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PREFACE

It has been nearly four vears since the countries of Central and Eastem Europce (CEE) began the
unique and histonic process of transformation from a command to a predominantly competitive mart:ct-
based ecoromic system. Two vears ago the former Soviet Union {FSU) madc initial steps m the same
dircction. While real achicvements have been made by most of the countries involved. the process has
not vet delivered the hoped for significant re-orientation and restructuring of industrial structures and
major improvements in economic performance and overall growth. In fact. the mnitial cuphona that
characterized the early davs of transformation has given way to guarded optimism and realization of the
daunting challenges that are stiil to be met. While few experts and observers in the region would argue
that the trend towards democracy and market-oriented economies is reversible in the CEE, most would
admit that the process is going to be much more difficult, far more complex, and take far longer than they
expected. And, recent events in the Russian Federation and the republics of the FSU have pomted out
that the process of reform there is far from assured.

The first stage of the transformation prices - the macro-cconomic reforms, comprising particulariy
early price liberalization and stabilization reforms in many of the countrics of the region appear to have
been successful. But in all, this first stage of the transfornmation process, has been accompanied by sharp
drops in output, persistent medium level (the range of 20 per cent) inflation. the emergence of budget
deficits and large increases in unemplovment. And, the hoped-for cverall regencration of industry and
achievement of industrial competitivencss has not vet taken place.

It is now clear that the success of the transformation of the region will depend on more than
macro-economic rcforms. The regeneration of the industrial basc. an essential element of a county’s
dcvelopment will require the development of an integrated macro-micro policy framework with concerted.
cnterpnise-targeted policy measures and institutional and other suppont. Clearly too much was expected
too soon of macro-economic reforms across the region. There now must be a second phase of the
transformation in which focus has to incorporate the removal of the ngiditics at the micro level and
greater integration of the macro economic framework with the micro-cconomic mcasures to induce an
appropnatc supply response. Key elements of this second phase of the transformation process will be
industnal restructuning - particularly of large-scalc cnterpnses - prnivatization and pnvate scctor
development and indusinial restructuning. An analysis. particularly in terms of casc studies. of the major
impcdiments 10 an adequate supply responsc may hold major lessons for national decision-makers within
the CEE/FSU rcgion and for their supporting international technical co-operation partners. This repon
addresses the key issues related to industnal restructunng and the impediments to an adcquate supply
response and the lessons to be lcamed from current expenence.

In this rcgard. Poland has been chosen as a pilot casc study. It was the first of the CEE/FSU
countnes 10 embark on a programme of fundamental cconomic reforms in the transition to a market
cconomy. It is also a country whose industnal restructuning has been assisted by a major Western donor
- the British Government in the form of support from sits Know-How Fund through UNIDO to Polish
industry. It is also a country with which UNIDO has long been associated and in which it kas built up
the most firsi-hand expericnce of restructuring industnial enterpnises since the transformation process began
in the region,

Though this report presents casc studics of Polish industnes, other studies of the region by UNIDO
and other intemational organizations report similar findings. UNIDO, therefore, firmly believes that these
Polish case studics provide uscful expcrience and guidance for other countrics embarking on similar
restructuring cxercises. The casc studics arc based on an on-going UNIDO restructuring project in Poland.




Beginning n 1991, USS 2.3 million were madc available by the British Govemmment through its Know-
How Fund for Central and Eastem Europcan (CEE) countries to cnable UNIDO to assist in the
tcstructunng of 15 Polish industnal enterpascs.

The report is structured as follows: Chapters | and 2 present the essential background against
which the major issues related to industnial restructuring can be properly understood. Chapter 3 scts out
the framework for long term structural change of industry. Chapter 4 discusses the important relationship
between pnvatization and restructuring. Chapter S draws together the emerging mcthodology in the case
od specific casc studies of the restructuring of Polish enterprises. Chapters 7 and 8 summarize the .
cmerging lessons from the experience of tndustrial restructuring in the countries in transition and prescats
implications for action by national authoritics and their interational technical co-operation partners.
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Chapter 1
The Communist Legacy and the Objectives of
Restructuring Industry

INTRODUCTION

Nearly four vears after the countries of Central and Eastem Europe (CEE) began the unique and
historic process of transformation from a command to a predominantly competitive market-based system.
Two vears ago, the former Soviet Union (FSU) made initial steps in the same direction. Alt.iough real
achievements have been made by many countries, it is now evident that macro-economic reforms will not
in-and-of-themselves result in the needed micro-level reforms to easure the success of the process. The
transition has vet to deliver the hoped for significant re-oricatation and restructuring of industrial
structures, or major improvements in economic performance and overall growth. The initial euphoria that
characterized the early days of 1989 has now given way to a more guarded optimism and realization that
significant challenges are still ahead. It is now clear to all that the process will be much more difficult
and take far longer than expected.

While the early price liberalization and stabilization reforms in many of the couatries cf the region
appear to have been successful, in all the countries, this first stage of the process has been accompanied
by severe drops in output, large increases in unemployment, persistent medium level (in the 20-50 per cent
range) inflation and the re-emergence of fiscal deficits. And, the hoped-for overall regeneration of
industry and achievement of industrial competitiveness has not yet taken place.

It is now clear that the success of the transformation of the region will depend on more than
macro-economic reforms. The regeneration of the industrial base, an essential element of a country’s
development and UNIDO's particular concemn, will require the development of an integrated micro policy
framework with concerted, enterprise-targeted policy measures 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 the focus has to incosporate the removal of rigidities at the institutional and enterprise levels.
This requires greater integration of the macroeconomic framework with micro-economic measures
designed to induce the proper supply response at enterpnise level.

This report will show how the macroeconomic environment and the institutional, legal and
regulatory infrastructure effect the transition process and in particular the role industrial restructuring and
enterprise-targeted policies play in it. The focus will be primarily on the experience of Poland. It was
the first of the countries of Central and Eastern Europe to embark on a programme of fundamental market
reform under a non-communist government. It is also the country in which UNIDO has had the most
first-hand experience of restructuring industrial enterprises.

A case study approach has been chosen because 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 determining the direction and speed of economic
change. Decisive political leadership in combination with a well-designed and executed set of policy
instruments is also crucial. Particular attention will be paid to the features of the Polish experience over
the last four vears that appear to be of relevance to other economies in the transition process.
Comparative statistics from other CEE countries are provided where available, to help locate Polish
experiencc within a comparative framework, (sce Tables 1 and 2 for summaries of pre-reform conditions
in CEE.' UNIDO, therefore. firmly belicves that an in-depth examination of the Polish expenence
provides useful insights and guidance for other countrics embarking on similar refors programmes.




Table 1: Some indicators of initial (pre-reform) conditions

CSF HUNGARY POLAND BULGARIA ROMANIA Former Former
GDR USSR
(1988) (1988) (1988) (1970) (1980) (1988) (1985)
Share of Public Sector in GDP 95.9 92.9 81.2 99.7 95.5 96.4 96.0
Sructure of GDP (1988)
Industry G\ 31 44 61 54 48.9
Agriculture 7 15 13 10 11 9.3
Services 21 19 14 27 15 13.9
Other 11 35 29 na 20 27.7
Budgetary Subsidies (1989)
(% of GDP in 1988) (13.0) 13.8 16.0 17.8 9.3
(1990) (1989) (1989) (1990) (1990) (1991)
Inflation (% in CPI) 18.0 17.0 640 64 14,1 160.6
(1989) (1989) (1989) (1989) (1989) (1988)
Gov't Budget Deficit (% of GDP) 0.8 2.8 7.4 0.6 -7.5 11.0
(1988) (1988) (1988) (1988)
Black Market Premia (% Agio) 133 56.1 536.8 1095.0
Trade Structure
(1989) expont shares
% CMEA inc. USSR 54 39 as 83 40 42 46
% USSR 31 24 21 66 23 24 -
CMEA exports as % GDP (1990) 25 16 14 34 6
Administered Prices (% of total) 100 15 100 100 80 100 100
Reform Dates
Two-tier banking system 1990 1987 1990 1989 1990 1990
Liberalisation/Stabilisation 01/1991 continuous 01/1990 02/1991 04/1991 07/1990 12/1991
— - _

Source:

Overscas Devclopment Instituie, mimeo, Table 1.

Necuber, A. (1993), "Adapting the cconomies of Eastern Europc: Behavioural and institutional aspects of flexibility", London,
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Tablc 2: Scctors of origin of GDP for CPEs in 1988

[ Sectors of ongin of GDP for CPEs in 1988 (in % of total GDP)
. Range of U.N. Alton | PlanEC | WEFA

Estimates
. % % % % %
G.D.R. 12-13 agnculture - 13 12 13
45-51 industry - 51 45 45
36-43 service - 36 43 42
Czechoslovakia | 16-18 agriculture - 16 16 18
41-48 industry - 48 41 44
36-43 services - 36 43 38
Hungary 15-25 agriculture 15 22 24 25
33-39 industry 39 37 33 35
40-46 services 46 41 43 40
Soviet Union 18-19 agriculture - 19* 18 19
32-41 industry - 41* 34 32
40-49 services - 40* 48 49
Yugoslavia 11-16 agriculture 12 15 16 11
33-44 industry 44 39 33 43
44-51 services 44 46 51 46
Bulgaria 14-20 agriculture - 20 19 14
41-49 industry - 47 41 49
33-40 services - 33 40 37
Romania 20-27 agriculture - 20 27 27
41-48 industry - 48 41 46
27-32 services - 32 32 27
Poland 15-27 agriculture - 27 27 15
31-39 industry - 33 31 39
40-46 services - 40 42 46
Averages ex 19-21 agriculture - 20 21 19
G.D.R. 36-41 industry - 37 36 41
40-43 services - 43 43 40

)
* Estimates by the CIA
Source: Lancien, E. (1993), "Dollar GNP estimates for the Central and East European Economies

- 1970-90", World Development, Vol.21, 1, Table 14.




WHAT IS INDUSTRIAL RESTRUCTURING?

in the broadest sense, industrial restructuring refers to the process of reorganizing the relationship
between a nation's industry and the world economic system so as to increase international competitiveness.
Thus, industrial restructuring involves the economic, legal and political reforms neccssary to create the
appropriate policy environment and supporting institutions as well as the process of restructuring
individual enterprises.

Industrial restructuring. in fact, encompasses many tvpes of restructunng: orgamizational and
operational; financial: legal; and the creation of sirategic business units (SBUs). When developing an
industrizl restructuring policy, several questions must addressed: will restructuring be technical or
broad-brushed? Will restructuring be passive or active? When should it occur, short-term or long term and
pre or post privatization? And, should the process be decentralized or overseen by central authorities.*

Organizational restructuring focuses on the structure of the enterprise, while operational
restructuring focuses on production processes. Financial restructuring refers to the restructuring of the
enterprise’s balance sheet - its debt and equity. Legal restructuring is also known as "corporatization”,
or the transformation of the enterprise into a joint stock company run by a board of directors. Creating
strategic business units refers to the splitting-up of large integrated enterprises into smaller more viable
units, particularly the spmning-off of ancillary activities and non-core product lines into separate
"pnvatized” businesses.

Passive restructuring means creating an environment (increasing competitive pressures through
trade liberalization, hardening budget constraints and threatening bankruptcy) m which restructuring is
initiated and undertaken by the enterprises themselves. Active restructurning would be initiated and camed
out by government authoritics in enterprises that remain in the state sector.

A broad-brush restructuring would include legal and financial restructuring as well as splitting-up
enterprises, while technical restructuring focuses on the restructuring of production processes. Pre and
post-privatization simply refers to whether an enterprise i1s restructured prior to privatization by the
exisling management or government, or after privatization by the new owners (domestic or foreign).

THE LEGACY OF THE COMMAND ECONOMY

Almost all enterprises in Central and Eastern Europe and the republics of the former Soviet Union
need to undergo some form of industrial restructuring before being viable in a competitive market
economy. In some cases it will be simply the production layout that needs changing, in others it may be
the balance sheet. Most, however, will need major broad-brush as well as technical restructuring because,
having been created and developed under a command system, they are fundamentally inappropnat: for
successful functioning 10 a competitive environment.

The classical centrally planned economy relicd on 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 considcerations, especially cost effectiveness and quality. For the management of
enterprises the two key considerations were: securing sufficient inputs. and meeting quantitative plan
targets. It was not usual for state-owned cnterprises to be constrained by demand. Marketing, as
understood in industnalized countries was little known in the centrally planned economies. Marketing
departments, such as they were, were primarily concemed with distribution of product and oftcn rationing,
not sales. Marketing was about order processing.
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The hard constraint on management was the availability of resources which were perennially in
short supply duc to inadequacies in the ‘plan’ and the insatiable demand by statc-owned enterprises for
inpets in order to create some cushion for themselves in their efforts to meet planned output® In the
absence of market determined prices, organizations focused on cutpul. Even in the case of foreign trade
there was very little connection between export prices and real costs where a vanable tax-subsidy system
severed the link between foreign currency prices and ex-factory prices. Foreign trade was also conducted
by a scparate organization from thc production unit so that market intclligence from export markets rarely
had an input into a producer's decision-making processes.

The central planning mechanism was an inflexible system. As the Hungarian economst Janos
Komai observed, "The plan direct(ed) those responsible for implementation, but it also tie(d) their hands,
making it one of the sources of economic ngidity 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 by providing credit or allowing tax rollovers or debt repayment deferrals or sometimes even total
forgiveness of debt. This led to expectations by enterprise managers that govemment plarners would
always ultimately come to their rescue if they ran into financial difficulties, creating what Janos Komai
termed ‘the soft budget constraint’. The effect was a corrupting influence on economic efficiency by
reducing a firm's sensitivity to the pricc of money, whether measured in terms of interest rates or
cxchange rates.

The whole system of financial and fiscal regulation of statc enterprises was permeated by
discretionery censiderations. The skilled negotiator with sufficient political connections could always
obtain a bail-out. Hence the current importance of breaking this discretionary link between the state and
its enterprises in reform programmes across the region. Without a credible threat of no bail-outs,
governments simply will never bring their budgets under control. State banks will 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 industnial structure, a major difference between the CEE/FSU countries and the market
cconomies of Europe, is the size of enterprises and the degree of industrial concentration within each
industry. There is a relative absence of small and medium-sized enterprises in the region. Where
enterprises were privately owned, they were merely tolerated, not encouraged or supported. The service
sector was underdeveloped representing around 40 per cent of GDP compared with over 60 per cent in
the advanced industrial economies. Distribution and retailing were particularly under developed sectors.

The industrial structure of the region reflects the fact that industry was developed to serve the
nceds of the command economy, and to a large degree, the market of the FSU. The average Soviet-type
cnterpnise is morc than 10 times the sizc of the average firm in the same industry in a developed market
economy. Ofien one or two large enterprises dominate an industry or a product linc. In the FSU, it is
estimated that as much as 75 per cent of the 6,000 or so major industrial products were manufactured in
only one factory. Enterprises also were highly dependent on input and output markets in the FSU. With
the disintegration of the FSU, many countrics of the region lost both input and output markets which has
resulted in severc dislocation and adjustment problems. Demand was guaranteed and in many cases still
is. Industrial cnterprises across the region were highly integrated, both horizontally and vertically. As
a result, it was common for an airplane factory, for example, to produce everything from bolts to seat
covers. In Western Europe it is common for firms to be cither horizontally or vertically intcgrated. but
rarely are they both.
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Product rangcs tcnded to be Iimited and life cycles were much longer than in market cconomics.
Investment in product development and innovation was himited. Marketing and salesmanship consisted
mostly of passivc order processing and/or rationing. Products werc engincered to cope with capncious
supplics of capital and matenial inputs endcmic in a command economy. There were few incentives to
design products 10 meet consumer nceds.  Systematic market rescarch was almost unknown and was
virtually precluded by the organization of industry.

Because cnergy prices were highly subsidized for such a long penod in much of the region. the
cnergy and matcerial consumption of most CEE/FSU enterpniscs is well above the international norm for
the given level of technology. And, the technology level is gencrally outmoded and cnergy-incfTicient.
Recent investment has been concentrated only in certain sectors, pnmaniy military. In addition, while
some of the countries of the region had very strict environmental protection codes in place regulating air
and water emissions, until recently little if any enforcement has taken place.

The structure of production, especially in the republics of the FSU, Bulgana and Romania, was
extremely complex, consisting of specialized monopolies manufacturing products in a very sophisticated
division of labour across the region. For example, within the Sovict Union, the Baltic states were given
the role of producing many of the high technology goods, particularly for the Soviet military industnal
complex. Of the nearly 600 ‘all Union' enterprises built in Lithuania, most produce or produced rclatively
sophisticated clectrical, chemical, computer and other knowledge-intensive products. Kazakhstan, on the
other hand, was almost exclusively a mineral supplicr, with most processing taking placc in the Russian
Federation. Despite having very large gas, oil and coal reserves, Kazakhstan had virtually no refinery or
power generating capacity of its own in 199].

The concept of profit centers and core busincsses was and still is not central to cconomic life.
As notcd, resources were not invested on the basis of potential retum, but rather to fill a production plan.
As a result, many cnterpnises in the region arc left with product hines that are generally unrclaied. With
no systems of cost-accounting, rarely arc they able to clearly determine which products are profitablc and
which are not. Communist ideology and the organization of industnal rclations encouraged cnterprises
to pursuc a cradle-to-the-grave social welfare view of cmployment relationships so that large enterprises
typically operated a completc range of welfare facilities including nurseries, schools, hospitals and holiday
homes for emplovees. Enterpnises also often had to provide for ancillary activities such as fire brigades
and large maintcnance shops which further strained their alrcady limited economic viability.

Wherc the budget constraint has become hard as a result of reform. CEE/FSU enterpriscs have
found altcrnative financing mcthods: forced borrowing from suppliers and non-payment of taxes. As a
result most CEE/FSU enterprises have large amounts of inter-enterprise debt.  As credit was tightened in
the carly days of transformation, enterpriscs began to fund themselves through the process of
non-pavment. Enterprise A would not pay enterprise B until it was paid by enterpnse C. But enterprisc
C often went bankrupt. The level of such debt is now staggering, particularly in the Commonwecalth of
Independent States (CIS). In the Russian Federation for example, inter-enterprise debt rose from R40
billion at the end of 1991 to R751 billion at the end of March 1992, morc than twice the amount of bank
credit during the same period.’

Centain regions such as the Russian Fedcration, Ukrainc and Slovakia also have high
concentrations of military cnterpnses and their restructuring will requirc a conversion to civil production.
This will bc 2 formidable task and large amounts of forcign assistance from the policy to enterprisc level
will be necessary.

The question naturally ariscs as to how this centrally planned cconomic system managed to
survivc as long as it did. Whilc therc has been a good deal of debatc over this question. the current
conscnsus 1s that until the carly 1970s, socialist cconomics achieved rcasonable growth rates of GDP and,
to a lesser cxtent, productivity growth, mainly as a result of incrcased inputs rather than improvements
in the productivity of existing investments From the 1970s the dearth of endogenous technological




7

innovation became an increasingly oncrous constraint on further growth © Much of the growth from 1970
onwards was financed by borrowing fro:  Western banks. hence the accumulation of debt by most of the
CEE countries. Growth was also of the high cost vanet: achicved through lowenng consumption and
a fully mobihized labour force.

The accelerating diffuston of new technologies in the OECD cconomies. particularly the use of
microprocessors and computers, and the development of information technology more generallv, has
revealed the true magnitude and widening gap in the innovative capacity of CEE state-owned enterpnses
and their competitors in the market economies. It is now generally recognized that effective innovation
is a decentralized process requinng an adequate 'selection environment'.” This environment was noticcably
absent in the command economies. Even in countries such as Hungarv and Yugoslavia where enterpnise
management was decentralized there were few rewards for innovation. Indeed the institutional structure
was designed to separate research from production and thereby prevent rewards being recoverable from
commercialization by the innovators. Perhaps worse, the synergy between inventor/producer and customer
was lost. In the 1990s, comparative advantage in industnal R&D no longer guarantees that this is
translated into advantages in the production of goods. Rather it is the relative efficiency with which ideas
arc converted into marketable products and services thal determines profitability and growth.

Characteristics of a CEE/FSU enterprise

Restructuring exercises sponsored by institutions such as UNIDQ. the British
Know-How Fund, the European Community (EC) Phare Programme, the European Bank
Jor Reconstruction and Development (EBRD) and various other assistance programmes.
have identified seven broad areas in which tvpical CEE FSU enterprises lag hehind
their competitors operating in competitive commercial markets elsewhere in the world
These areas are:

- | Marketing: The centrally planned economic sysiem stifled the incentive
Jor enterprises to develop new products and conduct systematic market
research. As a resull, many managements today lack a thorough
understanding of martet trends and changes. pricing. and organizing a
sales force and modern distribution channels.

[+ ] Management function: In command economies the management function
is underdeveloped.  Financial management and accounting arose from
the emphasis placed by central planners on meeting annual production
quolas. Capital and credit was supplied entirely passively to meet plan
targels. As a consequence, financial and accounting systems were
designed primarily as record keeping tools rather than as fully developed
management accounting systems delivering the information required for
rapid deciston making or as a basis for negotialing credit with a
commercial bank. The '\oft budgetary constraint’ meani a lack of
emphasis on precise cost tracking and very hmited application of the
standard accounting concepits of profit and cost centres. Further. there
was no efficient and accurate svstem for calculating overhead costs
Basicallv. managers had very Iittle incentive to use conventional
markct-oriented financial analysis to assess their enterprise’s competitive
postion since i could, and often was subject 1o arbitrary adminmistrative
change.
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Obsolete technology: Despite the production orientation of enterprise
management. product and process technology was often obsolete. Many
enterprises relied on outdated equipment operating in an unsuitahle
production environment with inefficient production methods.  This ofien
compounded problems by creating supply bottlenecks. remmforcing the
perennial shortages endemic in the command economy. The absence of
commercial incentives lo maintain equipment properly or v manage
inventory efficiently also meant that quality control procedures were
erratic and certamly could not be relied upon 1o deliver products meeling
international quality standards.

Inflated organizaticn: The tvpical result of endless struggles by
management to develop self-sufficiency as a way of countering the
vagaries of the planning mechanism. output guotas and shortages of
physical inputs was the growth of non-core activities and a loss of
business focus. This was reflected in ambiguous organizational
siructures leading to duplication of effort and administrative and
production bottlenecks.

In Hungary (since 1968) and Poland (since 1981), moves to decentralize
management control of capital, while still retaining the soft budget consiraint.
also resulted in growing demands from the workforce to increase wages o
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.*

Ineffective and inappropriate management: In the typical state-owned
enterprise the cadre of top management was appointed by the state
bureaucracy usuclly with little attention paid to the appropriateness of
the professional skills of the manager concerned. Party membership was
an important consideration in career success. With few incentives for
concentrating on the core business and the lack of an effective
enlerprise-oriented mancgement information sysiem and training options
in such fields as finance, marketing. sales. distribution and qualuy
control, very few top managers were able to break away from the
quantitative bias of the ubiquitous plan targets and develop a
market-oriented managerial culture.

Lack of experience in identifving and negotiating with reliable
commercial partners:  The state burcaucracy managed all external
transactions with the enterprisc so that enterprise management had no
real responsibility for cultivating commercial relationships with banks
and financial nstitutions, potential foreign joint veniure pariners or
major customers. Banks were nol much more than an cdminisirative
extension of the central planming mechanism. Marketing was ofien about
ratioming the distribution of product.  Exporting was managed by
separate foreign trade orgamizanons (F10s).
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o Political system of industrial relaticns. Under commumism. the party was
responsible for solving disputes between enterprise management and
trade unions. Trade unions were restricted to representing worker
interests in the social conditions of emplovment and welfare benefits.
Wage rates were set centrally so that the basic wage structurc was
determined politically. There was no 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 had very imited powers o 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 encouraged Lech Walesa and others to found
Solidarity. an unofficial trade union movement that operated parallel to
the official one. Thus, failure to deal with deteriorating industrial
relations at enterprise level in the 1970s and [980s contributed
substantially to the collapse of communism in Poland.

ECONOMIC RESTRUCTURING: INTRODUCING FLEXIBILITY

in a world of constant change, economic restructuring is centrally corcemed with improving the
efficiency with which an economy adapts to changing constraints and opportunities. Centrally planned
economies were, above all else, inflexible. Outcomes did not accurately reflect economic conditions.
Demand for goods and services rarely matched supply. Government policics were insensitive to real
resource costs and resources were only realiocated 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: to build the capacity
to change technologies and the composition of output more rapidly in response to changing market
conditions. On the demand side, this implies that consumers will be responsive to changes in prices and
shift between consumption and saving. Clearly under conditions of very high levels of inflation and
negative real interest rates, consumption will take precedence over saving. In a flexible restructured
economy the costs of shifting resources between 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 research and
marketing to take advantage of new market opportunitics. Govemments should be able to manage
macroeconomic policy such that there is o sustained imbalance between supply and demand conditions
in the domestic market and the world market.

The primary policy objective of enterprise restructuning is to improve intemnational
competitiveness. This notion implies a 'frontier’ to which enterprises orient their behaviour that embodies
the latest developments in product and process design, technology marketing. finance and organization.
The cfficiency of utilization of cach factor of production evolves at different rates and according to
diffcrent dynamics but it is the combination of factors that produces a winning product or service. There
is no necessary idcal combination of factors that produces competitiveness, though current ‘best practice’
is a good guidc as to the divection in which restructuring efforts should go. Hence the vast amount of
resources being devoted to ‘catching up with the Japancse' by Europcan and US car-makers.
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The CEE cconomies have had to adjust first to the shock of the imitial hberalization programme
after 1989.  As this shock therapy wecars off and the first stage of adjusiment is completed. the
maintcnance of intcrnational competitivencss will increasingly depend on deeper levels of flexibility and
adaptability at the enterpnise level. The pelicy environment and role of government are wmportant
facihitaung factors. but success ultimatelv depends on entreprencunal creativity at the level of the firm.
Managements of individual enterpriscs need 1o keep ahcad of changes in patterns of demand for their
products through market rescarch and marketing. Global trends also need to be carefully monitored. For
example, the rise in the proportion of manufactures in merchandise trade and the dechine in demand for
raw materials has serious consequences for countries such as Poland with substantial exports of coal, steel
and agncultural products. Many CEE countrics thus possess structural ngidities that are charactenstic of
developing countries such as primary product export dependency. in addition to the special ngidities of
the communmist legacy.

Technological progress has a powerful influence on the way finms grow. Under commupism,
resecarch and development activities were divorced from production. while marketing and sclling activities
were divorced from both R&D and production. Closing the technological gap between CEE/FSU
enterprises and leading edge industrial enterprises of the rest of the world. requires first closing the
organizational gap between R&D, production, marketing and selling. Enterpriscs need to actively manage
the value-added chain, from conceptualization to the point of sale and bevond to the provision of
after-sales service. This means building flexibility into management information system so that product
and process designers are kept abreast of changes in demand as measured by market research, feedback
from customers and after-sales scrvicing operations.

Technological progress is not independent of market forces. It is the outcome of investment in
R&D which, in tum, 15 sensitive to market conditions. Institutional bottlenecks need to be removed to
permit the free interaction of R&D and the market place. Command economies were notably poor in
facilitating t s interaction.

[N noo

Entrepreneurship in a Command Economy

Planned economies demonstrated the harmful consequences of overly rigid efforts
fo institutionalize ecoriomic actnaty. The powerful planning mechamsm that created a
svstem that prevented the flexible adjustment of the production of goods and services 1o
the changing economic environment and kept enterprise risk aversion high and innovation
low, also stifled individual creatnity and entrepreneurship

But despite the determined cfforts of party ideologues to channel any
entreprencurial drive of the population mito planned economic activity. they were never
SJully successful. Many individuals responded 1o the manifest failures of the centrally
planned economy with considerable entrepreneurial flare. Many learnt impressive
survival skills in trying 10 cope with the constraints imposed by the central planming
mechanism. They established small businesses and trading operations that filled niches
in the system. Informal groups of indmviduals often combined their 1alents to huild
housing for group members or provide welfare facilities otherwise not adequately supphed
hy the state

i
5o

L e I A T TR n
i
L N T N (N TR T R A T o o [} o RN TN |
[ [ N AT
[




11

In the 1980s. the Hungarian state sanctioned an elaborate system of internal
suncontracting in state-owned enterprises whereby self-selected groups of emplevees were
encouraged to work on their own account on subcontracts to the state-owned enterprise
outside mormal working hours. In Poland. agriculture was never subject to
collectnisation and a small business sector was tolerated by the authoriies.

Another pervasive form of adaptation was to join the shadow or grey: economy
by acting as a go-between or barter dealer bet en different state-owned enterprises.’
For example. comple.: interfirm networks were orevalent m Eastern Europe before 1989.
The primary function of these networks was to elp people cope with the rigidiies of the
centrally planned economy either as managers required to meet plan targets while having
1o seek vital inputs in a shortage sitmation. or as coRsumers seeking to purchase goods

ot available in sufficient quantities at ofjicial prices.

One danger of the process of transition in these countries to a fully develeped
market is that these skills will be deployed to create large-scale rackets in the chaotic
conditions before the establishment of a functioning legal and regulatory system.
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Chapter 2
Setting the Macroeconomic Framework for Transition

INTRODUCTION

The transition from a command to a market based cconomy 1nvelves a complex inter-connecting
nctwork of changes. At the outset macro=conomic stabilization is required. Industrial restructuring cannot
work without a working price systcm; a working price system cannot function without climinating excess
demand and introducing currency convertibility; and a credit squecze and tight macroeconomic policy
cannot be kept in place unless domestic prices reflect world prices; otherwise there ¢.n be no rational
basis for allocating resources between the competing claims of enterpnses. Clearly the reform process
must be comprehensive.'®

In many ways macroeconomic stabilization is the casy part: it i1s dramatic and relatively quick to
introduce. The more difficult part is making sure that real structural adjustment occurs: state assets are
sold off; tax rcforms are introduced; a clear and predictable legal and regulatory infrastructure is put in
place to support the emergence of competitive markets; and a social safety net is developed to support
thosc thrown out of work by structural change. Ultimately, of course, the goal of the reform process is
to engineer an appropriate supply response: that depends very heavily on the expectations and actions of
enferprise management and workers.

The basic objectives of macroeconomic stabilization are to prevent hyperinflation; io eliminate price
distortions caused by subsidies and lack of competition; and to establish monetary and fiscal balance in
a market based economy. To do this, governments need to reduce budget deficits, mainly by cutting
subsidies; ard the central bank has to close off the supply of direct and indirect credit to state enterprises.
Both actions arc designed to substantially harden the budget constraint of the state-owned sector. Other
action is requircd to harden the fiscal system and the operations of second tier banks but tax and banking
sector reform arc complex and take time to put in place. By contrast, frecing up imports through tanff
reductions and abolition of quotas increases competition very quickly, thereby exerting downward pressure
on domestic prices.

With the removal of subsidies, the imposition of a credit crunch and incrcased competition from
imports, most cnterprises can no longer usc cost-pius pricing behaviour, hence removing a major source
of inflationary pressure and macroeconomic instability. Another potcntial weapon in the fight to sccure
the initial goal of stable prices during the interregnum between the dissolution of central planning controls
and the introduction of a hard budget constraint is a punitive tax-based incomes policy to control wage
cxpansion.

With the threat of domestic hyperinflation lifted, it is then feasibic to establish a stable exchange rate
and unrestricted current account convertibility. Fixing thc exchange raic helps bring inflation down rapidly
for, among other things, state cnterprises unfamiliar with competitive pricing strategics are provided with
foreign prices as a nominal reference point for domestic prices. These prices provide accessible and clear
critcnia for monitoring improvements in cfficicncy and cost performance, essential for surviving with a
hard budget constraint.
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Plainly. 1t is crucial for the authonties to set the ‘correct’ exchange rate. This normally means
undervaluing the currency initally, to provide incentives for exports: and to leave scope for upward
revision of wages and prices that are bound to be required in the first few months of the stabilizaion
programme. At some point in time, overvaluation will occur as not all domestic price adjustments are tied
to world prices and not all budget constraints will be hardened immediately. Policy makers. therefore.
reed to beware of and prepare for excessive real appreciation otherwise domestic production will be
overwhelmed by cheaper imports (now liberalized) and export markets wiill be lost, perhaps for ever.

Of course, the nominal exchange rate cannot determine the real exchange rate; the issue is more one
of consistency between fiscal policy. inflation and exchange rate policy which can certamnly influence
expectations about the real exchange rate. Necessarily, if the government pursues a tight monetary policy.
because of its commitment to a stable exchange rate, it has few spare resources with which to subsidizr
state enterprises. A tight monetary policy, in short, imposes a hard budget constraint on the progenitor of
all soft budget constraints (the government) at enterprise level.

MACROECONOMIC STABILIZATION AND STRUCTURAL ADJUSTMENT

Unfortunately, what might be described as the monetary route to macroeconomic stability relics on
a rather simplistic notion of an easily manageable and sanitized government machine protected from
political pressure and overseen by an all-powerful ministry of finance. Reality in CEE and the FSU is
rather different. Monetary and budgetary discipline can only be introduced slowly and by stealth.
Accumulations of tax arrears, unserviced debts to banks and inter-enterprise credits have to be
systematically worked-out of the system, otherwise the seventy of the effects of budgetary discipline will
remain substantially dependent on chance. Also, the persistence of a significant arbitrary element in the
hardness of enterprise budgets is hiable to endanger the perceived legitimacy of the macroeconomic
stabtlization process. Transparency and consistency in policy implementation should be an essential feature
of the new policy regime that differentiates it from the previous regime.

The very existence of a vanety of different soft budget constraints opens up the possibility that
entrepreneurial management will seek to replacc soft but hardening constraints with relatively softer
constraints; so if banks get tough over non-performing loans. firns mav create working capital by
non-payment of taxes, or demand an expansion of supplier credit. The possible number of permutations
arc considerable. Eventually. as every constraint becomes hard firms will have to restructure and refocus
their activitics, or collapse, unless the top management (and thc trade unions) can usc their political
connections to achieve a bail out.

The process of progressively hardening the budgets of the state sector is not simply a matter of
macroeconomic policy. it is also about institutional reform and legal and regulatory infrastructure. At the
most prosaic lcvel. bank loan officers need to know what 1o do with defaulters, 1ax cellectors have to be
able to read accounts and prosecute for non-payment. The practical ramifications of macrocconomic policy
are virtually endless. Each clement has to be put in place virtually de novo in most countrics of CEE and
the FSU.

While high real interest rates are usually part ot the credit crunch at the beginning of a
macroeconomic stabilization programme, the very rapidity with which they are introduced mcans that their
impact is ofien arbitrary and unrelated to an enterprise’s performance. High interest rates can seriously
damage even moderately indebted but otherwise sound firms if they are maintained for too long. Thev
also mhibit new investment. Governments, therefore. have to maintain tight control on the state budget
deficit and fiscal policy, to make sure rcal intercst rates arc brought dowr: without reviving inflation.
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If the government is serious about macroeconomic stabilization, no bail outs will be forthcoming for
distressed firms. This raises wider political questions about the stability of governments. the sharing of
the social costs of economic restructunng ard the capacity and capability of institutions to alleviate
hardship.

POLAND AS AN EXEMPLAR OF THE RESTRUCTURING PROCESS

The rest of this chapter will focus on the Polish expenience 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 comprehensive structural adjustment in CEE.YY

Poland is one of the larger countnes of the CEE/FSU region, with a population of over 38 million.
Only the Ukraine and the Russiar Federation are larger. Before 1989, it had a relatively well developed
private sector which accounted for 18.8 per cent of GDP, mainly because most of agriculture remained
n private ownership during the communist penod. Agnculture constituted between 15 and 27 per cent
of GDP in 1988 and remains relatively underdeveloped. Poland is also one of the poorer CEE economies
with a per capita GNP in 1990 somewhere between USS 4,089 and USS$ 5,122, (see Table 3).*

In 1989, inflation had reached an annual rate of 640 per cent and government budgetary subsidies
were the equivalent of 16 per cent of GDP, yet by 1993 inflation was down to 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 contracted by 41.3 per cent between 1989 and 1992, about average for CEE
economics during the period (see Tables 4 and 5 and Chart 1). In 1993, industrial production is projected
to rise by 7 per cent.

Poland has a relatively large foreign debt representing 68.5 per cent of GNP, though somewhat
better placed than Hungary at 77 per cent of GNP. Its debt service obligations as a proportion of export
eamings were modest at 5.4 per cent in 1991 compared to Hungany's at 32.5 per cent of export eamings.
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 are clearly considerable difficulties in assessing changes in the indusinial structure and
performance of Poland only four years after the government's historical decision to break with more than
forty years as a centrally planned economy. The narural inclination of economists is to attribute all change
to changes in relative prices, but clearly this is inadequate. In any society, economic decision makers face
a vanety of historical, political and cultural factors which contribute to the available opportunity
structures. All societies are to some extent 'path dependent’: history exerts a powerful influence on current
capabilities. Unlike foreign exchange rates or price controls, history can not be easily reversed.

Few would dispute that the scale and scope of the changes in the distribution of property rights
and the structure of economic decision making implicit in the notion of transition from a predominantly
state-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 stiil
remember the old regime, its vicissitudes and its certaintics. When the future 1s uncertain, nostalgia has
a way of softening memornies of the past.




Table 3: Estimates of per capital GNPs or GDPs for CPEs in 1990

Estimates of per capital GNPs or GDPs for CPEs in 1990

Country PlanEcon Alton/CIA WEFA
$ % $ % $ %

United States 21,863 100.0 21,863 100.0 21,863 100.0
G.D.R. 8,500 38.9 9,718+ 48.1* 9,314 42.6
Soviet Union 5,700 26.0 9,144 41.9 7,122 32.0
Czechoslovakia 7,816 35.8 7,938 36.3 7,822 35.8
Hungary 6,017 27.5 6,119 28.0 6,888 315
Yugoslavia 5,259 24.1 5,223 23.9 3,744 17.1
Bulgaria 5,104 233 5,314 24.3 5,579 25.5
Romania 4,214 19.3 3,987 18.2 3,697 16.9
Poland 4,089 18.7 4,352 19.9 5,122 23.4
Average excluding Soviet Union & 5,417 24.8 5,489 25.1 5,475 25.0
G.D.R.
* This figure by Alton refers to 1989
Source: Lancicri, E. (1993), "Dollar GNP estimates for the Central and East Europcan Economics 1970-90", World Development, Vol 21,

1, Table 13.
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Table 4: Poland - key economic indicators

1989 1990 1991 1992 1993
. H Growth in GDP (%) 0.2 -11.6 -1.0 1.0 2.2
u Inflation (% end year) 640 250 60 44 32
. “ Unemployment (% end year) 0.1 6.1 11.8 14.0 16.0
ujcnem government balance -7.4 35 -6.2 -7.0 4.8
(% GDP) As % GDP
Exports 15.6 22.8 20.3 18.7 -
Imports 12.0 17.1 23.0 22.5 -
Current Account -1.7 1.3 -3.0 -0.3 - '

'official projections
20ECD

Source: Quarterly Economic Review (EBRD April 1993)

While the onginators 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 n a different tradition. In any case, bureaucrats are likely to struggle 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 execution may be slow and unpredictable. Nor does it
necessarily mean that the populace is patient enough to wait for the longer term benefits of change to
emerge. As the liberal govemments of Lithuania, in October 1992, and of Poland, in September 1993,
have discovered, the newly enfranchised electorate will onlv tolerate a certain levcl of economic and
social change before voting for a different, apparently more gradual approach to economic management.

THE POLISH POLITICAL AND'ECONOMIC REFORM PROGRAMME

Poland started its political reform programme, the necessary precursor to economic reform, before
any of the other centrally planned economies, in February 1989, through ‘round-tabje’ negotiations between
reformist communists in the government and the opposition leadership of the unofficial trade union
movement Solidanity.l* While the process could be considered 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 considerable pressurc on the Solidarity negotiators
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 1988 and general recognition of the
failure of the govemment of General Jaruzelsk: to introduce marketisation by decree from above had
already fatally damaged the legitimacy of communism in Poland '*'
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Table 5: Some macro-indicators of adjustment

CSF HUNGARY POLAND BULGARIA ROMANIA Former Former
GDR USSR
GDP 1989 1.0 -0.2 0.5 -0.4 1.9 na 3.0
1990 -0.4 -4.0 -11.6 -10.6 7.4 -15 -2.0
1991 -16.4 -7.5 -8.0 -25.0 -12,0 -34 -17.0
Cumulative 1988-91 -20 -15 -25 -30 -30 225
1992 7.1 1.0 -7.7
cumulative industial output 1989-92 -34.6 -37.5 41.3 -46.0 -45.3 -44.2 -28.3 (Russia)
Unemployment (end of year) 1990 1.0 1.8 6.3 1.4 2.0
1991 6.6 9.1 11.8 10.5 2.5 16 (30+) 1.8
1992 6.0 14.0
Inflation 1990 18 29 538 64 14.1
1991 54 as 48 271 238 na 160.6
1992 12 44 900 +
Budget Deficit 1990 0.3 0.1 3.5 9.2 0.3
1991 2.1 39 6.2 4.3 1.4 45 (transfers) 19.9
1992 7.0 8
Private Sector (1992) (1992) (1992) (1992) (1992)
%of GDP 19.5 na 50 15.6 >25 na 25
% of industrial output 14.5 na 31

Source:

Neuber, A. (1993), "Adapting the economies of Eastern Europe: Bchavioural and institutional aspects of flexibility”, Lond,
Overseas Devclopment Institute, mimeo, Table 2.
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Chart 1: Central and East Europe GDP Growth: 1990-94
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Source: The AMEX Bank Review, Vol.20, No.6, 19 July 1993, p.2.
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The round-table dea! of February 1989 struck between the Sohdarity team led by Lech Walesa
and the communist team led by Mr. Kiszczak secured General Jaruzelski's clection 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 election of June 1989, Sohdanty Civic Committee candidates
won all the seats they were allowed to contest. The communists accepted political defeat when their
previous allies in the Peasant Alliance (ZSL) and Democratic Union (SD) parties swurg round to support
the appointment of Tadeusz 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 ministnes for
a year and an unwritten ‘no victimization’ understanding was accepted. This was to last until the first fully
free elections of October 1991.

