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PREFACE 

It has been nearly four years since the countries of Central and Eastern Europe <CEE) began the 
unique and historic process of transformation from a command to a predominantly compctiti,·e mar1:ct­
based economic system. Two years ago the former Soviet Union {FSU) made initial slcps in the same 
direction. While real achievements have been made by most of the countries involved. the process has 
not yet delivered the hoped for significant re-orientation and restructuring of industrial structures and 
major improvements in economic performance and overall growth. In facL the initial euphoria that 
characterized the early days of transformation has given w&)- to guarded optimism and realization of the 
daunting challenges that are still 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 th: Russian Federation and the republics of the FSU have pointed out 
that the process of reform there is far from assured. 

The first stage of the transformation prices - the macro-economic reforms. comprising particularly 
early price liberalization md stabilization reforms in man~· of the countries of the region appear to ban 
been successful. But in all. this first stage of the transformation process. has been accompanied by sharp 
drops in output. persistent medium le,·el (the range of 20 per cent) inflation. the emergence of budget 
deficits and large increases in unemployment. And. the hoped-for cvcrall regeneration of indus~· and 
achie,·ement 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 county's 
development will require the development of an integrated macro-micro policy framework with concerted. 
enterprise-targeted policy measures and institutional and other support. Clearl~- 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 rigid1tit:S at the micro Je,·el and 
greater integration of the macro economic framework with the micro-economic measures to induce an 
appropriate supply response. Key elements of this second phase of the transformation process will be 
industrial restructuring - particularly of large-scale enterprises - pri,·atiz.ation and priute sector 
development and industrial restructuring. An analysis. particularly in terms of case studies. of the major 
impediments to an aciequate supply response may hold major lessons for national decision-makers within 
the CEE/FSU region and for their supporting mtemational technical co-operation partners. This report 
addresses the k~· issu'-s related to industrial restructuring and the impediments to an adequate supply 
response and the lessons to be learned from current experienc~. 

In this regard. Poland has been chosen as a pilot case study. It was the first of the CEE/FSU 
countnes to embark on a programme of fundamental economic reforms in the transition to a market 
economy. It is also a counlf) whose industrial rcstTUcturing has been assisted by a ma1or Western donor 
- the British Go,·emment an the form of support from its Know-How Fund through UNIDO to Polish 
industry. It is also a countr, with which UNIDO has long been associated and in which it has built up 
the most first-hand expcrir,nce of restructuring industrial enterprises since the transformation process began 
m the region. 

Though this report presents case studies of Pohsh industries. other studies of the region by UNJDO 
and other international organ11.ations report similar findangs. UNIDO. therefore. firmly behe,·es that these 
Polish case studies pro\·ide useful experience and guidance for other countries embarking on s1m1lar 
restructuring exercises. The case studies arc based on an on-going UNIDO restructuring pro1cct in Poland. 
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Beginning in 1991, USS 2.J million were made available by the British Go,·emmcnl through its Know­
How Fund for Central and Eastern Europc311 (CEE) countries to enable UNIDO to assist m the 
restructuring of 15 Polish industrial enterprises. 

The rcpon is structured as follows: Ch3ptcrs I and 2 present the essential background against 
which the major issues related lo industrial restructuring can be properly understood. Chapter J sets out 
the framework for long term structural change of indus~-. Chapter 4 discusses the important relationship 
between privatiz.ation and restructuring. Chapter 5 draws together the emerging methodology in the case 
od specific case studies of the restructuring of Polish enterprises. Chapters 7 and 8 summarize the 
emerging lessons from the experience of industrial restructuring in the countries in transition and presents 
implications for action by national authorities and their international technical co-opcratiort partners 
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INTRODUCTION 

C.haptE>r 1 
The Communist Legacy and the Objectives of 

Restructuring Industry 

Nearly four years after lhe countnes of Central and Eastern Europe (CEE) began the unique and 
historic process of transformation from a command to a predominantly competitive market-based system. 
T\\"o years ago. the former Soviet Union (FSU) made initial steps in the same direction. Alt!.ough real 
achievements have been made by many countries. it is now evident lhat macro~nomic reforms will not 
in-and-of-themselves result in lhe needed micro-le\·el reforms t\> ensure the success of the process. The 
transition has yet to deliver lhe hoped for significant re-orientation and restructuring of industrial 
structures. or major improvements in economic performance and o"·erall growth. Th~ initial euphoria that 
characteriz.ed 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 COW1tries cf the region 
appear to have been successful. in all the coW1tries. this fmt stage of lhe process bas been accompanied 
by severe drops in output. large increases in unemployment, persistent medium level (in the 20-SO per cent 
range) inflation and the re-emergence of fiscal deficits. And. lhe hoped-for overall regeneration of 
industr)· and achievement of industrial competitiveness has not yet taken place. 

It is now clear that the success of the transformation of lhe 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 concern. will require the development of an integrated micro policy 
framework wilh 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 incorporate the removal of rigidities at lhe institutional and enterprise levels. 
This requires greater integration of the macroeconomic framework wilh micro-economic measures 
designed to induce the proper supply response at enterprise le\·el. 

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

A case sludy approach has been chosen because tbe transition process in lhe CEE region has 
demonstrated the importance of the particular history of lhe poliaical and social system and the 
institulional structure of individual naaion 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 years that appear to be of rele,·ance to other C(;()nomies in the transition process. 
Comparative statistics from other CEE countries are pro\·ided where a\·ailable, to help locate Polish 
experience within a comparati\"e framework. (see Tables I and 2 for summaries of pre-reform conditions 
in CF.£' UNIDO. therefore. finnly believes that an in-depth examination of lhc Polish experie01ce 
provides useful insighls and guidance for other countries embarking on similar reform programmes. 
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Table 1: Some indicaton of initial (pre.reform) conditions 

CSF II UNG ARY 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 9S.5 96.4 96.0 

Snicture of GDP (1988) 
Industry (,I 31 44 61 S4 48.9 

Agriculture 7 15 13 10 11 9.3 
Services 21 19 14 27 IS 13.9 

Other II 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 ( 5' in CPI) 18.0 17.0 640 64 14. l 160.6 

( 1989) (1989) (1989) ( 1989) (1989) (1988) 
Gov't Budget Deficit (9' of GDP) 0.8 2.8 7.4 0.6 ·1.5 11.0 

( 1988) ( 1988) (1988) (1988) 
Bhck Market Premia (9' Agio) 133 56.1 536.8 1095.0 

Trade Structure 
( 1989) export shares 

% CMEA inc. USSR 54 39 35 83 40 42 46 
5' USSR 31 24 21 66 23 24 . 

CMEA exports as 9' GDP (1990) 25 16 14 34 6 

Administered Prices ( 9' of total) 100 15 100 100 80 100 100 

Reform Dates 
Two-tier banking system 1990 1987 1990 1989 1990 1990 

Liberalisation/Stabilisation Ol/ 1991 continuous 0111990 0211991 04/1991 0711990 12/1991 

Source: Ncubcr, A. (1993), "Adapting the economies of Eastern Europe: Behavioural and institutional aspects of flcxillility", London, 
Q,·crscas Dc\'c)opment Institute, mimeo, Table 1. 
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Table 2: Sectors of origin of GDP for CPEs in 1988 

Sectors of origin of GDP for CPEs in 1988 (in % of total GDP) 

Range of U.N. Alton Plan EC WEFA 
Estimates 

% % % % % 

G.D.R. 12-13 agriculture - 13 12 13 
45-51 industry - 51 45 45 
36-43 service - 36 43 42 

Cz.echoslovakia 16-18 :igriculture - 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 

I I II I 1111 I I I 11 11 1111 

Lancieri. E. (1993). "Dollar GNP estimates for the Central and East European Economies 
- 1970-90", World Development, Vol.21. 1. Table 14. 
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WHAT IS INDUSTRIAL RESTRUCTURING? 

in the broadest sense. i11duslrial restructuring refers to the process of reorganizing the relationship 
between a nation's industiy and the world economic system so as to increase intem;ational competitiveness. 
Thus. industrial restructuring involves the economic. legal and political reforms neccssar)'· lo create the 
appropriate policy environment and supporting institutions as well as the process of restructuring 
individual enterprises. 

Industrial restructuring. in fact. encompasses mzny types of restructuring: organizational and 
operational; fmancial: legal; and the creation of strategic business units (SBUs). When developing an 
industrial 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 privati7.ation'! And, should the process be decentralized or overseen by central authorities.1-

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 spinning-off of ancillary activities and non-core product lines into separate 
''pri,·atized" businesses. 

Passive restructuring means creating an environment (increasing competitive '1ressures through 
trade liberalization. hardening budget constraints and threatening bankruptcy) in which restructuring is 
initiated and undertaken by the enterprises themselves. Active restructuring would be initiated and carried 
out by government authorities 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 is restructured prior to printization by the 
existing management or government, or after privatiz.ation by the new owners (domestic or foreign). 

THE LEGACY OF THE COMMAND ECONOMY 

Almost all enterprises in Cer1tral 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 braad-brush as well as technical restructuring because, 
having been created and developed under a command system. they are fundamentally inappropriat:: for 
successful functioning in a competitive environment. 

The classical centrally planned economy relied on material balances planning using input-output 
matrices to match available resources and the desired supply of finlll goods. Demand was imputed frc.m 
the outcome of previous iterations of the planning process and was a marginal consideration in arriving 
at output targets. The main emphasis was on quantitative measures and indicators of output to the 
detriment of other considerations, especially cost 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 enterprises to be constrained by demand. Marketing. as 
understood in industrialized countries was little known in the centrally planned economies. Marketing 
departments, such as they were, were primarily concerned with distribution of product and often rationing, 
not sales. Marketing was about order processing. 

Ill II 11 I II I I I 
Iii 1111 Ill 111111 Ill 1111 111 11111 1111111 I 1111 



5 

The hard constraint on management was the availabiht~· of resources which were perennially in 
short supply due to inadequacies in the 'plan' and the insatiable demand by state-owned enterpri-:cs for 
inputs in order to create some cushion for themselves in their efforts to meet planned output.> In the 
absence of market determined prices, organi:1.ations focused on output Even in the case of foreign trade 
there was very little connection between export prices and real costs where a nriable tax-subsidy system 
severed the link between foreign currency prices and ex-factory prices. Foreign trade was also conducted 
by a separate organization from the production 11nit so that market intelligence 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 economist Janos 
Komai observed, "The plan direct(ed) those responsible for implementation, but it also lie(d) their hands, 
making it one of the sources of economic rigidity and lack of flexible adaptation."~· In tum, 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 government planners 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 
rechrcing a firm's sensitivity to the price of money, whether measured in terms of interest rates or 
exchange rates. 

The whole system of financial and fiscal regulation of state enterprises was permeated by 
discretionery ccnsiderations. 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 b:mks 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 industrial structure, a major ciifference between the CEE/FSU countries and the market 
economies of Europe, is the si7.c of enterprises and the degree of industrial concentration within each 
industry. There is a relcltive 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 industl)' was developed to serve the 
needs of the command economy, and to a large degree, the market of the FSU. The average Soviet-type 
enterprise is more than lO times the si1.c of the average firm in the same industTy in a developed market 
economy. Often one or two large enterprises dominate an industry or a product line. 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 countries of the region lost both input and output markets which has 
resulted in severe dislocation and adjustment problems. Demand was guaranteed and in many cases still 
is. Industrial enterprises across the region were highly integrated, both hori1.ontally 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 finns to be either hori1.ontally or vertically integrated. but 
rarely are they both. 
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Product ranges tended to be limited and life cycles were much longer than in market economics 
lnl"cstmcnt in product dc\·elopment and innoution was limited. Marketing and salesmanship consisted 
mostly of passive order processing and/or rationing. Products were engineered to cope with capricious 
supplies of capital and material inputs endemic in a command economy. There were few inccnti\"es to 
design products to meet consumer needs. Systemati..: market research was almost unknown and was 
virtually precluded by the organi7.ation of industry. 

Because energy prices were highly subsidized for such a long period in much of the region. the 
energy and material consumption of most CEE/FSU enterprises is well abo\·e the international norm for 
the given level of technology. And. the technology level is generally outmoded and encrg~·-inefficient. 
Recent investment has been concentrated only in certain sectors. primarily mdit81)". 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, Bulgaria 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 So,·iet Union, the Baltic states were given 
the role of producing many of the high technology goods, particularly for the Soviet milit~· industrial 
complex. Of the nearly 600 'all Union' enterprises built in Lithuania, most produce or produced relatively 
sophisticated electrical, chemical, computer and other knowledge-intensive products. Kazakhstan. on the 
other hand, was almost exclusively a mineral supplier, with most processing taking place 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 1991. 

The concept of profit centers and core businesses was and still is not central to economic life. 
As noted, resources were not invested on the basis of potential return, but rather to fill a production plan. 
As a result, many enterprises in the region arc left ''ith product lines that are generally unrelated. With 
no systems of cost-accounting, rarely are they able to clearly determine which products are profitable and 
which are not. Communist ideology and the organization of industrial relations encouraged enterprises 
to pursue a cradle-to-the-grave social welfare view of employment relationships so that large enterprises 
typically operated a complete range of welfare facilities including nurseries, schools, hospitals and holiday 
homes for employees. Enterprises also often had to provide for ancill81)· activities such as fire brigades 
and large maintenance shops which further strained their already limited economic l"iability. 

Where the budget constraint has become hard as a result of reform, CEE/FSU enterprises have 
found alternative financing methods: 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 early days of transformation, enterprises began to fund themselves through the process of 
non-payment. Enterprise A would not pay enterprise B until it was paid by enter;--ise C. But enterprise 
C often went bankrupt. Th<.. level of such debt is now staggering, particularly in the Commonwealth of 
Independent States (CIS). In the Russian Federation for example. inter-enterprise debt rose from R40 
billion at the end of 1991 to R 751 billion at the end of March 1992. more than twice the amount of bank 
credit during the same pcriod.s 

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

The question naturally arises as to how this centrally planned economic sy·stem managed to 
sun·i\'e as long as it did. While there has been a good deal of debate over this question. the current 
consensus is that until the early 1970s. socialist economics achieved reasonable growth rates of GDP and. 
to a lesser extent. productivity growth, mainly as a result of increased inputs rather than irnpro\'ements 
in the producti\'ity of existing in\'estments From the 1970s the dearth of endogenous technological 
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inno\"ation became an increasing I'.\· onerous constraint on further growth~ Much of the growth from 1970 
onwards was financed by borrowing fro: Western banks. hence the accumulation of debt b~ most of the 
CEE countries. Growth was also of the high cost uriel'.\: achic\ed through lowering consumption and 
a fully mobili7.Cd labour force. 

The accelerating diffusion of new technologies m the OECD economies. partacularl~ tht use of 
microprocessors and computers. and the de,·elopment of information technolog~ more generally. has 
re\·ealed the true magnitude and widening gap in the inno\·ati,·e capac;~- of CEE state-owned enterprises 
and their competitors in the market economies. It is now generaU~· recognized that effecti,·e innoution 
is a dcccntrali7.Cd process requiring an adequate 'selection en\·ironment'. 7 This environment was nohccabl~· 
absent in the command economies. Even in countries such as Hungary and Yugoslavia where enterprise 
management was decentraliz.ed there were few rewards for innovation. Indeed the institutional structure 
was designed to separate research from production and thereby prevent rewards being reco,·erable from 
commereializ.ation by the innO\"atOrs. Perhaps worse. the synergy between inventor/producer and customer 
was lost. In the 1990s. comparati,-e advantage in industrial 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 con,·ertcd into marketable products and services that determines profitability and growth. 

Characteristics of a CEE/FSU enterprise 

RestructurinK exercises sponsored by institutions such as UN/DO. the Briltsh 
KnoM·-HoM· Fund. the European Community (EC) Phare Programme. the European Bank 
for Recon.flruction and /Jevelopment (EBRD) and various other as.fi.'itance pro~rammes. 
have identified se\'en hroad areas in .,,.:hich l)rpical Cf..F.1·--Sll enterpri.<;es lag hehind 
their competitors operating in competitive commercial market ... elsewhere in the world 
Theu areas are: 

a A,(arkellng: The centrally planned economic system stifled the incenli\•e 
fi1r enterpri.'>e.\ to develop new· prod11cts and cond11ct sy.'>lematic market 
research. Al· a result, many managements toda) lack a thorouKh 
under.\tanclm;.: of marl:el trend" and ,·honxe:;. prt,·mg. and orgamztnK a 
sales fo"·e and modern dmributwn channels. 

D Management /unction: In command econom1e ... the management _frmction 
1 ... underdeveloped. Financial management and accrmntmg aro ... e from 
the empha.r;1s placed by central planners on meeting annual producllon 
quota.\. Capital and credit wo.\· .mpplied entire(r pa.uive(r to meet plan 
targt:I.\. A.\ a ,·011.wquen,·e. financial a."ld accounting \'l.".\/em.\ M·ere 
de.ugned prtman~•· as record keeping tools rather than as fully dew/oped 
management accounting systems deltvering the mformallon requtred for 
rapid dec1.non making or as a ba.'i1s for negot1atmg credit with a 
..:ommerc1al hank The ~\o_ft b11dgetory constraint' meant a lack of 
empha.Hs on prec1 ... e co.<;t tracking and very limited app/1cat1on of the 
.ftandard accormtmg concept ... nf profit and co.fl centr.:.f. Further. there 
wa.f nn e.f(tc1ent and ace11rate .<1y:r:tem for calculating overhead CMl.f 
Ha ... 1cal~v. manager... had ''ery· ltffle incentrw: to uu convent1onal 
market-oriented financial onaly.\ts to a.ue.u their entapri.w: '."' 'ompetil1w 
pos11ton .\ince 11 ,-,mid. and ,~(ten wa.\ .m~/e"1 to arbitrary adminl.\'trat1w 
change. 
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a Obsolete technolors: Despite the product10n onentat10n of enterpnst· 
management. product and prt1'·ess te,·hnolo!{\' wa.~ "{ten obsolete. Man_,. 
enterprises relied on outdated equipment operating in an unst1itah/e 
prod11c11on environment with inefficient production method-. This often 
compo11nded problems by creating supp(v bottlenecks. rem.forcing the 
perennial .'rhortages endemic in the command economy. The absence of 
commerdal incentives to maintain equipment proper(\· or lo manage 
m1~ntory efficient(\· o./so meant that quality control procedures were 
erratic and certain('\· could not he relied upon to deliver products meeting 
mternational quality standards. 

a Inflated organization: The typical r-tsult of endless strugKle... by 
management to develop self-sufficiency as a way of countering the 
mgaries of the planning mechanism. output quotas and shortages of 
physical inputs was the growth of non-core octil'lties and a loss of 
business focus. This was reflected in ambiguous organi=ational 
.\lructures leadmg to duplication of effort and administrative and 
production houlenecks. 

Jn Hungary (since 1968) and Poland (since 1981). moves lo decentrali=e 
management control of capital. while still retaining the soft budget constraint. 
also resulted in growing dema"ds from the workforce to increase wages to 
counter inflation and at the erpense of capitol. 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 ossets.1 

a Ineffective and inappropriate management: Jn the typical state-owned 
enterprise rhe cadre of top management was appointed hy the ... rate 
bureaucracy wmally with little attention paid to the appropriatenes.'i of 
the professional ski// ... of the manager concerned Party membership wa.~ 
an important considerat10n m career success. With feM· mcenllves for 
concentrating on the core busmess and the lack of an effective 
enterprm!-onented mancgement m/ormalton system a,,J trammg option.~ 
m such field" as finance. marketmg. soles. d1stnbut1on and quality 
control. ver:v few top managers were able to break ,nvay from the 
quantitative hia:r of the u/11q11itou.<t plan target... and develop a 
market-oriented managerial c11ltt1re. 

a l.ock of experience in identifying and negotiating ·111;ith reliable 
rnmmerL'ial partners: The state burea1"·ra9· managed all external 
tran.mctwns with the enterpris.: so that enterprise management hacl no 
real respons1ht/11y for cult1vatmg commercial relot1on.<th1p ... with hanks 
and financial m ... 11tut10ns. potential foreign ;omt ventk!'e partner:r or 
m~1or cu.'itomer.'i. Banks were not much more than an t•dm1mstral1Ve 
exten.<twn of the central planning mechom.'fm. Marketmg M'a ... often about 
rnlinnmg the d1!itrih11tion of product. f:xpnrting wo.<t managed hy 
!lepnrat~ foreign tr.7de orgamzat1nn.<t (F/"0.<t). 
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D Po/ft1cal system of mdustnal relations. Under commumsm. the par~\· 11·as 

responsible for solving dispute... ber.·een enterpnse management and 
trade rmiom. Trade union... were re ... trrcted to representing worker 
interests rn the .mciol conditions of employment and we(fore benefits 
Woge rates were set centranv so thac the basic 11·a,ge structure was 
determined politico/(\·. There 11·0.~ no official recognit10n of the notion of 
an e/fkiency 11·age or the idea that 11·age.~ should he related to labour 
productfrity at the enterprise level. Many pressing problems at the 
enterprise level were simply ignored by the central party. while 
management had very l11n1ted powers to do anything constructive. For 
example. in the 1970s and 1980s calls by Poland's workers for improved 
"'·orking conditions and increased wage.<; M'ere simp(tl brushed a..,i<Je by 
the govemment 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 OfWrated parallel to 
the official one. Thus. failure to deal with deteriorating industrial 
relations at enterprise level in the 1970s and 1980s contnbuted 
substantial(v to the collapse of communism in Poland 

ECONOMIC RESTRUCTURING: INTRODUCING FLEXIBILITY 

1a a world of constant change. economic restructuring is centrally cooccmed with improving the 
efficiency with which an economy adapts to changing constraints and opponunities. Centrally planned 
economies were. above all else, inflexible. Outcomes did not accurately reflect economic conditions. 
Demand for goods and sen·ices rarely matched supply. Government policies were insensitive to real 
resource costs and resources were only reallocated slowly in response to changing economic conditions. 

In ~tructuring the economies of the CEE/FSU region, the objective is to improve adaptability 
and therefore reduce the cost of mo\·ing resources between one actil·ity 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 lhe 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 efTectilre market research and 
marketing to take advantage of new market opportunities. Governments should be able to manage 
macroeconomic policy such that there is no sustained imbalance between supply and demand conditions 
in the domestic market and the world market. 

The primary polie) objective of enterprise restructuring is to improve international 
competitiveness. This notion implies a 'frontier' to which enterprises orient their bcha,·iour that embodies 
the latest developments in product and process design, technology marketing. finance and organization. 
The efficiency of utilization of each factor of production evolves at different rates and according to 
different dynamics but it is the combination of facton that produces a winning product or sen·icc. There 
is no necessary ideal combination of facton that produces competitiveness, though current 'best practice' 
is a good guide as to the direction in which restructuring efforts should go. Hence the ust amount of 
resources being de\·oted to 'catching up with the Japanese' by European and US car-makers. 
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The CEE economics han: had to ad_1ust first to the shocL. of the initial hberahzation programme 
after 1989. As this shock thcrap~· wears off and the first stage of adjustment is completed. the 
maintenance of mtcmational competiti\·cncss will inacasingly depend on dccpcr le\·els of flexibih~- and 
adaptabili~· at the enterprise le\·el. The pah~- cm·ironment and role of go\·emmcnt arc important 
facihtating factors. but S'.lcccss ultimately depends on entrepreneurial crcati,·it~; at the le,·el of the f um. 
Managements of individual enterprises need to keep ahead of changes in patterns of demand for their 
products through market research and marketing. Global trends also need to be carefully monitored. For 
example, the rise in the proportion of manufactures in merchandise trade and the declmc in demand for 
raw materials has serious consequences for countries such as Poland with subslalltial exports of coal, steel 
and agricultural products. Many CEE countries thus possess structural rigidities that are characteristic of 
de\·eloping countries such as primary product export dependency. in addition to the special rigidities of 
the communist legacy. 

Technological progress has a powerful influence on the way firms grow. Under communism. 
rescarcb and development activities were di\·orced from production. while marketing and selling 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, mart.Cling and selling. Enterprises need to actively manage 
the nluP,-added chain, from conceptualization to the point of sale and beyond to the pro,·ision of 
after-sales service. This means building flexibili~- into management information system so that product 
and process designers are kept abreast of changes in demand as measured ~- market research, feedback 
from customers and after-sales sen·icing operations. 

T cchnological progress is not independent of market forces. It is the outcome of in,·cstmcnt in 
R&D which. in tum, is scnsiti,·c to market conditions. Institutional bottlenecks need to be remo,·cd lo 
permit the free interaction of R&D and the market place. Command economies were notably poor in 
facilitating t• '.s interaction. 
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Entrepreneurship in a Command Economy 

Planned economie~ demonslraled the harmful conse:qr1en,·e.~ of over(v TIJ{ld efforl.~ 

to mst11ut1onol1ze ec01;om1c actn'lly. the powerful planning mechanism that created a 
-"J'"tem that preventecl the flexihle ac!ftHtment of the prodr1ct1on of good" and sennce.'i to 
the changing economic envtronment and kepi enterpri.'ie ri.d: over ... wn high and innovatwn 
low, o/.m .'il~f/ed mdmdual creatn'l~\' and entreprene11r.thtp 

Hut tle.,pile thl.' tll!/erminecl efforts of party 1d.:olog11e.\ to drannttl tmy 
entrepreneurtal ,/rrw c~( the pop11la1ron mto planned economK adw1ty. they were newr 
fr11/y .nKc.: .... ~{11/. Many tndl\'lduals responded to the manifest f01lurtt.\ of thl! central(\' 
planned ernnomy w11h ,·on.mierohle entrepreneurial flare. Many learn/ 1mpre.'is1ve 
surwval ... kill ... m trym/.{ to cope with the con ... tramts 1mpo.fed hy the central plannrng 
mechanism. they c.ttah/r.fhed ... mall hu.nne.ue.t and tradm~ opera11on.t that .filled niches 
m the .<oy.<otem. Informal group ... of m1'1vuluol ... often comlimed the1r talent ... to huild 
hort.'itnf!. (<IT gro11p memher." or prnvtde welfarefactllfle-" otherwtu r.ot adequate(\' .rnppl1ed 
hy the .ttate. 
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In the /IJSQs. the Hunxarran state sanctwned an elaborate system of tnternal 
su;1contractinl{ in s:tate-1nrned enterprise ... t11.·hereby se~{-selected f!roups of empla_n~e.'> M·ere 
encouraf!ed to ... ·ork on their o'M·n account on subcontracts to the state~11..ned enterprise 
outside normal M"Orhng hours. In Poland. Of!riculturr M"OS nnoer su~1ect to 
c.?1lectnuat10n and a small bu.nness sector "·as tolerated by the authonlles. 

Another penwivf! form of adaptallon was to 1oin the shadot11.· or grey ec.vnomy 
by actmg as a go-betM·een or barter de.Uer bet'' :.tn different state-oM·ned enterprises.' 
For example. comple. · mterfinn netM·orks were , ... r~'Olent"' Eastern Euro~ before 1989. 
The pmnary fanct1on of these nel'M·orb was to ...:Ip ~ople co~ with the ngubt1es of the 
central{v planned economy either as nianagers required ro meet plan targets while having 
to seek. vital inputs in a shortage sitaation. or as cormmrers see/ang to purchase goods 
not aw1ilable in sufficient quantities at official prtas. 

One danger oj the process of rron.nnon in these countries to a ful(l· dewfoped 
market is that these si..ills .. -ill be deployed to create large-scale rackets in the chaotic 
condlllons before the e~tabl1shment of a functioning legal and regulato~- system. 
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Chapter 2 
Setting the Macroeconomic Framework for Transition 

INTRODUCTION 

The transition from a codlmand to a market based economy im·olvcs a complex inter-connecting 
network of changes. At the outset macroeconomic stabilization is required. Industrial rcs.tructuring cannot 
work without a working price system; a working price system cannot function without eliminating excess 
demand and introducing currency convertibility; and a credit squecz.c and tight macroeconomic policy 
cannot be kept in place unless domestic prices reflect world prices: otherwise there C'.Jl be no rational 
basis for allocating resources between the competing claims of enterprises. Clearly the reform process 
must be comprehensive. ll>-

In man~· ways macroeconomic stabilization is the easy part: it is dramati.: and relatil·ely quick to 
introduce. The more difficult part is making sure that real structural adjustment occurs: state assets are 
sold off: ta.' reforms 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 
those 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 
enterprise management and workers. 

The basic objectives of macroeconomic stabili7.8tion are to prevent hyperinflation; to 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; ar.d 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 required 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, freeing up imports through tariff 
reductions and abolition of quotas increases competition ,·cry quickly, thereby exerting downward pressure 
on domestic prices. 

With the removal of subsidies, the imposition of a credit crunch and increased competition from 
imports, most enterprises can no longer use cost-pius pricing behaviour, hence removing a major source 
of inflationary pressure and macroeconomic instability. Another potential weapon in the fight to secure 
the initial goal of stable prices during the inteJTegnum 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 
expansion. 

With the threat of domestic hyperinflation lifted, it is then feasible to establish a stable exchange rate 
a11d unrestricted current account convertibility. Fixing the exchange r.i:c helps bring inflation down rapidly 
for, among other things, state enterprises unfamiliar with competitive pricing strategics are provided with 
foreign prices as a nominal reference point for domestic prices. These prices provide accessible and clear 
criteria for monitoring improvements in efficiency and cost perfonnancc, essential for surviving with a 
hard budget constraint. 
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Plainly. it is crucial for the authorities to set the 'correct' exchange rate. This normally means 
undernluing the curren~- initially. to provide incentives for exports: and to leal·e scope for upward 
rc,·ision of wages and prices that are bound to be required in the first few months of the stabilization 
programme. At some point in time. o\·en·aluation will occur as not all domestic price adjustments are tied 
to world prices and not all budget constraints will be hardened immediately. Poli~- makers. therefore. 
need to beware of and prepare for excessi,·e real appreciation othem·ise domestic production will be 
overwhelmed by cheaper imports (now liberalized) and export markets will be lost. perhaps for e,·er. 

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 poli~- which can certainly influence 
expectations about the real exchange rate. Nc:cessarily, 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 subsidiu 
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 monetaJy route to macroeconomic stability relies on 
a rather simplistic notion of an easily manageable and sanitized government machine protected from 
political pressure and overseen b~- an 1.111-powerful ministry of fmance. Reality in CEE and the FSU is 
rather different. Mone~- anc! budgetary discipline can only be introduced slowly and by stealth. 
Accumulations of ta'lt arrears. unserviced debts to banks and inter-enterprise credits have to be 
systematically worked-out of the system, otherwise the severity of the effects of budgetar)· discipline will 
remain substantially dependent on chance. Also, the persistence of a significant arbitrary element in the 
hardness of enterprise budgets is liable to endanger the percei,-ed legitimacy of the macroeconomic 
stabilization process. Transparen~- and consistency in policy· implementation should be an essential feature 
of the new poli~- regime that differentiates it from the previous regime. 

The very existence of a nriety of different soft budget constraints opens up the possibility that 
entrepreneurial management will seek to repiacc soft but hardening constraints with relati\·ely softer 
constraints: so if banks gel tough over non-performing loans. firms may create working capital by 
non-payment of taxes, or demand an expansion of supplier credit. The possible number of permutations 
are considerable. Eventually. as every constraint becomes hard firms will have to restructure and refocus 
their acti\·itics, or collapse, unless the top management (and the trade unions) can use 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 mst1tut10nal reform and legal and rel{ulatory mfrastructure. At the 
most prosaic le,·el. bank loan officers need to know what to do with defaulters, tax ccllectors have to be 
able to read accounts and prosecute for non-payment. The practical ramifications of macroeconomic poli~­
are ,·irtually endless. Each clement has to be put in place virtually de novo in most countries of CEE and 
the FSU. 

