructuring process through their
intimate knowledge of the intricacies of corporate finance. Working with the management, banks introduce
financial instruments necessary to support expenditures compatible with the needs of the enterprise. By
contrast, under the system of central planning, banks were entirely passive so today they lack experience of
commercial project appraisal techniques. Perhaps more damaging, the central planning mechanism
discouraged the development of a banking culture that emphasised working with and assisting enterprises.
Indeed, enterprises themselves were hardly willing to cooperate with banks. The communist party command
and reporting structure tended to foster a cloak and dagger’ attitude towards giving and sharing information
with outside bodics.

The consequences of previous policies are vividly seen today when Polish enterprises seek financial
assistance from their banking partoers. Insteac of becoming actively involved, most banks and financial
institutions remain aloof, often unaware of an enterprise’s needs and are hence unwilling (and usable) to
play an active role in addressing real commerdial problems. An active role coften requires daily involvement
and certainly continuous review of a company’s finandal performance during the turmarcund phase.
Regrettably, Polish banks too often seem to see their role more as a judge who periodically reviews the
progress made by firms but almost never gets cngaged or tough as an active partner would. With few
institutions to turn to for assistance, restructuring enterprises are usually forced to return to their founding

! While 80 private banking licenses have been issued, only 11 meet the NBP's minimum
capital rule of Ecu$ million which came into force in January 1993.
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institutions to turn to for assistance, restructuring enterprises are usially focced to return to their founding
bodies or the State Treasury. Thus, at the critical momeat in enterprise restructuring whea bard decisions
have to be made, the rolc of financial institutions becomes trivial.

It is demoralising for managers working in state enterprises to find that the owner, the Polish
government, is unabic to provide any new resources, however necessary. Paradoxically, the same owner is
also generally known to be keea to sell, but rarely at prices offcred by the market for fear of a political
backlash against sclling at a heavy *discount’. With bankers and supplicrs appareatly conspiring to deprive
managers of even a basic level of working capital and with no authority to take unilateral actioa to try to
improve things, managers of statc-owncd enterpriscs have few alternatives other than to adopt a *carc and
maintenance’ style of management.

The passivity of banks in the CEE/FSU region has to be tackied both m terms of developing
cfficicnt capital markets and at the opecrational level. In Poland, reform has tended to concentrate on the
capital market. Faced with very strong demand for capital from the budgetary sector, the business and
enterprise sector has been squeczed out of credit allocations. The EBRD has devised a programme for the
country, the Stabilization Restructuring Programme (SRP)’ designed to fill the curreat void in the corporate
governance of 150-200 sclected medium-sized statc-owned caterpriscs with bad loans and asvest their decline
by providing their creditor banks with new capital and professional belp to force the pace of debt writeoffs
and the adoption of a viable recovery programme for each entesprise.* But the programme can oaly partially
compensate for the structural problems of Polish capital markets. However, by being specifically targeted
at the operational level, it should make a major contribution towards cstablishing a healthy flow of funds and
ideas between the banking industry and the corporate business sector, the sector on which ultimately the
budgetary sector is substantially dependent.

The EBRD’s SRP programme also is noteworthy as a practical solution to the probicm of how to
simultancously inject new capital into heavily indebted banks and statc-owned enterprises in a way that
enhances their mutual interdependence yet docs not reintroduce an clemeat of e *soft budget’ syndrome
into cither’s thinking. The SRP programme is not simply clever financial eagineering, it also provides overall
management and direction, business and financial advisorv services and specialised training programmes in
order to raisc the standards of management expertise at participating company level and to help them reduce
their preseat levels of indebtedness. In addition, there is a specific commitment to achieve full privatisation
of all enterprises participating in the programme within five years.

Major barriers to financial sector development: ®

Poland's banks are currently facing a number of major problems that are preventing them playing
an active role in industrial restructuring.'® Broken off from the national banks, almost all of the newly
independent commercial banks inherited large amounts of bad, or questionable, debt and a staff unprepared
1o cvaluate a potential customers creditworthiness even in the best of circumstances. Before a significant
change will take place in the way the sector functions, not only will large amounts of training have to take
place, most counties will have to undergo some sort of recapitalization of the sector. Only then can the
banks be expected to make the necessary judgement calls on new loans and establish a clearly defined and
enforceable legal and regulatory environment.

Nou-performing loans

Polish, and most other CEE/FSU banks are burdened with non-performing loans. This situation
is particularly bad for state-owned banks who inherited many bad loans from the break up of the old mono-
bank when they were established in 1989. The new banks were saddled with debits that could not be serviced
by borrowing firms recling from Mr. Balcerowicz's 'shock therapy’ stabilisation programme, the credit crunch
and the collapse of the CMEA markets. This dcbt burden - its complexity and sheer magnitude - has made
it all the more difficult for loan officers, inexperienced in credit and risk analysis, to decide which prospective
borrowers are creditworthy.




It is estimated that the total amount of bad’ and ’doubtful’ loans in the portfolios of the 14
state-owned banks in Poland is approximately $3 bn. The total capital of the 14 banks is approximately $2
bn. As of 31 July 1992, there were 1888 bad loans in the portfolios of the then nine statc-owned commercial
banks, of which 1229 were less than $67,000. If the three specialised banks are included, the total number
of bad or doubtful loans outstanding to the state-owned banking sector rises to approximately 2500."
Probably no more than 20 of the loans represeat exposure to large, politically sensitive enterprises and
around 1000 could be considered to be medium sized.

One conservative cstimate® was that at the end of 1991, bad loans constituted 30 per cent of total
loans to the business sector.” These firms were absorbing 40 per cent of bank credit which implies that
most new lending to state-owned enterprises was being directed towards alrcady loss-making firms, most
probably for overdue interest capitalisation. It also implies that banks felt powerless to institute bankruptcy
proceedings using the existing legal and regulatory infrastructure. Gomulka, an advisor to the Minister of
Finance, was quoted in Rzeczpospolita, in April 1993, as suggesting that probably between 50 and 60 per cent
of the business sector’s cumulative indebtedness is represented by bad debts. Not surprisingly, as noted in
Chapter Two, commercial banks are very reluctant to lend to the state-owned business sector. Thus,
allocations of credit to companies declined by some 14 per cent in real terms from 1991 to 1992.

To deal with this damaging situation, the Polish government is pursuing a policy of encouraging
banks to make full provision against their bad debts, and of restructuring and recapitalising the banks. In
response to the cvident nced to establish work-out procedures for bad loans, the government passed a new
banking act, the Law on Financial Restructuring of Eaterprises and Banks of March 1993. The Act created
a framework for the disposal and trading of bad debt and included a new loan classification system. Under
the new guidelines, banks are required to establish a work-out department and to place within such
department’s responsibility the bad loan portfolio of the bank. Special management teams have been
designated to run and monitor these portfolics. Management performance is being belped by a World Bank
,ponsored *twinning *arrangement under which seven of the state banks are twinned with different Western
banks. These Western banks provide managerial expertisc for a fec but do not bear asset risk.

The ultimate aim of the work-out departments is to turn non-performing assets into performing ones
and to liquidate non-viable assets. As previously mentioned, enterprises that find their debts allocated to
work-out departments are obliged to formulate restructuring proposals for review within four months. This
means the banks are now able to initiate out-of-court conciliation’ procedures for indebted firms. These
arrangements are expected to include the restructuring of capital and interest payments, partial writcofls
of accrued interest and/or principal, and debt-to-cquity coaversion. In the event that proposals are not
accepted, the banks are expected to foreclose on the enterprise’s assets or initiate liquidation.

A key aspect of the bank restructuring programme then is the way in which it fits in with and is
contingent on wider industrial restructuring initiatives. Another important component is the recapitalisation
of the banks. The government is seeking to achieve this by injecting government bonds into the balance
sheets of the banks in return for additional equity with the support of the IBRD and other IFls. Part of the
$500m IBRD Stabilisation Fund is to be used to buy back some of these bonds thereby injecting additional
liquidity into the banking system but on condition that debt work-outs have been completed by March 1994,
Until restructuring is completed, the banks cannot make new loans to debtor firms except in the context of
a specific restructuring plan. 1f the banks fail to complete the necessary restructuring by 31 March 1994, the
government under the act has power to force banks to sell off their bad debts at a deep discount. A major
weakness of the proposed debt work-out and conciliation procedures, however, is that no new funds will be
released to the already capital starved state-owned enterpriscs. Various programmes are being introduced
under the auspices of the IFTs to mitigate this situation,

The intention of the authoritics in providing very strong incentives to banks to establish effective
debt work-out procedures is to persuade the banks to take an active interest in the commercial viability of
their debtors. Unfortunately, there is a danger that inexperienced but over zealous hank officers may drive
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already enfeebled firms into bankruptcy or to cut too deeply into the retained carnings required to finance
new investment and growth. Alternatively, if the banks remain passive, enterpsises will coatinue to try to
borrow to survive and this will eventually lead to another banking crisis.  Clearly, the ideal solution is a
carcful case-by-case approach based on a well developed recovery plan, with strict conditionality and a strictly
enforced budget constraint.

In common with the task of creating an appropriate fully functioning legal and regulatory
infrastructure for a market economy, the major constraint on clcaning up bad loan portfolios is the lack of
relevant cxpertise in the banking sector in organising and enforcing rigorous debt work-out regimes. A
creative approach to developing this capacity at a practical operational level is the EBRD’s Stabilisation
Restructuring and Privatisation programme mentioned above.

Lack of capitalisation

Polish banks are generally considered to be undercapitalised. For example, the combined capital of
the seven largest Polish banks in 1992 amounted to around $1.5 bn which was less than that of the Bank of
Scotland, the United Kingdom’s cighth largest bank at $1.7 bn. The total capital in the Polish banking
system as of May 1993 was somewhere between $2-3.5 bn. By law, Polish banks are not permitted to lend
more than 15 per cent of their total capital to any onc borrower, so the maximum loan that Poland’s Largest
bank - Bank Handlowy - can make to any one borrower is $60 m. While a prudent lender might not wish
to expose themselves beyond this level in any event, it means that no Polish bank has the financial capacity
1o enter into large projects except on a syndication basis. Even thea, foreign bank participation would most
likely stil! be necessary.

For example, when the British company Pilkington plc was sceking finance to fund its investment
in a float glass factory in Sandomicrz in 1993, the loan of $106.5 m was syndicated by the Polish
Development Bank with the EBRD and the IFC as well as with Polish banks. The latter took 30 per cent
of the loan. While-this is one of the largest private investments in Poland to date, hopefully it will soon not
be exceptional. Without more capital Polish banks will remain restricted in their ability to contribute
significantly to economic expansion. Henryk Sobkowiak, Vice President of the Komercyjny Bank Posnania
has suggested that at least $6 bn in new cash is required to capitalise Poland’s bank to world standards."

Although Polish banks are mostly undercapitalised, this is currently not causing a restriction in the
supply of credit to businesses. High interest rates - in the range 45 to 55 per cent per annum and higher
(with inflation at 36 per ccat per annum) - are discouraging borrowers except for short-term trade finance.
As noted above, many large state-owned cnterprises are illiquid, are not servicing their existing debts and
face nonexistent demand. The more dynamic private sector is reluctant to borrow for investment purposes
given the uncertain demand situation and high interest rates. With Treasury bonds carrying zero risk and
nominal yiclds of 36 per cent to 52 per cent (in 1992) banks are not surprisingly more attracted to
government paper than the much higher risks (with similar nominal yiclds) attached to lending to enterprises.
Banks are therefore investing mostly in government securities.

Credit and risk management

Another feature of the Polish banking system that is inhibiting proper development of the financial
services sector is the credit and risk management policies. Generally banks arc quite conservative when
deciding how much of an asset’s value can be used as collateral against a loan. On the other hand when it
comes to assigning lending limits to managers; or the minimum amount of financial information that is
required from a prospective borrower, they scem to be rather fax. Because there is a lack of information
concerning cither the financial position or creditworthiness of enterprises and owners there is a tendency to
rely heavily on past experience. While the character of a borrower is onc of the five C's of sound lending
practice - it gives an indication of willingness to repay a debt - capability, collateral, capacity and condition
of the business are also important.

The risk-aversion of Polish banks is understandable given their own balance sheet weakncss and debt
portfolio problems. A contributory factor is undoubtedly the present lack of adequate collateral security
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laws. Therc have recently been some welcomed moves towards cashflow-based lending, in particular to
projects to develop Poland’s antiquated telecommunications infrastructure. Probably the involvement of
prestigious foreign partncrs such as Sicmeas, Alcatel and A T & T in these projects has weakened the
traditional risk adverseaess of the banks.

Collateral security and bankruptcy lews

Clearly, onc of the major Emitations oa the development of the financial sector in Poland is the
inadequate legal infrastructure relating to property rights. This is seriously inhibsting the expansioa of credit.
In industrialised economics a charge over real estate is sometimes used as secondary collateral in the
purchase of machinery and cquipmeat. It can also be used as collateral to secure short term operating lines
of credit. This is often much cheaper than securing credit against inveatory and accounts reccivable. In
Poland, the continued uncertainty over property rights usuaily preciudes the use of property as collateral.
This is particularly damaging for ssmall and medium-sized private enterprises that lack a finanaal "character’
reference. The possibility of post-privatisation claims also weakeas the value of property rights for collateral
purposes, for example, claims from previous owners against the state for improper scizure of assets. By
contrast with Poland, the Czech and Hungarian governments have introduced legislation to lLimit
compensation. In Poland, it is virtually impossible to ideatify such hidden property rights through a search
of title because of the chaotic state of the property registration system.

An cssential part of the legal system relating to property rights is the procedure for registering a
'pledge’, or the assignment of a right in a certain asset. In Poland, there are two types of pledges: a
possession pledge and a bank pledge. In the first case, the careditor cannot gain possession of the asset in
the event of a loan default without formal transfer of ownership which implies the dcbtor’s cooperation.
The second type of pledge, as the name implies, can only be taken by banks. This mecans that firms are
unable to enter into loan arrangements amongst themselves thus preventing credit expansion. While this
restriction may have been justified in the case of state-owned eaterprises in order to prevent uncontrolled
interfirm credit expansion in the absence of a hard budgetary constraint, it is dearly an unjustificd restriction
on credit expansion in the case of private caterprises subject to market discipiine.

Another problem with pledges in gencral, is the Jack of a mechanism for registering an interest in
a particular assct that is accessible to anyonc clse contemplating taking a pledge on a given asset. The
opportunity for pledging the same asset several times, and thus the potential for fraud, is considerable. This
undcubtedly deters the granting of credit by banks. It is also extremely difficult for a lender to secure a
floating charge against property acquired in the future, that is reccivables and inventory. What lending is
done on this basis is lent on the overall reputation of the firm which naturally tends to exclude new and
smaller firms.

Enforcement in the event of a default is time consuming and expensive. Invariably judical action
is required and court filing fees amount to as much as 10 per cent of the value of the asset invoived.