The political space the various informal understandings created, and the threat of hypeninflation
in late 1989, enabled Finance Minister Leszek Balcerowicz to imtroduce the 'shock therapy' of a
stabilization programme with virtually no opposition !* Reform of the state apparatus and the legal and
regulatory iufrastructure, 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 either the reform programme or institutional inertia depending on
political convictions.

THE POLISH STABILIZATION PROGRAMME

A new 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 hybnd of a planned and a 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': 1"

. major pnice adjustments and dismantling of controls:

. accelerated tax payments and cuts in subsidies and expenditure to reduce
the budgetary deficit;

. tighter enforcement of the allowable nom for wage increases. The norm
was set at 80 per cent of the previous vear'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 to the non-government sector fell in
the second half of 1989 by almost two-thirds:

. accelerated depreciation of the official exchange rate to better reflect real
purchasing power and inflation.

A full stabilization programme - prepared with the advice of the IMF - was introduced from |
January 1990. The longer term structural adjustment component was aimed at transforming the supply side
of the cconomy. The short term objective was to bring inflation under control from almost 80 per cent
per month in January 1990




Monetary and fiscal policy

With the abandonment of the central planning mechanism in 19389, there was an immediate danger
of government revenues disappeaning unless they were replaced with business taxes typical of 3 market
economy. The old socialist financial system had two essential features that differentiated it from its
capitalist counterpart. First, taxation was largely implicit and uncodefied and, second. the svstem of money
and credit for enterprises was entirely passive.* The government gained (or lost) revenue via the price
control system. Individuals had their incomes managed through the centrally controlied wage structure.
Enterprise surpluses reverted to the state via turnover tax or as profit reversion.

Liberalization meant that the authorities lost effective control of the enterprises’ ability to bid for
financial resources and of their investment behaviour. In particular, there was a serious risk of
decapitalisation, for inevitably under conditions of rapid inflation, enterprisc managements were subject
to strong pressure from the workforce to increase wages regardless of profitability. Naturally, if a
market-oriented system of corporate governance had been in place this risk would not have occurred. The
lack of a reliable and active financial and banking sector made it impossible to rely on conventional
mstruments of monetary 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 central bank. As a first step in the process of creating a
modem 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 agncultural credit, exports and some investment were abolished from the beginning
of 1990. In January 1990, the Warsaw inter-bank interest rate (WIBOR) was set by the NBP 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 years.

Wages and prices

Prices were liberalized 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 cent. and gas, heat
and electricity by 400 percent, followed 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 levied on state-owned enterprises paying above the government-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 ZI 1,800 per US dollar in September
1989 to Z1 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 enterprises was abolished. The US dollar-zlotych
exchange rate remained fixed at this rate until May 1991 when the NBP introduced a ‘crawling peg'
system of exchange rate adjustment. Although enterprises were required to surrender convertible currency
receipts to the National Bank of Poland, they also could buy convertible currencies from the NBP for most
current transactions. Trade was liberalized. All quantitative restrictions were abolished on imports and
a new unified customs tanff for personal and commercial importers was introduced.




Government budget

The target for 1990 was the achievement of broad budgetary balance through reduction of
subsidies from 31 per cent of the 1989 budget to a maximum of 15 per cent in 1990: wage reductions in
the civil service. squeezing defence expenditure; elimination of tax rehief to enterprises thereby raising
orofit tax from around 30 per cent to 37 per cent and nearer to the nominal rate of 40 per cent. Offsetting
these gains to the budget were a new 'social safetyv 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 STABILIZATION PROGRAMME

It has been argued that a distinction should be made between stabilization of prices and exchange
rates which it is claimed can be achieved fairly rapidly and the responses of the production structure,
investment and ownership patterns. 12 All of the latter patterns tend to adjust extremely slowly even when
there are veryv sharp changes in relative prices as has been the case in Poland since 1989. The fact that
the cffects of monctary and fiscal policy only appear after sometime is an important feature of the realities
of policy making. This time lag is due to lack of synchronization between financial processes and the
production of goods and services. Moreover changes in the financial and banking systems are also
constrained 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 until popular unrest began to
emerge in the suunmer 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, chose 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 parties to the Seym
(Parliament). This meant that there was subsequently more open political conflict over the pace and social
cost of reform in Poland than in other countries such as Hungary and Bulgana 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 coalition governments since October 1991. Nevertheless. much of the electorate has remained
skeptical of the benefits derived from the programme. Thus in the most recent general clection of
September 1993, the reformed communist party, the Democratic Left Alliance (SLD) won the largest share
of the popular vote (20.6 per cent) and the Liberal Democratic Congress (KLD), the party most closcly
identified with the structural adjustment programme, was eliminated from the Sejm. Even so, the political
lcadership of the current coalition government made up of the SLD and the Peasant Party (PSL) led by
Prime Minister Waldemar Pawlak of the PSL.. continues to proclaim the irreversibility of the reform
programme. In his opening speech to the Sejm on 8 November 1993, Mr. Pawlak promised to pursue
policics supporting privatization, free trade, and keeping the government’s budget deficit within 5 per cent
of GDP as agreed with the IMF by the previous government.
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Price inflation

The period of hyperinflation in 1989 and pricc libcralization had the beneficial effect of virtually
climinating a large monetary overhang thereby reducing the govermment's debt service obligations to
manageable proportions. Inflation declined very rapidly in the first half of 1990 from 80 per cent in
January alonc to 1.8 per cent per moath in August. Progress since then in squeezing inflation down to
acceptable levels has been less impressive (Chart 2). At the end of the first half of 1993 inflation was
still unaczeptably 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 is that there is stress on the
importance of price liberalization but not of wages. This is at first sight surprising since most economists
are reluctant to allempt suppressing market forces. 2 Introducing wage controls in a developed market
economy 1s usually associated with exacerbating rigidities in the structure of wages, they are 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 mechanism
and the cstablishment of a hard budget constraint for statc-owned enterpriscs when there is a real danger
of rapid wage inflation fed by price increases, lower profits and tax revenues, and decapitalisation. In this
intenm period before market forces have become effective and financial discipline is provided by
commercialization and privatization, managers have few incentives 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 privatization.

Controls were introduced in 1990 through monthly indexation of state-owned enterprises’ 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 achieve 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 cent, the enterprise faced a 100 per cent tax surcharge
on the additional payments. Payments more than 5 per cent above the norm attracted a tax surcharge set
at 500 per cent.

The private sector was exempted from wage controls, Firms werc gencrally smalier, thereforc
administrative costs of controls would have becn relatively high. Many were owner-managed so it was
assumed management would be unlikely to grant cxcessive wage increases. The decision to discriminate
in favour of private firms was also a radical departurc from the previous regime's bias in policy
instruments against the private sector.

By Fcbruary 1990, wages in the five main sectors - industry, construction transport,
communications and tradc - were less than half of their August 1989 level. Wage controls were quite
successful until mid-1990 when wages climbed quite steeply above the programme ceilings. What
happened 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 incrcased wages and default on tax payments confident that they would never be collected once
the enterprisc collapsed. By December 1991, real wages had risen by 15 per cent but were on average
still more than 30 per cent lower than December 1989 (see Chart 3).
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Chart 3: Average real wages in Poland, 1990-91
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Chart 4: Budget deficit
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The moderation of wage increases in the early stages of the reform programme may plausibly
be explained n term of the stringency of a range of macroeconomic policies, not just wage controls
but also dght credit controls. Nevertheless, the threat of tax penaltics on inflationary wage pavments
certainly had considerable rhetorical value at the beginning of the stabihization 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 central planning
mechanism and the introduction of the discipline of market forces for enterpnse management. Thev
do not tackie more fundamental issues related to the competence and objectives of top management
of stae-owned enterprises and the root cause of the problem - lax financial discipline.

The budget deficit

A dominant factor in macroeconomic policy management since 1989 has remained the
government'’s budget deficit rather than the balance of payments. The government's management of
the budget was initially much better than expected. A surplus in the budget appeared in 1990 for the
first ime for ten vears (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 revenue base,
(sce Chart 4). The IMF agreement 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 Mav 1993 as a result of its
unwillingness to compromise with opposition groups demanding substantial pay increases for public
emplovees*' It remains to be seen whether the outcome of the September 1993 election will weaken
the new government's determination to stay within the IMF ceiling.

The government’s freedom of action on the budget remains severely limited by social secunty
costs and by debt service obligations inherited from previous communist regimes. In 1992, social
security payments absorbed 19 per cent of the budget and debt service 8 per cent. Official projections
for the 1993 budget envisage 21.7 per cent for social secunty and 15.4 per cent for debt servicing
obligations (12.2 per cent domestic and 3.2 per cent foreign). No less than 37.1 per cent of the 1993
vudget 1s accounted for by 'fixed’ commitments. As many as 40 per cent of voters in Poland are said
to De state pensioners so that the political pressure to expand rather than contract the ‘fixed’ clement
of the budget is not trivial.

In addition, the shift from an enterprise-based system of taxation to a more complex system
of indirect taxation has reduced government revenues from 35 per cent of GDP in 1989-90 to a
projected 27 per cent in 1993. Clearly the capacity of the government to fund major industnal
restructuring programmes is very limited without external support. The situation should improve as
the tax reforms begin to bite and enterprise profitability recovers with increased capacity utilization.
However, in the short to medium term the Polish government must attract new capital to help fund
necessary investment in infrastructure and productive capacity if the reform programme is to be

‘ned.

At present, Poland is paving only reduced interest on 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 US$ 2 billion
annually in addition to between USS 500 million and US$ 600 million in interest pavments on official
dcbt of USS 33 billion. Poland also has outstanding debts to commercial banks of USS 12.1 biilion
which are currentiy not being serviced. Negotiations with the London Club failed to reach agreement
on the Polish government's proposal for a 50 per cent reduction in debt in June 1993. Only Latin
American terms of 35 per cent debt reduction were offered. Senlement with the London Club is
important for two reasons. First. the 50 per cent reduction in official debt is conditional on an
agrecment with the London Club. Second, and perhaps more importantly, as the world moves towards
a low interest regime the additional credit risk premium Poland payvs of 4 per cent or more can now
be higher than the base rate itself, hardly an encouragement to badly needed forcign investment.
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Government expenditure in 1993 and for the foresecable future 1s thus severcly constrained
by existing commitments. Very little is likely to be available for new development expenditure
without foreign assistance and debt relief.  Unless output, sales and corporate profitability rebound
quickly and rather strongly, or politically acceptable new taxes are mmposed, successive Polish
governments face the prospect of a permanent budget deficit.

Texes

Before the reform programme, the proportion of GDP accounted for by taxation was
relatively high for a middle income economy at around 45-50 per cent of GDP. Enterprises 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 tumover and enterprise income taxes. Most tax revenue was derived from
large state-owned enterprises. Moreover, the application of the taxes was highly discretionary so that
enterprises in financial difficulty could seck tax relief. Wages and salanes 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 govemment were low - 3 per cent of GDP -
because state-owned enterprises were the main investors not only in productive capacity but providers
of such social welfare as schools and medical and recreation facilities. The share of state-owned
enterprises in 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 5 per cent in 1991 and 4 per cent in 1992. The only remaining significant subsidies are for
housing finance and residential construction. In 1993, subsidies are estimated to have fallen to around
1 per cent of GDP. Although the cut in subsidies may account for a saving of anything up to 15 per
cent of GDP on the expenditure side, additional safety net expenditures and unemployment benefits
are likely to be required as labour shedding deepens. On the revenue side of the budget, there has
been a sharp fall \n profit tax receipts, partly as a result of the sharp drop in output but also as a
temporary result of the changeover to a progressive income and value-added tax regime.

Until 1992, it was the sole responsibility of firms to file tax returns. This was one of the
times when enterprise management were able to bargain with the state authonties over their tax take
and its relationship with the resources necessary to meet plan targets. The introduction of a global
personal income tax on | January 1992 with a top marginal rate of 40 per cent and a standard rate
value-added tax (VAT) of 22 per cent in July 1993, finally broke the complex system of discretionary
taxation that accounted for a large part of the soft budget constrait of the old system. An enterprise
income or corporation tax rate was alsc set at 40 per cent in line with the EC norm #* Furthermore,
excise duties were simplified and restricted to a uniform rate on a limited number of items principally
petroleum fuels, tobacco and alcohol. Some discretionary tax preferences remain on such items as
imported capital equipment and matenals for particular projects approved by the government.

Poland now has a progressive taxation system in place which spreads the tax burden
throughout the economy including the service sector and the possibilities of tax avoidance have been
substantially reduced.?? Collection is centralized and is now completely divorced from the relationship
between a state-owned enterprise has with its supervisory ministry.

Clearly it will take time to develop the tax assessment and collection system and there will
be a continuing requirement for technical assistance with managing a taxation system that facilitates
the development of a market economy. In the meantime it will be difficult for the government to
predict tax revenue with any great accuracy thus adding further uncertainty to the budget management
task.
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Trade

The redircction of CEE trade towards Western Europe has been impressive.*  Exports from
CEE to the OECD have grown at a rate of 17 per cent p.a. between 1939 and 1992 while import
demand has expanded by 27 per cent annually. Prices have clearly been kept competitive follewing
the decp devaluations introduced at the outset of the reforms and downward pressure on wages from
weak domestic demand.

In addition, CEE has moved from a modest trade surplus in 1989 of USS 1 billion to a
deficit of USS 3.6 billion with the EC in 1992, and a surplus of USS 2 billion to a deficit of over
USS$ 10 billion with all OECD countries during the same period. Clearly the rest of the world's trade
balance has benefited from the liberalization of markets in the CEE. Trade with the EC has expanded
rapidly since 1989. Overall, CEE exports 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 nearly 35 per cent p.a., (see Tables 6 and 7) .

Table 6: Booming trade with the OECD

Booming Trade with the OECD I
Exports Imports
$ billion % p.a. | $ billion % p.a. |
growth growth
1989 1992 1989-92 | 1989 1992 1989-92
Poland 6.1 11.2 223 6.2 13.6 30.0
Czechoslovakia' 4.2 9.2 30.3 3.7 10.8 43.4
Hungary 4.5 7.4 17.6 4.7 7.8 18.8 J
 Viscgrad 47 48 | 278 | 233 | 145 | 323 | 304 l
Romania 3.9 2.4 -15.3 1.2 3.1 36.0
Bulgaria 0.8 1.6 24.7 2.4 1.9 7.4
TOTAL 19.6 31.8 17.5 18.2 37.3 27.0

! Now Czech Republic and Slovakia
Poland, Czech Republic Slovakia and Hungary

Source: Monthly Statistics of Foreign Trade (OECD)
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Table 7: Trad~ with the EC

[ Trade with the EC
EC Imports EC Exports Trade Balances
with EC $billion
% total | % p.a. % total | % p.a. | 1989 1992
from growth to non growth
non- 1989-92 | EC 1989-
EC 92
Poland 1.4 27.7 19 345 0.0 -1.4
Czechoslovakia' 1.1 35.7 1.5 45.6 0.2 -1.0
Hungary 0.8 213 0.9 16.6 0.4 -0.1
Visegrad 4? 3.4 28.4 43 325 0.1 25
Romania 0.3 -13.6 0.4 470 2.1 0.6
Bulgaria 0.2 24.7 0.3 4.3 -1.0 0.3
Comecon Europe 3.9 21.8 5.1 304 0.9 -3.6 l
FSU 35 9.5 3.1 1.6 2.9 4.7 j
TOTAL Comecon | 7.4 | 153 82 | 19.6 18 | 11 |
TOTAL 100% 9.1 | 100% 8.5 48.0 75.0
(£632 ($557
billion) billion)

' Now Czech Republic and Slovakia
2 Poland, Czech Republic, Slovakia and Hungary

Source: Monthly Statistics of Foreign Trade (OECD)

A ncw post-1989 handicap Polish firms exporting to the West face is the absence of export
credits and state guarantees.?* 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 are
made on this basis. Immediate cash payments are currently demanded on over 90 per cent of Polish
exports which reflects both the chronic cash flow problems of exporters and the lack of willingness
of the banks to fund trade credits at affordable prices. In the markets of the FSU, conditions are even
less favourable. Hyperinflation, lack of convertibility of the rouble and a lack of foreign exchange
at the enterpnise level makes trade very difficult. The authorities also prohibit countertrade on 80 per
cent of the goods Poland is interestsd in (oil and gas). Intergovernmental agreements to swap food
and medicines for oil and gas have proved ineffective in practice. The fundamental problem inhibiting
trade recovery with the republics of the FSU, is the absence of a securc payments system between
them and Poland.
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In spite of the surplus in favour of EC countries, there has been significant trade friction 1in
the so-called sensitive sectors - steel. textiles, coal, chemicals and agricultural products - which
constitute around 40 per cent of exports from the Visegrad countries®® The countries of the CEE
region point out that a USS 1 billion increase in their exports to the EC adds 25 per cent to their
total exports, but only 0.2 per cent to total EC imports. The problem, of course, lies with specific
produc:s.

Protectionist sentiment is unfortunately also beginning to creep back into the CEE countries
themselves as governments struggle with their budget deficits and balance of payments constraints.
For example, the recession in Europe appears to be damaging Poland’s export performance in 1993
- exports declined by 8 per cent to US$ 3.04 billion in the first quarter of 1993 and imports rose by
16.5 per cent to USS 3.41 billion .# It remains to be seen how long a current account deficit of this
size is sustainable, (see Chart 5). Not surpnisingly there have been calls from some domestic producers
to restrict imports to raw materials, intermediates 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 countnies, has
been the sharp fall in recorded national output.® Industrial production fell in 1990 on average by 22
per cent compared with the year earlier, by 17 per cent in 1991, and by 10 per cent in 1992. By
contrast, using January-to-August 1993 figures, industrial production is projected to nse by 7 per cent
in 1993 on 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 end of 1993. Even at this worrying level, it still Jags far behind
the fall in output suggesting some labour hoarding still persists. While unemployment has been
rising. aggregate output has begun to slowly recover from a much reduced baseline, (see Chart 6).
In April 1992, Poland recorded its first increase in output on a year earlier 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 bleak. It has been the buoyancy of private industry which recorded a 32 per cent increase
in output in 1992 (bringing its share of industrial production to a third of the total) that has made
Poland the exception to the rule. 2

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 been given.® The first explanation is the notion that
the CEE has been subjected to a structural shock similar to that administered to the industrial sector
in the West following the second oil price hike in 1979. Some have rejected this theory on the
grounds that the effect should be sector specific but output falls were recorded in even the most
efficient industries and labour productivity and profitability remain remarkably uniform. Pnce
liberalization has not resulted in any discernible reallocation of resources to the most efficient
industries. However, given the very severe data limitations noted above and the very short time series

involved it may be too early to reject this hypothesis out of hand.

The second explanation traces the fall in output to the effect of the severe disruption of
export demand following German unification in 1990 and the dollarisation 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 199] 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 example, Poland lost 36 per cent of its exports to CMEA
countries during this period 1991-92. By 1993, CMEA tradc had been reduced from over half of the
total trade of the region in 1989 to only 20 per cent (see Table 8). However, some commentators al;o
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Table 8: Collapse in trade with ex-COMECON

Collapse in Trade with ex-Comecon
Exports Imports
$ % total % $ % total % H
billion change | billion change
1992 1991-92 1992 1991-92
Bulgaria 1.2 24 -5 1.3 29 -66
Czechoslovakia' 43 31 -5 3.6 20 -32
Hungary 2.2 2] -17 3.0 23 +25
Poland 35 22 -36 3.1 16 +2
Romania 1.2 26 -40 1.3 20 -61
TOTAL 12.4 25 -35 12.4 20 -35

! Now Czech Republic and Slovakia

Source: Direction of Trade Statistics (MF)

scek 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
result of the liberalization of imports from January 1990.2 Undoubtedly there was a 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 p.a.) are remarkably resilient in Poland as elsewhere in the CEE apart from the Czech Republic.

The third explanation for the collapse in output is the ‘credit crunch’ hypothesis 2’ The output
collapse in the CEE is a function of the underdeveloped state of the region's credit markets. The
proponents of this argument claim that at least 20 per cent of the output decline in Poland in the first
quaster of the stabilization programme can be attributed to the initial contraction 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.
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Within a short timc inter-finm credit chains were spreading cverywhere threatening the
stability of wholc industrics, for if the banks had becn active in pursuing bad dcbts large parts of
Polish industry could havec been dragged down into a bankruptey spiral ™' But. firms were allowed
to dcfer payment obfigations and banks, in turn, werc able to pile up non-performing loans without
Central Bank rcgulators intervening to cnforce capital adequacy ratios and bad debt provisions. In
othcr words, despitc the credit crunch, a soft budget ‘constraint’ was allowed to operate selectively,
whereby the authorities chose not to enforce a sufficiently systematic and tight credit policy on large
statc-owned cnterprises to cnsurc cfficient restructuring.  Presumably this was becausc the poiitical
and social costs were considered to be too large to countenance. At the margins, a few weak and
politically inconsequential enterprises were allowed to go into liquidation but the vast majonity were
aliowed to adopt a wait-and-scc-attitude in the short to medium term.

A fourth explanation for the drop in output without large-scale bankruptcies and industnial
restructuring in CEE is the persistence of what have been referred to as ‘budget sofiness and hard
habits’** Thc management of state-owned enterprises, instead of struggling to introduce efficiency
enhancing measures, engaged in what they know best: maximizing their chances of immediate survival
in the prevailing circumstances of legal and regulatory confusion. Taus the majority that survived the
initial imposition of a credit squeeze, coped by searching for softness in the credit system. They
leveraged intcr-enterprise credits and stopped servicing loans from state banks or paying taxes to the
state treasury. Statc cnterpriscs were able to behave this way because of the continuing passivity of
banks and the gencral belief that at some future date the government. would organize a bail-out. In
effcct, govemnments have continued to fund state enterpnises through thc national budget and the
banking system, albeit on a reduced scale in comparison to the pre-reform command economy.

In the casc of Poland, the rapid expansion of supplier credits was quickly brought under
control as entcrprisc managements were madc painfully aware of the scriousness of the authoritics
attentions in introducing a credit squecze. Thus, in 1990-91, supplier credits represented

approximately 35 per cent of state enterprise debt, but had dropped to less than 12 per cent by
1992-93. Banks also havc managed to substantially reduce their balance shect exposure to statc
enterprise debt, from close to 30 per cent of all state enterprise debt in 1990-91, to less than 12 per
cent in 1992-93. The debt has not evaporated, however, it has been transferred to the state budget.

The budgetary sector share of total statc enterprisc debt has risen from the 30 per cent rangc
in 199091, to 65 per cent in 1992-93.% In order to engineer this shift in debt, banks have
dramatucally cut credits available to statc-owned enterpriscs, from ZI 147.2 trillion to Z1 117.7 trillion
between 1991 and 1992, arcal drop of 28 per cent. In an economy in which there is obvious demand
for investment to rctool and modemize virtually all statc-owned enterprises, this sharp decline in
allocation of credit 1o enterpriscs implies a serious and potentially damaging withdrawal of the banking
industry from the role of intermcdiary between investors and the business scctor.

What has happencd is that the political lcadership in thc CEE/FSU countries has been
gencerally unwilling to force through radical restructuring of large statc-owned enterpriscs through full
application of a hard credit crunch. Managers of enterpriscs have recognized this weakness in the
systcm and havc cxploited their connections as much as possible in order to securc their short-term
survival.’” The nct result, at Icast in Poland, is that staic-owned cnterprises now find themsclves
dangcrously undcrfinanced just at the moment when their nced for new restructuring and privatization
investment is mosl pressing.

It may also have been the case that many of the above-mentioncd factors contributed singly
or in combination to the drop in output. Howcver, there is a growing conscnsus that there may have
been more fundamental structural deficiencics, particularly at the enterprisc level causing the drop in
output. And, by concentrating on macro-cconomic rcforms Poland - like most of the countrics in
transition - did not pay cnough attention to the micro level structural and institutional reforms required
as well. This argument is taken up in the next chapter.
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Chapter 3
A Framework for the Long Term Structural Change of Industry

INTRODUCTION

There is a growing rcalization among cconomic commecntators that macro-cconomic reforms alone
in the CEE/FSU rcgion have not. and arc not likely to lcad to the necessary supply responsc to ensurc the
successful transformation of the region's economies. None of the scveral factors descnbed in the previous
chapter as reasons for the collapsc of output across the region are in and of themsclves a sufficient
explanation for what has occurred. Indeed. they may have acted as a mask for morc fundamental
problems inherent to the region: micro-level rigiditics, institutional weaknesses. and structural imbalances.
particularly incfficiencies at the enterprise level which have resulted m an anemic supply response to the
incentives that should have been induced by macro-cconomic reforms.

"1 is now clcar that macroeconomic reforms can do hittie for the inadequacics of industnal structure
and performance so charactenstic of the command economies: the lack of an entreprencunial cadre and
thnving privatc sector, iradequate technology. a lack of managenal and supervisory personnel, and a
shortage of financial institutions to cnsure the proper monitoring of enterpnse performance. They do little
to cnsure that accounting and financial management, marketing. quality control and management
information systems arc adequate. These arc the real impediments to the economic development of the
countries of the region. Clearly focused micro level industrial policy closely co-ordinated and integrated
with macroeconomic reforms will be needed to attack the structural weaknesses at industry and enterprise
level. Without such co-ordination, the risk arises of throwing even the best enterpnises into bankruptcy
and causing scvere economic disruptions. There now needs to be a sccond stage of the transformation
concentrating on removing structural deficiencies and micro-level bottlenecks to accompany the reforms
which have the predominant feature of the first stage of the transformation process.

The countries of the region need to develop economic governance. They need to build institutions
to support market reforms and to nurture a civic culture that rejects the trading of influence, bribery and
corruption. This is thc most difficult task they will have to do and will take the longest time. It must
include a well devcloped legal and regulatory infrastructure which ensures that contracts between
cconomic agents arc based on credible commitments in order for a market economy to function efficiently.
Anyonc breaking a contract and causing matcrial damagc must be punished in a cost effective manner in
order to deter others contemplating breaking their contractual obligations. Sanctions arc required thus not
as the normal motive for obedience but to provide a guarantee to thosc who voluntariiv abide by their
obligations that they will not losc out to thosc do not.™ Morcover there is a need to cncourage a long
term view of business relations so that investors have time to rcalize the benefits of their investments.
This also means restraining the predatory tendencies of a determined minonty be they government agents
or privatc individuals.

A govcmment may permit a capitalist market to develop within its borders, but that market will
not flounish unless legal institutions sccure, define and adjudicate property nghts and provide for the
enforccability of contracts. These institutions arc essential in order to protect the matenal incentives
availablc to a country's citizens, to motivate them to work to the best of their abilitics, to ecngage in trade,
and to save and invest for the future in productive capacity
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Also csscatial to the efficient functioning of a markct cconomy 1s a weli developed financial sector
that acts as an intcrmcdiary between investors and the business scctor. Such a svstem has been grossly
lacking in thc CEE/FSU region where banks functioned pnmanly as channcls for statc funds and
accounting units. The idca of a money market was alicn until rcforms began and banks were not
responsible for making evaluations of creditworthiness.

Finally_ 1t ts important to the success of the region's transformation that it begins to dchiver as
much as possiblc as quickly as possibic in order to retain public support and keep on track. To
accomphish this it is important industnal restructuting be addressed dircctly. Macroeconomic reforms are
not enough in and of themsclves to achieve the desired reallocation of resources away from incfficient
industries and towards profitable ones. It is vitally important given the serious budget constraints facing
the region, that these policies and efforts do not encourage waste and duplication. Thus, a comprchensive
industrial strategy should be developed which considers a given country’s current weaknesses and
strengths, together with its potential and the socioeconomic consequences of industrial restructuring and
broader private sector development for the population at large and individual sections within it.

LEGAL AND REGULATORY INFRASTRUCTURE FOR INDUSTRIAL RESTRUCTURING

There are a number of key elements in the legal and regulatory infrastructure needed to support
the introduction of a market cconomy.” The first and basic element is an efficicnt constitutional
mechanism for establishing the rules of conduct of the economic system - the rules by which rules are
made. This requires a constitution that defines the degree of centralization, those interests that have
access to the policy-making process and the way in which consensus is achicved on policy. Like so many
other aspects of the transition process, constitutional reform has high start up costs but should increase
cconomic growth in the medium term. It is, of course, still too early to evaluate the economic impact of
constitutional reforms introduced from 1990 onwards in the CEE region. The message is clear enough
- patience with the teething problems of democratic pluralism will payvoff eventually. The altemative is
loss of fiscal legitimacy and a descent into spiralling budget deficits, corruption and capital flight.

In the economic sphere, of more immediate interest to businessmen and financiers, however, is
the construction of the legal and regulatory infrastructure rather than the necessary process that leads 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 liability for wrongful damage. Without clearly defined and defensible property
rights there can be no incentive for economic activity. Governments must be powerful enough to be able
to enforce pnivate property rights vet be willing to be restrained by the judiciary to respect those nghts.
Predatory officials can be as much a threat to property rights as private individuals. A system of property
rights is economically cfficient if these rights are universal, exclusive and transferable. The contribution
of the judiciary 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 commercial code,
compctition and anti-monopoly laws, and company and bankruptcy laws.

The absence of an operational, transparent and credible set of rules of the game defining property
nights. makes the transition to an efficicnt market economy impossible. It does not matter how brilliant
cconomic policy prescriptions arc, at the cnd of the day, it is the cfficiency of the implementation process
that matters. Without an cffective regulatory framework in place, powerful interest groups will seek
cndless concessions for monopolistic privileges from the statc which will eventually drown the lofty idcals
of a frce and vibrant market in 4 morass of corruption. Old habits of thc command cconomy will reassert
themsclves in a new and virulent form, uninhibited by fecar of the economic policc who used 1o control
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the wilder excesses of the communist system.'’ Communism will simply have been privatized into a
state-sponsored system of ‘crony capitalism' such as that seen in Peru.*’ In the typical CEE/FSU country.
as clsewhere. there is undoubtedly a ficrce struggle going on between thosc promoting rent-seeking
coahitions and thosc who wish to promote an cfficicnt and compctitive open market.

Unfortunatcly the design, ncgotiation and implementation of a fully operational legal and
regulatory infrastructure takes time and makes heavy demands on the scarce human resources of the state
apparatus. Assuming that a viablc coalition can be sustained lorg enough in government to design the
necessary laws, the limitations of the administrative capabilities of CEE/FSU countnies are severe. A top
echelon inexperienced in managing a civil service geared to the needs of a market economy and the stcady
crosion of talent by recruitment to the private sector are the two most obvious constraints on institutional
reform.

In Poland, the government has established agencies for developing and implecmenting
anti-monopoly legislation, privatizatior, and promoting inward foreign investment with varying degrees
of success. Each agency has been constrained by the protracted legislative process required to develop
the nccessary Iegal and regulatory instruments and by the lack of experienced personnel. Technical
assistance programmes have only partially compensated for the lack of professional expertise. Starting
dc novo. all personncl are on a stecp lcaming curve: Polish professionals may be familiar with the
pruvious regime but have very limited knowledge of the legal and regulatory infrastructure of 2 modern
market economy. cxpatriate advisers have very little knowledge of the detailed workings of the Polish
burcaucracy. Ofien situations in which officials have had insufficient experience and foreign advisers
have had inappropriate cxperience of the problems being dealt with have led to the now common
complaint that officials seem too passive and are unable to arbitrate between the sometimes conflicting
advice proffered by so-called foreign experts. Expatriate advisers, in turn, are cnticized for producing
cruditc analytical reports but without provision for implementation. Both locals and foreigners, of course,
all too often lack the specific operational skills required to tum analysis into action.

Working practices, casc law, and that most important of all commodities, credibility, can only be
developed slowly. Inevitably mistakes have and will be made. Since one of the principle objectives of
industnial restructuring is to cnhance the adaptability and flexibility of enterprnises, it is important that the
introduction and development of a new legal and regulatory infrastructure is carried out in a sensitive and
flexiblc manncr. However, policy invariably evolves in increments and mistakes arc difficult to wipc out.
For cxample, in the Czech Republic the government was cager to disposc of the statc tobacco monopoly
as a way of raising revenuc and of boosting its privatization programme, but in its haste it 1ignored
competition policy. Today thc government faces the difficult task of unravelling a foreign-owned private
monopoly without offending thc investment community.

In Poland, onc of thc main tasks of thc Anti-Monopoly Officc is to supervisc the division of
dominant, usually vertically intcgrated, statc-owned enterprises.’ In practice, it is very hard to definc a
propcr balance between a more competitivs structure and possible loss of advantages of scale and scope.
Each cxamplc has to bc cvaluated on a casc-by-casc basis, yet the Office is expected to «.over the whole
of Poland with lcss than 80 profcssionals with no expenence in the ficld prior to 1989. Thus, onc
professional is responsible for supervising the liberalisation of the telephonc monopoly, while in the
United Kingdom, Oftcl employs a staff of 300 solcly concerned with monitoring the telecommunications
industry.

Fortunatcly, in Poland libcralisation of imports has dissolved the previously dominant position of
many stalc-owncd monopolics so that the work load of the Anti-Monopoly Office has not been as oncrous
in many scctors as once expected. At the samc time, politicians and other commentators complain that
the structural transformation of large enterpriscs is taking place too slowly. Competition mcans morc

'

(IR TI ([ (IR

[Nl (BRI




42

difficultics for cnterprises.  In a situation in which many statc-owned enterpriscs arc 1n a scriously
wezkened condition and are frequently facing bankruptcy, the enforcement of a stnct anti-trust policy is
not practical.

Thc most important implication of thc cxpericnce of the Pohish Anti-Monopoly OfTice 1s that an
cffective and efficient legal and rcgulatory infrastructure cannot be created in one ‘big bang”. The
cconomic transformation process in Poland is unique. The expericnce and lessons from Western market
cconomics can be a uscful guide to policy devclopment, but no onc has detailed knowledge of
implcmentation in the Polish context. This knowledge has to be accumulated piccemeal through
cxperimentation and in interaction with economic decision makers. Well thought out and timely advice
delivered at the highest levels to those responsible for enterprise restructurning. tariffs, and import and price
controls, is morc important in minimizing the accumulation of policy crrors leading to loss of economic
cfficiency than rcsorting to rcactive legislation and hitigation. Litigation is always time consuming,
intensive in the use of scarce professional resources and decisions arc vlumately based on legal critenia
rather than considerations of economic efficiency.

FINANCIAL SECTOR REFORM

Undoubiedly the most unfamiliar aspects of a market economy for those used to a centrally
planned economy is the financial system. The notion of a money market was previously unknown. Banks
served 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 enterprises were automatically
generated when required by firms to meet the production targets set by the central plan. If the amount
of the loan was msufficicnt, enterprise managemcnt negotiated for an addition with the relevant functional
ministry. If the ncgotiations were successful the statc bank would be instructed to releasc the new credit.

The first major reform to the Polish banking systcm was instituted in 1989 when 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 structurc of state-owned banks. with a central bank, four
specialized banks and cight state-owned commercial banks. Thesc statc-owned banks co-cxist with two
privatized banks, 80 ncwly registered private banks and 1,650 private co-operative banks mainly offering
scrvices o pnvate agriculturc. Many of these co-operative banks are affiliated with the state-owned Bank
of Food Economy (BFE). and io this extent are not fully pnvatc. The eight commercial statc-owned
banks arc joint stock companies wholly-owned by the Statc Trcasury. While uitimate ownership is
unchanged, the transformation into joint stock companies is a significant step iowards full privatization *’

While the banking scctor is mixed, the state-owned banks rctain by far the dominant share. Thus,
statc-owned banks account for almost 80 per cent of the total banking system. In addition, the four
spccialized banks: Powszechria Kasa Oszczednosci-Bank Panstwowy (PKO BP), the country's largest
savings bank; Bank Handlowy w Warszawic (Bank for Foreign Trade); Polski Bank Rozwoju (Polish
Dcvelopment 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 asscts. In short, the
contribution of the new private banks to overall resource flows is quite modest. **

The National Bank of Poland continucs in its rolc as the country’s central bank, clearing house
and banking rcgulatory authority. It is relatively independent of political influence like the Bundesbank
in Germany. for cxample. The 1989 Banking Act permits all banks to cngage in what has come 1o be
known as 'universal banking’. This mcans that Polish banks, in addition to the usual commercial and
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privalc banking activities, can trade in domestic and foreign sccuntics and underwnte and issuc securities.
They arc not, however, pcrmitted to give investment advice to chients. The deposils of all banks, except
privatc banks, arc still fully guaranteed by the govemment. Even when the first commercial bank,
Wiclkopolski Bank Kredytowy (WBK), was privatized in July 1993, 1t retained the full backing of the
govermment for its deposits. Nol surpnsingly, other private banks havc protested, claiming unfair
’ competition. The government will probably keep the guarantee in place until all the other slate-owned
banks arc privatized (o avert the threat of a run on the deposits of a bank undergoing privatization.

BANKS AND INDUSTRIAL RESTRUCTURING

In market economies, banks traditionally plav 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
enterprisc. 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 devclopment of a banking culture that emphasized working with and assisting
enterprises. Indecd. enterprises themsclves were hardly willing to co-operate wiih banks. The communist
party command and reporting structure tended to foster a 'cloak and dagger’ altitudc towards giving and
sharing information with outside bodies.

The conscquences of previous policies are vividly seen today when Polish enterpnses seek
financial assistance from their banking partners. Instead of becoming actively involved, many banks and
financial institutions remain aloof, ofien unaware of an enterpnise’s needs and are hence unwilling (and
unablc) to play an active role in addressing real commercial problems. An active role often requires daily
involvement and certainly continuous review of an enterprise’s financial performance during the
tumaround phasc. Regretiably, Polish banks too often seem to see their role more as a judge who
periodically reviews the progress made by enterprises but almost never gets cngaged or tough as an active
partner would. With few institutions to tum to for assistance, restructuring enterprises are usually forced
to return to their founding bodics or the State Treasury. Thus, at the critical moment in enterprise
restructunng when hard decisions have to be made, the role of financial institutions becomes trivial.

It 1s demoralizing for managers working in staic enterpnses to find that the owner, the Polish
government, is unablc to provide any new resources, kowever necessary. Paradoxically, the same owner
is also generally known 1o be keen to sell, but rarely at prices offered by the market for fear of a political
backlash against sclling at a heavy 'discount’. With bankers and suppliers apparently conspining to deprive
managers of even a basic level of working capital and with no authority to take unilateral action to try
to improve things, managers of state-owned enterprises have few alternatives other ihan to adopt a ‘care
and maintenance’ style of management.

The passivity of banks in the CEE/FSU rcgion has to be tackled both in tcrms of developing
cfficient capital markets and at the operational level. In Poland, reform has tended to concentrate on the
capital market. Faced with very strong demand for capital from the budgetary scctor, the business and
cnterprisc scctor has been squeczed out of credit allocations. The EBRD has devised a programmc for
the country, the Stabilization Restructuring and Privatization Programme (SRP)"' designed to fill the
current void in the corporate govemance of around 180 sclected medium-sized state-owned enterprises
with bad loans and arrest their decline by providing their creditor banks with new capital and professional

’ help to force the pace of debt write-offs and the adoption of a viable recovery programme for cach
cnterprisc.”” But the programmec can only partially compensatc for the structural problems of Polish capital
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markcts. Howcver, by being specifically targeted at the operational level. it should make a major
contnibution towards cstablishing a hcalthy flow of funds and idcas between the banking industry and the
corporatc busincss sector, the scctor on which ultimately the budgctary scctor is substantially dependent.

The EBRD's SRP programmec also is notcworthy as a practical solution to the problem of how to
simultancously inject new capital into hcavily indebted banks and statc-owned cntcrpnises in a way that '
cnhances their mutual interdependence yet does not reintroduce an clement of the 'soft budget’ syndrome
into cither’s thinking. The SRP programme is not simply clever financial cnginecring. it also provides
overalli management and direction, business and financial advisory services and speciaiized training -
programmes in order to raisc the standards of management expertise at participating company level and
to hclp them reduce their present levels of indebtedness. In addition, there is a specific commitment to
achicve full privatization of all enterpriscs participating in the programme within five vears.

MAJOR BARRIERS TO FINANCIAL SECTOR DEVELOPMENT ¥

Poland’s banks arc currently facing a number of major problems that arc preventing them playing
an active role in industrial restructuring.* Broken off from the National Bank of Poland. almost all of
the newly independent commercial banks inherited large amounts of bad. or questionablc, debt and a stafT
unpreparcd to cvaluate a potential customers creditworthiness cven in the best of circumstances. Before
a significant change will take place in the way the sector functions, not only will largc amounts of training
have to take place, most banks will havc to undergo some sort of recapitalization. Only then can the
banks be expected to make the necessary judgements on calls for new loans within an established, clearly
defined and enforccable legal and regulatory cnvironment.

Non-performing loans

Polish, and most other CEE/FSU banks arc burdened with non-performing loans. This situation
is particularly bad for statc-owned banks who inherited many bad loans from thc break up of the old
mono-bank when they werc cstablished in 1989, The new banks were saddled with debts that could not
be scrviced by borrowing firms recling from Mr. Balcerowicz's 'shock therapy’ stabilization programme,
the credit crunch and the collapsc of the CMEA markets. This debt burden - its complexity and sheer
magnitudc - has madc it all the morc difficult for loan officers, incxperienced in credit and risk analysis,
to dccide which prospective borrowers arc creditworthy.