While high real interest rates are usually part of the credit crunch at the beginning of a 
macroeconomic stabiliz.ation programme. the ver}' rapidity with which they are introduced means that their 
impact is often arbitr81')· and unrelated to an enterprise's performance. High interest rates can serious(~· 
damage even moderately indebted but otherwise sound firms if they are maintained for too long. Th~· 
also inhibit new investment. Governments, therefore. have to maintain tight control on the state budget 
deficit and fiscal policy, to make sure real inrercst rates arc brought down without revi,·ing inflation. 
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If the go,·ernment is serious about macroeconomic stabilization. no bail outs will be forthcoming for 
distressed firms. This raises wider political questions about the stability of go,·emments. the sharing of 
the social costs of economic restructuring ar.d 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 experience as an exemplar of the restructuring 
process in Centnd and Eastern Europe (CEE). Poland was the very first CEE counb)· 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. ur 

Poland is one of the luger countries of the CEEIFSU region, with a population of over 38 million. 
Only tht- Ukraine and the Russian Federation are luger. Before 1989, it bad a relatively well developed 
private sector which accounted for 18.8 per cent of GDP, mainly because most of agriculture remained 
in private ownenhip during the communist period. Agriculture constituted between 15 and 27 per cent 
of GDP in 1988 and remains relatively underdeveloped. Poland is also one of the poorer CEE economies 
\\;th a per capita GNP in 1990 somewhere between USS 4,089 and USS 5,122. (see Table 3).!1-' 

In 1989, inflation had re3Ched 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 I 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 
economies during the period (see Tables 4 and 5 and Chart I ). In 1993, industrial production is projected 
to rise by 1 per cent. 

Poland has a relatively large foreign debt representing 68.5 per cent of GNP. though somewhat 
better placed than Hungary at 17 per cent of GNP. Its debt service obligations as a proportion of export 
earnings were morlest at 5.4 per cent in 1991 compared to Hungary's at 32.5 per cent of export earnings. 
Income distribution in 1989 was comparable to one of the Scandinavian countries. The wealthiest 20 per 
cent recei,·ed 36.1 per cent of income.11 

There are clearly considerable difficulties in assessing changes in the industrial 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 natural 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 variety 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 tbe changes in the distribution of property rights 
and the structure of economic decision making implicit in the notion of transition from a predominantly 
state'"()wned centrally planned economy to a predominantly privately-owned market driv-en economy 
represents a radical disjuncture in the economic history of any CEE state. Yet the citi7.enry can still 
remember the old regime, its vicissitudes and its certainties. When the future is uncertain, nostalgia has 
a way of softening memories of the past. 
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Table J: Estimates of 1>er 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 

G.D.R. 8,500 38.9 9,718"' 48.1"' 9,314 

Soviet Union 5,700 26.0 9,144 41.9 7,122 

Czechoslovakia 7,816 35.8 7,938 36.3 7,822 

Hungary 6,017 27.5 6,119 28.0 6,888 

Yugoslavia 5,259 24.1 5,223 23.9 3,744 

Bulgaria 5,104 23.3 5,314 24.3 5,579 

Romania 4,214 19.3 3,987 18.2 3,697 

Poland 4,089 18.7 4,352 19.9 5,122 

Average excluding Soviet Union & 5,417 24.8 5,489 25.1 5,475 
G.D.R. 

* This figure by Alton refers to 1989 
-

Sour~e: Lancicri, E. (1993), "Dollar GNP estimates for the Central and East European Economics 1970-90", World Dcvelopmcn(, Vol.21, 
l, Table 13. 
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Table 4: Poland - key economic indic•tors 

Growth in GDP(%) 

Inflation (3 end year) 

Unemployment (3 end year) 

General government balance 
(3 GDP) As 3 GDP 

Exports 

Imports 

Current Account 

'official projections 
20ECD 

1989 

0.2 

640 

0.1 

-7.4 

15.6 

12.0 

-1.7 

1990 

-11.6 

250 

6.1 

3.5 

22.8 

17. l 

l.3 

Source: Quanerly Economic Review (EBRD April 1993) 

1991 

-7.0 

60 

11.8 

-6.2 

20.3 

23.0 

-3.0 

1992 19931 

LO 2.22 

44 32 

14.0 16.0 

-7.0 -4.8 

18.7 -

22.5 -

-0.3 -

While the originators of policy instruments may have radical agendas, this does not necessarily 
entail radical outcomes, especially when functionaries of the state charged with implementation are 
steeped in a different tradition. In any case, 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 governments of Lithuania, in October 1992, and of Poland, in September 1993, 
have discovered, the newly enfranchised electorate will only tolerate a certain le' cl 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 p1.1litical reform programme, the necessary precursor to economic reform, before 
any of the other centrally planned economies, in February 1989, through 'round-table' negotiations between 
reformist communists in the government and the opposition leadership of the unofficial trade union 
movement Solidarity.U' 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 
Cuchoslovakia and Romania. there was undoubtedly considerable pressure 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 government of General Jarui.elski to introduce marketisation by decree from above had 
already fatally damaged the legitimacy of communism in Poland ll' 
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Table S: Some macro-indicators of adjustment 

CSF HUNGARY POLAND BULGARIA ROMANIA Fonner Fonner 
GDR USSK 

GDP 1989 1.0 -0.2 o.s -0.4 -7.9 na 3.0 

1990 -0.4 -4.0 -11.6 -10.6 -7.4 ·15 -2.0 

1991 -16.4 -7.S -8.0 -25.0 ·12.0 .34 -17.0 

Cumulative 1988-91 -20 -15 -25 -30 -30 -25 

1992 -7 .1 1.0 -7.7 

cumulaliv~ in<lul'tial output 1989-92 -34.6 -37.5 -41.3 ·46.0 ·45.3 -44.2 -28. 3 (Russia) 

Une .-nploymenl (end of year) 1990 1.0 1.8 6.3 1.4 2.0 

1991 6.6 9. J 11.8 10.S 2.5 16 (30+) 1.8 

)992 6.0 14.0 

Inflation 1990 18 29 538 64 14.1 

1991 54 35 48 271 238 na 160.6 

1992 12 44 900+ 

Budget Deficit J 990 0.3 0.1 -3.S 9.2 0.3 

1991 2.1 3.9 6.2 4.3 1.4 45 (transfers) 19.9 

1992 7.0 8 

Private Sector (1992) (1992) (1992) (1992) (1992) 

9'ofGDP 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: Behavioural and institutional aspects of flexibility", Lond; 

Over.ieas De\'elopment Institute, mimco, Table 2. 
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Chart I: Central and East Europe GDP Growth: 1990-94 
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The round-table deal of February 1989 struck between the Solidari~· team led by Lech Walesa 
and the communist team led by Mr. Kiu.cT.ak secured General Jaruzclski's election as the new state 
president and reserved 65 per cent of the seats in the Sejm (the dominant lower house of parliament) for 
the communist party. In the partially free election of June 19S9. Solidarit)· Ci,·ic Committee candidates 
won all the seats they were allowed to contest. The communists accepted political defeat when their 
previous allies in the Pe&ant Alliance (ZSL) and Democratic Union (SD) parties swu11g round to support 
the appointment of Tadeusz Mawwiecki as Poland's first non-communist Prime Minister since 1939. In 
exchange, prominent commumsts were allowed to retain control o!' the Interior and Defence ministries 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 hyperinflation 
in late 19S9, enabled Finance Minister Les.zek Balcerowicz to introduce the 'shock therapy' of a 
stabiliT.ation programme with virtually no opposition.1-'" Reform of the state apparatus and the legal and 
regulatory infrastructure, by contrast. was left to follow much more gradualist and legal-constitutional 
procedures, sometimes much to the annoyanr..e 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. Mamwiecki implemented a radical 
economic reform programme immediately after assuming office in August 19S9. The incoming 
government inherited a hybrid 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 fonn of 'shock therapy':11 

• major price adjusbnents and dismantling of controk: 

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

tighter enforcement of the allowable nonn for wage increases. The norm 
was set at SO per cent of the previous year's wage fund with a punitive 
tax of I00-200 per cent on increases in excess of the nonn; 

strict credit restrnint such that credit to the non-government sector fell in 
the second half of I 9S9 by almost two-thirds; 

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

A full stabili7.ation programme - prepared with the advice of the IMF ~ was introduced from 
January 1990. The longer tenn structural adjustment component was aimed at transforming the supply side 
of the economy. The short tenn objective was to bring inflation under control from almost SO per cent 
per month in Januar)· 1990. 
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With the abandonment of the central planning mechanism in 1989. there was an immediate danger 
of government revenues disappearing unless they were replaced with business ta.~cs typical of a market 
econom)·. The old socialist financial system had two essential features that differentiated it from its 
capitalist counterpart. first. ta-<ation was largely implicit and uncoclefied and. second. the system of money 
and credit for enterprises was entirely passive. a The government gained (or lost) revenue via the price 
conarol system. Individuals had their incomes managed through the central(~· conttolled wage structure. 
Enterprise surpluses revc:rtc:d to the stale via turnover tax or as profit reversion. 

Liberalization meant that the authorities lost effective conlrol of the enterprises' ability to bid for 
financial resources and of their investment bebaniour. In particular. there was a serious risk of 
decapitalisation. for inevitably under conditions of npid inflation. enterprise managements were subject 
to sttong presswe from the workforce to increase wages regardless of profitability. Naturally. if a 
market-oriented S}stem 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 
instruments of monetary policy alone. Some direct conttols were required to prevent wage inflation and 
a credit explosion. 

Credit restrictions in the form of ceilings were iJrposed on government and enterprise bono'1rings 
from the National Bank of Poland (NBP). the central bank. As a fust step in the process of creating a 
modern financial market, loan ceilings for individual banks were progressively abolished as interest rate 
management became the principle means for determining the volume and distribution of credit. 
Preferential rates for agricultural credit. exports and some investment were abolished from the beginning 
of 1990. In JanuaJJ· 1990, the Warsaw inter-bank interest rate (WIBOR) was set b)· 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 11nd prices 

Prices were liberalii.ed 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 l July 1990. Coal mines became free 
to set their own prices. Wages continued to be squeei.ed severely in the state-owned sector through excess 
payments taxes levied on state-owned enterprises paying ab'1ve the government-set norm for wages and 
bonuses. The private sector was exempt from the incomes policy. 

Exe/range rates and trade 

The official exchange rate was denlued successively from ZI 1,800 per US dollar in September 
1989 to ZI 9,500 per US dollar in January 1990. closing the gap between the grey and the official market 
and administrative rationing of foreign exchange to enterprises was abolished. The US dollar-7Jotych 
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 com·ertible currency 
receipts to the National Bank of Poland. they also could buy convertible currencies from the NBP for most 
current transactions. Trade was liberali7.ed. All quantitative restrictions were abolished on imports and 
a new unified customs tariff for personal and commercial importers was introduced. 
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Govnnmat budget 

The target for I 'J90 was the achiC\·ement of broad budgetary balance through reduction of 
subsidies from 31 per cent of the 1989 budget to a ma.~imum of 15 per cent in 1990: wage reductions in 
the civil sen·ice: squeezing defence ex,cnditure: elimination of ta.' rehef to enterprises thereb~· raising 
:>rofit ta.' from around 30 per cent to 3 7 per cent and nearer to the nominal rate of 40 per cent Offsetting 
these gains to the budget were a new 'social safety net' to protect the poorest and the unemployed. new 
funds for structural ch111ge and retraining and some increase in the real spending 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. a All of the latter patterns tend to adju!l cxtrcmel)· slowly even when 
there are very sharp changes in relative prices as bas been the case in Poland since 1989. The fact that 
the effects of monetary and fiscal policy only appear after sometime is an important feature of the realities 
of policy making. This time lag is due to lad of synchronization between financial processes and the 
production of goods and sen;ces. Moreover changes in the fmancial and banking systems are also 
constrained by the pace of reform of legislati1>0 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 
Maz.owiecki and Bielecki governments worked remarkably successfull)· until popular unrest began to 
emerge in the su.nmer of 1991. As indicated above, the unrest was largely pro,·oked by failure of longer 
term po~iti\·e effects to come through in 1991. Mr. Walesa, now President, chose not to call an election 
until October 1991 by which time the opposition parties had developed a base. The net result was 
fragmentation of the political power structure and the return of twenty-seven different parties to the Sejm 
(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 Bulgaria where less subtle means 
of introducing reform ha,·e 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. Ne\·crtheless. much of the electorate has remained 
skeptical of the benefits derived from the programme. Thus in the most recent general election of 
September 1993. the reformed communist party. the Democratic Left Alliance (SLD) won the largest share 
of the popular ,·ote (20.6 per cent) and the Liberal Democratic Congress (KLD). the part)· most closely 
identified with the structural adjustment programme. was eliminated from the Sejm. Even so. the political 
leadership of the current coalition government made up of the SLD and the Peasant Part)· (PSL) led by 
Prime Minister Waldemar Pawlak of the PSL.. continues to proclaim the irrenrsibility of the reform 
programme. In his opening speech to the Sejm on 8 November 1993. Mr. Pawlak promised to pursue 
policies supporting privatization, free trade, and keeping the go\·emment's budget deficit within 5 per cent 
of GDP as agreed with the IMF by the previous government. 
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The period of hyperinflation in 1989 and price libcraliz.ation had the beneficial effect of virtuall~­
elim inating 1 large monetary overhang thereby reducing the govcmmcnfs debt service obligations to 
manageable proportions. Inflation declined very rapidly in the first half of 1990 from 80 per cent in 
January alone to 1.8 per cent per month in August. Progress since then in squeezing inflation do\\"Jl to 
acceptable levds has been less impressive (Chart 2). At the end of the first half of 1993 inflation was 
still un~tably high at 34 per cent per annum but was projected to decline further to 26 per cent in 
1994. 

It is one of the paradoxes of most structural adjustment programmes is that there is stress on the 
importance of price liberalimion but not of wages. This is at first sight surprising since most economists 
arc reluctant to attempt suppressing market forces.~ Introducing wage controls in a developed market 
economy is usually associated with exacerbating rigidities in the structure of wages, they are typically 
costly to administer, and in many <:Mes arc 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 establishment of a bani budget constnUnt for state-owned enterprises when there is a real danger 
of rapid wage inflation fed by price increases, lower profits and tax revenues, and decapitalisation. In this 
interim period before market forces have become effective and financial discipline is provided by 
commcrcializ.ation 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 printization. 

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 l 00 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 were generally smaller, therefore 
administrative costs of controls would have been relatively high. Many were owner-managed so it was 
assumed management would be unlikely to grant excessive wage increases. The decision to discriminate 
in favour of private firms was also a radical departure from the previous regime's bias in policy 
instruments against the private sector. 

By February 1990, wages in the fore main sectors - industr}·. construction transport, 
communications and trade - 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 ancrcased wages and default on tax payments confident that they would never be collected once 
the enterprise collapsed. By December 1991, real wages had risen by 15 per cent but were on average 
still more than 30 per cent lower than December 1989 (see Chart 3). 
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Chart 2: lnnation 
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Chart 4: Budaet deficit 
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The moderation of wage increases in the early stages of the reform programme m~· plausibl~· 
be explained in term of the stringen~· of a range of macroeconomic policies. not just wage controls 
but also 'ight credit controls. Ne,·crtheless. the threat of ta.' penalties on inflationary wage payments 
certainl~· bad considerable rt.etorical value at the beginning of the stabilization programme when 
nobody had w\lrked out the weaknesses in the new poli~· regime. Wage controls arc at best a 
temporary measure. in the Polish case. to fill the gap between the abolition of the central plmning 
mechanism and the introduction of the discipline of muket forces for enterprise management. They 
do not tackle more fundamental issues related to the competence and objectives of top management 
of state-0\1n1cd enterprises and the root cause of the problem - lu financial discipline. 

A dominant factor in mxroeconomic policy m•agcmcot since 1989 has remained the 
government's budget deficit rather thm the balance of payments. The government's mmagcmeot of 
the budget was initially much beua than expected. A surplus in the budget appcan:d in 1990 for the 
first time for ten year! (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. 
(see 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 May 1993 as a result of its 
unwillingness to compromise with opposition groups demanding substantial pay increases for public 
employees.ll 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 mnains severely limited by social security 
costs and by debt service obligations inherited from pl'C\·ious communist regimes. In 1992, social 
security payments absorbed J 9 per cent of the budget and debt service 8 per cent. Official projections 
for the 1993 budget envisage 21.7 per cent for social securil}· and 15.4 per cent for debt servicing 
obligations (12.2 per cent domestic and 3.2 pet cent foreign). No less than 37.1 per cent of the 1993 
~udget is accounted for by 'fixed' commitments. As many as 40 per cent of voters in Poland are said 
to 0e state pensioners so that the political pressure to expand rather than contract the 'fixed' element 
of the budget is not trivial. 

In addition, the shift from an enterprise-based system of taxation to a more complex system 
of indi~t taution has reduced government rc,·enues 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 industrial 
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. 
HoweYer, in the short to medium term the Polish government must attract new capital to help fund 
necessary in,·estUlent in infrastructure and productive capacity if the reform programme is to be 

':ted. 

At present, Poland is paying only reduced interest on its Paris Club debt, but in 1994 it will 
have top~· full interest and in 1995 will have to resume capital repayment of around USS 2 billion 
annually in addition to between USS 500 million and USS 600 million in interest payments on official 
debt of USS 33 billion. Poland also has outstanding debts to commercial banks of USS 12.1 billion 
which are currently not being serviced. Negotiations with the London Club failed to reach agreement 
on the Polish gonmment'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. Settlement with the London Club is 
important for two reasons. First. the 50 per cent reduction in official debt is conditional on an 
agreement with the London Club. Second, and perhaps more importantly, as the world moves towards 
a low interest regime the additional credit risk premium Poland pays of 4 per cent or more can now 
be higher than the base rate itself. hardly an encouragement to badly needed foreign investment. 
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Go,·ernmcnt expenditure in 1993 and for the foreseeable future is thus severely constrained 
b~- existing commitments. Very little is likely to be available for new development expenditure 
without foreign assistance and debt relief. Unless ouq>ut, sales and corporate profitability rebound 
quickly and other strongly, or politically acceptable new ta.'ltes are imposed. successive Polish 
go,·emments face the prospect of a permanent budget deficit. 

1aa 

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 pee cent of the total tax revenue in Poland in the 
pre-reform years came from turnover 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 fmancial difficulty could seek tax relief. Wages and salaries were kept low - 4 per cent 
of GDP in 1989 - while subsidies to consumers, producers and exporters totalled no less than 16 per 
cent of GDP in 1989. Capital expenditures by the government were low - 3 per cent of GDP -
because state-owned enterprises were the main investors not 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 S per cent in 1991 and 4 per cent in 1992. The only remaining significant subsidies arc for 
housing finance and residential construction. In 1993, subsidies arc estimated to have fallen to around 
l per cent of GDP. Although the cut in subsidies may account for a saving of anything up to IS 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 in 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 authorities over their tax take 
and its relationship with the resources necessary to meet plan targets. The introduction of a global 
personal income tax on I 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 constrair.t of the old system. An enterprise 
income or corporation tax rate was also set at 40 per cent in line with the EC norm.n. 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 materials 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 reduccd.n Collection is centrali1.cd 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 syst.:m that facilitates 
the development of a market economy. In the meantime it will be difficult for the government to 
predict tax re\'enue with any great accuracy thus adding further uncertainty to the budget management 
task. 
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The redirection ofCEE 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 1989 and 1992 while import 
demand has expanded by 27 per cent annually. Prices ha,·e clearly been kept competiti,·e following 
the deep devaluations introduced at the outset of the reforms and downward pressure on wages from 
weak domestic demand. 

In addition, CEE has mo,·ed from a modest trade surplus in 1989 of USS I 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 I 0 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. OveraU, CEE exports to the EC grew by an a\·erage 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 JO 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 

Exports Imports 

$billion % p.a. $billion % p.a. 
growth growth 

1989 1992 1989-92 1989 1992 1989-92 

Poland 6.1 11.2 22.3 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 

ViS.!grad 42 14.8 27.8 23.3 14.5 32.3 30.4 
I-

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 
2 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 Ex.pons 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 1.9 34.5 0.0 -l.4 

Czechoslovakia1 1.1 35.7 1.5 45.6 0.2 -1.0 

Hungary 0.8 21.3 0.9 16.6 -0.4 -0.1 

Visegrad 42 3.4 28.4 4.3 32.5 -0.l -2.5 

Romania 0.3 -13.6 0.4 47.0 2.1 -0.6 

Bulgaria 0.2 24.7 0.3 -4.3 -1.0 -0.3 

Come.con Europe 3.9 21.8 5.1 30.4 0.9 -3.6 

FSU 3.5 9.5 3.1 7.6 2.9 4.7 

TOTAL Comecon 7.4 15.3 8.2 19.6 3.8 1.1 

TOTAL 1003 9.1 1003 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 new post-1989 handicap Polish firms exporting to the West face is the absence of export 
credits and state guarantees.ii· 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 e·•en 
less favourable. Hyperinflation. lack of convertibility of the rouble and a lack of foreign exchange 
at the enterprise level makes trade very difficult. The authorities also prohibit countertrade on 80 per 
cent of the goods Poland is interest:d 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 recover)· with the republics of the FSU, is the absence of a secure payments system between 
them and Poland. 
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In spite of the surplus in fa,·our of EC countries. there has been significant trade friction in 
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 l billion i,creasc in their exports to the EC adds 25 per cent to their 
total e:~ports, 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 
themseh·es as governments struggle with their budget deficits and balance of pa~·ments constraints. 
For example, the recession in Europe appears to be damaging Poland's export performance in 1993 
- exports declined by 8 per cent to USS 3.04 billion in the first quarter of 1993 and imports rose by 
16.5 per cent to USS 3.41 billion .ni It remains to be seen how long a current account deficit of this 
size is sustainable. (see Chart 5). Not surprisingly there have been calls from some domestic producers 
to restrict imports to raw materials, intermediates and capital goods. 

Output and employmmt 

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 countries, has 
been the sharp fall in recorded national output.if 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 JanuU}·-to-August 1993 figures, industrial production is projected to rise 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 woll)·ing level, it still lags 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 
counuy 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. u 

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.!2 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 hut output falls were recorded in even the most 
efficient industries and labour productivity and profitability remain remarkably uniform. Price 
liberalization has not resulted in any discernible reallocation of resources to the DIOSt efficient 
industries. However, given the very severe data limitations noted above and fhe 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 Janual)· 
1991. For example. it has been estimated that the loss of trade lo the former Soviet Union alone can 
account for all the loss of income in Hungary in 1991 and 1992 and almost all of the loss in 
C1.echoslovakia and up to a third of the income Joss in Polandn 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 trade had been reduced from over half of the 
total trade of the region in 1989 to only 20 per cent (sec Table 8). However, some commentators al~o 
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Chart 6: Industrial output 
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Table 8: Collapse in trade with e1-COMECON 

Collapse in Trade with ex-Comecon 

Exports Imports 

$ % total % $ % total 3 
billion change billion change 
1992 1991-92 1992 1991-92 

Bulgaria 1.2 24 -75 1.3 29 -66 

Ci.echoslovakia1 4.3 31 -5 3.6 20 -32 

Hungary 2.2 21 -17 3.0 23 +25 

Poland 3.5 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) 
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seek to account for most of the fall in Polish output in terms of & 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 liberali7.ation of imports from January 1990.ll' 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 Ci.ech Republic. 

The third explanation for the collapse in output is the 'credit crunch' hypothesis."' The output 
collapse in the CEE is a function of the underdeveloped state of the region's credit markets. The 
proponents of this argument claim that at least 20 per cent of the output decline in Poland in the first 
qua.-ter 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 time inlcr-finn credit ch:uns were spreading c~·erywhcrc threatening the 
stability of whole industries, for if the banks had been active in pursuing bad debts large parts of 
Polish industry could ha\'c been drag~cd down mto a bankruptcy spiral." But. firms were allowed 
to defer payment obligations and banks, in tum, were able to pile up non-performing loans without 
Central Bank regulators intervening to enforce capital adequag- ratios and bad debt pro,·isions. In 
other words, despite the credit crunch, a soft budget 'constraint' was allowed to operate sclccti,·cly, 
whereby the authorities chose not to enforce a sufficiently systematic and tight credit policy on large 
stale-owned enterprises to ensure efficient restructuring. Presumably this was because 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 majority were 
allowed to adopt a wait-and-sec-attitude in the short to medium term. 

A fourth explanation for the drop in output without large-scale bankruptcies and industrial 
restructuring in CEE is the persistence of what have been refencd to as 'budget softness and hard 
habits'_n The 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. T:ius the majority that survived the 
initial imposition of a credit squeez.e, coped by searching for softness in the credit system. They 
leveraged inter-enterprise credits and stopped scf\·icing loans from state banks or paying taxes to the 
state treasury. State enterprises were able to behave this way because of the continuing passivity of 
banks and the general belief that al some future date the government would organiz.e a bail-out. In 
effect, governments have continued to fund state enterprises through the national budget and the 
banking system, albeit on a reduced scale in comparison to the pre-reform command economy. 

In the case of Poland, the rapid expansion of supplier credits was quickly brought under 
control as enterprise managements were made painfully aware of the seriousness of the authorities 
attentions in introducing a credit squeeze. 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 have managed to substantially reduce their balance sheet exposure to state 
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 slate enterprise debt has risen from the 30 per cent range 
in 1990-91, to 65 per cent in 1992-93.16 In order lo er.gineer this shift in debt, banks have 
dramatically cut credits available lo state-owned enterprises, from Zl 147.2 trillion lo ZI 117.7 trillion 
between 1991 and 1992, a real drop of 28 per cent. In an economy in which there is obvious demand 
for investment to retool and modcmire virtually all state-owned enterprises, this sharp decline in 
allocation of credit to enterprises implies a serious and potentially damaging withdrawal of the banking 
industry from the role of intermediary between im·estors and the business sector. 

What has happened is that the political leadership in the CEE/FSU countries has been 
generally unwilling to force through radical restructuring of large stale-owned enterprises through full 
application of a hard credit crunch. Managers of enterprises have rccogni7.ed this weakness in the 
system and have exploited their connections as much as possible in order to secure their short-term 
survival. 31 The net result, al least in Poland, is that state-owned enterprises now find themselves 
dangerously underfinanced just at the moment when their need for new restructuring and pri,·ati7.ation 
im·cstmenl is most pressing. 

h may also ha,·e been the case that many of the abo,·e-mentioncd factors contributed singly 
or in combination to the drop in output. However, there is a growing consensus that there may have 
been more fundamental structural deficiencies, particularly at the enterprise level causing the drop in 
output. And, by concentrating on macro-economic reforms Poland - like most of the countries in 
transition· did not pay enough attention to the micro level structural and institutional rcfonns required 
as well. This argument is taken up in the next chapter. 
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Chapter 3 
A t'ramel\·ork for the Long Term Structural Change of Industry 

INTRODUCTION 

There is a growing rcali7.ation among economic commentators that macro-economic reforms alone 
in the CEE/FSU region ha,·c not. and are not likel~- to lead to the necessary suppl~· response to ensure the 
successful transformation of the region's economies. None of the se\·cral factors described in the previous 
chapter as reasons for the collapse of output across the region are in and of themselves a sufficient 
explanation for what has occurred. Indeed. they may have acted as a mask for more fundamental 
problems inherent to the region: micro-le\·el rigidities. institutional weaknesses. and structural imbalances. 
particularly inefficiencies at the enterprise level which have resulted in an anemic supply response to the 
incentives that should hne been induced b)· macro-economic reforms. 

~: is now clear that macroeconomic reforms can do little for the inadequacies of industrial structure 
and performance so characteristic of the command economies: the lack of an entrepreneurial cadre and 
thriving printe sector, ir;adequate technolog}·. a lack of man~erial and supervisory personnel, and a 
shortage of financial institutions to ensure the proper monitoring of enterprise perf onnance. They do little 
to ensure that accounting and financial managem.:nt, marketing. quality control and management 
information systems arc adequate. These arc the real impediments to the economic dC\·elopment of the 
countries of the region. Clearl}· focused micro level industrial policy closely co-ordinated and integrated 
with macroeconomic reforms will be needed to attack the structural weaknesses at industJ)· and enterprise 
level. Without such co-ordination. the risk arises of throwing e\·en the best enterprises into bankruptcy 
and causing severe economic disruptions. There now needs to be a second 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 dC\·elop economic go,·ernance. They need to build institutions 
to support market reforms and to nurture a ci\·ic culture that rejects the trading of influence, bribery and 
corruption. This is the most difficult task they will have to do and will take the longest time. If must 
include a well de,·cloped legal and regulatory infrastructure which ensures that contracts between 
economic agents arc based on credible commitments in order for a market economy to function efficiently. 
Anyone breaking a contract and causing material damage must be punished in a cost effectil·c manner in 
order to deter others contemplating breaking their contractual obligations. Sanctions arc required thus not 
as the normal motive for obedience but fo pro,·idc a guarantee to those who ,·oluntari!y abide by their 
obligations that they will not lose out to those do not~" Moreover there is a need lo encourage a long 
term 'iew of business relations so that in\·estors hne time to reali7.c the benefits of their in\·cstmcnts. 
This also means restraining the predatory tendencies of a determined minority be they government agents 
or pri,·atc individuals. 

A go,·crnment may permit a capitalist market to develop within its borders. but that market will 
not flourish unless legal institutions secure. define and adjudicate prope~· rights and pro,·idc for the 
enforceabili~· of contracts. These institutions arc essential in order to protect the material incentives 
available to a country's citi1.cns. to motiute them to work to the best of their abilities. to engage in trade, 
and lo save and invest for the future in productive capaci~-
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Also essential to the efficient functioning of a market economy is a well dc,·ciopcd financial sector 
that acts as an intermediary between in,·cstors and the business sector. Such a system has been grossl~­
lacking in the CEE/FSU region where banks functioned primaril~· as channels for state funds and 
accounting units. The idea of a mon~- madct was alien until reforms began and banks were not 
responsible for making culuations of creditworthiness. 

Finally. it is important to the success of the region's transformation that it begins to deliver as 
much as possible as quickly as possible in order to retain public support and keep on track. To 
accomplish this it is important industrial l'"CStructuring be addressed directly. Macroeconomic reforms are 
not enough in and of themselves to achieve the desired reallocation of resources away from inefficient 
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 comprehensive 
industrial strategy should be developed which consid~ a given counb)·'s current weaknesses and 
strengths. together with its potential and the socioeconomic consequences of indtistrial restructuring and 
broader printe 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 economy.~~ The first and basic element is an efficient constitutional 
mectaanism 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 poli~·-making process and the way in which consensus is achieved on policy. Like so man}" 
other aspects of the tran~ition process, constitutional reform has high start up costs but should increase 
economic 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 payoff eventually. The alternative 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 !Jrocess that leads to 
its creation. As a basic minimum it should provide e\-eT)· 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 private property rights yet be willing to be restrained by the judicial')· to respect those rights. 
Predator)· officials can be as much a threat to propert}" rights as private individuals. A system of propert}· 
rights is economically t.fficient 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 
settlement of disputes. The capstone to a market-oriented legal infrastructure is a commercial code, 
competition and anti-monopoly laws, and company and bankruptcy laws. 

The absence of an operational, transparent and credible set of rules of the game defining property 
rights. makes the transition to an efficient market economy impossible. It does not matter how brilliant 
cconom ic policy prescriptions arc. al the end of the day. it is the efficiency of the implementation process 
that matters. Without an effective regulatory· framework in place, powerful interest groups will seek 
endless concessions for monopolistic privileges from the state which will eventually drown the lofty ideals 
of a free and \.·ibrant market in a morass of corruption. Old habits of the command economy will reassert 
thcmscl\'es in a new and \:irulent form. uninhibited by fear of the economic police who used to control 
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the wilder e'.'tccsses of the communist system.•· Communism will simpl~· have been priutized into a 
state-sponsored system of'crony capitalism' such as that seen in Peru.• 1 In the ~·pical CEE/FSU country. 
as elsewhere. there is undoubtedly a fierce struggle going on between those promoting rent-seeking 
coahtions and those who wish to promote an efficient and compctiti\·e open market. 

Unfonunatel~· the design. negotiation and implementation of a fully operational legal and 
regulatory infrastructure takes time and makes hea,·y demands on the scarce human resources of the state 
apparatus. Assuming that a ,·iable coalition can be sustained long enough in government to design the 
necess~· laws, the limitations of the administrative capabilities of CEE/FSU countries are severe. A top 
echelon inexperienced in managing a civil sen·icc geared to the needs of a market economy and the steady 
erosion of talent by recru!tmcnt to the private sector are the two most obvious constraints on institutional 
rcfonn. 