With so many uncertainties attached to property rights in Poland, it is hardly surprising that banks
are reluctant to become involved in taking action in the event of default. Lenders are sometimes accused
of excessive passivity, but given the state of Polish legal infrastructure and the scarcity of professional banking
expertise such inactivity may be rational. More importantly, these uncertaintics act as powerful deterrents
to lending in the first place.

The role of industrial policy ia Poland

A modern industrial cconomy needs the state as an active participant in defining the main goais and
priorities of industrial development. A national industrial policy is required to guide the processes of
effective integration of the CEE/FSU economics into the global economy. The gencral population also
needs to be convinced of the validity of the strategy being adopted to raisc indusirial cfficiency to world
standards. Clearly, strategy needs to face Janus-like in two directions, inward to the domestic population
and outward to current and potential foveign investors including, of course, the international donor
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community. Each of these two coastitueacies is important. Without the confidence in the domestic polity,
capatal flight will occur; and without the support of intcrnational busincss and financia] markets, inward
investment will ccase. Governmeat intervention is also necessary to deal with the various coastraints oa the
efficient mobilisation of the factors of production caused by domestic institutional ngiditics and foreign trade
relations.

During the 1990-92 period, Polish governmest policy coaccatrated o the macrocconomic
in abeyance. It was assumed that change in prices and vigorous pursuit of privatisation would bring about
necoessary adjustments in industrial eaterprise. It is sow a matter of history that no major state-owned
coterprisc went into liquidation, yet industrial procuactios dropped by 35 per cent between 1989 and 1991 with
particularly large dedines recorded in hght industry (46 per ceat), electrical and clectronic engincering (42
per cent) and metallurgy (38 per cent).

In Poland, debate over the role of mdustrial policy has teaded to concestrate oa policy instruments,
in particular, privatisation, while definition of a coberent industricd strategy has gooe by default. Two scaior
officials of the Industrial Development Ageacy, aa autonomous ageacy of the Ministry of Industry and Trade
charged with implementing Polish industrial policy, have recently gone oa record with 2 highly critical review
of Polish indusirial policy develonment since 1989. Their review forcefully puts forward the argument that
round. The whole privatisation and restructuring process in Poland is criticised for being “at a2 juncture of
differcnt systems and values, with stop/go policics and without any clear definition of objectives, means and
institutional sct-ups™.”® They assert that macrocconomic adjustment has not beee made compatible with
microcconomic adjustment at caterprise level The review suggests that 2 more balanced approach to
industrial policy would give equal weight to top-down and bottom-up techniques of industrial restructuring.
Such a balanced industrial policy should encompass:

. the degree of government inceatives, subsidies and protection which may
be expected by a company being restructured or privatised;

. a definition of acceptable levels of layoffs;

. a government-stated view on the strategic importance of any industry or
individual company;

. a statcment on government plans for merging similar state-owned
caterprises;

* a clear statement of who is in charge and has the power to carry out the
needed restructuring; and

. whal inter-linked social safety met system bas to be developed to handie
enterpriscs’ Liabilities, laid-off employees, financial debt, pollution,
buildings, equipment, land, bousing, medical and pension obligations.

Specifically with respect to Poland, the review is highly critical of the failure of Polish decision
makers to come to grips with an industrial strategy and the very real limitations of the state bureaucracy to
execute a coberent strategy. Further, it is claimed that the privatisation and industrial restructuring
programme has so far failed to define any selection criteria for targeted enterprises. Rather, firms appear
to have been selected by chance or on the initiative of the management of the enterprises involved giving
the impression that the privatisation process is not controlled by the government.

This situation is not encouraging for advocates of a carcfully managed approach to industrial
restructuring. The institutional structure created in 1990 to supervisc Polish policy formulation and cxccution
on paper looked convincing. A new ministry was formed to take overall charge of mattcrs relating to
privatisation, the Ministry of Privatisation (MOP), while the Ministry of Industry and Trade was assigned
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respoasibility for advancing restructuring plaas with two executive ageacics to implement the plans. The first,
the Industrial Deveiopment Agency (IDA), has respoasibility for promoting aad participating in major
systemic reforms including technical assistance and training to faclitate the adjusiment of enterprises to a
market economy, for belping finance restructuring and traasforming eaterprises through hquidation, and
providing guarantees for domestic and foreign credits specifically targeted at exterprises undertaking
restructuring excrcises.” The second agency, the Polish Development Bank, offers partacrship and loan
syndication capacity to othcr banks and, through its access 1o long term credit knes from isternational
financial institetions, can act as the Polish icad finaacial iastitution in maajor restructuring cxercises.” In
their executive agencics were not well defined and there was “sbove all a lack of dlear and precise legrslation
to facilitate the process of transformation and change™**

The competition to conirel industrial pelicy in Peland

While the "o policy is good policy’ attitude of the Mr. Balcerowicz’s “shock therapy’ regime has
gradually given way to a reappraisal of the role of industrial policy, it has clcarly proved difficuk to establish
a coordinated and integrated strategy for imdustrial restructuring. Policy formulatioo has beea dogged by
Guidelines of Econemic and Secial Pelicy, in 1992. It proposed developing sectoral priosities and
differentiating interveation instruments according to the hiquidity situation and growth poteatial of
enferprises.

The Ministry of Industry and Trade has continued to try to assert the Enk between industrial
restructuring and privatisation in its various policy pronouncements and through the operations of its
of Forcign Economic Relations is still trying to establish an effective export credit insurance and export
promotion organisation but has been unable to obtain the necessary funding. The Ministry of Privatisation,
bowever, has contisued to dominate political debate as the mass privatisatios bill continucd #s slow progress
through the Sejm and Senate and, on the ground, where eaterprises have beea successfully privatised and
restructured within a framework negotiated by the MOP.

In the summer of 1993, the Ministry of Industry and Trade proposed an interventionist policy te
correct the rapid depreciation of the machimery park of Polish industry, estimated at 75 per cent, and to
restore the fall in output of 30 per cent since 1989. The plan dassified Polish industry into four sectors:
strategic; enterprises producing steel, ships, cement, paper and pulp, and chemicals; higher need; and those
eaterprises which were already competing effectively with foreign producers (no enterprises were specified).
The strategic sector, included the military-industrial complex and the fuel and energy enterprises necessary
to protect vital national interests. Ministry sces litle chance of the firms in the second (heavy
manufacturing) sector being capable of raiing the necessary capital for restructuring without government
guarantees. The higher need sector induded enterprises from the automotive, pharmaccutical, food
processing, and light industrial sectors. Development of this sector is considered necessary in order to creaic
a modern economic base.

The Ministry’s industrial restructuring plan thus assumes that certain enterprises cannot count on
the “invisible hand of the free market’ to guarantee success and others which are ‘vital’ to the Polish economy
should not be abandoned despite poor ecosomic performance. However, the Ministry also proposes that
the government should play an active role in the restructuring process by providing lower taxes and
low-interest credits and guarantees to selected enterprises and sectors. As part of the package of proposals,
action should be taken to ease credit restrictions on enterprises, promote isvestment including foreign
investment, and more generally, assign top political priority to restructuring. The proposed programme is
10 run for ten years, with stage one, from 1993 to 1994, estimated to cost 40 trillion zlotych. The source of
government funding is unspecificd thongh 2 trillion zlotych is expected from foreign assistance. The Ministry
predicts its plan will achicve a 20-30 per cent improvement in enterprise profitability and lowered costs of
production.

The Ministry of Labour also has not remained on the side line. The government responded to trade
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union cooccrus about rising uncmployment and the impact of an accelerating (at last) privatisation
programme through the State-Owned Enterprises Pact. This laties piece of legislation covering guarantees
for cmployees fell with the dissolution of the Scjm in May 1993 but will probably be resurrected by the new
left-lcaning coalition government. A further period of policy turmadl and industrial coaflict is likely in the
immediate aftermath of the election as unions test out the will of the acw administration to maintain a tight
budgetary posttion. Evea with a left-of-ccatre administration in power, the authoritics must achieve an
accommodation with organised labour that also satisfics the IMF, the World Bank, and the Paris and London
Clubs.  To this end, a clear and explicit industrial policy would seem to be mecessary in order to provide a
framework for cfficicat restructuring at eaterprise level, including adequate safety net provisions for those
unfortunate esough to be made unemployed.

Whether the ambitious interventionist proposals of the Ministry of Industry and Trade will survive
being ground between the demands of the Ministry of Finance and the IMF for budgetary restraint side and
the demands of the trade unioas for wage imcreascs remains doubtful. A clear lesson from Polish expenicnce
with tryieg to develop a coberent and fuadable industrial policy is that a high level ageacy is required,
presumably under the prime ministes’s office, to bring together the four key players in industrial
restructuring, namely the Ministrics of Finance, Industry, Labour and Privatisation in order to resolve the
difficukk tradcoffs. The curreat teadeacy towards publishing independent, competing and oftca contradictory
policy statements from differeat ministrics is unlikely to produce action or attract donor support.

Some commentators arguc that the failure to develop a coherent mdustrial policy is not surprising
since it reflects deeper and more fundamental structural probiems of a basically unreformed Polish civil
service. Indeed, some even arguc that the Treasury itsclf is incapable of effective execution of economic
policy, that too much reliance is placed on a very small group of semior cconomic advisers, while
implementation is left to an executive still structured according to the logic of the old ceatral planning
mechanism.
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BOX

EBRD Stabilization Restructuring Programme

The EBRD’s Stabilization Restructuring Programme (SRP) The programme will arcate an
ownership eality that can act quickly to make surc the necessary protection is provided for the cssential
productive assets of cach business and that the required funding is available for appropriate restructuring.

A distinction is made in the programme between the requirements of what is referred to as
"stabilisation’ and longer-term ‘recapitalisation and reconstruction” work. Stabilisation involves a relatively
small amount of capital investment - a funding level is proposed equivalent to 15-2) per cent of sales per
enterprise - but large amounts of "commoan sease actions, new cfficencies and change of attitudes’
and development of new products and processes and the creation of new markets and marketing channcls.
Stabilisation depends on the government, as owner, taking the necessary decisions or a new owner taking
control. Reconstruction is very unlikely to happen unless stabilisation has first occurred.

The SRP ’solution’ is designed to quickly arrange for:

. Immediate change of ownership control without in any way reducing the eventual "upside’
in value due to the Polish Governmeant;

* Financing equivalent to 15-25 per ceat of the sales volume of the SOE's accepted nto the
SRP a° the moment that the bulk of such SOE’s indcbtedness is reduced; and

. New capitplisation is provided for the Polish banks participating in the SRP programme.

A management company is being established to provide overall management of the 12 joint ventures
to be created with cach of the 12 participating banks and EBRD Polska. Effective control of cach enterprise
participating in the SRP programme will be vested in one of the joint ventures. An enterprise will only be
admitted to the SRP programme when a proper due-diligence evaluation has been completed and it has been
demonstrated that it conforms to basic minimum criteria of economic viability. All enterprises must undergo
satisfactory conciliation negotiations on debt reduction with their creditors prior to joining the SRP.

It is foreseen that the typical firms in the SRP programme will on average bave a turnover of $10
million and indebtedness of $10 million ($5 million due to the government, $3 million due to banks and $2
million outstanding to suppliers ). It is expected that the outcome of conciliation negotiations will be a
write-down of outstanding enterprise debt to on average $3 million.

Perhaps most importantly of all for the viability of the programme and of Polish commercial banks,
lead banks retain a direct financial interest in the success of the turnaround of the enterprises in which they
have an interest. To this end, the lcad bank in each case will retain a direct banker/client relationship.
Advisers to the SRP will assist the banks in developing an active and broad-based involvement with
enterprise management thus breaking the vicious drcle of bank passivity and enterprise belplessacss in the
face of economic turbulence. Above all else, the emphasis in the SRP programme is on bringing quick relief
to enterpriscs and banks drifting in a sea of debx, with privatisation of enterprises as commerdially viable
cntitics as a realistic medium term aim.

It is planned that the SRP piogramme will provide new debt and equity financing of up to $480 m
split between $200 m of redeemable equity, $240 m of debt and $40 m of grani funds to assist with turning
around of approximatcly 180 enterprises. From the EBRD’s contribution of $240 m, the 12 participating
banks will receive $80 m of new capitalisation and $160 m will be invested directly in the 12 joint ventures
set up with the banks to manage the participating caterprises. In exchange for new capital, the banks will
subscribc $80 m representing 40 per cent of the redeemable equity financing of the 12 joint ventures
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managing the caterpriscs and provide them in total with $160 m im loans. The Polish Treasury will subscribe
the remaining 20 per ceat of the joint vestures’ redeemable equity and will transfer #s sharcholding in the
enterp-ises into the jomt veatures in exchange for 100 per ceat of the ordinary share capital. PHARE will
coatribute $30 m to cover the Treasury’s contribution to the costs of the exercise. The SRP funding structure
is described in Appendix
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Intredaction

In an area in which the vast majerity of the ccomemic base was stale-owned, the major policy
instremest of transfermation and restructuring ks the privatization of ewnership. Industrial restructuring
accempanied by privatisation allows management and lnbour (o redefine aa eaterprise’s future focus and
identily the steps meeded to cresie an erganisation capable of competing and maximising corporate
performance. As part of the overall restructuring precess, privatisation can be a powe:ful catalyst that
ferces an esterprise to improve performance in such essential areas as cost managemesnt, design, quality
control, logistics and marketing.'

The privatisation of innd, beusing and enterprises has been chesea as the primary means for
intreducing kreversible structural change and dynamism inte the cconemies of the CEE region and by
most of the countries of the FSU. But te date, the achicvements have been rather limited in almest every
CEE cosniry. While success has been wide-spread in the privatization of housing and agricultural land,
selling enterprises representing as wach as 90 per ceat of the economy te a snderdeveloped private secter,
with limited savings and berrewiag capacity, where capital markets are neacxistent, and where reliable
valuations of state assets up for sale are sbsent, has proved a slow and torturows process.

The Polish Ministry of Privatisation has stated’ that due to the scale of the privatisation task in
Poland, they faced several other uacxpecied isswes which siowed the process coasiderably. They included:

. Reprivatisation. A very semsitive issuc acress the estire Cestral and East European
region, it has yet to be fully deait with in Poland. The question of the exteat of restitutiona
in-kind has not been answered.

b Decentralization. The Pelish govermment remaias determined to implement its
privatisation strategy through a decentralized system. The MOP has a series of offices
throughout the country 2ad s good deal of privatisation is handled at the musnicipal level.

. Mass privatisation. There was a serieas lack of ceasensus in the country over the type
of distributional privatisation that sheuld be implemented which delayed the passing of
the Mass Privatisation Programme for twe years.

s Lack of foreign investment. Poland lagged behind both Hungary and the former CSFR
in attracting foreign direct investment.

All of these issues also confront the otber countries of the region, which inevitably raises the
question of whether privatisation is esseatial and uaavoidable. Oune argumeant is to point out that no
modern market economy has a massive state-owmed sector. It is inferred from this rather crude
observation that, at the very least, radical dewnsizing of state investment in the enterprise sector is
Decessary.