It is cstimated that the total amount of 'bad’ and 'doubtful’ loans in the portfolios of the 14
statc-owned banks in Poland is approximately USS$ 3 billion. The total capital of thc 14 banks is
approximatcly US$ 2 billion. As of 31 July 1992, therc were 1888 bad loans in the portfolios of the then
ninc statc-owned commercial banks, of which 1,229 were less than US$ 67,000, If the three specialized
banks arc included, the total number of bad or doubtful loans outstanding to the statc-owncd banking
scctor riscs to approximatcly 2,500.*> Probably no morc than 20 of the loans represent exposure to large,
politically scasitive cnterpriscs and around 1000 could be considered to be medium sized.

Onc conscrvative estimatc was that at the end of 1991, bad loans constituted 30 per cent of total
loans to the business scctor.™ By | July 1993, the National Bank of Poland considered 32 per cent of
loans to commecrcial busincsses (privatc and statc-owned) to be shaky or in default. These firms were
absorbing 40 pcr cent of bank credit which implics that most new lending to statc-owncd cnterpriscs was '
being dirccted towards alrcady loss-making firms, most probably for overduc interest capitalization. It
also implics that banks fclt powcrlcss to institutc bankruptcy proccedings using the cxisting Icgal and
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rcgulatory infrastructure.  Stanislaw Gomulka, then an advisor to the Minister of Finance, was quoted
in Rzcczpospolita, in Apnl 1993, as suggcsting that probably between 50 and 60 per cent of the business
scctor's cumulative indebtedness is represented by bad debts. Not surprisingly. as noted in Chapter Two.
commercial banks are very reluctant to fend to the statc-owned business scctor. Thus, allocations of credit
to companics declined by some 14 per cent in real terms from 1991 to 1992

To dcal with this damaging situation, the Polish government 1s pursuing a policy of cncouraging
banks to make full provision against their bad debts, and of restructuring and recapitahizing the banks.
In response to the cvident need to cstablish work-out procedures for bad loans, the government passcd
a ncw banking act, the Law on Financial Restructuring of Enterpriscs and Banxs of March 1993. The Act
created a framework for the disposal and trading of bad debt and included a new loan classification
system. Under thc new guidelines, banks are required to establish a work-out department and to place
within such dcpartment’s responsibility the bad loan portfolio of the bank. Special management teams
have been designated to run and monitor these portfolios. Management performance is being helped by
a World Bank sponsored ‘twinning 'arrangement under which seven of the statc banks arc twinned with
different Western banks. These Western banks provide managenal cxpertise for a fee but do not bear
asset nsk.

The ultimate aim of the work-out departments is to turn non-performing asscts into performing
oncs and to liguidatc non-viable assets. As previously mentioned, enterprises that find their debts
allocatcd to work-out departments are obliged to formulate restructuring proposals for review within four
months. This mcans the banks are now able to initiate out-of-court ‘corciliation’ procedures for indebted
firms. These arrangements are expected to include the restructunng of capital and interest payments,
partial write-offs of accrued intercst and/or principal, and debt-to-equity conversion. In the cvent that
proposals arc not accepted, thc banks arc expected to foreclose on the enterprisc’s assets or initiatc
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
rccapitalization of the banks. The government is secking to achieve this by injecting government bonds
into the balancc sheets of the banks in return for additional equity with the support of the IBRD and other
IFls. Part of thc US$ 500 million IBRD Stabilization 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.  If 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 dcbts 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 statc-owned
cnicrpnscs. Various programmes arc being introduced under the auspices of the 1Fls to mitigate this
situation.

The intention of the authonitics in providing very strong incentives to banks to cstablish cffective
dcbt 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 incxpenienced but over zealous bank officers may
drive alrcady enfecbled firms into bankruptcy or o cut too decply into the retained carnings required to
financc new investment and growth. Altematively, if the banks remain passive, enterprises will continuc
1o try to borrow to survivc and this will eventually Icad to another banking crisis. Clearly, the idcal
solution is a carcful casc-by-casc approach bascd on a wecll developed recovery plan, with stnct
conditionality and a strictly enforced budget constraint.

'
t

[ N [
[N [ YT I
[ [ R O I R ']
[ [T




46

In common with the task of crcating an appropnatc fully functiomng lcgal and regulatony
infrastructurc for a market economy. the major constraint on cleaning up bad loan portfohos is the lack
of relevant expertisc in the banking sector in organizing and cnforcing rigorous decbt work-out regimes.
A creative approach to developing this capacity at a practical operational level is the EBRD's Stabilization
Restructuning and Privatization programme mentioned above.

Lack of capitalization

Polish banks are generally considered to be undercapitalized. For exampic, the combined capital
of the seven largest Polish banks in 1992 amounted to around US$ 1.5 billion which was less than that
of the Bank of Scotland, the United Kingdom's eighth largest bank at USS 1.7 bilion. The total capital
in the Polish banking system as of May 1993 was somewhere betwcen USS 2-3.5 billion.* By law,
Polish banks arc not permitted to lend more than 15 per cent of their total capital to any one borrower,
so the maximum loan that Poland's largest bank - Bank Handlowy - can make to any one bomrower 1s
USS 60 million. Whilc 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 to cnter into large projects except on a
syndication basis. Even then, foreign bank participation would most hkely still be necessary.

For example, when the British company Pilkington plc. was seeking finance to fund its investment
in a float glass factory in Sandomierz in 1993, the loan of USS 106.5 million was syndicated by the Polish
Devclopment 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 onc of the largest private investments in Poland to date, hopefully 1t 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 lcast USS 6 billion in new cash is required to capitalise Poland's bank to
world standards ** The situation appears to be getting worse. The National Bank of Poland reported that
nct funds availabic in all Polish banks had declined by a staggening 67 per cent between December 1992
and the end of Junc 1993 and bank profitability had declined on average by almost 30 percentage points
in real terms between June 1992 and June 1993,

Although Polish banks are mostly undercapitalized, this is currently not causing a restriction in
the supply of credit to businesscs. High interest rates - in the range 45 to 55 per cent per annum and
higher (with inflation at 36 per cent per annum) - arc discouraging borrowers except for short-term tradc
financc. As noted above, many large state-owned enterprises are illiquid, are not scrvicing their cxisting
debts and facc nonexistent demand. The more dynamic private sector is reluctant to borrow for
investment purposcs given the uncertain demand situation and high intcrest rates. With Treasury bonds
carrying zcro risk and nominal yiclds of 36 per cent to 52 per cent (in 1992) banks arc not surpnisingly
more attracted to government paper than the much higher risks (with similar nominal viclds) attached to
lending to cntcrprises. Banks arc thercfore investing mostly in govemment sccuritics.

Credit and risk management

Another feature of the Polish banking system that is inhibiting proper development of the financial
scrvices scctor arc its credit and risk management policics. Generally banks arc quite conservative when
deciding how much of an assct's valuc can be used as coflateral against a loan. On the other hand when
it comcs to assigning lending Jimits 1o managers; or thc minimum amount of financial information that '
is required from a prospective borrower, they scem 1o be rather lax. Bcecausc there is a lack of
information conccrning cither the financial position or creditworthiness of cnterpriscs and owners there
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is a tendeney to rely heavily on past experience. Whilce the character of a borrower 15 onc of the five C's
of sound lending practice - it gives an indication of willingness to repav a debt - capability, coliateral,
capacity and condition of the business arc also important.

The risk-aversion of Polish banks is understandable given their own balance shect weakness and
dcbt portfolio problems. A contributory factor is undoubtediy the present lack of adequate collateral
sccurity laws. There have recently been some welcomed moves towards cash flow-based lending. in
particular to projects to develop Poland's antiquated tcleccommunications infrastructure.  Probably the
involvement of prestigious foreign partners such as Sicmens, Alcatel and A T & T in thesc projects has
weakened the traditional nsk averseness of the banks.

Collateral security and bankruptcy laws

Clearly, one of the major limitations on the development of the financial sector in Poland is the
inadequate legal infrastructure relating to property rights. This is scriously inhibiting the expansion of
credit.  In industrialized economies a charge over rcal estate i1s sometimes used as secondary collateral
in the purchasc of machinery and equipment. It can also be used as collateral to sccurc short term
operating lines of credit. This is often much cheaper than securning credit against inventory and accounts
reccivable. In Poland, the continued uncertainty over property nghts usually precludes the use of property
as collateral. This is particularly damaging for smali and medium-sized private cnterprises that lack a
financial ‘character' reference. The possibility of post-privatization claims also weakens the value of
property rights for collateral purposes - for example, claims from previous owners against the state for
improper seizure of assets. By contrast with Poland, the Czech and Hungarian governments have
introduced legislation to limit compensation. In Poland, it is virtually impossible to identify such hidden
property rights through a scarch of title because of the chaotic state of the property registration sysiem.

An esscntial part of the legal system relating to property nghts 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 creditor cannot gain possession of the asset
in the cvent of a loan defauit without formal transfer of ownership which implics thc debtor’s co-
opcration. The sccond type of pledge, as the name implics, can only be taken by banks. This means that
firms are unablc to cnter into loan arrangements amongst themselves thus preventing credit expansion.
While this restriction may have been justified in the casc of statc-owned cnterpriscs in order to prevent
uncontrolled interfirm credit cxpansion in the absence of a hard budgetary constraint, it 1s clearly an
unjustificd restriction on credit expansion in the casc of private enterprises subject to market discipline.

Another problem with pledges in gencral. is the lack of a mechanism for registering an interest
in a particular assct that is accessible to anyonc elsc contemplating taking a pledge on a given assel. The
opportunity for pledging the same asset several times, and thus the potential for fraud. is considcrable.
This undoubtedly dcters the granting of credit by banks. It is also extremely difficult for a lender to
sccure a floating charge against property acquired in the futurc, that is receivables and inventory. What
lending is donc on this basis is lcnt on the overall reputation of the finm which naturally tends to exclude
new and smaller firms.

Enforccment in the cvent of a default is time consuming and cxpensive. Invariably judicial action
is requircd and court filing fces amount to as much as 10 per cent of the value of the asset involved.
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With so many unccriaintics attached to property nights in Poland. it 1s hardly surprising that banks
arc rcluctant to become involved in taking action in the cvent of default. Lenders are sometimes accused
of cxcessive passivity. but given the statc of Polish Icgal infrastructurc and the scarcity of professional
banking cxpertisc such inactivity mayv be rational. More importantly, these uncertainties act as powerful
dcterrents to lending in the first place.

THE ROLE OF INDUSTRIAL POLICY IN POLAND

A modem industrial economy necds the state as an active participant in defining the main goals
and prioritics of industnial dcvelopment. A national industnal policy is required to guide the processes
of effective integration of the CEE/FSU economies into the global cconomy. The general population also
nceds to be convinced of the vahdity of the strategy being adopted to raise industnial efficiency to world
standards. Clearly, strategy needs to face Janus-like 1n two directions, inward to the domestic population
and outward to current and potential forcign investors including. of course, the intemmational donor
community. Each of these two constituencies is important. Without the confidence in the domestic polity,
capital flight will occur; and without the support of international business and financial markets, inward
mvestment will cease. Government intervention is also necessary to deal with the vanous constraints on
the cfficicnt mobilization of the factors of production caused by domestic institutional nigiditics and
forcign trade relations.

Dunng the 1990-92 period, Polish govemment policy concentrated on the macrocconomic
stabilization programme. Industrial policy and the implementation of industrial restructuring was left
largely in abevance. It was assumed that change in prices and vigorous pursuit of privatization would
bring about nccessary adjustments in industrial enterpnisc. It is now a matter of history that no major
statc-owned cntcrprisc went into hquidation, yet industrial production dropped by 35 per cent between
1989 and 1991 with particularly large declines recorded in light industry (46 per cent), clectrical and
clcctronic engincering (42 per cent) and metallurgy (38 per cent).

In Poland, dcbatc over the role of industnal policv has tended to concentrate on policy
instruments, in particular, privatization, whilc definition of a coherent industrial stratcgy has been ignored.
Two scnior officials of the Industrial Development Agency, an autonomous agency of the Ministry of
Industry and Tradc charged with implementing Polish industnal policy, have recently gone on record with
a highly critical review of Polish industnial policy development since 1989, Their review forcefully puts
forward the argumcnt that industnal policy should provide thc framcwork for privatization and
restructuring and not the other way round. The wholc privatization and restructuring process in Poland
is criticized for being "at a juncture of diffcrent systems and valucs, with stop/go policies and without any
clear dcfinition of objcctives, mcans and institutional set-ups”'’ They assert that macrocconomic
adjustment has not becen madc compatible with microccenomic adjustment at enterprisc level. The review
suggcests that a morc balanced approach to industnial policy would give equai weight to top-down and
bottom-up techniques of industrial restructuring. Such a balanced industnal policy should cncompass:

. the degree of government incentives, subsidics and protection which may be expected by
an cntcrprisc being restructured or privatized:

. a definition of acceptable levels of layoffs:

. a government-statcd view on the stratcgic smportancc of any industry or individual
cnlerprisc;
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. a statement on government plans for merging similar statc-owned enterprises;

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

. what inter-linked social safety net system has to be developed to handle enterprises’
liabilities, laid-off employees, financial debt, pollution, buildings, equipment, land,
housing, 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 imitations of the state bureaucracy
10 execute a coherent strategy. Further, it is claimed that the pnvatization and industnal restructuring
programme has so far failed to define any sclection critena for targeted enterpnses. Rather, enterpnises
appear to have been selected by chance or on the initiative of the management of the enterpnises involved
giving the impression that the privatization 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 supervise Polish policy formulation and
execution on paper looked convincing. A new mimistry was formed to take overall charge of matters
relating to privatization, the Ministry of Privatization (MOP), while the Ministry of Industry and Trade
was assigned responsibility for advancing restructuring plans with two executive agencies to implement
the plans. The first, the Indvstrial Development Agency (IDA), has responsibility for promoting and
participating in major systemic reforms including technical assistance and training to facilitate the
adjustment of enterprises to a market economy, for helping finance restructuring and transforming
enterprises through liquidation, and providing guarantees for domestic and forcign credits specifically
targeted at enterprises undertaking restructuring exercises.2* The second agency, the Polish Development
Bank, offers partnership and loan syndication capacity to other banks and, through its access to long term
credit lines from international financial institutions, can act as the Polish lead financial institution in major
restructuring exercises.’? In practice the responsibilities and functions of the two ministries responsible
for industrial restructuring and their executive agencies are still not well defined and there was "above
all a lack of clear and precisc legislation to facilitate the process of transformation and change” *

THE COMPETITION TO CONTROL INDUSTRIAL POLICY IN POLAND

While the ‘no policy i1s good policy’ attitude of Mr. Balcerowicz’s 'shock therapy' regime has
gradually given way to a reappraisal of the role of industrial policy, it has clearly proved difficult to
establish a co-ordinated and integrated strategy for :ndustrial restructuring. Policy formulation has been
dogged by competing claims from different ministries and agencies. For example, the Central Planning
Office published Guidelines of Economic and Social Policy, in 1992. It proposed developing sectoral
priorities and differentiating intervention instruments according to the liquidity situation and growth
potential of enterprises.

The Ministry of Industry and Trade has continued to try to assert the link between industrial
sestructuring and privatization in its various policy pronouncements and through the operations of its
associated institutions: the Indusinal Dcvelopment Agency and the Polish Development Bank. The
Ministry of Forcign Economic Relations is still trying to establish an effective export credit insurance and
cxport promotion organization but has bec.. unable to obtain the necessary funding. The Ministry of
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Pnvatization. howcver, has continucd to dominate political debate as the mass privatization bill continued
s siow progress through the Scjm and Scnate and. on the ground, wherc cnterpnises have been
successfully privatized and restructured within a framework negotiated by the MOP.

In the summer of 1993, the Ministry of Industry and Trade proposed an interventionist policy to
correct the rapid depreciation of the capital cquipment of Polish industry, cstimated at 75 per cent, and
1o restore the fall in output of 30 per cent since 1989. The plan classified Polish industry into four
scctors: strategic. cnterprises producing stecl. ships. cement. paper and pulp, and chemicals: higher need:
and thosc enterprises which were already competing effectively with foreign producers (no enterpnises
were specified). The strategic sector included the military-industnal complex and the fuel and energy
enterprises necessary to protect vital national interests. The Ministry sees little chance of the firms in the
second (heavy manufacturing) sector being capable of raising the necessary capital for restructuring
without government guarantees. The higher need sector included enterpnises from the automotive,
pharmaceutical, food processing. and light industnial sectors. Development of this sector is considered
necessary in order to create a modem cconomsc base.

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

The Minmistry of Labour also has not remained on the side line. The government responded to
trade union concems about rising unemplovieent and the impact of an accelerating (at last) privatization
programme through the State-Owned Enterprises Pact. This latter piece of legislation covering guarantces
for emplovees fell with the dissolution of the Sejm in May 1993 but wili be resurrected in some form by
the new left-leaning coalition government. A further period of policy turmoil and industrial conflict is
likely in the immediate aftermath of the election as unions test out the will of the new administration to
maintain 3 tight budgetary position. Even with a left-of-centre administration in power, the authontics
must achicve an accommodation with organized labour that also satisfies the IMF, the World Bank, and
the Panis and London Clubs. To this end. a clear and explicit industrial policy would scem to be
necessary in order to provide a framework for efficient restructuring at enterpnise level, including adequate
safety net provisions for those unfortunate enough 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 and
the demands of the trade unions for wage increases remains doubtful. A clear lesson from Polish
experience with trying to develop a coherent and fundable industnial policy is that a high level agency is
required, presumably under the prime minister's office, to bring together the four key players in industnal
restructuring, namely the Ministries of Finance. Industry, Labour and Privatization in order to resolve the
difficult tradeoffs. The current tendency towards publishing independent, competing and often
contradictory policy statements from different ministries is unlikely to produce action or attract donor

support.
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Some commentators argue that the failure to develop a coherent industrial pol:cy is not surprising
since it reflects decper and more fundamental structural problems of a basically unreformed Polish civil
service. Indeed, some even argue that the Treasury itself 1s incapable of effective execution of economic
policy. that too much rehiance is placed on a very small group of semior economic advisers. while
implementation is left to an executive still structured according to the logic of the old central planning

v mechanism.

' EBRD Stabilization Restructuring and Privatization Programme

The EBRD’s Stabilization Restructuring and Privatization Programme (SRP) will
create an ownership entity that can act quickly to make sure the necessary protection is
provided for the essential productive assets of each 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 1o as 'stabilization' and longer-term ‘recapitalization and reconstruction’ work.
Stabilization involves a relatively small amount of capital investment - a funding level is
proposed equivalent to 15-20 per cent of sales per enterprise - but large amounts of
‘common sense actions, new efficiencies and change of attitudes'. Recapitalization and
reconstruction work normally involves more substantial capital investment. the design and
development of new products and processes and the creation of new markets and
marketing channels. Stabilization depends on the government, as owner. taking the
necessary decisions or a new owner taking control. Reconstruction is very unlikely to
happen unless stabilization 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 Government;
. Financing equivalent to 15-25 per cent of the sales volume of the SOE's

accepted into the SRP at the moment that the bulk of such SOF's
indebtedness is reduced: and

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

A management company is being established 1o provide overall management of
the |2 joint ventures to be created with each of the |12 participating banks and EBRD
Polska. Effective control of each enterprise participating in the SRP programme wi'l be
vesled in one of the joini ventures. An enterprise will only be admitted to the SRP
programme when a proper due-diligence evaluation has heen completed and it has been
demonsirated that it conforms to basic mimimum criteria of economic viability. All
enterprises must undergo satisfactory conciliation regotiations on debt reduction with
their creditors prior to joining the SRP.
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It 1s foreseen that the typical firms in the SRP programme will on average have
a turnover of U/SS 10 million and indebtedness of USS 10 million (USS 5 million due to
the government, USS 3 million due 1o banks and USS 2 million outstanding to suppliers).
It 1s expected that the outcome of conciliation negotiations will be a write-down of
oulstanding enterprise debt to. on average. USS 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 lead bank
in each case wili 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 circle of bank passivity and enterprise helplessness
in the face of economic turbulence. Above all else, the emphasis in the SRP programme
is on bringing quick relief to enterprises and banks drifting in a sea of debt with
privatization of enterprises as commercially viable entities as a realistic medium term
aim.

I is planned that the SRP programme will provide new debt and equitv financing
of up to USS 480 million split between US$ 200 million of redeemable equity. USS 240
million of debt and US$ 40 millior of grant funds to assist with turning around of
approximately 180 enterprises. From the EBRD's contribution of US$ 240 million. the
12 participating banks will receive USS 80 million of new capitalization and US$ 160
million will be invested directly in the 12 joint ventures set up with the banks to manage
the participating enterprises. In exchange for new capital. the banks will subscribe
USS 80 million representing 40 per cent of the redeemable equity financing of the 12
Joint ventures managing the enterprises and provide them in total with US$ 160 million

in loans. The Polish Treasury will subscribe the remaining 20 per cent of Ihe joint
ventures' redeemable equity and will transfer its shareholding in the enterprises into the
Jaint ventures in exchange for 100 per cent of the ordinary share capital PHARE will
contribute USS 80 million to cover the Treasury's contribution to the costs of the
exercise. The SRP programme's junding structure is described in Diagram |.
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Diagram 1

SRP FUNDING STRUCTURE
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Chapter 4
Privatization and Industrial Restructuring

INTRODUCTION

In an arca in which the vast majority of the economic basc was statc-owned. a major policy
instrument of transformation and restructuring is the privatization of ownership.  Industnal
restructuring accompanied by privatization allows management and labour 1o redefine an enterpnisc’s
future focus and identify thc steps needed to creatc an organization capable of competing and
maximizing corporate performance. As part of the overall restructunng process, pnivatization can be
a powerful catalyst that forces an cnterprise to improve performance in such essential areas as cost
management. design. quality control, logistics and marketing.”’

The privatization of land, housing and enterprises has been chosen as the primary means for
introducing irreversible structural change and dynamism into the economies of th¢ CEE region.
Privatization has been chosen as the primary policy instrument in the transformation process by most
of the countnies of the FSU. But to date, the achievements have been rather Iimited 1n almost cvery
CEE country. While success has been widespread in the privatization of housing and agricultural land.
selling enterpnises representing as much as 90 per cent of the economy to a underdeveloped pnvate
sector. wiih limited savings and borrowing capacity, where capital markets are nonexistent, and where
reliable valuations of state asscts up for sale are absent, has proved a slow and torturous process.

The Polish Ministry of Privatization has stated that due to the scale of the privatization task
in Poland. they faced several unexpected issues which slowed the process considerably.*®* Thesc
issucs included:

. Repnivatisation. A very scnsitive issue across the entirc Central and
East European region, it has yet to be dealt with in Poland. The
question of the extent of restitution in-kind has not been answered.

. Decentralization. The Polish government remains determined to
implement s privatization strategy through a decentralized system.
The Ministry of Privatization (MOP) has a senes of offices
throughout the country and a good dcal of privatization is handled at
the regional and municipal level.

. Mass pnvatization. There was a serious lack of conscnsus in the
country over the type of distributional privatization that shouid be
implemented which delayed the passing of thc Mass Privatization
Programme for two years.

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

Most of the barriers to privatization in Poland also confront the other countrics of the region
This raises the question as to whether privatization is essential and unavoidable. Onc argument is to
point out that no modern market economy has a dominant state-owned scctor. It is inferred from this
rather crude obscrvation that, at the very least, radical downsizing of state investment in the enterprisc
scclor Is necessany.

But. as stressed, resources arc limited in the region. No CEE/FSU country, with the exception
of the special casc of the old GDR and Germany, actually has the resources to privatize much of the
statc-owned scctor in the medium term. Therc is also little evidence that official or private capital
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transfers from OECD economics will fill the resource gap.™ Thus. a realistic industnal restructuring

stratcgy should be formulated on the assumption that the state scctor will be an important part of any
CEE/FSU cconomy for some time to come. And, as onc obscrver of the process argucs. pnvatization
puts the ‘cart before the horse' in so far as the authontics attcmpt to enlarge the private scctor before
the institutional infrastructure nccessary to support it is in place.*

HOW FAST TO PRIVATIZE?

If the uitimate goal of the transformation of the cconomies of the region from command to
market based, is not merely to engineer a change in ownership, but to increase flexibility, cfficiency,
and compctitiveness, the question arises whether the speed of privatization is really important. If the
underlying institutional framework creates a competitive cnvironment. ncither the degree. nor speed
with which privatization takes place may be cntical. Anti-monopoly legislation and the opening of
trade can cncourage the development of compctitiveness. If the free entry and exit (cffective
bankruptcy legisiation) of firms is permitted, then a competitive environment can be cstablished cven
if some largc enicrprises remain in statc hands in the near term. What is most important 1s to ensurc
that public monopolics arc not simply replaced by private ones.

A major problem with this argument in the CEE/FSU region, howcver, is the speed with which
it takes to create the necessary institutional framework for competition to be estabhished and soft
budget constraints to be hardened and what measures to take in the mcan timc. Since these economies
arc in such a fragilc state, and the support for continucd reformed is tecnuous, the consequences of
mass closurcs of incfficient cnterprises (free cxit) cannot be absorbed economically or politically.
Many enterpniscs will have to be kept afloat, even if they are loss makers. Others will need to be
madc cfficient cven if they stay in statc hands.

The gradualist argument then is to develop the private and the statc-owned scctors in paralicl
while investing hcavily in devcloping the legal and regulatory infrastructure in order to ensurc the
cvolution of a competitive markct structure. This strategy prevents the state being tempted to support
loscrs, for rigorous cnforccment of bankruptcy procedures would make surc that no cnterpnse,
regardless of who owns it, faces a soft budset constraint.?’ Certainly gencral cnforcement of
bankruptcy laws would dcal witk the rather strange argument in favour of privatization. namcly, that
privatization by crcating a decisive break in the government's stake in an cntcrprisc makes surc that
a onc time debt writc-ofT really is just that. Quitc why the govermnment's rolc as lender of last resont
precludes disposing of surplus capacity is rarely explained.® Indeed it could be argucd that the state
is morc likcly to include safety nct provisions during downsizing opcrations than a privatc owner.

VHEN TO RESTRUCTURE?

There has been a great deal of argumcent over the appropriate scquence of restructuring and
privatization: should an cnterprisc be restructured prior to privatization by thc government, or after
pnivatization by thc ncw owners? Once again, in the CEE/FSU region there arc no clcar answers.
Therc arc very valid argumecnts for both. First as noted above, becausc of the political and cconomic
fragility of thesc countrics, many cnterprises will have to be kept afloat cither until buyers can be
found, or unti! the resulting uncmployment can be absorbed. In these cascs, restructuring should take
place if the cnterprisc can be madc viablc. Bcecausc of the degree of integration of many CEE/FSU
cnterpriscs some restructuring may be required in order to find a buver. The caterprisc may nced to
be brokcn down into morc rational product groups and managcablc sizes. This will the casc whether
the buycer is domestic or forcign. In onc casc. the buyer of a Hungarian firm agrced with the State
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Propcrty Agency (SPA) - the body charged with oversceing the pnivatization process in Hungary - to
scll off ccrtain pants of the catcrpnsc it was buving and split the procecds with them. Financial
restructunng by way of a debt wnitc-off may also be requircd to make the crterpaisc saleable to either
a forcign or domestic buver.

Whilc such restructuning prior to privatization mav be cnitical in somc cascs. the nsk is run
that precious resources mav be wasted in the case of technical restructuring - that is. the restructuring
of physical asscts. tecchnologics, production processcs, and organizational structurcs. For cxample, onc
bottling facility in the Czcch Republic received new investment in a refrigeration system just prior to
beginning the privatization process. The new sysiem was a considcrable expense and the enterprisc
wanted it to be reflected in its valuation. Western bottlers, however, had no use for the system since
they punfy water prior to bottling and thus do not nced to refrigerate.

Another argument for privatization first, stresscs that the market should decide which
cnterprises arc most suitable for acquisition by interested parties. Unfortunately, markets for existing
businesses arc far from perfect in the CEE/FSU region: there is invanably a paucity of reliable and
freely available information about the enterprises being sold.  As noted, often there are also
uncertainties about ownership and the impact of national competition policies. Potential purchasers
arc limited in number and therc is scope for collusion between buvers and existing management.

Privatization is both a political as wcll as an economic process; property rights are transferred
from the public to the private domain. One of the common features of politics across the region has
been the rising popular disquict about growing wealth differentials and corruption. The egalitarian
cthic is perhaps thc strongest surviving value from the communist era so that it is particularly
important that where public property rights are being disposed of to private individuals, the process
should be open to public inspection. [t is therefore important that the process should be transparent
othcrwise public opinion may become very hostile and allegations of corruption will begin to surface
making pnivatization politicaliy unsustainable.

Thus, in the CEE/FSU region, the approach to restructuring and privatization must be
pragmatic and the two must proceed simultancously. The issuc of sequencing, is not one the region
has timc ponder. But, beforc scarce resources are committed to restructuring a specific enterprise,
carcful cxamination of thc market and statc-of-ant tcchnology must be made together with
considcration of who the futurc owners are likcly to be. In many cascs, however, there may even be
a nced to vet prospective buvers 1o cnsurc that the privatized enterprises will have a proper chance
of survival

The cnd goal is clear: 1o crcalc an organization that uscs its asscts cfficiently and is capable
of competing cffcctively in an open market cconomy. By defining and addressing critical nceds of
an cntcrprisc operating in a competitive market, restructured and privatized enterpriscs cmerge as lean
and focuscd cntitics whosc management and labour arc awarc of thc organization's strengths,
weaknesses, threats and opportunitics. At the end of a successful combined cxcrcisc. enterpriscs
posscss a rcalizablc market valuc because they are now businesses capable of adding value across the
range of their activitics attracting a sustainablc and predictable revenuc stream. It is ~lso in the
government's interests 1o be able to offer potential domestic or forcign investors an cnterprise that has
alrcady been restructured or is in the process of becoming so. for scliing an cnterprisc as a competitive
going concem is casicr and quicker to accomplish than if it were burdened with debt and collapsing.

Somec of the sharpest criticism of the privatization process in the CEE and FSU countrics
stcms from the lack of a cohcrent policy towards the large group of enterpriscs that arc losing moncy
and nced restructuring assistance prior to their privatization. Although profitablc enterpriscs arc likely
to reccive plenty of interest from investors which will benefit the state treasury, the scveral thousand
marginal firms sull accumulating dcbts posc a scrious danger to the banking system and the statc
budgct of the cconomics in transition.  Hunganv's introduction of a bankruptcy law that allows
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creditors the option of forcing firms into receivership if pavments arc not received withan 90 days is
onc approach to this problem. but it ignores the likely cxplosive sociocconomic situation that will be
crcated if cnterpniscs in any large numbers are allowed to go under.

In Romania, the mass privatization programmc has assistance to the wcakest cnterprises built
into it. Thirty per cent of the shares of enterprises arc controlled by five private ownership funds. the
remaining 70 per cent belongs to the State Ownership Fund. The latter has the task of pnvatizing 10
per cent of its assets per vear. Profits from these annual sales arc to be used to finance the
restructuring of the remaining unsold enterpriscs 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 monopolics into private ones, or the unnecessary discounting of top-ranked
cnterprises. Meanwhile, weaker firms may be inclined to wait in line for cash injections without
making any cffort to restructurc themselves. As usual with other reform measures in the CEE/FSU
region, the Romanian scheme looks logical from a static perspective, but in the dvnamic real world
of collapsing enterprises and nising unemplovment, it is plagued with sequencing problems.

Privatization in Poland

While cach country of the region is choosing diffcrent specific methods, and have procecded
at different paccs, all are attempting some sort of privatization of housing and land, privatization of
small cstablishments via auction and often Icasing schemes, a mass scheme to transfer the ownership
of the bulk of mcdium-sized enterprises to the adult citizenry, and a case-by-case approach to the
scll-off of large and strategic cnterpnises.

For Polish state-owned enterpnises, privatization cntails following one of three alternative
routes: liquidation, capitalization, or restructuring. In the future there will be a fourth route: the mass
privatization programmg.

Of the 8,441 state-owned enterprises registercd in 1990, 2,385 or 28 per cent had been
included in the privatization process up to 15 October 1993.%% A total of 92 enterpriscs had undergone
capital privatization involving over 115.000 workers, with employment guarantees provided of between
18-36 months. The Statc Trcasury carncd over US$ 200 million {rom the 42 cnterprises privatized
to 15 October 1993. Some 852 small- and medium-sized enterprises have been privatized as going
concems: 117 by trade salc, 39 as joint ventures with a forcign and/or domestic partners, and 633
cnterpriscs arc lcased to cmployees or management and employ 220,000 people.  Sixty-threc
enterprises have involved a combination of methods. In addition, 1,013 small- and medium-sized statc
enterprises have been declared bankrupt and their assets sold. The remainder of enterprises are in the
process of being pnivatized and as such arc supervised by the Ministry of Privatization on behalf of
the State Trcasury.

PRIVATIZATION THROUGH LIQUIDATION

Of all the methods of privatization available, the most successful so far, in Poland as wcll as
clsewhere, have been schemes involving small scale establishments in the manufacturing, retail,
trading, transport and construction sectors. Oftcn supervised by municipalitics, these programmes were
targected primanly at the existing cmplovees of small- and medium-sized firms. As of March 31 1993,
1661 Polish cnterprises had chosen the liquidation routc: 501 from the construction scctor, 490 from
manufactuning, 260 from the agribusiness scctor and 193 trade organizations.

The liquidation process as defined in the Statc Enterprise Act is subdivided into two options,
covered by Anticle 37 and Anticle 19. Under Article 37, an cnterprisc can be liquidated as a legal
cntity in onc of threc ways: through a tradc salc of asscts. through the contribution of asscts and
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liabilitics to a joint venturc with a domestic or forcign partncr; and via the sale of asscts and liabilitics
to a ncw firm cstablished by management and cmplovees (buy-out). Of the three options, the salc of
asscts and liabilitics to a ncw firm has been the most popular route to privatization under Article 37:
involving 80 per cent of the 750 state cnterprises liquidated under Article 37. Throughout the process
of liquidation and reconstitution as a private firm, an cnterprise’s founding body, the Anti-Monopoly
Officc. and finally thc Ministry of Privatization, all plav an active role with cach having the right to
raisc objections or veto the proposal. Since any new entity assumes old labilities, creditors, mainly
banks, also nced to give their approval.

As of March 1993, 911 Polish enterprises had chosen the route to privatization defincd under
Article 19, somctimes referred to as 'truc liquidation’. Under this option, state asscts of entcrpriscs
that are no longer viable are sold off to the privaic sector. By contrast with Article 37 prnivatizations,
hiabilitics arc not taken over by the firm purchasing the assets. The process is imtiated by an
application from the firm’s founding body or its managcment and workers council. An evaluation
of the enterprise is then carried out by a committee of experts which is reviewed by the founding body
and representatives of creditor banks. If the proposed liquidation 1s accepted, a liquidator is hired to
scll off asscts and divide the procecds among creditors. One of the weaknesses of Article 19
procedures is that it is quite casy for an cnterprisc’s management to defer payments to banks, use
availablc cash for wage increases, and strip asscts between the time liquidation procedures commence
and the arrival of a liquidator. Therc have been a number of cases where centerprisc managements
have acted irresponsibly by a:cumulating additional debts before final hiquidation.

THE POLITICAL BACKLASH

In Poland, as clsewhcre in CEE, the progressive ceding of control of many small- or medium-sized
statc-owned cnterprises to their existing management has given nisc to some criticism. So-called
spontaneous privatization has most commonly been initiated by the ‘nomcenklatura’ - the sociocconomic
and political grouping of former scnior communist party officials and bureaucrats who managed to
capitalisc thcir waning power and conncctions to obtain advantages from thc new market cconomy.
This acquisition of ncw privileges by members of the old regime is decply resented by much of the
population but it 1s a featurc of most socictics undergoing pcaccful transition from onc regime to
another. The old cstablishment uscs its inside knowledge of the whercabouts and valuc of stalc asscts
to sclect the best statc property and transfer ownership to itsclf usually within the law. In the CEE,
there also has been a considerable amount of luck involved, of happening to work for a profitable or
poicntially profitable citerprise that suddenly becomes available for private purchase. There has
probably been Icss resentment about the privatization of busincsses than about some of the murkicr
aspccts of property ownership transfers. The very obscurity of property titles in many parts of the
CEE rcgion has somctimes cncouraged a voracious ‘looting mentality’ amongst thc nomenklatura.

Somc commentators arguc that transfcrring owncrship of mostly small state-owned cnterpriscs
to members of the old rcgime buys off their opposition. Some members of the nomenklatura arc
undoubtedly still very wealthy and this process of spontancous privatization should, it is argued,
cncourage them to mobilize their wealth for productive purposcs. In a capital starved cconomy such
as Poland, it is argucd, no onc car afford to bc squcamish about the origins of the capital that is
available.** Howcver any short term benefits may be outweighed by longer term social, political and
cconomic costs, in particular, thc perceived injustice of this transfer of cconomic power to a
discredited lcadership. This rcturns the argument back to the importance of establishing cffective legal
and rcgulatory infrastructurc to prevent abusc of power and connections and the issuc of scquencing
rcforms corrcetly.




THE ROLE OF SECTORAL STUDIES

An incrcasing number of privatizations of large statc-owncd cnterpriscs in Poland are the
outcome of 36 dctailed industrial scctor studics onginally commissioncd dunng the Biclecki
administration in 1991, Thc Ministry of Industry and Trade and thc Ministry of Privatization
sponsored the review of 36 different industrial scctors, in order to asscss the relative strengths and
wcaknesscs of large cnterpriscs in the domestic and forcign markets prior to considering pnivatization.
This programmc, basically an excrcisc in stock taking of the state's portfolio of cnterprises, is
somctimes mislcadingly referred to as ‘sectoral privatization’. It has come under a lot of cnticism
since it was slow to come to fruition and has involved a number of high profile foreign consultancy
firms ¥

The basic approach of the sector programme was to examinc the structure of a given sector,
for cxample, ccment production or industrial gascs, to make comparisons with similar western
industrics, examine restructuring needs, and then to set up competitive bidding procedures for potential
forcign investors, if found to be appropnate.

In the confectionery scctoral study, for cxample, twelve enterpnises were reviewed, only five
cxpressed a desire to cortinuc privatization under the auspices of the management consulting firm
cngaged by the Ministry of Privatization to advisc on privatizing the scctor.  The remaining firms
cither chose not to change their ownership status or opted to pursuc privatization through their own
means. In the case of industrial gases sector, the oniginal state-owned enterprisc, Polgaz, was split up
into scven compantes, four companies have cach been bought by different foreign investors - AGA
of Norway, BOC ot *he United Kingdom, Liquid Carbonic of the USA and Linde of Germany, while
threc have opted to te privatized through management buy-outs.

In the casc of the cement industry, two West Europcan cement manufacturers have taken
stakes in threce Polish plants but becausc the technology is often obsolete and in breach of EC
cnvironmental protection standards forcign buyers arc cautious and prices paid so far have been quite
modest.  Of thc remaining sixteen, scven enterpriscs arc covered by the Mass Privatization
Programme.

CAPITAL PRIVATIZATION

As of March 1993, capital privatization had been adopted by ncarly 500 enterpriscs, including
411 enterpriscs from the manufacturing sector and 64 from the construction scctor. The approach
allows scveral options to be pursued including: flot- '~n by public share offering, a maragement

buy-out or dircct sale to, for example, a f~-~ . iav<=r.  As in other cascs, thc cnterprisc
management and the workers councils have ¢ ‘oz’ « initiatc thc process by applying to the
founding body for privatization Once the ¢ ;:imi i method and valuation of the enterprisc has
been approved, a joint-siock comoany ownec © i¢ casury 1s created. The workers council is then

dissolved and a supcrvisory boarr s appointed: o «<crs have the night to sclect onc-third of the board
members.  The new Staic Trcaswr joint-stock company then has two ycars in which to privatize
according to onc of the threc methods described above. The time limit is designed to prevent the state
from oncc again becoming the dc facto owner. When a sale has been agreed, emplovees are entitled
to purchasc up to 20 per cent of the shares of the new private company on preferential terms.

Of the possibic mcthods of capital privatization. dircct sale to mainly forcign investors has
cmerged as the most popular option. Salcs are requircd by law to be open to competitive bidding. It
is at this juncturc that the scctoral studics commissioned by the Ministry of Privatization have proved
very uscful for identifying potential investors and informing the ncgotiating tcam from the Ministry
dcaling with intcrested investors. The commitment to open competition and active and informed
promotion of investment opportunitics is gencrally believed to have stimulated greater interest from
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forcign invcestors, led to a higher final salcs price and better prospective investment commitments than
would have been the casc if enterpnscs had simply been put up for salc.

PRIVATIZATION BY MANAGEMENT CONTRACT

An option 1o pnvatizc through restructuring has recently been added to the alrcady
well-cstablished routcs via liquidation and capitalization. Under the ncw programme, management
tcams control the restructuring and privatization process. A tendenng procedure is organized for cach
company participating in the programmc whercby management groups arc invited to submit bids for
the contract to manage cach company. Each bid has to reflect cach management groups's estimatc
of the value of the firm along with a viable restructuring plan. The tcam submitting the best proposal
1s then awarded a management contract by thc Mimstry of Privatization which then assigns
responsibility for implementing the restructuring plan and privatizing the company. Two management
groups have so far becen sclected by the Ministry to launch the programme to encompass fifteen
enterpnscs.