In Poland, the government has established agencies for developing and implementing 
anti-monopoly legislation. privatization, and promoting inward foreign investment with varying degrees 
of success. Each agency has been constrained by the protracted legislati,·e process required to develop 
the ncccss~· legal and regulatory instruments and by the lack of experienced personnel. Technical 
assistance programmes have only panially compensated for the lack of professional expertise. Staning 
de no,·o. all personnel are on a steep learning curve: Polish professionals may be familiar with the 
pn.:vious regime but have very limited knowledge of the legal and regulatory infrastructure of a modem 
market economy: expatriate advisers have very little knowledge of the detailed workings of the Polish 
bureaucracy. Often situations in which officials have had insufficient experience and foreign advisers 
have had inappropriate experience 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 
advic~ proffered by so-called foreign experts. Expatriate advisers, in tum, are critici7..ed for producing 
erudite 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, case 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 
industrial restructuring is to enhance the adaptabilil)· and flexibility of enterprises, it is important that the 
introduction and development of a new legal and regulato~· infrastructure is carried out in a sensitive and 
flexible manner. However, policy invariably evolves in incr::ments and mistakes arc difficult to wipe out. 
For example, in the C7.cch Republic the government was cager to dispose of the state tobacco monopoly 
as a way of raising revenue and of boosting its privati7.ation programme, but in its haste it ignored 
competition policy. Today the go,·ernment faces the difficult task of unravelling a foreign-owned private 
monopoly without offending the investment community. 

In Poland, one of the main tasks of the Anti-Monopoly Office is to supervise the dil·ision of 
dominant, usually vertically integrated, state-owned cnterprises. 4

; In practice, it is very hard to define a 
proper balance between a more compctitiv~ structure and possible loss of aduntages of scale and scope. 
Each example has to be evaluated on a case-by-case basis, yet the Office is expected to t.m·er the whole 
of Poland with less than 80 professionals with no experience in the field prior to 1989. Thus, one 
professional is responsible for supen·ising the liberalisation of the telephone monopoly. while in the 
United Kingdom, Oftel employs a staff of 300 solely concerned with monitoring the telecommunications 
indust~·. 

Fortunately. in Poland liberalisation of imports has dissolved the pre\·iously dominant position of 
mar1y state-owned monopolies so that the work load of the Anti-Monopoly Office has not been as onerous 
in many sectors as once expected. At the same time, politicians and other commentators complain that 
the structural transfonnation of large enterprises is taking place too slowly Competition means more 
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diflicuhics for enterprises. In a situation in which many state-owned enterprises arc m a serious(~· 
wczkcncd condition and arc frequently facing bankruptcy, the enforcement of a strict anti-trust poliC!· is 
not practical. 

The most important implication of the experience of the Polish Anti-Monopoly Office is that an 
cffcctil-c and efficient legal and regulatory infrastructure cannot be created in one 'big bang'. The 
economic transformation process in Poland is unique. The experience and lessons from Western market 
economics can be a useful guide to policy de,·elopment, but no one has detailed knowledge of 
implementation in the Polish context. This knowledge has to be accumulated piecemeal through 
experimentation and in interaction with economic decision makers. Well thought out and timely advice 
delivered at the highest levels to those responsible for enterprise restructuring. tariffs, and import and price 
controls. is more important in minimizing the accumulation of policy enors leading to loss of economic 
efficiency than resorting to reactive legislation and litigation. Litigation is always time consuming. 
intensive in the use of scarce professional resources a.'ld decisions are ullimately based on legal criteria 
rather than considerations of economic efficiency_ 

FINANCIAL SECTOR REFORM 

Undoubledly 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 
sen•ed 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 automaticall}· 
generated when required by firms to meet the production targets set by the central plan. If the amount 
of the loan was insufficient. enterprise management negotiated for an addition with the relennt functional 
ministry. If the negotiations were successful the state bank would be instructed to release the new credit 

The first major reform to the Polish banking system 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 structure of state-owned banks. with a central bank, four 
speciali1.ed banks and eight state-owned commercial banks. These state-owned banks co-exist with two 
privati1.ed banks. 80 newly registered private ba.,ks and 1,650 pri,·ate co-operati,·e banks mainly offering 
sen·ices to private agriculture. Many of these co-ope:ative banks are affiliated with the state-owned Bank 
of food Economy (BFE). and to this extent are not fully private. The eight commercial state-owned 
banks arc joint stock companies wholly-owned by the State Treasury. While ultimate ownership is 
unchanged, the transformation into joint stock companies is a significant step towards full pri,·ati1.ation.'1 

While the banking sector is mixed, the state-owned banks retain by far the dominant share. Thus. 
state-owned banks account for almost 80 per cent of the total banking system. In addition, the four 
spcciali1.ed banks: Pows1.cchr.a Kasa Os1u.ednosci-Bank Panstwowy (PKO BP). the country's largest 
savings bank; Bank Handlowy w War57.awie (Bank for Foreign Trade); Polski Bank Rozwoju (Polish 
Development Bank): and Bank Gospodarki (Bank for Food Economy) which speciali1.es in lending to the 
agriculrural and food processing sectors, together account for half of the total assets. In short, the 
contribution of the new private banks to overall resource flows is quite modest-" 

The National Bank of Poland continues in its role as the country's central bank, clearing house 
and banking regulato~· authority. It is relati,·ely independent of political influence like the Bundesbank 
in Gennan~·. for example. The 1989 Banking Act pennits all banks to engage in wha~ has come to be 
known as 'universal banking'. This means that Polish banks, in addition to the usual commercial and 
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priutc banking acti,·ities. can trade in domestic and foreign securities and undenn'itc and issue securities_ 
They arc not. however. pcnnitted to give inestment ach-ice to clients_ The deposits of all banks. except 
pri\'atc banks. arc still full)· guaranteed by the government. facn when the first commercial bank. 
Wielkopolski Bank Krcdytowy (WBK). was pri'ltali7.ed in July 1993. it retained the full backing of the 
government for its deposits. Not surprisingl~-. other pri,·ate banks hnc protested. claiming unfair 
competition. The go,·ernmcnt will probably keep the guarantee in place until all the other state-owned 
banks arc pri,·ati7.Cd to avert the threat of a run on the deposits of a bank undergoing pri,·atization. 

BANKS AND INDUSTRIAL RESTRUCTURING 

In market economics. banks traditionally play a pivotal role in the restructuring process through 
their intimate knowledge of the intricacies of corporate finance. Working with the management, banks 
introduce financial instruments necessar}· to support expenditures compatible with the needs of the 
enterprise. By contrast. under the system of central planning, banks were entirely passive so today they 
lack experience of commercial project appraisal techniques. Perhaps more damaging. the central planning 
mechanism discouraged the development of a banking culture that emphasized working with and assisting 
enterprises. Indeed. enterprises themselves were hardl)- willing to co-operate wiu'l banks. The communist 
part}· command and reporting structure tended to foster a 'cloak and dagger' attitude towards giving and 
sharing information with outside bodies. 

The consequences of previous policies are ,-ividly seen today when Polish enterprises seek 
financial assistance from their banking partners. Instead of becoming actively iD\·olved, many banks and 
financial institutions remain aloof. often unaware of an enterprise's needs and are hence unwilling (and 
unable) to play an active role in addressing real commercial problems. An active role often requires daily 
invoh-ement and certainly continuous review of an enterprise's financial performance during the 
turnaround phase. Regrettabl~-. 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 engaged or tough as an active 
partner would_ With few institutionr, to tum to for assistance, restructuring enterprises are usually forced 
to return to their founding bodies or the State Treasury. Thus, at the critical moment in enterprise 
restructuring when hard decisions have to be made, the role of financial institution$ becomes trivial. 

It is demorali7.ing for managers working in state enterprises to find that the owner, the Polish 
government. is unable to provide any new resources. howe\•er necessary. Paradoxicalll. the same owner 
is also generally known to be keen to sell. but rarely at prices offered by the market for fear of a political 
backlash against selling at a hea\·y 'discount'. With bankers and suppliers apparently conspiring to deprive 
managers of even a basic level of working capital and with no authority to ta1.:e unilateral action to try 
to improve things, managers of state-owned enterprises ha\'e few alternatives other ihan to adopt a 'care 
and maintenance' style of management. 

The passivit~· of banks in the CEE/FSU region has to be tackled both in terms of developing 
efficient capital markets and at the operational level. In Poland, reform has tended to concentrate on the 
capital market. Faced with \'Cl) strong demand for capital from the budgetary sector, the business and 
enterprise sector has been squeu.ed out of credit allocations. The EBRO has devised a programme for 
the country. the Stabili1.ation Restructuring and Privati7.ation Programme {SRP)" designed to fill the 
current ,·oid in the corporate governance of around 180 selected medium ·si7.ed 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 rcco\·el')· prograrrme for each 
enterprise.·••· But the programme can only partially compensate for the structural problems of Polish capital 
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markets_ Howe\·er. by being specifically targeted at the operational 1c,·c1. it should make a major 
contribution towards establishing a healthy flow of funds and ideas between the banking industry and the 
corporate business sector, the sector on which ultimately the budgetary sector is substantially dependent 

The EBRD's SRP programme also is noteworthy as a practical solution to the problem of how to 
simultaneously inject new capital into hea\'ily indebted banks and state-owned enterprises in a way that 
enhances their mutual interdependence yet docs not reintroduce an clement of the 'soft budget' syndrome 
into cithcr's thinking. The SRP programme is not simply cle,·er financial engineering. it also provides 
o\·erall management and direction, business and financial advisory services and spccia~i7..cd training 
programmes in order to raise the standards of management expertise at participating company level and 
to help them reduce their present levels of indebtedness_ In addition, there is a specific commitment to 
achic,·e full printi7..ation of all enterprises participating in the programme within five years_ 

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_•ll Broken off from the National Bani.. of Poland. almost all of 
the newly independent commercial banks inherited large amounts of bad. or questionable, debt and a staff 
unprepared to evaluate a potential customers creditworthiness even in the best of circumstances. Before 
a significant change will take place in the way the sc-etor functions, not only will large amounts of training 
have to take place, most banks will have to undergo some sort of rccapitali7.ation. Only then can the 
banks be expected to make the nccessa1y judgements on calls for new loans within an established, clearly 
defined and enforceable legal and regulatory environment. 

Non-performing loans 

Polish, and most other CEE/FSU banks arc burdened with non-performing loans_ This situation 
is particularly bad for state-owned banks who inherited many bad loans from the break up of the old 
mono-bank when they were established in 1989. The new banks were saddled with debts that could not 
be sen·iced by borrowing firms reeling from Mr. Balcerowicz's 'shock therapy' stabili7.ation programme, 
the credit crunch and the collapse of the CMEA markets. This debt burden - its complexity and sheer 
magnitude - has made it all the more difficult for loan officers, inexperienced in credit and risk analysis, 
to decide which prospective borrowers aJc creditworthy. 

It is estimated that the total amount of 'bad' and 'doubtful' loans in the portfolios of the 14 
state-owned banks in Poland is approximately USS 3 billion. The total capital of the 14 banks is 
approximately USS 2 billion_ As of 31 July 1992, there were 1888 bad loans in the portfolios of the then 
nine state-owned commercial banks, of which 1,229 were less than USS 67,000_ If the three speciali;r.cd 
banks aJe included. the total number of bad or doubtful loans outstanding to the state-owned banking 
sector rises to approximate!) 2,500. 4

'
1 Probably no more than 20 of the loans represent exposure to large, 

politically sensitive enterprises and around I 000 could be considered to be medium si;r.cd_ 

One conscn·ative estimate was that at the end or 1991, bad loans constituted 30 per cent or total 
loans to the business sector.\•· By I July 1993. the National Bank of Poland considered 32 per cent of 
loans to commercial businesses (private and state-owned) to be shaky or in default. These firms were 
absorbing 40 per cent of bank credit which implies that most new lending to state-owned enterprises was 
being directed towards already loss-making firms. most probably for overdue interest capitali;r.ation. It 
also implies that banks felt powerless to institute bankruptcy proceedings using lhc existing legal and 
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rcgulatol}· infrastructure. Stanislaw Gomulka, then an adl'isor to the Minister of Finance, was quoted 
in R:f.CC7.oospolita, in April 1993, as suggesting that probably between 50 and 60 per cent of the business 
sector's cumulative indebtedness is represented by bad debts. Not surprising!~·. as noted in Chapter Two. 
commercial banks arc \'cry reluctant to lend to the state-owned business sector. Thus, allocations of credit 
to companies declined by some 14 per i:cnt in real terms from 1991 lo 1992 . 

To deal with this damaging situatiou, the Polish government is pursuing a policy of encouraging 
banks to make full provision against their bad debts, and of restructuring and recapitali7.ing the banks. 
In response to the evident need to establish work-out procedures for bad loans, the government passed 
a new banking act, the Law on Financial Restructuring of Enterprises and Ban-:...s of March 1993. The Act 
created a framework for the disposal and trading of bad debt and included a new loan classification 
system. Under the new guidelines, banks are required to establish a work-out department and to place 
within such department's responsibility the bad loan portfolio of the bank. Special management teams 
have been designated to run a.,d monitor these portfolios. Management performance is being helped by 
a World Bank sponsored 'twinning 'arrangement under which seven of the state banks are twinned with 
different Western banks. These Western banks provide managerial expertise for a fee but do not bear 
asset risk. 

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

A key aspect of the bank restructuring programme then is the way in which it fits in with and is 
contingent on wider industrial restructuring initiatives. Another important component is the 
rccapitali7.ation of the banks. The government is seeking to achieve this by injecting government bonds 
into the balance sheets of the banks in return for additional equity with the support of the IBRD and other 
!Fis. Part of the US$ 500 million lBRD Stabili7.ation 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 ha,·e 
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 debts at a deep discount. A major weakness of the proposed debt work-out and conciliation 
procedures, howe,·cr, is that no new funds will be released to the already capital starved state-owned 
enterprises. Various programmes arc being introduced under the auspices of the lfls to mitigate this 
situation. 

The intention of the authorities in providing vef)· strong incentives to banks to establish effccti,·e 
debt work-out procedures is to persuade the banks to take an active interest in the commercial viability 
of their debtors. Unfortunately, there is a danger that inexperienced but over 7.Calous bank officers may 
drive already enfeebled firms into bankruptcy or to cut too deeply into the retained earnings required to 
finance new investment and growth. Alternatively, if the banks remain passive, enterprises will continue 
to tf)· to borrow to sun·i,·e and this will eventually lead to another banking crisis. Clearly, the ideal 
solution is a careful case-by-case approach based on a well developed recovery plan. with strict 
conditionalil)· and a strictly enforced budget constraint. 
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In common with the task of creating an appropriate fully functioning legal and regulatory 
infrastructure for a market cconom}". the major constraint on cleaning up bad loan portfolios is the lack 
of rcle\'ant expertise in the banking sector in organi7ing and enforcing rigorous debt work-out regimes. 
A crcati\'c approach to dc\'cloping this capaci~· at a practical operational level is the EBRD's Stabili7.ation 
Restructuring and Privati7.ation programme mentioned abo\'e. 

Lack of capitalization 

Polish banks are generally considered to be undercapitali7.ed. For example, the combined capital 
of the seven largest Polish banks in 1992 amounted to around USS 1.5 billion which was less than that 
of the Bank of Scotland. the United Kingdom's eighth largest bank at USS I. 7 billion. The total capital 
in the Polish banking system as of May 1993 was somewhere between USS 2-3.5 billionY By law, 
Polish banks are 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 - ca.-i make to any one borrower is 
USS 60 million. While a prudent lender might not wish to expose themselves beyond this level in any 
event, it means that no Polish bank has the financial capacity to enter into large projects except on a 
syndication basis. Even then, foreign bank participation would most likely still be necessary. 

For example. when the British company Pilkington pie. was seeking finance to fund its investment 
in a float glass facto~· in Sandomierz in 1993, the loan of USS 106.5 million was syndicated by the Polish 
Development Bank with the EBRD and the IFC as well as with Polish banks. The latter took 30 per cent 
of the loan. While this is one of the largest private investments in Poland to date, hopefully it will soon 
not be exceptional. Without more capital Polish banks will remain restricted in their ability to contribute 
significantly to economic expansion. Henryk Sobkowiak, Vice President of the Komercyjny Bank 
Posnania has suggested that at least USS 6 billion in new cash is required to capitalise Poland's bank to 
world standards.~2• The situation appears to be getting worse. The National Bank of Poland reported that 
net funds available in all Polish banks had declined by a staggering 67 per cent between December 1992 
and the end of June l 993 and bank profitat-ility had declined on average by almost 30 percentage points 
in real terms between June 1992 and June 1993. 

Although Polish banks arc mostly undercapitali7.ed, this is currently not causing a restriction in 
the supply of credit to businesses. High interest rates - in the range 45 to 55 per cent per annum and 
higher (with inflation at 36 per cent per annum) - arc discouraging borrowers except for short-tcnn trade 
finance. As noted above, many large state-owned enterprises are illiquid, arc not servicing their existing 
debts and face nonexistent demand. The more dynamic private sector is reluctant to borrow for 
investment purposes given the uncertain demand situation and high interest rates. With Treasury bonds 
carrying 7.cro risk and nominal yields of 36 per cent to 52 per cent (in 1992) banks arc not surprisingly 
more attracted to government paper than the much higher risks (with similar nominal yields) attached to 
lending to enterprises. Banks arc therefore investing mostly in government securities. 

Credit and ri~k management 

Another feature of the Polish banking system that is inhibiting proper dc,·elopment of the financial 
services sector arc its credit and risk management policies. Generally banks arc quite conserntive when 
deciding how much of an asset's value can be used as collateral against a loan. On the other hand when 
it comes to assigning lending limits to managers; or the minimum amount of financial information that 
is required from a prospective borrower, they seem to be rather lax. Because there is a lack of 
information concerning either the financial position or creditworthiness of enterprises and owners there 
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is a tendency to rely heavily on past experience. While the charactC!: of a borrower is one of the fh·e C's 
of sound lending practice - it gives an indication of willingness to repay a debt - capabili~·. collateral. 
capaci~· and condition of the business are also important. 

The risk-aversion of Polish banks is understandable given their own balance sheet weakness and 
debt portfolio problems. A contributor)· factor is undoubtedly the present lack of adequate collateral 
security laws. There have recently been some welcomed mo,·es towards cash flow-based lending. in 
particular to projects to develop Poland's antiquated telecommunications infrastructure. Probably the 
involvement of prestigious foreign partners such as Siemens. Alcatel and A T & T in these projects has 
weakened the traditional risk 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 seriously inhibiting the expansion of 
credit In industriali7.cd economies a charge over real estate is sometimes used as secondary collateral 
in the purchase of machinery and equipment. It can also be used as collateral to secure short term 
operating lines of credit. This is often much cheaper than securing credit against inventol)- and accounts 
receivable. In Poland, the continued uncertainl}· over property rights usuall}· precludes the use of propcrt}· 
as collateral. This is particularly damaging for small and medium-si7.cd private enterprises 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 C.zech and Hungarian governments have 
introduced legislation to limit compensation. In Poland, it is virtually impossible to identi(y such hidden 
property rights through a search of title b~cause of the chaotic state of the property registration system. 

An essential part of the legal system relating to properl}· rights is the procedure for registering a 
'pledge', or the assignment of a right in a certain asset. In Poland, there are two types of pledges: a 
possession pledge and a bank pledge. In the first case, the creditor cannot gain possession of the asset 
in the event of a loan default without formal transfer of ownership which implies the debtor's co­
operation. The second type of pledge, as the name implies, can only be taken by banks. This means that 
firms arc unable to enter into loan arrangements amongst themseh·es thus preventing credit expansion. 
While this rest:-iction may have been justified in the case of state-owned enterprises in order to prevent 
uncontrolled intcrfirm credit expansion in the absence of a hard budgetal)· constraint, it is clearly an 
unjustified restriction on credit expansion in the case of private enterprises subject to market discipline. 

Another problem with pledges in general. is the lack of a mechanism for registering an interest 
in a particular asset that is accessible to anyone else contemplating taking a pledge on a given asset The 
opportunity for pledging the same asset several times, and thus the potential for fraud. is considerable. 
This undoubtedly deters the granting of credit by banks. It is also extremely difficult for a lender to 
secure a floating charge against property acquired in the future, that is receivables and im·entory. What 
lending is done on this basis is lent on the overall reputation of the finn which naturally tends to exclude 
new and smaller firms. 

Enforcement in the event of a default is time consuming and cxpensi\'e. Invariably judicial action 
is required and court tiling fees amount to as much as lO per cent of the value of the asset involved. 
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With so many uncertainties attached to propc~· rights in Poland. it is hardly surprising that banks 
arc reluctant to become im·oh·ed in taking action in the event of default. Lenders arc sometimes accused 
of excessive passivity. but gi,·en the state of Polish legal infrastructure and the scarci~· of professional 
banking expertise such inactivity may be rational. More importantly. these uncertaintir.s act as powerful 
deterrents to lending in the first place. 

THE ROLE OF INDUSTRIAL POLICY IN POLAND 

A modem industrial economy needs the state as an active participant in defining the main goals 
and priorities of industrial development. A national industrial policy is required to guide the processes 
of effective integration of the CEE/FSU economies into the global economy. The general population also 
needs to be convinced of the nlidit}· of the strategy being adopted to raise industrial efficiency to world 
standards. Clearly, strategy needs to face Janus-like in two directions, inward to the domestic population 
and outward to current and potential foreign investors including. of course, the international 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 
investment will cease. Government inten·ention is also necessary to deal with the various constraints on 
the efficient mobilization of the factors of production caused by domestic institutional rigidities and 
foreign trade relations. 

During the 1990-92 period, Polish government policy concentrated on the macroeconomic 
stabilization programme. Industrial policy and the imµlcmentation of industrial restructuring was left 
largely in abeyance. It was assumed that change in prices and ,·igorous pursuit of pri,·atization would 
bring about necessary adjustments in industrial enterprise. It is now a matter of history that no major 
state-owned enterprise went into liquidation, yet industrial production dropped by 35 per cent between 
1989 and 1991 with particularly large declines recorded in light industry (46 per cent), electrical and 
electronic engineering (42 per cent) and metallurg}· (38 per cent). 

In Poland, debate over the role of industrial poliC}· has tended to concentrate on policy 
instruments, in particular, privati1.4ttion, while definition of a coherent industrial strategy has been ignored. 
Two senior officials of the Industrial Development Agency, an autonomous agency of the Ministry of 
Industry and Trade charged with implementing Polish industrial policy, ha,·e recently gone on record with 
a highly critical review of Polish industrial poliC}· development since I 989. Their review forcefully puts 
forward the argument that industrial poliC}· should provide the framework for privati1.ation and 
restructuring and not the other way round. The whole printi1.ation and restructuring process in Poland 
is critici7.ed for being "at a juncture of different systems and \'alues. with stop/go policies and without any 
clear definition of objectives, means and institutional set-ups".)' They assert that macroeconomic 
adjustment has not been made compatible with microcccnomic adjustment at enterprise level. The review 
suggests that a more balanced approach to industrial policy would give equal weight to top-down and 
bottom-up techniques of industrial restructuring. Such a balanced industrial poliC}· should encompass: 

the degree of government incenti,·es, subsidies and protection which may be expected by 
an enterprise being restructured or privati7.ed: 

a definition of acceptable levels of layoffs; 

• a government-stated view on the strategic importance of any industry or individual 
enterprise; 

• 
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a statement on government plans for merging similar state-owned enterprises; 

• a clear statement of who is in charge and has the power to carry out the needed 
restructuring; 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 limitations of the state burcaucncy 
to execute a coherent strategy. Further, it is claimed that the privatization and industrial RStructuring 
programme has so far f ailcd to define any selection criteria for targeted enterprises. Rather, enterprises 
appear to have been selected by chance or on the initiative of the mmagement of the enterprises involved 
giving the impression that the privati7Jltion process is not controlled by the government. 

This situation is not encouraging for advocales of a carefully mmaged approach to industrial 
restructuring. The institutional structure crcatcd in 1990 to supervise Polish policy formulation mad 
execution on paper looked convincing. A new ministry was formed to take overall charge of mattas 
relating to privatization, the Ministty of Privatization (MOP). while the Ministry of Industry md Trade 
was assigned responsibility for advancing restructuring plans with two executive agencies to implement 
the plans. The first, the lnd••.strial Development Agency (IDA), has responsibility for promoting and 
participating in major systemic reforms including technical ISSistance md training to facilitate the 
adjustment of enterprises to a market economy, for helping fmmce ~tructuring and transforming 
enterprises through liquidation. and providing guarantees for domestic and fomgn credits specifically 
targeted at enterprises tmdcrtaking restructuring exercises.~ The second agency. the Polish Development 
Bank, offers partnership and loan syndication capacity to other bmks 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.u In practice the responsibilities and ftmctions 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 precise legislation to facilitate the process of transformation and change". M-

THE COMPETITION TO CONTROL INDUSTRIAL POLICY IN POLAND 

While the 'no policy is 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 pubhshed Guidelines of Economic and Social Policy. in 1992. It proposed developing sectoral 
priorities and diff ercntiating intervention instruments according to the liquidity situation and growth 
potential of enterprises. 

The Ministry of Industry and Trade has continued to try to assen the link between industrial 
restructuring and privatization in its various policy pronouncements and through the operations of its 
associated institutions: the Industrial Development AgenC}· and the Polish Development Bank. The 
Ministry of Foreign Economic Relations is still trying to establish an effective export credit insurance and 
cxpon promotion organi1.ation but has bee.1 unable to obtain the necessary funding. The Ministry of 
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Printi:1.at,on. howe,·cr. has continued to dominate political debate as the mass printi:r.ation bill continued 
its slow progress through the Scjm and Senate and. on the ground. where enterprises have been 
successfully pri,·ati7.Cd and restructured within a framework negotiated b~- the MOP. 

In the summer of 1993. the Minis~· of Industry and Trade proposed an intcn-cntionist policy to 
correct the rapid depreciation of the capital equipment of Polish indus~·. estimated at 75 per cent. and 
to restore the fall in output of 30 per cent since 1919. The plan classified Polish industry into four 
sectors: strategic~ enterprises producing steel. ships. cement. paper and pulp. and chemicals: higher need: 
and those enterprises which were already competing effectively with forcigr. producers (no enterprises 
were specified). The strategic sector included the military-industrial complex and the fuel md energy 
enterprises necessar)· to protect vital national interests The MinistJ}· sees little chance of the firms in the 
second (hea,1· manufacturing) sector being capable of raising the necessary capital for restructuring 
without government guarantees. The higher need sector included enterprises from the automotive. 
pharmaceutical. food processing, and light industrial sectors. Development of this sector is considered 
neccssaJ)· in order to create a modern economic base. 

The Ministty's industrial restructuring plan thus assumes that certain enterprises cannot count on 
the 'invisible hand of the free market' to guarantee success and others which are 'vital' to the Polish 
economy should not be abandoned despite poor economic performance. However. the MinisU}· also 
proposes that the government should play an active role in the restructuring process by providing lower 
taxes and low-interest credits and guarantees to selected enterprises and sectors. As part of the package 
of proposals, action should be taken to case 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. "'ith stage one. from 1993 to 1994, estimated to cost 40 
trillion zlotych. The source of government 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 Minislly of Labour also has not remained on the side line. The government responded to 
trade union concerns about rising unemployment and the impact of an accelerating (at last) priutization 
programme through the State-Owned Enterprises Pact. This latter piece of legislation covering guarantees 
for employees 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 aftennath of the election as unions test out the will of the new administration to 
maintain a tight budgetary position. Even with a left-of-centre administration in power. the authorities 
must achieve an accommodation with organi7.cd labour that also satisfies the IMF, the World Bank. and 
the Paris and London Clubs. To this end. a clear and explicit industrial policy would seem to be 
necessary in order to provide a framework for efficient restructuring at enterprise 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 budgeUU)· 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 f undable mdustrial policy is that a high level agency is 
required, presumably under the prime minister's office, to bring together the four key players in industrial 
restructuring. namely the Ministries of Finance. lndustJ)·, Labour and Privati7.ation in order to resoh·e the 
difficult tradeoffs. The current tendency towards publi!•hing 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 pofa:y is not surprising 
since it reflects deeper and more fundamental structural problems of a basically unreformed Polish civil 
sen-ice. Indeed. some even argue that the Treasury itself is incapable of effective execution of economic 
policy. that too much reliance is placed on a very small group of senior economic •h·iscrs. while 
implementation is left to an executive still structured .ccording to the logic of the old central planning 
mechanism. 

EBRD Stabi/ivltion Restructuring and Privativition ProgratlrlM 

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 to as 'stabilization' and longer-term 'recapitalization and reconstruction' work. 
Stabilization involves a re/ative(v 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 unlike(v 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 SOE's 
indebtedness is reduced: and 

New capilalizatwn is provided for the Polish hanks participating in the 
SRP programme. 

A management company 1s being established to provide overall management of 
the 12 joint ventures to he created with each of the 12 participating hanks and EHRD 
Polska. Effective control of each enterprrse part1c1pa1mg m the SRP programme wi'l he 
vested in one of the Joint venture.'i. An enterpri.'ie will on~v he adm11ted to the SRP 
programme when a proper due-dtlrgence evaluation has been completed and 11 has been 
demonstrated that 11 conforms to basic minimum criteria of economic Viahi/11y. All 
enterprise.'i must under~o .'ialisfactory concilia11on r.e~ot1ations on debt reduction with 
their credllors prior to ;ommg the SRP. 
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It 1s foreseen that the typical jinns in the SRP programme w:lll on mrerage h;n-e 
a turnowr of l/SS IO mil/ton and mdehtedness of lfSS /0 mil Iron (l/SS 5 million due to 
the gol'ernment. l!SS J million due to hanks and l!SS 2 m1ll1on outstanding to suppliers). 
It 1s erpected that the outcome of conciliation negotiatwns 'IA"ill he a write-doM·n of 
oul.ttandmg enterpriu debt to. on m.'f!rage. l!SS 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 m the success of th<! 
turnaround of the enterprises in whic:lr they have an interest. To this end, the lead bant 
in each case wili retain a direct banarlc/ient relationship. Advisers lo the SRP will assist 
the hanks in developing an actiW and broad-based i1J110lvntent with enterprise 
management thus breaking the vicious circle of bank passi'\'il}• and enterprise helplessness 
in the face of economic turbulena. Above all else. the emphasis in the SRP programme 
is on bringing quick relief to enterprises and banks drifting in a sea of debt. w·ith 
privati::ation of enterprises as commercial{v viable entities as a realistic medium term 
aim. 

It is planned that the SRP programme will provide new· debt and equity financing 
of up to USS 480 million split between USS 200 million of redeemable equity. USS UO 
million of debt and USS 40 million of grant funds to assist with turning around of 
approximate{v 180 enterprises. From the EBRD's contribution of USS 240 million. the 
12 parllcipating banks will receive USS 80 million of new capitalization and USS 160 
million will be invested directly in the 12 joint ventures set up with the banb to manage 
the participating enterprises. In exchange for new capital. the banb 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 USS 160 million 
in loans. The Polish Treasury will subscribe the remaining 20 per cent of the joint 
ventures' redeemable equity and t1·ill transfer its shareholding in the enterprises into the 
Joint ventures in exchange for JOO per cent of the ordinary share capital. PHARE M·ill 
contribute USS 80 million to cover the Treasury's conlrlbution to the costs of the 
exercise. The SRP programme's junding structure is described in D:agra.rn I. 
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Chapter 4 
Privatization and Industrial Restructuring 

INTRODUCTION 

In an area in which the vast majority of the economic base was state-owned. a major policy· 
instrument of transformation and restructuring is the pri\·ati7.ation of ownership. Industrial 
restructuring accompanied by privatization allows management and labour to redefine an enterprise's 
future focus and identify the steps needed to create an organi7.ation capable of competing and 
ma.,imizing corporate performance. As part of the o\·erall restructuring process. pri\·atiz.ation can be 
a powerful catalyst that forces an enterprise to improve performance in such essential areas as cost 
management. design. quality control. logistics and marketing.F 

The priuti7.ation of land, housing and enterprises has been chosen as the prim~· means for 
introducing irre,·ersible structural change and dynamism into the economies of the CEE region. 
Privatiz.ation has been chosen as the prim~· policy· instrument in the tran~formation process by most 
of the countries of the FSU. But to date, the achie\·ements have been rather limited in almost every 
CEE country. While success has been widespread in the pri,·ati7.ation of housing and agricultural land. 
selling enterprises representing as much as 90 per cent of the economy to a underde\'eloped private 
sector. wiih limited savings and borrowing capacity, where capital markets are nonexistent, and where 
reliable valuations of state assets up for sale are absent, has pro\·ed 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.~" These 
issues included: 

• Reprivatisation. A very sensitive issue across the entire Central and 
East European region, it has yet to be (\ealt with in Poland The 
question of the extent of restitution in-kind has not been answered. 

• Decentrali7.ation. The Polish go\·ernment remains determined to 
implement its pri,·ati7.ation strategy through a decentrali7.ed system. 
The Ministry of Priuti1.ation (MOP) has a series of offices 
throughout the country and a good deal of pri\'ati7.ation is handled at 
the regional and municipal level. 