But, as stressed, resources are limited ln the region. No CEE/FSU country, with the exception
of the special case of the old GDR and Germany, actually has the resources to privatise much of the
state-owned sector in the medium term. There s also little evidesce that official or private capital

! Ministry of  Privatization, "Country
Privatization Report - 1992: Poland"
presented to the Third Annual Conference on
Privatization in Central and Eastern Europe,
December 4-5, 1992, Ljubljana, SLovenia.
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traasfers from OECD ecomemies will fill the resource gap’ Thas, a realistic industrial restructuring
strategy should be formulated oa the assumption that the state sector will be aa important part of any
CEE/FSU econemy for seme time to come. And, as ene observer of the procsss arguzs, privatisation puts
the ’cart before the horse’ ia se far as the authorities aticmpt to enlarge the private sector before the
iastitutional infrastructure secessary te suppert it is ia place”’

Hew Fast ie Privatine?

H the uitimate geal of the transformation of the econemies of the region from command to market
oriented, Is net merely the change in ewnership, but incrensed competition and efliciency, the questioa
arises whether the speed of privatization is reslly impertant. If the underlying iastitutional framework
creates a competitive environmest, neither the degree, nor speed with which privatization takes place may
be critical. Anti-menopely lcgisiation and the opening of trade can escourage the developmesnt of
competitiveness. If the free entry and exit (working bankruptcy legisiation) of firms is permitted, then a
competitive eavireament can be established even f some large enterprises remain in state hands in the
mear term. What is mest important is te ensure that the public moaopoly is not simply repiaced by a
private ome.

The problem with that argument ia the CEE/FSU region, however, is the speed with which it takes
to create the mecessary iastitutional framework for competition to be established and solt budget
coastraists to be hardesed and what measures to take ia the mean time. Since these ecouomies are in
such a fragile state, and the support for contiaued reformed tenvens, the consequences of mass closings
of inefficicat enterprises (firee exit) cannot be absorbed economically or politically. Many enterprises will
have to be kept afloat, cven if they are loss makers. Others will need to be made efficient eves if they stay
in state hands.

The gradualist argument thea is to develop the private and the state-owned sectors in parallel
while izvesting beavily in developing the legal .ad regulatory isfrastructure in order ensure the evolution
of a competitive market structure. This strategy prevests the state being tempted to support losers, for
rigorous enforcement of baakrupicy procedures would make sure that no enterprise, regardless of who
owas it, faces a soft budget coastraint.* Certainly general enforcement of bankruptcy laws would deal with
the rather stramge argument In favour of privatisation, namely, that privatisation by creating a decisive
break ia the government’s stake in an enterprise makes sure that a one time debt write-off really is just
that. Quite why the government’s role as leader of last resort precludes assposing of surplus capacity is
rarely explained.’ Indeed it could be argued that the state is more likely to include safety net provisions
during downsizing operations thaa a private owner.

Whea te restructare?

There has been a great deal of argument over the appropriate sequence of restructuring and
privatization: should an eaterprise be restructured prior to privatization by the government, or after
privatization by the sew owners? Ounce again, in the CEE/FSU region there are no clear answers. There
are very valid arguments for both. First as noted above, because of the political and economic fragility of
these countries, many coterprises will have to be kept afloat either wntil buyers can be found, or until the
resulting ynemployment can be absorbed. In these cases, restructuring should take place if the enterprise
can be made viable. Because of the degree of integration of many CEE/FSU enterprises some restructuring
may be required in order to find a buyer. The enterprise may need to be broken down into more rational
product groups and manageable sizes. This will the case whether the buyer is domestic or foreign. In one
case, the buyer of 3 Hungarian firm agreed with the State Property Agency (SPA) - the body charged with
overseeing the privatization process in Hungary - to sell off certain parts of the enterprise it was buying
and split the proceeds with them. Financial restructuring in the way of debt write-off may also be required
to make the enterprise saleable to cither a foreign or domestic buyer.

Whiie such restructuring prior to privatization may be critical in some cases, the risk is run that
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precious resocurces may be wasted ia the case of techaical restructuriag. For example, one bottling facility
in the Caech Republic received mew lavestment ia a refrigeration sysiem just prior to begisaing the
privatization process. The new system was a coasiderable expense and the enterprise wanted it to be
reflected in its valuation. Westera bottlers, however, had no use for the system since they purify water

prior to bottling and thus do met need te refrigerate.

Anot ser argument for privatisation first, stresses that the market should decide which enterprises
are most sch.able for acquisitien by interesied partics. Ualortunately, markets for existing businesses are
far from perfect in the CEE/FSU region: there is invariably a paucity of reliable and freely available
information about the enterprises being seld. As noted, often there are alse uncertainties about ewnership
and the impact of mationa! competition pelicies. Petential purchasers are limited in sumber and there is
scope for collusion between buyers and existing management.

Privatisation is both a pelitical as well as an economic process; property rights are transferred
from the public to the private demain. Oue of the commen features of politics across the region has been
the rising popular disquict about grewing wealth differestials and corruptioa. The egalitarian ethic is
perbaps the stromgest surviving value from the communist era seo that it is particularly importast that
where public property rights are being disposed of to private individuals, the process should be epen to
public inspection. it is therefore impertant that the precess should be transpareat otherwise public
opinion may become very hostile and allegations of corruption will begin to surface making privatisatien
politically uasustainable.

Thaus, in the CEE/FSU region, the approach to restructuriag and privatizatios must be pragmatic
and the two must proceed simultanecusly. The issue of sequencing, is not one the region has time ponder.
But, before scarce resources are committed to restructuriag an specific enterprise, careful examinstion of
the market and state-of-art technolegy must be made together with cousideration of whe the future ewners
are likely to be.

The end goal is clear: (o create an organisation that uses its assets efficiently and is capable of
competing effectively in an opes market economy. By defining and addressing critical needs of an
enterprise operating io a competitive market, restructured and privatised enterprises emerge as lean and
focused ealities whose management and Ilabour are aware of the organisation’s strengths, weaknesses,
threats and opportunities. At the end of a successful combined exercise, firms possess a realisable market
value because they are mow businesses capable of adding value across the range of their activities and
which attracts a sustainable and predictable revenue stream. It is also in the government’s interests to
be able to offer potential domestic or foreign investors an enterprise that has already been restructured
or is in the process of becoming so for selling an enterprise as a competitive going couceru is easier and
quicker to accomplish than if it were burdeped with debt and collapsing.

Some of the sharpest criticism of the privatisation process in the CEE and FSU countries stems
from the lack of a coberent policy towards the large group of enterprises that are losing money and need
restructuring assistance prior to their privatisation. Although profitable enterprises are likely to receive
plenty of interest from investors which will benefit the state treasury, the several thousand marginal firms
still accumulating debts pose a serious danger to the banking system and the state budget of the economies
in traasition. Hungary’s introduction of a bankruptcy law that allows creditors the option of forciag firms
into receivership if payments are not received within 90 days is one approach to this problem, but it
ignores the likely explosive socioecomomic situation that will be created if enterprises in any large aumbers
are allowed to go under.

Ia Romania, the mass privatizatioa programme has assistance to the weakest enterprises bailt into
it. Thirty per cent of the shares of emterprises are cootrolled by five private ownership funds, the
remaining 70 per cent belongs to the State Ownership Fund. The latter has the task of privatising 10 per
cent of its assets per year. Profits from these annual sales are to be used to finance the restructuring of
the remaiving unsold enterprises In order to improve their market attractiveness. There is an inherent
danger in the Romanian programme that political pressure builds and encourages the conversion of public
monopolies ip to private ones, or the unnecessary discounting of top-ranked enterprises. Meanwhile,
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weaker firms may be inclined to wnit in Une for cash Injections withowt making any effort to restructure
themselves. As usuzl with other reform measures in the CEE/FSU regioa, the Romanian scheme looks
logical from a static perspective, but iat be dymamic real world of collapsing enterprises and rising
usemployment, it is plagued with sequencing problems.

Privatization in Peloand

While each country of the region Is choosiag differeat specific methods, and have proceeded at
differeat paces, all arc attempting some sort of privatization of bousing and land, privatization of small
establishments via auction and ofien leasing schemes, a mass scheme to transfer the ownership of the bulk
of medium-sized eaterprises to the adult citizenry and a case-by-case approach to the sell-off of large and
strategic eaterprises.

For Polish state-owned cuterprises, privatisation entails following one of three alternative routes:
liquidation, capitalisatien, or restructuring. In the futwre there will be a fourth route: the mass
privatisation programmse.

Of the 8,441 state-owned enterprises registered in 1990, 2,385 or 28 per cent have beea included
in the privatisation process.’ A total of 92 enterprises have undergone capital privatisation involving over
115,000 workers with employmest guarantees provided of between 18-36 months. The State Treasury
earned over $200m from the 42 emterprises privatised in 1993 (up to 15 October). Some 852 small- and
medium-sized enterprises have been privatised as going concerns: 117 by trade sale, 39 as joint ventures
with a foreign and/or domestic partners, and 633 esterprises are leased to employees or management and
employ 220,000 people. Sixty-three eaterprises have involved a combination of methods. In addition, 1,013
small- and wedium-sized state caterprises bave beca declared bankrupt and their assets sold. The
remainder of enterprises are in the process of being privatised and as such are supervised by the Ministry
of Privatisation on behalf of the State Treasury.

Of all the methods of privatisation available, the most successful so far, in Poland as well as
elsewhere, bave been schemes involving small scale establishments in the manufacturing, retail, trading,
transport and constructioa sectors. Ofien supervised by municipalities, these programmes were targeted
primarily at the existing employees of small- and medium-sized firms. As of March 31 1993, 1661 Polish
enterprises had chosen the liquidation route: 501 from the construction sector, 490 from manufacturing,
260 from the agribusiness sector and 193 trade organisations.

The liquidation process as defined in the State Eaterprise Act is subdivided into two options,
covered by Article 37 and Article 19. Under Article 37, an esterprise can be liquidated as a legal entity in
ooe of three ways: through a trade sale of assets; through the contribution of assets and liabilities to a
joint venture with a domestic or foreign partoer; and via the sale of assets and liabilities to a new firm
established by managemest and employees (buy-out). Of the three options, the sale of assets and liabilities
to a new firm has been the most populsr route to privatisation under Article 37: involving 80 per cent of
the 750 state enterprises liquidated under Article 37. Throughout the process of liguidation and
recoastitution as a private firm, an eaterprise’s founding body, the Anti-Monopoly Office, and finally the
Ministry of Privatisation, all play an active role with each having the right to raise objections or veto the
proposal. Since any new eatity assumes old liabilities, creditors, maialy banks, also need to give their

approval.

As of March 1993, 911 Polish enterprises had choses the route to privatisation defined under
Article 19, sometimes referred to as ‘true liquidation®’. Under this optioa, state assets of enterprises that
are no longer viable are sold off to the private sector. By cootrast with Article 37 privatisations, liabilities
are not (aken over by the firm purchasing the assets. Tbe process is initiated by an application from the
firm's founding body or its management and workers council. An evaluation of the enterprise is then
carried out by a commitiee of experts which is reviewed by the founding body and representatives of
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creditor banks. If the proposed liguidation is accepted, a liquidator is hired to sell off assets and divide
the proceeds among creditors. One of the wesknesses of Article 19 procedures is that it Is quite easy for
an eaterprise’s mansgemest (o defer payments to banks, use available cash for wage increases, and strip
assets between the time liguidation procedures commeace and the arvival of a liquidator. There have been
a sumber of cases where enterprise managements bave acted birespoasidbly by accumulating additional
debts before final liquidation.

The pelitical backinsh

In Poland, as cisewhere in CEE, the progressive ceding of control of many small- or medium-sized
state-owned enterpriscs to their existing managemsest has given rise to some criticism. So-called
spoatancous privatisation has most commounly beea initiated by the ‘nomeankiatura’ - the socioecomomic
and political groupiag of former seaior communist pariy officials and burcaucrats who managed to
capitalise their waning power and counections to obtaia advastages from the aew market economy. This
acquisition of mew privileges by members of the old regime is deeply resented by much of the population
but it is a feature of mest societics undergoing peacefu! traasition from oone regime to another. The old
establishment uses its inside kmowiedge of the whereabouts and value of state assets to select the best state
property and transfer ewnership to itselfl wsually within the law. In the CEE, there also has been a
coasiderable amount of luck invelved, of happesing to work for a profitable or potentially profitable
enterprise that suddenly becomes available for private purchase. There has probably been less reseatment
about the privatisation of businesses than about some of the murkier aspects of property ownership
transfers. The very obscurity of property titles in many parts of the CEE region has sometimes encouraged
a voracious "looting mestality’ amoagst the nomeakiatura.

Some commentators argue that transferring ownership of mostly small state-owned enterprises to
members of the old regime buys off their opposition. Some members of the nomenklatura are undoubtedly
still very wealthy and this process of spontancous privatisation should, it is argued, encourage them to
mobilise their wealth for productive purposes. In a capital starved economy such as Poland, it is argued,
no one can afford to be squeamish about the origins of the capital that is available.” However any short
term benefits may be outweighed by loager term social, political and economic costs, in particular, the
perceived injustice of this transfer of economic power to a discredited leadership. This returns the
argument back to the importance of establishing effective legal and regulatory infrastructure to prevent
abuse of power and connections and the issue of sequencing reforms correctly.

The role of sectoral studics

An increasing number of privatisations of large state-owned enterprises are the outcome of 36
detailed industrial sector studies originally commissioned during the Bielecki administration in 1991. The
Ministry of Industry and Trade and the Ministry of Privatisation sponsored the review of 36 different
industrial sectors, in order to assess the relative strengths and weaknesses of large enterprises in the
domestic and foreign markets prior to considering privatisation. This programme, basically a exercise in
stock taking of the state’s portfolio of enterprises, is sometimes misleadingly referred to as ’sectoral
privatisation’. It has come under a lot of criticism since it was slow to con.e to fruition and bas involved
a number of high profile foreign consultancy firms.*

The basic approach of the sector programme was to examine the structure of a given sector, for
example, cement production or industrial gases, to make comparisons with similar western industries,
examine restructuring seeds, and then to set up competitive bidding procedures for potential foreign
investors, if found to be appropriate.

In the confectionery sectoral study, for example, twelve enterprises were reviewed, only five
expressed s desire to continue privatisation under the auspices of the management consulting firm engaged
by the Ministry of Privatisation to advise on privatising the sector. The remaining firms either chose not
to change their ownership status or opted to pursue privatisation through their own means. In the case
of industrial gases sector, the original state-owned enterprise, Polgaz, was split up into seven companies,
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foar companies have each been bought by different foreign investors - AGA of Norway, BOC of the United
Kingdom, Liquid Carbouic of the USA and Linde of Germany, while three have opted to be privatised

through management buy-outs.

In the case of the cement iadustry, two West European cement manufacturers have taken stakes
in three Polish plants but because the technology is often obeslete and ia breach of EC envircamental
protectioa standards foreign buyers are cantious and prices paid so far have been quite modest. Of the
remalaing sixteen, sevea esterprises are covered by the Mass Privatisation Programme.