CAPITAL MANAGEMENT PRIVATIZATION

A final variant of capital pnivatization that has been developed most recently is what is
referred to as capital-management privatization. The approach is an attempt to plug the funding and
managcment gap so apparent in many privatization cfforts. The Stabilization Restructuring and
Privatization (SRP) programmc developed by the EBRD and described in Chapter Three has a similar
purposc. Basically capital-management privatization is designed by investment fund management
tcams to inject capital and a new owncrship and operational structure into capital starved enterprises
that arc potertially viable. The investment fund takes on the risk of co-owncrship by taking an equity
stake in the cnicrprisc being privatized but within a predetermined time horizon, usually between five
and scven vears. At the end of that pecnod the investment fund(s) plan to liquidatc their investment
and rcalizc any capital gain. Thc SRP programmc is morc ambitious than the simplc
capital-management privatization scheme since it is also designed to assist banks managce their debt
work-out rcgimes and conciliate with hcavily indebted state cnterpriscs.

Thc major difference between capital-management privatization and other forms of capital
privatization is that thc company and its management tcam has thc opportunity to maintain its identity
and independence. When shares arc sold to a stratcgic investor, an cnterprisc’s management usually
has to subordinatc its busincss plans to the stratcgic corporatc objcctives of the outside 1nvestor.
Privatization by managcmcent contract, on the other hand, while not doing this, may burden the
company with intcrest rcpayments and lcasc installments and often restricts busincess cxpansion by
Iimiting thc rangc of investment resources that can be tapped because in cffect the company remains
mortgaged to the Polish Trcasury.

Basically, capital-management privatization represents a formal rccognition of the situation
typically found in virtually all privatizations in the CEE rcgion, namcly, that somc form of financial
restructuring is requircd prior to privatization. Where third partics, whether they be banks or venture
funds. arc contributing capital. not unrcasonably. thev insist on carryving out a thorough cvaluation
of the cnterprisc's management and busincss plan before committing funds. They also expect to retain
an active, but not dominant interest, in the cnterprisc's affairs.
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MASS PRIVATIZATION

A mass pnvatization programmc was discusscd for morc than four vears in Poland. It was
cventually approved by parliament on 11 Apnl 1993. Mass privatization 1s to be achicved through
the allocation of 60 per cent of the sharcs of over 200 statc-owned enterprises to 20 financial
intcrmcdiarics to be known as National Investmeat Funds (NIFs). The Funds will be cstablished in
or around January 1994 as joint-stock companics and will operate as closed-cnd investment funds with
an cnvisaged lifc of ten ycars. Each intcrmediary will control between 10-20 state enterpniscs.

The task of cach intermediary is to increasc the valuc of its sharcs by increasing the value of
the enterprises it owns.  Logically this implics that Fund management teams will seck to maximizc
cach enterprise’s value through restructuring. Fund managers will receive an annual fec topped up by
performance-rclated bonuscs and share options that can be exercised at the end of the envisaged ten
year life of the funds.

The NIFs will bec owned by all interested adult Poles who will be invited to buy a single share
in each intermediary, purchasced for a modest registration fee, equivalent of USS$ 20 or 10 per cent of
an averagc month's wage. The certificates will, in duc coursc, give their holders the night to exchange
thcm for the Statc Treasury's shares in the funds. As a result of this exchange the NIFs will be fully
privatized and their shares traded on the Warsaw Stock Exchange.

Initially allocation of thc companics' shares among the investment funds is to be distributed
as follows:

. 27 per cent of the share capital will be divided among all investment
funds (small sharcholders) with cqual numbers of sharcs going to
cach fund;

. 33 per cent of the sharc capital will be allocated to onc fund (lcad
sharcholder),

. 15 per cent of the share capital will be reserved for free distribution

to cmployces; and

. 25 per cent will remain in hands of the Treasury or the Ministry of
Privatization.

Each NIF will reccive an cqual portion of a first block of 27 per cent of the shares of all
companics; after cxamining the prospects for cach cnterprisc, they will then in tum sclect specific
companics and obtain a 33 per cent block of sharcs in them ** 1t is assumed that the NIFs will carry
out duc-difigence reviews of these companics and restructure where necessary. It is assumed that the
Icading NIF will then play a key role in turning around the enterprises in their portfolio to improve
current performance and profitability. The distribution of controlling intcrests may change further
following subscquent tradine among sharcholders, subject to certain restrictions to cnsurc that no
companics arc abandoned. The objective is to cncourage decpening of capital markcts and the
strengthening of corporatc govemance.

In order for the NIFs to rcalizc their gains, it will be nccessary to pnivatize their enterpriscs
at a good pricc. Rcal privatization will only be complcte when the general population reccive share
certificates with real valuc in the sccondary markets. In a latc amendment to the leg.slation no firm
can be included in the programme without thc consent of the cnterprisc dircctors and the workers
council.
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The target launch date for the NiFs is 1 January 1994, Polish adults will then have six months
in which to register and claim thair certificates.

A PRELIMINARY ASSESSMENT OF POLISH PRIVATIZATION ‘

Across the region, the privatization of large cnterpriscs through a direct public offering (capital
privatization in Poland) has been limited. In Poland, only 28 companics had been prnivatized through
capital privatization by the cnd of 1991 ° Of thesc, cight were trade salces to forcign-bascd companics
and 14 werc privatized through public sharc offenings. In Hungary and Czechoslovakia the number
of tradc salcs was higher, but there was still disappointment in the speed of the process.

It is now widely acknowledged that such a purc ‘classical’ capital approach bascd largely on
British cxpenence is inappropnatc for the CEE/FSU situation. Sclling an cnterprisc to a large numbcer
of small sharcholders docs little to improve corporatc governance and revenuce benefits go to the state,
not the enterpnisc. It has now become the orthodoxy of the Polish Ministry of Privatization and the
Ministry of Industry and Trade and thosc in charge of privatization programmcs across the region, that
a strong, (usually forcign) partner, is csscntial to provide the capital, management and technology to
turn around a typical CEE cnterprisc.

As a result, the cmphasis in capital privatizations has turncd morc and morc to the need to find
a forcign partner looking for an cntry into the Polish market and onc which is prepared to make a
substantial investment of management time as well as money. Hence the importance of professional
and well-cxccuted scctoral studics that provide the authontics with an appraisal of the up-to-datc status
of domestic statc-owncd cnterpriscs, opportunitics in the global markctplace and a short hst of
prospective investors. The impact of scctoral studics on capital privatization became apparent in 1993
when no less than 42 state cnierpnses were privatized in just over ninc months, only four were via
thc Warsaw Stock Exchange. In short, carcfully packaged and targeted trade sales now dominate
capital pnivatization in Poland.

Forcign investors have plaved a key role in the successful tumaround of scveral former
statc-owncd cnterpriscs across the rcgion.  For example, the Harvard Business Review reports two
casc studics of Gerber, the US baby foods manufacturer, and Thomson, the French statc-owned (sic.)
consumcr clectronics company which arc majonity joint venture partners in, respectively, Alima and
Polkolor®® Both cempanics arec now competing very successfully in domestic and cxport markets.
Thomson cxports 60 per cent of its TV tubes to the West and Gerber has doubled tumover in a yvear
from US$ 25 million to US$ 50 million and exports 20 per cent of production. These two glittering
success storics arc comparcd with the relatively dismal performance of many of the Polish companics
that were pnivatized and remained under local owncership and management.

The key factor in the success storics comes through the way in which the forcign partner's
contribution is mediated through a radical transformation and strengthening of middlc management
Without this injection of management know-how, companics tend to flounder and dnift into a
downward spiral of layoffs that are ncver quitc large cnough to permit cfficient refocussing of the
cnterprisc because of trade union resistance and management weakness.

If 1993 was the ycar when the Ministry of Privatization’s persisicnce with scctloral reviews
paid off in an incrcascd number of stratcgic capital privatizations, 1994 should be the period when the
first 200 mass privatizations under the acgis of 20 NIFs begin to make an impact. Clearly there is
scopc for conflict betwecen what might be called the ‘cherry-picking’ scctoral approach to capital
privatization which has obvious revenuc benefits for the Polish Trcasury and the mass privatization
approach which has populist overtones. Privatization is cxpected to rcalize USS 580 million in 1993
for the Statc Treasury.®” By October, the government had reccived US$ 200 million in revenuc and
obtaincd investment commitments of US$ 500 million from capital privatizations alonc. Transaction
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costs were 6.1 per cent of revenuc down from 13.3 per cent of revenuc in the first full year of capital
pnvatization in 1991. Therc must be substantial doubts as to whether therc wiil be any firms of valuc
left to be included in a sccond wave of mass privatization.

MASS PRIVATIZATION: POPULIST POLITICS OR GOOD FOR BUSINESS?

Obviously it i1s impossiblc to make a judgment about a policy that has been talked about for
morc than four yvears but has so far not been implemented. While the Polish government's structural
adjustment programme announced in the last quarter of 1989 may have been truly radical. the speed
of implementation of its privatization programme can hardly be descnibed as such. However, the signs
arc that thc pnvatization programmc in general is continuing to gain momcntum and thc mass
pnvalization programme, in particular, will start to be implemented in 1994

A major innovation in the Polish mass privatization scheme is the assignment of strategic.
10-year management functions te the 20 new National Investment Funds. In the Czech casc, the 420
investment funds appcared spontancously following the launch of the mass pnvatization programme.
The, then, Czechoslovakian Government simply issucd books of vouchers to its citizens which couid
bc used for bidding for shares in 1,300 enterprises included in the mass privatization programme.
Most pcoplc had no idea which were good investments and chose to dclegate this decision to the
privatc funds which were mainly created by statc-owned banks. The banks, of course, Jacked fund
managcment skills or experience. So far it is unclcar how the different fund managers will decide on
the fatc of thc firms they ‘own’ though there is likely to be a bias towards assct stripping and quick
profit taking as fund managers compete ficrcely against cach other for business. In the Czech casc.
it is not mmpossiblc to imaginc a scvere political backlash and a govermment instituted re-
nationalization of distresscd companies located in sensitive regions.

In the Polish case, the success of the mass privatization programme depends explicitly on the
quality of thc NIF management and their ability to convert the caterprises in their portfolio nto
profitable investments. However, as with the Czech mass privatization programmec, there are no
obvious cfficicncy gains to be had from injections of ncw capital, ncw management or know-how. The
main routc to incrcasing the valuc of cnterpriscs will be through devcloping and cxccuting
commercially successful restructuring plans, spinning-off peripheral activities and sclling surplus
asscts. Any new finance will have to be raiscd through the cxisting banking system. However, becausc
many of thc managing consortia of thc NIFs havc banks as members the possibilitics for raising
financc should bce less arduous than the present system. Therce is a rcal danger of insiders nigging the
markct. The distribution of owncrship may be cquitable, but sharcholder property rights arc ultimatcly
diffuscd. Howcver, the Ministry of Privatization has attcmpted to deal with this cnticism by
cncouraging cach of thc Funds to establish a controlling stakc in around twenty to thinty of the
cnterpriscs in their portfolio so that the Fund management tcams can dnive through restructuring plans
if nccessary where they have ownership control.

Again populist promotion of thc mass privatization programme has probably cncouraged faisc
cxpectations. On the other hand, the emphasis on professional and cxperienced management of the
NIFs will minimizc the possibility of corrupt dcals occurring. With an expanding domestic economy
casing rccessionary pressurcs on firms, there is a rcasonable chancc that the mass privatization
programmec will bc successful in creating a ncw class of private property owners. The political
objcctive of ncutralizing the continuing influence of thc management and workers of the statc-owned
scctor will undoubtedly be advanced.” Howcver. the outcome of the September 1993 clection in
Poland should bc scen as a clear wamning to the authonitics. The clectorate is unhappy about incrcascd
incquality which they rightly or wrongly identify in part with the outcomc of privatization. The
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paradox 1s that the clectorate have turned te the post-commumists and their allics for relicf from what
arc perccived as the injustices of the transition process. The mass pnvatization programme when it
gets underway in 1994 will undoubtedly stir up further popular disquict about the redistnibution of
wcalth in post-communist Poland.

CONSTRAINTS TO POLISH PRIVATIZATION

As a rcsult of the reforms introduced 1in the 1980s by the communist government. the
succession of dcmocratic administrations since 1989, has ironically had to facc the probicm of
ncgotiating privatization dcals with sclf-governing statc cnterpnses. In cach Pohish entcrpnisc. the
workcrs council has an important say in stratcgic decisions affccting the enterpnse and can cffectively
veto any proposcd ownership change. Thus. constitutionally, any proposal for privatization has to be
approved by the workers council. Government institutions may cncourage the process through
induccments such as offering special tax breaks. but ultimately the state cannot force cmplovees to
accept pnivatization.

In addition. thc privatization programmc has had to takc into considecration the cxtremely
complicated and dccentralized ownership structurc of Polish public enterpnises.  The Ministry of
Privatization has. at onc time or another, had to negotiate with over 60 different 'founding bodics’ in
its cfforts to implcment its privatization programme. In order to coordinate and facilitatc opcrational
activitics the Ministry has a network of regional officcs. Even so. scquencing problems have quite
often resulted in decisions being delayed or obfuscated. If a municipal authonty does not wish to
privatize a particular enterpnisc of which it is the "founding body’. there is very hittle the Ministry can
do othcer than persuasion.

THE REPRIVATIZATION CONSTRAINT

A further factor delaving privatization has been the absenze of repnivatisation lcgislation in
Poland cven though 1t was the first country in the CEE rcgion to launch a pnivatization programmec.
Poland now has thc dubious distinction of being the only country in the rcgion apart from the FSU
without a law on 1ts statutc book covcering the problem of property restitution. So far the only redress
open to former owners deprived of their property both illcgally and under former communist
lcgislation has been to go to court to claim their nghts. To daic the Ministry of Pnivatization has
reccived more than 8.000 claims from former owners but there is no agreement on they way in which
propertics should be retumed to those who lost them 1o communism. There have been a number of
attempts to draft a rcprivatisation bill starting in 1989 The latest draft bill fell with the government
in Scptember 1993

Three ways were envisaged for mecting former owners' claims. They would have been ablce
to cither receive their propertics in kind, obtain a substitute property or get reprivatisaticn vouchers
Such vouchers would have been bearer securnitics good for six vcars without interest which can be
converted into stock in privatized cnterprises. A reserve of five per cent of the stock in
Trcasury -controlled companics would be sct aside for reprivatisation compensation purposcs.

The Ministry of Privatization estimatcs an overhang of around 300,000 outstanding claims
though if cxpericnce clsewhere in the CEE is anything to go by, the number could be much greater ™
The views of the new government of Mr. Pawlak on this contentious issuc arc unknown but 1t s
apparcnt thai the problem of reprivatisation has to be resolved by legislation. Current rchance on the
courts is hopclessly inadcquate.  If a litigant wins a casc. the statc has no rcsources for paving
restitution, hardly a situation likely to cncourage people to put their trust in property rights. contract
law and thc lcgal and regulatory infrastructurc of modem Poland.
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THE CONTRIBUTION OF FOREIGN DIRECT INVESTMENT (FDI)

Forcign dircct investment (FDI) 1s motivated by onc of two broad objcctives  scarching out
new markets. or to minimize global costs of production inclading secking checaper raw matenal
sourccs. The impact of the policy cnvironment, and privatization policics in particular, on investment
dccisions s clearly influcnced by the objectives being pursucd by the inward investor A German
mail-order cataloguc company sccking a chcap subcontractor for garment manufacture is unlikely to
be interested 1n the same i1ssucs as say a soft drinks bottler looking for a partner to scrvice the Polish
domecstic markct. The market-secking bottling company is likcly to be interested in projected growth
of disposablc income in the rcgion, the strength of competition, the type of distribution system
availablc and cxchange rate policy amongst other things. The cxport-oncnted garment manufacturer
is pnmanly concerned with labour costs. the productivity of the work force and the availability of
rchiablc but low cost transportation.

If we consider the cffect of government policies on FDI, it is important to bear in mind that
FDI 1s a muludimensional, cvolutionary process. Decisions concerning initial cquity, re-invesiment
of camings. and long-term and short-term dcbt differ. They are made at different points in time and
at diffcrent stages of a project. An optimal government policy needs to take account of the different |
paramctcrs involved in cach typc of investment decision. Therc are also likely to be tradcoffs between |
attempts to attract FD! and national cconomic welfarc. For examplc. somc policics designed to |
cnhancc the cfficicncy of domcestic markets such as an active anti-trust policy may discourage |
market-sccking investment.  Specifically, market scckers are likcly to favour mmport protection, |
subsidics for inbound FDI, govemment procurement policics that discriminate against imports but not
against forcign-owned domestic firms and other non-tanff barricrs to tmport compctition. In other
words. ccrtain Kinds of markcet imperfections arc favourable to inward investment becausc they cnable
investors to make profits sccurc from significant compctition

By contrast, somc policics that decrcase market imperfections can be attractive to FDI. Thus
privatization of statc monopolics may open up ncw opportunitics for FDI provided no privalc
domcstically-owncd monopolics arc crcated.  Implementation of anti-dumping mcasurcs and
simplification of import dutics on csscntial inputs cnsuces local producers. whether forcign or
domecstically -ownced. compete on cqual terms with imports.  Policics to dccreasce trade-related market
imperfcctions such as the abolition of complex import and cxport rcgulations through the creation of
manufacturing in-bond facilitics arc likelv to be particularly important to cxport-oricnted cost saving
iInvestments.

THE POLISH EXPERIENCE OF FOREIGN DIRECT INVESTMENT

It i1s widelv recognized in Poland that privauzation alonc will not cnsurc the cfficicnt
transformation of statc cnterpriscs 1o world standards of compctitivencss. The savings raic of the
Polish cconomy is insufficicnt to financc restructuring cven when combined with aid flows.
Investment in all scctors of the cconomy has been in dechine since 1989, Scarcity of funds has
dclaved complction of vital infrastructure investment in contrast to the pre-1989 period when shortages
of physical rcsources constrained investment, Perhaps more impontant than finance is the scvere
deficit in markct-oricnted cxpertisc at the cnterprisc level. Forcign dircet investment comes in as a
commocrcially viable package, not only in the form of funds to buy new cquipment and modem
tcchnology but also in thc form of management cxpertisc including markcting. finance and
organization

Poland first attempicd to attract forcign investment in the latc 1970s following the passing of
the 1976 forcign investment law, It has been progressively amendcd since (1979, 1982, 1985, 1986,
1989 and 1991). The rcal breakthrough camc aftcr 1989 when a modern liberal investment code was
introduccd into the law in mid-1991.
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The most important changes introeduced into the law were: freedom of transfer of profits and
procceds from sales of stocks and sharcs: abolition of the minimum caprtal contribution required of
forcign investors and rclaxation of formalitics: special tax breaks were restricied to only investments
over Ecu 2 million and investments in regions of high uncmployment, projects cmploving modern
technologics or cxporting at Icast 20 per cent of output.

In addition. thc new investment law provides protection to forcign investors against political
nsks. Extra safcguards arc provided through bilatcral agrecments with 17 of Poland's major cconomic
partners.  Finally. the basic privatization law of 13 July 1990 allows for the participation of forcign
investors.

THE GROWTH OF FOREIGN INVESTMENT

There was an initial rapid growth of forcign investment in Poland. Between the ond of 1990
and the cnd of 1991, the number of joint ventures involving forcign partners grew from 1,645 to
4 796. By thc end of 1992, thc number had expanded to 5,200. Part of the rcason for the sharp
increasc in joint-venture formation was the abolition of the minimum capital requircment in mid-1991.
Many of the small investments werc in the service sector, a feature charactenstic of the first wave of
investment into the special cconomic zoncs of China. The first wave into Poland after 1989 was
dominated by German investors: 30 per cent of the total number of companics. By 1992, the
Amcricans probably took the lcad in volume terms. Howecver, forcign investment statistics arc
rotoriously difficult to collect and trends arc therefore difficult to interpret.  There is no statutory
obligation on forcign investors to declare their investment to the authontics.

The total volume of commitments was between US$ 700 million and USS 1 billion in 1991.
Commitments in 1992 were officially declared at USS 4 billion including US$ 2 billion from ltaly,
USS$ 600 million from the USA, and USS 300 million cach from Germany, Austria and Sweden.
Tablc 9 lists the twenty largest investors tn Poland as reported up to Apnl 1993 demonstrates the wide
gap bctween current investment (debt and cquity) and investment commitments. Obviously,
commitments will not become real investments unless foreign investors continue o belicve the Polish
cconomy offers profitable opportunitics for their busincsscs.

In comparison to Hungary and thc Czech Republic, Poland has been relatively slow in
attracting inward investment. The prospect for 1993 and beyond scems to be cncouraging with
cstimates of commitments rising to as high as US$ 6 billion by 1994, Certainly Poland's rating as an
investment destination amongst potential multinational investors has riscn to second only to Hungary
as rcported in a survey commissioned by the Polish cconomic planning agency in 1993

So far the Polish authoritics have not conducted any systcmatic cvaluation of the costs and
benefits of inward forcign investment. The major promotion cffort has focused on making Poland
attractive to inward investors through onc-stop promotion agencics such as the S.atc Agency for
Forcign Investment (PAIZ) and the UNIDO-sponsored Investment Promotion Service (IPS). Regional
authoritics at voivodship level also have set up inward investment promotion agencics. The exact
naturc of the deals struck with investors are, of coursc, closcly guarded commercial sccrets. At some
futurc date, it is important that thc authoritics cvaluatc forcign investment projects in terms of: initial
cquity investment, loan inflows and rcpayments, rc-investment and capital repatriation.  This is
nccessary if further finc-tuning of forcign investment policics and avoidance of wasteful duplication
of promotion activitics is to bc achicved. There arc also the fears of certain political groups to be
allayed as rcgards cxploitation of Poland by forcigners.

Abovc all, governments have to be realistic in their cxpectations about promotion 2fTorts.
Investment and reinvestment decisions arc always going to be primarily driven by intemnal cnterprisc
considerations. There is thereforc a limit to what can be achicved with glossy brochurcs and
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well-appointed office suitcs of promotion agencics. Investors operate in a compctitive global
cnvironment and arc usually well awarc of alternative investment locations.  Of much greater
importancc than general promotion cfforts, arc carcfully targeted introductions to local investment
opportunitics. These always nced to be highly specific, well-informed and honest. However, all
surveys of invcstors concems reveal the primacy of prospects for cconomic growth. political and
therefore policy stability, and the transparency. efficiency, stability and predictabiiity of the legal and
rcgulatory infrastructurc.

Of course, there arc differences in specific concerns that relate to investor motivation but the
Icsson for governments and policy-makers is clear: it is the general political and cconomic health of
the host nation that matters most. No amount of promotion can disguisc a hostile economic
cnvironment. It is also very important to remember that prospective investors. invanably consult
cxisting investors so keeping established investors satisfied is a wisc policy. Not only are they the
most important source of promotional information for new investors, but if they arc positive about the
host cconomy they will and honour their initial investment commitment and maintain their
reinvestment ratc beyond that.




Tablc 9: List of top forcign investors in Poland
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LIST OF TOP FOREIGN INVESTORS IN POLAND

company country aea Current mvestment  rwestmen: man Poksh
of ongn of operatons {equity + debt), commaments  pariners
n mukons of dokars n mikons
ol dokars
1 AAT naly passenger 180 1.800 FSM
2  ‘ntemational USA paper products 120 175 Kwidzyn
Mpumm
3 Poksh American USA capkal 114 29
Enterprise Fund cooperation with waakmm
privete business Cracow industrial Association
1,700 other grivate enterprises
4  Wanmpex Austna hotels 100 80 Ortxs
5 . Cutisitemational  USA electronics, 100
construchon
6 Asea Brown Boven  Switzertanay/ DOWEr engineenng 10 S0 Zamech Elblag (76 percent).
Sweden agapment. trbenes. Doimel Wrociaw { 55 percert).
slectic motors ZWUS-Katowce (30 peroand).
Lamina-Paseczno (51 percent).
Bra (51 percent for 10.4 mekon
dolars + snvestment comemit-
ments of 13 milkon dollars)
7  EBRD ntematonal banking, capaal 59.6 Poksh Private Equity Fund,
) Smdmrerz’SledW
8 CraseEntaprises . USA _banking, media 485 10 joint.ventures:
: Telewizja Kablowa
cdleTebhnn)
40 milion dolars:
i i LA
785 §.5 rilion tolar
9 Poce&Gambe  USA tygienic articles, a5 190.. faciory poducHg tapers:
diapers # Wasw (Targowek),
the name of the jast venture:
PadaSAy
10 Amerttech usa tdlecommunications 45 100 Teddguniads Pada SA
11 France Telecom France telecommuncations 45 100 qukomniaandﬂaSA
12 Private pensionfunds  USA caphtal cooperation 43 Pokish Privaie Equity Fiing -
with Polish partners
13 Coca-Cola USA non-alcoholic drinks 42 200 Coca-Cota Gdyria,
Coca-Cola Byxigoszcz
14 Verit Ingustries UsA recyding 37 CALEM
(racycing of coal
from waste-heaps)
‘S Epsten Engineenng/ USA construction 36 100 Nahonal Bank of Poland,
Gohd Co. and development Constar-Starachowice
Konspoi-Sapea,
Chemadex-Warszawa
the total warth of projects with
the above mentioned partners
260 milion dollars
16 Rngnes Norway non-alcohokc dnnks, 36 100
packages
17 Thomson C.E France pcture -(udes. 35 100 Polkoior Aaseczno (51 percent
TV set sshare), Adextra SA.
18 Solco Baset Switzertand pharmaceutical 35 pharmaceutical produchion plant
ngustry n Warsaw (Annopol)
19 Luccrwn Group Htaly meiaiurgy 348 150 Hula Warszawa
(Warszawa Steel M)
lio ATAT USA telscommucations 336 56 Teta Byagoszez { 80 peroart share)

e (N ]
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Chapter §
The Emerging Methodology of Industrial Restructuring

INTRODUCTION

With the background issucs concemcd with industrial restructuring and privatization firmly
cstablished in carlicr chapters, the central issucs related to the approach and cxpenience of restructuring
can now bc addresscd in this and subscquent chapters. In particular, this chapter examines the cmerging
mcthodology of industrial restructuring.

The majonty of Central and Eastcrn Europc’s industry was developed on the principle of providing
local cmployment or supplying a missing link for other industrial enterpriscs, sometimes on a transnational
basis within thc CMEA. Enterpniscs werc rarcly founded on  the basis of conventional market-bascd
investment appraisal techniques such as cstimations of the retum on the planncd investment, profitability
and nct present valuec (NPV) calculations, or cash flow projcctions. In any casc rclative prices were so
distorted as to render cstimates mcaningless in any ccoromic sensc. The management culture fosterced by
the central planning mechanism tended to be inward-looking and production-onented. Despite possessing
rclatively high technical skills, managers felt little pressure to develop the nccessary overall management
systems rcquircd 1o run a modcm, competitive cnicrprisc.  Instcad, cnterprises werce typically over-
administcred and over-staffed and peripheral activitics were allowed to proliferate unchecked by
considcration of thcir contribution to profitability. Oncc the central planning mechanism was abolished.
managers of large statc-owned cnterpriscs quickly discovered that they were ill-cquipped to meet the new
challenges poscd by an cconomy in transition.

The rapid introduction of a liberal market cconomy, mcant that management in the CEE and FSU.
unuscd 10 open competition, suddenly discovered they lacked the necessary skills to compete on an cqual
footing against a growing volumc of Western imports.  All companics have had considerablc problcms
adjusting their production oricnted structure to market oricnted operations. Such changes mcan morc than
producing what thc market demands and delivening it successfully te a client. It also involves such
stratcgic management issucs as choice of pricing teck niques, budgeting, cost monitoring and the ovcrall
concept of valuc added opcrations.” Wecaknesses in the arca of markcting, finance, cost accounting,
tcchnology, production and gencral management became all too apparent as sales of manufactured goods
droppcd dramatically. This problem was further compoundcd by the collapsc of cstablished markets in
thc CMEA nccessitating a rapid rcorientation of marketing activitics towards Western Europe.

A growing number of cnterpriscs, no fonger able to service their foans and starved of even working
capital. sought restructuring assistance from CEE govermment agencics to help them survive in the newly
cmerging markct cconomy, to compcte with Western companics. to capturc new markets and attract
investors. Most companics placed their initial revival hopes on a multitude of uncoordinated cfforts such
as small joint venture schemes, instcad of concentrating on a few corc issucs and persisting until success
was attaincd.

As quickly as output collapscd, CEE and FSU governments were subjcct to immcnsc political pressurc
to do somcthing by cstablishing ncw agencics to support industrial restructuring.  Since this was a new
phcnomenon in world cconomic history, there were no obvious role models or expericnee on which to
draw. Necw alliances have had to be forged between government bodics, banks, cnterpriscs. and
multilateral institutions in order to experiment with and dcvelop appropriatc support mcchanisms
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RESTRUCTURING AS AN INTEGRATED EXERCISE

The process of industnal restructuring in CEE and the FSU involves a systemic change. Having
rcmoved the familiar landmarks and imperatives of the communist syStem, a new institutional geography
has to be created along with a supporting legal and regulatory infrastructure. Duning the transition process
from the old central planning mechanism-based system to the new market-oncnted flexible system, it is
necessary $o evolve a network of hinked change-supporting processes.

In an ideal world, government policy development should be integrated with the changing needs of
the productive sector but in the real world policy makers are subject to cross-cutting pressures from a
multitude of different constituencics. Many of these interest groups are far from sympathetic to the needs
of an efficient and competitive industrial sector, particularly where loss of jobs is involved. This highlights
the paramount importance of policy makers, consultants and top management not only being able to spell
out the strategies and techniques being used in industnial restructuning cxercises in terms that can be
widely understood, but also being willing to sell them in public to managers, trade unions and workers

The role of government policy

Large state-owned enterprises as complex organizations with many stake holders possess a
considerable incrtia and resistance to change. Radical changes in business strategy and operating
procedures can only be introduced if a sufficiently powerful group has the incentive and the means to take
action to improve cfficiency and overhaul standard operating procedures.

Part of the incentive is derived from the policy environment in which the enterprise operates. Policies
introduced to reform subsidies, price controls, taxation, monopoiistic and restrictive trade practices,
company and property law, the availability of corporate finance and foreign exchange rates, all have a
bearing on behaviour of the enterprise. One of the main purposes behind policy reform is to exposc
previously protected state-owned enterprises to greater competitive pressure in order to force enterprises
to take steps to rectify their internal weaknesses. Unfortunately, there is no simple causc-and-cffect
rclationship between policy instruments and enterprise reform. Indeed, reforms interact and produce
unintended conscquences, enterprises take evasive action or simply do not have the resources to respond
to the ncw opportunity structures created by policy reform.

An integrated industrial restructuring programme entails not only coordination of economic policy
outputs with cnterpnisc necds, but also of intermediary agencies and institutions whose active involvement
is often crucial. The sheer number of agencies that can be involved in a restructuring exercisc:- a
multitude of different government departments that may operate both at national and regional levels:
municipal authoritics; financial institutions; multilateral agencies - all make it difficult to develop a
cohcrent strategy and implementation plan.’* This is cspecially truc if the typical level of preparation of
enterprisc management is taken into consideration; the level of intemal inertia that appears during
organizational rcform; the lack of sophistication of financial ins.tutions; the differing objectives of
govemment institutions in the restructuring proccess; and the varying degrees of support from multilateral
institutions. Thesc arc only a few of the possiblc interest groups that may be involved in any restructuring
cxcrcisc. Each interest has to be taken into account in a comprehensive restructuring exercise.””
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The role of banks

As we noted in Chapter 3, financial institutions traditionally play a pivotal rolc in supervising the
financial and morc gencral management aspects of restructunng of cnterpnscs in the West. A
wcll-functioning banking systcm ablc to supply capital to industry at globally compctitive prices is
essential for industrial devclopment.”® Markct-oniented cnterpriscs rely on their financial adviscrs' intimate
knowlcdge of the intricacies of corporatc finance.

In CEE and the FSU, the underdeveloped state of the financial scctor has had a dcadening influence
on cnterprise restructuring. Under the central planning system, strict statc control prevented banks and
other financial institutions from developing the skills and knowledge nccessary to select, monitor and
calculate the profitability of an investment project and properly asscss credit risk. The culture of working
with and assisting cnterprises was never encouraged, leaving banks completely unprepared to assist with
restructuning cnterprises so that they arc able to prosper in a market economy.

Whilc bank staff werc unpreparcd for loan portfolio management and commercial risk assessment
activitics, cnterprisc managers were also not trained to negotiate with banks and other lending institutions.
They, like their opposite numbers in the banks, had little opportunity to leamn and develop financial skills.
Thus, in Poland, most cnterpriscs still lack the knowledge and expenence to independently evaluate new
financing options. This deficiency inhibits enterprises from secking finance for restructuring plans in the
emerging capital markets. To make matters worse, when Polish cnterprises seek financial assistance from
their banking partners, instcad of becoming actively involved, most banks and financial institutions
remain aioof oftcn unaware of an enterprisc's necds.” The inadcquacy of the financial assistance that can
delay or stop restructuring cfforts, is defended by thc banks on the grounds of their own needs to
recapitalize their balance shect ravaged by non-performing loans inherited from the pre-reform period. The
bank rcfinancing act passcd in February 1993 should soon clear away this cxcusc for Polish bank
passivity.”®

Industrial relations

In Poland, Solidarity, originally crcated as an unofficial tradc union, very cffectively challenged tae
passivity of the official Polish tradc union movement by organizing enterprise-based protests and strikes
against poor wagces and working conditions in the 1970s and 1980s.”” This mcant that Poland cntcred the
rcform process in 1989 with two competing trade union movements represented in most major entzrpriscs,
a post-communist union and a Solidarity affiliated union. Competition between the two tradc union
organizations for mcmbers has nccasionally been ficree and politicized. Needless to say, ordinary members
havc more pragmatic wagce-rclated interests than their Icadership but it does mean that Polish workers tend
to be represented by trade unions that have a history of independence and activism. Ironically, in the
general clection of Scptember 1993, the post-communist trade union-sponsorcd party in the Scjm joincd
the govering coalition while the Solidarity-affiliated party lcft office. The consequences for enterprisc
labour rclations is unclcar.*”

Enterprisc restructuring often crcates a period of considerable anxicty in the workforce as people
worry about job sccurity. Reconciliation of real or potential differences between management and workers
is an important key to successful restructuring so that carly involvement of both partics in formulating an
integratced restructuring plan and implementation process is important. An cnlightened management can
help to alleviate the incvitable tensions by offering the unions an opportunity to make a rcal contribution
to the final solution. Whilc unions in Poland have a constitutional right to be consulted in statc-owned
ente-priscs and rctain the power of veto over any privatization proposal exercised through the workers
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council. unions in Poland have oftcn been remarkably flexibie® They have been drawn into the
restructuring and pnivatization process by the promise of preferential acquisition of company sha.cs. wage
incrcascs and guarantees of job sccurity ®

An intcresting example of the importance of the work force's attitude to restructuring and privaiization
was demonstrated in the casc of the Goplana confectionery factory in Poznan. The company has purchascd
cocoa beans from a Bntish company, the Ed and F Man Group, since 1991 and also formed a joint
venture with it to distributc Goplana products. Late in 1992, MAN offered to buy 47 per cent of Goplana
shares for USS 31 million, the two companies signed a letter of intent with the provincial head, the legal
owner, and MAN dcposited thc necessary funds in the bank. In August 1993, Nestlc began 22 show an
interest and made a counter bid of USS 40 million for 80 per cent of the equity and offered to provide
a USS 30 million invcstment guaranice.®™ Goplana's employecs rcfused to accept majority forcign
ownership. The Board of Employees and the Staff General Assembly, as well as the directors, opted for
the joint venture proposal by MAN.

Under pressurc from the Ministry of Pnivatization, the provincial head as the legal owner of the
factory announced a public auction, in October 1993. Five bids were submitted but only those by Nestle
and MAN were considzred seriously. Nestle's bid was USS 6 million higher than that by MAN but the
work force rejected the bid. Nestle eventually carried the day by vigorous campaigning in the media and
by coming up with the offer of a 36-month employment guarantce, a 30 per cent wage nise and an
incrcasc of cmployees’ shares up from 6 to 10 per cent. Employees were offered a cash altemative to
shares cquivalent to  ZI 67 million (USS 3,250). Nestle's offer was distributcd in an open letter to
cmployces at the factory gates of Goplana by Nestle-Polska's general manager in person. At the final
meccimng of the factory dclegates, there were 54 votes ‘for' and two ‘against’ the Nestic offer.

Human resource development

The ability of a statc-owned enterprise to react to a changing environment is to a large degrec
dcpendent on the capacity and capabilities of its work force and of its management cadre, in particular.
Thus the provision of management training and retraining in aspects of competitive markcet realitics, new
financial options and assistancc available to enterprises is an important component of the restructunng
process. Without proper training and systematic management devclopment it is very difficult for the
management tcam to begin to focus on the necessary changes in business strategy rcquired to improve
tcchnology and organization; adjust products and marketing to facc the ncw competition; reorganize
production to increasc cfficiency; access appropriate financing to fund restructuring: and strcamling
operations through the disposal of peripheral operations.

Options for developing cmploycees through training arc still very limited. Training provision is rarcly
coordinated with govemment policy yet without adcquatc preparation through training, well in advance
of policy changcs, the results can be devastating at enterprisc level. For example, in Poland, the decision
to liberalize prices and trade policics in 1990 or the decision te introduce VAT in July 1993 both had
an immecdiatc impact on cnterpriscs, but insufficicnt resources have been devoted to training people how
to cope with the new system.

Apart from the disruption this caused to normal busincss activity, therc is a scrious danger of
cncouraging criminality, Thus the sudden introductior of VAT levied at 22 per cent provided a strong
incentive for smaller Polish businesscs to disappcear into the 2rey cconomy cspecially. Without carcful
training it is unrcalistic to cxpect to expect busincsses to filc four complicated tax retums a month. The
VAT form has about 60 boxcs to tick compared with 11 in the United Kingdom. Worsc still, thc honest
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busincssman who makes a mistaken claim which is not backed by an invoice faces a 400 per cent penalty
ratc. By contrast, thc United Kingdom penalty rate is 15 per cent which many businesses still find too
much to bear.

Time for proper consideration and sequencing of training in support of reforms have tended to be
limited by the immediate economic situation. While there are always likely 10 be tecthing problems when
complex economic legislation is introduced, ultimately the legitimacy of new systems depends on the
quality of the implementation process which, in tumn, relies heavily on the professionalism and training
of the personnel responsible. Without adequate training of officials and business people the reform process
is likely to be at best incomplete and at worst chzotic and immensely disruptive of economic activities.

The role of technical assistance

Technical assistancc programmes developed by multilateral institutions such as the EC-PHARE
programme, the World Bank, IMF, EBRD, EIB and UNIDO can play an impoitant rolc in the industrial
restructuring process of former communist countries. Many have wide knowledge of the CEE and FSU
region and have accumulated a wealth of experience in various industries. Unlike many domestic
institutions, they are often viewed as relatively unbiased partners in the reform process. Assistance
provided by multilateral institutions for enterprises is normally channelled through government agencies;
programmes include training support, technology transfers, financial support, development investment
schemes, regional development, legal advice, small business centres, pnivatization and restructuring

expertise.

Given the evolutionary nature of industrial restructuring, the tvpe and amount of assistance provided
to enterpriscs needs to be carefully reviewed in order to reflect performance and adjustment to new
economic realities. Unfortunately, cooperation and coordination between multilateral institutions to
prevent duplication of cffort, to share new information and experience, and to perform joint analyses of
new project proposals is far from perfect. To compound the problems involved in integrating restructuring
efforts, the authorities in CEE have only limited capacity to coordinate assistance programmes. Indced
technical assistance agencies have been known to compete fiercely with one another for the attentions of
government decision makers. The short term nature of much technical assistance also mcans that there
is sometimes only limited follow-up on programmes.

Technical assistance should be carefully targeted to help institutions and people adapt flexibly and
efficiently to thc newly emerging opportunity structures of a market economy. Thus banks should be
restructured and reformed so that they have the capacity to support the changing needs of industry and
commerce. Industrial relations should be refocussed, away from national political considerations and
towards the needs of enterprise and productivity bargaining between management and workers. Training
in the new skills required by thc market economy should be freely availablc. Regrettably, national
resource constraints, both human and financial, and the limited volume of externally funded technical
assistance mean that in practice industrial restructuring exercises are usually piccemcal and rely heavily
on local self-help.
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SELECTION OF ENTERPRISES AND PREPARATORY ANALYSES

Onc of the cntical steps. and perhaps the most contentious aspect of industrial restructuning. s the
sclection process by which enterpriscs are identificd for assistancc. Unsurprisingly, given the economic
significancc and sociopolitical sensitivity of certain industrial sectors, such as coal mining. steel
manufacturing, shipbuilding and military industrics, sclection can be a highly politicized process.

A prerequisite for launching a restructuring effort is gathering information on a given market and
industry. The review neceds to thoroughly examine the product portfolio, its market, and industry trends
including studies of the industrial sector in the world economy. From this information, a more coherent
view of the cnterprise’s competitive position can be developed which, in turn, will inform the decision
making process used to selecting enterpnises for restructunng.

Disputes about which criteria to usc in the selection and preparation of enterpnises for restructuring
ansc from a variety sources. Perhaps the most controversial issuc is which institutions and individuals
have the capacity to select 'winners' during the transition from a centrally planned to a developed market
economy. From our discussion about the deficiencies of the Polish banking svstem in Chapter Three, there
is clear evidence of market failure in the capital market. To compensate for the absence of an efficient
capital market able to satisfy the needs of the industrial sector it is necessary for multilateral and
government agencies to make up for this gap by selecting enterpnises that are likely to benefit from
development financc and restructuring assistance.