• Mass pri\'a!i7.ation. There was a serious lack of consensus in the 
country o\·er the type of distributional pri,·ati7.ation that should be 
implemented which delayed the passing of the Mass Pri,·ati1.ation 
Programme for two years. 

• Lack of foreign investment. Poland lagged behind both Hungary and 
the former CSFR in attracting foreign direct in\·estment. 

Most of the barriers to privati7.ation in Poland also confront the other countries of the region 
This raises the question as to whclher privati1.ation is essential and unavoidable. One argument is to 
point out that no modern market economy has a dominant state-owned sector It is inferred from this 
rather crude observation that. at the \'el)· least. radical downsi1.ing of state im·estment in the enterprise 
sector is necessary. 

But. as stressed, resources arc limited in the region. No CEEIFSU country, with the excep1ion 
of the special case of the old GDR and Germany. actually has the resources to pri,·ati7.c much of the 
state-owned sector in the medium term. There is also little e\idence that official or private capital 
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stntcgy should be fonnull!ted on the assumption that the state sector will be an important part of any 
CEE/FSU economy for some time to come. And. as one obsen·cr of the process argues. printi7.ation 
puts the 'cart before the horse' in so far as the authorities attempt to enlarge the private sector before 
the institutional mfrastructurc nccessllr)· to support it is in place."° 

HOW FAST TO PRIVATIZE? 

If the ultimate goal of the transformation of the economies of the region from command to 
market based. is not merely to engineer a change in ownership. but to increase flexibility. efficiency, 
and competitiveness. the question arises whether the speed of privatiT.ation is really important. If the 
underlying institutional framework creates a competitive environment. neither the degree. nor speed 
with which privati7.ation takes place may be r.ritical. Anti-monopoly legislation and the opening of 
trade can encourage the development of competitiveness. If the free cntr)· and exit (effective 
bankruptcy legislation) of firms is permitted, then a competitive en,·ironment can be established even 
if some large enterprises remain in state hands in the near term. What is most important is to ensure 
that public monopolies are not simply replaced by private ones. 

A major problem with this argument in the CEE/FSU region. however. is the speed with which 
it takes to create the necessary institutional framework for competition to be established and soft 
budget constraints to be hardened and what measures to take in the mean time. Since these economies 
arc in such a fragile state, and the support for continued reformed is tenuous, the consequences of 
mass closures of inefficient enterprises (free exit) cannot be absorbed economically or politically. 
Many enterprises will have to be kept afloat, even if they are Joss makers. Others will need to be 
made efficient even if they stay in state hands. 

The gradualist argument then is to develop the private and the state-owned sectors in parallel 
while investing heavily in developing the legal and regulatory infrastructure in order to ensure the 
evolution of a competitive market structure. This strategy prevents the state being tempted to support 
losers. for rigorous enforcement of bankruptcy procedures would make sure that no enterprise, 
regardless of who owns it, faces a soft bud3et constraint.~' Certainly general enforcement of 
bankruptcy laws would deal with the rather strange argument in favour of priuti7.ation. namely. that 
privati7.ation by creating a decisive break in the government's stake in an enterprise makes Stire that 
a one time debt write-off really is just that Quite why the government's role as lender of last resort 
precludes disposing of surplus capacity is rarely explained.67 Indeed it could be argued that the state 
is more likely to include safety net provisions during downsizing operations than a private owner 

WHEN TO RESTRUCTURE? 

There has been a great deal of argument over the appropriate sequence of restructuring and 
privati7.ation: should an enterprise be restructured prior to privati7.ation by the government, or after 
privati7.ation by the new owners? Once again, in the CEEIFSU region there arc no clear answers. 
There arc very valid arguments for both. First as noted above, because of the political and economic 
fragility of these countries, many enterprises will have lo be kept afloat either until buyers can be 
found, or until the resulting unemployment can be absorbed. In these cases, restructuring should take 
place if the enterprise can be made viable. Because of the degree of integration of many CEE/FSU 
enterprises some restructuring may be required in order to find a buyer. The enrcrprise may need to 
be broken down into more rational product groups and manageable si,.cs This will the case whether 
the buyer is domestic or foreign. In one case. the buyer of a Hungarian finn agreed with the State 
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Propcrt:y Agency (SPA) - the bod~ charged with o\·crsccing the pnvatization proccs& in Hungary - to 
sell off certain parts of the enterprise it was buying and split the proceeds with them Financial 
restructuring by way of a debt write-off may also be required to make the cntcrpaisc saleable to either 
a foreign or domestic buyer. 

While such restructuring prior to privatization may be critical in some cases. the risk is run 
that precious resources may be wasted in the case of technical restructuring - that is. the restructuring 
of physical assets. technologies. production processes. and organiz.ational structures. For example, one 
bottling facility in the C7.cch Republic received new inv·estment in a refrigeration system just prior to 
beginning the privatiz.ation process. The new system was a considerable expense and the enterprise 
wanted it to be reflected in its valuation. Western bottlers, however, had no use for the system since 
they purify water prior to bottling and thus do not need to refrigerate. 

Another argument for privatiz.ation first. stresses that the market should decide which 
enterprises arc most suitable for acquisition by interested parties. Unfortunately. markets for existing 
businesses arc far from perfect in the CEE/FSU region: there is invariably a paucity of reliable and 
f rcely av-ailablc information about the enterprises being sold. As noted, often there are also 
uncertainties about ownership and the impact of national competition policies. Potential purchasers 
are limited in number and there is scope for collusion between buyers and existing management. 

Privatiz.ation is both a political as well as an economic process~ property rights arc transferred 
from the public to the private domain. One of the common features of politics across the region has 
been the rising popular disquiet about growing wealth differentials and corruption. The egalitarian 
ethic is perhaps the 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. It is therefore important that the process should be transparent 
otherwise public opinion may become very hostile and allegations of corruption will begin to surface 
making privati1.ation politically unsustainable. 

Thus, in the CEE/FSU region, the approach to restructuring and privati1.ation must be 
pragmatic and the two must proceed simultaneously. The issue of sequencing, is not one the region 
has time ponder. But. before scarce resources arc <"Ommitted to restructuring a specific enterprise, 
careful examination of the market and state-of-art technology must be made together with 
consideration of who the future owners arc likely to be. In many cases, however, there may c\·en be 
a need to v·et prospccti,·c buyers to ensure that the privati7.cd enterprises will have a proper chance 
of survi,·al. 

The end goal is clear: to create an organi7.ation that uses its assets efficiently and is capable 
of competing effectively in an open market economy. By defining and addressing critical needs of 
an enterprise operating in a competitive market, restructured and pri,·ati1..cd enterprises emerge as lean 
and focused entities whose management and labour arc aware of the organi1.ation's strengths. 
weaknesses. threats and opponunitics. At the end of a successful combined exercise. enterprises 
possess a rcali:1.ablc market value because they arc now businesses capable of adding value across the 
range of their activities attracting a sustainable and predictable revenue stream. It is "lso in the 
government's interests to be able to off er potential domestic or foreign investor.> an enterprise that has 
already been restructured or is in the process of becoming so. for selling an enterprise as a competitive 
going concern is easier and quicker to accomplish than if it were burdened with debt and collapsing. 

Some of the sharpest criticism of the privati:1.ation process in the CEE and FSU countries 
stems from the lack of a coherent policy towards the large group of enterprises that arc losing money 
and need restructuring assistance prior to their priuti1.ation. Al,hough profitable enterprises arc likely 
to receive plenty of mtcrcst from investors which will benefit the state treasury. the sc\·cral thousand 
marginal firms still accumulating debts pose a serious danger to the banking system and the state 
budget of the economics in transition. ffongar)·'s introduction of a bankruptcy law that allows 

• 
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creditors the option of forcing firms into receivership if payments arc not rccei\·ed within 90 days is 
one approach to this problem. but it ignores the likely explosi\·e socioeconomic situation that will be 
created if enterprises in any large numbers arc allowed to go under. 

In Romania. the mass privati7.ation programme has assistance to the weakest enterprises built 
into it. Thirl)· 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 priutizing I 0 
per cent of its assets per year. Profits from these annual sales are to be used to finance the 
restructuring of the remaining unsold enterprises in order to improve their market attractiveness. There 
is an inherent danger in the Romanian programme that political pressure builds and encourages the 
conversion of public monopolies into private ones, or the unnecessary discounting of top-ranked 
enterprises. Meanwhile, weaker firms may be inclined to wait in line for cash injections without 
making any effort to restructure themselves. As usual with other reform measures in the CEE/FSU 
region. the Romanian scheme looks logical from a static perspective, but in the dynamic real world 
of collapsing entt"rprises and rising unemployment, it is plagued with sequencing problems. 

Privatization in Poland 

While each country of the region is choosing difTcrent specific methods, and have proceeded 
at different paces, all arc attempting some sort of privati7.ation of housing and land, privatiution of 
small establishments via auction and often leasing schemes, a mass scheme to transfer the ownership 
of the bulk of medium-si7.ed enterprises to the adult citi7.enry, and a case-by-case approach to the 
sell-off of large aid strategic enterprises. 

For Polish state-owned enterprises. privatiution entails following one of three alternative 
routes: liquidation, capitali7.ation, or restructuring. In the future there will be a fourth route: the mass 
privati7.ation programme. 

Of the 8,441 state-owned enterprises registered in 1990, 2,385 or 28 per cent had been 
included in the privatization process up to IS October 1993.~J A total of92 enterprises had undergone 
capital privati:1.ation involving over 115.000 workers, with employment guarantees provided of between 
18-36 months. The State Treasury earned over USS 200 million from the 42 enterprises privatized 
to 15 October 1993. Some 852 small- and mcdium-si:1.cd enterprises have been privati7.ed as going 
concerns: 117 by trade sale. 39 as joint ventures with a foreign and/or domestic partners. and 633 
enterprises arc leased to employees or management and employ 220,000 people. Sixty-three 
enterprises have involved a combination of methods. Jn addition, 1,013 small- and medium-si7.ed state 
enterprises have been declared bankrupt and their assets sold. The remainder of enterprises are in the 
process of being privati7.cd and as such arc super\'iscd by the Ministry of Privati7.ation on behalf of 
the State Treasur:y. 

PRIVATIZATION THROUGH LIQUIDATION 

Of all the methods of privati:1.ation available, the most successful so far, in Poland as well as 
elsewhere. have been schemes involving small scale establishments in the manufacturing. retail, 
trading. transport and construction sectors. Often supervised by municipalities, these programmes were 
targeted primarily at the existing employees of small- and mcdium-si7.cd firms. As of March 31 1993. 
I(,(, I Polish enterprises had chosen the liquidation route: 50 I from the construction sector, 490 from 
manufacturing, 260 from the agribusiness sector and 193 trade organizations. 

The liquidation process as defined in the State Enterprise Act is subdivided into two options, 
covered by Article 37 and Article 19. Under Article 37, an enterprise can be liquidated as a legal 
entity in one of three ways: through a trade sale of assets: through the contribution of assets and 
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liabilities to a joint venture with a domestic or foreign partner~ and via the sale of assets and liabilities 
to a new firm establishcc:i by management and employees (buy-out). Of the three options, the sale of 
assets and liabilities to a new firm has been the most popular route to privati1.ation under Article 37: 
im.·01,·ing 80 per cent of the 750 state enterprises liquidated under Article 37. Throughout the t>rocess 
of liquidation and reconstitution as a private firm, an enterprise's founding body, the Anti-Monopoly 
Office. and finally the Ministry of Privati1.ation. all play an active role with each ha,·ing the right to 
raise objections or veto the proposal. Since any new entity assumes old liabilities, creditors, mainly 
banks. also need to give their approval. 

As of March 1993, 911 Polish enterprises had chosen the route to privatization defined under 
Article 19, sometimes refened to as 'true liquidation'. Under this option, state assets of enterprises 
that arc no longer viable arc sold off to the private sector. By contrast with Article 37 privatizations. 
liabilities arc not taken over by the firm purchasing the assets. The process is initiated by an 
application from the firm's founding body or its management and workers council. An evaluation 
of the enterprise is then carried out by a committee of experts which is reviewed by the founding body 
and representatives of creditor banks. If the proposed liquidation is accepted, a liquidator is hired to 
sell off assets and divide the proceeds among creditors. One of the weaknesses of Article 19 
procedures is that it is quite easy for an enterprise's management to defer payments to banks, use 
available cash for wage increases, and strip assets between the time liquidation procedures commence 
and the arrival of a liquidator. There have been a number of cases where enterprise managements 
have acted irresponsibly by a;;cumulating additional debts before final liquidation. 

THE POLITICAL BACKLASH 

In Poland, as elsewhere in CEE, the progressive ceding of control of many small- or medium-siz..ed 
state-owned enterprises to their existing management has given rise to some criticism. So-called 
spontaneous privati7.ation has most commonly been initiated by the 'nomenklatura' - the socioeconomic 
and political grouping of former senior communist party officials and bureaucrats who managed to 
capitalise their waning power and connections to obtain advantages from the new market economy. 
This acquisition of new privileges by members of the old regime is deeply resented by much of the 
population but it is a feature of most societies undergoing peaceful transition from one regime to 
another. The old establishment uses its inside knowledge of the whereabouts and value of state assets 
to select the best state property and transfer ownership to itself usually within the law. In the CEE, 
there also has been a considerable amount of luck involved, of happening lo work for a profitable or 
potentially profitable l.~terprisc that suddenly b.:comes available for private purchase. There has 
probably been less resentment about the privatization of businesses than about some of the murkier 
aspects of property ownership transfers. The very obscurity of property titles in many parts of the 
CEE region has sometimes encouraged a voracious 'looting mentality' amongst the nomcnklatur.a. 

Some commentators argue that transferring ownership of mostly small state-owned enterprises 
to members of the old regime buys off their opposition. Some members of the nomcnklatura arc 
undoubtedly still very wealthy and this process of spontaneous privati7.ation should, it is argued, 
encourage them to mobili7.c their wealth for productive purposes. In a capital starved economy such 
as Poland, it is argued, no one can afford to be squeamish about the origins of the capital that is 
availablc.M However any short term benefits may be outweighed by longer term social, political and 
economic costs, in particular, the perceived injustice of this transfer of economic power to a 
discredited leadership. This returns the argument back to the importance of establishing effective legal 
and rcgula~ory infrastructure to prevent abuse of power and connections and the issue of sequencing 
reforms correctly. 
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THE ROLE OF SECTORAL STUDIES 

An increasing number of pri\'ati7.ations of large state-owned enterprises in Poland arc the 
outcome of 36 detailed industrial sector studies originally commissioned during the Bielecki 
administration in 1991. The Ministry of Industry and Trade and the Minis~· of Privati7.ation 
sponsored the review of 36 different industrial sectors. in order to assess the relative strengths and 
weaknesses of large enterprises in the domestic and foreign markets prior to considering privati7.ation. 
This programme, basically an exercise in stock taking of the state's portfolio of enterprises. is 
sometimes misleadingly referred to as 'sectoral privati7.ation'. It has come under a lot of criticism 
since it was slow to come to fruition and has involved a number of high profile foreign consultancy 
firms.~5' 

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

Jn the confectionery sectoral study, for example, twelve enterprises were reviewed, only five 
expressed a desire to continue privati7.ation under the auspices of the management consulting firm 
engaged by the Ministry of Privati7.ation to advise on privatizing the sector. The remaining firms 
either chose not to change their ownership status or opted to pursue privatization through their own 
means. In the case of industrial gases sector, the original state-owned enterprise, Polgv., was split up 
into seven companies, four companies have each been bought by different foreign investors - AGA 
of Norway, BOC of ;he United Kingdom, Liquid Carbonic of the USA and Linde of Germany, while 
three have opted to ~.e privati7.cd through management buy-outs. 

In the case of the cement industry, two West European cement manufacturers have taken 
stakes in three Polish plants but because the technology is often obsolete and in breach of EC 
environmental protection standards foreign buyers arc cautious and prices paid so far have been quite 
modest. Of the remaining sixteen, seven enterprises arc covered by the Mass Privati7.ation 
Programme. 

CAPITAL PRIVATIZATION 

As of March 1993, capital privati7.ation had been adopted by nearly 500 enterprises, including 
411 enterprises from the manufacturing sector and 64 from the construction sector. The approach 
allows several options to be pursued including: flo• · · "O by public share offering, a management 
buy-out or direct sale to, for example, a f,.. ... ; . •· •a''~; lr. As in other cases, the enterprise 
management and the workers councils have t "nrn·r..·' initiate the process by applying to the 
founding body for privati7.ation Once the c i .:: <M, ... ir method and valuation of the enterprise has 
been approved, a joint-stock comnany owne<. · ;~,<' casury is created. The workers council is then 
dissolved and a supervisory boari -; appointed: "' .<ers have the right to select one-third of the board 
members. The new Stale Trea~"':· joint-stock company then has two years in which to privati7.C 
according to one of the three methods described above. The time limit is designed to prevent the state 
from once again becoming the de facto owner. When a sale has been agreed, employees arc entitled 
to purchase up to 20 per cent of the shares of the new private company on preferential tcnns. 

Of the possible methods of capital privati7.ation. direct sale to mainly foreign investors has 
emerged as 'he most popular option. Sales arc required by law to be open to competitive bidding. It 
is at this juncture that the sectoral studies commissioned by the Ministry of Privati7.ation have proved 
\·cry useful for identifying potential investors and infonning the negotiating team from the Ministry 
dealing with interested investors. The commitment to open competition and active and informed 
promotion of investment opponunitics is generally believed to have stimulated greater interest from 
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foreign im·estors. lcd to a higher final sales price and better prospccti\·e in\·cstmcnt commitments than 
would hne been the case if enterprises had simply been put up for sale. 

PRIVATIZATION BY MANAGEMENT CONTRACT 

An option to privatif.c through restructuring has recently been added to the already 
well-established routes via liquidation and capitalization. Under the new programme. management 
teams control the restructuring and privati7.ation process. A tendering procedure is organi7.ed for each 
company participating in the programme whereby management groups arc invited to submit bids for 
the contract to manage each company. Each bid has to reflect each management groups's estimate 
of the value of the firm along with a viable restructuring plan. The team submitting the best proposal 
is then awarded a management contract by the Ministry of Priuti7.ation which then assigns 
responsibility for implementing the restructuring plan and privatizing the company. Two management 
groups have so far been selected by the Ministry to launch the programme to encompass fifteen 
enterprises. 

CAPITAL MANAGEMENT PRIVATIZATION 

A final variant of capital privati7.ation that has been developed most recently is what is 
referred to as capital-management privati7.ation. The approach is an attempt to plug the funding and 
management gap so apparent in many privati7.ation efforts. The Stabili7.ation Restructuring and 
Privati7.ation (SRP) programme developed by the EBRO and described in Chapter Three has a similar 
pufJ>Ose. Basically capital-management privatiution is designed by investment fund management 
teams to inject capital and a new ownership and operational structure into capital starved enterprises 
that arc poter.tially viable. The investment fund takes on the risk of co-ownership by taking an equity 
stake in the cnlcrprisc being privatized but within a predetermined time hori7..0n, usually between five 
and seven years. At the end of that period the investment fund(s) plan to liquidate their investment 
and reali7.c any capital gain. The SRP programme is more ambitious than the simple 
capital-management privati7.ation scheme since it is also designed to assist banks manage their debt 
work-out regimes and conciliate with heavily indebted state enterprises. 

The major difference between capital-management privati7.ation and other fonns of capital 
privatization is that the company and its management team has the opportunity to maintain its identity 
and independence. When shares arc sold to a strategic investor, an enterprise's management usually 
has to subordinate its business plans to the strategic corporate objectives of the outside investor. 
Privatization by management contract, on the other hand, while not doing this, may burden the 
company with interest repayments and lease installments and often restricts business expansion by 
limiting the range of investment resources that can be tapped because in effect the company remains 
mortgaged to the Polish Treasury. 

Basically, capital-management privati7.ation represents a formal recognition of the situation 
typically found in virtually all privatizations in the CEE region, namely, that some forrn of financial 
restructuring is required rujQr to privati1.ation Where third parties, whether they be banks or venture 
funds. arc contributing capital. not unreasonably, they insist on carrying out a thorough evaluation 
of the enterprise's management and business plan before committing funds. They also expect to retain 
an acti\·e. but not dominant interest, in the enterprise's affairs 
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MASS PRIVATIZATION 

A mass privati.zation programme was discussed for more than four years in Poland. It was 
eventually approved by parliament on 11 April 1993. Mass priutiT.ation is to be achieved through 
the allocation of 60 per cent of the shares of over 200 state-owned enterprises to 20 financial 
intermediaries to be known as National lnvcstmeilt Funds (Nlfs). The Funds will be established in 
or around January 1994 as joint-stock companies and will operate as closed-end investment funds with 
an envisaged life of ten years. Each intcnnediary will control between I 0-20 state enterprises. 

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

The Nlfs will be owned by all interested adult Poles who will be imrited to buy a single share 
in each intermediary. purchased for a modest registration fee, equivalent of USS 20 or I 0 per cent of 
an average month's wage. The certificates will. in due course, give their holders the right to exchange 
them for the State Treasury's shares in the funds. As a result of this exchange the NIFs will be fully 
privatiT.cd and their shares traded on the Warsaw Stock Exchange. 

Initially allocation of the companies' shares among the investment funds is to be distr.buted 
as follows: 

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

• 33 per cent of the share capital will be allocated to one fund (lead 
shareholder); 

• 15 per cent of !he share capital will be reserved for free distribution 
to employees; and 

• 25 per cent will remain in hands of the Treasury: or the Ministr)· of 
Pri\'3ti7.ation. 

Each NIF will receive an equal portion of a first block of 27 per cent of the shares of all 
companies; after examining the prospects for each enterprise, they will then in turn select specific 
companies and obtain a 33 per cent block of shares in them.§~ It is assumed that the NIFs will can) 
out due-diligence re,.·icws of these companies and restructure where necessary. It is assumed that the 
leading 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 interests may change further 
following subsequent tradin3 among sharch~lders, subject lo certain restrictions to ensure that no 
companies arc abandoned. The objective is to encourage deepening of capital markets and the 
strengthening of corporate governance. 

In order for the NIFs to reali7.c their gains, it will be necessary to privati7.c their enterprises 
at a good price. Real privali7.ation will only be complete when the general population receive share 
certificates with real value in the secondary markets. In a late amendment to the leg;slation no firm 
can be included in the programme without the consent of the enterprise directors and the workers 
council. 



The largct launch date for lhc Nlfs is l January 1994. Polish adults will then have six months 
in which lo n..--gislcr and claim their certificates 

A PRELIMINARY ASSESSMENT OF POLISH PRIVATIZATION 

Across the rcgion. lhe privati7.ation of large enterprises lhrough a direct public offering (capital 
priuti7.ation in Poland) has been limilcd. In Poland. only 28 companies had been privati:'.Cd through 
capital privatization by the end of 1991.67

: Of these, eight were trade sales lo foreign-based companies 
and 14 were privatized through public share offerings. In Hungary and C7.cchoslovakia the number 
of trade sales was higher, but there was still disappointment in the speed of the process. 

It is now widely acknowledged that such a pure 'classical' capital approach based largely on 
British experience is inappropriate for the CEE/FSU situation. Selling an enterprise to a large number 
of smalJ shareholders docs little to improve corporate governance and revenue benefits go to the state, 
not the enterprise. It has now become the orthodoxy of the Polish Ministry of PrintiT.ation and the 
Ministry of Industry and Trade and those in charge of privatization programmes across the region, that 
a strong, (usually foreign) partner, is essential to provide the capital, management and technology to 
tum around a typical CEE enterprise. 

As a result, the emphasis in capilal privalizations has turned more and more to the need to find 
a foreign partner looking for an entry into the Polish market and one which is prepared to make a 
substantial investment of management time as well as money. Hence the importance of professional 
and well-executed sectoral studies that provide the authorities with an appraisal of the up-to-date status 
of domeslic state-owned enterprises, opportunities in the global marketplace and a short list of 
prospecfr11e investors. The impact of sectoral studies on capital privati7.ation became apparcnl in 1993 
when no less than 42 state enterprises were privati7.cd in jusl over nine months, only four were via 
the Warsaw Stock Exchange. In short. carefully packaged and targeted trade sales now dominalc 
capilal privati7.ation in Poland. 

Foreign investors have played a key role in the successful turnaround of several former 
slalc-owncd enterprises across lhc region. For example, the Harvard Business Review reports two 
case studies of Gerber, the US baby foods manufacturer, and Thomson, the French state-owned (sic ) 
consumer electronics company which arc majority joint venture partners in. respectively. Alima and 
Polkolor.611 Both c<•mpanics arc now competing very t:ucccssfully in domestic and export markets 
Thomson exports 60 per cent of ils TV tubes to the West and Gerber has doubled turnover in a year 
from USS 25 million to USS 50 million and exports 20 per cent of production. These two glittering 
success stories arc compared with the relatively dismal performance of many of the Polish companies 
lhat were privatii".cd and remained under local ownership and management. 

The key factor in the success stories comes through the way in which the foreign partner's 
conr.ribution is mediated through a radical transformation and strengthening of middle management 
Without this injection of management know-how, companies tend to flounder and drift into a 
downward spiral of layoffs that are never quite large enough to permit efficient refocussing of the 
enterprise because of trade union resistance and management weakness. 

If 1993 was the year when the Ministry of Privati1.ation's persistence with sectoral rc,·iews 
paid ofT in an increased number of strategic capital privati1.ations, 1994 should be the period when the 
first 200 mass privatizations under the aegis of 20 NIFs begin to make an impact. Clearly there is 
scope for conflict between what might be called the 'cherry-picking' sectoral approach to capital 
priuti1:ation which has obvious revenue benefits for the Polish Treasury and the mass privati1.ation 
approach which has populist overtones. Privali7.ation is expected to reali1.c USS 580 million in 1993 
for the State Treasury. 6

? By October. the government had received USS 200 million in re,·cnuc and 
obtained investment commitments of USS 500 million from capital privati1.ations alone Transaction 
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costs were 6.1 per cent of revenue dowr. from 13.3 per cent of revenue in the first full ~·car of capital 
privati:t.ation in 1991. There must be substantial doubts as to whether there wiil be any firms of value 
left to be included in a second wave of mass privati:t.ation. 

MASS PRIVATIZATION: POPULIST POLITICS OR GOOD FOR BUSINESS'! 

Obl·iously it is impossible to make a judgment about a policy that has been talked about for 
more than four years 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 sJ?Ced 
of implementation of its privatization programme can hardly be described as such. Howc,·er, the signs 
arc that the privati7.ation programme in general is continuing to gain momentum and the mass 
privatiution programme, in particular, will start to be implemented in 1994. 

A major innovation in the Polish mass privati7.ation scheme is the assignment of strategic. 
IO-year management functions l<' the 20 new National Investment Funds. In the C7.cch case, the 4l0 
investment funds appeared spontaneously following the launch of the mass privat17.ation programme. 
The, then, C7.cchoslovakian Government simply issued books of vouchers to its citizens which coi.id 
be used for bidding for shares in 1,300 enterprises included in the mass privatiT.ation programme. 
Most people had no idea which were good investments and chose to delegate this decision to the 
private funds which were mainly created by state-owned banks. The banks, of course. lacked fund 
management skills or experience. So far it is unclear how the different fund managers wilt decide on 
the fate of the firms they 'own' though there is likely to be a bias towards asset stripping and quick 
profit taking as fund managers compete fiercely against each other for business. In the C:t.cch case. 
it is not impossible to imagine a severe political backlash and a government instituted rc­
nationali7.ation of distressed companies located in sensitive regions. 

In the Polish case, the success of the mass privati7.ation programme depends explicitly on the 
quality of the NIF management and their ability to com·crt the enterprises in their portfolio into 
profitable in,·estments. However, as with the CT.ech mass privati7.ation programme, there arc no 
obvious efficiency gains to be had from injections of new capital, new management or know-how. The 
main route to increasing the value of enterprises will be through developing and executing 
commercially successful restructuring plans, spinning-off peripheral activities and selling surplus 
assets. Any new finance will have to be raised through the existing banking system. However, because 
many of the managing consortia of the NIFs have banks as members the possibilities for raising 
finance should be less arduous than the present system. There is a real danger of insiders rigging the 
market. The distribution of ownership may be equitable, but shareholder property rights arc ultimately 
diffused. However, the Ministry of Privati7.ation has attempted to deal with this criticism by 
encouraging each of the Funds to establish a controlling stake in around twenty to thirty of the 
enterprises in their portfolio so that the Fund management teams can drive through restructuring plans 
if necessary where they have ownership control. 

Again populist promotion of the mass privatiT.ation programme has probably encouraged false 
expectations. On the other hand, the emphasis on professional and experienced management of the 
NIFs will minimi7..c the possibility of corrupt deals occurring. With an expanding domestic economy 
casing recessionary pressures on firms, there is a reasonable chance that the mass privati7.ation 
programme will be successful in creating a new class of private property owners. The political 
objective of neutra!iJ:ing the continuing influence of the management and workers of the state-owned 
sector will undoubtedly be advanced. 70 Howc\·cr. the outcome of the September 1993 election m 
Poland should be seen as a clear warning to the authorities The electorate is unhappy about increased 
inequality which they rightly or wrongly identify in part with the outcome of privati7.ation The 
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paradox 1s that the electorate hue turned to the post-communists and their allies for relief from what 
arc pcrcci,-cd as the injustices of the transition process. The mass pri,·atir.ation programme when 11 

gets undern-ay in 199.i will undoubted!~- stir up further popular disquiet about the redistribution of 
wealth in post-communist Poland. 

CONSTRAINTS TO POLISH PRIVATIZATION 

As a result 'lf the reforms introduced in the 1980s by the communist go,cmmcnt. the 
succession of democratic administrations since 1989. has ironically had to face the problem of 
negotiating priutir.ation deals with sclf-go,·cming state enterprises. In each Polish enterprise. the 
workers council has an important say in strategic decisions affecting the enterprise and can effccti\cly 
,·cto any proposed ownership change. Thus. constitution all~·. any proposal for priutir.ation has to be 
appro,·cd by the worKers council. Go,·cmmcnt institutions may encourage the process through 
inducements such as offering special ta' breaks. but ultimately the state cannot force employees to 
accept priutir.ation. 

In addition. the pri,·atir.ation programme has had to take into consideration the cxtrcmel~· 
complicated and dccentralir.cd ownership structure of Polish public enterprises. The Ministry of 
Priutir.ation has. at one time or another, had to negotiate with o\·er 60 different 'founding bodies' in 
its efforts to implement its privatir.ation programme. In order to coordinate and facilitate operational 
actintics the Ministry has a network of regional offices. Even so. sequencing problems ha,·c quite 
often resulted in decisions being delayed or obfuscated. If a municipal authority docs not wish to 
pri,·ati.1.c a particular enterprise of which it is the 'founding body'. there is very little the Ministry can 
do other than persuasion. 

THE REPRIVATIZATION CONSTRAINT 

A further factor delaying printir.ation has been the abscn:c of repriutisation legislation m 
Poland c\·cn though it was the first count!')· in the CEE region to launch a privati1.ation programme 
Poland now has the dubious distinction of being the only count!')· in the region apart from the FSU 
without a law on Its statute bool.. co\·ering the problc.-m of prope~ restitution. So far the only redress 
open to fonner owners dcpri,·cd of their prope~· both illegally and under former communist 
legislation has been to go to court to claim their rights. To date the Minish')· of Pri,·atir.ation has 
rccci\ed more than K.000 claims from former owners but there is no agreement on they way in which 
properties should be returned to those who lost them to communism. There ha\·c been a number of 
attempts to draft a rcpri\3tisation bill starting in 1989. The latest draft bill fell with the go,·cmmcnt 
in September 199J 

Three '' ays were envisaged for meeting former owners' claims. They would have been able 
to either rccci' e their properties in kind, obtain a substitute prope~ or get rcprivatisati<'n vouchers 
Such \Ouchers would have been bearer securities good for six years without interest which can be 
converted into stock in privati1.cd enterprises. A rescn·e of fh-e per cent of the stock m 
Treasul') -controlled companies would be set aside for rcprivatisation compensation purposes. 