Capital privatisation

As of March 1993, capital privatisation had beea adopted by nearly 500 enterprises, including 411
firms from the manufacturing sector and 64 from the coustruction sector. The approach allows several
options to be pursued including: flotation by public share offering, 28 masngement buy-out or direct sale
to, for example, a foreign investor. As in other cases, the enterprise management and the workers councils
have to formally initiate the process by applying to the fesnding body for privatisation. Ounce the
capitalisation method and valuation of the enterprise has beea approved, a joint-stock company owned by
the Treasury is created. The workers councll is thea dissolved and a supervisory board is appointed:
workers have the right to sclect one-third of the board members. The mew State Treasury joint-stock
company then has two years in which to privatise according te eme of the three methods described above.
The time limit is designed to preveat the state from ouce again becoming the de facto owner. When & sale
has beem agreed, employees are entitied to purchase up to 20 per cent of the shares of the new private
company on preferential terms.

Of the possible methods of capital privatisation, direct sale to mainly foreign investors has
emerged as the most popular option. Sales are required by law to be opes to competitive bidding. It is at
this juncture that:the sectoral studies commissioned by the Ministry of Privatisation have proved very
useful for identifying potential investors and informing the negetiating team from the Ministry dealing with
interested investors. The commitmest to open competition and active and informed promotion of
investment opportunities is generally believed to bhave stimulated greater interest from foreign investors,
led to a higher final sales price and better prospective investmeat commitments than would have been the
case if enterprises had simply beea put up for sale.

Privatisatios by managrmeat contract

An option to privatise through restructuring bas recently been added to the already
well-establisbed routes via liquidation and capitalisation. Under the new programme, management teams
control the restructuring and privatisation process. A tendering procedure is organised for each company
participating in the programme whereby management groups are invited to submit bids for the contract
to manage each company. Each bid bas to reflect each management groups’s estimate of the value of the
firm along with a viable restructuring plan. The team submitting the best proposal is then awarded a
management contract by the Ministry of Privatisation which thes assigns responsibility for implementing
the restructuring plan and privatising the company. Two masagement groups have so far been selected
by the Ministry to launch the programme to encompass fiftees enterprises.

Capital-managesaent privatisation

A final variant of capital privatisation that has been developed most recently is what Enterprise
Investors of New York refer to as capital-management privatisation. The approach is an attempt to plug
the funding and managemest gap so apparent in many privatisation efforts. The Stabilisation
Restructuring and Privatisation (SRP) programme developed by the EBRD and described in Chapter Three
has a similar purpose. Basically capital-management privatisation is designed by investment fund
management teams to inject capital and a new ownership and operational structure in to capital starved
eaterprises that are potentially viable. The Investment fund takes on the risk of co-ownership by taking
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am equity stake im the enterprise being privatised but within a predetermined time borizou, ysually between
five and seves years. At the end of that period the investment fund(s) plan to liquidate their investment
and realise any capital gain. The SRP programme is more ambitious than the Eaterprise Investors scheme
since it is also designed to assist banks manage their debt work-out regimes and coanciliate with beavily
indebted state emterprises.

The major differemce between capital-management privatisation and other forms of capital
privatisation is that the company and its management team has the opportunity to maintain its identity
and independence. Whea shares are sold to a strategic investor, an enterprise’s management usually has
to subordinate its business plans to the strategic corporate objectives of the outside investor. Privatisation
by managemest contract, oa the other hand, while aot doing this, may burden the company with interest
repayments and lease installments and oftem restricts business expamsion by limiting the range of
investment resources that can be tapped.

Basically, capital-management privatisation represeats a formal recognition of the fact that
virtsally all privatisations in the CEE region require some form Jf financial restructuring prior te
privatisation. Where third parties, whether they be banks or veature fands, are contributing capital, not
unreasonably, they imsist on carrying out a thorough evaluation of the enterprise’s management and
business plan before committing funds. They also expect to retain an active, but not dominant interest,
in the enterprise’s affairs.

Mass privatisatien

A mass privatisation programme was discussed for more than two years in Poland. It was
eventually approved by parliament om 11 April 1993. Mass privatisation is to be achieved through the
allocation of 60 per cent of the shares of over 200 state-owned enterprises to 20 financial intermediaries
to be known as National Investment Fuands (NIFs). The Funds will be established in or arcund January
1994 as joint-stock companies and will operate as closed-end investment funds with an eavisaged life of
ten years. Each intermediary will control between 10-20 state enterprises.

The task of each intermediary is to increase the value of the its shares by increasing the value of
the enterprises it owns. Laogically this implies that Fund management teams will seek to maximise each
firm’s value through restructuring. Fund managers will receive an annual fee topped up by
performance-related bonuses and share options that can be exercised at the end of the envisaged ten year
life of the funds.

The NiFs will be owned by all interested adult Poles who will be invited to buy a single share in
each intermediary, purchased for a modest registration fee of the equivalent of $20 or 10 per cent of an
average mouth’s wage. The certificates will, in due course, give their holders the right to exchange them
for the State Treasury's shares in the funds. As a result of this exchange the NIFs will be fully privatised
and their shares traded on the Warsaw Stock Exchange.

Initially Allocation of the companies’ shares among the investment funds is to be distributed as
follows:

bd 27% of the share capital will be divided among all investment funds (small shareholders)
with equal numbers of shares going to each fund;

. 33% of the share capital will be aliocated to one fund (lead shareholder);
. 15% of the share capital will be reserved for free distribution to employees; and
. 25% will remain in bands of the Treasury or the Ministry of Privatisation.

Each NIF will receive an equal portion of a first block of 27 per cent of the shares of all
companies; after examining the prospects for each firm, they will then in turs select specific companies and
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obtain a 33 per cent block of shares in them” It is assumed that the NIFs will carry out due-diligence
reviews of these compaaies and restructure where necessary. It is assumed that the leadiag NIF will thea
play a key role in turuing arcuad the eaterprises Ia their portiolie te impreve curreat performance and
profitability. The distribution of coatrolling iaterests may change further following subsequent trading
among shareholders, subject to certala restrictions to easure that e companies are abandoned. The
objective is to emcourage decpeniag of capital markets and the strengthening of corporate governance.

Im order for the NIFs to realise their gains, it will be necessary to privatise their enterprises at
a good price. Real privatisation will ealy be complcte when the general pepulation receive share certificates
with real value in the secondary markets. Ia a late amendment to the iegisiation no firm can be included
in the programme without the consent of the eaterprise directers and the workers council.

The target launch date for the NiFs is 1 January 1994. Pelish aduits will then have six months
in which to register and claim their certificates.

A prcdiminary asscssment of Polich privatisation

Across the regioa, the privatization of large enterprises through a direct public offering (capital
privatization in Poland) has been limited. In Poland, caly 28 companies had been privatised through
capital privatisation by the end of 1991." Of these, cight were trade sales to fercign-based companies and
14 were privatised through public share offerings. In Hungary and Czechoslovakia the number of trade
sales was higher, but there was still disappoistment in the speed of the process. And in Hungary, there
was a particular dissppointmest with the First Privatization Programme launched in 1991 which was to
include several IPOs which still have not takes place.

It is mow widely ackmowledged that such a pure "classical’ capital appreach based largely oa British
experience is inappropriate for the CEE/FSU situation. Selling an enterprise to a large sumber of small
shareholders does-little to improve corporate governance and revenue benefits go to the state, mot the
enterprise. It has mow become the orthodoxy of the Polish Ministry of Privatisation and the Ministry of
Industry and Trade and those in charge of privatization programmes across the region, that a stroog,
(usually foreign) partner, is esseatial to provide the capital, management and technology te turn around
a typical CEE enterprise.

As a result, the emphasis in capital privatisations has tursed more and more to the need to find
a foreign partner looking for an entry into the Polish market and one which is prepared to make &
substantial investment of management time as well as money. Hence the importance of professional and
well-executed sectoral studies that provide the authorities with an appraisal of the up-to-date status of
domestic state-owned enterprises, opportunities in the global marketplace and a short list of prospective
investors. The impact of sectoral studies on capital privatisation became apparent in 1993 when no less
than 42 state enterprises were privatised in just over nine months, only four were via the Warsaw Stock
Exchange. In short, carefully packaged and targeted trade sales now dominate capital privatisation in
Poland.

Foreign investors have played a key role in the successful turnaround of several former state-owned
enterprises across the region. His argument is based on two case studies of Gerber, the US baby foods
manufacturer, and Thomsos, the French state-owned (sic.) consumer electronics company which are
majority joint venture partaers in, respectively, Alims and Polkolor. Both companies are now competing
very successfully in domestic and export markets. Thomson exports 60 per ceat of its TV tubes to the West
and Gerber has doubled turnover in a year from $25m to $50m and exports 20 per cent of production.
These two glittering success stories are compared with the relatively dismal perfcrmance of many of the
Polish companies that were privatised and remained under local ownership and management."

The key factor in the success stories comes through the way in which the foreign partner’s
contribution is mediated through a radical transformation and streagthening of middie management.
Without this injection of management know-how, companies tend to flounder and drift into a downward
spiral of layoffs that are never quite large enough to permit efficient refocussiag of the enterprise because
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of trade unios resistance and managemest weskness.

If 1993 was the year whea the Miaistry of Privatisstion’s persistence with sectoral reviews peid off
is an lacreased number of strategic capital privatisatioas, 1994 should be the period whes the first 200
mass privatisations under the acgis of 20 NIFs begia to make aw impact. Clearly there is scope for coaflict
betweea what might be calied the ‘cherry-pickiag’ secteral approach to capital privatisation which has
ebvious revemue benefits for the Polish Treasury and the mass privatisation approach which has populist
overtomes. Privatisation is expected to realise $500m im 1993 for the State Treasury.? By October, the
goverumest had received $200m ia revesue and obtained investmest commitments of $500m from capital
privatisations alone. Transactiea cests were 6.1 per cent of revenue down from 133 per cest of reveswe
in the first full year of capital privatisation in 1991. There must be substaatial doubts as to whethser there
will be any firms of value left to be included in a second wave of mass privatisation.

Mass privatisation: pepulist pelitics er geed for businrss?

Obvicasly it is impessibie to make a judgment about 2 policy that has been talked about for more
than four years but has se far net been implemented. While the Polish goverument's structural adjustment
programme ansounced in the last quarter of 1989 may kave been truly radical, the speed of implementatioa
of its privatisatien pregramme cza hardly be described as such. However, the signs are that the
privatisation programme in geaeral Is centinsing to gain momestum and the mass privatisation
programme, in particular, will start to be implemented in 1994.

A major innovation in the Polish mass privatisation scheme is the assignment of strategic, 10-year
managemest functions to the 20 new National Investment Fuads. In the Czech case, the 420 investment
funds appeared spostaneously following the lsunch of the mass privatisation programme. The then
Czechoslovakian governmest simply Issued books of vouchers to its citizeas which could be used for
bidding for shares in 1,300 esterprises included in the mass privatisation programme. Most people hud
20 idea which wery good investments and chese to delegate this decision to the private funds which were
maialy created by state-owned basks. The banks, of course, lacked fund management skills or experience.
So far it is unclear how the different fund managers will decide on the fate of the firms they "own’ though
there is likely to be a bias towards asset stripping and quick profit taking as fund managers compete
fiercely against each other for business. In the Czech case, it is not impossible to imagine a severe political
backiash and a government instituted roll-back for distressed companies located in sensitive regioms.

In the Polish case, the success of the mass privatisation programme depends explicitly os the
quality of the NIF management and their ability to convert the enterprises in their portfolio in to profitable
investments. However, as with the Czech mass privatisation programme, there are no obvious efficiency
gains to be bad from injections of mew capital, new management or know-how. There is a real danger of
insiders rigging the market. The distribution of ownership may be equitable, but shareholder property
rights are ultimately diffused. However, the Ministry of Privatisation has attempted to deal with this
criticism by encouraging each of the Funds to establish a controlling stake in around twenty to thirty of
the enterprises in their portfolio so that the Fund management teams can drive through restructuring
plans if pecessary where they have ownership control.

Again populist promotioa of the mass privatisation programme has probably encouraged false
expectations. On the other band, the emphasis on professional and experienced management of the NIFs
will minimise the possibility of corrupt deals occurring. With an expanding domestic economy easing
recessionary pressures os firms, there is a reasonsble chance that the mass privatisation programme will
be successful in creating a new class of private property owners. The political objective of neutralising the
cootinuing influcnce of the management and workers of the state-owned sector will undoubtedly be
advanced.” However, the outcome of the September 1993 election in Poland should be seen as a clear
warning to the authorities. The electorate Is unhappy about increased inequality which they rightly or
wroogly ideotify in part with the outcome of privatisation. The paradox is that the electorate bave turned
to the postcommunists and their allies for relief from what are perceived as the injustices of the transition
process. The mass privatisation programme when it gets underway in 1994 will undoubtedly stir up further
popular disquiet about the redistributios of wealth is postcommunist Poland.
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Constraiats to Pelish privatization

As a result of the reforms iatroduced in the 1980s by the communist governmeant, the succession
of democratic administrations since 1989, has ireaically had te face the problem of megotiating
privatisation deals with seif-governing state eaterprises. In each Polish enterprise, the workers council has
sa importaat say ia straiegic decisions affecting the enterprise and can cflectively veto any proposed
ownership change. Thus, constitutionally, any propesal fer privatisation bas to be approved by the workers
council. Governmest institutions may encourage the process through indacements such as offering special
{ax breaks, but uitimately the state cannet force employees to accept privatisation.

In addition, the privatisation pregramme has had to take lnte consideration the extremely
complicated and decestrulised owmership structure of Polish public emterprises. The Ministry of
Privatisation has, at enc time or anether, had to negotiate with ever €0 different founding bodies’ im its
efforts to implement its privatisation programme. In erder to coerdimate and facilitate operatioal
activities the Ministry has a network of regienal offices. Evea se, sequencing problems have quite oftea
resulted in decisions being delayed or obfuscated. If s municipal authority does not wish to privatise a
particular eaterprise of which it is the "Tounding body’, there is very little the Ministry can do other than
persuasion.

The reprivatisation constraint

A further factor delaying privatisation kas been the absence of reprivatisation legislation in Poland
even though it was the first couatry ia the CEE region to launch a privatisation programme. Poland now
has the dubious distinction of beiag the oaly country ia the regioa apart from the FSU without a law on
its statute book covering the problem of property restitution. So far the only redress open to former
owners deprived of their property both illegally and under former communist legislation has been to go
to court to claim their rights. To date the Ministry of Privatisation has received movre thas 8,000 claims
from former owners but there is no agreement on they way in which properties should be returned to those
who lost them to communism. There have been a number of attempts to draft a reprivatisation bill
starting ia 1989. The latest draft bill fell with the government in September 1993.

In this latest draft, three ways were envisaged for mecting former owners’ claims. They would have
beea able to either receive their properties in kind, obtain a substitute property or get reprivatisation
vouchers. Such vouchers would have been bearer securities good for six years without interest which can
be coaverted into stock im privatised eaterprises. A reserve of five per cent of the stock in
Treasury-controlled companies would be set aside for reprivatisation compensation purposes.