The fundamental dispute, of course, is not about whether it is technically possible to contribute to
national economic cfficiency by being selective. This is, after all, a key function of financial institutions
in a devcloped market economy - acting as intermedianes between savers and borrowers and making a
profit by, among other things, correctly assessing the commercial nisk attached to lending to the enterpnise
sector. In any lending decision therc is always an element of uncertainty and nsk which i1s normally
reflected in the cost of capital to the potential borrower. There arc also major financial management
considerations that need to be taken into account, such as whether a particular financial institutions has
a balanced loan portfolio, an adequate capital base, or carmries out effective asscssment of collateral.
Clearly the professionalism and due diligence of the management of financial institutions is important.

The fundamental problem facing development finance institutions (DFls) in the economies in
transition, however, is not professional or technical but institutional. DFIs are simply not autonomous
financial institutions but are quasi bureaucratic organizations enmeshed with the statc apparatus and the
political system. In short, non-economic, social and political factors are likely to comc into play in
varying degrees in investment decisions as client enterprises try to use their political and economic
influence to attract funds to pay tor the restructuring process. Thz inevitable subjectivity and uncertainty
surrounding investment dccisions in the chaotic mai..et conditions of CEE and the FSU are cxpleited by
various interest groups, to speed up, or slow down or block restructunng efforts.

With a history of systematic bias in the treatment of certain industrial scctors under communism and
the uncertainties of the new situation, it is to be expected that restructuring is a sensitive political as well
as cconomic process. Needless (o say, it is politically difficult to admit the possibility that certain
cnterprises should not be included in the restructuring exercise since there is little hope of rescuing them
from collapse. Naturally, as unemployment incrcases in many regions, few authonties are keen to
shutdown 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 sensitive industrial scctors and regions where
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unemployment is unusually high. In these circumstances, restructuning is viewed as a curce for many vears
of enterprisc mismanagement and neglect.

SECTORAL DISTORTIONS

The condition of many large state enterprises being restructured in Central and Eastern Europe and
the FSU is a function of the particular industrial sector in which they happen to fall. Under the central
planning mechanism state enterprises reported to a particular functional department or ministry responsible
for that sector.®* Almost all centrally planned economies pursued policies that favoured heavy industry
and this legacy exerts a powerful influence on restructuring programmes today. Thus many enterprises
classified as light industry’ now being restructured are undercapitalized as a result of decades of neglect.

The policy of sectoral discrimination has sometimes been cammned over into the reform programme,
for reasons of administrative inertia and the continuing political influence of the senior management and
trade unions of major heavy industries. The perpetuation of preferential treatment through tax breaks,
tanffs and import protection can still impede enterprise restructuring by allowing management to postpone
taking the painful steps needed to shed Iabour and capacity in order to improve competitiveness. Evidence
from Poland'’s sectoral studies suggests that the persistence of a soft budget constraint creates severe
disincentives for enterprises to rationalize their operations. By contrast, the most promising, that is
commercially competitive candidates for privatization, often launch their own restructuring initiatives
without being pressunzed by government agencies.

ENTERPRISE RESTRUCTURING APPROACH AND METHODOLOGY

In Poland, schemes to restructure enterprises, 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 tumaround
failing companies. The ideas and concepts have mostly been brought in by foreign consultants hired in
lacge numbers by multilateral agencies, government departments, banks and foreign and domestic
investors. Incvitably some of these ideas and the assumptions behind the ideas have had to be modified
in the light of experience of actual restructuring exercises, particularly the consequences of the weak legal,
regulatory and financial services infrastructuie typically found in CEE and the FSU. Nevertheless, many
of the lessons leamed from restructuring Western companies have proved a useful guide as to how to
tackle the problems faced by East European statc-owned enterprises.

The main difference is that restructuring in former socialist states entails major ‘operations’ on all parts
of critically 'ill' enterprises, in c mparison to the more selective approach required by the 'sick’ parts of
Western cnterprises.®  Another not entirely trivial consideration is that potcntial forcign 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 whether
it is appropriate for the circumstances of CEE and the FSU.

Western experience indicates that the most successful restructuring strategies include significant
changes in both organizational structures and processcs. A primary objective is to decentralizc and
improve communication between management and the workforce. Improvements in marketing are common
features of both successful and unsuccessful restructuring exerciscs. Successful turnarounds, however, are
distinguished by the tendency to couple changes in marketing with a morc fundamental product-market
rc-orientation.
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Success stones arc morc often charactenzed by improved financial control than arc failed recovery
cfforts. Failed restructuring plans usually include steps to improve control systems. but then the new
systems fail to bc used cffectively to implement tighter financial control Disposal of non-corc and
unprofitablc activitics and the introduction new management techniques arc the most commonly used
generic restructuning strategics. A new chief exccutive is usually necessary to cffect a tumaround.

Significantly. cost-reduction stratcgies are frequently uscd as part of a successful overall restructurning
strategy, but arc used even morc frcquently by entcrpnises that fail to recover. This last point s of
particular intcrest, given that much of the initial restructuring advice given to CEE and FSU enterprises
centred on cost reduction. Although cost-reduction cannot be ignored, Western expenicnce suggests that
it is important not to lose sight of the requirements of the core business which may be fatally damaged
by cndless cost-cutting at the margins of an ever declining corc. Thus a cecmprehensive restructunng
programmec necds to place a balanced emphasis on all aspects of the refocussed core business.

If it is accepted that the pnmary objective bchind entcrprise restructuring is to improve the
performance of statc-owned enterpnises in order to prepare them for eventuzl privatization, what are the
key stages of the restructuring process?

a In the short term, it is necessary to take steps to cnsure that the enterprise remains operational.
This means securing short term financial liquidity and carrying out a rapid review of marketing
and production activities in order to establish whether there arc any short term changes that can
be introduced to improve the immediate cash flow situation. Without these initial steps being
taken the enterpnise is liable to collapse.

o ] In the medium term, a comprehensive technical and cconomic evaluation of the enterpriscs'
operations nceds to be cammied out focusing on the human resources available, the scope for cost
reduction, and an asscssment of phvsical facilities, plant and equipment.

o On the basis of the comprehensive evaluation of the enterprise’s operations, advice can then be
provided to top management on the strategic development of the enterprisc's product mix, the
opportunitics for diversifying product lines and markets, together with the financial implications
and proposals for shedding surplus capacity and labour.

o The final stage is to assist top management in crcating a stratcgic plan for the enterpnisc,
typically cncapsulated in a mission statcment, that is then agreed with the trade unions and the
workforcc generally. Then, and perhaps most crucially of all, it is vital 1o agrcc upon an
implcmentation programme for the stratcgic plan with all the stake holdcers in the enterpnisc.

All the above stages and rclated issucs of the restructuring process arc discusscd in detail and
illustrated with specific Polish casc studics in the next chapter.




81

TECHNOLOGY AND TECHNICAL ISSUES

The restructunng process must take into consideration the technological basc of a given enterprisc.
Once the strategic mission of a company has been defined, the technological review focuscs on identifving
the core productive assets necessary to fulfil this mission. Usually a reduction in the cxtent of vertical
intcgration is a key component of the restructuring process that eventually lcads to a sharply focused
enterprisc with a sustainablc capital investment programme. Typical technological problems faced by
enterprises in the region arc:

a Aged and obsolete equipment - Given the scarcity and high cost of new capital, it 1s necessary
to maximize usc of existing assets. Disposing of surplus machinery may be a source of funds.

< | Underutilized maintenance and service departments - The utilization of support units needs
to be examined with a view to reducing costs through disposal of those that are underused and/or
hiring subcontractors.

[« ] Inefficient materials handling and production flows - Under the old shortage cconomy, capital
investment was prone to arbitrary peaks and troughs so that today there is frequently a mismatch
between machinery and plant of differing vintages. This results in production bottlenecks and
inefTicient production methods.

a Weak plant maintenance systems - The old culturc of storming to meet externally imposed
planned production targets at certain times in the year meant that the development of a regular
inspeciion regime was hampered by the unpredictability of production schedules. Unreliable
machines also gave skilled workers a powerful bargaining tool with which to negotiate special
bonuses with management. The absence of a preventive maintenance culture (and obsolete and
poorly matched machines) means that machine down-time tends to bc much greater than in
similar Western enterprises. Tight cost-control is therefore very difficult.

o Quality control - Without a strong tradition of cost accounting underpinning all stages of the
valuc-added chain from research and development, to design and production, through to marketing
and after-sales scrvice, control procedures are typically confused and erratic. As a consequence,
most enterprises in CEE require radical changes in their control procedures if they are to meet
modem international quality assurance standards such as the norms laid down in I1SO 9000 and
1SO 9001.

< | Pollution - The previous regime did little to enforce environmental protection standards. Many
cnterprises arc currently in breach of EC environmental standards and substantial investment is
required 1o clean up existing production technology. Many enterprises carry unknown liability for
previous polluting activity, particular with respect to ground water contamination.

FINANCIAL RESTRUCTURING OF ENTERPRISES

At enterprise ievel, financial restructuring commences with a thorough diagnostic review. It is
particularly important that top management is actively involved in the diagnostic process, for it is likely
to be the first opportunity they will have had to participatc in modem financial analysis. Implementation
of the cventual restructuring programme will be that much surer if top management arc fully conversant
with the financial conditic.. of thei, enterprisc. They also have to undcersiand the financial implications
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of the cconomic reality facing their company. In Poland and clscwhere in the CEE and FSU, enterprise
management face similar problems stemming from the neglect of financial management in the past:

a Cost accounting - Enterpnscs arc unable to correctly cstimate and control overhcad costs by
product group, or functional division, or the costs associated with inventory and work-in-progress.

 « | Revenue breakdown - Profit and contribution analysis ts not routinely camed out so that the
estimation of the gross and net profit margins of product lines is not availablc to thc marketing
department. As a result, break even prices are rarely used in devcloping the pricing strategy of
cnterpniscs.

o Balance sheet and income statement analysis - It is presently very difficuit for most
managements to draw quick and incisive conciusions from the financial information supplied to
them by accounting dcpartments using the old format developed under the central planning
regime.® The management information systcm usually needs to be radically overhauled so that
it can routinely supply up to date data on the cost-price structure of the business, inventory
turnover, accounts payable and rcceivable, the standard financial ratios, and perform historical and
future cash-flow projections

a Financial analysis of sales - Efficient (active) enterprise cash flow management requires a
financial and busincss modcl that defines the product portfolio, identifies scasonal sales patterns,
calculates historical sales trends by value and unit volume and analyses the order book. Very few
state enterpriscs possess the capability or capacity to manage cash flow efficiently without outside
assistance.

Oncc the management information and accounting systcm has becn redesigned and the financial statc
of the enterpnsc been cvaluated, it is usually necessary to look to financial institutions for assistance.
Four vcars ago Poland had one bank. Today that number has reached well over 100. In far too many
cascs, Polish banks remain aloof from the needs of the industrial sector. If the productive sector is to
cxpand cfTiciently banks must become involved in the financing of enterprise. Fortunately the international
financial institutions such as the EBRD, the World Bank and IMF arc making a major contribution
towards restructuring and refocussing the lending operations of commercial banks, (sce Chapter 3)

HUMAN RESOURCE DEVELOPMENT

Training is a crucial part of a comprehensive restructuring programme. .. primary objective of
industrial restructuring is building flexibility into enterpriscs so that they arc better able to react to
changing market opportunities with an appropriately profitable response. This requires selective investment
in modem plant and equipment, reconfiguration of existing machincery, the introduction of management
information and accounting systems, and the development of a proactive marketing function and sales
force. All of these actions imply major organizational change, rencwal and development. Human resource
management was as much ncglected as finance and marketing in statc-owned cnterprises, yet it is only
through mobilizing the workforce that restructuring programmes can be implemented.

There is a synergy of investment in plant and equipment, in research and development, in management
systems and in human resources. All four must be upgraded simultancously, or else capital and technology
will be designed around deficiencics in the labour force ("dumping down” technology, as when pictures
replace numbers on the cash registers of fast food restaurants) consigning CEE and FSU countrics to a
comparatively capital intensive but low-wage, low-skiil devclopment trajectory. A particularly alarming
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implication of this latter scenario is that since the countncs of the region arc capital-starved. very few
cnterpnses will have cnough capital to survive restructuring. Thosc cnterpnscs that do survive will have
very much depleted labour forces. Thus, in the abscnce of abundant investment capital, industrial
restructuring programmes must be premiscd on human resource intensification rather than major
increments in hardwarc.

Although 90 per cent of Polish managers in large statc enterprises received a university education
there has been an encouraging responsc lo new training opportunitics. Many arc taking advantage of
management training courses to in...ovc their knowicdge and skills. Approximately 40 per cent of
managcrs over 40 years of age and 30 per cent of those aged between 21 to 40 ycars have atiended some
form of managcment training course since 1990. Technical and professional training is also necded to
compcnsate for the theoretical bias in Polish higher education caused by the shontage of modem sci~ntific
and engincering cquipment in university and polytechnic laboratonies. Particular needs cxist in specialist
cngincering, computing science, management information systems and other applicd scicnces.  Polish
cnterprises, for example, suffer from high level manpower shortages in the areas of production planning,
work mcthods organization, materials flow management, machine shop scheduling, plant layout design,
computcrization and the application of CAD/CAM systems, management information systems development
and quahity control. Throughout CEE and the FSU, similar observations have becn madc about training
deficiencies. Language training is also a top priority since less than 15 per cent of managers of Polish
statc cnterpniscs know English, with even fewer being familiar with German or French.

As alrcady mcntioncd above state enterprises have few funds for paying for training, so that the
assistancc with training provided by forcign govermments and multilateral institutions is often of
paramount importance in sccuring the successful implementation of well conceived and exccuted
restructuring programmes. Quite often, the acceptance of restructuring programmes by management and
labour is dcpendent on the package of training and retraining being offered.  For example, after the last
wavc of coal mining strikes in the winter of 1993, the Polish govemment reached a deal with the miners
by offering a restructuring programme with an cnhanced training component.

SMALL BUSINESS DEVELOPMENT

Polish experience of restructuring statc-owned cnterprises suggests that most existing  departments
nccd to shed staff. Job losscs arc particularly heavy in service departmients. Once laid off, thesc bluc and
whitc collar employces often have no choice but to enter sclf-cmployment or start up businesses. Certainly
the rcpression of the privatc small and medium-sized business scctor under communism has mcant thal
all CEE and FSU cconomics havc, by ‘Western standards, a skewcd size distribution of entcrpriscs. Pnvate
mcdium, and to a lesser cxtent small-sized cnterpriscs are noticcably under-represented throughout the
cconomics of the region. On the face of it there would scem (o be ample opportunities for creating new
small busincsscs to provide subcontracting scrvices to the remaining large cnterpriscs.

Although the encouragement of subcontracting has a logical cconomic rationale, Westem cxperience
suggests that it is difficult to stimulatc busincss formation withoui a wcll-trained pool of potential
entreprencurs. A good genceral level of cducation supplemented by practical business skills such as cost
accounting, a knowledge of finance, markcting and computer litcracy scems to offer the best prospect
As morc and morc cnterpriscs restructurc by strcamlining production, spinning off non-productive asscts,
and shedding surplus labour, redundant workcers will enter an increasingly crowded labour market [t thus
becomes increasingly urgent that sufTicient resources arc devoted to supporting business start-ups, both
by dircctly hclping pcopic find cmployment as owncr-managc. and by cncouraging thosc who arc
successful to takc on more cmployccs.
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A number of bilatcral and multilateral agencics, such as the British Know How Fund, the World Bank,
PHARE and USAID arc assisting the Ministry of Industry with creating a network of busincss support
centres and incubator units in Poland and clsewhere in CEE. Generally, these centres provide free or
heavily subsidized advice to clicnts; assistance with developing a busincss plan; and a range of practical
skills-based, short training courses, usually frec. Some offer access to credit lines or rent out pre-start
factory units at subsidized priccs. The Polish Ministry of Labour also sponsors short courses for the
uncmployed of the varicty 'Is business for me?' and 'Going into business’.

Small business training programmes have threc pasic functions. The first is to help would-be
entrepreneurs review whether they have a viable business idea. The second is to provide morc specific
training for thosc who have gone beyond formulating an idca. The third objective is to provide further
training and support to those businesses that have started up and have survived the initial period of
development. One-stop small business support centres normally offer specific business advice, counselling
alongside training. At least until a business has becomc well-established, it is not normal to charge any
fee for advice or training. Clearly, for CEE and FSU governments facing a tight budget constraint, forcign
assistance s cssential for subsidizing the provision of training and advice services for small busincsscs.

There are many people all over Eastern Europe who are willing to engage in private business and it
would scem that a large proportion are well able to do so. However, they still need active encouragement
and the remaining lcgal and bureaucratic obstacles left over from the old regime must be finally swept
away. They also vitally necd increased access to credit to get them going, that is capital. So far
governments and international organizations have not been sufficiently generous with cr~dit lines to this
sector. Even if thc loan recovery rate is under 30 per cent, as it typically is, the long term social and
political benefits of visibly supporting an emerging entrepreneurial class that has palpably modest capital
rcquircments compared with a single statc-owned enterprise would seem sclf-cvident.
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Endnotes

kA

“scc Porter, M E (1985) Compctitive Advantage, New York: the Frec Press.

™ We describe the difficultics the Polish government has had in devcloping a national industrial policy
in Chapter 3.

™ Licbcrman, for examplc, describes an interesting Tunisian textile casc study that dcmonstrates the
importance of a comprchensive approach to industrial restructuring. The case attnbutes the successful
restructuring of a subsidiary of Tunisia's largest textile group, to effective linking of a combination of
technical suppori, improved production assistance, organizational and management changes and the
provision of adcquatc financial backing. As a rcsult of restructuring thc company has become a key
supplier of denim to the EC. (Scc Licberman 1 W (1990) 'Industrial Restructuring: Policy and practice’,
World Bank Policy and Rescarch Scrices, 9, p.19)

" For cxamplc, in Japan in thc 1970s and carly 1980s, banks werc a very important source of compctitive
advantage as providers of cheap industrial capital for Japancse corporations.

" The lack of willingncss of Polish banks to becomc morc involved in assisting cnterpriscs has led to the
thrcat that, if Polish banks continuc to choosc not to lend to industry, then the banking scctor should be
opened to free competition from foreign banks.

™ Scc Chapter three for a fuller treatment of issucs conceming the financial scctor in Poland.

" The Polish unofficial tradc union movement mounted its first major public confrontation against the
communist government in Poznan in 1956,

®" Compectitive tradc union federations differcntiated according to political affiliation arc found in many
West European countrics such as Italy, Francc and Belgium.

*' The greatest tradc union militancy has been shown in the heavy industrial scctors, mining and public
transport wherc overcapacity and outdated cquipment arc widcspread.

. # The punitive tax on wagce increascs above the government norm discussed in Chapter Two. know as
the popiwek, docs not apply to privalc companics.

" Nestlc had carlicr failed to buy Wedc! in Warsaw which fcll to PepsiCo: Amino in Bydgoszcz to Knorr;

Suchard (part of Philip Mormis) took over Olza in Cicsyn and Bahlscn took over KSS in Skawina. Other
investors in the scctor include Dalgety, Cadbury Schweppes, United Biscusts, Ferrero SpA and BSN.




%' This so-called functional structure is also replicated in the structurc of higher cducation and rescarch
institutes. Thus a typical university faculty of cconomics had institutcs for textilc economics, light industry
economics, stcel and mining cconomics. Each industnal sector also had its central research institute.

' Rvbezynski, Tad (1991) The Sequencing of Reform’, Oxford Review of Economic Policy, Vol 7,No 4,
pp.26-34.

% Polish enterpriscs had alrcady been given limited decision making powers in the partial reforms of
1981-82 and 1987-88 so that there had been some modest development of investment planning and
financial management before 1990. However it was at best halfhearted since state enterprises did not face
real competition in a free market or the discipline of a capital market when seeking investment.

!
[INTITA ] [Tl |

"

(R |
[ [T |




87

Chapter 6
Case Studies of the Restructuring
of Selected Polish Enterprises

INTRODUCTION

In this chapter, thc cmerging mcthodology of industnal restructuring introduced in Chapter §
is 1illustratcd n the context of specific casc studics. Although, this chapter presents case studics of
Polish industrics, other studics of the region by UNIDO and other international organizations report
similar findings. There is thercfore good reason to believe that thesc Polish case studies provide
uscful expericnee and guidance for other countrics embarking on similar restructuring cxercises. The
casc studics are bascd on an on-going UNIDOQ restructuring project in Poland. Beginning in 1991,
US$ 2.3 million were madc available by the British Government through its Know-How Fund for
Central and Eastern Europecan (CEE) countrics to enable UNIDO to assist in the restructuring of 15
Polish cnterpriscs.

The primary objcctive of the UNIDO restructuring project was to facilitate the restructuring
process and cventual commercialization of the ten enterprises sclected. The programme also had a
scrics of sccondary objcctives:

(a) To keep the cnterprises opcrational and maintain their financial
liquidity in the short tenn, until a firm restructuring plan could be
drawn up. Priority was thus to be given to conducting an immediate
asscssment of assets and liabilitics, dcfining urgent short-term
mcasurcs to improve the liquidity of the enterprises and undertaking
ncgotiations with creditors, as well as to addressing short-term
technical, marketing and financial problems.

(b) To carry out a comprchensive techno-cconomic cvaluation of the
entcrpriscs’ operations in terms of the types of plant, machinery and
cquipment uscd, skills availablc, the types and volumes of products
currently manufactured, scope for reducing costs and rationalizing
asscts and any technical problems.

(c) Based on thc forcgoing cvaluation, to provide advice to the
caterpriscs on an idcal product mix and to rccommend new or
diversificd product lincs and markets, duc considcration being given
to the changing cconomic cnvirenment and comparative advantages,
and to nccecssary improvements in  the cnterpriscs’
managcrial/tcchnical capabilitics.

(d) To hclp cnterprisc management develop a better, more coherent
organizatioral and strategic view of their futurc, thus cnabling the
N cnterpriscs to claborate and implcment an cffective restructuring plan
and strengthen their position during discussions/ncgotiations with
potential technical and/or commercial partners.

Preparatory work was nceded on all these objectives in order to define a preliminary work
plan for restructuring the cnterpriscs.

On the basis of rigorous sclcction critcria, 15 large and medium-scalc enterpriscs out of around
40 candidates were sclected for in-depth cxamination. Basically, these werc potentially viable
enterpriscs which were willing to undertake major restructuring cfforts themsclves but stili required




cxtcmal assistancc. The cnterpriscs sclected employed between 1,000 and 20.000 cmployces and
produccd a wide varicty of products ranging from lincn fibre and fabric, colour and black and whitc
tclevision scts, scrcen monitors, work stations through to military tracking cquipment, gear
transmissions, construction cranes, locomotives and mobile crancs. To illustratc the major findings
and rccommcndations of UNIDO's restructuring project, three represeatative casc studies arc presented
in this report.

The Polish cnterprises selected as casc studics reflect the difficult transformation process
undcrtaken by the former socialist states in 1989, The successes and failures of the restructuring
programme arc an amalgamation of macrocconomic and microcconomic dcecisions taken by the
cnterprisc management and various policy making institutions. Although ccrtain problems were
uniquc to a given enterprisc, many morc werc commonly shared. All of the enterprises discussed in
the casc studics had considcrable problems adjusting their product-oriented structures into competiiive
market oricnted operations. Besides being able to produce what the market demands, the caterpriscs
examincd encountered difficultics when faccd with such strategic issucs as pricing, budgeting, cost
monitoring, distribution, quality control, product dcsign, marketing, and salcs. In short, the enterpriscs
were not hitherto prepared to perform those functions necessary to create value added opcrations.

To compound the probicm, the enterpriscs lacked support systems available to their Western
counterparts. Without a strong banking sector well versed in risk asscssment and credit and project
analysis, many of the cnterpriscs could not rely on their banks to be an active partner duning the
restructuring process. Lacking wcll devcloped finoncial skills and suppont, the enterprises faced a
multitudc of problems stcmming from poorly designed management accounting systems, the non-usc
of basic ratio analysis, and outdated mcthods of overhead cost allocation. Their financial situation was
further aggravated by management's insufficient knowledgce of the market duc to inadcquatec market
rescarch and inadequatc understanding of markct forces influcncing pricc, promotion, and packaging
of their products. The lack of cxpertisc in the above mentioncd arcas undcrlines the importance of
human resource devclopment in CEE enterprises. Training of top and mid-lcvel managers in modem
business practices cmcerges as an cffective mcans to galvanize the restructuning process.

In addition, it has to be noted that a restructuring process in the CEE and FSU states is not
the same as in thc West. To begin with, the human resource base is completcly different with basic
skills in such crucial arcas as salcs and marketing being greatly ncglected or absent. The correct
asscssment of the cnterprise such as an in-depth diagnostic analysis required in fact a decoding
opcration of past performance figures, to adjust them to frecc market concepts and critcna of a frec
market. Onc has to also keep in mind that in fact the issuc was not restructuring, but a profound
transformation of onc typc of organization into a complctcly differcnt one with distinct functions and
aims opcrating in a tradc union dominatcd atmospherc.

To provide assistance during the transformation proccss, a four-step restructunng programme
was devcloped aimed at stabilizing an enterprisc’s dcterioraling competitive position, that often
bordered on catastrophic, and developing a revenuc gencrating stratcgy. A major objcctive, therefore.
of the restructuring programme was to improve the competitivencss and the opcrational cfficiency of
the centerpriscs. Considering the characteristics of former SOEs, the forcmost task was te rationalize
the level of employment and reduce the assct basc, as well as increase sales.  Specifically, the four
sicp restructuring programmec reviewed an cnterprisc’s business cnvironment, pcrformed a company
diagnostic, devcloped restructuring options, and togcther with the management. implcmented an action
plan. Each of these subpoints arc described below:
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L. Step One - Data Review

*

In stcp one, market and industry data was colleccied and analvzed to define the
competitive environment and to identify possible development opportunities for the
enterprisc being restructured. An analysis of the enterprise’s product, price, placc, and
promotion was performed which asked the following questions:

1.

Product - Is the product mature and facing new entrants or substitutes? Have
better technologies been developed? Has the competition established local
operations? Who is the competition and how are they positioned in
companson to the enterprisc?

Price - Arc there any developments in complimentary products or services?
What are the competitive pressures and policies that effect pricing? What
pricing/purchase financing could be used to retain customers? What pricing
should be designed for wholesalers, retailers, and final customers?

Place - What are the distribution channcls and how are they evolving? Which
channecls arc used by thc competition and why? What regulatory policies
influence the market place and the industry?

Promotion - What sclling tcchniques arc used and how is the sales force
organized? How and by whom is promotion organizcd and exccuted? Arc
there any industrial organizations or lobbics to promotc their common
intercsts?

IL. Step Two - Diagnostic

*

Consisted of a full diagnostic to dcfine the enterprisc’s competitive positioning and to
prcparc a financial busincss plan based on a compctitive markct and industry review.
The diagnostic stage asked specific questions regarding five arcas of the enterprisc's
operations that arc descnbed below:

Revenue - What is the biggest source of revenuc? Who arc the enterprisc's
clicnts? Do the cntcrpriscs have a clearly defincd product portfolio? Is the
mcthod of distribution cflcctive?

Finances - What is thc current cash position of the cnterpriscs? What is the
cnterprisc’s lovel of debt and how docs it compare to the competition? How
cffective is the enterpriscs’ method of cxacting their reccivables from their
dcbtors?

Managcment - What is the organizational structurc and is il appropriatc?
What arc thc management’s capabilitics? What arc the workforce's strengths
and wcakncsscs?

Cost - How cffectively arc costs controlicd? What sicps arc being taken to
reduce costs? What is being donc (0 maintain a rational lcvel of stocks? Arc
raw matcnals purchascd of rcquisitc quality at the lowest price?

Production and Asscts - Arc asscts well utilized? Arc there any redundant
fixed asscts which may bc disposcd? Arc work mcthods and production
technologics used effectively?
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11i. Step Three - Options For Restructuring

* Bascd on the diagnostic and competitive positioning conclusions, restructuring options

were developed to place top priority on  the cnterprisc’s stratcgy, corporatc mission,
busincss plan devclopment, reorganization, and training. To develop a full spectrum
of restructuring options, additional questions were asked focusing on the following:

1. Mission - What is the goal of the enterprise’s operations? What arc the tasks
of the management and cmployecs? How will the enterpnisc's organizational
structurc assist them?

2. Stratcgy - How should the caterprise be positioned in the market relative to
its domestic and foreign competitors? Which products should be delivered
to which market scgment and at what cost? How is intemal business
performance control defined? What organizational structurcs and asscts arc
nceded to carry out the strategy?

3. Business Plan - What arc thc cxtemmal and internal factors influcacing the
cnterprise’'s  performance? Which  scenarios  should be taken into
consideration? What are the range of possible results?

4 Rcorganization - What organizational structurc is thc most competitive? What
asscts should bc sold andior liquidated? Which dcpartments should be
reduced in sizc or spun-off? What arc the cnterpnisc’s corc business
activitics? What should bc donc with the ancillary services such as schools.
health clinics, recreational facilitics? Which cmployment structure is the most
cfficient?

5. Training - What assistance is nceded to develop human resourses in the
cnterprisc?  What training is necded to improve the cntcrprise’s
product/market stratcgy, competitive positioning and stratcgic planning. What
training should be provided to address the cntcrprisc’s intcrnal nceds such as
revenuc, financial performance, cost and asset structure, and organizational
management. How can the enterprisc cffectively utilize professional partners
and advisors, communication, motivation and public rclations that influcnces
the busincss environment.

IV. Step Four - Implementation

* After the restructuring options were addressed and conscnsus rcached by the
management, implementation plans tailored to the enterpnsc’s needs were developed.
This cntailed implementing an action plan based on the points described above, whiic
cmphasizing the nced for project financing and recapitalization of the enterprise. Of
specific concem were sources of available capital, the creation of a consortium to
reducc risk and cost of capital, the sclection of financial partncrs, liquidation of statc
sharcs, and pnivatization.

The basic purposc of the four phasc restructunnyg programmec was the devclopment of a
stabilization programme for the cnterprisc.  Such a stabilization programmc was intended to gain
managcment control over the cnierprisc, cstablish and communicatc credibility with institutions
posscssing a stakc in the cnterprisc, and asscss the cxisting managemeny structurc.  These three
objcctives arc further developed below:




Stabilization

o Gain management contrel - This mav cntail bringing in a ncw financial dircctor. devcloping
a cash flow forecast, and imaplementing centralized cash control. Thke implementation of
controls cver both capital and revenue cxpenditures may entail freezing employment, rejecting
suppliers’ price increases, and having thc general manager approving all renewed or new
contracts. Inventory control and debtor control arc also arcas wherc management control is
of importance.

- | Establish and communicate credibility with stakeholders - Enterprise stabilization entails
developing a close working relationship between the enterprisc and its key creditors by
cxplaining the main ideas of a restructuring plan and the length of time 1t may take.
Improved communication also entails talking to suppliers, trade creditors, customers, and tradc
unions and outlining the urgency of the situation and the enterprise’'s commitment to
restructure while continuing to provide service.

o Assess cxisting management structure - Provide for face to facc mcetings and assign
specific tasks or projects. An outside technical expert may be nceded to assist in the arcas
of personnel replacement, recruitment, and compensation.

As in the West, enterprisc stabilization provides a window of opportunity to launch a cash-
generation cffort.  These concepts focus on the revenuc gencrating stratcgy that has threc basic
clements:

Revenue Generating Strategy

a Product-market change - Bascd on a dctaled marketing plan, this cntails defining strategic
business units (SBUs) and analyzing their growth and profit potential. To assist in the change.
rcsponsibility should be shified 1o profit centres while simultancously improving control and
quality systems.

[ -] Improve sales effort - Incrcased revenucs for the enterprises forces the creation of planning
and the controlling of sclling cfforts that oftcn mcans managing the time sales representatives
dcvoted to clients. In addition, motivating and training the salcs force 1s a top prionity.
Monitoning of the sales force should include judging sales performance on the basis of a
comparison of actual versus budget performance, kcy accounts, sales targets per salcs
representative, sales trends, and the impact of special promotion. Improved cfforts should be
closcly followed by cvaluating and. if nccessary. replacing sales representatives.

o Price strategy changes - A review of the enterprisc’s pricing strategy cntails performing a
customer profitability review. Raising list pricc on all or somc of the products should be
considcred based on a well worked policy of how much of an incrcasc can the products stand
The cnterprisc’s discount policy may nced to be altered as well 10 make an impact on the
pricing strategy.

A summary diagram of steps involved in the restructuring programmc points out the relatively
lengthy and cxpensivc proccess swaiting an caterpnsc cngaged in such an cxercise  Besides uimc,
intcmal and cxicmnal factors influcnce the cnterprisc and play an imponant rolc in the success or
failurc of such an undertaking. With cach step requining full commitment and perscverance from the
cntcrpnse’s stafl, the human factor must bc scen as onc of thc most dccisive contributors to a
successful restructuring process.  Resistance to change is a tcnous obstaclc to any restructuring
programmec rcgardicss of whether it is undcrtaken in Eastcrn or Western Europe. Change 1s cven more
difficult in an cnvironment which for ncarly 50 ycars opcratcd on totally different cconomic premiscs.
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As the casc studics point oat, the success of a restructuring project hinges on many factors: howcever,
the attitude of thc managcment toward changc. an intcgral clement of all restructunng programmes.
cmerges as a deminant forcc.

COMPANY A
DESCRIPTION AND HISTORY OF THE ENTERPRISE

Company A consists of two divisions spccializing in cquipment preduction and
construction/installation scrvices. The equipment production division asscmblics low and high voltage
switchgcars and transformer stations, whilc the construction/ instaliation division provides clcctnical
services for the industrial and commercial sectors. The vast majonty of switchgears and transformers
were produced for the former Sovict Union, whilc the construction/installation scrvices were primanly
oricnted toward the domestic market.

Company A was cstablished as a statc owncd cnterpnsc immediatcly afier World War Il along
with 12 other similar operations making clectromechanical products and  providing
construction/installation scrvices. The central planning authoritics assigned the type and the amount
of goods to bc produced by cach company, while allowing cach to maintain a monopolistic
construction/installation hold over a specified geographic arca. A more detailed summary of
cmployment and financial developments in Company A from 1989 to 1992 is provided below.

COMPANY A
SOE JSC

In_million US$ 1989 1990 1991 1992 1992
Emplovees* 988 867 770 770 693
Capital - - - - 0.01
Fixcd asscts - 3.73 350 283 312
Currcnt asscts - 308 5.51 5.69 6.54
Liabilitics - 1.08 1.18 2.17 .13
Total salcs - 1135 16.54 2.10 813
Gross profit - 384 4 86 0.04 .13
Nct profit - 1.97 2.51 0.01 0.67

Sourcc: Company data
* Number of Employvees.
SOE - Statc Owncd Enterpnisc
JSC - Joint Stock Company
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MAJOR PROBLEMS AND CONSTRAINTS
Marketing and sales oricntation

Incficctive markcting and sales cfforts duc to a lack of requistte skills by the department's
personncl caused formidablc barricrs to the creation of a market oncnted company. This problem was
quitc universal among large statc owncd cnterpriscs in Poland which typicaliv rclicd on the
cngincering stafl to develop and manage marketing and salcs efforts. In the case of Company A both
of the sales and marketing managers for the equipment production and construction/ installation
divisions were elecirical engineers who for gpproximately 20 years were involved in production. Both
of them were promoted to Sales and Marketing with little training or experience in the discipline of
industrial marketing. As such, prior to thc organized training offered dunng the restructuring process.
most of the lcaming was done by trial and error.

For examplc, thc manager of sales and marketing for the equipment production division trcated
transformers as a consumer product and did littlc to stimulate sales using industrial marketing methods.
In addition, thc two sales and markecting positions for thc cquipment production and
construction/installation divisions did not coordinate their actions. Their cooperation scemed natural
since the construction/installation division provided electrical services for industrial and commercial
projects throughout Poland, while the equipment production division assembled transformers and
swiichgears used by the industrial and commercial facilities. The systematic collection and shanng
of information between the two departments and database development received little attention.

Onc of thc major reasons for this distance between the two divisions stcmmed from the
cquipment production division's ongoing sales of transformer stations to the former USSR which was
bringing unrealistically high profit margins of 31 per cent. Given this success. the equipment
production division becamc complacent and did very little to pursuc sales Icads on thc domestic
market where margins were in the single digits and where competition from domestic and forcign
producers continued to intensify. It should be noted that the old arrangement where Poland was
divided on geographic basis among 13 enterprises, all performing the same services and capable of
producing thc samc range of products, collapsed after 1989. The 13 ecnterpriscs commenced
cncroaching on cach others territories, product range, and services leading to stiff competition for the
rccession hit Polish clicnt basc.

RECOMMENDATIONS
Marketing and sales improvements

As Western products supported by government cxport schemes made inroads into traditional
East Europcan cxport markets of the former USSR, Company A's unit sales of transformers were
rcduced from 815 in 1988 to 350 by 1992. In addition, other Polish producers started competing hcad
on with Company A in thc former USSR. This competition forccd Company A's cquipment
production division to rcfocus the domestic strategy and review its reliance on forcign tradc
organizations (FTO's) responsible for cxporting transformers. The FTOs were in an advantageous
position to sclcct onc producer over another depending on the personal and/or historical tics between
the producer and the trader. financial incentives offered by the producer, and technological capabilitics
of thc cnicrprisc,

Given these developments. new emphasis was placed on creating alicmative means of sclling
Company A's produc!s in thc former USSR and other forcign markcts. Due to the FTO's strong
bargaining position in relationship to the producers, Company A's sclling costs jumped dramatically
from approximately 7 per cent in 1990 t¢ 23 per cent in 1991, Company A addresscd this and other
markcting probicms by giving thc markcting dcpartment incicased training to mcct new market
challenges and responsibilitics. In addition, intensive scarch commenced to locatc an altcrnative
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private. statc, and/or forcign agent to scll the products in forcign markets as a counterweight to the
traditional FTO assigncd 10 Company A under the old svstem by central planning acthoritics.

Duc to Company A's weak markcting and salcs skills exemplificd by the department's aticmp®
to advertise industnal products and services using consumcr goods tcchniques. intensive tratning
commenced to devclop a vibrant marketing department employing 18 specialists. Traming of the new
personnel in modcm business practices cntailed developing new skills for each section of the
dcpartment such as the market research and analysis sector, rescarch and development, and promotion
and salcs sections of the department. Undecr the previous organization. the deparment acted as one
body duplicating its cfforts without developing a systematic way of locating chents or collecting
information on market trends or the competition. Sperial emphasis was placed on improving
Company A’s market survev and data collecting capabilitics that were underdeveloped due to the
historical rehance on the FTOs in foreign markets and an agreement to the domestic market split
among the 13 cnterpnises.

Human resource development

Increascd training of Company A's staff in markcting and cost accounting resulted in cost
rcduction and monitoring systcms being implecmcented.  The nced for such mmprovements was
cxcmplified by the discovery that an identical product made by domestic competition was substantially
fess expensive. To comect the problem, a detailed cost analysis and pncing policy review was
performed by the markeling, accounting. and design and technology specialists.  Through this
cooperation, it was revealed that the cost of sheet metal used in production was overstated resulting
in a higher final pricc when compared to thc competition. The improvements lcd to a rapid tum
around in Company A's fortuncs. As a result, Company A's sales rebounded duc to lower production
costs and an cffcctive pricing stratcgy .

Company A’s imited cxposurc to modern cost accounting and financial systems illustrated many
of the problems faced by statc-ownced caterpniscs. What made Company A's situation unique was the
scparatc cquipment production and construction/installation divisions that opcrated in two diffcrent
arcas, making the cnterprisc an idcal candidate for profit centres. However. despite many
advantageous of profit centres. this concept was rejecied by the management who claimed that it
would destroy the histoncal bonds between the two divisions and also jeopardize the consensus about
privatization among cmployces. Many cxamples were given showing how the divisions helped cach
other during umes of cconomic difficultics. As such, explanations that the profit centres inteaded to
improve accounting proccdurcs and reducc cost structurcs, and did not nccessarily threcaten the
"special” relatic nship between the two divisions, had limited influence on the management. More
specifically. emplovees feared that profit centres would be the first step toward layoffs and further
assct reductions when onc of the division's salcs decreased. Each division's direct accountability was
sacrificed for social harmony resulting in a less cfficient overall operation: whercas {ixed. variablc.
and ovcrhead costs could have been more tightly controlled.

Company A nceded to strcamlinc its opcration since approximately onc-third of the asscts with
a nct book valuc of USS 15 million werc cither non-productive and/or non-corc.  Such ratio is
common among statc ownced cnterpriscs being restructured as a large portion of their asscts consist
of buildings and agcd cquipment and past investment on social services and asscts such as nurscrics
and holiday homces. In the casc of Company A, the cquipment production division had 90 per cent
of assets in buildings and the remaining 10 per cent in cquipment. Howcver, the cquipment was 84
per cent depreciated while the buildings were only . » per cont depreciated. This was in linc with the
trend among East Europcan cnterprises which were often located in relatively new buildings but
opcratcd with obsolcscent machinery. The construction/installation division with 23 per cent of its
asscts consisting of buildings and 77 per cont of cquipment faced a similar problem. In their casc,
buildings and cquipment were 42 per cent and 67 per ceni depreciated, respectively.  The level of
depreciation reached staggering proportion which directly influenced Company .\'s product quality and
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ovcrall cfliciency  For cxamplc, the enterprisc's welding machincs. turrct lathes, cutting machines,
and presses that all had an important impact on final product quality, werc 100 per cent depreciated.

Finance

The company was in a rclatively healthy financial shape duc to the continuing sales of products
to former USSR markets. Company A's intcrnal cost controls nceded to be improved. Although being
abic to brcaidown the overhead costs into cnergy, wages. taxes, depreciation, intcrest and bank
charges, and maicnals, Company A could not point out cxactly which of the divisions were
responsible for higher overhead costs. Between 1989 and 1991, growing overhead costs nearly
doubled and became very difficult to allocate between the two divisions. To correct this dilemma,
profit centres were proposed to determine which division needed to improve its performaance.
Although advantages of having the equipment production division operate as a profit centre were
outlined and presented to the management and the workers council, it was not accepted as the best
financial altemativc to improve performance as well as to maintain the historical tie between the two
divisions.