The Ministl') of Pri,·ati1.ation estimates an o\·erhang of around 300,000 outstanding claims 
though if experience elsewhere in the CEE is anything to go by. the number could be much greater ·i 
The \ 1cws of the ne" government of Mr. Pawlak on this contentious issue arc unknown but 11 ts 

apparent that the problem of rcpm-atisation has to be resolved by legislation. Current reliance on the 
courts is hopelessly inadequate If a litigant wins a case. the state has no resources for paying 
restitution, hardl~ a situation likely to encourage people to put their trust in property rights. contract 
law and the legal and regulatory infrastructure of modem Poland 
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THF. CONTRIBUTION OF FOREIGN DIRECT INVESTMENT (FDI) 

Foreign direct in,cstmcnt (FOi) is motivated by one of two broad objc:ti,·es· searching out 
nc\\ markets. or to minimin: global costs of production incl:Jding seeking cheaper raw material 
sources The impact of the poli~· ennronment. and priutiT.ation policies in particular. on in,·cstment 
decisions is clearly inOuenccd by the objccti\·es being pursued by the inward imestor A German 
mail-order catalogue company· seeking a cheap subcontractor for garment manufacture is unlikely· to 
be interested in the same issues as say a soft drinks bottler lool.ing for a partner to scn·icc the Polish 
domestic mulct The mulct-seeking bottling company is likely to be interested in projected growth 
of disposable income in the region. the strength of competition. thr t:ypc ~f distribution system 
auilablc and exchange rate policy amongst other things The export-oriented garment manufacturer 
is primarily· concerned with labour costs. the productivity of the wod force and the auilabili~· of 
reliable but low cost transportation. 

If we consider the effect of government policies on FDI, it is important to bear in mind that 
FDI is a multidimensional, evolutionary process_ Decisions concerning initial equity. re-investment 
of earnings. and long-term and short-term debt differ. They arc made at different points in time and 
at different stages of a project An optimal government polic) needs to take account of the different 
parameters inrnhcd in each ~-pc of investment decision_ There arc also likely· to be tradcoffs between 
attempts to attract FD! and national economic welfare. For example. some policies designed to 
enhance the cfficicn~ of domestic madcts such as an acti,·c anti-trust policy may discourage 
mulct-seeking investment. Specifically. market seekers arc likely to favour import protection. 
subsidies for inbound FDI, government procurement policies that discriminate against imports but not 
against foreign-owned domestic firms and other non-tariff barriers to import comp~tition. In other 
words. certain kinds of market imperfections arc fa,-ourablc to inward im·cstmcnt because they enable 
in\.·estors to make profits secure from significant competition 

By contrast, some policies that decrease market imperfections can be attracti,·e to FOL Thus 
privatif.ation of state monopolies may open up new opportunities for FDI pro,·ided no pri,·atc 
domestically-owned monopolies arc created. Implementation of anti-dumping measures and 
s1mphfication of import duties on essential inputs ensures local producers. whether foreign or 
domestically-owned. compete on equal terms with imports Policies lo decrease trade-related market 
imperfections such as the abolition of complex import and export regulations through the creation of 
manufacturing in-bond facilities arc likely to he particularly important to export-oriented cost sa\·ing 
investments 

THE POLISH EXPERIENCE OF FOREIGN DIRECT INVESTMENT 

II is widely rccogniJ":!d in Poland that privatization alone will not ensure the efficient 
transformation of state enterprises to world standards of competitiveness. The savings rate of the 
Polish econom~ is insufficient to finance restructuring even when combined with aid !'lows 
ln\'Cslmcnt in all sectors of the economy has been in decline since 1989. Scarcity of funds has 
delayed com plction of vital infrastructure investment in contrast to the prc-1989 period when shortages 
of physical resources constrained investment. Perhaps more important than finance is the severe 
deficit in market-oriented expertise at the enterprise level. Foreign direct im·estmcnt comes in as a 
commerciall) \ iablc package, not only in the fonn of funds to buy new equipment ar.d modem 
technology bul also in the form of management expertise including marketing. finance and 
organization 

Poland first attempted to attract foreign investment in the late I 970s following the passing of 
the 1976 foreign investment law. II has been progressively amended since ( 1979. I 982, 198~. I 98f1, 
1989 and 199 I) The real breakthrough came after 1989 when a modem liberal investment code was 
introduced into the law in mid-1991. 
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The most important changes introduced into the law were: freedom of transfer of profits and 
proceeds from sales of stocks and shares: abolition of the minimum capital contribution required of 
foreign im·cstors and relaxation of fonnalitics: special tax breaks were restricted to only im·cstmcnts 
O\cr Ecu 2 million and im·cstments in regions of high uncmploy·mcnt. projccto; employing modem 
technologies or exporting at least 20 per cent of output. 

In addition. the new investment law pro,·idcs protection to foreign investors against po!itical 
risks Extra safeguards arc provided through bilateral agreements with 17 of Poland's major economic 
partners. Finally. th-: basic priuti7.ation law of J3 July 1990 allows for the participation of foreign 
investors. 

THE GROWTH OF FOREIGN INVESTMENT 

There "as an initial rapid growth of foreign investment in Poland. Between the end of 1990 
and the end of 1991. the number of joint ventures involving foreign partners grew from 1,645 to 
4,796. By the end of 1992, the number had expanded to 5,200. Part of the reason for the sharp 
increase in joint-,·enturc formation was the abolition of the minimum capital requirement in mid-1991. 
Many of the small investments were in the service sector, a feature characteristic of the first wave of 
investment into the special economic T.Oncs of China. The first wave into Poland after 1989 was 
dominated by German investors: 30 per cent of the total number of companies. By 1992, the 
Americans pro~ably took the lead in volume terms. However, foreign in,·cstment statistics arc 
notoriously difficult to collect and trends arc therefore difficult to interpret. There is no statutory 
obligation on foreign investors to declare their investment to the authorities. 

The total volume of commitments was between USS 700 million and USS 1 billion in 1991. 
Commitments in 1992 were officially declared at USS 4 billion including USS 2 billio!l from Italy. 
USS 600 million from the USA. and USS 300 million each from Germany, Austria and Sweden. 
Table 9 lists the twenty largest investors in Poland as reponed up to April 1993 demonstrates the ,,·idc 
gap between current investment (debt and equity) and investment commitments. Obviously, 
commitments will not become real investments unless foreign investors continue to believe the Polish 
economy offers profitable opportunities for their businesses. 

In comparison to Hungary and the (7ech Republic. Poland has been relatively slow in 
attracting inward investment. The prospect for 1993 and beyond seems to be encouraging with 
estimates of commitments rising to as high as USS 6 billion by 1994. Certainly Poland's rating as an 
in\'estment destination amongst potential multinational investors has risen to second only to Hungary 
as reported in a sur\'cy commissioned by the Polish economic planning agency in 1993. 

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

Above all, governments have to be realistic in their expectation~ about promotion efforts. 
Investment and reinvestment decisions arc always going to be primarily driven by internal enterprise 
considerations. There is therefore a limit to what can be achic,·ed with glossy brochures and 
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well-appointed office suites of promotion agencies. Investors operate in a compctiti,·e global 
environment and arc usually well aware of altcmati\·e investment locations Of much greater 
importance than general promotion efforts, arc carefully targeted introductions to local im·cstment 
opportunities. These always need to be highly specific, well-informed and honest. Howe,·er. all 
surveys of im·estors concerns reveal the primacy of prospects for economic growth. political and 
therefore policy stability, and the transparency. efficiency. stability and predictability of the legal and 
regulatory infrastructure. 

Of course. there arc differences in specific concerns that relate to investor motivation but the 
lesson for governments and pol~cy-makers is clear: it is the general political and economic health of 
the host nation that matters most. No amount of promotion can disguise a hostile economic 
environment. It is also very important to remember that prospecti,·e investors. invariably consult 
existing investors so keeping established investors satisfied is a wise policy. Not only are they the 
most important source of promotional information for new investors, but if they arc positive about the 
host economy they will and honour their initial investment commitment and maintain their 
reinvestment rate beyond that. 

I 111 
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Tabk 9: List of top foreign investors in Poland 

LIST OF TOP FOREIGN INVESTORS IN POLAND 

C()n1)afly <XUl!ry ;;wea C\ITenl investmenl nwesrmen: rna-l Polist! 

olongn oC operations fecµty + debt}. c;ommllmentS partners 
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p.,_~ 
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~ ~.lllMes. Dolmd Wroclaw ( 5.5 perc811). 
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~T~· 
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·=iliilis.--~. 
9 Pnxler & GlwTUe USA fWiaic Slides. 47.5 191}.. '-~r~· 

clapas ~~~ 
lhenamedb~~ 

Pitaw~:~·~ 
Pd!SGlS ·~ 
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14 Veril n:iJslries USA r&cydng 37 c.Al..EM 
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·5 &>slen & 91111e1 •II>' USA anWction 36 100 National en: ol Paird. 
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Meal ~IQ Pin. 
~ 
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Ille lolal wuti of pcjeds wtth 
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packages 
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industry on Watsaw (Amopcl) 
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~: W1rsaw Voice, 4 April 1993. 
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Chapter 5 
The Emerging Methodology of Industrial Restructuring 

INTRODUCTION 

With the background issues concerned with industrial restructuring and pri\'ati,.ation firmly 
established in earlier chapters. the central issues related to the approach and experience of restructuring 
can now be addressed in this and subsequent chapters. In parti~ular. this chapter c:'lamines the emerging 
methodolog~· of industrial restructuring. 

The majority of Central and Eastern Europe's industl)· was dc,·cloped on the principle of pro,·iding 
local employment or supplying a missing link for other industrial enterprises, sometimes on a transnational 
basis within the CMEA. Enterprises '';ere rarely founded on the basis of conventional market-based 
investment appraisal techniques such as estimations of the return on the planned investment, profitability 
and net present ,·alue (NPV) calculations, or cash flow projections. In any case rclati,·c prices were so 
distorted as to render estimates meaningless in any economic sense The management culture fostered by 
the central planning mechanism tended to be inward-looking and production-oriented. Despite possessing 
relati,·cly high technical skills, managers felt little pressure to de,·elop the necessary overall management 
systems required to run a modem, competitive enierprise. Instead, enterprises were typically O\'er­
administercd and over-staffed and peripheral activities were allowed to proliferate unchecked by 
consideration of their contribution to profitability. Once the central planning mechanism was abolished. 
managers of large state-owned enterprises quickly discovered that they were ill-equipped to meet the new 
challenges posed by an economy in transition. 

The rapid introduction of a liberal market economy, meant that management in the CEE and FSU. 
unused to open competition, suddenly discovered they lacked the necesslU)· skills to compete on an equal 
footing against a growing volume of Western imports. All companies have had considerable problems 
adjusting their production oriented structure to market oriented operations. Such changes mean more than 
producing what the market demands and dcli\'ering it successfully tc a client. It also involves such 
strategic management issues as choice of pricing tectniques, budgeting, cost monitoring and the O\"erall 
concept of ,·aluc added operations.'~' Weaknesses in the area of marketing, finance, cost accounting. 
technology, production and general management became all too apparent as sales of manufactured goods 
dropped dramatically. This problem was further compounded by the collapse of established markets in 
the CMEA necessitating a rapid reorientation of marketing actfritics towards Western Europe. 

A growing number of enterprises, no longer able to service their loans and star\'ed of even working 
capital. sought restructuring assistance from CEE government agencies to help them sur\'i\'c in the newly 
emerging market economy, to compete with Western companies. 10 capture new markets and attract 
in\'cstors. Most companies placed their initial rc\'ival hopes on a multitude of uncoordinated efforts such 
as small joint \'enture schemes, instead of concentrating on a few core issuc.;s and persisting until success 
was attained 

As quickly as output collapsed, CEE and FSU governments were subject to immense political pressure 
lo do something by establishing new agencies to support industrial restructuring. Since this was a ne\\ 
phenomenon in world economic history, there were no ob\'ious role models or experience on which to 
draw. New alliances have had to be forged between go\·emmcnt bodies. banks. enterprises. and 
multilateral instilutions in order to experiment with and develop appropriate support mechanisms 
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RESTRUCTURING AS AN INTEGRATED EXERCISE 

The process of industrial restructuring in CEE 3Jld the FSU involves a s~·stcmic change. Having 
removed the familiar landmarks and impcrati\·es of the communist sy~tcm, a new institutional geography 
has to be created along with a supporting legal and regulatory infrastructure. During the transition process 
from the old central planning mechanism-based system to the new market-oriented flexible system, it is 
necessary to evolve a network of hnked change-supporting processes. 

In an ideal world, government policy development should be integrated with the changing net:ds of 
the productive sector but in the real world policy makers are subject to cross-cutting pressures from a 
multitude of different constituencies. 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 involvc.ci. 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 industrial restructuring exercises 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 inertia 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 efficiency 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 expose 
previously protected state-owned enterprises to greater competiti\'e pressure in order to force enterprises 
to take steps to rectify their internal weaknesses. Unfortunately, there is no simple cause-and-effect 
relationship between policy instruments and enterprise reform. Indeed, refonns interact and produce 
unintended consequences, enterprises take evasive action or simply do not have the resources to respond 
to the new opportunity structures created by policy reform. 

An integrated industrial restructuring programme entails not only coordination of economic policy 
outputs with enterprise needs, 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 exercise:- a 
multitude of different government departments that may operate both at national and regional levels; 
municipal authorities; financial institutions; multilateral agencies - all make it difficult to develop a 
coherent strategy and implementation plan.74

/ This is especially true if the typical level of preparation of 
enterprise management is taken into consideration; the level of internal inertia that appears during 
organi7.ational reform~ the lack of sophistication of financial ins.;itutions; the differing objectives of 
government institutions in the restructuring process; and the varying degrees of support from multilateral 
institutions. These arc only a few of the possible interest groups that may be involved in any restructuring 
exercise. Each interest has to be taken into account in a comprehensive restructuring exercisc.7s' 
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The role of banks 

As we noted in Chapter 3, financial institutions traditionally play a pivotal role in supervising the 
financial and more general management aspects of restructunng of enterprises in the West A 
well-functioning banking system able to supply capital to industry at globally competitive prices is 
essential for industrial dcvclopment.761 Market-oriented enterprises rely on their fman\.:ial advisers' intimate 
knowledge of the intricacies of corporate finance. 

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

While bank staff were unprepared for loan portfolio management and commercial risk assessment 
acti' itics, enterprise 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 learn and develop financial skills. 
Thus, in Poland, most enterprises still lack the knowledge and experience to independently evaluate new 
financing options. This deficiency inhibits enterprise!. from seeking finance for restructuring plans in the 
emerging capital markets. To make matters worse, when Polish enterprises seek financial assistance from 
their banking partners, instead of becoming actively involved, most banks and financial institutions 
remain aloof often unaware of an enterprise's needs.I2' The inadequacy of the financial assistance that can 
delay or stop restructuring efforts, is def ended by the banks on the grounds of their own needs to 
recapitali7.c their balance sheet ravaged by non-performing loans inherited from the pre-reform period. The 
bank refinancing act passed in February 1993 should soon clear away this excuse for Polish bank 
passi\'il)· .7g, 

Industrial relations 

In Poland, Solidarity, originaliy created as an unofficial trade union, very effectively challenged t'.1e 
passivil)· of the official Polish trade union movement by organizing enterprise-based protests and strikes 
against poor wages and working conditions in the 1970s and 1980s.79

; This meant that Poland entered the 
reform process in 1989 with two competing trade union movements represented in most major ent~rprises. 
a post-communist union and a Solidaril)• affiliated union. Competition between the two trade union 
organizations for members has "ccasionally been fierce and politicized. Needless to say, ordinary mem hers 
have more pragmatic wage-related interests than their leadership but it does mean that Polish workers tend 
lo be represented by trade unions that have a history of independence and activism. Ironically. in the 
general election of September 1993, the post-communist trade union-sponsored party in the Sejm joined 
the governing coalition while the Solidarity-affiliated party left office. The consequences for enterprise 
labour relations is unclear. 80

' 

Enterprise restructuring often creates a period of considerable anxiety in the workforce as people 
worry about job security. Reconciliation of real or potential differences bet.vecn management and workers 
is an important key to successful restructuring so that early involvement of both parties in fonnulating an 
integrated restructuring plan and implementation process is important. An enlightened management ran 
help to alleviate the inevitable tensions by offering the unions an opportunity to make a real contribution 
to the final solution. While unions in Poland have a constitutional right to be consulted in stale-owned 
entc--priscs and retain the power of veto over any privati1.ation proposal exercised through the workers 

----- ~---~---- ,._ 
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council. unions in Poland have often been remarkably flexible.11 They hne been drawn into the 
restructuring and privati7.ation process by the promise of preferential acquisition of company sha.es. wage 
increases and guarantees of job sccurity.111 

An interesting example of the importance of the work force's attitude to restructuring and privai.i7.ation 
was demonstrated in the case of the Goplana confectionery factol)· in Poman. The company has purchased 
cocoa beans from a British company, the Ed and F Man Group, since J99J and also formed a joint 
venture with it lo distribute Goplana products. Late in 1992, MAN offered to buy 4 7 per cent of GopJana 
shares for USS 31 million, the two companies signed a letter of intent wiL't the provincial head, the legal 
owner, and MAN deposited the necessary funds in the bank. In August 1993, Nestle began !.:> 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 investment guarantcc.'1 ' Goplana's employees refused to accept majority foreign 
ownership. The Board of Employees and the Staff General Assembly, as well as the directors, opted for 
the joint venture proposal by MAN. 

Under pressure from the Ministry of Privatization, the pro,·incial 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 considered 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 guarantee, a 30 per cent wage rise and an 
increase of employees' shares up from 6 to 10 per cent. Employees were offered a cash alternative to 
shares equivalent to ZI 67 million (USS 3,250). Nestle's offer was distributed in an open letter to 
employees at the factory gates of Goplana by Nestle-Polska's general manager in person. At the final 
mceimg of the factory delegates, there were 54 votes 'for' and two 'against' the Nesti= offer. 

Human resource dC\·elopmeot 

The ability of a state-owned enterprise to react to a changing environment is to a large degree 
dependent 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 market realities. new 
financial options and assistance available to enterprises is an important component of the restructuring 
process. Without proper training and systematic management development it is very difficult for the 
management team to begin to focus on the necessary changes in business strategy required to improve 
technology and organi7.ation; adjust products and marketing to face the new competition; reorgani7.c 
production to increase efficiency; access appropriate financing lo fund restructuring; and streamline 
operations through the disposal of peripheral operations. 

Options for developing employees through training are still \'Cl)' limited. Training provision is rarely 
coordinated with gO\'Cmmcnt policy yet without adequate preparation through training, well in advance 
of policy changes, the results can be devastating at enterprise level. For example, in Poland, the dcr:1sion 
to liberaliz.c prices and trade policies in 1990 or the decision tc introduce VAT in July 1993 both had 
an immediate impact on enterprises, but insufficient resources have been devoted to training people how 
to cope with the new system. 

Apart from the disruption this caused to normal business act1V1ty, there is a i;erious danger of 
encouraging criminality. Thus the sudden introduction of VAT levied at 22 per cent provided a i;trong 
incentive for smaller Polish businesses to disappear into the arey economy especially. Without careful 
training it is unrealistic to expect to expect businesses to file four complicated tax returns a month The 
VAT form has about 60 boxes to tick compared with 11 in the United Kingdom. Worse still, the honest 

I I II I I I 
111 1111 I 

I I I I 11 
I I II I I 

II I II I I 11111 11 



77 

busincssm111 who makes a mistaken claim which is not backed by 111 invoice faces a 400 per cent penalty 
rate. By contrast. the United Kingdom penalty rate is 15 per cent which many businesses still find too 
much to bear. 

Time for proper consideration 111d sequencing of training in support of reforms have tended to be 
limited by the immediate economic situation. While there arc always likely to be teething problems when 
complex economic legislation is introduced. ultimately the legitimacy of new eystems depends on the 
quality of the implementation process which, in tum, relics heavily on the prof cssionalism 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 chaotic and immensely disruptive of economic activities. 

The role of tttbnical assistance 

Technical assistance prog1111Dmcs developed by multilateral institutions such as the EC-PHARE 
programme. the World Bank. IMF. EBRO. EIB and UNIDO can play an important role 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, privatization and restructuring 
expertise. 

Given the evolutionary nature of industrial restructuring, the type and amount of assistance provided 
to enterprises 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 effort, 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. Indeed 
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 means 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 the newly emerging opportunity structures of a market economy. Thus banks should be 
restructured and reformt:d so that they have the capacity to support the changing needs of industry and 
commerce. Industrial rel~tions 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 the market economy should be freely availab!e. Regrettably, national 
resource constraints, both human and financial, and the limited volume of externally funded technical 
assistance mean that in practice industrial restructuring exercises arc usually piecemeal and rely heavily 
on local self-help. 
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SELECTION OF ENTERPRISES AND PREPARATORY ANALYSES 

One of the critical steps. and perhaps the most contentious aspect of industrial restructuring. is the 
selection process by which enterprises arc identified for assistance. Unsurprisingl)-, gi\·en the economic 
significance and sociopolitical sensitivity of certain industrial sectors. such as coal mining. steel 
manufacturing, shipbuilding and military industries, selection can be a highly pohtici7.cd process. 

A prerequisite for launching a restructuring effort is gathering information on a given market and 
industry. The review needs 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 enterprise's competitive position can be developed which, in tum. will inform the decision 
making process used to selecting enterprises for restructuring. 

Disputes about which criteria to use in the selection and preparation of enterprises for restructuring 
arise from a variety sources. Perhaps the most controversial issue 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 enterprises that arc likely to benefit from 
development finance and restructuring assistance. 

The fundamental dispute, of course, is not about whether it is technically possible to contribute to 
national economic efficiency by being selective. This is, after all, a key function of financial institutions 
in a developed market economy - acting as intermediaries between savers and borrowers 8J'!d making a 
profit by, among other things, correctly assessing the commercial risk attached to lending to the enterprise 
sector. In any lending decision there is always .m element of uncertainty and risk which is normally 
reflected in the cost of capital to the potential borrower. There are 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 adequllte capital base, or carries out effective assessment 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. Dfls are simply not autonomous 
financial institutions but arc quasi bureaucratic organi7.ations enmeshed with the state apparatus and the 
political system. In short, non-economic, social and political factors are likely to come into play in 
varying degrees in investment decisions as client enterprises try to use their political and economic 
influence to attract funds to pay 1or the restructuring process. Th: inevitable subjectivity and uncertainty 
surrounding investment decisions in the chaotic mBJ:.et conditions of CEE and the FSU are exploited by 
various interest groups, to speed up, or slow down or block restructuring efforts. 

With a history of systematic bias in the treatment of certain industrial sectors under communism and 
the uncertainties of the new situation, it is to be expected that restructuring is a sensitive political as well 
as economic process. Needless to say, it is politically difficult to admit the possibility that certain 
enterprises should not be included in the restructuring exercise sin4..e there is little hope of rescuing them 
from collapse. Naturally. as unemployment increases in many regions, few authorities are keen to 
shutdown enterprises. Sometimes, then, enterprises w~ich 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 a\·ert bankruptcy. This is especially likely in sensitive industrial sectors and regions where 
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unemployment is unusually high. In these circumstances, restructuring is viewed as a cure for many years 
of enterprise mismanagement and neglect. 

SECTORAL DISTORTIONS 

The condition of many large stale 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 lo a particular functional department or ministry responsible 
for that sector.I¥ 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 1ight industry' now being restructured are undercapitaliz.ed as a result of decades of neglect. 

The policy of sectoral discrimination has sometimes been carried 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, 
tariffs and import protection can still impede enterprise restructuring by allowing management to postpon~ 
taking the painful steps needed lo shed labour 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 lo rationalize their operations. By contrast. the most promising, that is 
commercially competitive candidates for privati7.8lion. often launch their own restructuring initiatives 
without being pressuriz.ed by government agencies. 

ENTERPRISE RESTRUCTURING APPROACH AND METHODOLOGY 

In Poland, schemes lo restructure enterprises, as elsewhere in the CEE and the FSU, have been greatly 
influenced by the methodology and techniques developed in western Europe and the USA to turnaround 
failing companies. The ideas and concepts have mostly been brought in by foreign consultants hired in 
la:ge numbers by multilateral agencies, government departments, banks and foreign and domestic 
investors. Inevitably some of these ideas and the assumptions behind the ideas have had to be modified 
in the light of experience of actual re!ttructuring exercises, particularly the consequences of the weak legal, 
regulatory and financial services infrastructu•e typically found in CEE and the FSU. Nevertheless, many 
of the lessons learned from restructuring Western companies have proved a useful guide as to how to 
tackle the problems faced by East European state-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 enterprises.'~' Another not entirely trivial consideration is that potential foreign investors, 
whether they work in multilateral financial institutions or for foreign companies and banks usually insist 
on Western standards in tlle 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 processes. A primary objective is to decentrali1...e and 
improve communication between management and the workforce. Improvements in marketing are common 
features of both successful and unsuccessful restructuring exercises. Successful turnarounds, however, are 
distinguished by the tendency to couple changes in marketing with a more fundamental product-market 
re-orientation. 
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Success stones arc more often charactcriT.cd by improved financial control than arc failed rcco\·cry 
efforts. Failed restructuring plans usually include steps lo improve control systems. but then the new 
systems fail to be used effectively to implement tighter financial control Disposal of non-core and 
unprofitable activities and the introduction new management techniques arc the most commonly used 
generic restructuring strategies. A new chief exccuti,·c is usually neccss&)· lo effect a turnaround 

Significant!~·. cost-reduction strategies arc frequently used as part of a successful overall restructuring 
strategy, but arc used even more frequently by enterprises that fail to recover. This last point is of 
particular interest, given that much of the initial restructuring ad\·icc given to CEE and FSU enterprises 
centred on cost reduction. Although cost-reduction cannot be ignored, Western experience suggests that 
it is important not to lose sight of the requirements of the core business which may be fatally damaged 
by endless cost-cutting al the margins of an ever declining core. Thus a comprehensive restructuring 
programme needs to place a balanced emphasis on all aspects of the refocussed core business. 

If it is accepted that the primary objective behind enterprise restructuring is to improve the 
performance of state-owned enterprises in order to prepare them for evcntuc:l privatization, what arc the 
key stages of the restructuring process? 

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

D In the medium term, a comprehensive technical and economic evaluation of the enterprises' 
operations needs to be carried out focusing on the human resources available, the scope for cost 
reduction, and an assessment of physical facilities, plant and equipment. 

a On the basis of the comprehensive evaluation of the enterprise's operations. advice can then be 
provided to top management !>D the strategic development of the enterprise's product mix, the 
opportunities for diversifying product lines and markets, together with the financial implications 
and proposals for shedding surplus capacity and labour. 

a The final stage is to assist top m anagcmenl in creating a strategic plan for the enterprise. 
typically encapsulated in a mission statement, that is then agreed with the trade unions and the 
workforce generally. Then, and perhaps most crucially of all, it is vital to agree upon an 
implementation programme for the strategic plan with all the stake holders in the enterprise. 

All the above stages and related issues of the restructuring process arc discussed in detail and 
illustrated with specific Polish case studies in the next chapter. 
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TECHNOLOGY AND TECHNICAL ISSUES 

The restructuring process must take into consideration the technological base of a gi\'cn enterprise. 
Once the strategic mission of a company has been defined, the technological review focuses on identifying 
the core productive assets necesS8J)' to fulfil this mission. Usually a reduction in the extent of vertical 
integration is a key component of the restructuring process that eventually leads to a sharply focused 
enterprise with a sustainable capital investment programme. Typical technological problems faced by 
enterprises in the region are: 

a Aged and obsolete equipment - Given the scarcity and high cost of new capital, it is necess8J)· 
to maximize use of existing assets. Disposing of surplus machinecy· may be a source of funds. 

a Underutilized maintenance and service departmenu - 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. 

a Inefficient materials handling and production flows - Under the old shortage economy, 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 
inefficient production methods. 

a Weak plant maiutenance systems - The old cu!turc of storming to meet externally imposed 
planned production targets at certain times in the year meant that the development of a regular 
inspection 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 lo be much greater than in 
similar Western enterprises. Tight cost-control is therefore very difficult. 

a Qualitl control - Without a strong tradition of cost accounting underpinning all stages of the 
,-aluc-added chain from research and development, to design and production, through to marketing 
and after-sales service, 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 ISO 9000 and 
ISO 9001. 

a Pollution - The previous regime did little to enforce environmental protection standards. Many 
enterprises arc currently in breach of EC environmental standards and substantial investment is 
required to clean up existing production technology. Many enterprises carry unknown liability for 
pre\·ious 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 participate in modem financial analysis. Implementation 
of the eventual rcstructurin~ programme will be that much surer if top management arc fully conversant 
with the financial cond1tic. .• of thei1 enterprise. They also have to unders:and the fi'lancial implications 
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of the economic reality facing their company. In Poland and elsewhere in the CEE and FSU, enterprise 
management face similar problems stemming from the neglect of financial management in the past: 

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

a Revenue breakdown - Profit and contribution analysis is not routinely carried out so that the 
estimation of the gross and net profit margins of product lines is not a\'ailablc lo the marketing 
department. As a result, break even prices are rarely used in de\'eloping the pricing strategy of 
enterprises. 

a Balance sheet and income statement analysis - It is presently VCI')' difficult for most 
managements to draw quick and incisive conclusions from the financial information supplied to 
them by accounting d<;partments using the old format developed under the central planning 
rcgime.'6' The management information system usually needs to be radically overhauled so that 
it can routinely supply up to date data on the cost-price structure of the business, inventol')· 
turnover, accounts payable and receivable, the standard financial ratios, and perfonn historical and 
future cash-flow projections 

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

Once the management information and accounting system has been redesigned and the financial stale 
of the enterprise been evaluated, it is usually necesSal')' to look to financial institutions for assistance. 
Four years ago Poland had one bank. Today that number has reached well O\'er 100. In far too many 
cases, Polish banks remain aloof from the needs of the industrial sector. If the productive sector is lo 
expand efficiently 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, (sec Chapter 3) 

HUMAN RESOURCE DEVELOPMENT 

Training is a crucial part of a comprehensive restructuring programme. ,'. primary objective of 
industrial restructuring is building flexibility into enterprises 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 machinery, the introduction of management 
infonnation and accounting systems, and the development of a proactive marketing function and sales 
force. All of these actions imply major organi7.ational change, renewal and development. Human resource 
management was as much neglected as finance and marketing in state-owned enterprises, 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 simultaneously. or else capital and technology 
will be designed around deficiencies in the labour force ("dumping down" technology, as when pictures 
replace numbers on the cash registers of fast food restaurants) consigning CEE and FSU countries to a 
comparatively capital intensive but low-wage, low-skill development trajectory. A particularly alarming 
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implication of this latter scenario is that since the countries of the region arc capital-stan·cd. very few 
enterprises will ha\'C enough capital to sun·ivc restructuring. Those enterprises that do survive will ha,·e 
very much depicted labour forces. Thus, in the absence of abundant in\'CStment capital, industrial 
restructuring programmes must be premised on human resource intensification rather than major 
increments in hardware. 

Although 90 per cent of Polish managers in large state enterprises received a university education 
there has been an encouraging response to new training opportunities. Many arc taking ad\'antage of 
management training courses to in . .,.ovc their knowledge and skills. Approximately 40 per cent of 
managers O\'er 40 years of age and 30 per cent of those aged between 21 to 40 years have attended some 
form of management training course since 1990. Technical and professional training is also needed to 
com pen sate for the theoretical bias in Polish higher education caused by the shortage of modem sci~ntific 
and engineering equipment in university and polytechnic laboratories. Particular needs exist in specialist 
engineering, computing science, management information S}'Slems and other applied sciences. Polish 
enterprises, for example, suffer from high level manpower shortages in the areas of production planning, 
work methods organi7.ation, materials flow management, machine shop scheduling, plant layout design, 
computeri7.ation and the application of CAD/CAM systems, management information systems development 
and quality control. Throughout CEE and the FSU, similar observations have been made about training 
deficiencies. Language training is also a top priority since less than 15 per cent of managers of Polish 
state enterprises know English, with even fewer being familiar with German or French. 

As already mentioned above state enterprises have few funds for paying for training, so that the 
assistance with training provided by foreign governments and multilateral institutions is often of 
paramount importance in securing the successful implementation of well conceived and executed 
restructuring programmes. Quite often, the acceptance of restructuring programmes by management and 
labour is dependent on the package of training and retraining being offered. For example, after the last 
wa\'c of coal mining strikes in the winter of 1993, the Polish government reached a deal with the miners 
by offering a restructuring programme with an enhanced training component. 

SMALL BUSINESS DEVELOPMENT 

Polish experience of restructuring state-owned enterprises suggests that most existing departments 
need to shed staff. Job losses arc particularly heavy in service departr.1ents. Once laid off, these blue and 
white collar employees often have no choice but to enter self-employment or start up businesses. Certainly 
the repression of the private small and mcdium-si1.cd business sector under communism has meant that 
all CEE and FSU economics have, by 'Ncstem standards, a skewed si1.c distribution of enterprises. Private 
medium, and to a lesser extent small-si:1.cd enterprises arc noticeably under-represented throughout the 
economics of the region. On the face of it there would seem to be ample opportunities for creating ne'' 
small businesses to provide subcontracting services to the remaining large enterprises. 