The Ministry of Privatisation estimates an overhang of around 300,000 outstanding claims though
if experience elsewbere in the CEE is anything to go by, the number could be much greater.” The views
of the pew government of Mr. Pawlak on this contentious issue are unknown but it is apparent that the
problem of reprivatisation has to be resolved by legislation. Current reliance on the courts is hopelessly
inadequate. If a litigant wins a case, the state bas no resources for paying restitution, bardly a situation
likely to emcourage people to put their trust in property rights, coatract law and the legal and regulatory
infrastructure of modern Poland.

The contribatien of fervign direct investment (FDI)

Foreign direct investment (FDI) is motivated by one of two broad objectives: searching out new
markets, or to minimise global costs of production including seeking cheaper raw material sources. The
impact of the policy environment, and privatisation policies in particular, on investment decisions is clearly
iofluenced by the objectives being pursued by the ioward investor. A German mail-order catalogue
company seeking a cheap subcontractor for garment manufacture is unlikely to be interested in the same
issues as say a soft drisks bottler looking for a pariner to service the Polish domestic market. The
market-seeking bottling company s likely to be interested in projected growth of disposable income in the
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region, the streagth of competition, the type of distribution system available and exchange rate policy
amongst other tems. The expert-eriented garmest manufacturer Is primarily concerned with labour cests,
the productivity of the work force and the availability of reliable but low cost transportatioa.

If we coasider the effect of government peolicies ea FDL, it is important to bear in mind that FDI
is a multidimensional, evelutionary precess. Decisions concerning initial equity, reinvestment of earnings,
and long-term and short-term debt differ. They are made at different poiats ia time and at differeat stages
of a project. An optimal gevernment policy mecds to take acceunt of the differeat parameters involved s
each type of investment decision. There are alse likely to be tradeolls between attempts to attract FDI and
mational economic welfare. For example, seme policies designed to eahance the efficiency of domestic
markets such as an active anti-trust pelicy may discourage market-secking investment. Specifically, market
seckers are likely to faveur impert pretection, sabsidies for iabound FDI, government procuremest policies
that discriminate against imports but net against fercign-owned domestic firms and otbher mon-tariff
barriers to import competition. In ether words, certain kinds of market imperfections are favourable to
inward investment because they emable investers to make profits secure from significant competition.

By coatrast, some policies that decrease market imperfections can be attractive to FDI. Thas
privatisation of state momepolics may opea up mew opportunities for FDI provided mo private
domestically-owned monepelics are created. Implementation of anti-dumping measures and simplification
of import duties oa essential inputs easures local preducers, whether foreign or domesticaliy-owsed,
compete on equal terms with imports. Policies 1o decrease trade-related market imperfections such as the
abolition of complex import and expert regulatioas through the creation of manufacturing in-boud facilities
are likely to be particularly important to export-orieated cost saving investments.

The Pelish expericace of forciga direct investent

It is widely recognised in Poland that privatisation alooe will not ensure the -efficient
transformation of state enterprises to world standards of competitiveness. The savings rate of the Polish
economy is insufficient to finance restructuriag evea when combined with aid flows. Investment in all
sectors of the economy bas been in decline simce 1989. Scarcity of funds has delayed completion of vital
infrastructure investmeat ia coatrast to the pre-1989 period whea shortages of physical resources
constrained investment. Perbaps more important thas finance is the severe deficit in market-oriented
expertise at enterprise level. Foreign direct investment comes in as a commercially viable package, not only
in the form of funds to buy new equipment and modern technology but also in the form of management

expertise includiag marketing, finance and organisation.

Poland first attempted to attract foreign investment in the late 1970s following the passing of the
1976 foreign investment law. It has bees progressively amended since (1979, 1982, 1985, 1986, 1989 and
1991). The real breakthrough came aftes 1989 when a modern liberal investment code was introduced into
the law io mid-1991.

The most important changes introduced into the law were: freedom of transfer of profits and
proceeds from sales of stocks and shares; abolition of the minimum capital coatribution required of foreign
investors and relaxation of formalitics; special tax breaks were restricted to only investments over Ecu 2
million and investments in regioas of bigh wsemployment, projects employing modern techoolegies or
exporting at least 20 per cent of output.

In addition, the mew investment law prevides protection to foreign investors against political risks,
Extra safeguards are provided through bilateral agreemests with 17 of Poland’s major economic partaers.
Finally, the basic privatisation law of 13 July 1990 allows for the participation of foreign investors.

The growth of forcign investment
There was ao initial rapid growth of foreign investment in Poland. Between end of 1990 and to

end of 1991 the number of joint veatures involving foreign partners grew from 1,645 to 4,796. By the end
of 1992, the sumber had expanded to 5200. Part of the reason for the sharp increase in joint-venture

46




formation was the abolition of the minimum capital requiremest ia mid-1991. Many of the small
lavestmests were ia the service sector, a feature characteristic of the first wave of iavestment into the
special economic zomes of China. The first wave into Poland after 1989 was dominated by German
investors: 30 per cent of the total number of companies. By 1992, the Americans probably took the lead
in volume terms. However, foreign investment statistics are notoriously difficult to collect and trends are
therefore difficuit to interpret. There is o statutory obligation oa foreign investors to declare their
investment to the authorities.

Total volume of commitments was betweea $700 millios and $1 billion ia 1991. Commitments in
1992 were officlally declared at $4 billion including $2 billiea from Italy, $600 million from the USA, and
$300 mitlion each frem Germany, Austria and Sweden. Table that lists the twenty largest investors in
Peland as reported in April 1993 demonstrates the wide gap between curreat investmnent (debt and equity)
and investment commitments.

In comparisoa to Huagary and the Czech Republic, Poland has been relatively slow in attracting
inward imvestment. The prospect for 1993 and beyond seem to be emcouruging with estimates of
commitments rising to as high as $6 billion by 1994. Certainly Poland’s rating as an investment
destination amoungst poteatial multinational investors bas risen to second only to Hungary as reported in
a survey commissioned by the Polish economic planning agency im 1993.

Table: List of top fercign investers in Poland

Sogrce: Warsaw Voice, 4 April 1993,

So far the Polish authorities bave not conducted any systematic evaluation of the costs and benefits
of iaward foreign investment. The major promotion effort has focused on making Poland attractive to
iaward investors through one-stop promotion agencies such as the State Agency for Foreign Investment
(PAIZ) and the UNIDO-sponsored Investment Promotion Service (IPS). Regional authorities at voivodship
level also have set op inward investment promotion agencies. The exact nature of the deals struck with
investors are, of course, closely guarded commercial secrets. At some future date, it is important that the
authorities evaluate foreign investment projects in terms of: initial equity investment, loan inflows and
repaymesnts, reinvestment and capital repatriation. This is necessary if further fine-tuning of foreign
investment policies and avoldance of wasteful duplication or promotion activities is to be achieved. There
are also the fears of certain political groups to be allayed as regards exploitation of Poland by foreigners.

Above all governments have to be realistic in their expectations about promotion efforts.
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lavestment and reinvestment decisions are always going to be primarily drives by interual enterprise
coasiderations. There is therefore a limit to what can be achieved with glossy brochures and well-appoiated
office suites of promotion agencies. Investors operate in a competitive caviroament and are wsually well
aware of aiternative avestmest locations. Of much grester importance than geseral promotion efforts,
are carefully targeted introductions te local investment opportunitics. These always seed to be highly
specific, well-informed and honest. However, all surveys of investors concerns reveal the primary of
prospects for econcmic growth, pelitical and therefore policy stability, and the trarsparency and efficiency
of the legal and regulatery infrastructure.

Of course, there are differences in specific coucerns that relate to investor motivation but the
lesson for goveruments and policy-makers is clear: it Is the general political and economic bealth of the
bost mation that matiers most. No amouat of promotion can disguise a bostile economic environmeat.
It is also very Important to remember that prospective investors invariably consult existing investors so
keeping established investors satisfied is a wise policy. Not oaly are they the most important source of
promotional information for new lavestors but if they are positive about the host economy they will
maintain their reinvestment rate.
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Chapter §
The Emerging Mcthodelogy of Industrial Restructuring

Selection of enterprises and preparatory analyses

One of the most critical steps, and perhaps the most contentious aspect of industrial restructuring,
is the sclection process by which enterprises are wdeatified for inclusion in the process. Unsurprisingly, given
the importance and socio-political seasitivity of certain industrial sectors, such as coal mining, steel
manufacturing, shipbuilding and military industries, the process also is quite often highly politicised.

Which caterprises should be restructured? A prerequisite for launching a restructuring effort should
include gathering full information on a given market and industry. This should begin with a data review that
focuses on product and market, industry and cavironment, as well as other relevant empirical information
from studies of the same industrial sector elsewhere in the world cconomy. With this information, 2 more
coherent view of the enterprise’s competitive position can be created which, in turn, can form the basis of
a rational selection process.

Disputes about which ecriteria to use in the selection and preparation of enterprises for restructuring
arise from a varicty sources. The fundamental dispute, of course, is not about whether it is technically
possible to contribute to national economic efficiency by being selective. This is, after all, the key function
of financial institutions in a developed market economy - acting as an intermediary between savers and
borrowers and making a profit by, among other things, correctly assessing the commercial risk attached to
lending to the enterprise sector. Obviously there are major technical questions about what coustitutes a
balanced loan portfolio, an adequate capital base, the assessment of collateral, the application of bankruptcy
laws and so on, that need to be answered in any attempt to evaluate the cfficiency of any given capital
market.

The contentious question is which institutions and individuals have the capacity o select 'winners’
during the transition from a centrally planned to a developed market economy? From our discussion of the
deficiencies of the Polish banking system in Chapter Three, it should be clear that in Poland, the banking
industry is not capable of assuming sole respoasibility for picking winners. This also is the case throughout
the rest of the CEE/FSU region. Because of the market failure in the capital market and hence, there is
a need for various multilateral and government agencies to compensate for the gap in the capital market by
sclecting potential winners and, by default, losers.

Problem arise, however, when bureaucratic institutions become involved in the decision making
chain. Non-cconomic, social and political factors are likely to come into play. Very quickly, investment
decisions in the economy in transition begin to mimic decision making under tke central planning mechanism.
In short, the political and economic influence of an organisation begins to intrude overtly into the
restructuring process. The inevitable subjcctivity and uncertainty about investment decisions are exploited
by various interest groups in order to slow down or block restructuring efforts undertaken by state-owned
enterprises.

Given a history of systematic bias in the treatment of certain industrial sectors under communism
and the uncertaintics of the new situation, it is to be expected that restructuring will be a seasitive political
as well as economic process. It is politically difficult to admit the possibility that certain enterprises should
not be included in the restructuring exercise since there is little bope of rescuing them from collapse. As
unemployment increases in many regions, few authorities are keen to shut down enterprises. Sometimes,
then, enterprises which are in fact on the verge of collapse will be thrown into a restructuring process in the
vain hope that a miraculous rescue scheme can be devised in time to avert bankruptcy. This is especially
likely in seasitive industrial sectors and regions where unemployment is unusually high. In these
circumstances, restructuring is viewed as a cure for many years of enterprise mismanagement and neglect.

To a large degree *he condition of many large statc enterpriscs being restructured in Central and
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Eastern Europe and the FSU is a function of the particular indusirial sector in which thcy happen to fall.
As discussed carlicr, almost all ceotrally planned economies pursued policies that favoured bheavy industry
and this legacy exerts a powerful influence o restructuring programmes today. Many enterprises classified
as 'light mdustry’ that now being restruciu=d are undercapitalised as a result of decades of neglect.

This policy of sectoral discrimination often has been carricd over into the reform programme for
reasons of administrative incrtia and the coatinuing political influence of the senior management and trade
unions of major heavy industrics. In some cases the perpetuation of preferential treatment through tax
breaks, tanff and import protection can impede enterprise restructuring by allowing management to postpone
taking any painful steps needed to shed labour and capacity in order to improve competitiveness. Evidence
from Poland’s sectoral studics suggesis that the existence of a soft budget coastraint creates severe
disincentives for coterprises to ratiomalise their operatioas. Morcover, the most promising, that is
commeraally competitive candidates for privatisation, have already launched their own restructuring
mtiatives.

Enterprise restructuring approach and methodology

In Poland, schemes to restructure enterpriscs, as clsewhere in the CEE and the FSU, have been
greatly influenced by the methodology and techniques developed in Western Europe and the USA to turn
round failing companies. The ideas and concepts have mostly been brought in by foreign consultants, hired
in large numbers by multilateral agencics, government departments, banks and foreign and domestic
investors. Incvitably some of these ideas and the assumptions behind them have had to be modified in the
light of expericnce of actual restructuring exerciscs, particularly the implications of the weak legal, regulatory
and finandal services infrastructure typically found throughout the CEE/FSU. However, many of the lessons
learned from restructuring Western companics have proved a useful guide as to how to tackle the problems
faced by East European eaterprises as well,

Some observers argue that the main difference between turning around a company in the West and
onc in the CEE/FSU region is that restructuring in the latter entails major 'operations’ (broad-brush
restructuring) on all parts of critically "ilP enterpriscs, in comparison to the more sclective approach
(technical restructuring) required by the *sick’ parts of Western enterprises.!  Another not entirely trivial
consideration is that potential foreign investors, whether they work in multilateral financial institutions or
for foreign companies and banks usually insist on Western standards in the presentation of business plans
and financial information regardless of whethes it is appropriate for national circumstances.

Western cxperience indicates that the most successful restructuring strategies include significant
organisational change in terms of both organisational structure and process. The objective is to decentralise
and improve communication between management and the workforce, both key characteristics of a successful
recovery strategy. Improvements in marketing are common to both successful and unsuccessful restructuring
excrcises. Successful firms are distinguished by the tendency to couple marketing with more fundamental
product-market reoricntation. Success stories are more often characterised by improved financial control
than are failed recovery situations. Failed restructuring often includes steps to improve control systems, but
then the new systems arc not used cffectively to implement tighter financial control Disposal of non-core
and unprofitable activitics and the introduction new management techniques are the most commonly used
generic strategics. A new chicf executive is usually necessary to effect a turaaround.

Significantly, cost-reduction strategics are frequently used as part of a successful overall restructuring
strategy, but are used even more frequently by firms that fail to recover. This last point is of particular
interest, given that much of the initial restructuring advice given to CEE/FSU enterprises centred on cost
reduction. Although cost-reduction cannot be ignored, Western experience suggests that it is important not
to lose sight of the requirements of the core business which may be fatally damaged by endless cost-cutting
at the margins of an ever declining core. Thus a comprebensive restructuring programme needs to place
a balanced emphasis on all aspects of the newly redefined core business.