Production

Company A was charactenized by incfficient production methods which exacerbated the
cnterprise’s quality and cost contro! problems. In addition, the plan layout and matenial flow was not
conducive to a rational and efficient work flow. Although production planning and control identificd
start dates which led to comect priority for loading time, the overall effect was reduced by the poor
disciplinc in cnsuring that progressive actions were taken. The production planning and control system
in opcration was manual. This had the cffect of extending the Icad time required to cnsurc the proper
scquence of events from receipt of order to issuing the appropriatc drawing, specification and
production plan, and so on. This often resulted in needed components being bought either too latc
or too carly lcading to bottlcnecks and increased inventory costs. To compound the problem, the
cnicrprise’s inventory control systcm was inadequate in comparison 1o modem practices cmployed by
Western firms.

Ways ‘o improve Company A's productive efficicncy included combining various operations.
purchasing standard parts and rationalizing dcsigns. To improve quality, a quality trail was devcloped
consisting of cight stcps revolving around an improved documentation flow. Recommendations were
madc to creatc a properly functioning sclf rcgulating perpetual inventory control system to lower
inventory costs.

It should be noted that Company A in calculating the costs connected with the direct purchase
of a given product or parn, includc a transportation costs and thc wages of employccs working in
storage facilitics. On the other hand, thec company did not calculatc costs associated with inventory,
such as average capital tied down in inventory or cost of inventory control.  As such, active measures
were recommendced to reduce surplus stock through an accurate calculation of inventory needed to
support ongoing production which subsequently led to drastic stock reductions.

RESULTS AND CONCLUSIONS

Company A's restructuring process led to improved financial performance as a result of
incrcascd human resource devclopment, operational strcamlining and cmployment reduction.  In
addition, Company A successfully implemented its privatization programmc and is currently operating
as a privatc firm in which 20 per cent of the sharcs arc held by workers.
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Duc to historical rcasons, Company A did not create profit centres revealing that traditional
bonds and associations often prevail over economic and financial rationale. The management. in order
not lo antagonizc the workers dunng sensiive privatization negotiations. decided to overlook the
matter.  Aficr the cnterprisc’s privatization, the issuc remained very contentious and to date. no
progress has been made to implement profit centres for the two divisions.

COMPANY B
DESCRIPTION AND HISTORY OF THE ENTERPRISE

Company B, a produccr of purc lincn and linen blend fabrics, was founded before World War
I1 and nationalized in 1949. The enterprisc, sclling its products prncipally in bulk for usc in the
clothing industry, operates one manufacturing plant in the southcast part of Poland. The
manufacturing plant consists of old and poorly maintained specialised machincs and cquipment that
arc 80 per cent depreciated and aging buildings that arc ncarly 50 per cent depreciated. At the
beginning of the restructuring project Company B emploved 1.160 workers which was lowered to 880
in 1992 and reduced again to 680 in 1993.

Company B produccs and sclls a widc range of finished and semi-finished linen products. Over
the vears it has become the fourth largest producer of linen by volume. Among the vanious products
sold. tablecloths and decorative tablecloth fabric accounted for approximaiely 55 per cent of total sales
in 1991 and ncarly the same percentage in 1992. Company B focused most of its production on the
domestic and the former USSR markets. In 1989 approximatcly 63 per cent of Company B's sales
werc for the domestic and former CMEA markets. however in 1990 exports to thc Westemn markets
increasced sharply from 37 per cent to ncarly 79 per cent of the cnterprisc’s total sales. In 199,
Company B and six other Polish linen produccrs accounted for 90 per cent of the nation's total
production in a scctor consisting of 26 enterpriscs. A morc detailed summary of Company B's
employment and financial developments from 1988 to 1992 is given below.

COMPANY B

In millson US$ 1988 1989 1990 1991 1992
Employces* 1,775 1.728 1314 1.155 $80

Capital emploved - - 1035 9.16 5N
Fixed asscts - - 10.68 8 88 6.56
Current asscts - - 3.66 4.50 317
Liabilitics - - 4.1 5.53 5.04
Total sales - - 784 5.80 437
Net profit - - -098 -1.94 -1.88

Source: Company data
* Numbecr of Emplovees.

MAJOR PROBLEMS AND CONSTRAINTS
Impact of selection criteria

The sclection criteria adopted by the policy making institutions in Poland in identifying suitable
restructuring candidates quite ofien done by mixing socio-political considcrations with cconomic
rationalc. This was the casc with Company B which was located 1n a region where uncmployment
is of over 20 per cent (well above the national level) and where regional development lags behind the
rest of the country duc to the fact that the region is predominantly agricultural.
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Sclected by a government agency for restructuring, Company B was alrcady vicwed as an
cnterprisc with little prospect of survival. Indeed, this was pointed out in a subscquent government
commissioncd lincn sectoral study. According to thc study, thc linen industry could becomce
profitable; however. only eight ont of 26 linen cnterprises were considered viable and worthy of
support. Thesc cight enterprices were sclected on the basis of size and potential to stimulate growth,
which in tum would have a positive impact on the remaining lhinen enterpriscs. Among the cight
enterpriscs, six arc the largest producers of linen in Poland. All together, the eight enterprises account
for 70 per cent of Poland's potential lincn production.

Other factors taken into consideration by the sectoral study in sclecting enterpriscs included the
following: linen production making up over 50 per cent of total production, ability to produce finished
goods, ccological safety, and ability to improve financial position of the firm with limited
intcrventions. Given Company B's size and lack of stratcgic value, the firm was not among the cight
firms sclectcd by the scctoral study. Compounding the problem, over the last few years linen
production in Poland decreased by approximately onc-half. Mosi enterprises lacked money for raw
matcrials, and, with the exception of one plant, all had large operating losses. These losses resulted
from decreasing domestic demand, low profits from exports, and declining quality of linen due to low
levels of technology and under investment in the capital stock.

Human resource development

Company B's incffective management that lacked well qualificd managers, presented a major
constraint during the restructuring process. Lacking skills and awareness of the changing market
conditions, the overall attitude of the management and the emplovecs was pessimistic towards the
transformation process. Despite a 40 per cent workforce reduction, Company B continucd to cngage
in far too many non-productive activitics. The prcliminary rccommendations madc during the
diagnostic phasc were ignored by the management that perceived the main goal of restructuring was
to obtain additional financing for the enterprisc via the contacts to bc made and influcnce to be excrted
by consulting company assisting in the restructuring, despite its poor financial performance. Such a
simplificd view of restructuring by the management signalled not only a low level of awareness, but
also rcvealed a lack of communication between the government institutions and the cnterprise
regarding the type of assistance being provided. Throughout the restructuning process, the weak and
incfTcctive management that was dominatcd by powc:ful trade unions did littlc to increasc salcs,
improve production Icvels and cfficiency, and streamlinc organizational performance.

Company B's stafl and management proved incapablc of addressing the enterprisc's financial
and rcvenue problems. Besides the fact that Company B's internal organization was not well-suited
to opcrating in a market economy, the management lacked cxperience in cost accounting, sales and
marketing, production planning, and quality control. An cxcessive amount of support staff, an acutc
lack of initiative among workers, union insistence on wagce cgalitarianism, and gencrally low levels
of pay that systecmatically discouraged potential workers and ied to a brain drain of senior stafl,
contributed to the organizational malaise. As such, Company B was a passive pariner during the
implementat.on phasc with thc management placing all of its hope on outsidec government assistance.

Finance

Company B's revenucs declined from $6.8 million in 1990 to $5.7 million in 1991, with the
main source of revenuc being linen cloth sold in bulk. In terms of velume, projected sales for 1991
totalled only 40 per cent of sales in 1989, and 85 per cent of sales in 1990. The main rcason for the
poor financial pcrformancc was the collapse of thc domestic and former USSR markets.
Approximately 80 per cent of Company B's products arc sold for export, mostly in bulk, with the
United States being the largest export market. However, profit margins arc very small and in far too
many cascs, Company B signed unprofitable contracts with forcign partners duc to inadcquate cost
accounting information. !
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Since 1990, Company B's financial position has detcriorated duc to a radical drop in domestic
salcs and salcs to the former USSR, as wcll as thc cnterprisc’s inability to decrcase fixed costs.
Company B’s financial problcms were also revealed by low levels of liquidity with accounts payablc
exceeding receivables by more than 100 per cent.  In addition, interest penaltics have had to be paid
on overduc accounts payablc, a full 86 per cent of which have stood for at lcast 90 days since
dchivery. Compounding the financial problems were the excessively high inventory levels for work
in progress and finished product inventories that are kept as bank collatcral. Obtaining financing was
extremely difficult given that Company B was burdencd by a government decision in 1987 forcing
the cnterprise to involuntarily acquire a bankrupt linen factory in another rcgion of Poland. Becausc
of the factory’s poor financial condition, the bankrupt plant's all fixed asscts and factory's debt were
taken over by Company B.

Organization

The role of the labour unions within the organization contributed to the internal paralysis of the
company. Despite the deterzorating financial situation, the tradc unions dismissed the radical plan to
reducc ecmployment. Instcad, thc unions presented an altemative plan in which the level of
cmployment was to remain basically unchanged. To kcep production going, the unions also agreed
to continuc signing unprofitable contracts which werc to be balanced through overhead and support
cost reductions. These cost reduction mecasures were: creation of a voluntary fire department,
reduction of encrgy costs by installing energy control measuring devices, climinating the middlemen
when buying raw matcnials, and not hiring outside service and maintenance firms. Simply put, the
unions proposed a plan to do everything internally which, contrary to the unions belicf, would only
reinforce vertical integration. The lack of a strong management counterweight to the unions
cffectively blocked the restructuring process.

RECOMMENDATIONS
Organization

Duning the restructuring project, it was initially proposed that Company B's workforce be
rcduced by at least 185 individuals to a morc managcable total of 880. As the general situation
deteriorated, an emergency plan was developed to further reduce cmployment from 880 to 682 by
reoricnting activity towards the corc business. The radical restructunng plan to save Company B was
ignored by thc management and the founding body that fcared an incrcasc in unemployment. The
plan was also opposcd by the Trade Unions. However, the real risk of total collapse of thc company
forccd a re-consideration of the plan. At that point, the founding body allowed Company B to be
administcred by a management contract in which the old management’s decision making powers were
drastically rcduced. However, by thc timc the top management was changed, approximately 18
months passed and Company B's financial situation rcached a cnitical statc.

When it was proposcd by outside consultants that the organizational structurc be changed, very
little was done. Lack of action on Company B's behalf also contributcd to poor strategic decisions.
Rccommendations to change the General Manager and hire a new sales and marketing dircctor as well
as a ncw cconomic director were ignored. As such, the General Manager retained all three functions
lcading to a vertical decision making process. The General Manager had so much power concentrated
in his hands that littlc counterwcight existed to challenge his decisions to sign unprofitable contracts.
This was especially cvident ir the arca of marketing and sales which madc up a large portion of the
stratcgic rccommecendations,




Human resource development

Rccommendations werc madc to train Cemapany B's stafl to acquirc skills to develop a strict
and morc sophisticatcd financial management and cost contro] mcasures. Lack of an cffective cost
accounting system prevented Company B from correctly calculating the costs of cach product being
produccd. As such, the enterprisc was poorly prepared for devcloping a pricing strategy. In addition,
the lack of business planning, feasibility studics and economic modelling did not allow the cnterprisc
to quickly calculatc the breakeven point and adjust to rapidly changing markets. These weaknesses
had far ranging consequences as demonstrated by Company B's financially disastrous decisions. When
time armrived to ncgotiate new contracts, the management made strategic blunders which resulted in
moncy losing contracts being negotiated. For example, the General Manager, who also acted as the
sales and marketing director as well as production director, signed a senes of export contracts of
which an incrediblc 96 per cent werc unprofitable. When confrontcd and asked to justify his
decisions, the General Manager claimed that the foreign markets were so important to the futurc of
the enterprise that they had to be held at any cost. Consequently, in an effort to save Company B,
financial decisions arrived at without the support of sound cost accounting systems only cxacerbated
the enterprise’s already weak financial position.

It was also recommended that a Marketing and Sales department be developed to improve
Company B's ability to monitor foreign and domestic markets. Emphasis was placed on defining the
main tasks for cach section of the department and cach employee and the identification of export
markets in the US, EEC, and Southeast Asia. In addition, an effective domestic distribution strategy
had to be developed.

Production

Little cmphasis was placed by the unions and thc management on quality control issues which
were scen as onc of Company B's greatest weaknesses. As such, the reorganization of the Quality
Control scction was recommended that entailed making the Head of Quality Control dircctly
accountable to the Managing Dircctor. In addition, specific outlincs of responsibilities for cach
inspcction manager and specialist were made. However, these recommendations were ignored and
Company B continucd to have problems with quality. Conscquently, only 77 per cent of produced
linen fabric fulfilled international export quality standards, while the remaining 23 per cent of
production was gencrally processcd into simplc finished products and sold domestically for a very fow
price.

RESULTS AND CONCLUSIONS

Despite a strong resistance to change during the restructuring and implementation phase, certain
improvements were achicved. For example, employment was reduced and approximatcly 24 per cent
non-productive asscts were scparated or climinated. In addition, 26 per cent of non-corc asscts, such
as the nurscry and kindergarten, were sold. However, only when the financial situation of Company
B dcgencrated to a point of bankruptcy were additional steps taken towards reducing asscts by a new
management tcam hired by the founding body.

Rccommendations presented to Company B during the diagnostic phasc addressed the most
urgent problems cncountered during thosc threcc months.  As the financial situation continuzd to
dcteriorate over the next six months, additional rccommendations were madc to refiect Company B's
changing rcalitics. More drastic stcps were rccommendcd that encompassed defining a new profitable
product mix, implcmenting a new sales and marketing strategy, reducing the organizational structurc,
dividing responsibilities among the top management, and identifying the main sources of profit and
cost. Three new financial busincss plans werc created based on future product mix scenarios and
asscts that would maximisc machinc and labour cfficicncy. Recommendations were also made to
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dcvclop a better working relationship with Company B's debtors and creditors, with particular attention
given to the enterpnise’s sources of finance available at that time.

During thc implementation phasc, yet more stringent recoramendations were madc purely as
a last resort duc to the collapsing financial situation of the enterprise.  As a result of indecisive and
delayed decision-making by the management, few options remained that did not include drastic steps.
Final recommendations to the management, unions and founding body focused on creating a new
entity based on core production units. Various financial and orgarizational simulations were presented
to the enterprisc in order to accclerate the implementation process needed to reduce the company to
core production units. Despite these appezls, Company B's unions rejected the plan which they
perceived to be too drastic in the area of stafl reductions. Instead, an alternative plan was offered by
the unions which also failed to correct the enterprise’s problems.

Duc to the intransigent attitude of the trade unions, weak management, and lack of cxposurc
by the staff to modem business practices, the restructuring process encountered formidable obstacles.
The deteriorating financial situation reached a point where, without debt reduction and an active
mvolvement from institutional policy making bodies little hope of survival was given to the enterprise
despite the belated arrival of a new management team willing and able to implement a drastic
restructuring programme.

COMPANY C
DESCRIPTION AND HISTORY OF THE ENTERPRISE

Established in the mid-1950s as one of Poland's Icading manufacturers of tclevision sets,
Company C under the old system enjoyed prosperity up till 1989. However, the open market policies
adopted in 1989 by the Government in the transition 10 a competitive market economy resulted in
increascd imports from Western Europe and Asia threatened Company C's domination of the Polish
market. From 1989 to 1992, Company C's market sharc decreased at a rate of approximately 5 per
cent per year. In 1991, Company C controlled 16.5 per cent of the nearly 1 million units per year
Polish market for television scts. Although the systematic decline in sales stopped at the cnd of 1992
duc 1o organizational changes and an incrcascd market focus, Company C remains in financial
difficulty. Besides the core plant producing television units, three other affiliated production facilitics
have opcrated under the same umbrella. These included:

- a production facility for tclevision componcnts
- a production facility for professional tcicvision equipment
- a production facility for wooden TV chassis

Throughout its history, Company C has becen plagucd by an organizational structurc that
included too many non-corc production asscts such as maintcnance, chemical plating, and recrcational
services - along with an overgrown cmployment structurc. A detailed summary of Company C's
cmployment from 1988 to 1992 and financial devclopments from 1990 to 1992 is provided below,
revealing its worsening financial condition as a result of lost domestic and forcign markets.

COMPANY C
In_million US$ 1988 1989 1990 1991 1992
Employccs* 3429 3,777 3,248 3,165 2,123
Fixcd asscts - - 2146 24 87 19.57
Current asscts - - 2694 2031 13.67
Liabilitics - - 8.79 2.0 32.06
Total sales - - 101.20 5$7.3§ 37.39
Gross profit - - 10.14 -14.28 =722
Net profit - - 5.01 -14.49 -132

Source: Company data.
* Number of Employccs.




MAJOR PROBLEMS AND CONSTRAINTS

Financial problcms

Onc of Company C's major problems stcmmcd from the financial difficultics caused by
declining salcs of television units from $101 million in 1990 to $37 million in 1992 duc to increascd
mport penctration. Duc to thc rising losses, financial negotiations commenced with the main
creditors: a state bank and the State Treasury. However, the management lacked skills in business
planning, financial modelling, and feasibility analysis. Company C’s other major problem was the lack
of exposure and familiarity with modem business practices that encompassed not only financial arcas
but also marketing and organizational fields.

Company C relied on manual simulations of potential busincss scenarios that were time
consuming and cumbersome. Once calculated, lack of computenization prevented quick adjustments
to changing market conditions and new counter-proposals presented by thc main creditors. As such.
Company C was at a disadvantage when negotiating with creditors who could quickly develop an
altemative position. This problem is endemic in Poland where financial institutions hold a great
advantage over enterprises such as Company C in terms of knowledge, business tocls at their disposal,
and ncgotiating flexibility.

Marketing and sales

Company C's underdeveloped marketing and salcs departments also contributed to its probicms.
Bchaving more as a passive sales order processor rather than an active collector, analyzer, and
disseminator of market information, thesec departments possessed limited knowledge of the competition
and werc completely unable to quickly spot trends such as the entrance of foreign producers. Overall,
modcm marketing and sales skills were lacking which required immediate corrective action in the
form of incrcased and intensive training.

Organizational deficiencies

In addition to financial and marketing problems, Company C'’s bloated organizational structurc
arising from vertical integration and the previous regime's rigid employment policies madc stafl
reductions extremely difficult. This in turn led to inefficient production, poorly motivated personncl,
and tensions among the ranks. Intemnal conflicts were common within the management, regarding the
short and long-term restructuring goals, and between the top management and lower level employces
pertaining to the coursc and speed of necded changes. The top management was replaced three times
as a rcsult of dispuics among the management and trade union opposition. This strugglc and
accompanying commotion over the future shape and stratcgic dircction of Company C revealed that
restructuring is perceived to be many things to many individuals and the cmergence of consensus
among the stafl to undcrtake expeditious action is long and difficult.

Company C's production and assct management proved inadequatc for modem tclevision
manufacturing. With a total of 2215 employees in 1991, only 885 were directly involved in
production. The remaining 1330 provided indircct support consisting of facilities involved in injection
moulding, stamping, plating, vamishing, holiday resorts, training, shops and scrvice, design
(construction), maintenance, and sccurity services. Despite the presence of 62 sccurity guards, major
incidents of theft plagued Company C. Despite an overblown organizational structure, certain stratcgic
positions were not staffed. These included the positions of a Purchasing Manager - a critical function
in the industry - which rcsulted in limited awarcness of the market for supplies. As was donc undcr
the old system, supplies were purchascd from state producers with little cffort devoted to reducc costs
through altcrnative suppliers. Such organizational paradoxcs point 10 thc limited cost awarcncss
culturc in Company C at that tirc.
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RECOMMENDATIONS
Human resource development

To improve Company C's competitive posttion. onc of the RRading reccommendations focuscd
on human rcsource development. Reducing the knowledge gap between Western firms and their
Polish countcrparts became an urgent issuc in creating a market oncnted cnterpnise. Top pronty was
assigned for improvements in markcting and salcs. financial planning, cost accounting. organizational
cfficicncy, and quality awareness. Consequently, the crcatior of a management tcam well versed in
modcm business methods and supported by an cnergetic marketing and accounting departments
became the top prionity of the resfructuning programme.

Organization

Organizational restructuring focused or strcamlining the operation by concentrating on
Company C's core business activities producing only television sets. As such. reduction in excessive
support activitics taking-up approximately 80,000 squarc meters becamc the top prionty with such
dcpartments as chemical plating, tool shop, transportation, maintenance, and recreation being hiquidated
or spun-ofl. The slow process of implementing restructuring recommendations is still continuing and
so far has reduced the operation to its core production urits utilizang half the amouni of spacc as
before. Shedding surplus assets was not only needed to improve organizational efficiency and
compctitivencss of Company C, but was also a prerequisitc to negotiate debt reductions with its main
creditors.

Finance

As the first logical stcp to improve Company C's inlcnal performance. the management tried
to improvc its dcbt ncgotiating position with the bank and the State Treasury. Creditors were invited
to takc part in a parincrship that would take over those of Company C's asscts which were cssentiai
for manufactuning tcicvision units. Parinership options involved debt to cquity swaps based on market
valuc, dcbt-to-cquity swaps bascd on book value, and/or cash contnbutions by the bank or the Statc
Trcasury. As with other enterpriscs in the region, success or failurc of a restructuring programmec docs
no! depend only on internal changes, but is influcnced by the actions of many cxtemal institutions

Company C duc to its growing financial problems nceded intensive assistance from government
ministrics, agencics, and the statc banking scctor duning the restructuring process. Previous attempts
by Company C to mvolve these institutions were ignored duc to Company C's dechining financial
position. the instability of managcment, and the apparcnt inability to launch intcrnal changes. As
such. it was up to Company C 1o first show positive results of the restructuning programme before
active involvement could be expected from the external institutions. This happened in the fourth
quarter of 1992 when sales of (clevision units incrcased noticeably duc to internal reorganization,
improved markcting and salcs cfforts, and incrcased financial awarcncss of the staff as a result of
intcasive training cfforts. At that point, the bank approved Company C's new busincss plan. To help
the company, the bank also agrecd to defer part of Company C's payments (approximately 50 per cent)
until the company improved its financial position.

Flcxibility showr by the bank also rcflects the company’s improved sales as well as on-going
ncgotiations between the EBRD and the Polish govermment to restructure the bad debt portfolios of
Poland's Icading banks. With thc assistancc of the Icading Polish Banks, EBRD will sclect
approximatcly 20 polentially viablc cnicrpriscs to form a holding company. Company C is hikch to
be included in this group of promising companics. The holding company will take over all debts of
the participating cntcrpriscs and with financial resources from ERRD and EEC's PHARE Programme
will rencgotiatc foan tcrms, debts, and credit agrecments. Participating Polish cnterprises will have

[T I 1 [T
[T " [ [
[ [ T T R TO [
' 1




103

their bank debt restructurced in order 10 open new opportunitics. which were previously impossible to
rcalizc duc to crushing financial obligations

Production

Rccommendations also focuscd on production process improvements that were costly and
obfuscatcd. For cxamplc. in 1991 production planning was bascd on the lcvel of stocked matenals
and componcnts and aticntion to quality played an insignificant role. To improve production planning.
rccommendations were made to develop monthly production plans, order matenial and components to
malch the plan, collect information on sales, and monitcr teievision stock levels. Implementation of
these steps resufted in improved scheduling of volumce and assortment of production by the production
and procurement dcpartments.

RESULTS AND CONCLUSIONS

The third change of management in Company C produced a stable and dedicated staff of
managers activcly supporting the restructuring process that led to a creation of a corc organizational
structurc focused on television production. Company C's onientation on corc business activities led
to scparating or liquidating support activitics, and redefining plant layout and redesigning production
process on a morc rational basis.

The implementation of a new motivational sysicm to retain experienced staff was a major
success for the company. The main clements of the new motivational system consisted of the
Managing Dircctor caming 5.8 times more comparcd to a manual worker. Other diffcrences in pay
included:

- Chicf Accountant - 5.2 times more

- Chicf Designer - 4.2 umes more

- Dcpartment Manager - 3.0 times morc
- Deputy Manager - 2.4 times more

- Skilled worker - 1.5 times more

This pay scalc was forced thorough despite objections from the trade unions who preferred an
cgalitanan pay sysicm. Thc management justificd pay incrcascs on the basis of morc responsibility
being given to cach worker within the hierarchy. Although such pay differentials may sccm small by
Western standards. they are a great stcp forward for an enterprisc where previously salary scales were
roughly the samc regardless of functions performed and skills posscsscd.

Restructuring also centailed developing an active policy to work with Company C's founding
body to commcence ownership transformation. In the casc of teievision manufactuning. all legal
qucstions rcgarding ownership required the founding body’s approval. Duc to snstitutional incrtia,
decisions concerning such vital issucs as the definiticn of and agrecment on Company C's corc
busincss wcre addressed very slowly which in turn influenced the speed of the restructunng
programmc. As such, management'’s drive to crcate a ncw Icgal entity on the basis of corc production
units has been slower than expected duc to cxtemal factors.

Empbhasis on training improved the management's financial skills in busincss plan development.
placing thc company on a morc cqual footing with its creditors. New financial business plan
initiatives took into consideration Company C's restructunng achicvements and a market study was
organizcd by stafT ncwly traincd in markct rescarch and analysis. Bascd on the ncw busincss plan,
Company C commcnced impicmenting a debt restructuring programme involving the bank and the
rclcvant government institutions. To restructure the firm's debt, the company agreed to pay the bank
10 milliard PZL in intcrest by the cnd of 1992 (approximatcly $ 500,000) in order to continuc the dcbt
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reduction discussions. For morc than onc-half of Company C's supplicr debt. an agrecment was
reached to repay the debt in instalments without additional penalty interest being charged  Company
C also agreed to make regular pavments to the statc budget for social sccurin. However. no decision
was rcached rcgarding back pavments for tumover tax.

Thc management actively supported restructurning that focused on production and technological
improvements. Using its own technology and relving on cooperation with Western firms led to major
product improvements in technology. quahity and in the acsthetic appeal of television umits produced.
As a result, sales of television scts increased in 1992 and 1993 In addition. markcting improvements
helped 1o boost sales through a better pricing stratcgy and an aggressive promotional campaign.
Company C also offcred discounts during key period of the vear such as at Chnistmas and targeted
key consumer scgments. Information rcgarding Compaay C's consumers was obtained through s
svsicmatic analysis of collected information. Development of a market data bank helped greativ in
this arca.

CONCLUSIONS

Bascd on UNIDO's cxperience in Poland. restructuring of the enterprises, in general, reduced
cmpl.yment by around 33 per cent, and assets by around 40 per cent.  Sales in the enterprises
remained around the same level as bifore the transformation process in Poland began, but these sales
figurcs rcflect market prices rather than agreed COMECON contracts.

Although the management and labour of the enterpriscs initially perceived restructuring to be
a vehicle to rcach new financing and investment sources to improve production. the integrated
restructuning process proved to be quite different. Restructuring as shown in the three cases consisted
of a scnes of actions necded to improve the enterpriscs’ immediate domestic competitive position. and
in the longer term meet interational performance standards. In most cases. thesc actions entailed
organizational changes pertaining to personnel and physical assets, human resource development.
financial restructuning such as debt wnte- offs. debt/equity swaps, refinancing, technological
improvements, and ownership transformation. In certain specific cases, as in Company B,
restructunng also included analyvzing bankruptcy options in order to minimize losses.

All three cases revealed that the restructuring process is a lengthy and compiex underiaking
dcmanding enormous commitment and perseverance from the management, experise from adviscry
instituitons, financial support from state and banking sectors, and active involvement and support of
the founding bodics and other relevant Government bodies. This constellation of factors must also
takc into consideration the legal. political and regulatory environment that influences the progress and
success of restructunng programmes. To be successful. the cases have shown that restructuring should
be a dvnamic comprchensive and inlcgrated programme that examines both the internal and exteinal
cnvironments influcncing the enterprisc’s immediate, short. and long term prospects.

In the successful cascs. cnterpriscs were able to increasc their competitive stand by improving
modem business skills, introducing a market oniented organizational structure, and adjusting their
product mix and cost structurcs as rcquircd by ncw market condstions.  Training provided for the
caterpniscs beccame an important agent of change as thc management improved its managcenial
capacitics nccessan (0 survive in a new cconomic eavironment.  Also. active participation by policy
making stilutions in the restructuring process cmerged as a cntical factor for success. In difficult
cascs. the management and the ecmplovees provided Iittic support for industrial rchabilitation and
systcmatically opposcd the structural changes nceded to improve the enterprisc’s competitive position
Compounding the problem was the passivity of vanous policy making bodics in the restruclusing
programmcs as witncssed in the cases of Companics B and C.
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External busincss cavironment

Thc overall shortcomings of thc Pohsh busincss cnvironment in which the enterpnises operated
crcaled formidablc obstacles for the restructuning process. These were especially cvident in the arcas
of banking and financial scrvices. capital markets, institutional policy making bodics, lcgal/taxation
issucs. and phyvsical infrastructurc. particularly inadequatc tclccommunication and road systems. The
influcnce of an cxternal policy crvironment became that much more rclevant since restructuring
entailed integrating the objectives of industrial policics with micro-level enterprise decisions. The
clcar implication is that it becomes impcrative that national decision makers skould make much greater
cffort to undcrstand and appreciate the difficulties faced by enterprises and their necds duning the
restructuring process.  Assistance by well informed and concerned institutions, proved to be a
significant boost for cnterpnses struggling to improve their competitiveness.

Eanterprise level restructuring coastraints

The economic viabitity of the three enterprises was endangered by the new and unfamiliar
pressures and challenges of the transformation process from centrally planned to a market onented
cconomy. In all cases, the enterpriscs encountered deficiencies in terms of knowledge of modem
busincss practicc and management skills, especially related to financial engineering, cost accounting.
markcting, improved technologies, and distribvtion.  Furthcrmore, the enterprises necded immediate
attention to reduce non-productive assets and improve activities covering the entirc spectrum of
managenal functions.

The ability to quickly diagnosc an ailing enterpnsc and recommend immed:iate short term
changes was an important catalyst for hard pressed enterprises. The diagnostic formulation of
restructuning programmes was a first, and relatively easy step, since most of the work was donc by
an outside cxpert. However, the next step was much more difficult since it entailed persuading the
management to commence implementing changes in the shortest possible time. The diagnostic and
implcmentation stcps demanded a change of mentality among the management and workers which,
in ccriain cascs, required creating a complctely new management team to overcome built-in resistance
to the restructuring process. For cxample, in the casc of the Polish tclevision plant, three management
tcams wcre changed before a restructuring programme was launched.

As a result of divergent management attitudes, the diagnostic phasc of restructuring produccd
rccommcendations that were somctimes acceptcd and somctimes rejected by the management and
workers of the enterpriscs. Thus, although immecdiate decisions were necded to develop a tumaround
plan and arrest Company C's and Company B's declinc, management and worker incrtia prevented
immcdiatc actions from becing taken. In the casc of the linen factory, both management and labour
opposcd restructunng plans to cstablish a ncw basis for viable production and ovcrall growth.
Contributing to the difficultics was management's inability to understand the :mplications of the
ongoing cconomic transformation process and thcir dircct and indirect impact on the lincn
manufacturing scctor. The strong opposition of Tradc Unions to reductions in cmployment also
proved to bc a major constraint, particularly for Company B.

Furthcrmore, there were difTicultics in implementing diffcrentiated pay scales commensuratce
with skill differentials, as there were also difficulties cxperienced in introducing incentive schemes.

Industrial human resource development

The cnterpriscs faced a number of new and challenging problems related to human resource
dcvclopment. Given the gap between the skills of enterprisc managements and thosc required for
managing cfTicicnt and compctitivc cntcrpriscs, training bccame a pivotal clement of the restructuring
process. In the particular casc of the Polish linen plant, the skills of thc management and labour werc
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far behind those required to mect the emerging needs of the market cconomy  Conscquently . this
enterpnisc’s management tcam produced organizational paralysis and slumatcly were unable to cam
oul restructuning.

In addition, all of the cntcrpriscs had an undcerdes cloped mid-level management tcam resulting
in an unwicldy dccision-making structurc that stified creativity. undermined motivation. and diluted
responsibilinn . Although a betier trained top management tcam did compensate for some of the
madcquacics of lower level management. the im;!>mcntation of restructuning at the mid-level and
below frequently encer nicred resistance  Thesc problems were exacerbated by the unskilled labour
force and by the tradc unions and sclf-managemcnt groups that viewed restructuning with trepidation.
In gencral. the success of the restructurmg programmes was dependent on the skills and knowledge
within the organization. Looking from the top of thc orgamizational pyvramid downwards. modemn
busincss skills and knowledge typically decrcased. responsibilities were more diffusc. and resistance
to restructunng became more ficree.

In many ways. tramning can be a powerful tool for consensus building among a enterpnisc’s
personncl by the way 1t creates a business culture based on shared and understood prnciples. The
general lack of a broad sct of cultural and behavioral standards among cntcrprisc managements and
labour 1s a considerable obstaclc in the way of building corporate identity. mission. and stratcgy. In
addition. tcchnological change launched by the restructuning process demands a betier trained and
flexible workforce. Traming and improved compctitivencss arc incxtricably linked. especially as
knowledge bascd industnics evolve in CEE and the FSU countnes.

The experience of the three industnal restructuring cascs showed that improved competitive
performance 1s directly ticd to defining and then better utilizing the cntical human, financial. and
physical asscts of the cnterprise. The casc studies indicate clcarly that investment in human resource
development should be made a top pnionity.  For ¢ is the human resources of the enterprise that will
decide how cfficiently and productively assets will be used and how skilfully financial engincering
will be applicd to improvc cost reduction mcasurcs and debt ncgotiations with main creditors.
Successful restructuring programmes depend primaniy on the skills of cnterpnse management It was
noticcablc that management tcams that had been cxposcd to modern business practices provided morc
active and cffective support for restructuring. By contrast. enterpnises where management tcams
functioncd as an administrative body for disscminating commands. restructunng was much morc
difficult to implement.

Physical and organizational restructuring

All three cnterprises in the casc studics suffered from common problems of misallocation of
resources. overmannming. and bloated organizational structures surrounding the corc business umit
Enterprises were all vertically integrated. How to becomc more “horizontal” took on a new
dimcension staff accustomed to taking orders from the central planners suddenly had to adapt 10
radically diffcrent cconomic priorities. Such drastic change requires time to aliow improvements 1n
the capabilitics of enterprisc management before they operate with similar business skills, knowledge.
and information as thcir Western competitors. Unfortunately, time has been a veny scarce commodity
i Poland

Besides cstablishing a proactive markcting and salcs department which all of the enterprises
lacked. a market onientation required departments to rcfocus and coordinate their activitics and make
the customers’ nceds their top prionty.  Creating a ncitwork of interactive departments sharing
information and dcfining common objcctives is thus a vital clement in restructuning cnterpnscs as
market oricnted busincss cntitics.
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Financial restructuring

In all three cases, the restructuning programmes revealed that Poland's banking and financial
scctor needs training to develop skills and improve capabilitics in supporting enterprises being
restructured.  Corporate finance requires a sophisticated cadre of working specialists well trained in
nsk management, forccasting, and familiar with the gencral ebjectives of restructuning programme.
The shortages of cxperienced and trained staff in both the hanking and financial service sector and
in enterprises themselves, had in the case of Company B, a deletenious influence on the pace and the
cventual outcome of the restructuring programme. To alleviate this problem, it is essential to develop
jont bank and corporate clicnt training programmes so that both sides recognisc they are really
partners. In the long term, Poland will need a well functioning banking system to monitor, assess, and
where necessary, control the behaviour of those enterprises currently being restructured.

In the more difficult cases of Company B and Company C, the banking sector’s reluctance to
engage in financial restructuring was tied to thce dangers of the banks cxisting non-performing loan
portfolios. Consequently, restructurivg cfforts that could have included such financing options as debt-
equity swaps, debt consol:dation, and maturity cxtension were not cven considercd by an illiquid and
undcrcapitaliscd banking system. As the balance sheets of the enterpnises and the loan portfolios of
banks dctcnorated in parallel, the political and economic pressure increased on statc government to
intervenc and recapitalize the banks and clean up the enterpnsc balance sheets.

Poland’s undcrdeveloped capital markets have also proved of limited use as a source of financial
support for restructuring and privatization programmes. In the case studies, all entcrprises experienced
financial difficultics. Financial restructuring and privatization continucs to be dependent on the pacc
of devclopment of the Polish banking system, the strength of the emeirging stozk market, and the
availability of specialized financial enginecring expertise for enterprises.

As capital markets develop, financial institutions will undoubtedly play an influential rolc in
corporate conirol and thus in the corporate governance of restructured and privatized enterpriscs. With
the anticipated growth of investment funds based on a diluted system of ownership, capital market
institutions will be in a powerful position to monitor and instill discipline in the interests of improved
corporatc govemnance of pnivatized enterprises.

Privatization and corporate governance

A kcy clement of restructuring, and some would arguc the most important, is privatization. The
importance of ownership change at the macro-cconomic level is related to the critical mass of private
owners that CEE states desire to creatc in the shortest possible time. An cxpanding private sector is,
it is argucd, an indispensablc ingredient of an cfficiently opcrating market economy. At the micro-
cconomic level, privatization is secn as the most cffcctive method to crcate an innovative managenal
class familiar with modem business practices and, driven by incentives, to increasc the enterprise’s
compctitive position by improving cost efficiency and allocation of human and capital resources, and
to cstablish a flexible organization capable of adjusting to market changes.

The casc studics arc a fair reflection of the uncven pace of privatization among statc owned
enterprises. For example, Company A privatized using onc of the most popular methods, the purchasc
of an cnterprisc by the managers and employces. However, to run a newly privatized opcration
successfully. the managers and the employces still nceded a crash coursc to improve their skills in
such cntical arcas as financial management, cost accounting, marketing, and modern technological
mcthods. General' |, the higher the skill levcl of the management and employees, the more likely the
cntcrpnise is to become private and compete cflectively in a market oriented cconomic system. In
short, human resource development, or lack of it, can bc as much a constraint on privatization as
shortages of capital.
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The issuc of corporate govemance is also important in privatization. In the cases of Company
B and Company C. the lack of active involvement by the state founding bodies, the legal owners of
the two enterprises, slowed the restructuring process and subsequent privatization efforts. The absence
of a corporate govcrnance culture where, the owner takes the necessary time to ensure that the
cnterprise is weil managed and profitable, resulted in confusion and contradiction in those enterpnses
experiencing serious financial difficulties. Thus, Company C failed to receive quick support from the
founding body necessary to permit timely liquidation of non-productive assets and rc-organization of
the enterprise around a core production unit focusing solely on the main product. In the case of
Company B, the founding body feared increasing regional unemplioyment and failed to support the
painful restructuring steps needed to be taken in the shortest possible time to save the collapsing
enterpnise.
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Chapter 7
The Restructuring of Industry:
Emerging Lessons and Implications for Action

INTRODUCTION

As noted throughout this report, a key clement of the transfo.mation of the cconomics of Central and
Eastcrn Europc and the former Soviet Union is the rebuilding of industrial competitiveness. At the
beginning of the process the emphasis was quite nghtly on macrocconomic stabilization. As discussed in
Chapter 2, without immediate introduction of stabiiization mcasures the cconomics of the region would
have faced hyperinflation and economic chaos. Indecd the failurc of somc of the countries of the F©U,
most notably thc Russian Fedcration and the Ukraine, to move sufficiently quickly or comprehensively
has resulted in hyperinflation which has incvitably damaged the general credibility of the reform
programme and political stability. The results of the parliamentary clections in Russia. in December 1993,
indicatc rather starkly the political downside of economic failure.

Rapid, rclatively successful cconomic transformation may also threaten political and social stability.
A populist slogan in the Polish parliamentary election campaign of September 1993 was ‘less shock: more
therapy’, while the result of the Russian general clection was heralded as ‘the end of market romanticism’
by incoming Prime Minister Chernomyrdin. Both of these slogans play on the underlying social tensions
that arisc when the familiar cconomic and social landmarks of central planning arc swept away by reform.

Thosc countries that have managed to achicve a mcasure of macroeconomic stability arc now actively
cxpanding the cconomic reform programme to cmbrace the whole industnal sector. The lessons lcarnt
from carly cxpcrimentation with industrial restructuring now need to be widely disseminated. Otherwise,
there is a scrious nisk that the very real gains of macrocconomic stabilization will be eroded by the endless
demands of unreformed statc-owned enterpriscs for wage increascs, new credit, debt forgivencss and
postponcment of tax payments and dividends.

The crosion of macrocconomic gains may be slow but will manifest itself through an cxpanding
govemment budget and current account deficit and rising inflation. It is easy to skeich out a plausible
scqueace of cvents. The top management of state enterpriscs will use their political connections to soften
their budget constraint by ncgotiating special concessions in the form of tax breaks or soft loans. The
central banks will be forced to cxpand the money supply by rclaxing control of credit in order to
accommodalc the concessions. In due coursc this will provoke the IMF to suspend its support of the
transformation proccss and incvitably the Paris Clup will follow suit. Of course, this regressive scenarnio
could not occur in CEE, only in the dcveloping countries of Africa and Latin America? But indeed this
is what has happcned in Russia. The IMF Managing Dircctor Michel Camdessus stated on 1 February
1994 that without adequately strong (Russian} monetary policics no cfforts to reduce inflation and stabilizc
the rouble will be successful for long. The IMF considered it to be vital to speed up the stabilization and
rcform process o create the necessary preconditions for sustained growth and improved living standards.
A substantial reduction in the governmert deficit relative to the size of the Russian economy was,
according to thc IMF, essential to reduce inflation.