Although the encouragement of subcontracting has a logical economic rationale, Western cxpcncncc 
suggests that ii is difficult to stimulate business formation without a well-trained pool of potential 
cntn.:prcncurs. A good general level of education supplemented by practical business skills such as cost 
accounting, a knowledge of finance, marketing and computer literacy seems to offer the best prospect 
As more and more enterprises restructure by streamlining production, spinning off non-productive assets, 
and shedding surplus labour, redundant workers will enter an increasingly crowded labour market It thus 
becomes increasingly urgent that sulTicicnt rc'lourccs arc devoted to supporting business start-ups. both 
b:,. directly helping people find employment as owncr-manafp, and by encouraging those who arc 
successful to take on more employees. 
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A number of bilateral and multilateral agencies, such as the British Know How Fund, the World Bank, 
PHARE dlld USAlD are assisting the Ministl)' of lndustr)· with creating a network of business support 
centres and incubator units in Poland and elsewhere in CEE. C.~nerally, these centres pro\ide free or 
hea\'ily subsidized advice to clients; assistance with developing a business plan; and a range of practical 
skins-based, short training courses, usually free. Some offer access to credit lines or rent out pre-start 
factory units at subsidi7.cd prices. The Polish Ministry of Labour also sponsors short courses for the 
unemployed of the variety 'Is business for me?' and 'Going into business'. 

Small business training programmes ha\'e three i>asic functions. The first is to help would-be 
entrepreneurs re\'iew \ihether they ha\'e a viable business idea. The second is to provide more specific 
training for those who have gone beyond formulating an idea. The third objccli\'e is to provide further 
training and support to those businesses that have started up and have survived the initial period of 
de\'elopment. One-stop small business support centres normally offer specific business ad\'icc, counselling 
alongside training. At least until a business has become well-established, it is not normal to charge any 
fee for advice or training. Clearly, for CEE and FSU go\'emments facing a tight budget constraint, foreign 
assistance is essential for subsidizing the provision of training and advice services for smalt businesses. 

There arc many people alt over Eastern Europe who are willing to engage in pri\'ale business and it 
would seem that a large proportion are well able to do so. However, they stilt need active encouragement 
and the remaining legal and bureaucratic obstacles left over from the old regime must be finally swept 
away. They also \'itally need increased access to credit to get them going, that is capital. So far 
go\'emments and international organizations have not been sufficiently generous with cr~dit lines to this 
sector. E\'en if the 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 
requirements compared with a single state-owned enterprise would seem self-e\'ident. 
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Endnotes 

n· sec Porter, M E (1985) Competitive Ad\'anlagc, New York: the Free Press. 

74
' We describe the difficulties the Polish go\'cmmcnl has had in developing a national industrial policy 

in Chapter 3. 

n· Lieberman, for example, describes an interesting Tunisian textile case study that demonstrates the 
importance of a comprehensive approach to industrial restructuring. The case attributes the successful 
restructuring of a subsidiary of Tunisia's largest textile group, to effective linking of a combination of 
technical support, improved production assistance, organi7.ational and management changes and the 
provision of adequate financial backing. As a result of restructuring the company has become a key 
supplier of denim to the EC. (Sec Lieberman l W (1990) 'Industrial Restructuring: Policy and practice', 
World Bank Policy and Research Series, 9, p.19) 

1
"' For example, in Japan in the 1970s and early 1980s, banks were a very important source of compctiti\'c 

advantage as providers of cheap industrial capital for Japanese corporations. 

11
' The lack of willingness of Polish banks to become more in\'olved in assisting enterprises has led to the 

threat that, if Polish banks continue to choose not to lend to industry, then the banking sector should be 
opened to free competition from foreign banks. 

1~· Sec Chapter three for a fuller treatment of issues concerning the financial sector in Poland. 

n· The Polish unofficial trade union movement mounted its firi.t major public confrontation agair.sl the 
communist government in Poznan in 1956. 

~0 · Competitive trade union federations differentiated according to political affiliation arc found in many 
West European countries such as Italy, France and Belgium. 

~·· The greatest trade union militancy has been shown in the hca\). industrial sectors, mining and public 
transport where overcapacity and outdated equipment arc widespread. 

821 The punitive lax on wage increases above the government nonn discussed in Chapter Two. know as 
the popiwck, docs not apply to private companies. 

81
' Nestle had earlier failed to buy Wedel in Warsaw which fell to PepsiCo; Amino in Bydgos1..c1. to Knorr; 

Suchard (part of Philip Morris) took over Olza in Cicsyn and Bahlscn took O\'Cr KSS in Skawina. Other 
investors in the sector include Dalgcty., Cadbury Schweppes, United Biscuits, Ferrero SpA and BSN. 
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114 . This so-called functional structure is also replicated in the structure of higher education and research 
institutes. Thus 3 typical university faculty of economics had institutes for textile economics, light industry 
economics, steel and mining economics. Each industri3l sector also had its central research institute. 

u· Rybczynski. Tad (1991) 1"he Sequencing of Reform', Oxford Review of Economic Polic,-, Vol 7, No 4, 

pp.26-34. 

116• Polish enterprises had already 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 pl.mning 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. 

I Iii I I 11 
II II I 111 I I II I I I 



I I I I II 11 I 

INTRODUCTION 

87 

Chapter 6 
Case Studies of the Restructuring 

of Selected Polish Enterprises 

In this chapter. the emerging methodology of industrial restructuring introduced in Chapter 5 
is illustrated in the context of specific case studies. Although, this chapter presents case studies of 
Polish industries, other studies of the region by UNIDO and other international organi7.ations report 
similar findings. There is therefore good reason to believe that these Polish case studies provide 
useful experience and guidance for other countries embarking on similar restructuring exercises. The 
case studies arc based on an on-going UNIDO restructuring project in Poland. Beginning in 1991, 
USS 2.3 million were made available by the British Government through its Know-How Fund for 
Central and Eastern European (CEE) countries to enable UNIDO to assist in the restructuring of 15 
Polish enterprises. 

The primary objective of the UNIDO restructuring project was to facilitate the restructuring 
process and eventual commcrciali7.ation of the ten enterprises selected. The programme also had a 
series of secondary objectives: 

(a) To keep the enterprises operational and maintain their financial 
liquidity in th:: short tenn, until a firm restructuring plan could be 
drawn up. Priority was thus to be given to conducting an immediate 
assessment of assets and liabilities, defining urgent short-term 
measures to improve the liquidity of the enterprises and undertaking 
negotiations with creditors, as well as to addressing short-term 
technical, marketing and financial problems. 

(b) To earl)· out a comprehensive techno-cconomic evaluation of the 
enterprises' operations in terms of the types of plant, machine!)· and 
equipment used, skills available, the types and volumes of products 
currently manufactured, scope for reducing costs and rationalizing 
assets and any technical problems. 

(c) Ba:.;ed on the foregoing evaluation, to provide advice to the 
enterprises on an ideal product mix and to recommend new or 
diversified product tines and markets, due consideration being given 
to the changing economic environment and comparative advantages, 
and to necessary improvements rn the enterprises' 
m anagcrial/tcchnical capabilities. 

(d) To help enterprise management develop a hcttcr, more coherent 
organi:r.atior.al and strategic view of their f uturc, thus enabling the 
enterprises to elaborate and implement an effective restructuring plan 
and strengthen their position during discussions/negotiations with 
potential technical and/or commercial partners. 

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

On the basis of rigorous sclcc,ion criteria, 15 large and medium-scale enterprises out of around 
40 candidatr,s were selected for in-depth examination. Basically, these were potentially viable 
enterprises which were willing to undertake major restructuring efforts themselves but stili required 
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external assistance. The enterprises selected employed between 1,000 and 20.000 employees and 
produced a wide ,·ariety of products ranging from linen fibre and fabric, colour and black and white 
tele,·ision sets, screen monitors, work stations through to military tracking equipment, gear 
transmissions. construction cranes, locomotives and mobile cranes. To illustrate th!.! major findings 
and recommendations of UNIDO's restructuring project, three rcprescntati,·e case studies arc presented 
in this report. 

The Polish enterprises selected as case studies reflect the difficult transformation process 
undertaken by the former socialist states in 1989. The successes and failures of the restructuring 
programme arc an amalgamation of macroeconomic and microeconomic decisions taken by the 
enterprise management and various policy making institutions. Although certain problems were 
unique to a given enterprise, many more were commonly shared. All of the enterprises discussed in 
the case studies had considerable problems adjusting their product-oriented structures into compctiiivc 
market oriented operations. Besides being able to produce what the market demands, the enterprises 
examined encountered difficulties when faced with such strategic issues as pricing, budgeting, cost 
monitoring, distribution. quality control, product design, marketing, and sales. In short. the enterprises 
were not hitherto prepared to perform those functions necessary to create \'alue added operations. 

To compound the problem, the enterprises lacked support systems a,·ailablc to their Western 
counterparts. Without a strong banking sector well versed in risk assessment and credit and project 
analysis, many of the enterprises could not rely on their banks to be an active partner during the 
restructuring process. Lacking well developed fint>ncial skills and support, the enterprises f accd a 
multitude of problems stemming from poorly designed management accounting systems. the non-use 
of basic ratio analysis, and outdated methods of overhead cost allocation. Their financial situation was 
further aggravated by management's insufficient knowledge of the market due to inadequate market 
research and inadequate understanding of market fore~ influencing price, promotion. and packaging 
of their products. The lack of expertise in the above mentioned areas underlines the importance of 
human resource development in CEE enterprises. Training of top and mid-leYcl managers in modem 
business practices emerges as an effective means to galvanize the restructuring process. 

In addition, it has to be noted that a restructuring process in the CEE and FSU states is not 
the same as in the West. To begin with, the human resource base is completely different with basic 
skills in such crucial areas as sales and marketing being greatly neglected or absent. The correct 
assessment of the enterprise such as an in-depth diagnostic analysis required in fact a decoding 
operation of past performan~ figures. to adjust them to free market concepts and criteria of a free 
market. One has to also keep in mind that in fact lhe issue was not restructuring. but a profound 
transformation of one type of organi7.ation into a completely different one with distinct functions and 
aims operating in a trade union dominated atmosphere. 

To pro,·ide assistance during the transformation process, a four-step restructuring programme 
was de\·elopcd aimed at stabili7.ing an enterprise's deteriorating competitive position. that often 
bordered on catastrophic, and developing a revenue generating strategy. A major objccti\'e, therefore. 
of the restructuring programme was to improve the competitiveness and the operational efficiency of 
the enterprises. Considering the characteristics of former SOEs. the foremost task was to rationali7.c 
the level of employment and reduce the asset base, as well as increase sales Specifically. the four 
step restructuring programme re,·iewcd an enterprise's business environment. performed a company 
diagnostic. de,·elopcd restructuring options, and together with the management. implemented an action 
plan. Each of these subpoints arc described below: 
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I. Step One - Data Review 

• In step one. market and industry data was collected and analyzed to define the 
competitive environment and to identify possible development opportunities for the 
enterprise being restructured. An analysis of the enterprise's product. price. place. and 
promotion was performed whic.'a asked the following questions: 

1. Product - ls 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 
comparison to the enterprise? 

2. Price - Arc there any developments in complimentary products or scn·ices? 
What are the competitive pressures and policies that effect pricing? What 
pricing/purchase financing could be ust:d to retain customers? What pricing 
should be designed for wholesalers. rcuilers, and final customers? 

3. Place- What are the distribution channels and bow are they evolving? Which 
channels are used by the competition ad why? What regulatory policies 
influence the market place and the industry? 

4. Promotion - What selling techniques are used and how is the sales force 
organized? How and by whom is promotion organized and executed? Arc 
there any industrial organi7.ations or lobbies to promote their common 
interests? 

II. Step Two - Diagnostic 

• 

II 111 I I I I 11 

Consisted of a full diagnostic to define the enterprise's competitive positioning and to 
prepare a financial business plan based on a competitive market and industry rc\·icw. 
The diagnostic stage asked specific questions regarding five areas of the enterprise's 
operations that arc dcscnbcd below: 

I . Re,·enue - What is the biggest source of revenue? Who arc the enterprise's 
clients? Do the enterprises have a clearly defined product portfolio? Is the 
method of distribution effective? 

2 Finances - What is the current cash position of the enterprises? What is the 
enterprise's level of debt and how docs it compare to the competition? How 
effective is the enterprises' method of exacting their receivables from their 
debtors? 

3. Management - What is the organi7.ation-1 structure and is it appropriate? 
What arc the management's capabilities? What arc the workforcc's strengths 
and weaknesses? 

4. Cost - How eff cctivcly arc costs contTollcd? What steps arc being taken to 
reduce costs'> What is being done to maintain a rational level of stocks'> Arc 
raw materials purchased of requisite quality at the lowest price? 

S. Production and Assets - Are uscts well utili7..cd7 Arc there any redundant 
fixed uscts which may be disposed? Arc work methods and production 
technologies used efTcctivcly? 

I I I I I II II 11 I I I 
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Ill. Step Three - Options For Restructuring 

• Based on lhc diagnostic and compctiti\·e positioning conclusions. restructuring options 
were de\·elopcd to place top priority on the enterprise's strategy. corporate mission. 
business plan de,·clopmcnt. roorgani7.alion. and training. To dc,·elop a full spectrum 
of restructuring options. additional questions were asked focusing on the following: 

1. Mission - What is the goal of the er.tcrprisc's opentions? What arc the tasks 
of the management and employees? How will the enterprise's organi7..ationaJ 
structure assist them? 

2. Strategy - How should the enterprise be positioned in the market relative to 
its domestic and foreign competitors? Which products should be delivered 
to which market segment and at what cost? How is internal business 
performance control defined? What organizational structures and assets arc 
needed to cat'I'). out the strategy? 

3. Business Plan - What arc the e'.ttemal and internal factors influencing the 
enterprise's performance? Which scenarios should be taken into 
consideration? What arc the range of possible results? 

4. Reorganization - Wt.at organi7..ational structure is the most competiti,·c? What 
assets should be sold andior liquidated? Which departments should be 
reduced in si7.C or spun-off? What arc the enterprise's core business 
acti,·itiei.? What should be done with the ancillary scn·iccs such as schools. 
health clinics. recreational facilities? Which employment structure is the most 
efficient? 

5. Training - What assistance is needed to develop human resoui:cs in the 
enterprise? What training is needed to improve the enterprise's 
product/market strategy. compctiti\·e positioning and stntegic planning. What 
training should be provided to address the enterprise's internal needs such as 
re,·cnue, financial performance, cost and asset structure, and organi7.ational 
management. How can the enterprise effccti,·ely utiliz.c professional partners 
and ad\·isors, communication, moti,·ation and public relations that influences 
the business enironmcnt. 

IV. Step Four - Implementation 

• After the restructuring options were addressed and consensus reached by the 
management, implementation plans tailored to the enterprise's; needs were developed. 
This entailed implementing an action plan based on the points described above, whiie 
emphasil'jng the need for project financing and rccapitalir.ation of the enterprise. Of 
specific concern were sources of nailable capital, the creation of a consortium to 
reduce risk and cost of capital, lhe selection of financial partners, liquidation of state 
shares. and privati,.ation. 

The basic purpose of the four phase rcstructunn" programme was the development of a 
stabili,.alion programme fo1 the enlcrprise. Such a stabili,.ation programme was intended lo gain 
management control over the cnlerprisc, establish and communicate crcdib;lity with institutions 
possessing a stake in the enterprise, and assess the existing management structure. These ~hrcc 
objectives arc further developed below: 
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Stabilization 

a Gain management control - This m~· entail bringing in a new financial director. developing 
a cash flow forecast. and implementing ccntrali7.cd cash control. TI:c implementation of 
controls over both capital and re\·cnue expenditures may entail frcczjnt employment. rejecting 
suppliers' price increases, and ha,·ing the general manager appro,·ing all renewed or new 
contracts. ln,·entory control and debtor control arc also areas where management control is 
of importance. 

a Establish and commHicatc credibility with stakcholdcn - Enterprise stabilization entails 
developing " close working relationship between the enterprise and its key creditors by 
explaining the main ideas of a restructuring plan and the length of time it may take. 
lmpro,·cd communication also entails talking to suppliers, trade creditors, customers, and trade 
unions and outlining the urgency of the situation and the enterprise's commitment to 
restructure while -:ontinuing to provide sen·ice. 

a Assess ciisting management structure - Provide for face to face meetings and assign 
Sf>'Xtfic tasls or projects. An outside technical expert may be needed to assist in the areas 
of personnel replacement, recruitment, and compensation. 

As in the West, enterprise stabilization provides a window of opportunity to launch a cash­
gcncration cff ort. These concepts focus on the rc\·enue generating strategy that has three basic 
clements: 

Rcnnue Generating Strategy 

a Product-market change - Based on a detailed marketing plan, this entails defining strategic 
business units (SBUs) and analyzing their growth and profit potential. To assist in the change. 
rcsponsibili~ should be shifted to profit centres while simultaneoush· impro,·ing control and 
quali~· systems. 

a lmpron sales effort - Increased re,·enues for the enterprises forces the creation of planning 
and the controlling of selling efforts that often means managing the time sales representatives 
dc\otcd to clients. In addition. motivating and training the sales force ts a top priority. 
Monitoring of the sales force should include judging sales performance on the basis of a 
comparison of actual versus budget performance, key accounts. sales targets per sales 
representative. sales trends, and the impact of special promotion. Improved efforts should be 
closely followed by euluating and. if ncccsslU). replacing sales reprcsentati\es 

a Price 1tratqy cbanics - A re,·iew of the enterprise's pricing strategy entails ,>erforming a 
customer profitability re\·i~. Raising list price on all or some of the products should be 
consid<..red based on a well worked policy of how m ueh of an increase can the products stand 
The enterprise's discount policy may need to be altered as well to make an impi.ct on the 
pricing strategy 

A summlU)· diagram of steps in\·olvcd in the restructuring programme points out the relati\ely 
lengthy and expensive process &waiting an entcrpnse engaged in such an exercise Besides time. 
internal and external factors influence the enterprise and play an 101ponan1 role m the success or 
failure of such an undertaking. With each step requiring full comm1tm.znt and perseverance from the 
enterprise's staff. the human factor must be seen as one of the mosl dccisi\·e contributors to a 
successful restructuring process. Resistance to change iii a serious obstacle to any restructuring 
programme regardless of whether it is undertaken in Eastern or Western Europe. Change 1s c\·en more 
difficult in an cn\·ironmcnt which for nearly SO years operated on totally different economic premise!!. 
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As the case studies i;oint oat. the suctcSs of a :cstructuring project hinges on many factors: howe,·cr. 
the attitude of the management toward change. an integral clement of all restructuring programmes. 
emerges as a dominant force. 

COMPANY A 

DESCRIPTION AND HISTORY OF THE ENTERPRISE 

Company A consists of two di,·isions specializing in equipment production and 
construction/installation sCf\·iccs. The equipment production division asscmbks low and high voltage 
switchgcars and transformer stations. while the construction/ installation division prO\·idcs electrical 
services for the industrial and commercial sectors. The nst majori~· of switchgcars and transformers 
were produced for the former Soviet Union, while the construction/installation scn·iccs were primarily· 
oriented toward the domestic market 

Company A was established as a state owned enterprise immediately after World War II along 
with 12 other similar operations making electromechanical products and providing 
construction/installation services. The ccntTal planning authorities assigned the type and the amount 
of goods to be produced by each company, while allowing each to maintain a monopolistic 
construction/installation hold O\'cr a specified geographic area. A more detailed summU)· of 
employment and financial developments in Company A from 1989 to 1992 is pro\·idcd below. 

In million USS 

Employees• 
Capital 
Fixed assets 
Current assets 
Liabilities 
Total sales 
Gross profit 
Net profit 

Source: Company data 
• Number of Employees 

988 

SOE - State Owned Enterprise 
JSC - Joint Stock Company 
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COMPANY A 

1990 

867 

3.73 
3.08 
1.08 

11.35 
3.84 
197 

SOE JSC 
1991 1992 1992 

770 770 693 
0.01 

:uo 2.83 3.12 
5.51 5.69 6.'."4 
1.18 2.17 1.13 

16.54 2.IO lU3 
4.86 0.04 1.13 
2.51 0 01 0.67 
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MAJOR PROBLEMS AND CONSTRAINTS 

Marketing and sales orientation 

lneffoctive marketing and sales efforts due to a lack of requisite skills by the department's 
personnel caused formidable barriers to the creation of a market oriented compan}·. This problem was 
quite uni,·crsal among large state owned enterprises in Poland which typicali~· relied on the 
engineering staff to develop and manage marketing and sales efforts. In the case ofCompan~· A. both 
of the sales and marketing managers for the equipment production and construction/ installation 
divisions were electrical engineers who for approximately 20 years were inrnlved in production. Both 
of them were promoted to Sales and Marketing with little training o; experience in the discipline of 
industrial marketing. As such. prior to the organiz.ed training offered during the restructuring process. 
most of the learning was done by trial and cnor. 

For ex.ample. the manager of sales and marketing for the equipment production division treated 
transformers as a consumer product and did little to stimulate sales using industrial marketing methods. 
In addition. the two sales and marketing positions for the equipment production and 
construction/installation divisions did not coordinate their actions. Their cooperation seemed natural 
since the construction/installation division provided electrical scn·iccs for industrial and commercial 
projects throughout Poland, while the equipment production division assembled transformers and 
switchgcars used b}· the industrial and commercial facilities. The systematic collection and sharing 
of information between the two departments and database development received little attention. 

One of the major reasons for this distance between the two divisions stemmed from the 
equipment production division's ongoing sales of transformer stations to the former USSR which was 
bringing unrealistically high profit margins of 3 I per cent. Given this success. the equipment 
production division became complacent and did very little to pursue sales leads on the domestic 
market where margins were in the single digits and where competition from domestic and foreign 
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 the same range of products, collapsed after 1989. The 13 enterprises commenced 
encroaching on each others territories. product range. and services leading to stiff competition for the 
recession hit Polish client base. 

RECOMMENDATIONS 

Marketing and sain improvements 

As Western products supported by government ex.port schemes made inroads into traditional 
East European export markets of the former USSR, Company A's unit sales of transformers were 
reduced from 815 in 1988 to 350 by 1992. In addition, other Polish producers started competing head 
on with Company A in the former USSR. This competition forced Company A's equipment 
production division to refocus the domestic strategy and review its reliance on foreign trade 
organi1.ations (FTO's) responsible for exporting transformers. The FTOs were in an advantageous 
position to select one producer over another depending <'n the personal and/or historical tics between 
the producer iind the trader. financial incentives offered by the producer, and technological capabilities 
of the enterprise. 

Given these developmenti;. new emphasis was placed on creating alternative means of selling 
Company A's products in the former USSR and other foreign markets. Due to the FTO's strong 
bargaining position in relationship to the producers, Company A's selling costs jumped dramatically 
from approximately 7 per cent in 1990 le 23 per cent in 1991. Company A addressed this and other 
marketing problems by giving the marketing department inc•·eased training to meet new market 
challenges 11r1d re~ponsibilities. In addition, intensive search comn1cnccd to locale an alternative 
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private. stale, and/or foreign agent to sell the products in foreign markets as a counterweight to the 
traditional FTO assigned to Company A under the old system b~· central planning au!horitics 

Due to C'ompan~· A's weak marketing and sales skills exemplified by the department's attemp• 
to advertise industrial products 31ld scniccs using consumer goods techniques. intensi\·e training 
commenced to develop a \'ibrant marketing department employing IX specialists Training of the new 
personnel in modem business practices entailed de\·eloping new skills for each section or the 
department such as the market research and analysis sector. research and development. and promotion 
and sales sections or the department. Under the prc,·ious organi7.ation. the depmment acted as one 
body duplicating its efforts without developing a systematic way or locating clients or collecting 
information on market trends or the competition. Spcdal emphasis was placed on improving 
Company A's market survey and data coUecting capabilities that were underdeveloped due to the 
historical reliance on the FTOs in foreign markets and m agreement to the domestic market split 
among the 13 enterprises. 

Human resource dcvdopmcnt 

Increased training or Company A's staff in marketing and cost accounting resulted in cost 
reduction and monitoring systems being implemented. The need for such impro,·cments was 
exemplified by the disco,·ery that an identical product made by domestic competition was substantially 
less expensive. To com:ct the problem. a detailed cost anal~·sis and pricing poli~· review was 
performed by the marketing, accounting. and design and technology specialists. Through this 
cooperation. it was revealed that the cost or sheet netal used in production was overstated resulting 
in a higher final price when compared to the competition. The improvements led to a rapid tum 
around in Comrany A's fortunes. As a result, Company A's sales rebounded due to lower production 
costs and an eff ccti,-e pricing strategy_ 

Company A's limited exposure to modem cost accounting and finar.cial systems illustrated many 
of the problems faced by state-owned enterprises. What made Company A's situation unique was the 
separate equipment production and construction/installation dh·isions that operated in two different 
areas, making the enterprise an ideal candid.Jtc for profit centres. However. despite man~ 
aduntageous of profit centres. this concept was rejected by the management who claimed that it 
would destroy the historical bonds between the two divisions and also jeopardi1.c the consensus about 
pri,·ati1.ation among employees. Many examples were gi,·cn showing how the di,·isions helped each 
other .::•ring times of economic difficulties. As such, explanations that the profit centres intended to 
improve accounting procedures and reduce cost structures. and did not necessarily threaten the 
"special" rclatir nship between the two divisions. had limited influence on the management. More 
specifically. c1nployces feared that profit centres would be the first step toward layoffs and further 
asset reductions when one of the division's sales decreased. Each division's direct aceountabilit~· wa'i 
sacrificed for social harmony resulting in a less efficient overall operation: whereas fixed. ,-ariablc. 
and overhead costs could ha\·e been more tightly controlled. 

Company A needed to streamline its operation since approximately one-third of the assets with 
a net book value of USS IS million were either non-oroductive and/or non-core. Such ratio is 
common among state owned enterprises being restructured as a large portion of their assct'i consist 
of buildings and aged equipment and past investment on social scn·iccs and a:;sets such as nurseries 
and holiday homes. In the case or Company A, the equipment production division had 90 per ccn: 
of assets in buildings and the remaining lO per ,·:cnt in equipment. However. the equipment was R4 
per cent dcprcc1a1cd while the buildings were onl~ • , per cent depreciated. This was in line with the 
trend among East European enterprises which wcr .. often located in relatively new buildings but 
operated with obsolescent machinery. The construction/installation division with 23 per cent of its 
assets consisting of buildings and 77 per cent of equipment faced a similar problem. In their case. 
builJings Md equipment were 42 per cent and 67 per ccni depreciated, respectively. The level of 
dc;irccialion reached staggering proportion which directly influenced Company .:,'s product quality and 
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oYcrall efficiency For example. the enterprise's welding machines. turret lathes. cutting machines. 
and presses that all had an important impact on final product quali~·. were 100 per cent depreciated. 

Finance 

The company was in a relatively healthy financial shape due to the continuing sales of products 
to former USSR markets. Company A's internal cost controls needed to be improved. Although being 
able to brc&.down the overhead costs into energy. wages. taxes. depreciation. interest and bank 
charges. and materials. Company A could not point out exactly which of the divisions were 
responsible for higher overhead costs. Between 1989 and 1991. growing overhead costs nearly 
doubled and became vet)· difficult to allocate between the two di,·isions. To correct this dilemma. 
profit centres were proposed to determine which di,·ision needed to improve its performance. 
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 alternative to improve performance as well as to maintain the historical tie between the two 
di\·isions. 

Production 

Company A was characterized by inefficient production methods which exacerbated the 
enterprise's quality and cost control problems. In addition. the plan layout and material flow was not 
conducive lo a rational and efficient work flow. Although production planning and control identified 
start dates which led to correct priority for loading time. the overall effect was reduced by the poor 
discipline in ensuring that progressive actions were taken. The production planning and control system 
in operation was manual. This had the effect of extending the lead time required to ensure the proper 
sequence of events from receipt of order to issuing the appropriate drawing. specification and 
production plan, and so on. This often resulted in needed components being bought either too late 
or too early leading to bottlenecks and increased inventory costs. To compound the problem, the 
enterprise's incntory control system was inadequate in comparison to modem practices employed b} 
Western firms. 

Ways ~o improve Company A's productive efficiene}· included combining various operations. 
purchasing standard parts and rationali7jng designs. To improve quality. a quality trail was developed 
consisting of eight steps rc\·olving around an improved documentation flow. Recommendations were 
made to create a properly fonctioning self regulating 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 gi\·cn product or part, include a transportation costs and the wages of employees working in 
storage facilities. On the other hand, the company did not calculate costs associated with inventory, 
such as average capital tied down in inventor)' or cost of in\·cntof)· control. As such, active measures 
were recommended to reduce surplus stock through an accurate calculation of inventor)' needed to 
support ongoing production which subsequently led to drastic stock reductions. 

RESUl,TS AND CONCLUSIONS 

Company A's restructuring proc.css led to improved financial performance as a result of 
increased human resource de\·elopment, operational streamlining and employment reduction. In 
adJition, Company A successfully implemented its printi:r.ation programme and is currently operating 
as a private firm in which 20 rcr cent of the shares arc held by workers. 
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Due to historical reasons. Compan~· A did not create profit centres rc,·caling that traditional 
bonds and associations often preuil o\·cr economic and financial rationale. The management. in order 
not to antagoni'.c the workers during sensiti\"e pri\·ati7.ation negotiations. decided to o,·crfook the 
matter. After the enterprise's pri\'8ti7.ation. the issue remained ,.~. contentious and to date. no 
progress has been made to implement profit centres for the two dn·isions. 

COMPANY B 

DESCRIPTION AND HISTORY OF THE ENTERPRISE 

Company B. a producer of pure linen and linen blend fabrics. was founded before World War 
II and nationa!iz.cd in 1949. The enterprise, selling its products principally· in bulk for use in the 
clothing indus~·. operates one manufacturing plant in the southeast part of Poland. The 
manufacturing plant consists of old and poorly maintained specialised machines and equipment that 
arc 80 per cent depreciated and aging buildings lhat arc nearl~· 50 per cent depreciated. At the 
beginning of the restructuring project Company B employed 1.160 workers which was lowered to 880 
in 1992 and reduced again to 680 in 1993. 

Com pan~· B produces and sells a wide range of finished and semi-finished linen products. O\"cr 
the years it has become the fourth largest producer of linen by ,·olumc. P.mont the various products 
sold. tablecloths and dccorati\"e tablecloth fabric accounted for approxima,ely 55 per cent of total sales 
in 1991 and nearly the same percentage in 1992. Company B focused most of its production on the 
domestic and the former USSR markets. In 1989 approximately 63 per cent of Company B's sales 
were for the domestic and former CMEA markets: howc\'er in 1990 exports to the Western markets 
increased sharply from 37 per cent to nearly 79 per cent of the enterprise's total sales. In J99,_ 
Compan~· B and six other Polish linen producers accounted for 90 per cent of the nation's total 
production in a sector consisting of 26 enterprises. A more detailed summa1y of Company B's 
employment and financial dc\'clopments from 1988 to 1992 is gi\'cn below. 

In million USS 
Employees* 
Capital employed 
Fixed assets 
Current assets 
Liabilities 
Total sales 
Net profit 
Source Company data 

• Number of Employees. 

1988 
1.1n 

COMPANY B 

1989 
1.728 

MAJOR PROBl.EMS AND CONSTRAINTS 

Impact of •election criteria 

1990 
1.31.i 

I0.35 
10.68 
3.66 
4.11 
7M 

-0 98 

1991 1992 
1.155 1180 

9.16 5.72 
8.88 (J.56 

4.50 3 17 
5.53 5 .o.i 
5.80 4.37 

-19.i -J.88 

The sclcct1on criteria adopted by lhc polic~· making institutions in Poland in identifying suitable 
rt.:slructurmg candidates quite often done by mixing socio-political considerations with economic 
rationale. This was the case with Company B which war. located m a region where unemployment 
is of o\"er 20 per cent (well abo\·e the national level) and where regional de\'elopment lags bchinJ the 
rest of the country due to the fact that the region is predominantly agricultural. 
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Selected by a go,·emmenl agency for restructuring, Company B was already ,·iewed as an 
enterprise with little prospect of sun·ival. Indeed, this was pointed out in a subsequent government 
commissioned linen sectoral study. According to the study, the linen indust1y could become 
profitable~ however. only eight o!lt of 26 linen enterprises were cons!!lered via~le and worthy of 
support. These eight entcrpri!cs wcre selected on the basis of sin: and potential to stimulate growth, 
which in tum would have a positive impact on the remaining linen enterprises. Among the eight 
enterprises, six arc the h1Jgest producers oflinen in Poland. All together, the eight enterprises account 
for 70 per cent of Poland's potential linen production. 