Given that the primary objective behind enterprisc restructuring is to improve the performance of

52




state operated enterprises in order to prepare them for cventual privatisation, what are appropriate objectives
for enterprise restructuring? Four key objectives are:

- Financial liquidity. In the short term, it is mecessary to take steps to
ensure that the enterprise remains operational. This means securing short
term financial liquidity and carrying out a rapid review of marketing and
productioa activitics in order to establish whether there are any short term
changes that can be introduced to improve the immediate cash flow
.o

- Operations evaluation. In the medium term, a comprehensive technical
and ecuvnomic evaluation of the eaterprises’ operations necds to be carnied
out focusing on the human resources available, cost reduction, and
equipment asscssment.

- Strategic product mix. On the basis of the comprehensive evaluation of
the eaterprise’s operatioas, advice should be provided to top management
on the strategic development of the firm’s product mix, the opportunitics
for diversifying product lines and markets and the financial implications
together with proposals for shedding sarplus capacity.

- Developmest and implementation of strategic plan. The final objective
is to assist top management in creating a strategic plan for the firm,
typically encapsulated in a mission statement, that is then agreed with the
trade unions. Then, and perhaps most crucially of all, it is vital to agree
upon an implementation programme for the recommendations of the
strategic plan.

* Having defined the approach, the next phase of a restructuring plan entails developing a sound
methodology to guide the process. Most restructuring projects commence with a thorough
diagnostic study that covers technical, operational, financial, and market aspects of the enterprise’s
operation. Based on the diagnostic study, a restructuring plan is formulated encompassing product
and market mix, resource optimization, asset disposal, rationalization of organization, management
structure and labour, improvement of technology, cost reductions, financial management, quality
improvements, sales and marketing improvements, and investment requircments necessary to
improve cnterprise’s performance. Next stage of the restructuring plan entails privatization or
commercialization described below.

Techuology and techuical isswes

The restructuring process must take into coansideration the technological base of a given enterprise. Having
d=fined the strategic mission of a company, technological review should focus

on retaining only the core assets necessary to fulfil enterprisc’s new tasks. As such, climination of the
vertically integrated technological process is a key component of restructuring that allows the management
to identify the most effective capital investment policy. Typical problems faced by Polish and other
CEE/FSU enterprises with an outdated technological base ceatre around the following arcas:

-Aged and obsolete equipment - given the lack of capital at the disposal of a typical enterprise, it is necessary
to maximisc existing assets while disposing of or sclling off superfluous machinery

-Underutilized production departments - it is necessary to spin-off or liquidate those departments which are
usually part of the support units and to hire subcontractors for required parts or services to reduce costs

-Lack of streamlined production - inefficient material-flows results in production bottlenecks and costly
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production methods

-Weak plant maintcnance system - lack of a regular inspection regime prevents tight cost-coatrol and too
much down-time in comparisoa with western competitors

-Quality control - undlear procedures for all siages of activities in design, construction, production, and
service departments. Need to develop and follow ISO 9000 and I1SO 9001 norms from the initial marketing
stage to assembly and servicing

-Pollution - littl: emphasis placed on eavironmental technology to control growing ecological problems from

Policymakers in charge of technological conversion and transfer of know-how should focus particularly on
military enterprises, almost all of which face an extremely uncertain future. Each nation of CEE or FSU
has to make a review of the sector since contribution of the military industrial complex varies from one state
to another with such states as Slovakia, Ukraine, Russia and Poland being particularly effected  With
drastically reduced demand from domestic and foreign clients, restructuring of these enterprises will require
active and generous involvement of government institutions that have clearly defined goals. On tke positive
side, many of thesc enterprises possess new technology and highly skilled management resulting from
preferential treatment of this industrial sector by former communist governments central planners. Although
some of the essential components needed for successful restructuning already exist, thus making reform
potentially easier, given the size, financial debts, retraining, and influence on the various regional economies,
input from policy makers is esseatial.

Poland's efforts to restructure its well-developed military - industrial complex is being obscrved
closely by central and regional government authorities. With 32 enterprises primarily
producing equipment for the military, this sector is heavily concentrated in the Silesian and Swictokrzyski
regions and, consequently, it wiclds an enormous influence on their economic welfarc. By the first quarter
of 1993, the Polish arms industry accumulated a debt of 14 trillion zloty (approximately $75 million).
{(Warsaw Voice, September 5, 1993) Many of the military sector’s problems arc common to other Polish
industries. The collapse of export markets to former Warsaw Pact and CMEA countrics was compounded
by the United Nations arms embargo on Iraq and Yugoslavia, bo' - irading partners of Poland. Although
the Polish Ministry of Defence is placing new orders for the first time in peasly threc years, most
defense-related enterprises are in perilous financial condition. As in other CEE and FSU states, conversion
of military production from "sword to ploughshares” is proving to be a long and laborious task requiring the
coordination of var‘ous macro-and-micro cconomic policics.

Alarmed by a four-bour warning strike orzanized by trade unions earlier this year, the government
responded with a restructuring plan whose first phase has yet to be implemented due to budget difficulties.
With little prospect of immediate assistance, many enterprises have undertaken individual efforts to improve
their market position by placing greater emphasis on marketing, sales, and domestic and forcign trade show
participation. Other problems faced by the military sector receive attention from international organizations.
As a response to the current situation, the Armed Forces Communications and Electronics Association, a
125-member organization of telecommunications companies and data marketing and management firms,
organized a conference in Warsaw in July 1993. The main goal of the conference was to exchange views
among participants from both East and West on ways to convert military commuaications infrastructure for
civilian use purposes. Communication firms supplymg the military sector in Poland, the Czech Republic and
Bulgaria attended and shared their views and experiences concerning ongoing restructuring efforts which,
in their opinion lack long-term vision and support from the top resulting in many enterprises facing
extinction.

Financial Restructuring and Eaterprises
Rearing the burden of the often disastrous economic policies of the previous regime, and plagued

by memories of bad loans, most of which were decided by former communist industrial planners, banks in
CEE and FSU bave retreated into a non-committal state with little hope of ever recovering those funds.
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Enterprises, on the other hand, taking advantage of governmeat’s plans to restructure debis, have stopped
bank payments on previous loans. To break the gridlock, macroeconomic decisions are needed to develop
a plan to finandially restructure banks and state owned enterprises. By doing so, an enterprisc’s management
could undertake difficult finandcal steps called for by the restructuring plan.

Mounting debts of CEE and FSU enterprises make financal restructuring an unavoidable problem
that must be addressed. Enterprises in Russia, Romania and Ukraine, for example, have
lost their faith in their governments’ monetary policy and completely stopped paying banks altogether
belicving that "empty money” will continuc 1o be printed. In a short span of six months this year, debt of
coterprises in these three states amounted to an astounding 50% of their GNP. (Rzeczpospolita, September
10, 1993) Financial difficulties are also proliferating in Poland, according to the Polish Ministry of Finance.
As of Aungust 1993, profits of Polish state eaterprises continue to decline, with accounts payable being 1.5
times greater than accounts receivable. Overall, credits to Polish enterprises amount to nearly 20% of the
nation’s GNP, with non-performing loans constituting from 15% to 40% of bank loan portfolio’s.
(Rzeczpospolita, September 10, 1993).

Various multilateral institutions and government bodies have put forth a number of propositions to
address this issue. One of the most popular options is a debt-for-equity swap. This scheme is receiving
morc atteation from the nine Polish state commercal banks that were paired with western banking partners
prior to their privatization. Banks arc exploring swapping some of their problem loan portfolio for shares
in enterprises that are heavily indebted to them. Others are considering rescheduling and securitisation of
debts that would make them easicr to pass on. For these schemes to take off, a heavy dose of capital
injection will be needed to cover by 1994 the risk-weighted capital adequacy standards of 8% sct by the
National Bank of Poland. (Central European, February 1992).

Polish shipyards, burdened by heavy debts resulting from the collapse of CMEA and the removal
of state subsidies for exports, negotiated an imaginative solution with their chief creditors. Specifically, the
Szczecin shipyard owed creditors 1.8 trillion zloty (USD 100 million). Approximately 35% of the debt was
owed to banks, while the state had 15% and supplicrs held the remaining 50%. The deal signed with a
consortium of Polish banks reduced shipyard’s debt by 50% by convincing creditors to drop punitive interest
on delayed repayments and converting 30% of the debt to cquity. The shipyard’s remaining debt was
converted into US dollars and will be repaid over five years at a dollar interest rate. Flexibility displayed
by all partics was to a large degree the result of the shipyard’s buge backlog of orders that guaranteed cash
flow over the next two years. Deliverics of 50 ships to foreign dlients will be worth approximately $1 billion.
Other eaterprises without a convincing backlog of orders are having more difficulties restructuring their dcbts
with the Polish banks. (Central European, November, 1992).

Proponeats of the Polish financial restructuring scheme prefer its decentralized approach, wheseby
Lanks are responsible for collecting all outstanding debts and they systematically make decisions without
government interference. However, the plan assumes that banks will be capitalized at the required level for
enterprisc restmcturing to take-off. It is preciscly this problem that has hampered Polish efforts. In
Hungary and the Czech Republic, where specially created government agencies became the central collecting
point for enterprises’ bad debts, Polish option is given more consideration. A representative of the
Hungariun Ministry of Finance attending the Banking and
Finance conference in Warsaw noted the aforementioned advantageous of the Polish model. Nonetheless,
Hungary’s centralized approach was the only perceived way to amcliorate the deteriorating financial
condition of enterprises given the lack available capital and the shortage of investors willing to buy bad debis.
(Banking-Finance Confercnce, Warsaw, September 9-10, 1993).

To overcome the obstacles discussed above, multilateral institutions are taking an integrated
approach in an effort to break the Polish financial paralysis. The European Bank for Reconstruction and
Development and Poland’s Government Economic Commission are cuwrrently discussing a multi-faceted
stabilization, restructuning and privatization (SRP) program to provide financial help for 180 heavily indebted
statc enterprises. Financial restructuring is the key clement of the five-ycar program which intends to
stabilize enterprise finances before privatization is launched. While enterprises are given new sources of
caoital, their bad debts will be restructured through debt reduction and deferrals of repayments.
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This program would also help state enterprises coavert to joint-stock or limited Lability State Treasury
companies, and thus support oagoing privatization. The EBRD is backing the program with 240 million
dollars, and is involving 12 Polish banks, the State Treasury and a management firm. To make everyone an
active partner, asscts of debtor enterprises are to become the capital for joint ventures betweea the EBRD,
State Treasury and one of the 12 participating banks. As a tax incentive, joint ventures intend to be exempt
from corporate income tax and would invest in stocks of 15 state enterprises. (Warsaw Voice - July 18, 1993)

At the level of the enterprise, financial restructuring should commence with a thorough diagnostic
review where methodology is developed, darificd and adjusted to the cconomic realities faced by the
company. It is important that the managemeat is involved in the diagnostic phase which is critical in
assessing an enterprise’s health and potential position within the industry and market. In Poland and other
CEE and FSU states, enterprises share similar problems stemming from the lack of appreciation or neglect
on the part of former central authoritics of the following financial disciplines:

-Cost accounting - inability by the enterprise to correctly estimate and control overheads, costs by product
groups and divisions, and inventory

-Revenue breakdown - little attention given to profit and contribution analysis, estimation of gross and net
profit margins of various product lines/groups of customers, and breakeven sales calculations

-Balance sheet and income statement analysis - difficult to draw quick and incisive conclusions from the
current format. Improvement is needed to assess cost-price structure of the business, inventory turnover,
debtor days, creditor days, current an acid-test ratio analysis, asset

turnover, and perform historical and projected cash-flow analysis

-Financial sales analysis - need to develop financial and business modelling, define product portfolio, identify
seasonal patterns, calculate historical sales trends by value and unit voiume, and analyze order books

Having performed a sound fiaancial diagnostic, enterprises look

to financial institutions for assistance. Three years ago Poland had onc bank. Today that pumber has
reached well over 100, and approximately 1,600 local co-operative banks currently function. (Ministry of
Finance) Despite Poland’s banking boom, financial restructuring has proven to be one of the most difficult
tasks facing Polish enterprises with inadequate financial know-bow. In far too many cases, Polish banks
remain largely aloof of the process preferring to minimize their risk in enterprises already deeply in debt and
operating in non-competitive industrial sectors. In the west, on the other hand, financial markets play a
pivotal role in the restructuring process where they become familiar and deeply involved in the daily tasks
and problems of an enterprise.

Human resource development

It is crucial that a comprehensive restructuring program offer multi-dimensional training schemes
for management and trade unioas to develop human resource skills needed in a market oricated economy.
On the macro-level, a review of state’s industrial sectors and regions to assess its comparative advantages
in labour skills is an effective way to measure labour’s knowledge of new industries and their compatibility
with market demands and new commercial applications. Based on these results training and retraining
options can be prioritized to meet industrial and regional development needs and address problems of
structural regional unemployment.

In Poland, such training and retraining schemes may well apply to the Silesian region with its high
concentration of coalmines and steel plants. As of August 1993, Poland had approximately 18% of its
workforce employed directly in the coalmining and enesgy producing scctor. Such levels arc higher than
Czechoslovakia (10%), Hungary (13%), and well above Germany (7%) and Spain (8%). (Polish Ministry
of Industry) In Ukraine, enterpriscs in the Donetsk Basin, and Romania’s declining Plocesti oil producing
region, are prime candidates for such a policy. Along with a training program, a policy directed at
stimulating small business development is needed to offer new job opportunities for retrained workers.
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Of spealic concern to CEE and FSU enterpriscs are the legions of blue collar wockers employed in labour
intensive beavy industries. The Polish Minisiry of Industry estimates that as of 1993 4 millioa Poles work
in the industnal manufacturing sector. This figure has beea decreased by one-fifth over the last four years.
As LSEs in that sector restructure by streamlining production, spinning off non-productive asscts, and
shedding surplus labour, the vast majority of workers will enter a crowded economy placing little demand
or value on their skills. In Poland, for example, restructuring almost universally entails reduction in the
following departments: transportation, social welfare, accounting /finance, tool making, production, security,
fire prevention, paint shop, maintenance, ccoaomics, legal, and health clinic. Once laid off, these blue collar
workers and white collar middle level burcaucrats are often expected to create new business eotities
providing subcontracting services to the former employer and other potential regional enterprises. Although
such developments have a logical economic rationale, they are difficult to stimulate without a well-trained
workforce possessing skills in cost accounting, finance, marketing, computer knowledge, distribution and
organizationai management.