In many ways structural adjustment in dcveloping countries has not nceded to be as comprchensive
as in CEE and the FSU. Thc underlying cconomic structure is usually market oricnted, and private
property rights arc rcasonably wcll defined, yet structural adjustment programmecs have only had limited
success in devcloping countrics.””’ Government budgcets and the balance of payments have remaincd
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stubbomly in deficit, despite massive exchange +atc depreciation. high interest ratcs and low overall
economic growth. Why should rcform efforts in cent.ally planned economies be any more successful than
11 developing countries?

A major difference in the reform programmes in CEE and FSU 1s that unlike structural adjustment
programmes in devcloping countries, they were initially self-imposcd. Or perhaps it would be more
accuratce to say that lcading reformers and their advisers anticipated the conditionahity of IMF/World Bank
structural adjustment programmecs. The policy frameworks adopted have generally been more drastic and
comprehensive than those initiated by the IMF in developing countries in the South. Yet many of the
countries of central and eastern Europe and the FSU have only limited or no history of a national civil
administration. For example, Poland was carved out of the Russian, Austrian and German empires. and
Hungary and the Czech and Slovakian republics out of the Austrian empire at the end of the First World
War. Belarus and the Ukraine have had no modem experience of political independence.

At the outset. reform programmes in CEE and FSU had relatively widespread support. though recent
election results and opinion polls in the Russian Federation, Lithuania, Bclarus and Poland suggest that
the electorate is now skeptical about the ability of incumbent governments to deliver the benefits of
reform. The latter is a dangcrous trend if continued. Evidence from elsewhere in the developing world
demonstrates the importance of: the strength and stability of the govemment, the credibility of government
policies and reform programmes in general, the integrity of the civil administration and the ability to
enforce decisions - in achieving high rates of economic growth and, more importantly. sustainable
economic growth.

THE POLISH EXPERIENCE OF FOUR YEARS IN TRANSITION

Like all command economies, Poland entered the transformation process with an economy dominated
by the state. 81.2 per cent of GDP was attributable to the state-owned sector in 1988, all pnces were
officially adminisicred and budgetary subsidies amounted to 16 per cent of GDP. It was also suffering
from hyperinflation: some estimates put the annualized rate at 2000 per cent in the second half of 1989 ®
A market-based economy had all but been destroyed by over forty years of central planning. The reform
programme thercfore had to embrace not only macroeconomic stabilization but, given the crucial need
1o restructure the industrial sector towards greater efficiency and competitiveness, the very much slower,
complex and less well-understood proces. of institutional restructuring, and where no comparable
institutions existed at all, construction from scratch.

It is now a matter of history that Poland opted for 'shock therapy’ at the end of 1989. As the former
Finance Minister Leszek Balcerowicz observed, ‘Postponing the strugglc against high inflation until the
cconomy had basically been privatized would have been like abandoning putting out a fire while trying
to rebuild the housc with the fire still buming insidc.®® Even so, the stabilization-liberalisation package
of policy measures had to be introduced within, an as yet non-market, based economy-.

An immediatc and abiding problem has becn that of co-ordination and synchronization of the reform
process between different central government ministries and agencies, regional and city authorities. Yet
the whole transformation programme depends crucially on the interdependence of macroeconomic policy
reform and micro level initiatives. Put simply, the supply response intended by macrocconomic policy
depends on the bechaviour of individual decision makers, be they government officials, managers of
enterprises (statc or privatcly owned), trade unionists, workers or consumers. Most pcople have had to
discard norms of behavicar systematically inculcated and sanctioned by an all-cnvcloping statc for over
forty ycars and lcarn new ways of doing things. Personal careers of many public servants werc destroyed
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overnight, whilc for others, vastly expanded opportunitics have been opened up.

The arbitranncss and suddenness of much of the social change has. not unnaturally. led to bittcmess
and rcsentment amongst the losers. The winners have not alwavs been modest about their good fortunc
cither: the visible cult of the large motor car and cxtravagant hfestyie 1s well publicized in the Polish
media and in many other countries of CEE and the FSU region, particularly, thc Russian Federation.
Economic reform, in shont, is not only about alicring rational cxpectations and price signals and stabilizing
macrocconomic relationships to better reflect those prevailing in the world economy. It is also about social

. change and maintaining soctal cohesion and trust between the political and economic elite and the
populace as a whole. Without social stability and trust, the complex economic transactions charactenistic
of a modem industrial economy are impossible.  This is an important lesson for the reforming
govermments of the region and their supporting international technical co-operation partners to bear in
mind.

THE ACHIEVEMENTS IN POLAND SO FAR

< | Hyperinflation was quickly eliminated. Inflation in the annualized consumer price index in the
sccond half of 1989 stood at about 2000 per cent. In 1992, it was 43 per cent and by 1993, the
annual inflation rate was 35 per cent. This is still higher than the Polish authoritics want: an
inflation rate of 23 per cent is the target for the end of 1994. However, taking into account a
‘crawling peg' devaluation of the zloty of 32.6 per cent against forcign currencies in 1993;* and
major changes in formerly heavily subsidized prices, particularly for energy, tclecommunications
and insurance that have had to bc absorbed in production costs, and directly by domecstic
consumers, progress in combating inflation has been considerable. Further adjustments remain to
bc made in rents for apartments and domestic energy costs.

L+ ] Shortages and qucucs have been cradicated, and there has been a dramatic imgprovement in the
rangc and quality of goods available to consumers. Initially, this improvement was due to imports
but over time domestic products have begun to regain their share of the domestic market. A
modest increase in tariffs to 6 per cent on all imported goods from the very low 'shock’ levels
sct in January 1990 has assisted this process. The latest adjustment to the tanfY structurc that sccks
to discriminatc more sharply betwecn semi-finished and finished goods, introduced on 1 January
1994 by the post-communist government, is an unwelcomed move towards protectionism ” It
also implics a shift in trade policy towards import substitution and away from cncouraging cxport
competiliveness. The crawling peg system of dcvaluation of the zloty and an 3§ per cent
adjustment in August 1993 have nevertheless helped to maintain export competitivencss.

a The brecak up of the monolithic and incfficicnt statc-owned distribution system for consumer
goods has bcen an important contributory factor in improving consumer choice and price
compctitiveness. Ownership and size distribution of enterprises in the wholesale, retail and road
transportation scctors has changed out of all recognition from the situation prevailing beforc 1989
There remains a major requirement for new invesiment and some re-configuration inio modem
national nctworks. Improvements in the distribution system arc not only important for consumcrs
but also for cnterpriscs, as it cnablcs them to get closer to custo.ner needs. The rewards for
product innovation that mcct thesc needs, both in tcrms of price and guality, now go dircct to the
cnterprisc, thus providing strong incentives for cnterpriscs to develop their product portfolios in
tandem with markcting activitics.

[« ] Poland was the first country in the rcgion to introduce currency convertibil'ty within current
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account opcraiions. As the Polish zloty became frecly convertiblc into goods and other currencies,
the role of moncy as a medium of cxchange increased significantly and the old system of
inter-cnterprisc barter shrunk. The reduction in inflation and the sharp rise in real interest rates
greatly reduced capital flight and dollarisation, and increased the role of the zloty as 2 medium
for savings. However the ease with which household savings can now be switched between zloty
deposits and foreign currency deposits imposes an unfamiliar constraint on the Polish monetary
authorities. For example, in February 1993, the National Bank of Poland decided to reduce zloty
interest rates charged to commercial banks from 38 to 35 per cent on refinancing credits, from
32 to 29 per cent on rediscount credits and from 37 to 33 per cent on collateral credit.¥
Houscholds responded to the reduction in the yield of zloty deposits by increasing convertibie
currency deposits by 57.5 per cent to $7.52 billion: by the end of the year 28 per cent of
household savings were held in convertible currencies, up from 25 per cent. In the Polish banking
system as a whole, zloty deposits dropped 7 per cent while hard-currency deposits rose 14 per
cent (in zZloty terms) in 1993. Part of the decline in zloty deposits 1s a reflection of the boom
conditions prevailing on the Warsaw Stock Exchange sucking in spare zlotys: the index increased
fourtcen fold in 1993, the largest percentage incrsase in value of any stock exchange in the world.

The private sector has been growing very rapidly since 1989. Its share of employment, excluding
agriculture and co-operatives, grew from 13.2 per cent of the total workforce in 1989 to 34.4 per
cent in 1992. If agriculture and co-operatives are included, the share of employment in the private
sector had risen to 60 per cent by the end of 1992 and accounted for over half of GDP. Growth
of the private sector, apart from through ownership transfers, has been mainly in SMEs in the
retail and service industries. There has been relatively little growth in the private manufacturing
sector.

As a result of rapid growth of the private sector and an increasing number of statz enterprises
undergoing restructuring, Poland became the first of the post-socialist countries to record positive
GDP growth in 1992. The growth of GDP in 1993 is estimated at over 4 per cent which would
make Poland the fastest growing economy in Europe. Manufacturing output increased by 7 per
cent and labour productivity grew by 10 per cent. By 30 September 1993, 3,637 state-owned
cnterprises had been privatized (41 per cent of the total number of state-owned companies in June
1990); 6,118 enterprises remained in the state sector. Half were privatized by liquidation; of these,
three-quariers have been leased to employee partnerships. A further 490 enterprises have
completed the first stage of privatization through transformation into companies held in trust by
the State Treasury and await full privatization. The fast growth in the number of small- and
medium-sized private enterprises. > many the results of breaking up state monopolies through
privatization and restructuring exercises, has gone some way towards reducing the excessive
concentration of industry and commerce, thereby improving the flexibility and adaptability of the
Polish economy.

The structure of economic activity has also changed substantially. At the most aggregate level,
the share of the previously neglected service sector in GDP has expanded rapidly from 38.4 per
cent in 1990 to 46 per cent in 1992, By contrast, the industrial sector has declined from 53.1 per
cent of GDP in 1990 10 47 per cent in 1992. Modemization of plant and equipment is accelcrating
after the stagnation of investment in the 1980s. The purchase of investment goods from OECD
countrics in 1990-92 rose by over 150 per cent. Nevertheless the highest rates of investment arc
being recorded in construction, trade, telccommunications and municipal infrastructure*

Togcther with changes in the structurc of ownership, industrial concentration and composition of
output, there has been a radical reorientation of Poland's trade relations. Macrocconomic policy
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has been transformed from supporting an inward-looking, import substitution strategy to
cncouraging an outward-fooking, cxport onented and import competitive strategy . The supply side
responsc has been dramatic. Exports to OQECD countries cxpanded rapidly between 1990 and
1992, at an avcrage annual rate of 28 per cent, but have grown much more slowly in 1993 as a
resalt of the recession in Western Europe and the growth of protectionism. Imports from OECD
countries have recently sharply out paced exports from Poland. Over the whole of 1993, exports
grew by 4 per cent and imports by 19 per cent. By the end of 1993 Poland had accumulated a
current account deficit of USS 2.33 billion, from the small negative balance of US$ 269 million
in 1992,

Although the destination and value of Polish exports has changed significantly (about 87 per cent
is now exported to the West up from 65 per cent in 1989 and the total value of exports has
increased from USS 7.5 billion to $14 billion over the last three years), the composition has not.
Top Polish exports in 1992 were coal (US$ 900 million), copper and copper products ($600
million), steel products (US$ 500 million), ships (US$ 300 million), furniture (US$ 280 million)
and cars (mostly Fiat Cinquecento models - US$ 250 million). The value of cxports per head in
1991 in Poland was USS$ 390, compared with more than USS 700 in the former Czechoslovakia
and US$ 1,000 in Hungary.

Despite the popular belief that the European Union is restricting access to Polish exports (which
is true for many traditional commodity exports such as coal, steel and agricultural products), many
quotas for manufactured goods are not being met. For example, by the end of August 1993, Polish
cxporters had filled only 12.5 per cent of the quota for synthetic fabrics, 7 per cent for men's
coats, 9 per cent for men's clothing and 17 pe~ cent for dresses. The issue of market access
including effective export promotion, especially 1o the European Union, is paramount to the
acceleration and ultimate success of Poland's industrial regeneration and revitalization.

Foreign dircct investment (FDY) in Poland has been slow to expand to meet the countnies long
term needs for capital, modern technology and management systems. This is unexpected since
Poland has a large domestic market (38 million consumers), and is highly rated in terms of
political stability, market growth and policy stance towards foreign investment. The value of
cquity paid for in cash and in kind by foreign investors had reached around US$ 2.8 billion by
the cnd of 1993 with further future investment commitments estimated to total US$ 5.7 billion.2
The United States accounts for $1.02 billion (36.4 per cent) of all capital invested, with Italy
ranked second with 11 per cent of FDI, while Germany only accounts for 6 per cent of FDI. The
majority of large-scale inward investment has been geared towards the needs of the domestic
market. Disappointingly, less than 100 state enterprises have found strategic foreign investors to
participaic in their equity after privatization. The recession in Westem Europe has probably
discouraged large-scale export oriented investment by foreign companies seeking a low cost
production platform. Creeping protectionism in Europe in so far as it prevents exporting from
Poland to the West has also not helped matters. Another factor may have been the failure of the
authorities to settie with the London Club of commercial banks to reduce Poland's debt, until
mid-March 1994, thereby excluding investors from borrowing directly from commercial banks.*

Poland has a large nnmber of forcign small-scale investors with cquity investments of less than
$300,000 (more than :!:r~c-quarters of all forcign investors), mostly from Germany, who despite
the limitcd scope of their financial commitment are very influcntial in the resurgence of Polish
manufactured exports. The clothing industry is a particularly dynamic recipient of largely
non-cquily investinent, the majority from Germany and Scandinavia. According to the Ministry
of Industry and Tradc, cxports account for 47.5 per cent of total clothing production from
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cnterprises involving some foreign participation. Non-equity investment, crucial but not recorded
in official statistics, may come in the form of loan finance, designs, supplies of fabrics and
accessories, management systems and advisers, and access to marketing channels.

n On the negative side, a major social cost of structural change in the Polish economy has been a
sharp rise in open unemployment which had reached 16 per cent of the labour force at the end
of 1993. Nationwide, the number of jobless was 2,959,128, the highest figure in Poland's postwar
history. The rate of increasc has now levelled off thanks primanly to growth in the pnvate sector.
The Central Statistical Office claims that employment is now slowly but steadily rising.Z Further
restructuring and privatization, particularly of heavy industry including mining and steel, is bound
to add to unemployment levels. A special cause for concem is not only the level of unemployment
but also the structure of unemploymeni. Regional differences in the unemployment rate and
income disparities are considerable with regions around Lodz, Rzeszow, Walbrzych, Katowice,
Suwalki and Olsztyn having unemployment rates of between 24-26 per cent. The incidence of
unemployment is strongly corrlated with the younger age groups - almost two-thirds of the
unemployed are under 35 years of age. What is worse, about half of all those unable to find work
have been looking for a job for more than six months. Moreover, Poland's chronic shortage of
housing does not pemit geographical mobility in search of work. Uncmployment and the lack
of an adequate social safety net remains a pnme social and political constraint on attempts to
restructure state enterprises.

a Related to, but distinct from nising unemployment is rising income inequality. The wealth created
by the initial freeing of the economy was concentrated in only a few hands; and secondly, policies
to control inflation and soak up excess demand (taxes, elimination of subsidies, rising prices) had
an adverse effect on a large part of the population. Popular concern about both rising
unemployment and income inequality are generally regarded as major faciors underpinning the
victory of the post-communist parties in Poland's general election of September 1993.

¢ ] Another severe problem that remains unsolved is the government budgetary deficit. Partly, this
is a temporal difficulty caused by changes in the sources of government revenue: particularly the
drop in revenues caused by the adjustment problems of statc enterpnises; and insufTicient
compensating flows from the changeover to personal income tax and VAT in combination with
cxtension of the tax net to encompass all activities of the burgeoning private sector. Over time,
once teething difficulties have been eliminated from the new system, the government’s tax take
should improve.

The more intractable problem has been the sharp rise in certain social expenditures - notably pensions.
Subsidics to social sccurity funds have increased from 4 per cent of iotal budgetary expenditure in 1988
to almost 24 per cent in 1992, Pension expenditures alone were absorbing close to 15 per cent of GDP
by 1992. This dangecrous tendency has been caused by two factors. Largely duc to case of access, the
brunt of reform-induced increases in social expenditure was bome by pensions and unemployment
compensation rather than social assistance schemes targeted to the vulnerable. This lack of selectivity was
compounded by (over) generous indexing of state pensions. Some rcforms have been introduced including
limiting the duration of benefits but more needs to be done to expand support programme for the
long-tcrm unemployed. Generally, the social expenditure budget has to be targeted more preciscly and
capped if macroeconomic stability is to be maintained in the future.® However, if govemnment-sector
workers are included, some 10 million people are dependent on the statc budget which is a large group
of voters. Conscquently, the social and political influence of this state-dependent group is an important
factor in government attempts to control the statc sudget. If economic recovery is not fast enough to
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crcatc morc wealth, revenue for the statc and new jobs then further social and political probicms can be
anticipated as the government struggles to control budgctary cxpansion.”

PROSPECTS FOR THF ECONOMY AND THE RESTRUCTURING PROCESS

Polish entcrpriscs produced better financial results in 1993 than in 1992. Incomcs rosc faster than
costs so that tl.e overall profitability index grew from 2.2 per cent in 1992 to 3.8 per cent in 1993, the
. greatest improvements being recorded in industrial enterprises. Overall production grew by 7 per cent and
labour productivity by 10 per cent. The number of enterprises showing losses decrcased and the number
of thosc with net profits incrcased. However the liquidity situation remained unchanged with
inter-cnterprise credits remaining the main source of financing. Total enterprise debts rose from 4109
trillion zlotys to 518.2 trillion zlotys, a rise of 26 per cent compared to a 32.6 per cent devaluation of the
zloty and pricc inflation of 35.3 per cent over the year, indicating a uscful improvement in the debt
burden of enterprises.

There is mounting evidence, then, that under the impact of the tough stabilization and liberalisation
policy measures introduced by the Polish government since 1989, an increasing number of state enterprises
have started to restructure and adjust to the increasingly market based economy. Four stimuli have been
paramount in inducing enterpriscs to adjust.'® First, trade liberalisation has forced enterprises to abandon
cost-plus pricing and pay attention to costs and efficiency - with some success. Second, the govemment's
dctermination to climinate manufacturing subsidies and other external support has forced enterpriscs to
consider taking the initiative for change using their own resources.

Third, tighter supervision of the lending operations of state-owned banks has led to increased
reluctance to make loans to state enterprises. In turn, financially sound enterprises have become unwilling
to lend to weaker ones. Leakage of state funds, however, still occurs through accumulation of tax arrcars
and some working capital loans. Overall the budget constraint for enterprises has hardencd substantially.
Fourth, many managers of state enterprises appear to have decided that their best prospects remain with
iheir current cnterprises, as they are, or when they are privatized. Often after a period of acutc
demoralization, managers have increasingly come to rcalize that they arc a kcy resource: good
performance and reputation teday will be rewarded through improved compensation at the time of
privatization. The number of concrete examples has grown considerably as the numbcr of capital
privatizations has increased, particularly in 1993.

Despite the hopeful signs, restructuring and the restoration of competitiveness to Polish industry has
hardly begun. Many major tasks remain. For example, in the Silesian region, 16 hard-coal mines (out of
70 still operating), sulphur mines at Machow and Grzybow and salt mincs at Bochnia, Lezkowice and
Moszczenica will be subject to liquidation proceeding in 1994. Mining restructuring is estimated to cost
3.4 trillion zlotys ($150 million) and 120,000 people will have to changc jobs. Although more than 40
per cent of state-owned enterprises have been restructured and privatized, the oncs that remain tend to be
larger. arc morc hcavily indebted; are concentrated in hcavy industrial sectors and located in regions
alrcady facing above average (16 per cent) uncmploymesnt.

In summary, the restructuring and investment necds of Polish industry, whether to make up for

deficicncies in capital provision, technology, management systems or human resource development, are
still immensc.
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EMERGING LESSONS AND ADVICE
Advice to Governments
The human resource constraint

Economic rclationships between people arc morc than just discrete exchange relationships (as between
buyer and sclicer), they may also involve production relationships, power (hicrarchical relationships).
socialization and commitment (workplace psychological and social relationships), compctitive behaviour
(bctween intra-cnterprisc groups and with other enterpniscs), and learning new skills (through training and
using new technologices). Even relationships between buyers and sellers often involve long term social

relationships not reflected in a sales contract.™

To say, then, that cconomic behaviour takes place in a social sctting 1s to implv that a social
context exists in which that behaviour is possiblc. In the cconomics of Eastern Europe, the social context
has and is changing rapidly; it is turbulent and often far from transparent. High levels of uncertainty, and
therefore nisk, arc commonplace in economic transactions. Economic agents arc gencrally not well versed
in the appropnatc bechaviour - the duties, expectations and mutual interdependency - typically required to
sustain a mature and complex mark-et based cconomy. The real pace of reform is in many ways limited
by the cxisting social structure and the capacity of pecoplc to leam new cconomic roles.

o At the national level, a clear and stable political Icadership with a long term perspective is
requircd with an cxplicit and abiding commitment to cconomic affairs. It also mcans that
govemments have to devote a considerable amount of resources to communicating this
commitment and inspiring thosc charged with implcmentation. While ordinary citizens nced to
have policy explained in an understandablc manner, what matters much morc is the quality of day
to day contact with government officials. People nced to be convinced of the integnty of public
scrvants. So far civil service reform and training in the region has been limited, yet the tasks of
thc administration have changed out of all recognition. In the next phase of cconomic
transformation, substantial resources must be devoted to the reform of public administration and
the retraining of officials at middle and lower Ievels responsible for cconomic affairs and guiding
the reform process.

a At thec micro-level, given the requisitc matcrial resources, it is the ability of individuals to lcam
ncw behavioral pattems that sets the pace of change. Clearly, human resource devclopment at the
cnterprisc level through training must continuc to be a key component in any industnal
restructuring programme. Human resource management was a neglected professional activity
under the central planning system. Ministrics of industry and cmployment nced to initiate a
managcment training programme specificaily focused on creating a professional cadre of personncl
and trz2ining managcrs in statc owned cnterpriscs. Once in place, this cadre will be an important
intcmnal resource that can be drawn on to organize human resource development programmes (and
layofTs) in support of markctisation and privatization. The cmphasis nceds 1o be on pcople and
skills devclopment not simply the number of jobs. These skills nced to be created or strengthened
in Polish industrics and scctors with cxisting or potential comparative advantage.

o Therc is an important nced to cxposc polish managers and supcrvisors - particularly middic
managers - to moden Westen business practices through carcfully designed study tours to
appropriatcly sclected cnicrpriscs in similar Iincs of activitics in the industnalizcd countrics. A
key rcquircment in this rcgard is to cnsurc that participants in the study tours disseminatc their
expericnces widcly upon their retumn home. Such carcfully targeted study tours were uscd to great
cffcct in the context of the Marshal Plan after World War 11




117

o Another aspcct of human rcsource management which requires attention both at national
institutional lcvel and enterprisc level is the management of industrial relations. Polish labour law
and industrial rclations institutions nced reviewing to make surc that they are appropnate for the
ncw pattern of private corporate ownership and governance. The Labour Code of 1974 as
amended by ministerial decrees and the Law of 28 December 1989 on redundancy spell out
individual rights and two Laws of 23 May 1991 cover collective nghts: the frcedom to organize
tradc unions and the law relzating to the resolution of collective disputes.'” Therc is no provision
for compulsory conciliation, mediation or arbitration. The reluctance of the government to become
directly involved in the industrial relations of the workplace is understandable given recent Polish
labour history. However, many would arguc that in a rapidly growing economy labour relations
arc simply too important to be left to the good will of cmployers and trade unions.'*"

Industrial policy

In OECD countries, the recent development of industrial policy has been charactenzed essentially by
the movement towards trade liberalisation, counterbalanced by a whole serics of measures intended to
slow thc decline of industries, enterprises or regions in difficulty. This strategy has been the most popular
with gcvemments since it reconciles the electorates’ desire to 'sce a happy marnage between progress and
stability’. !> While the market economy is most likely to ensure economic growth, it is also likely to bring
with it uneven development and uncqual sharing of costs and benefits of growth, at least in the short term,
as resources are rcallocated between economic activitics.

Politicians arc gencrally well aware of the tradcofls between rapid cconomic growth and major social
uphcavals. A participatory economic system requires no less. Thus, as elscwhere, the cconomic
performauce of governments in CEE and the FSU is constrained by political considerations and clectoral
calculation. To the cxtent that reclection depends in large pant on the performance of the economy,
govemments in the region have cvery interest in seeing that their interventions promotc stable growth of
the economy.

o Much of the political dcbate about the collapse of communism and the inevitability of capitalism.
widely rcported in the media, has focused particularly on the cconomic benefits to be had from
the transition to a market based economy. This has hcightencd popular awarencss of the cconomic
objectives, potential bencefits and social costs of reform. To reflect this political reality, industrial
policy objcctives have to embrace more than simply enhanced allocative and technical cfficiercy.
thcy also havc to take account of safcguarding jobs. In the context of Eastern Europe, this
generally mcans managing industrial decline in a humane and sustainablc manncer: a politically
scasitive activity, not least becausc of the overdeveloped industrial structurc inhcrited from
communism.

a On the growth sidc, aticntion has to be paid to policies to cncourage the devclopment of an
cfficient services sector. Services cxports worldwide arc growing faster than manufactunng
cxports and although still smaller than manufacturing exports for nearly all countnes, scrvices arc
rapidly catching up. It also has to bc bomnc in mind that the distinction between manufactures and
services is also becoming much less clcar as the various activitics that go to makc up the
valuc-added chain of typical manufactured goods are increasingly dispersed both organizationally
and gcographically.

o industnial policy is not just about managing the orderly closurc of surplus industrial capacity. It
is also about cnhancing thc comparative advantage of domestic industry. The classical or static
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notion of comparative advantage seferred to differences in various natural endowments among
cconomices that werc supposed to produce a global division of labour. The newer dynamic concept
of comparative advantage focuscs on thc conditioning forces in the home market. of which
industnial policy is an important component. Elements, such as human creativity and foresight,
a highly educated workforce, organizational talent and the ability to adapt arc now recognized as
important aspects of the competitiveness of nations in an increasingly knowledge-based global
cconomy. A policy environment that encoursges the support services 1s also crucial in developing
world-class industnal competitivencss. These attributes should not be conceived of as natural
endowments but as qualitics achicved throngh govemnment policies and investment in education,
organized resecarch, physical and social welfare infrastructure and support for an active
antimonopoly agency.'? It also means legal and burcaucratic reform and the elimination of
personal patronage and corruption.

The imphications for governments are clear, as are the high short term costs:

. Education and training institutions require urgent rcform and investment
so that they are able to produce the cadres of high level and intermediate
level personnel required by newly restructured, market-oniented
enterpnises. Industry requires manpower with new attitudes and skills:
above all a flexibility and willingness to take on the challenges of new
approaches, new organizational structures, new markets, new competition
and ncw technologies.

. The civil service where it interfaces with industry and commerce has to
be thoroughly overhauled to reflect the new structure and neceds of
industry. Grafting on new agencies while leaving the old departments in
tact is no long term solution.

. Industnal policy should embrace aspects of the development of an efficient services
scctor, including: financial and consultancy services. transportation, (clccommunications.
hotcls and recrcation provision, housing and health services.

. Technology transfer is necessary a2t all levels within a2 modem cconomy in order 1o
improve on the quality, consistency, flexibility, innovativeness and cost compctitivencss
of goods and services. Government policy can only indirectly stimulate tcchnological
progress and change in industry through, for instance, legisiation to protect intclicctual
property rights and investment in rescarch and cducational institutes. Fiscal incentives are
likely to be politically highly contentious with rising unemployment: they nced to be
targcted very carcfully.

. Governmenis should intensify their cfforts to provide an cconomic and political
environment conducive to the building-up of industrial cfficicncy and competitivencss in
support of overall industnial restructuring and privatc scctor development.

. The reform of industrial relations institutions and labour law is now csseatial to stabilize
and focus labour rclations on the cnterprisc Icvel where productivity cnhancing dccisions
arc made. The statc needs to develop a comprchensive system of disputes conciliation
and labour courts to arbitrate, where necessary, between employcers and their ecmploycces
in matters rclating to tradc union rccognition, wage ncgotiating rights and wagc
ncgotiations and other collcctive issucs in dispute. A tribunal system for the cxpeditious
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sctticment of individual grnicvances outside and subordinate to the civil court 15 also
urgently required.

Investment promotion

Surveys of foreigr: investors confirm that the motivation for investment in Poland is simiiar to that
clsewhere in the world. The four most importan. Jactors arc: prospects for cconomic growth, the size of
the Polish market, trends in unit labour costs and the availability of traincd manpower. Of the countries
of castern Europc and thc FSU, Poland falls into the group considcred to offcr the most favourable
conditions for forcign investors along with Hungary and the Czech Republic. Most export activity
associatcd with forcign investors involves sourcing the forcign partner’s home operations.

a Govermment vigilance continucs to be required to maintain the transparency and stability of the
policy environment and interactions between the administration and foreign investors. Competing
cnterpriscs must be treated in the same way by the authorities regardless of who owns them. The
Antimonopoly Office, in particular, must be accessible and responsive to investors with complaints
about collusive, anti-competitive behaviour on the part of Polish statc-owned or private
enterpriscs, including those involving foreign partners. The recent introduction of discriminatory
tanffs and quotas also needs to be actively monitored by the Antimenopoly Office to highlight
any effective rates of protection that are excessive and undermine competition.'*'

a The recent change in the scope of the operations of the Statc Agency for Foreign Investment
(PAIZ) is to be welcomed. As Poland's investment promotion effort matures so do the interests
and requircments of investors. Thus it is appropriate that PAIZ is shifting thc cmphasis of its
activities from gencral promotion of Poland as a prospective investment destination to the
provision of specific advice for serious investors. In a contemporary world characterized by ficrce
global compctition for inward investment, investors expect sophisticated assistance from
govemnment agencics and clear cut procedural and operational ground rules goveming forcign
investment.'” At the same time, the needs of domestic investors should not be ignored.
Ultimatcly, they will be the most powerful forces for sustained economic growth.

Export promotion

Polish cxport performance is not adcquate to finance the neccssary imports of capital equipment
requircd to modemnize industry. Without a substantial improvement, cconomic growth bascd on cnhanced
industnal production is not sustainablc in the long term. While the primary responsibility for improving
cxport performance lics with the managements of individual enterpriscs, government assistance is still
crucial. Indced, almost cvery country in the world has a govemment supported cxport promotion agency.
In CEE and thc FSU gencrally, the old system of statc-owned forcign tradec companics that held the
monopoly for cxports from particular sectors has been abandoned but not yet replaced by fully functioning
national cxport promotion agencics that work with individual companics.

- | Govermment policy is vital in sustaining sufficiently strong incentives for cxporters to mitigate the
nisks attached to cxporting. The most important policy instrumcents arc, of coursc, a compctitive
cxchange ratc and a tarifl rcgime that does net over reward (and protect) domestic sales. The
government is limited in what it can do to stimulatc demand for cxports beyond ncgotiating
favourablc acccss conditions in cxport markcts, organizing promotional activitics tn forcign
markets and publicizing cxport opportunitics to domcestic produccrs.
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a In Poland, thc first steps have been taken towards developing a national cxport promotion policy
but it is scvercly underfunded.'™ The Teraz Polska (Poland Now) promotional campaign.
launched in 1993, which gives awards to companics whose products mect world quality standards
1s onc uscful but limited component of the policy. Basically, the national cxport promotion
infrastructurc nceds reconstruction to reflect the new enterprisc-driven system of exporting. Since
exporting is an unfamiliar activity for most cnterpriscs, therc needs to be a vast improvement in
the dissecmination of information about cxport market opportunitics, quality standards rcquired in
overseas markets. tradc financing, insurance and documer.tation. However, even more important
than improving the flow of information to enterprises, is the provision of tailor-made training in
cxport development and marketing for those enterprises with export potential '”  In this regard.
the assistance of various intemational - UNCTAD and ITC - could be sought for relevant
cxpertisc and expenience.

ADVICE TO ENTERPRISES UNDERGOING RESTRUCTURING AND COMMERCIALIZATION

Restructuring of large state owned enterprises constitutes one of the key aspects of industrial reform
taking place in CEE and FSU countries. Whereas the choice of speed and sequence of required policy
reforms has been the subject of much debate, there has been little disagreement about the need to support
the restructuring process. Without assistance, many enterprises in th~ region do not have the internal
financial or managenial resources with which to mount a restructuring exercise. Many are located in
regions wherc unemployment is already high and political stability so fragile that total closure without
some form of assistance is unacceptable. At the same time, however, shedding some capacity is almost
always necessary at the outset of restructuring as part of the process of working out a new basis for viable
production.

The case studies presented in Chapter 6 illuminate some of the typical problems found at enterprise
level. None, by themselves, require particularly radical solutions, but like all organizational change,
nccessilate people taking risks with no guarantee of improvement in their personal situation. In this
circumstance, the diagnostic phase is the casiest part of sestructuring. The real difficulties arise during
implicmentation, for statc-owned enterprises are imbued with a bureaucratic organizational culturc which
1s designed to be resistant 1o change. A history of centsal direction of operations via the central planning
mcchanism has, over time, denuded enterprise management of responsibility for business planning and
stratcgic decision making.''® Macrocconomic stabilization programmces since 1989 have saddicd
cnterprises with levels of debt over which they have little control; cut off access to new working capital;
disrupted established supply chains and product markets; and placed corporate govemance in a state of
limbo.

In Poland, there have becn a number of enterpriscs in which managements have been able to scize
the imtiative. These have mostly been in light consumer goods sectors such as garment manufacture,
personal carc products and food processing where capital and technology requirements arc rclatively
modcst and a markct onientation was already well established before 1989. Foreign connections have also
been important in opening up opportunities. For example, manufacturing under license or subcontract
cxposcs enlerprisc management to the discipline of producing to intemational quality standards and supply
schedules. As usual in business, much of the growth has been opportunistic and associated with the
cntreprencunial flare of a few individuals leveraging their connections and contacts.

The morc intractable problems have been associated with enterpriscs  that formed the backbone of
the centrally planncd economy, namely hcavy and general enginecring companics and thosc engaged in
commodity production typificd by the textile industry. It is these types of companics that form the focus
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of the casc studics of restructuning in Chapter 6. They have typically nceded the intervention of outside
change agents to bring about rcform.  Restructuning croposals tend to centre on a number of recurring
problcms.

- Organizational structure, corporate governance and intcgration

A key problem of cnterpnses stems from their burcaucratic organizational culture. Managcenial
. functions arc fragmented and underdeveloped. There is poor co-ordination between departments. Boundary
rclationships with outside organizations arc not managed effectively. Supply chain management,
production control, marketing, management accounting and human resource management are poor. In the
abscnce of powerful stakcholders in the cnterprise (and a bureaucratic state subject to a tight budgetary
constraint is rarcly a powerful entity at the micro level), change can only be energized by the board of
dircctors and scnior management taking the initiative on their own account with, or withoul assistance
from cxternal change agents, or through a change in ownership.

o The primary function of enterprise restructuring s to define, and then integrate the fragmented
bundlc of zctivitics that go 10 make up the enterprisc in order to produce a focused and properly
managed catity. To achieve this objeclive, the system of corporatc govemance usually has to be
restructured to ensurc top management responsibility and accountability for the development of
threc key functional departments: finance and accounting, marketing and human resource
management. Each department should be represented at board level by an exccutive director so
that these three functional areas, in addition io the technical departments, are properly represented
in the strategic development of the enterpnise.

o Pnivatization can be an important cnergizing process in industnal restructuning: it provides a
sharp focus and set of incentives for the change effort; the ncw owners are unlikely to tolerate
any attcmpt to obscure the rcsponsibilities and accountability of managcment. and debt
restructunng is a prerequisite. However, privatization is usually a relatively cxpensive (and slow)
cxtra component of restructuring, not Icast because of the additional costs of specialist consultancy
and lcgal scrvices and the need to provide financial sweeteners to prospective buyers and existing
cmployces. Unless the cnterprise involved has a particularly strong balance sheet and market
nichc. privatization is unlikely to be a short term outcome.

The Pol” h Ministry of Prvatization has rccently introduced a low-cost process of ‘privatization
through restructuning’ for smaller enterprises which 1t is hoped will acceleratc both processes. The
programme invilcs managcment groups o manage, restructure and privatize selecied state enterpriscs in
rctumn for a fee. an annual profit share and a commission upon successful transfer of owncership 1o private
investors. It remains to be scen whether the schemc is successful in coupling restructuring and
privatization cheaply and effcctively. There are obvious dangers of assct stripping and a 'firc salc’.




Asset review and supoly chain management

A physical assct usage review is required in order to assess building usc and the arrangement of
production opcrations. Because of the relatively low price of land and low cost of construction under the
central planning system, most enterpnscs have toe much real estate on their books rclative to their
productive asscts. By conlrast, capital cquipment. particularlv where it has been imported. is often
antiquated and obsolete. Buildings usage and production lavout can usually be streamiined significantly.
This is becausc cquipment purchases in the past were driven by the vagarics of the central planning
system. Equipment was purchased incrementally according to burcaucratic logic rather than systematic
projcct appraisal and planning techniques. As a result, production flow lines are poorly organized and
machines often do not fit very well with cach other. Surplus buildings, land and machinery can be
disposed of once their utility has been asscssed.

3 Improved supply chain management procedurcs arc cssential to enhance cash flow  and reduce
working capital requirements. Scurces of additional liquidity arc denved from stopping the
tradition of supplying matcnials to subcontractors; tightening inventory control so that component
purchascs are closely co-ordinated with assembly operations; inspecting and certifving approved
supplicrs. and introducing penaltics for suppliers who fail to meet quality or supply schedules '

¢ ] The traceability of product through cach stage of production is frequently inadequate and vanation
orders arc introduced without going through a systematically managed authorization procedure as
rcquired by intenational standards organizations. Machinc maintcnance standards have to be
improved to meet intermational standards such as 1SO 9000 and 9001. Under the old system,
machinc down time was an important source of bonus camings for maintcnance enginecrs who
werc the ‘anistocrats’ of the workforce. Socialist managers were heavily dependent on the goodwill
of their skilled maintenance engincers. Many enterprises today still have no routine maintenance
system in operation; standby cquipment is oficn faulty; and there is no system of certification of
machinc repairs as required by intemnational standards.'*?

a Quality control systems need to be strengthened and/or instituted all round in order to mect 1SO
9000 and 9001 requircments for cxports, particulariy to the EU.

Financial management and accounting

In so far as thc undcrdeveloped statc of corporatc finance and managemcent accounting functions
described in the casc studies is typical of cnterpriscs in CEE and the FSU, then the financial services
scctor, including banks, has no choicc other than to accept active involvement with major industnal
customers. This is nccessary in order to cnsure proper application of investment capital in the
pre-restructuning and post-restructuring process.  Advice with property disposals 1s also hikely to be
nceded. The appropriate financial and gencral management expertisc is presently a scarce commodity '’

o Enterpriscs involved in debt workout regimces and/or secking new capital in the form of loans or
cquity stakes will have to accept a new partnership with financial institutions, including their right
to nominate non-exccutive dircctors. Equally, banks and other financial intermcediarics will have
to Icam to appreciatc the mutual benefits that flow from sccuring a customer base founded on
stakes in strong and profitable industnal enterpriscs. In any case, sclling off cnicrpnisc asscts or
debt, cven at a decp discount, is not casy against political resistance, unceriaintics about property
titic and sn a thin market.
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The managcment accounting systern normally rcquires completely ovcrhauling so that the
caterprisc has an cfficicnt and accuratc mcthod of allocating costs. Without this capacity.
managcmenl is unablc to calculate the direct costs of products or allocate overheads and control
unplanned cross-subsidizing of product lines. A prionity has been the introduction of a system of
cost centres so that top management is ablc to take a strategic view of thc company’s product
portfolio and pricing stratcgics. A system for managing the cnterprisc’s creditors and debtors is
also vital in the high inflation and rcal intercst rate cnvironment of the region.

The banking sector's role in industrial resiructuring

The banking scctor cannot avoid an active and Icading role n the restructunng process over the next
few ycars. Current pressure for mvolvement stems from the urgent necd to deal with the non-performing
loans of statc enterprises inherited from the communist cra and the requircment to streagthen the balance
shect of most banks. The intcmational financial institutions, such as the World Bank and the EBRD, that
arc supplying much of the new capital to the banking sector arc doing so on condition that the banks
cstablish active debt workout departments. Technical assistance to the sector is, among other things,
designed to make sure that banks do not remain passive lenders.

National governments arc also unlikely, in the Jong run, to be ablc 10 ignore a situation developing
in which commercial banks do not lerd to the industnial scctor, even though many authoritics in the
rcgion arc presently content to  scll large volumes of government paper to the banking industry to fund
budgctary deficits. The case of castern Germany is instructive as regards the potential of equity markets
as an altemative source of capital for restructuring. The German government believed that the cquity
market would act as a significant source of financc capital. In the event, less than 1 per cent of financing
camc from venture capital funds. Instead, the banking scctor became the main  source of funding with
thc government providing nccessary guarantees.

< | An urgent priority is to devclop a competitive banking system in CEE and the FSU. Howcver,
the prevalence of wcak balance sheets in the banking indusiry of the region and the
underdevcloped skills base of bank staffs, particularly in risk and crcdit management, project
appraisal and cvaluation, mcans that there is an cnormous requirement for technical assistance and
traming in banking. The demand is beyond the capacity of national institutions and requires
substantial inputs from foreign institutions such as EBRD, thc PHARE programme, UNIDO, and
from London and Pans Club members.