Other factors taken into consideration by the sectoral study in selecting enterprises included the 
following: linen production making up over .SO per cent of total production, ability to produce finished 
goods, ecological safety, and ability to improve financial position of the finn with limited 
interventions. Given Company B's si7.C and lack of strategic value, the finn was not among the eight 
firms selected by the sectoral study. Compounding the problem, over the last few years linen 
production in Poland decreased by approximately one-half. Most enterprises lacked money for raw 
materials, 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 ineffective management that lacked well qualified 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 employees was pessimistic towards the 
transformation process. Despite a 40 per cent workforce reduction, Company B continued to engage 
in far too many non-productive activities. The prelimin3JY recommendations made during the 
diagnostic phase were ignored by the management that perceived the main goal of restructuring was 
to obtain additional financing for the enterprise via the contacts to be made and influence to be exerted 
by consulting company assisting in the restructuring, despite its poor financial performance. Such a 
simplified view of restructuring by the management signalled not only a low level of awareness, but 
also revealed a lack of communication between the government institutions and the enterprise 
regarding the type of assistance being provided. Throughout the restructuring process, the weak and 
ineffccti,·c management that was dominated by powc:ful trade unions did little to increase sales. 
improve production levels and efficiency, and streamline organi7.ational performance. 

Company B's staff and management proved incapable of addressing the enterprise's financial 
and revenue problems. Besides the fact that Company B's internal organi7.alion was not well-suited 
to operating in a market economy, the management lacked experience in cost accounting, sales and 
marketing, production planning, and quality control. An exccssi\'e amount of support staff, an acute 
lack of initiati\·e among workers, union insistence on wage egalitarianism, and generally low lc\cls 
of pay that systematically discouraged potential workers and led to a brain drain of senior staff. 
contributed to the organi7.ationa1 malaise. As such, Company B was a passive partner during ~he 
implcmcntat;on phase with the management placing all of its hope on outside government assistance. 

Finance 

Company B's revenue'! declined from $6.8 million in 1990 to $5.7 million in 1991, with the 
main source of rc\·enuc being linen cloth sold in bulk. In terms of volume, projected sales for 1991 
totalled only 40 per cent of sales in 1989. and 85 per cent of sales in 1990. The main reason for the 
poor financial performance was the collapse of the 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 \'cry small and in far too 
many cases, Company B signed unprofitable contracts with foreign ;>artn.::rs' due lo inadequate cost 
accounting information. 
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Since 1990, Compan~· B's financial position has deteriorated due to a radical drop in domestic 
sales and sales to the former USSR, as well as the enterprise's inability to decrease fixed costs. 
Comp3Dy B's financial problems were also revealed b}· low levels of liquidity with accounts payable 
exceeding receivables by more than I 00 per cent. In addition, interest penalties have had to be paid 
on o,·erdue accounts payable, a full 86 per cent of which have stood for at least 90 days since 
delivery. Compounding the financial problems were the cxccssi•cly high inventory levels for work 
in progress and finished product inventories that arc kept as bank collateral. Obtaining financing was 
extremely difficult given that Company B was burdened by a government decision in 1987 forcing 
the enterprise to involuntarily acquire a bankrupt linen factory in another region of Poland. Because 
of the factory's poor financial condition, the bankrupt plant's all fixed assets and factory's debt were 
taken over by Company &. 

Organization 

The role of the labour unions within the organi7.ation contributed to the internal paralysis of the 
company. Despite the deteriorating financial situation, the trade unions dismissed the radical plan to 
reduce employment. Instead, the unions presented an alternative plan in which the level of 
employment was to remain basically unchanged. To keep production going, the unions also agreed 
to continue signing unprofitable contracts which were to be balanced through overhead and support 
cost reductions. These cost reduction measures were: creation of a voluntary fire department, 
reduction of energy costs by installing energy control measuring devices, eliminating the middlemen 
when buying raw materials, and not hiring outside service and maintenance firms. Simply put, the 
unions proposed a plan to do everything internally which, contrary to the unions belief, would only 
reinforce vertical integration. The lack of a strong management counterweight to the unions 
cff ectivcly blocked the restructuring process. 

RECOMMENDATIONS 

Organization 

During the restructuring project, it was initially proposed that Company B's workforce be 
reduced by at least 185 individuals to a more manageable total of 880. As the general situation 
deteriorated, an emergency plan was developed to further reduce employment from 880 to 682 by 
reorienting activity towards the core business. The radical rcstructunng plan to save Company B was 
ignored by the management and the founding body that feared an increase in unemployment. The 
plan was also opposed by the Trade Unions. However, the real risk of total collapse of the company 
forced a re-consideration of the plan. At that point, the founding body allowed Company B to be 
administered by a management contract in which the old management's decision making powers were 
drastically reduced. Howc,·er, by the time the top management was changed, approximately 18 
months passed and Company B's financial situation reached a critical state. 

When it was proposed by outside consultants that the organizational structure be changed, very 
little was done. Lack of action on Company B's behalf also contributed to poor strategic decisions. 
Recommendations to change the General Manager and hire a new sales and marketing director as well 
as a new economic director were ignored. As such, the General Manager retained all three functions 
leading to a vertical decision making process. The General Manager had so much power concentrated 
in his hands that little counterweight existed to challenge his decisions to sign unprofitable contracts. 
This was especially evident ii' the area of marketing and sales which made up a large portion of the 
strategic recommendations. 
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Human resource dn-clopmcnt 

Recommendations were made to train Cr.mpany B's staff to acquire skills to dc,·clop a strict 
and more sophisticated financial management and cost control measures. Lack of an cffecti,·c cost 
accounting system prevented Company B from conectly calculating the costs of each product being 
produced. As such, the enterprise was poorly prepared for developing a pricing stntegy. In addition, 
the lack of business planning, feasibility studies and economic modelling did not allow the enterprise 
to quickly calculate the breakevcn point and adjust to rapidly changing markets. These weaknesses 
had far ranging consequences as demonstrated by Company B's financially disastrous decisions. When 
time arrived to negotiate new contracts. the management made strategic blunders which resulted in 
money losing contracts being negotiated. For example, the General Ma.11ager, who also acted as the 
sales and marketing director as well as production director. signed a series of export contncts of 
which an incredible 96 per cent were unprofitable. When confronted and asked to justify his 
decisions. the General Manager claimed that the foreign markets were so important lo the future of 
the enterprise that they had to be held at any cost. Consequently, in an effort to sa\·e Company B, 
financial decisions arrived at without the support of sound cost accounting systems only exacerbated 
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 each section of the department and each 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 emphasis was placed by the unions and the management on quality control issues which 
were seen as one of Company B's greatest w~aknesses. As such, the reorganization of the Quality 
Control section was recommended that entailed making the Head of Quality Control directly 
accountable to the Managing Director. In addition, specific outlines of responsibilities for each 
inspection manager and specialist were made. However, these recommendations were ignored and 
Company B continued to ha\'C problems with quality. Consequently, only 77 per cent of produced 
linen fabric fulfilled international export quality standards, while the remaining 23 per cent of 
production was generally processed into simple finished products and sold domestically for a ,·cry low 
pncc. 

RESULTS AND CONCLUSIONS 

Despite a strong resistance to change during the restructuring and implementation phase, certain 
improvements were achieved. For example, employment was reduced and approximately 24 per cent 
non-productive assets were separated or <'liminated. In addition, 26 per cent of non-core assets, such 
as the nursery and kindergarten, were sold. However, only when the financial situation of Company 
B degenerated to a point of bankruptcy were additional steps taken towards reducing l'ssets by a new 
management team hired by the founding body. 

Recommendations presented to Company B during the diagnostic phase addressed the P10!it 
urgent problems encountered during those three months. As the financial situation continuzd to 
deteriorate over the riext six months, additional recommendations were made to reflect Company B's 
changing realities. More drastic steps were recommended that encompassed defining a new profitable 
product mix, implementing a new sales and marketing strategy, reducing the organizational structure, 
dividing responsibilitie'I among the top management, and identifying the main sources of p~ofit and 
cost. Three new financial business plans were created based on future product mix scenarios and 
assets that would maximise machine and labour efficiency. Recommendations were also made to 
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develop a better working relationship with Company B's debtors ancl creditors, with particular attention 
given lo the enterprise's sourr.r., of finance available at that time. 

During the implementation phase, yet more stringent rccor.imcndations were made purely as 
a last resort due to the collapsing financial situation of the enter;>rise. As a result of indecisive and 
delayed decision-making by !he 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 orgBl!izational simulations were presented 
to the enterprise in order to accelerate 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 .:>f staff reductions. Instead, an alternative plan was offered by 
the unions which also failed to correct the enterprise's problems. 

Due to the intransigent attitude of the trade unions, weak management, and lack of exposure 
by the staff to modem business practices, the restructuring process encountered formidable obstacles. 
The deteriorating financial situation reached a point where, without deht reduction and an active 
involvement 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 leadmg manufacturers of television 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 to a competitive market economy resulted in 
increased imports from Western Europe and Asia threatened Company C's domination of the Polish 
market. From 1989 to 1992, Company C's market share 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 sets. Although the systematic decline in sales stopped at the end of 1992 
due to organizational changes and an increased market focus, Cc,mpany C remains in financial 
difficulty. Besides the core plant producing television units, three other affiliated production facilities 
ha,·e operated under the same umbrella. These included: 

- a production facility for television components 
- a production facility for professional television equipment 
- a production facility for wooden TV chassis 

Throughout its history, Company C has been plagued by an organizational structure that 
included loo many non-core production assets such as maintenance, chemical plating, and recreational 
services - along with an overgrown employment structure. A detailed summary of Company C's 
employment from 1988 to 1992 and financial developments from 1990 to 1992 is provided below, 
revealing its worsening financial condition as a result of lost domestic and foreign markets. 

COMPANY C 
In million USS 1988 1289 1990 1991 1992 
Employees• 3.429 3,777 3,248 3,165 2,123 
Fixed assets 21.46 24.87 19.~7 

Current assets 26.94 20.31 13.67 
Liabilities 8.79 32.11 32.06 
Total sales 101.20 ~7.35 37.39 
Gross profit 10.14 -14.2K -7.22 
Net profit 5.01 -14.49 -7.32 
Source: Company data. 

• Number of Employees. 
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MAJOR PROBLEMS AND CONSTRAINTS 

Financial problems 

One of Company C's major problems stemmed from the financial difficulties caused by 
declining sales oftele,·ision units from $101 million in 1990 to $37 million in 1992 due to increased 
import penetration. Due lo the 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 areas 
but also marketing and organiz.ational fields. 

Company C relied on manual simulations of potential business scenarios that were time 
consuming and cumbersome. Once calculated, lack of computeri7.ation prc,·cnted quick adjustments 
to changing market conditions and new counter-proposals presented by the main creditors. As such. 
Company C was at a disadvantage when negotiating with creditors who could quickly dc,·clop an 
alternative 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 tools at their disposal, 
and negotiating flexibility. 

Marketing and sales 

Company C's underdeveloped marketing and sales departments also contributed to its problems. 
Behaving more as a passive sales order processor rather than an active collector, analp,er, and 
disseminator of market information, these departments possessed limited knowledge of the competition 
and were completely unable to quickly spot trends such as the entrance of foreign producers. o,·erall, 
modem marketing and sales skills were lacking which required immediate corrective action in the 
form of increased and intensive training. 

0 rganizational deficiencies 

In addition to financial and marketing problems, Company C's bloated organi7.ational structure 
arising from vertical integration and the previous regime's rigid employment policies made stafT 
reductions extremely difficult This in tum led to inefficient production, poorly motivated personnel. 
and tensions among the ranks. Internal conflicts were common within the management, regarding the 
short and long-term restructuring goals, and between the top management and lower level employees 
pertaining to the course and speed of needed changes. The top management was replaced three times 
as a result of disputes among the management and trade union opposition. This struggle and 
accompanying commotion over the future shape and strategic direction of Company C revealed that 
restructuring is perceived to be many things to many individuals and the emergence of consensus 
among the stafT to undertake expeditious action is long and difficult. 

Company C's production and asset management proved inadequate for modem television 
manufacturing. With a total of 2215 employees in 1991, only 885 were directly invoh·ed in 

production. The remaining 1330 provided indirect support consisting of facilities involved in injection 
moulding, stamping, plating, vamii1hing, holiday resorts, training, shops and service, design 
(construction}, maintenance, and security services. Despite the presence of 62 security guards. maJor 
incidents of theft plagued Company C. Despite an overblown organi1.ational structure, certain strategic 
positions were not stalled. These included the positions of a Purchasing Manager - a critical function 
in the industry - which resulted in limited awareness of the market for 5upplies. As was done under 
the old system, supplies were purchased from state producers with little effort dc,·oted to reduce cosls 
through alternative suppliers. Such organi1.ational paradoxes point to the limited cost awareness 
culture in Company C at that tiiHe. 
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RECOMMENDATIONS 

Human mourcc dc,·clopmcnt 

To improve Company C's compctiti\c position. one of the R:ading recommendations focused 
on human resource development Reducing the knowledge gap between Western firms and their 
Polish counterparts became an urgent issue in creating a market oriented enterprise. Top priori~· was 
assigned for impro\·cments in marketing and sales. financial planning, cost accounting. organi7.ational 
efficiency, and quali~- awareness. Consequently, the crcatior of a management team well versed in 
modem business methods and supported by an energetic marketing and accounting departments 
became the top priority of the restructuring programme. 

Organization 

Organi7.ational restructuring focused or: streamlining the operation by concentrating on 
Company C's core business acti,·ities producing onl~· television sets. As such. reduction in exccssi,·e 
support acti,·itics taking-up approximately 80,000 square meters became the top priori~· with such 
departments as chemical plating, tool shop, transportation, maintenance, and recreation being liquidated 
or spun-off The slow process of implementing restructuring recommendations is still continuing and 
so far has reduced the operation to its core production units utili.r.ing half the amount of space as 
before. Shedding surplus assets was not only needed to improve organi1..ational efficiency and 
competitiveness of Company C, but was also a prerequisite to negotiate debt reductions with its main 
creditors. 

Finance 

As the first logical step to improve Company C's internal pcrform:mce. the management tried 
to improve its debt negotiating position with the bank and the State Treasury. Creditors were invited 
to take part in a partnership that would take over those of Company C's assets which were essential 
for manufacturing tele,·ision units. Partnership options involved debt to equi~· swaps based on market 
\ alue. debt-to-equity swaps based on book value, and/or cash contributions by the bank or the State 
Treasul')·. As with other enterprises in the region, success or failure of a restructuring programme docs 
not depend only on internal changes, but is influenced by the actions of many external institutions 

Company C due to its growing financial problems n~ed intensive assistance from government 
ministries. agencies. and the state banking sector during the restructuring process. Previous attempts 
by Comp211y C to in,·oh·e these institutions were ignored due to Company C's declining financial 
position. the instability of management. and the apparent inabilil)· to launch internal changes As 
such. it was up to Company C to first show positive results of the restructuring programme before 
acti\·e invoh·cment could be expected from the external institutions This happened in the fourth 
quarter of 1992 when sales of television units increased noticeably due to internal rcorgani/.at1on. 
improved marketing and sales efforts, and increased financial awareness of ihe staff as a result of 
intensive training efforts. At that point, the bank approved Company C's new business plan. To help 
the company, the bank also agreed to defer part of Company C's pll)·mcnts (approximately ~O per ccnl) 
until the company improved its financial position. 

Flexibility showr. by the bank also reflects the company's impro\·ed sales as well as on-going 
negotiations between the EBRO and the Polish go\·emment to restructure the bad d~bt portfolios of 
Poland's leading banks. With the assistance of the leading Polish Banks. EBRD will sclccl 
approximately 20 potentiall~· ,·iable enterprises to form a holding co:tipany. Company C is hkel~ lo 
be included in this group of promising companies. The holding company will take over all debts of 
the participating enterprises and "lith financial resources from EBRO and EEC's PHARE Programme 
will renegotiate loan terms. debts, and credit agreements. Participating Polish enterprises will ha'e 
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their bank debt restructured in order to open new opportunities. \\h1ch \\Crc prc\·1ously impossible to 
rcaluc due to crushing financial obligations 

Produdion 

Recommendations also focused on production process impro\·cmcnts that were costly and 
obful'cated. For example. in 1991 production planning was based on the lc\·cl of stocked materials 
and components and attention to quality played an insignificant role. To impro\·e production planning. 
recommendations were made to develop monthly production plans, order material and components to 
match the plan. collect information on sales, and monitcr television stock le\·els. Implementation of 
these steps resulted in improved scheduling of volume and assortment of production by the production 
and procurement dcpartmenls. 

RESULTS AND CONCLUSIONS 

The third change of management in Company C produced a stable and dedicated staff of 
managers actively supporting the restructuring process that led to a creation of a core organi7.ational 
structure focused on television production. Company C's orientation on core business activities led 
to separating or liquidating support acti\·ities, and redefining plant layout and redesigning production 
process on a more rational basis. 

The implementation of a new motiutional system to retain experienced staff was a major 
success for the company. The main elements of the new moti,·ational system consisted of the 
Managing Director earning 5.8 times more compared to a manual worker. Other differences in pay 
included: 

- Chief Accountant - 5.2 times more 
- Chief Designer - 4.2 times more 
- Department Manager - 3 0 times more 
- Dc~uty· Manager - 2.4 times more 
- Skilled worker - 1.5 times more 

This pay scale was forced thorough despite objections from the trade union~ who preferred an 
egalitarian pay system. The management justified pay increases on the basis of more rcsponsibiht~· 
being gi,·cn to each worker within the hierarchy. Although such pay differentials may seem small by 
Western standards. they arc a great step forward for an enterprise where previously sal~ scales were 
roughly the same regardless of functions performed and skills possessed. 

Restructuring also entailed dc,·eloping an active policy to work with Company C's founding 
body to commence ownership transformation. In the case of television manufacturing. all legal 
questions regarding ownership required the founding body's appronl. Due to institutional inertia. 
decisions concerning such vital issues as the dcfiniticn of and agreement on Company C's core 
business were addressed very slowly which in tum influenced the speed of the restructuring 
programme. As such. management's drive to create a new legal entity on the basis of core production 
units has been slower than expected due to external factors. 

Emphasis on training improved the management's financial skills in business plan development. 
placing the company on a more equal footing with its creditors. New financial business plan 
initiafr1rc:; took into consideration Company C's restructuring achic\·cmcnts and a market study was 
organil'.cd by staff newly trained in market research and analysis. Based on the new bu11incss plan. 
Company C commenced implementing a debt restructuring programme involving the bank and the 
relevant go,·emment institutions. To restructure the firm's debt, t,he company agreed to pay the bank 
10 milliard PZL in interest by the end of 1992 (approximately S ~00,000) in order to continue the debt 
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reduction d1s.:uss1ons For more than one-half of (ompan~ C's supplier debt. an agreement was 
reached to repay the debt 1'\ instalments without additional penal~ interest being charged Company· 
C also agreed to make regular payments to the state budget for social sccuri~. Howe\·er. no decision 
was reached regarding back payments for tumo\·cr ta"(. 

The management acti\·cl~· supported restructuring that focused on production and technological 
impro\·emcnts Using its own technology 111d relying on cooperation with Western firms led to major 
product impro\·cments in technology. quah~· and in the aesthetic appeal of tele,·ision units produced. 
As a result. sales of telc\·ision sets increased in 1992 and 1993. In addition. marketing impro,·emcnts 
helped to boost sales through a better pricing strat~· and an aggrcssi,·e promotional campaign. 
Company C .Zso offered discounts during key period of the year such as at Christmas and targeted 
Ley consumer segments. Information regarding Company C's consumers was obtained through a 
systematic analy·sis of collected information Development of a mad.ct data bank helped greati~· in 
this area. 

CONC!.VSIONS 

Based on UNIDO's C'.'llpcricncc in Poland. restructuring of the enterprises. in general, reduced 
empl .... yment by around 33 per cent. and assets by around 40 per cent. Sales in the enterprises 
remained around the same le,·el as Ix.fore the transformation process in Poland began. but these sales 
figures reflect market prices rather than agreed COMECON contracts. 

Although the management and labour of the enterprises initially perceived restructuring to be 
a 'chide to reach new financing and im·cstment sources to impro,•e production. the integrated 
restructuring process pro,·ed to be quite diff crent. Restructuring as shown in the three cases consisted 
of a series of actions needed to improve the enterprises' immediate domestic compctiti,·e position. and 
in the longer term meet international performance standards. In most cases. these actions entailed 
organir.ational changes pertaining to pcBonnel and physical assets, human resource development. 
financial restructuring such as debt write- offs. debt/equity· swaps, refinancing, technological 
impro,·emcnts. and ownership transfonnation. In certain specific cases. as in Company B. 
restructuring also included analyrjng bankruptcy options in order to minimi7A: losses. 

All three cases revealed that the restructuring process is a lengthy and compiex underi:iking 
demanding enonnous commitment and perse,·erance from the management. expc-rtise fro='! ad••isuy· 
instituiions. financial support from state and banking sectors. and acti,·e involvement and support or 
the founding bodies and other releunt Go,·ernment bodies. This constellation of factors must also 
talc into consideration the legal. political and regulatory eD\·ironment that influences the progress and 
success of restructuring programmes. To be successful. the cases ha,·e shown that restructuring shoulJ 
be a dynamic comprehensi,·e and integrated programme that examines both the internal and extc-;nal 
en,ironmcnls influencing the enterprise's immediate, short. and long term prospects. 

Jn the successful cases. enterprises were able to increase their competitive stand by impro,·ing 
modem business skills, introducing a market oriented organir.ational structure, and adjusting their 
product mix and cost structures as required by new market conditions. Training pro,idcd for the 
c11tcrprises became an important agent of change as the management improved its managenal 
capacities neceHary lo suni,·e in a new economic em·ironmcnt. Also. acli,·e participation by polic~ 
making institutions in the restructuring process emerged as a critical factor for success In difficult 
cases. the management and the employees pro' idcd httlc support for industrial rehabilitation and 
s)·stemat1cally opposed the structural changi.:s needed to improve the enterprise's compeliti,·e position 
Compounding the problem was the passivity of urious policy making bodies in the restructuring 
programmes as witnessed in the cases of Companies B and C. 
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Estcraal business ca,·ironmeat 

The o\·crall shortcomings of the Pohsh business cn\·ironmcnt in which the cnt~rprises operated 
created formidable obstacles for the restructuring process. These were especially c\·idcnt in the areas 
of banking and financial scn·ices. capital markets. institutional policy making bodies. lcgal/ta.ution 
issues. and physical infrastructure. particularly inadequate telecommunication and road systems. The 
influence of an external poli~· cn\·ironmcnt became that much more rclC\·ant since restructuring 
entailed integrating the objecti,·es of industrial policies with micro-level enterprise decisions. The 
clear implication is that it becomes imperative that national decision makers should make much greater 
cff ort to understand and appreciate the difficulties faced by enterprises and their needs during the 
restructuring process. Assistance by well informed and concerned institutions, pro,·ed to be a 
significant boost for enterprises struggling to improve their competitiveness. 

Enterprise lcvd rcstn1cturin2 co•strai•ts 

The economic viabili~· of the three enterprises was endangered by the new and unfamiliar 
pressures and challenges of the transfonnation process from centrally planned to a market oriented 
cconom~-. In all cases, the enterprises encountered deficiencies in terms of knowledge of modem 
business practice and management skills, especially related to financial engineering, cost accounting. 
marketing. improved technologies, and distribution. Furthermore, the enterprises needed immediate 
attention to reduce non-productive assets and improve activities covering the entire spectrum of 
managerial functions. 

The ability to quickly diagnose an ailing enterprise and recommend immediate short term 
changes was an important catalyst for hard pressed enterprises. The diagnostic formulation of 
restructuring programmes was a first, and relatively easy step, since most of the work was done by 
an outside expert. 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 
implementation steps demanded a change of mentality among the management and workers which, 
in certain cases, required creating a complete!y new management team to overcome built-in resistance 
to the restructuring process. For example, i.'l the case of the Polish television plant, three management 
teams were changed before a restructuring p1ogramme was launched. 

As a result of divergent management attitudes, the diagnostic phase of restructuring produced 
recommendations that were sometimes accepted and sometimes rejected by the management and 
workers of the enterprises. Thus, although immediate decisions were needed to develop a turnaround 
plan and arrest Company C's and Company B's decline, management and workCT" inertia prevented 
immediate actions from being taken. In the case of the linen factory, both management and labour 
opposed restructuring plans to establish a new basis for \·iablc production and overall growth. 
Contributing to the difficulties was management's inability to understand the :mplications of the 
ongoing economic transformation process and their direct and indirect impact on the linen 
manufacturing sector. The strong opposition of Trade Unions to reductions in employment also 
proved to be a major constraint, particularly for Company B. 

furthermore, there were difficulties in implementing differentiated pay scales commensurate 
with skill differentials, as there were also difficulties experienced in introducing incenti,·e schemes. 

lndHtrial human re,ource development 

The enterprises faced a number of new and challenging problems related to human resource 
development. Given the gap between the skills of enterprise managements and those required for 
managing efficient and competitive enterprises, training became a pivotal clement of the restructuring 
process. In the particular case of the Polish linen plant, the skills of the management and labour were 
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far behind those required to meet the emerging needs of the market cconom~ Consequent!~. this 
enterprise's management team produced organiJ:ational paralysis and uhima!cly were unable to c~ 
out rcstructunng 

In add1t1on. all of the enterprises had an underde,cfopcd m1d-lc,·el management team resulting 
in an unw1cld~ dccis1on-mliing structure th~ staflcd crcati,·i~-. undermined mot1\"3Uon. and diluted 
rcsponsibih~. Although a better trained top management team did compensate for some of the 
madequacacs of lower le\·el management. the im;- ':mentat1on of restructuring at the mid-le,-cl and 
below frequentl~ encc.r ntercd resistance These ;iroblems ""ere exacerbatcd b~- the unskilled labour 
force and b~ the trade unions and self-managcm t>"t groups that ,-iewcd restructuring with trepidation. 
In general. the success of the rcstructurmg programmes •as dependent on the skills and knowledge 
\\llhm the organi7.ation. Looking from the top of the organi7.ational pyramid downwards. modem 
business skills and knowledge ~-pical~ decreased. responsibilities were more diffuse. and resistance 
to restructuring became more fierce. 

In many· ways. training can be a powerful tool for consensus building among a enterprise's 
personnel by the way· it creates a business culture based on shared and understood pnnciples The 
general lack of a broad set of cultural and behavioral standards among enterprise managements and 
labour is a considcra'>le obstacle in the way of building corporate identity. mission. and strategy. In 
addition. technological change launched by the restructuring process demands a better trained and 
flexible workforce. Training and improved compeliti\"eness arc inextricably linked. especially as 
1..nowledge based industries ernke in CEE and the FSU countries. 

The experience of the three industrial restructuring cases showed that impro,·ed compcltli\·e 
performance is directly tied to defining and then better utiJi7jng the critical human. financial. and 
physical assets of the enterprise. The case studies indicate clear!~- that in\"estmC"nt in human resource 
dc\clopment should be made a top priori~. For it is the human resources of the enterprise that \\ill 
decide how efficiently and productil"ely assets will be used and how skilfully financial engineering 
will be apphcd to impro,·c cost reduction measures and debt negotiations with main creditors. 
Successful restructuring programmes depend primarily on the skills of enterprise management It was 
noticeable that management teams that had been exposed to modem business practices pro,·ided more 
acti,-c and effecti\·e support for restructuring. By contrast. enlerpriscs where management teams 
functioned as an administrati\"e body for disseminating commands. restructuring was much more 
difficult to implement 

Phy!iical atnd organizational restructurin2 

All three enterprises in the case studies suffered from common problems of misallocat1on of 
resources. O\ennanning. and bloated organu.ational structures surrounding the core business uml 
Enterprises were all \"ertically integrated. How to become more "horizontal'" look on a new 
dimension· staff accustomed to taking orders from the central planners suddenly had to adapt 10 
radically different economic priorities. Such drastic change requires lime to allow impro·•ements in 
the capabilities of enterprise management before they· operate with similar business skills. knowledge. 
and information as their Western competitors. Unfortunately. time has been a ,-e~ scarce commod11y 
m Poland 

Besides establishing a proacti,-e marketing and sales department which all of the enterprises 
lacl..cd. a market onenlation required departments to refocus and coordinate their act1\ll1cs an<! make 
the customers' needs their top priority. Creating a network of interaeri,·e departments sharing 
information and defining common objecti\·es is thus a nlal clement m reslructunng cnterpmes as 
market oriented business en•itics 
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Financial mtruduring 

In all three cases, the restructuring programmes re\·caled that Poland's banking and financial 
sector needs training to dc,·elop skills and impro\·e capabilities in supporting enterprises being 
restructured. Corporate finance requires a sophisticated cadre of working specialists well trained in 
risk management, forecasting. and fmniliar with the general abjccti,-cs of restructuring programme. 
The shortages of experienced and trained staff in both the hanking and financial service sector and 
in enterprises thcmsch·es, had in the case of Company B, a deleterious influence on the pace and the 
eventual outcome of the restructuring programme. To alle,·iate this problem, it is essential to develop 
joint bank and corporate client training programmes so that both sides recognise they are really 
partners. In the long tenn. 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 the dangers of the banks existing non-performing loan 
portfolios. Consequently. restructurir:g efforts that could have included such financing options as dcbt­
cquity swaps, debt consol!dation. and maturity extension were not even considered by an illiquid and 
undcrcapitaliscd banking system. As the balance sheets of the enterprises and the loan portfolios of 
banks deteriorated in parallel, the political and economic pressure mcreased on ~late go,·emmcnt to 
intcn·ene and rccapitali7.C the banks and clean up the enterprise balance sheets. 

Poland's underdeveloped capital markets ha,·e also proved oflimited use as a source of financial 
support for restructuring and privati7.ation programmes. In the case studies, all enterprises experienced 
financial difficulties. Financial restructuring and privatization continues to be dependent on the pac.c 
of development of the Pohsh banking system, the strength of the emetging stCY;k market, and the 
a,·ailability of speciali7.ed financial engineering expertise for enterprises. 

As capital markets develop, financial institutions will undoubtedly play an influential role in 
corporate control and thus in the corporate governance ,,f restructured and privati;r.cd enterprises. 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 
corporate go,·emancc of privati7.ed enterprises 

Privatization and corporate governance 

A key clement of restructuring, and some would argue the most important, is pri,·ati7.ation. The 
importance of ownership change at the macro-economic le,·cl is related to the critical mass of private 
owners that CEE states desire to create in the shortest possible time An expanding printe sector is, 
it is argued, an indispensable ingredient of an efficiently operating market economy. At the micro­
economic le,·el. printi7.ation is seen as the most effective method to create an inno,·ative managerial 
class familiar with modem business practic.es and, dri\·cn by incentives, to incr.!asc the enterprise's 
competitive position by improving cost efficiency and allocation of human and capital resources, and 
to establish a flexible organiT.ation capable of adjusting lo market changes. 

The case studies arc a fair reflection of the uneven pace of privati7.ation among state owned 
enterprises. For example, Company A privati7.ed using one of the most popular methods, the purchase 
of an enterprise by the managers and employees However, to run a newly privati7.cd operation 
successfully. the managers and the employees still needed a crash course to improve their skills in 
such critical areas as financial management. cost accounting. marketing. and modem technological 
methods. General'. , the higher the skill level of the management and employees, the more likely the 
entcrpri!lc is to become private and compete effectively in a market oriented economic system. In 
short. human resource development, or lack of it, can be as much a constraint on privati7.ation a~ 
shortages of capital. 
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The issue of corporate go,·emancc is also important in priuti7.ation. In the cases of Com pan~· 
B and Compan~· C. the lack of active in,·oh-ement by the stale fouilding bodies, the legal owners of 
the two enterprises. slowed the restructuring process and subsequent printi7.ation efforts. The absence 
of a corporate governance culture where, the owner takes the necessary time to ensure that the 
enterprise is well managed and profitable, resulted in confusion and contradiction in those enterprises 
experiencing serious financial difficulties. Thus, Company C failed to recei,·e quick support from the 
founding body necessary to permit timely liquidation of non-producti,·e assets and re-organization of 
the enterprise around a core production unit focusing solcl:y on the main product. In the case of 
Company B, the founding body feared increasing regional unemployment and failed to support the 
painful restructuring steps needed to be taken in the shortest possible time to save the collapsing 
enterprise. 
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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 economics of Central and 
Eastern Europe and the former Soviet Union is the rebuilding of industrial competitiveness_ At the 
beginning of the process the emphasis was quite rightly on macroeconomic stabilization_ As discussed in 
Chapter 2, without immediate introduction of stabiiization measures the ccc.nomics of the region would 
have faced hyperinflation and economic chaos. Indeed the failure of s\lmc of the countries of the F"U, 
most notably the Russian F~eration and the Ukraine, to move sufficient!y quickly or C<'mprehensavcly 
has resulted in hyperinflation which has inevitably damaged the general credibility of the reform 
programme and political stability_ The results of the parliamentary elections in Russia,. in December 1993, 
indicate rather starkly the political downside of economic failure. 