In addition to the training nceds mentioned above, human resource development should encompass advanced
training in certain disciglines to improve labour’s level of knowledge of traditional and new industries. This
is particularly important in CEE and FSU enterprises whosc staff, primarily due tc outdated equipment,
received sound theoretical education without the benefit of applied science. Although 90% of Polish
managers in large state enterprises received university education, more are taking advantage of professional
management training courses to improve their knowledge and skills. Approximatcly 40% of managers above
40 years of age and 30% from the 20 to 40 ycars age group attended such courses. (Rzeczpospolita,
Septembecr 1, 1993)

Training is especially nceded in engincering, computers, MIS and other hard science fields, to narrow the
developed world’s comparative advantage. Polish enterprises, for example, suffer from technical and
scientific engineering weaknesses in areas of production planning, work methods organization, maternial flow,
machine loading, plant layout, computerization, application of CAD/CAM, management information
technology, and quality control. Similar observations have been pointed out by experts visiting other CEE
and FSU industrial enterpriscs currently trying to close through intensive training technological gaps with
the developed economics. Language training is also a top priority since less than 15% of mangers of state
enterpriscs know English, with even fewer being familiar with German and French. (Rzeczpospolita, July
2, 192)

Since LSEs and the transforming cconomics, as a whole, have few funds for such an undertaking, assistance
provided by forcign governments and multilateral institutions is oftcn of paramount importance for the
success of a well conceived and exccuted restructuring program. Quite often, management’s and labour’s
acceptance of government initiated restructuring programs is dependent on training/retraining options being
included. After the last wave of coalmining strikes in winter of 1993, Poland’s embatiled government reached
a compromise by offering a restructuring program for the enterprises in which the training element played
a significant role.

In the Mielec region of Poland, where unemployment problem intensified as a result of declining aircraft and
military oriented production, small business incubator scheme was launched

to address socio-cconomic problems caused by subscquent sestructuring of local enterprises. Such venture
was possibic through a well coordinated effort involving regional enterprises, Ministry of Industry, Ministry
for Foreign Economic Cooperation, regional government bodics, and international donors. With the
assistance of the Ministry of Industry, the founding body for many of the state owned enterprises in Miclec,
a Business Incubator Coundil was created in 1991 to develop small business infrastructure. Regional
authorities provided additional support by creating a Business Suppost Burcau whose mission was to train
emerging cadre of businessmen in such arcas as business plan development, marketing, and management.
Factories in the region contributed by donalmg free space and machinery. Since that time, 10 other regional
incubator schemes have been launched in Poland to belp the transition process in economically hard hit
areas. When applicd comprehensively, buman resource development becomes a powerful incentive for

change making restructuring of LSEs a managecable task.
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Of spedific concern to CEE and FSU enterprises are the legioas of blue collar workers employed in labour
intensive heavy industrics. The Polish Ministry of Industry estimates that as of 1993 4 million Poles work
in the industrial maoufacturing scctor. This figure has beea decreased by onc-fifth over the last four years.
As LSEs in that sector restructure by streamlining production, spinning ofl non-productive assets, and
shedding surplus labour, the vast majority of workers will enter a crowded economy placing little demand
or valuc on their skills. In Poland, for example, restructuring almost universally entails reduction in the
following departments: transportation, social welfare, accounting/finance, tool making, production, security,
fire prevention, paint shop, maintenance, cconomics, legal, and heakh clinic. Once laid off, these blue collar
workers and white collar middle level burcaucrats are ofien expected to acate new business catities
providing subcontracting scrvices to the former employer and other potential regional enterpriscs. Although
such developmeants have a logical economic rationale, they are difficult to stimulate without a well-trained
workforce possessing skills in cost accousting, finance, marketing, computer knowledge, distribution and
organizational management.

In addition to the training nceds meationed above, human resource developmeat should encompass advanced
training in certain disciplines to improve labour’s level of knowlcdge of traditional and new industries. This
is particularly important in CEE and FSU enterprises whose staff, primarily duc to outdated cquipment,
received sound theoretical education without the beacfit of applicd scicace. Although 90% of Polish
managers in large state eaterprises received university education, more are taking advantage of professional
management training courses to improve their knowledge and skills. Approximately 40% of managers above
40 ycars of age and 30% from the 20 to 40 years age group attended such courses. (Rzeczpospolita,
September 1, 1993)

Training is especially needed in engincering, computers, MIS and other bard scicace ficlds, to narrow the
developed world’s comparative advantage. Polish enterprises, for example, suffer from technical and
scientific engincering weaknesses in arcas of production planning, work methods organization, material flow,
machine loading, plant layout, computerization, application of CAD/CAM, management information
techoology, and quality control. Similar obscrvations have been pointed out by experts visiting other CEE
and FSU industrial enterpriscs currently trying to close through intensive traming technological gaps with
the developed cconomices. Language training is also a top priority since less than 15% of mangers of state
enterprises know English, with even fewer being familiar with German and French. (Rzeczpospolita, July

2,199)

Since LSEs and the transforming economics, as a whole, bave few funds for such an undertaking, assistance
provided by forecign governments and multilateral institutions is oftea of paramount importance for the
success of a well conceived and executed restructuring program. Quite often, management's and labour’s
acceptance of government initiated restructuring programs is dependent oa training/retraining options being
included. After the last wave of coalmining strikes in winter of 1993, Poland’s embattlcd government reached
a compromise by offering a restructuring program for the enterprises in which the training element played
a significant role.

In the Miclec region of Poland, where unemployment problem intensified as a result of declining aircraft and
military oriented production, small business incubator scheme was launched

to address socio-cconomic problems caused by subsequent restructuring of local enterprises. Such venture
was possible through a well coordinated effort involving regional enterprises, Ministry of Iadustry, Ministry
for Foreign Economic Cooperation, regional government bodics, and international donors. With the
assistance of the Ministry of Industry, the founding body for many of the state owned enterprises in Miclec,
a Business Incubator Council was created in 1991 to develop small business infrastsructure. Regional
authorities provided additional support by creating a Business Support Bureau whose mission was (o train
emerging cadre of businessmen in such arcas as business plar development, marketing, and management.
Factorics in the region contributed by donating free space and machincry. Since that timc, 10 other regional
incubator schemes have been launched in Poland to help the transition process in economically hard hit
arcas. When applicd comprchensively, human resource development becomes a powerful incentive for
change making restructuring of LSEs a managcable task.
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Chapter 6
Industrial Restructuriang: UNIDO Case Studies

Istroduction

Well awarc of the magpitude of the task ahcad of restructuring and corporatization of between 6-
8,000 industrial enterprises, the government established several new ministries and specialized agencies to
oversee the process. The Industrial Development Agency (IDA) was established to deal specifically with the
restructuring of these enterprises, but given no prior experience, its staff was faced with a sharp learning
curve. The Polbish government, with the support of the UK Know-How Fund, requested UNIDO's assistance
in the restructering of industrial eaterprises in a pilot programme which would cover ten enterprises of
varying size and in different sectors. Because of its unique mandate to deal with industry and its vast
experience in the area of restructuring, the Polish feit UNIDO was the best-suited 10 manage the project.
In 1991, the programme was launched.

As well as the eventual corporatization of the ten enterprises selected, the primary objective of the
programme was to facilitate the Polish restructuring process in general using the ten pilot restructurings as
training instruments for the professional staff of the IDA which would gain first-band expernience in the
formulation, exccution, monitoring and evaluation of industrial restructuring projects. Local consultants
would also benefit since they would be used on each of the restructurings. UNIDO also was believed that
the project would provide valuable lessons that would apply to restructuring across the CEE/FSU region and
thus would have widespread benefits.

It also had several secondary objects:

* To kecp the enterprises operational and maintain their financial liquidity in the short term,
until a firm restructuring plan could be devised. Priority was thus given to conducting an
assessment of assets and liabilitics, defining short-term measures to improve liquidity and
undertake ncgotiations with creditors, as well as address short-term technical, marketing
and financial problems. )

* To carry out a compreheasive techno-economic cvaluation of the enterprises’ operations
in terms of the types of plant, machinery and equipment used, skills available, the types and
volumes of products being manufactured, scope for reducing costs and rationalizing assets
and nay technical problems.

* To provide advice, based on the above analysis, on an ideal product mix and to recommend
new or diversificd product lines and markets, giving consideration to the changing economic
environment and comparative advantages, and to necessary improvemecats in the enterprises’
managerial /technical capabilities.

¢ To belp enterprise management develop a betier, more coberent organizational and
strategic view of their future, thus enabling the enterprises to elaborate and implement an
cflective restructuring plan and streagthen their position during discussions/negotiations
with potential technical and/or commercial partners.

The ten enterprises varied in size from medium to large scale, with between 700 and 5000
employces. They also represcated a good cross-section of geographic location and sectors. For example,
production of the enterprises included: tclevisions, constructions cranes, linen, computer equipment and
monitor screcns, clectrical switch gear, transformers, mobile cranes, locomotives, tram spares, industrial
pumps, heavy manufactured goods and food-processing equipment.

DETAIL HOW THE ENTERPRISES WERE SELECTED

The sclection process that is to reveal potential restructuring candidates adopted by policy making
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institutions is quite often dooc by mixing socio-political coasiderations with economic rationale. This was
the casc of the Bncn maker where uacmployment of over 20 per ceat is well above the national level and
where regional development lags bebind the rest of the country due to its primarily agricultural base. As
such, the enterprise’s export poteatial was mixed with socio-political coasiderations in order 1o deflect

accusations that enterprise’s problems were neglected.

The restructuring of cach eaterprise chosco was begun with a diagnostic survey of its technical,
operational, financial and marketing aspects. The comparative advantage of cach was also assessed, as was
the suizability of its products and markets.

Bascd oa the diagmostic survey, restructuring plans were then developed for each enterprise which
management strecture and labour; and investment requirements. A number of different scenarios were then
used to prepare business plans, taking into account possible future difficulties and contingencies. A separate
action plan was devised for the implementation of the recommendations.

In general, UNIDO experieace in Poland has found that regardiess of the sector involved, many of
the problems faced by Polish enterprises are the same. For example, all the enterprises involved in the

project had the following problems:

Overstaffing, especially in noa-productive arcas

No cost accounting

Incfiicicat busimess planning

Incflicient or problematic cash flow due to large amounts of working
capital tied up m imventory

Poor flow of mformation to management

Wide, oftca unrelated product mix

Heavy prior dependence on former Soviet markets

Poor quality control

Most of the enterprises were also characterized by outdated work methods, high material cost and
little if any marketing expertise or experience.

Because the problems are so similar in scope, restructuring a CEE/FSU enterprise will almost
always involve updating technology, upgrading quality and searching for new markets, rationalizing the
product mix by spinning off or closing down non-core products, restructuring the balance sheet, and installing
cflicient inventory control and management information systems, including new accounting methods.

The nature of the problems facing Polish and other enterpriscs in the region also is such that it is
important 10 begin any restructuring with clear idea of the environment in which the enterprise is in. For
cxample, because of the need to look for new markets, it is important to know what is happening in the
world market for that product. In the domestic market, it is important to have a clear idea of what the
situation vis-a-vis outside competition is, including such factors as tariff regimes and customs duties, as well
as the health and future of domestic competitors. These questions are best addressed prior to the selection
of individual enterprises to restructure, as part of an overall restructuring strategy or programme for each

country.
Results of the programme

The results of the restructuring programme undertaken by UNIDO in 1991 have been positive. Both
profit and sales appear to be up in the seven projects completed. It is impossible to compare pre- and post-
restructuring profit figures, since they were calculated using different accounting systems, but on the whole,
orders are being reccived by new customers and marketing has been active.




Case One: A linen manufacturer

The report for the Industrial Development Agency revealed that most of the equipment in the 26
enterprises making up the Polish linen sector is outdated and had depreaated by 75%. Most of the
enterprises lacked money for raw materials, and, with the exception of one plant, all had large operating
losses. The losses resulted from decreasing domestic demand, low profits from exposis, and declining quality
of linea due to low level of technology and under investment in capital improvements. To turn around the
cight enterprises, consulting firms financed by the PHARE program are to develop growth strategies, debt
restructunng, and implementation of corredtive: steps.

Selected by the Polish Industrial Development Agency (1DA) for restructuring, the enterprise was
already viewed by the IDA and the Ministry of Industry as an enterprisc with Little prospect of survival as
the linea sectoral study pointed out. According to the study and the Ministry of Industry, the linen industry
had profit poteatial. The particular enterprise choser as part of the UNIDO programme, had scen its
revenucs decline from $6.8 million in 1990 to $5.7 million in 1991, with the main source of revenue being
linen cloth sold in bulk. Tabledloths and decorative tabiecloth fabric constituted its most popular product
groups, accounting for an estimated 55 per cent of total sales in 1991. In terms of volume, projected sales
for 1991 totalled only 40 per cent of sales in 1989, and 85 per cent of sales in 1990. The main explanation
of this decrease was the collapse of the domestic and former USSR markets. Approximately 80 per cent of
the enterprise’s products are sold for export, mostly in bulk, with the United States being the largest export
market. However, profit margins were very small and in far too many cases, the enterprise had signed
unprofitable contracts with foreign partners.

An inability to decrease fixed costs also added to the enterprise’s financial problems. The total loss
for 1991 amounted to $814,000. While the caterprisc had no long-term bank debt to pay-off, financial
problems were revealed by low levels of Liquidity with account payables exceeding receivables by more thaa
100 per cent. In addition, intcrest penaltics had to be paid on overdue accounts payable, a full 86 per cent
of which had stood for at least 90 days since delivery. Compounding the problem were the excessively high
inventory levels for work in progress and finished product inventorics worth 6 billion PZL, approximately
85 per cent of finished products, that is kept as bank collateral. The enterprise’s main creditors were also
increasmg pressure for loan settlemenis. .

As is more often than not the case in the CEE/FSU region, the enterprise’s management proved
incapable of addressing its financial and revenuc problems. As well as an internal organization not suited
to operating in a market cconomy, management lacked experience in cost accounting, sales and marketing,
production planning, and quality control. An cxcessive amount of support staff, an acute lack of initiative
among workers, union iasistence on wage egalitarianism and generally low levels of pay that systematically
discourage potential workers contributed to the organizational problems. More speafically, despite a 40 per
cent reduction in the workforce since 1989, far too many employees stiil were involved in noa-productive
activitics.

During the diagnostic phase of the restructuring, it was initially proposed that the workforce be
reduced by at least 185 individuals 10 a2 more manageable 880 figure. The recommendations were made for
cach department: spinning reduced by 29, weaving by 32, finishing by 35, production foremen by 10, transport
by 17, workshops by 13, administration by 10, power plant by 4, store personnel by 10, support staff by 6.
On top of that, the enterprise employed 54 individuals in their holiday resort. Those employees would be
cffected when the resort was sold.

As the general situation deteriorated in enterprise, an emergency plan was developed to further
reduce employment from 880 to 682 by reorienting enterprise’s activity towards the core business. The
radical sestructuring plan was devised to save the enterprise, but was ignored by management and the
cnterprisc’s founding body which feared an increase in unemployment. The plan, which was finally
implemented 18 months later when the financial situation bad become critical by a consulting team hired on
a management contract, included the following recommendations:

. Immediate staff reductions;




New pricing strategy to climinate losscs oo forcign contracts; and
. Creating 2 new entity oa the basis of core production departments.

The plap called for the liquidation or spinning off of several divisions from the core business
including printing, sewing, new spinning production, workshops, and transport.