Important financial functions that must be devcloped and strengthened in commercial banks
includc providing credit 1o cxisting cnicrprisc managcment tcams fo pay for nccessary
restructuring; funds for management buyouts and loans to cnable private interests to acquirc part
of, or completc statc-owncd enterpriscs. Beyond strictly banking matters related to commercial
appraisal and dcsign of appropriatc financing packages for projects, the scctor will need to
develop and provide management advisory services 1o enterpriscs and catreprencurs in reccipt of
loans.

Along with the banking scctor, capital markets have to be strengthencd and decpencd so that a
widc varicty of financial instruments is rcadily available to companics. It is vital that the cost of
corporatc finance for domcstic customers is kept competitive with that available to forcign
compctitors. To rcach this stage, a critical mass has to be reached in the level of liquidity and
organization of capital markets. Policy makers in the region need to concentratc on improvements
in trading infrastructurc, training of personncl, and the crcation of a fiscal regime that cncourages
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the wider participation of investors in capital markets. By stimulating the development of morc
sophisticated banking, capital, and secondary markets, the authoritics allow investors to diversify
their portfolios and attain desired nisk and liquidity featurcs. This, in tumn, attracts more capital
which can be used to restructure enterpriscs being privatized.

Changing the organizational culture of state enterprises

Restructunng, unfortunately, does not necessanly stimulate entrepreneunial behaviour though one of
the main objectives is to develop an organizational culture in which it can flourish. Perhaps the aspect of
state-owned enterprises most resistant to change is the organization's burcaucratic and nisk averse culture.

Managers in the region usually have a relatively high level of technical education so they have less
difficulty in appreciating the technical benefits to be had from a rational calculative approach to
production management and cost control: they have much greater difficulty in understanding the need for
a people-centred approach to organizational development that emphasizes managerial responsibility for
human resource development. The tradition of trade union (and formerly Party) participation in
managenial decision making is also strong in the region which tends to encourage a conservative
egalitarianism in such discussion about restructuring. Perhaps inevitably, organizational cultures arc more
easily reconstructed at the technical level: too often behavioral change is left to flow from changes in
structures and power relationships.

a To make sure that the social and psychological adjustment of employces to the new business
culturc is as smooth as possiblc, it is important to invest heavily in modem human resource
devclopment techniques such as organizational development (OD), stafT appraisal, training needs
analysis and a comprehensive training programme that includes interpersonal and business skills
training. In order to reflect the new results-oriented organizational culture and to provide strong
financial incentives for staff to adjust, the salary and wage structure has to be redesigned to
reward improved performance: differentials should reflect real responsibility and achievement not
age. Otherwise, younger able managers (who have usually benefited from the training programmes
associated with restructuring cxercises) will leave to join better paying privale companics.

a Restructuring and refocussing complex organizations is inherently a stressful expenience for the
people involved, particularly when fear of unemaployment is high. Conflict over objectives and
who will lose ecmployment is inevitable. When the restructuring advice has been given and action
is on the agenda is the time at which the leadership and commitment of top management is put
to the test. Without good top management implementation of change is impossible.

a The role of trade unions at enterprisc level has to be reshaped: from being overtly political and
confrontational to become the loyal opposition concemed primarily with representing the work
force's intercsts in the economic well-being of the enterpnise. Enterprise-focused trade union
rccognition and wage negotiating procedures are now required together with a system for handling
individual grievances and disputes, in the first instance, within the enterprisc. Employers would
be well advised to form regional and national associations (o co-ordinate industrial relations and
wagcs policy between enterprises and to represent the cmployers’ interest in discussions with the
govermment.




Endnotes

* Michacl Bruno makes this point, (op. cit. p. 743),

™ In 1989, this ratc of inflation was unusual in a command cconomy though it has become commonplace
in the countries of the former Soviet Union.

* Quoted in the Warsaw Voice, December 12, 1993.

* The ‘crawling peg' system of devaluing the zloty against a basket of five major trading currencies to
maintain purchasing power parity was introduced in May 1991. The rate of devaluation of the zloty for
1993-94 was sct at 1.6 per cent per month or 24 per cent over one vear. In addition, there was an 8 per
cent devaluation on 27 August 1993,

* From thc 1 January 1994, a ncw customs tariff has bcen introduced that gives preferences to

semi-finishcd products and components while restricting imports of high valuc-added goods. Thus the
quota for computer components was increased by $100 million, whilc the customs duty on radios, tapc
recorders and similar items was raised from 15 per cent to 30 per cent. Importers are also now required
to pay compensation on foodstuffs that arc cheaper than domestic food. Both of thesc discriminatory
mcasurcs arc in breach of GATT and wili have to be phased out when Poland becomes a full signatory
in mid-1995.

% The ratc of cxpansion of thc moncy supply was kept in linc with inflation at 35 per cent in 1993,

** Nearly 1.7 million individuals werc registered as sole proprictors as of 30 Junc 1993, morc than doublec
the number rcgistered on 31 December 1989.

*' Regrettably, the construction of ncw housing has been in decline for a number of years. In 1993 it
declined by 30 percent on 1992 and a 50 per cent drop is cxpected in 1994 despite the fact that 2 million
peoplc arc waiting for an apartment. Poland's first factory adaptation project was launched in Lodz to
convert an abandoncd nincicenth century factory building into 30 housing units.

** Mcasurcs of forcign cquity flows and stocks arc pcor guides to the significance or othcrwisc of forcign
investors in medium to high risk cconomics such as Poland and other countrics of the region. Official
statistics do not capturc the benefits of loan finance, and other forms of non-cquity investment, such as
transfcrs of proprictary technology, commercial know how and access to markcting channcls through
subcontracting rclationships.
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*" The agreement allows Poland to reduce its commercial debt of $13.2 billions by 45 per cent and 10
sprcad the repayment of the rest of the restructured debt over 30 vcars.

* The number of new jobs being offered rosc from 28 200 in December 1993 to 41.200 in January 1994,

* The average old-age and disability pension is 63 per cent of the average national wage before tax.
Retirces were allowed to continuce closc to full-time work without loss of benefit. The average age of
retirement dropped by two year though legislation introduced in 1991-92 somewhat limited pensions for
early rctirees.

# Although the present SLD-PSL has an overwhelming majority in parliament, cach of the two coalition
paniners is itself a coalition. Already in the dcbatc about the first budget of the SLD-PSL coalition, a
faction of 10 SLD-OPZZ members representing the post-communist tradc union movement threatened to
vote against the budget if their demand for increased government spending was not met.

1% Pinto, B; Belka, M and Krajewski, S (1993) Transforming Statc Enterpriscs in Poland: Evidence on
Adjustment by Manufacturing Firms’, Brookings Papers on Economic Activity. 1, pp. 213-270.

Y Albert, M and Hahnel, R (1991) _The Political Economy of Panicipatory Economics, Princcton:
Princeton University Press.

2" The Polish law on the frecdom of association is unusually liberal: only 10 peoplc arc required to
cstablish a tradc union and court registration is virtually automatic.

" Polish tradc unions continuc to maintain political affiliations and there arc no legal restrictions on
political activity by trade unions. With the changcover from a Solidarity-led coalition to a post-communist
government in September 1993, political unionism is on the increasc amongst the affiliates of the various
fragments of Solidanty and other opposition partics as cach trics to capitalisc on the gricvances of
cmployces.

" Blais, A (1986) 'Industrial Policy in Advanced Capitalist Democracics’, in A Blais (cd.) Industrial
Policy. Toronto: University of Toronto Press, p. 41.

1" Porter, M E (1990) The Competitive Advantage of Nations, New York: Frec Press.

%" Effective rate of protection =
{(Finishcd good tariff) - [(components sharc of imporis) X (tarifT on componcents)]} / {I - sharc of
importcd componcnts)
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1 The Europcan Union's PHARE programmc agreed on ECU 10 milhion technical assistarce to PAIZ
through INVESTPROM in January 1994, to help with promoting forcign investment in Poland.

8 1n 1993, the total national budgct for cxport promotion was 9¢ billion Zotys (3450,000). whilc the
budgct allocation for 1994 is 206 billion zlotys ($960,000).

19 The EU-PHARE Polish Export Programme (EXPROM) launched in Junc 1993 is an mnovative attcmpt
to stimulate non-traditional cxports from Poland through carcfully targeied training of marketing personnel
in sclected enterprises.

1% The various attempts to increasc enterprisc autonomy in decision making in the countrics of the region
beforc 1989, all fcll foul of the lack of a properly functioning pricc mechanism. Without the hard budget
constraint of rcal prices and enterprisc responsibility for profits and losscs therc was never a significant
incentive for markct oriented reform.

W' The objective is 10 move towards just-in-time supply chain management but prcsent production
uncertainties in the region usually preclude this stage being reached.

142’ In Poland, only 8 companics had achicved ISO 9000 quality assurancc certification by 31 Dccember
1993, despite the fact that an ISO 9000 certificate is vital if Polish firms arc to coopcerate successfully with
forcign firms. In many export markets an ISO 9000 quality assurance certificate is, or will soon become
compulsory.

'V The Polish Ministry of Privatization has gonc somc way towards filling this manpower gap by
cstablishing a programme for training non-cxccutive dircctors of statc enterpriscs that have started the first
stagc of the privatization process by becoming incorporatcd. Unfortunatcly management training, however
good, is no substitute for cxpericnce and it will be somectime before this cadre has the nccessary hands-on
experience of corporate governance to be cffective in this new rolc.
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Chapter 8
The Restructuring of Industry:
Implications for Technical Assistance

ASSISTANCE IN THE SECOND STAGE OF TRANSFORMATION: THE INTEGRATED
MICRO POLICY FRAMEWORK STAGE

The task ahcad for the intcrnational community in helping the CEE/FSU region is great.
Funds must be mobilized in an environment of recession in the Western dnver economics of
Germany and Japan and anemic recovery in the United States when budget makers arc already
being pressured by increasing deficits and other competing interests. Thus, it is vitally important
that what limited funds arc available be put to the most effective usc and that assistance is
coordinated and priontized to limit duplication and wastc.

In the context of the broader macro-cconomic framework, donors also must re-asscss the
focus of their programmes to take into account the nced for micro-level reforms.  As noted, focus
must now turn to this second stagc of transformation and target the enterprise level, address the
issuc of distortcd incentive structures and crcatc an cnvironment in which private enterprise can
flounish. Attention and efforts must therefore address the key issucs of privatization, promotion of
forcign direct investment and private enterprise, industrial restructuring, and the development of
adcquate social safcty ncts, and human rcsource development.

PRIVATIZATION

Privatization is a major instrument of the transformation, and particularly, the restructuring
process. Indced, onc of the first reform tasks the CEE/FSU countrics have undertaken is the
redcfinition of the role of the state and promotion of the private scctor. For most, this involves the
widespread transference of ownership from state to privatc hands. In the CEE/FSU rcgion,
privatizing thc cconomy also will mean the development of new small and medium-sized
enterpnscs (SMEs). Government will have to incrcasingly play the role of facilitator rather than
rcgulator, and a morc competent and skitlecd burcaucracy will be necessary.

On the policy level the issues to be addressed arc not casy. What should be privatized?
How fast? Should foreigners be allowed to participatc? To what extent? How can the process be
safc-guarded from thc nomcenclaturce to cnsurc that they cannot take unfair advantage of their
positions to profit from transformation? To what cxtent should workers, management and the
general populace be allowed to participate? At what pnce?

Institutions to support thc proccss must be developed and thosc regulating it (the statc
property agencics and ministrics) will look to acquire the skills to do so properly. Support may
also include public cducation programs to promotc the process and Iend it popular backing and the
design of public programmecs to amcliorate its ncgative cffects.

At the enterprisc Icvel, the mechanics of privatization also must be understood. Proper
cnterprisc valuations must bc prepared and audits performed. Even for those enterprises that
reccive infusions of forcign management and know-how, cnterprisc dircctors and management
must be traincd in the workings of a markcet cconomy and its busincss methods and concepts. It
also will be important to develop restructuring plans.
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Although small-scalc privatization - particularly in the retail and scrvices scctor (shops,
rcslaurants and so on) appears to have progressed well - it is not without probiems in many
countrics. In Lithuania, for example, the current failurc of almost 50 per cent of privatized
busincsscs within 6 months of privatization might bc alarming cvidence of inadcquatc preparation
of the privatization process in tcrms of the proper writing and cvaluation of business plans, the
vetting and cven preparation of prospective buyers. Many countnes arc now being forced to
consider how the privatized businesses will be run and by whom in order to ensure successful
privatization.

In genceral there has been great disappointment in the speed with which the pnvatization of
large centerpnscs 1s taking place in much of the CEE/FSU region  In many cases, particularly in
Poland, the pnivatization of large cnterprises has been fraught with delays or has been side-tracked.
Not only havc therc been political delays over such issues as who should be permitted to
participatc in the process, part of the reason for the lack of spced has been the difficulty involved
in rcadying large enterpriscs for the process. Performing adequate valuations and devising
business plans have been particularly difficult. There is, therefore, a particular and pressing need
for intcrnational assistance to kick-start the large-scalc privatization process in terms of the policy
framework and also the numcrous instruments and/or types of privatization schemes (mass
privatization vouchers, shares, public offening, financial intermcdiarics and so on). Given the
difficultics in privatizing large-scale state-owned enterprises (SOEs), many will remain 1n the pubic
scctor for some time. Increasingly, the countrics of the region are considering or taking action to
increasc the competitiveness and cfficiency of SOEs in the intermediate period before ultimate
privatization. This has been donc, apparently successfully in Ckina's reform process. China has
greatly incrcascd the profitability and efficiency of its SOEs - usually without resorting to full
scalc privatization - by gradually turning them into semi-private cnterpriscs. The Government has
donc this in a number of ways. It has introduced auctions for top managenial posts where potential
candidates have to submit bids which promise minimum performance targets for the futurc. It has
given SOEs greater autonomy over production decisions and allowed them to retain a greater
fraction of the profits they gencratc.

Many countrics also have to find a way to rcmove a major obstacle that prevents quahificd
domcstic managers and cntreprencurs from participating in large-scale privatization duc to lack of
funds. A numbcr of innovative approaches could be considercd, nonc of which arc perfect.
Considcration could be given to auctions with cash and non-cash bids."* Thesc auctions would
allow appropnatcly qualified cntrcprencurs to bid cash and also promiscs of income from futurc
profits. The problem herc is how to evaluate the array of cash and non-cash bids that will be
presented.  Clearly a committee with relevant expertisc to vet bids - probably provided or certainly
assisted by the international community - would be nceded. in addition, Icasing SOEs could be
tricd in somc form.

In terms of the speed of the privatization process, it is important to stress that if the
underlying institutional framcwork creatcs a competitive environment, the degree or speed with
which privatization is carricd out may not be critical. If the free entry and cxit (working
bankruptcy lcgislation) of firms is permitted, then a competitive environment can be cstablished
cven if somc large cnterpriscs remain in statc hands in the ncar term. Howcver, it is important to
point out that privatization is not thc panacca of all ifls. In a significant number of countrics,
privatization has yct to achicve the desired results. Among other things, this has occurred becausc
privatization has not been properly incorporated into the broader framework of industrial
restructuring and overall private scetor development. Also, in many countrics, privatization will
rcquirc far morc than the simplc transfer of statc-owned nroperty to privatc cntrcprencurs.
Successful privatization is not mercly change of ownership. The ultimate goal of privatization
should be incrcascd competition and cfficiency. To ensurc that there arc long-term cfficiency
gains 10 an cconomy following privatization, it is important that past monopolistic privilcges arc
not simply transfcrred to ncw owners. This will gencrally require the development of a
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competitive markct cnvironment with supporting institutions and infrastructorc: the promotion of
ncw businesses and centreprencurship, and the creation of an appropriate and stablc lcgal

framcwork conducive to such activity. As mentioned carlier, the large-scale redundancies that may
rcsult from rchabilitation and/or privatization arc key considerations’that also must be addressed.
Small- and medium-scalc industrics - new and cxisting - m:ay nced to be promoted more
vigorously to providc an outlet for redundant workers and a major source of job crcation. In all of
the above, the intcmational community needs to build-up and/or strengthen its assistance.

THE ROLE OF FOREIGN DIRECT INVESTMENT (FDI

Privatization alone will not ensurc the successful transformation of the cconomics of the
rcgion. Massive amounts of restructuning and new technology wiil be required. The savings of
the region will not be enough to finance this, cven when combined with the aid flows to the
rcgion. As a result, the promotion of FDI is given major attention by all the countries of the
CEE/FSU region. Not only docs FDI bring in the nceded funds for purchasing new machinery and
cquipment and updated technology, it brings in the knowledge of the workings of a market
cconomy and access to new markcts. Thesc are some of the most important ciements required for
the success of the region.

In responsc to the opening up of their economies since 1989, there has been a significant
mcrease 1n the flow of FDI to the CEE/FSU countries. Cumulative FDI in Hungary, the country
to first tnitiatc reforms encouraging forcign investment, rcached US$4.5 billion at the end of 1992,
onc-third of which was from thc US. Over the same period, the Czech Republic saw US$1.59
billion, Slovakia US$229 million, Poland closc to USS2 billion, Romania US$560 million,
Bulgaria US$94 million and Slovenia $100 million. The republics of the former Soviet Union saw
total FDI in the neighborhood of US$9 billion, the vast majority of which has gonc to the Russian
Federation. [f invesiment in the oil sector takes place as hoped, the Russian Federation could scc
USS$6 billion over the next ten ycars in that scctor and Kazakhstan, a staggening US$24 billion. In
contrast, FDI to onc developing country, Mcexico, was USS17 billion in 19911}

The prnimary rcason for FDI in the CEE/FSU region is to establish domestic market sharc.
This is followcd by tapping the regional CEE/FSU market, low cost sourcing and 1apping the EC
market.''®

Recent studics by UNIDO and the Commission of the Europcan Communitics have found
that potcntial investors to the region expect to face many obstacles and difficulties including: a
lack of both physical and service infrastructure; uncertain property rights; inadequate financial
information on which to valuc a targ:t cnterprisc; and a lack of sufficicrtly traincd personncl.'’
But thc most critical areas of concem arc the economic and political outlook of the country for
investment and the cxisting rcgulatory and cgal framework, especially investment protection laws.
Looking to cstablish markct sharc, investors arc concemed about the prospects for growth,
cmployment, inflation and the other factors that will cffect domestic purchasing powcer and social
unrest.

Quite cxpectedly, potential investors arc also wary of political uncentainty and arcas of
potential turmoil or open hostilitics.''®  And they look for a proper functioning. prediciable and
stablc Icgal cnvironment. Investors need the rcassurance that their investments will be adcqualtcly ’
protected by a Icgal framework which is sufficiently comprchensive and most importantly,
enforced. It is not just the prescnce or absence of relevant laws which arc the key determinants of
investment, but rathcr how these laws arc implemented and interpreted.

A further hindrance to FDI in the rcgion is finding a suitablc partner or target cntcrprisc in
which to invest. Most forcign investors in the region would like to join forces with a domcstic
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entity when making their first investment in a country. Most are of the opinion that the local
partner can bnng a knowledge and cxpertisc of the local environment to the venture that the
forcign investor can not casily provide. Locating a partner and assessing his financial position
remans cxtremely difficult, however.

Scveral intcmational agencies, especially UNIDO with its world-wide network of
Investment Promotion Service (IPS) offices, arc in the position to help the countries of this region
promote inward investment flows as an "honest brokers™, neutral bndges between the technical,
managcerial snd financial resources of forcign investors and the development potential offered by
the countries of the region.

Technical assistance also should be focused to help govemments ensure that they have
crcated an cnvironment which is conducive to attracting investment by helping to strengthen or
crcate the institutions necessary to support the process and assisting in the generation of specific
investment opportunities. Assessments of the existing climate for investment and forcign
perception of that climate can be taken and recommendations of where governments should focus
their attention and initiate change made.

Assistance can be given to hold investment forums in which potential foreign investors are
nvited to review investment projects and negotiate directly with the local parties involved.
Investment promotion forums provide a proven catalyst for FDI and help alleviate the often heard
complaint of the difficuity finding suitable partners in the region. Agencies can help in the
preparation of project proposals and pre-screen the vanous projects offered by the host country.

Forcign investment should not be the only concern, however. In the long run it 1s the
domestic investor who will play the largest rolc in the process of transformation. Governments
and the intemational agencies lending them support must also work to develop the domestic
investor base. Capital markets must be created and encouraged and legislation put in place to
cncourage savings and investment by private individuals.

PROMOTION OF THE PRIVATE SECTOR

While FDI will play a crucial rolc in the transformation of thesc cconomics, it is only part
of what is requircd. Most importantly, the devclopment of the privatc sector, particularly in the
form of SMEs must bc encouraged. The most important source of economic growth in the region
is likely to bc ncw businesses, cspecially SMEs. Not only does large-scale industry rely on them
heavily for subcontracting nctworks and supplies of essential inputs and services. They also form |
the nucleus for futurc industrial growth since they arc the most flexible and responsive scctor to ‘
the external challenges in a changing market cconomy.

As mentioned carlicr, onc of thc major structural flaws of thcse former command
cconomies is the Jack of SMEs and support industrics on which large scalc industries rely, which
arc so prevalent in the West and in the Asian NICs and so important for building up
compctitiveness and attracting FDI. SME dcvclopment is an important way to allcviatc much of
the dislocation and unemployment problems resulting from the transformation of the region.
SME's account for the majority of employment in developed economics: 70 per cent of the
cmployment in Western Europc, 67 per cent in Japan and crcate 98 per cent of all new jobs in the
us.v?

Giving the private sector a Icad rolc in industrial development must not be scen as
requiring a minimal role for the state. On the contrary, it presupposcs an cfficient and compcient
government machinery with qualified capablc staff which can work closcly with the privatc scctor.
In order for SMEs to develop and flourish, the macro cconomy must be in a state of relative
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stability, to the cxtent that interest and inflation rates and tradc as well as forcign cxchange
policics arc not causing distortions. The Icgal framework and tax and labour policics aiso must
allow for the casy entry of new cntreprencurs and encourage their growth. Prices must be able 1o
be frecly sct and there must be frec access to inputs, including imports. It is also important that
nfrastructure, cspecially telccommunications and banking services, be adequatc.  Govermments of
the region must carcfully analyzc existing lcgislation and policy and change it where necessary to
scc that it cncourages and not hinders the development and success of SMEs.

Promoting thc development of the privatc sector, particularly through ihe encouragement of
SMEs is onc of thc most important arcas wherc intemnational institutions and bilateral donors can
play a role. [Intcrnational institutions such as UNIDO and the EBRD can offer critical help in the
initial policy review by the governments of the region to help them assess existing legislation 2nd
policy and to develop a coherent strategy for the encouragement of SME growth. They can advise
and support Icgislative, planning and exccutive bodics in their efforts to devclop a sustainable
environment conducive to promoting the growth of SMEs by advising on the formulation and
implcmentation of strategics to facilitate the access of SMEs to financial, technical and
technological resources.

At the institutional level, agencics can support the development of both public and pnivate
scctor nstitutions that promotc entreprencurship and SME development such as NGOs, trade
associations and ministries. At the enterpnisc level, they can aid in the encouragement of SMEs
through the crhancement of entreprencurship and facilitating access to information and cssential
rcsources (finance, marketing and technology). Scvcral agencics and donors arc also 1s 1n a
position to providc valuablc training assistancc 1o cntreprencurs.

It is mnteresting to note that the EBRD has placed new emphasis on the encouragement of
SMEs. They consider themsclves best suited to provide financial advice and assistance in locating
financing, and makc grants to local institutions to hclp defray the costs of technical assistance from
outsidc consultants. This new cmphasis by thc EBRD presents a good potential for a fruitful
partnership arrangement with other intcmational institutions and NGOs.

RESTRUCTURING AND INDUSTRIAL REHABILITATION

Existing industry in thc CEE/FSU rcgion is cumrently facing scvere difficultics. The
transition from a command lo compctitive market cconomy and regulated CMEA trade to
liberalized tradc and prices has resulted in many industrics being cut of from traditional sources
of raw matcnals and supplics, a loss of markets and sharply declining domestic demand. Above
all. the reduction or suspension of government subsidics coupled with competition from imports
has revcaled an extremcly low level of product compctitivencss and shoricomings in production
proccsscs and cnterprisc structurcs. Somc industrial sub-scctors such as thosc which were
prnmarily supplying goods to thc CMEA markcts have been particularly affected. The cfforts to
pavc thc way for industrial rchabilitation and recovery will require policy reforms, sub-scctor
restructuring programmcs, privatization, FDI, modcmization of enterpriscs, technology and skill
upgrading, and rctraining in technical skills and management practices.

Whercas the choice of speed and scquence of requircd policy reforms has been the subject
of great debatc, there has been little disagreement about the need to support the restructuring
process with specific mcasurcs and assistance.  Without restructuring. many cnterpriscs in the
rcgion will not be viable and nonc of the countrics in the rcgion is in a position to absorb high
levels of uncmployment. Political stability in the region is too fragilc to withstand the heightencd
social pressurc that would result. At the samce timc, however, plant closurc should be a parnt of an
industrial rchabilitation strategy. Restructuring should avoid rc-cstablishing previous conditions for
incfficicnt production, cstablishing instcad, a ncw basis for viablc production and ovcrall growth.
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Any restructuning strategy necds to combinc an undcerstanding of both macro-cconomic forces (the
policy and institutional cnvironment) and tke rcal problems at the enterpnsc level.

The CEE/FSU region will want to approach its industrial restructuning at national, regional
and cnterpnsc levels. A policy must be devised in cach of the countnies, tailored to its specific
nceds which analyses the strengths and weaknesses of the existing structure of the industnal sector
and cmployment paticrns and targets the encouragement of sub-sectors in which it has a
comparative advantagc. Considcration of the regional distnbution of industry and cmployment as
well as the encuvuragement of the distribution of the benefits of transformation on a morc balanced
gcographical basis arc being emphasized by thosc beginning the process.

Declining pcrformance and eventual bankruptcy of some indusinal enterprises arc inherent
features of a dynamic industnal development process. However, this also can be an indication of
madcquatc cconomic/industrial policics and other shortcomings in the economic environment or
the result of abrupt changes in key parameters - such as the abrupt loss of input and output
markets, increases in the price of previously subsidized energy inputs - particularly in international
markets. Introducing new industnal policy measures, drawing up special structiral adjustment
programmcs at the scctoral and sub-sectoral levels and building up greater resilience in industry
arc among thc major problcms that many of the CEE/FSU countrics are addressing.

International organizations can hclp accclcrate this process through support and advicc at
national and rcgional policy lcvels, helping to devise a2 “vision” of likely invesiment requircments
and anticipated closurcs, and in aiding in the establishment and/or strengthening of institutions.

Analytical country rcports on the overall compctitiveness and policy framework of the
industnal scctor can be pesformed which will identify sub-scctors in need of rchabslitation. This
scctoral approach has been tried extensively in Poland. Sub-sector development prospects can be
asscsscd and programme proposals drawn and programmecs for building up industnal services,
including consulting and financing can be developed. An analysis of the human resource base can
be madc and tramning programmes developed in the arcas of skill shortage. And guidclines can be
drawn to improvc industrial standardization, quality control, technology development and
cnvironmental protection To meet international requircments.

A word should be said about the relationship between restructuring and privatization.
Should pnvatization precede restructuning or vice versa? There is no universally applicable answer
1o this question. The answer will depend on the country, its stage of development and subscctor or
industry concemed, and most importantly, the individual znterprisc in question. For cxample, in
the Czech Republic and the former East Germany, the approach is that there should be no
restructuning prior to privatization. Whercas Poland and somc of the other CEE/FSU countncs
havc gencrally recognized the necd for some restructuning prior to privatization. However, there is
now a growing conscnsus that organizational and opcrational restructuring should be lcft to new
owncrs. By organizational restructuring it is mcant that restructuring which focuses on the
structurc of cnicrpriscs, dcpartments, intcral hicrarchies, manpower and management structurc.
Opcrational restructuring refers to production processes, technology issucs, sources of matcrials,
products, markcting and informational systems.'** Nonctheless, individual cnterpriscs may want
assistancc in devising plans for restructuring before privatization. In many cascs, such pre-
privatization intcrvention will be necessary, if only to kecp them going long cnough to find a
privatc investor  These pre-privatization gencerally include legal restructuning (the transformation
of SOEs into limitcd liability or joint stock companics), and crcating viablc corc busincss units by
breaking up combines and spinning off non-corc activitics or social scrvices. In somc cascs,
financial restructuring will be required in order to make an otherwisc viable cntcrpnsc attractive to
private investment. Howcver, with the exception of former East Germany, this has been found too
costly for most CEE/FSU governments. Many enterpriscs would viablic were it not for heavy dcebt-
scrvicing requircments. In countrics where industrics arc highly vertically integrated, large
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monopolistic calcrpriscs often will need to be split up, and honzontal speciaiization pursued pnor
to privati#ation. It is considcrably morc difficult to dc-monopolizc or split up large enterpriscs and
introducc the required structural changes aficr privatization than before 1t

In scveral of the countrics. a focus on the specific problems of military conversion will
also bc appropnate and critical to their transformation, particularly the Russian Federation, Ukraine
and Slovakia

In addition, thc intcrnational community can assist the CEE/FSU governments and their
nascent private sectors by providing support for pre-privatization restructuning activitics to
ascertain the commercial viability of enterpriscs, asscss core asscts. valuc asscts, spin-off non-corc
asscts at the enterprisc level: and pre-privatization intervention to restructure cnterpniscs that will
not be attractive to pnivatc investors in their current statc.  Uscful post-pnivatization assistance can
also be given. particularly in terms of iraining and capacity-building programmes to strengthen the
institutional framcwork, the introduction of cleancr morc environmentally harmonious and encrgy
cfficient technologics. "Model restructunings”™ of selected enterpnscs can also be under taken and
the expencnce used to draw Iessons for other similar coterprises that also need to be restructured.
The disscmination of Icssons Icamed can be accomplished through in-country restructuring
workshops.

In the context of industnal restructuring, becausc of the past distnibution of cconomic
growth and investment which neglected many regions and the closing of dominant facilitics in
othcr "onc-cntcrprise” regions, the CEE/FSU rcgion is in particular need of appropnate regional
devclopment programmes. Structural change in the CEE/FSU rcgion should be scen not only as a
general problem of the given national economy but as 2 sct of specific problems charactenistic of
the diffcrent regions within a country. It 1s expected, and indeed alrcady becoming evident, that
govemments in the region will necd to build up active regional development policics to support
industrial restructuring and privatization. Indced, many of the intcrmational donors arc increasingly
becoming involved in regional development programmes and can assist in the cncouragement of
morc balanced regional devclopment in the CEE/FSU region by first conducting surveys of the
current and rcquired institutional and administrative framework for cconomic restructuring and
devclopment, and analyscs of the resource basc (including agricultural production for industnal
development) as wcll as the structure and performancc of industry in individual regions/provinces
to asccriain structural weakncesscs, devclopment prospects and constraints. They also can asscss
the need for rchabilitating and modemizing industnial caterpnscs and sdentify industnal activitics
which nced to be phased out, including a detcrmination of the gencral tcchnological status of
current industry in tcrms of productivity, cncrgy consumption, cnvironmentai cffects and so on,
and the nced to upgrade technologics. Incrcasingly, specific attention must be paid to the
cnvironmental and cmployment cffects of restructuning.

On this basis, donors can be of assistance in identifying investment projccts in conncction
with rchabilitation, modemization and diversification of existing cntcrpriscs, and identifying and
facilitating invcstment in new opportunitics for industrial activitics. And, they can asscss the
cxisting and rcquircd institutional infrastructurc and administrativc framework for rcgional
devclopment, as well as assist in the design of appropriate institutional approaches (including
possiblc industrial zoncs, incubators and scicnce parks). They also can conduct studics to asscss
the viability of establishing and opcrating Regional Devclopment Corporations. '
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Finally, the clcar lcsson from polish cxpericnee of the challenges 1avolved in cstablishing a
dvnamic proccss of industrial rencwal is that the resources avoidable arc scvercly himited and hard
choiccs continuc to have 1o be made between key activiiies. Well-dirceied forcign technical
assistance can be a significant catalyst for industrial restructunng but sclf-help 1s likchy to remain
thc most important rcsource of Poland. The situation appears simifar in othcr countncs in the
region, indeed, in scveral cascs the flow of technical assistance is cven morc Iimited than to
Poland. Thc key technical co-opcration question thus becomes onc of how best 1o mobitize
domestic resources to foster industrial competitiveacss: to make the hard choices and to avoid
policy dnft and a descent into socially and cconomically wasteful de-industnalization.

SOCIAL SAFETY NETS

Cnc of the major accomplishments of the socialist system in the CEE/FSU region was the
relatively equal distribution of income (in the mid 1980s Eastern Europc as a region had a Gini
co-efficient'¥ of 25.4 versus 31.4 for Westem Europe and 32.6 for the United States.'*
Guaranteed employment and low wage differentials werc key reasons for this. The transition to a
market cconomy - particularly widcsprcad industrial restructuring - with high diffcrentiation in
wagces and no job guarantces is certain to Icad to a shift in incomc distribution. Open
unemployment has already increased significantly, from an average across the region of zcro, to an
average closc to 15 per cent (excluding the FSU). There is also an alarming concentration of
uncmployment in particular regions and towns. For example, in Poland, regional diffcrences in
uncmployment arc considcrablc, with regions around Koszalin, Suwalki and Olsztyn having
uncmployment rates of between 24-226 per cent. Currently, the North-cast of the country suffers
from a 22 per ccnt uncmployment rate.  Also, many more pcoplc will be put out of work in the
restructuring process as incflicicnt enterprises arc allowed to go bankrupt and cntire industnes ar¢
found to be uncconomic when subsidics arc removed. The uneven naturc of the cxisting
distribution of industry will make the effect of such closings cven more disruptive. Certain
scgments of socicty will also bc more vulnerable than others: thosc on fixed incomes arc
particularly hunt by nsing prices, older workers will find it far harder to adjust to new work
practices or devclop new skills in what arc the high job growth arcas of marketing and financc,
and women and children will be cffected as childcare facilitics, traditional at most CEE/FSU
cnterprises, come under the new heading of incfficient ancillary activitics and arc closed or spun-
off into scparate, fec-charging, cnterpriscs.

The recent Russian, Lithuanian and Polish clection results may be to a significant cxtent a
rcflection of the growing social discontent cansed by high uncmployment rates. In order 10
prevent the widespread outbreak of social unrest, the governments of the region must atiempt to
redefinc and/or build up the social safcty net, unbundiing thc cconomic and social rolcs previously
assigned to cntcrpriscs and cqualize the distribution of the bencfits of transformation and protect
thosc who arc thc most vulncrable to its adversc effects. A system of adcquate social sccurity,
including uncmployment insurance, and old agc and disability pensions, must be devised to replace
the former social welfare system.

Scveral international institutions such as the ILO, UNDP and thc World Bank arc in a
position to dircctly address the gencral problems of poverty and uncmployment through
devclopment and support of social safcty nct programmes. Others, such as UNIDO and the
OECD, also can bc of assistancc by helping the govermments of the region asscss what the effccts
of industrial policy and transformation will bc and devisc a scheme to amchoratc the most
ncgative oncs.  For cxamplc, industnial studics that identify cnterpriscs to be restructured or closed,
could also identify groups of cmployces and geographic arcas to be the most cffected. From this,
the nced for retraining and job crcation programmes can be pin-pointed.
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Along with helping to identify the arcas of nccd. technical assistance also can support the
dcvclopment of such institutions as rctraining centers and technical schools. Support 1o new
busincss devclopment and SME promotion will also help to crecate jobs for thosc displaced duc to
the transition. This may be the most important aspect for the success of the social safcty net
conccpt and ultimatcly for the success of the transformation process.

In fact, most of the arcas in which donor organizations can offcr assistance and support to
the process of industrial development will help indirectly in the alleviation of poverty and the
casing, of thc adversc cffccts of the transformation process.

HUMAN RESOURCE DEVELOPMENT

Onc of the recurring themes of this report has been the crucial importance of devoting
adcquate resourccs to the proper advancement of human resources for industrial development.
There is, unfortunatcly, a common bias in many invcstment and tcchnical assistance projects: most
cffort is devoted to funding, financial cngincering and hardware procurcment and installation. By
contrast, thc resources required for systcmatic training nceds analysis and implementing training
proposals arc often poorly provided for or neglected. This bias, where it occurs, is particularly
damaging in industnal restructuring cxcrciscs in CEE and the FSY. Despite a large pool of
manpowcr with vocational skills and basic scicntific and technological knowledge, the lack of
proficiency in managcment, product devclopment, supply chain management, financial
managcement and accounting, marketing, salcsmanship, distribution and international tradc mcans
t:at the lack of human resource development at enterprisc Ievel is onc of the most scrious
impcdiments to eaterprisc competitiveness and cfficiency.

Three main human resource development issues have been identified in this report: managing
layoffe, closing the skills and cxpericnce gap, and mobilizing the existing high Icvel of icchnical
and scicntific knowledge in the workforce. The labour force can be divided into many groups cach
of which has its own distinct sct of problems: within large cnterpriscs - top management, middlc
managcment and linc workers; within SMEs - owncr-inanagers and cmploycees: and within the
govcrmment apparatus - scnior civil scrvants, middle level exccutives and support staff’ Particular
industnial scctors also havc their own special requirements depending on the magnitude of any
downsizing rcquired, the dynamism, or othcrwisc of the local labour market, the distance of the
scctor from world-class technology and productivity fronticrs, and prcvious cxposurc of managers
to world markets.

The training and rctraining task at first glance scems infinite in scale and scope. In reality, the
key issuc, as clsewhere in the world, is targcting scarce resources at top management in the civil
scrvice and cnterpriscs so that they fully appreciate the need for and support the systcmatic
training of subordinatc personncl. Stnpped to its barc cssentials, industnial restructuning. and
restoring competitiveness and cfficicncy is about re-cngincering the corporate culture of cnterpriscs
and govemment agencics. Training the traincrs is nccessary but without a top management
committed to training and dcvcloping human resources throughout the enterprisc reform will be
partial.

UNIDO and othcr UN agcencics , particularly the ILO, may be in a position to assist
governments with asscssing the best methods for targeting top burcaucrats and industnal Icaders
for management development and training. UNIDO could assist with closing the expericnce pap
through the devclopment of study tours and work attachment programmes whereby managers and
others arc brought to similar facilitics in thc West and reccive formal and on-the-job training in
best practice and arc exposcd to the practical workings of a markct cconomy. As the
transformation accclerates in Eastern Europe, there will also be scope for arranging workshops and
study tours for managcment from the FSU to CEE. Another arca for improving human resource
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utilization is in devcloping linkages between cnterpriscs and rescarch institutes, an aspect almost
totally neglected under the central planning system.

Many large enterpnises in the West, private and statc-owned, have extensive cxpericnce of the
problcms of managing layoffs. For cxample, the British Know How Fund on behalf of the Polish
government has contracted British Coal Enterpniscs, the subsidiary of British Coal responsiblc for
assisting with redcploying British minc =vorkers following pit closurcs, to supply SME start-up
training and advice in castern Poland, an arca of high unemployment. Similar expertisc cxisting
clsewhere in OECD countries could be mobilized by intemnational agencics for the benefit of the
CEE/FSU rcgion.

THE PROBLEM OF FINANCING TECHNICAL ASSISTANCE

It is often recognized that 2 swiich from capital to technical assistance may be morc
beneficial for the CEE/FSU countrics at the present time.'2* 1t is also relatively casy to point the
cntical nced in the CEE/FSU region for technical assistance from the intcmational community as
cvidenced by the requests received by the OECD Register of technical assistance to the region and
dircctly to the various providers. It is, however, much more difficult to suggest where the money
might be found to fund necded technical assistance. There are clearly limited resources available
and a rcluctance on the part of Westem nations, many of which arc facing recessions at home, to
provide the necessary funds. But, as mentioned carlier, the nations of the West must recognize
that 1t is in their own self interest to help these countrics and the challenge s to develop an
immecdiatc and substantial programme of assistancc. As reported by Mr. Michel Camdessus,
Managing Director of the IMF to members of thc US congress, the IMF is projecting an
achicvable growth rate for the states of thc former CMEA of 4 per cent in the medium term. This
comparcs to a decline in income of 17 per cent in 1991-92. To put this in perspective, if the rate
had been achicved in the CMEA countrics, it would have meant a global growth ratc of almost 2
per cent in 1992 instcad of the actual ratc of 1.4 per cent. This is the cquivalent of an annual
incomc increase of USS$20 billion per annum. Thus the success of thesc countries before the cnd
of the 1990s could make the diffcrence between prosperity and recession in many regions of the
world, particularly in the developing countrics. Without forcign assistance, the risk is run that the
rcform process will halt if not reverse with severe conscquences to global secunity, income, trade
growth, migration, uncmployment and political instability.

CONCLUSION

In conclusion, this rcport has covered a ot of ground but in essence it has pointcd out that
thc major challenge facing the countrics of Eastern Europe and the intcnational community is how
to sustain moves towards democracy and at the samc time to design and successfully implement an
cconomic reform programme that accelerates the transformation to a market cconomy but avoids
being undermined by cconomic and political problems duc to the failurc of the micro-cconomy to
rcspond swiftly and appropriatcly to the large-scalc macro-cconomic changes taking place. The
road ahcad for thc Central and East Europcan countrics is uncertain and precarious, but with
greater commitment from the countrics themsclves and support from the intcrnational community
the transformation to democratic market cconomics with viable competitive structurcs can be
rcalized.
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