Lacking a strong cadre of well-trained engineers, accountants, and marketing specialists capable of
adapting operations to new technological, financial and market realities, the enterprise placed enormous
emphasis on the consulting firm’s ability to solve all of its problems during the implementation phase. The
management saw the coasulting firm as an entity whose primary mission was to obtain additional sources
of finance. As such, the role of a consulting firm was not very well explained to the enterprisc whea it was
selected for restructuring. Obtaining financing was extremely difficult given that the enterprise was burdeaed
by a government decision in 1987 in which the caterprise involuntarily acquired a branch factory in
Hrubicszow. Because of the factory’s poor financial condition, the entire plant and all fixed assets were
repossessed by local authorities, and the factory’s debt, amounting to 11,131 million PZl, was taken over by
the enterprise.

Due to the deteriorating financial position, financing did not matenalize.

The enterprise’s management, which was heavily staffed by engineers who in turn were driven by
production quotas, encountered new challenges created by the changing market conditions. But the
enterprise failed to adapt its structure and organization to market conditions. The diagnostic survey revealed
the presence of most of the characteristic problems of CEE/FSU caterprises including:

Incfficient sales department;

Poor cost control and budgeting;

Ownership of auxiliary and non-productive assets;
Lack of production planning; and

Overstaffing;

The enterprise also had a weak management team which was unable to implement restructuring
plans duc to strong union opposition. A lack of decisive action by the Voivodship government, the
enterprise’s founding body, which feared that restructuring would increase unemployment in an area already
hard hit by recession also worked against the enterprise in its restructuring efforts.

Development of strict and more sophisticated financial management and cost control measures was
critically needed and much of the restructuring focused on that area. Specific weaknesses were noticed in
the following areas:

Cash flow management
- Forecasting and budgcting
- Confrontational banking relations
- Lack of financial information
- Working capital nceds

Cost Control
- High fixed costs
- Incflective contracts and pricing strategy
- Poor investment analysis

The lack of an cffective cost accounting system prevented the enterprise from correctly calculating
the costs of cach product produced. As such, the enterprise was poorly prepared for developing a pricing
strategy. In addition, the lack of business planning, feasibility studics and cconomic modclling did not allow
the enterprise to quickly calculate its breakeven point and adjust to the rapidly changing markets. These
weaknesses had far ranging consequences as witnessed by severally finandially disastrous decisions. When
time arrived to ncgotiate new contracts, the management made strategic crrors which resulted in money
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losing contracts being acgotiated. Comsequently, the genesal manager, who also acted as the sales and
marketing director as well as production director, signed a series of export contracts of which an incredibie
96 per ceat were unprofitable. When confrooted and asked to justify his decisions, the gencral manager
claimed that the forcign markets were so important to the future of the enterprise that they had to be beld
at any cost. As a result to save the enterprise, financial decisions were made that oaly exacerbated

enterprise’s already shaky financial position.

When it was proposed that the enterprise’s organizational structure be changed, very little was done,
contributing to cootinued poor sirategic decisions until management was forcibly changed. It was
recommended that the currenl general manager, who was also the sales and marketing director and
production director, retain his production position but that a new geacral manager and a new sales and
marketing manager be appointed. It was also recommended that the economic director be replaced.  Only
the techaical director and the chief accountant were recommended to be retained in their current positions.

The result of the gencral manager also serving as production and marketing manager, was a vertical
decision making process. The general manager had so much power concentrated in his bands that little
counterweight existed to challenge his decisioans to sign unprofitable contracts. This was espedally evident
in the area of marketing and sales which made up a large portion of the strategic recommendations.

To remedy this, it was recommended that a marketing and sales department with a substantial staff
(19) be created. Each section and employce would have clear mandates and the depariment would be fit into
the overall organizational structurc of the eaterprise. The department would be responsible for the
ideatification of export markets, focusing on the US, EEC, and Southcast Asia and the creation of a
distribution strategy.

Quality control, or rather the lack of #t also was identificd as one of the enterprisc’s greatest
weaknesses. This lack of concern for quality, resulted in only 77 per cent of produced linea fabric fulfilling
intemational export quality standards. The remaining 23 per ceat of production was generally processed into
simple finished products and sold domestically for a very low price.

To remedy this it was recommended that a head of quality control be appointed and made directly
accountable to the Managing Director and that a specific outline of responsibilitics be developed for each
inspection manager and specialist.

As is the case in most of the CEE countrics, the labour unioas coatributed to the coutinued
deteriorating financial conditions of the enterprise by refusing to accept the radical plan to reduce
employment and focus only on the eaterprise’s core production assets. Instead, the unions presented an
alternative plan in which the level of employment was to remain basically unchanged. To keep the
production going, the unions also agreed to comtinue signing of unprofitable contracts which were to be
balanced through cost reductions consisting of such items as the creation of a voluntary fire departmeant,
reduction of encrgy costs by installing energy control measuring devices, climinating the middicmen when
buying raw materiale, and by not hiring outside service and maintenance firms. Simply put, the unions
proposed a plan to do everything internally which, contrary the unions belief, would only reinforce vertical
integration.

Case 2: WZT ELEMIS - WARSAW

This enterprise is one of Poland’s leading manufacturers of televisions. The enterprise enjoyed
prosperity in early and mid 1980’s. However, doe to increasing imports from western Europe and Asia, its
domination of the Polish market has beea broken, Since 1989, it had been loosing market share at a rate
of approximately 5 per cent per year. In 1991, the enterprise had only 165 per cent of the market of some
1 million television sets. Although this trend was halted at the end of 1992, the enterprise remains in
financial difficulty.




Many of the enterprise’s problemas were related to its organizational structure which consisted of
too many non-cove production asscts and too many employces. Besides the core plant, three other
production facilitics operated under the same umbrelia. Onc produced television componcats, another
produced professional television equipment and the third manufactured TV chassis.

To streamline the organization, the following steps were recommended by UNIDO consultants to
reduce internal operations coasisting of 80,000 sq. meters of excessive space:

Chemical plating division - liquidate duc to limited demand for these services
Tool shop division - spin off

Transportation division - spin off

Maintcpance division - independent ownership

Recreational facilities - liquidate

¢ & ¢ e 9

In 1993, the enterprise began to take necessary steps recommended in the restructuring strategy to
spin off, bquidate, or create an independent ownership for the above mentioned divisions in order to
concentrate on the core production units of approximately half the size. By shedding surplus assets, the
enterprisc was in better positioa to negotiate debt reductions with its main creditors.

The enterprise was faced with serious financial problems stemming from the following:

. A need to negotiate financial restructuring with main creditor, PBK Bank, and the State
Treasury,

Declining sales of TV sets; and

A lack of business planning, simulatioas, and feasibility analysis

The enterprise relied on manual simulations which took very long to calculate. Once cakculated, lack
of computerization prevented quick adjustments to changing market cavironment and new options presented
by the main creditors. As such, the eaterprise was at a disadvantage whea negotiating with creditors who
could quickly develop an alternative position while the enterprise had to wait for new calculations to arrive.
This problem is endemic in Poland where the banks hold a great advantage over the enterprises in terms

of knowledge, tools at their disposal, and negotiating flexsbility.

As part of the restructuring, the eaterprisc improved its simulation capabilitics by learning to apply
LOTUS 1-2-3 computer modelling. Ia addition, it began to explore other options to alleviate its debt
probiem and the caterprise’s creditors were invited to take part in the partncrship that would take over its
television manufacturing assets via debt to cquity swaps or cash contribution.

But it was determined that the eaterprise’s future depended on involvement of many external

Ministry of Finance
- Defer the payments of 1991 WZT’s debts toward the state budget
- Stop accumulation of penalty interests

PBK (State Credit Bank)

- Approve the enterprise’s business plan for 1992°¢

- Institute active control over the business plan implementation

- Unblock bank account

- Consider the possibility of changing part of its credit into future shares
Industrial Development Agency

- Support effort to obtain necessary credits

- Support management during the process of company’s restructuring

** It should be noted that the negotiations with PBK lasted throughout 1992 and only in 1993 did the bank
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agree to approve the business plan ooce WZT's sales showed marked improvement during 1992’s Christmas
season. To belp the cnterprise, PBK also agreed to defer part of its owed paymeats (approxumately 50 per
ccot) until the enterprisc improved its financial position. As sales grew due primarily to a more effective
marketing and promotional campaign, PBK finally saw ecnough potential to become an active partner.
Previous attempts by the enterprise to involve PBK in the process were compleicly ignored due to the
dedlining position of the enterprise.

An underdeveloped marketing department also coatributed to the enterprise’s problems which
resulted from the following weaknesses:

- Limited knowledge of competition - inability to quickly spot trends such as the eotrance
of new television models produced by Goldstar, a South Korean producer

- Limited knowledge by management of modern marketing skills

Under the bloated organizational structure, managemeut faced poorly motivated personnel resulting
in many specialists quitting their positions. Internal conflicts among management and lower level employees
were common as the management changed three limes during the restructuring process. The eaterprise also
lacked a purchase manager which resulted in it having Little knowledge of suppliers’ market. Supplics
continuzd to be purchased from state producers with Littic effort devoted to explore alternative suppliers.
As such, potential cost reductions were ignored.

Production and assct management also proved inadequate for modern television manufacturing.
With a total of 2215 employees in 1991, only 885 were directly involved in production. INSERT THE
CHART The remaining 1330 were employed in indirect support funciotns such as injection moulding,
stamping, plating, varnishing, holiday resorts, training, shops and service, design (construction), maintcnance,
and scourity guards. Despite the high number of security guards (62), thicves managed to steal the
enterprise’s copper wires installed for the telcphone system three times.

Production in 1991 was based oa the level of materials and components available on the stock.
Ordering decisions were based on the level of stock of raw malerials, volume and production assortment,
identifying necessary purchases, ordering. Once these steps were taken, invoices were issued and then
costrolled, the accounting department reccived the invoice and payment was made. In addition, quality and
quantity coatrol took place before it reached the enterprise’s inventory.

To correct the situation, the following recommendations were made: moathly production plans,
information on sales and TV stock levels. This in turn should be used to schedule volume and assortment
of production. This schedule would then be sent as proposals to the Production and Procurcment

Departments.
Major Achicvemuents During/Since Restructuring

-Organizational restructuring with oricatation toward core business, production of TV sets
-Redefined plant layout

-Separation of tool and maintenance departments

-Production process was redesigned

-Independent transportation division was created

-Two facilitics were separated

-Plans were created to liquidate the chemical plating division and recreational facilitics

The implementation of new motivational system (o retain expericaced staff was a major success for
the eaterprisc. Under the old system, the average wage was 1.48 million PZL. Among groups, blue collar
workers paid according to output received 138 million PZL, while blue collas workers paid on monthly wages
basis received 1.39 million PZL. The administrative staff received 1.76 million PZL in 1991.




The new pay system coasisted of the following:
-Managing Director carns 58 times more than manual worker
-Chief Accountant caras 52 times more than manual worker
~Chicf Designer - caras 4.2 times more
-Department Manager - earas 3.0 times more
-Deputy Manager - carns 2.4 times more
-Skilled worker - carns 1.5 times more

This pay scalc was forced thorough despite objections from the trade unions who wanted a more
equal approach. The management justified its action on the basis of more respousibility being given to each
individual recciving a pay increase.

-Introduction of new pay scale
-25 groups arc included in the pay scalke

The following improvements in MID

-Creation of an MIS network to integrate the following:
-Financial /accounting systems

-Variance reports

-Implementation of Novell network

-Preparation of profit and loss statement using EEC format
-Hiring of a softwarc company to coordinate the effort

Ownership advice was very much dependent on the actions of the enterprise’s founding body, the
Ministry of Industry. As long as no decision came from the Ministry regarding such issues as the definition
and agrecment on the core business, the sale of unwanted property and assets, and the separation of the
three supporting production facilitics, were checkmated. While legal advise was given outlining potential
options for adressing the ownership question they all rwquired the founding body’s approval which still has
not been obtained.

-How to create new legal entity on the basis of core production division
-Legal procedures nceded to undertake this process
-Main threats from creditors

The main threat to the enterprise’s transformation plans emerged from PBK’s position toward the
enterprise. Recent flexibility shown by the bank reflects the enterprise’s improved sales and negotiations
currently taking place between the EBRD and the Polish government to restructure bad debts of Poland’s
leading 12 banks. With PBK’s assistance, EBRD will select approximately 20 eaterprises to form a holding
company. The enterprise is to be included in this group of promising companies. The bolding company will
take over all debts of the particpating firms and with finandial sources from EBRD and EEC's PHARE
Program will rencgotiate loan terms, debts, and credit agrecments. Participating Polish firms will have their
bank debt restructured in order to open new opportunitics previously impossible to realize due to the

To reduce its debt burden, the enterprise implementing a debt restructuring program involving the
PBK and the Polish goverament. The following debt structure existed at the end of 1992 in million PZL:
Principal Interests Total
-Supplicers 69,16942,491111,660
-Budget 252,464130,000382,464
-Social Security 12,6067,69320,299
-Banks 70,72450,000120,724
-Others 91,828-91,828

To restructure the its debt, the enterprise agreed to pay PBK 10 million PZL of interest by the end
of 1992 in order to comtinuc the debt reduction discussions in 1993. For more than on-half of the
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enterprise’s supplicr debt, an agrecment was reached to repay the debt in instaliments without additional
penalty intercests being charged. The enterprise also agreed to make regular payments to the Social Security.
However, no decision was reached regarding back payments for turnover tax

New Business Plan development also helped to improve the enterprise’s financial position. The
following steps were taken:

-After the restructuring, a new business plan based on immediate realities and needs was devised
-New assumptions were created

- 30 per cent of 1991-92 accounts receivable recovered in 1993

-30 per cent of accounts payable paid to trade creditors

-75 per cent of production sold in cash

-15 per cent of sold production revolves around 14 days deferred paymeats

-1/3 of the 1992 loss will be transferred to 1993 balance sheet

-Renegotiation of credit conditions with the PBK. Part of old operational credit will be reduced.
- Repayment of credit will commence in 1993

-Assumptions were based on new marketing study conducted by the consultant

The enterprise used the undated plan during negotiations with the PBK resulling in a new deal being
struck.

Production/technological improvements also played a big part in the restructuring process. Using
own technology and relying on cooperation with western firms, the enterprise managed to do the following:
-Introduction of PEEP window to 25" TV models
-Replacement of old TV models with newer 21" and 25" TV models
-Improvements in currently used chassis
-Production of symmetrical sterco TV model

Cooperation with western firms took place in the following areas:
Philips - Development of chassis 410 and chassis 440 to improve the quality and aesthetic appeal of the
product .
Siemens - Development of chassis 430 to improve the quality of stereo, magatext and PEEP window
ITI Intemetal - Preparation of simple digital chassis 420
Thomson - Development of chassis 410 based on Freach components

This cooperation led to major product improvements in technology, quality and aesthetic appeal of
the television units.

Marketing improvements took place in the following areas:

-Better pricing techniques as a result of closcly monitoring the competition. Offering of discounts during
the most advantageous moment such as Christmas sales

-Better organized promotional efforts targeting the desired consumer segment rather than the whole
population as was done previously

-Better awareness of competition through systematic collection of information and analysis. Development
of a data bank helped greatly in this area.

1 Rybezynski (199?) "The Sequencing of Reform’, Oxford Review of Economic Policy, Vol
7, No 4.