Rapid, relatively successful economic 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 election was heralded as 'the end of market romanticism' 
by incoming Prime Minister Chemomyrdin_ Both of these slogans play on the underlying social tensions 
that arise when the familiar economic and social landmarks of central planning arc swept away by reform_ 

Those countries that have managed to achieve a measure of macroeconomic stability arc now actively 
expanding the economic reform programme to embrace the whole industrial sector_ The lessons learnt 
from early experimentation with industrial restructuring now need lo be widely disseminated. Otherwise, 
there is a serious risk that the very real gains of macroeconomic stabili7..ation will be eroded by the endless 
demands of unreformed slate-owned enterprises for wage increases, new credit, debt forgiveness and 
postponement of tax payments and dividends. 

The erosion of macroeconomic gains may be slow but will manifest itself through an expanding 
government budget and current account deficit and rising inflation. It is easy to sketch out a plausible 
sequence of events. The top management of state enterprises will use their political connections to soften 
their budget constraint by negotiating special concessiol!s in the form of tax breaks or soft loans. The 
central banks will be forced to expand the money supply by relaxing control of credit in order to 
accommodate the concessions. In due course this will provoke the IMF lo suspend its support of the 
transformation process and inevitably the Paris Cluo will follow suit. Of course, this regressive scenario 
could not occur in CEE, only in the developing countries of Africa and Latin America? But indeed this 
is what has happened in Russia. The IMF Managing Director Michel Camdessus stated on I February 
1994 !hat without adequately strong (Russian) monetary policies no efforts to reduce inflation and stabiliT.C 
the rouble will be successful for long. The IMF considered it to be vital to speed up the stabili7..ation and 
reform process to create the necessary preconditions for sustained growth and improved living standards. 
A substantial reduction ~n the govemmcr.l deficit relative to the si7..e of the Russian economy was, 
according to the IMF, essential to reduce inflation. 

In many ways structural adjustment in developing countries has not needed to be as comprehensive 
as in CEE and the FSU. The underlying economic structure is usually market oriented, and private 
property rights arc reasonably well defined, yet structural adjustment programmes have only had limited 
success in developing countrics.~ 11 Government budgets and the balance of payments have remained 
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stubbornly in deficit, despite massi\·e exchange "ale depreciation. high interest rates and low overall 
economic growth. Wh~· should rcfonn efforts in cent...Ily planned economics be any more successful than 
i:i de\·eloping countries'> 

A major difference in the refonn programmes in CEE and FSU is that unlike structural adjustment 
programmes in developing countries, they were initial!~· self-imposed. Or perhaps it would be more 
accurate to say that leading reformers and their ach·isers anticipated the conditionality of IMF/World Bank 
structural adjustment programmes. 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 ci,·il 
administration. For example, Poland was carved out of the Russian. Austrian and German empires. and 
Hunguy and the Czech and Slovakian republics out of the Austri8JI empire at the end of the First World 
War. Belarus and the Ukraine have had no modrm 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. Belarus 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 dangerous trend if continued. Evidence from elsewhere in the developing world 
demonstrates the importance of: the strength and stability of the government, 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 prices were 
officially administered and budgetary subsidies amounted to 16 per cent of GDP. It was also suffering 
from hyperinflation: some estimates put the annualiz.ed 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 therefore had to embrace not only macroeconomic stabiliz.ation but, given the crucial need 
to restructure the industrial sector towards greater efficiency and competitiveness, the vel)· 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 
Fmance Minister Les1.ek Balcerowicz observed. 'Postponing the struggle against high inflation until the 
economy had basically been privati7.ed would hne been like abandoning putting out a fire while trying 
to rebuild the house with the fire still burning inside.49 Even so, the stabiliz.ation-liberalisation package 
of policy measures had to be introduced within, an as yet non-market, based economy. 

An immediate and abiding problem has been that of co-ordination and synchroni7.ation 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 le,·el initiatives. Put simply, the supply response intended by macroeconomic policy 
depends on the behaviour of individual decision makers. be they government officials, managers of 
enterprises (state or pri\'ately owned), trade unionists. workers or consumers. Most people have had to 
discard norms of behavi,;,.ir systematically inculcated and sanctioned by an all-enveloping state for over 
forty years and learn new ways of doing things. Personal careers of many pubhc servants were destroyed 
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overnight, while for others, vastly expanded opportunities have been opened up. 

The arbitrariness and suddenness of much of the social change has. not unnaturally. led to bitterness 
and resentment amongst the losers_ The winners have not alwa;·s been modest about their good fortune 
either: the visible cult of the large motor car and extravagant lifestyle is well publici7.cd in the Polish 
media and in many other countries of CEE and the FSU region. particularly, the Russian Federation. 
Economic reform, in short, is not only about altering rational expectations and price signals and slabili7.ing 
macroeconomic relationships to better reflect those prevailing in the world economy. It is also about social 
change and maintaining social cohesion and trust between the political and economic elite and the 
populace as a whole. Without social stability and trust, the complex economic transactions characteristic 
of a modem industrial economy are impossible. This is an important lesson for the reforming 
governments of the region a'ld their supporting international technical co-operation partners to bear in 
mind. 

THE ACHIEVEMENTS IN POLAND SO FAR 

D Hyperinflation was quickly eliminated. Inflation in the annuali7.cd consumer price index in the 
second 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 authorities 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 foreign currencies in 1993;119' and 
major changes in formerly heavily subsidiwd prices, particularly for energy, telecommunications 
and insurance that have had to be absorbed in production costs, and directly by domestic 
consumers, progress in combating inflation has been considerable. Further adjuo;tments remain to 
be made in rents for apartments and domestic energy costs_ 

a Shortages and queues have been eradicated, and there has been a dramatic imi-rovcment in the 
range 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 
set in January 1990 has assisted this process. The latest adjustment to the tariff structure that seeks 
to discriminate more sharply between semi-finished and finished goods, introduced on I January 
1994 by the post-communist government, is an unwelcomed move towards protectionism .91 It 
also implies a shift in trade policy towards import substitution and away from encouraging export 
competitiveness_ The crawling peg system of devaluation of the zloty and an 3 per cent 
adjustment in August 1993 have nevertheless helped to maintain export competitiveness. 

a The break up of the monolithic and inefficient state-owned distribution system for consumer 
goods has been an important contributory factor in improving consumer choice and pncc 
competitiveness. Ownership and si7.c distribution of enterprises in the whole:;ale, retail and road 
transportation sectors has changed out of all recognition from the situation prevoiting bdore I 'JK'J. 
There remains a major requirement for new investment and some re-configuration inlo modem 
national networks. Improvements in the distribution system are not only important for co!lsumers 
but also for enterprises, as it enables them to get closer to custo~ 1cr needs. The rewards for 
product innovation that meet these needs, both in terms of prict; and quality, now go direct to the 
enterprise, thus providing strong incentives for enterprises to dcYclop their product portfolios an 
tandem with marketing activities. 

a Poland was the first country in the region to introduce currency convcrtibii:ty within current 

Ill 11 



112 

account opcralions. As the Polish zloty became freely convertible into goods and other currencies, 
the role of money as a medium of exchange increased significantly and the old system of 
inter-enterprise 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 a medium 
for savings. However the ease with which household sa,·ings 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.22' 
Households responded to the reduction in the yield of zloty deposits by increasing convertible 
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 zloty terms) in 1993. Part of the decline in zloty deposits is a reflection of the boom 
conditions prevailing on the Warsaw Stock Exchange sucking in spare zlotys: the index increased 
fourteen fold in 1993, the largest percentage incr:ase in value of any stock exchange in the world. 

a 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 i11 the private manufacturing 
sector. 

D As a result of rapid growth of the private sector and an increasing number of stat~ enterprises 
undergoing restructuring, Poland became the first of the post-socialist countries to record positi,·e 
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 JO September 1993, 3,637 state-owned 
enterprises 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 privatii.ed by liquidation; of these, 
three-quarters have been leased to employee partnerships. A further 490 enterprises have 
completed the first stage of privatiution through transformation into companies held in trust by 
the State Treasury and await full privatiution. The fast growth in the numbc1 of small- and 
medium-sized private enterprises. ~' many the results of breaking up state monopolies through 
privatiT..ation 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. 

a 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 hu declined from 53 .1 per 
cent of GDP in 1990 to 4 7 per cent in 1992. Modcmiution of plant and equipment is accelerating 
after the stagnation of investment in the 1980s. The purchase of investment goods from OECD 
countries in 1990-92 rose by over I SO per cent. Nevertheless the highest rates of investmenl an: 
being recorded in construction, trade, telecommunications and municipal infrastructure.9

'' 

a Together with changes in the structure of ownership, industrial concentration and composition of 
output, there has been a radical reorientation of Poland's trade relations. Macroeconomic poliC)· 
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has been transformed from supporting an inward-looking, import substitution strategy to 
encouraging an outward-looking, export oriented and import competitive strategy. The supply side 
response has been dramatic. Exports to OECD countries expanded rapidly between 1990 and 
1992, at an a,·eragc annual rate of 28 per cent, but have grown much more slowl:- in 1993 as a 
rcs&1lt of the recession in Western Europe and the growth of protectionism. Imports from OECD 
countries ha,·e 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 USS 269 million 
in 1992. 

a 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 15 billion to Sl4 billion over the last three years), the composition has not. 
Top Polish exports in 1992 were coal (USS 900 million), copper and copper products (S600 
million), steel products (USS 500 million), ships (USS 300 million), furniture (USS 280 million) 
and cars (mostly Fiat Cinquecento models - USS 250 million). The value of exports per head in 
1991 in Poland \US USS 390, compared with more than USS 700 in the former Czechoslovakia 
and USS l ,000 in Hungary. 

a Despite the popular belief that the European Union is restrict;ng access to Polish exports (which 
is true for many traditional commodity exports such as coal, .;teel and agricultural products), many 
quotas for manufactured goods are not being met. For example, by the end of August 1993, Polish 
exporters had filled only 125 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 ~s 
including effective export promotion, especially to the European Ul'ion, is paramount to the 
acceleration and ultimate success of Poland's industrial regeneration and revitaliz.ation. 

a Foreign direct investment (FDI) in Poland has been slow to expand to meet the countries 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 
equity paid for in cash and in kind by foreign investors had reached around USS 2.8 billion by 
the end of 1993 wi•.h further future investment commitments estimated to total USS 5.7 billion.~ 
The United States acco•.ints for Sl.02 billion (36.4 per cent) of all capital invested, with Italy 
ranked second with 11 per cent of FOi, while Germany only accounts for 6 per cent of FOi. 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 
participate in their equity after privati7.ation. The recession in Western 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 settle 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.9§1 

a Poland has a large ::••mber of foreign small-scale investors with equity investments of less than 
$300,000 (more than :!::-"c-quarters of all foreign inv~stors), mostly from Gcnnany, who despite 
the limited scope of their financial commitment are very influential in the resurgence of Polish 
manufactured exports. The clothing industry is a particularly dynamic recipient of largely 
non-equity investment, the majority from Germany and Scandinavia. According to the Ministry 
of Industry and Trade, exports account for 47.S per cent of total clothing production from 

I I I II I I I I 



n1 

enterprises involving some foreign participation. Non-equity investm~nt, crucial hut 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. 

a 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 increase has now levelled off thanks primarily to growth in the private sector. 
The Central Statistical Office claims that employment is now slowly but steadily rising.22' Further 
restructuring and privati.zation, particularly ofhea\')' industry including mining and steel, is bound 
to add to unemployment levels. A special cause for concern is not only the level of unemployment 
but also the structure of unemployment. Regional differences in the unemployment rate and 
income disparities are considerable with regions around Lodz, Ruszow, Walbrzych, Katowice, 
Suwalki and Olsztyn having unemployment rates of between 24-26 per cent. The incidence of 
unemployment is strongly coJTl'"lated 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 permit geographical mobility in search of work. Unemployment and the lack 
of an adequate social safety net remains a prime social and political constraint on attempts to 
restructure state enterprises. 

D Related to, but distinct from rising 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 factors underpinning the 
victory of the post-communist parties in Poland's general election of September 1993. 

a 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 state enterprises; and insufficient 
compensating flows from the changeover to personal ir.come tax and VAT in combination with 
extension 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 ii'! certain social expenditures - notably pensions. 
Subsidies to social security funds have increased from 4 per cent of total 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 dangerous tendency has been caused by two factors. Largely due to case of access, the 
brunt of reform-induced increases in social expenditure was borne 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 reforms have been introduced ir:cluding 
limiting the duration of benefits but more needs to be done to expand support programme for the 
long-tcnn unemployed. Generally, the social expenditure budget has to be targeted more precisely and 
capped if macroeconomic stability is to be maintained in the future.u: However, if government-sector 
workers arc included, some I 0 million people are dependent on the state budget which is a large group 
of voters. Consequently, the social and political influence of this state-dependent group is an important 
factor in government attempts to control the state "udgct. If economic recovery is not fast enough to 
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create more wealth, revenue for the stale and new jobs then further social and political problems can be 
anticipated as the govcmmcnl struggles to control budgetary expansion.w 

PROSPECTS FOR THF ECONOMY AND THE RESTRUCTURING PROCESS 

Polish enterprises 11roduced better financial results in 1993 than in 1992. Incomes rose faster than 
costs so that tl.c 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 decreased and the number 
of those with net profits ir1creased. However the liquidity situation remained unchanged with 
inter-enterprise credits remaining the main source of financing. Total enterprise debts rose from 410.9 
trillion 7Jotys to 518.2 trillion 7Joty~. a rise of 26 per cent compared to a 32.6 per cent devaluation of the 
7Joty and price inflation of 35.3 per cent over the year, indicating a useful improvement in the debt 
burden of enterprises. 

There is mounting evidence, then, !hat under the impact of the tough stabili7.ation 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 enterprises to adjust.'-Q!ll First, trade liberalisation has forced enterprises to abandon 
cost-plu5 pricing and pay attention to costs and efficiency - with some success. Second, the government's 
determination to eliminate manufacturing <iubsidies and other external support has forced enterprises 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 tum, financially sound enterprises have become unwilling 
to lend to weaker ones. Leakage of state funds, however, still occurs through accumulation of tax arrears 
and some working capital loans. Overall the budget constraint for enterprises has hardened substantially. 
Fourth, many managers of state enterprises appear to have decided that their best prospects remain with 
iheir current enterprises, as they are, or when they are privati7.ed. Often after a period of acute 
dcmorali7.ation, managers have increasingly come to reali7.e that they arc a key resource: good 
performance and reputation tcday will be rewarded through improved compensation at the time of 
privati7.ation. The number of concrete examples has grown considerably as the numb~r of capital 
privati1.ations 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 Grrybow and salt mines at Bochnia, Lc7lowicc and 
Moszc7.cnica will be subject to liquidation proceeding in 1994. Mining re:;tructuring is estim atcd to cost 
3.4 trillion zlotys ($150 million) and 120,000 people will have to change jobs. Although more than 40 
per cent of state-owned enterprises have been restructured and privati7.cd, the ones that remain tend to be 
larger; arc more heavily indebted; are concentrated in heavy industrial sectors and located in regions 
already facing above average (16 per cent) unemployment. 

In summary, the restructuring and investment needs of Polish industry, whether to make up for 
deficiencies in capital provision, technology, management systems or human resource development, arc 
still immense. 
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EMERGING LESSONS AND ADVICE 

Advice to Gon~mmcnts 

The lu11n11n reso11rc:e constraint 

Economic relationships between people arc more than just discrete exchange relationships (as between 
buyer and seller), they may also inoh·c production relationships, power (hierarchical relationships). 
sociali7.alion and commitment (workplace psychological and social relationships), compcliti,·c behaviour 
(between intra-enterprise groups and with other enterprises). and learning new skills (through training and 
using new technologies). Even relationships between buyers and sellers often invoh-c long term social 
relationships not reflected in a sales contract. !J!.• 

To say, then, that economic behaviour takes place in a social selling is to imply that a social 
context exists in which that bcha,·iour is possible. In the economics of Eastern Europe, the social context 
has and is changing rapidly; it is turbulent and often far from transparent. High levels of uncertainl}-, and 
therefore risk, arc commonplace in economic transactions. Economic agents arc generally not well versed 
in the appropriate behaviour - the duties, expectations and mutual interdependency - typically required to 
sustain a mature and complex marl:et based cconom}-. The real pace of reform is in many ways limited 
by the existing social structure and the capacity of people to learn new economic roles. 

a Al the national level, a clear and stable political leadership with a long term perspective is 
required with an explicit and abiding commitment to economic affairs. It also means that 
go,·cmments have to devote a considerable amount of resources to communicating this 
commitment and inspiring those charged with implementation. While ordinary citi7.cns need to 
have policy explained in an understandable manner, what matters much more is the quality of day 
to day contact with government officials. People need to be convinced of the integrity of public 
sen·ants. So far civil sen·icc reform and training in the region has been limited, yet the tasks of 
the administration have changed out of all recognition. In the next phase of economic 
transformation, substantial resources must be devoted to the reform of pubhc administration and 
the retraining of officials at middle and lower levels responsible for economic affairs and guiding 
the reform process. 

a At the micro-level, given the requisite material resources, it is the ability of indl\·iduals to learn 
new behavioral patterns that sets the pace of change. Clearly, human resource dc,·elopmenl at the 
enterprise level through training must continue to be a key component in any industrial 
restructuring programme. Human resource management was a neglected professional activity 
under the central planning system. Ministries of industry and employment need to initiate a 
management training programme specifically focused on creating a professional cadre of personnel 
and tr~ining managers in state owned enterprises. Once in place, this cadre will be an important 
internal resource that can be drawn on to organi1.c human resource de,·elopmen: programmes (and 
layotTs) in support of marketisation and privati7.ation. The emphasis needs to be un people and 
skills de\'elopmcnt not simply the number of jobs. These skills need lo be created or strengthened 
in Polish industries and sectors with existing or potential c:omparati\'e ad\"antage. 

a There is an important need to expose polish managers and supen·isors - particularly middle 
managers - to modem Western business practices through carefully designed study tours to 
appropriately ~elected enterprises in similar lines of actiYities in the industriali1.cd countries A 
key requirement in this regard is to ensure that participants in the study tours disseminate their 
experiences widely upon their return home. Such carefully targeted study tours were used lo great 
effect in the context of the Marshal Plan after World War II. 
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D Another aspect of human resource management which requires attention both at national 
institutional level and enterprise level is the management of industrial relations. Polish labour law 
and industrial relations institutions need re\·icwing to make sure that they arc appropriate for the 
new 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 rights: the f rcedom to organi7.C 
trade unions and the law relating to the resolution of collective disputes. 1~2 There 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 argue that in a rapidly growing economy labour relmions 
arc simply too important to be left to the good will of employers and trade unions.w· 

/ntl11stri11l policy 

In OECD countries. the recent development of industrial policy has been characterin:d essentially by 
the movement towards trade liberalisation. counterbalanced by a whole series of measures intended to 
slow the decline of industries, enterprises or regions in difficulty. This strategy has been the most popular 
with governments since it reconciles the electorates' desire to 'see a happy marriage between progress and 
stability'. I!!-' While the market economy is most likely to ensure economic growth. it is also likely to bring 
with it uneven development and unequal sharing of costs and benefits of gro"'1h· at least in the short term. 
as resources are reallocated between economic acti,·ities. 

Politicians arc generally well aware of the tradcofTs between rapid economic gro\\1h and major social 
upheavals. A participatory economic system requires no less. Thus. as elsewhere, the economic 
pcrform&.cc of governments in CEE and the FSU is constrained by political considerations and electoral 
calculation. To the extent that reelection depends in large part on the performance of the economy, 
governments in the region have CVCI')" interest in seeing that their interventions promote stable growth of 
the economy. 

D Much of the political debate about the collapse of communism and the inevitability of capitalism. 
widely reported in the media, has focused particularly on the economic benefits to be had from 
the transition to a market based economy. This has heightened popular awareness of the economic 
objectives, potential benefits and social costs of reform. To reflect this political reality, industrial 
policy objectives have to embrace more than simply enhanced allocati\·e and technical efficier.cy. 
they also have to take account of safeguarding jobs. In the context of Eastern Europe, this 
generally means managing industrial decline in a humane and sustainable manner: a r.olilically 
sensitive activity, not least because of the overdeveloped industrial structure inherited from 
communism. 

D On the growth side, attention has to be paid to policies to encourage the development of an 
efficient services sector. Sen·iccs exports worldwide arc growing faster than manufacturing 
ex.ports and although still smaller than manufacturing exports for nearly all countries, services arc 
rapidly catching up. It also has to be borne in mind that the distinction between manufactures and 
sen·iccs is also becoming much less clear as the nrious activities that go to make up the 
value-added chain of typical manufactured goods arc increasingly dis:pcrscd both organiT.ationally 
and geographically. 

D Industrial policy is not ju~t about managing the orderly closure of surplus industrial capacity. It 
is also about enhancing the a>mparative advantage of domestic industry The classical or static 
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notion of comparative adnntage :cfcncd to differences in nrious natural endowments among 
economics that wen: supposed to produce a global division of labour. The newer dynamic concept 
of comparati,·e ad,·antage focuses on the conditioning forces in the home market. of which 
industrial policy is an important component. Elements. such as human crcativi~- and foresight, 
a highly educated workforce. organi7.ational talent and the ability to adapt are now rccogni7..cd as 
important aspects of the competitiveness of nations in an increasing~· knowledge-based global 
economy. A policy environment that encourages the support services is also crucial ie developing 
world-class industrial competitiveness. These attributes should not be conceived of as natural 
endowments but as qualities achieved through government policies and investment in education, 
organized research, physical and social welfare infrastructure and support for an active 
antimonopoly agcncy_w· It also means legal and bureaucratic reform and the elimination of 
personal patronage and corruption. 

a The implications for governments are clear. as are the high short ti:rm costs: 
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• Education and training institutions require urgent rcfonn and investment 
so that th~- are able to produce the cadres of high level and intermediate 
level personnel required by newly restructured, market-oriented 
enterprises. 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 new technologies. 

The civil service where it interfaces with i!ldustry and commerce has to 
be thoroughly overhauled lo reflect the new structure and needs of 
industry. Grafting on new agencies while lea,·ing the old departments in 
tact is no long term solution. 

• Industrial policy should embrace aspects of the development of an efficient sen-ices 
sector, including: financial and consultancy sen·ices. transportation, telecommunications. 
hotels and recreation provision, housing and '1calth services. 

T cchnology transfer is necessary at all levels within a modem economy in order to 
improve on the quality, consistency, flexibility, innovativeness and cost competitiveness 
of goods and sen·ices. Government policy can only indirectly stimulate technological 
progress and change in industry through, for instance, legislation to protect intellectual 
property rights and investment in research and educational institutes. Fiscal incentives arc 
hkel)· to be politically highly contentious with rising unemployment: they need to be 
targeted ,-cry carefully. 

• Governments should intensify their efforts to provide an economic and political 
environment conducive to the building-up of industrial efficiency and competitiveness in 
support of overall industrial restructuring and private sector development. 

• The refonn of industrial relations institutions and labour law is now essential to stabili1.c 
and focus labour relations on the enterprise level where producti,·ity enhancing dccisiol'ls 
arc made. The state needs to develop a comprehensive system of disputes conciliation 
and labour courts to arbitrate, where necessary, between employers and their employees 
in matters relating to trade union recognition, wage negotiating rights and wage 
negotiations and other collective issues in dispute. A tribunal system for the expeditious 
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settlement of indi\·idual grievances outside and subordinate to the ci,·il court is also 
urgent!~· required. 

lnv~stm~nt promotion 

Sun·~·s of forcigr: in,·cstors confirm that the moli,·ation for in,·cstment in Poland is similar to that 
elsewhere in the world. The four most imponii!•• :actors arc: prospects for economic growth. the si7.c of 
the Polish market, trends in unit labour costs and the availabilit:}· of trained manpower. Of the countries 
of eastern Europe and the FSU. t"»oland falls into the group considered to offer the most favourable 
conditions for foreign investors along with Hungary and the Cn:ch Republic. Most export activity 
associated with foreign in,·cstors involves sourcing the foreign partner's home operations. 

a Go\·cmmcnt ,-igilancc continues to be required to maintain the transparency and stability of the 
policy em·ironment and inttractions between the administration and foreign investors. Competing 
enterprises must be treated in the same way by the authorities regardless of who owns them. The 
Antimonopoly Office, in particular, must be 1CCCSSible and responsive to in\"estors with complaints 
about collusi\·e. anti-competitive behaviour on the part of Polish state-owned or private 
enterprises, including those involving foreign partners. The recent introduction of discriminatory 
tariffs and quotas alro needs to be actively monitored by the Antimonopoly Office to highlight 
any effecti,·e rates of protection that arc excessive and undermine competition_1't-· 

a The recent change in the scope of the operations of the State Agency for Foreign lnvesbncnt 
(PAIZ) is to be welcomed. As Poland's investment promotion effort matures so do the interests 
and requirements of in,·estors. Thus it is appropriate that PAIZ is shifting the emphasis of its 
activities from general promotion of Poland as a prospective in,·cstment destination to the 
provision of specific advice for serious investors. In a contemporary world eharacteri7.cd by fierce 
global competition for inward investment, investors expect sophisticated assistance from 
government agencies and clear cul procedural and operational ground rules governing foreign 
im·estmenl.1m Al the same time, the needs of domestic investors should not be ignored. 
Ultimately, they will be the most powerful forces for sustained economic growth. 

Exporl promotion 

Polish export pcrfonnancc is not adequate to finance the necessary imports of capital equipment 
required to modcmi7.c industry. Without a substantial improvement, economic growth based on enhanced 
industrial production is not sustainable in the long term. While the primary responsibility for improving 
export performance lies with the managements of individual enterprises, government assistance is still 
crucial. Indeed, almost C\·cry country in the world has a government supported export promotion agency. 
In CEE and the FSU generally, the old system of stat.c-owned foreign trade companies that held the 
monopoly for exports from particular sectors has been abandoned but not yet replaced by fully functioning 
national export promotion agencies that work with individual companies. 

a GO\·cmment policy is vital in sustaining sufficiently strong inccnti\·cs for exporters to mitigate the 
risks atlached to exporting. The most important policy instruments arc, of course. a competitive 
exchange rate and a tariff regime that docs net over reward (and protect) domestic sales. The 
go,·cmment is limited in what it can do to stimulate demand for exports beyond negotiating 
f nourablc access conditions in export markets, organi:r.in& promotional activities in foreign 
markets and publici:r.ing export opportunities to domestic producers. 
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a In Poland, the first steps have been taken towards developing a national export promotion policy 
but it is sc\·crcly undcrfundcd.'oa The Tcraz Polska (Poland Now) promotional campaign. 
launched in 1993. which gives awards to companies whose products meet world quality standards 
is one useful but limited component of the poli~-. Basically, the national export promotion 
infrastructure needs reconstruction to reflect the new cntcrprisc-dri,·cn system of exporting. Sance 
exporting is an unfamiliar acti\'it}· for most enterprises, there needs to be a vast improvement in 
the dissemination of information about export market opportunities, quality standards required in 
o\·crscas markets. trade financing. insurance and documer.tation. However, even more important 
than improving the now of information lo enterprises. is the provision of tailor-made training in 
export development and marketing for those enterprises with export potential. 1"' In this regard. 
the assistance of various international - UNCT AD ud ITC - could be sought for rclC\·ant 
expcnisc and experience. 

ADVICE TO ENTERPRISES UNDERGOING RESTRUCTURING AND COMMERCIALIZATION 

Restructuring of large state owned enterprises constitutes one of the key aspects of industrial n:f orm 
taking place in CEE and FSU countries. Whereas the choice of speed and sequence of required poli~· 
rcfonns 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 managerial resources with which to mount a restructuring exercise. Many arc located in 
regions where unemployment is alrcad)· high and political stabilit}· so fragile that total closure without 
some form of assistance is unacceptable. At the same time, howe,·er, shedding some capacity is almost 
always necessary at the outset of restructuring as pan 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 organi7.ational change, 
necessitate people taking risks with no guarantee of impro\·ement in their personal situation. In this 
circumstance, the diagnostic phase is the easiest pan of restructuring. The real difficulties arise during 
implementation, for state-owned enterprises are imbued with a bureaucratic organi7.ational culture which 
is designed to be resistant to change. A history of central direction of operations via the central planning 
mechanism has. o\·er time, denuded enterprise management of responsibility for business planning and 
strategic dcc;sion maL:ing. 110 Macroeconomic stabilization programmes since 1989 ha\·c saddled 
enterprises with lc,·els of debt over which they have little control~ cut off access to new wor'-ing capital: 
disrupted established supply chair1s and product markets; and placed corporate governance in a stale of 
limbo. 

In Poland. there have been a number of enterprises in which managements have been able to sei7.e 
the initiati\'e. These have mostly been in light consumer goods sectors such as garment manufacture, 
personal care products and food processing where capital and technology requirements are relatively 
modest and a market orientation was already well established before 1989. Foreign connections have also 
been important in opening up opportunities. For example, manufacturing under license or subcontract 
exposes enterprise management to the discipline of producing to international quality standards and supply 
schedules. As usual in business, much of the growth has been opportunistic and associated with the 
entrepreneurial narc of a few indi,·iduals leveraging their connections and contacts. 

The more intractable problems ha\·e been associated with enterprises that formed the backbone of 
the centrally planned economy, namely hea\·y and general engineering companies and those engaged in 
commodity production typified by the textile industry. h is these l)·pes of companies that fonn the focus 
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of the case studies of restructuring in Chapter 6. ThC)· ha\·e typically needed the intervention of outside 
change agents to bring about rcfonn. Restructuring ~roposals tend to centre on a number of recurring 
problems. 

O~anizatioaal stn1cta~ corporate govcn1aacc aad integration 

A key problem of enterprises stems from their bureaucratic organi7.ational culture. Managerial 
functions are fragmented and underdeveloped. There is poor co-ordination between departments. Boundlr)· 
relationships with outside org1ni7.ations are not managed effectively. Supply chain management, 
production C'>ntrol, marketing, management accounting and human resource management are poor. In the 
absence of powerful stakeholders in the enterprise (and a bureaucratic stale subject to a tight budgctaJ)· 
constraint is rarely a powerful entity at the micro level), change can only be energi7.ed by the board of 
directors and senior management taking the initiative on their own account with, or without assistance 
from external change agents, or through a change in ownership. 

D The primary function of enterprise restructuring !.> to define, and then integrate the fragmented 
bundle of z:ctivities that go to make up the enterprise in order to produce a focused and properly 
managed cntil}·. To achie,·e this objective, the system of corporate go\·emancc usually has to be 
restructured to ensure top management responsibility and accountabilil}· for the development of 
three key functional departments: finance and accounting, marketing and human resource 
management. Each department should be represented at board level by an executive director so 
that these three functional areas, in addition to the technical departments, arc properly represented 
in the strategic development of the enterprise. 

D Privati7.ation can be an important cnergi7ing process in industrial restructuring: it provides a 
sharp focus and set of incentives for the change efTort; the new owners are un:ikely to tolerate 
any attempt to obscure the responsibilities and accountability of manager.tent; and debt 
restructuring is a prerequisite. However, privati7.ation is usually a relatively expensive (and slow) 
extra component of restructuring, not least because of the additional costs of specialist consultam.y 
and legal services and the need to pro,·ide financial sweeteners to prospecti,·e buyers and existing 
employees. Unless the enterprise involved has a particularly strong balance sheet and market 
niche. pri,·ati7.ation is unlikely to be a short tenn outcome. 

The Pol' h Ministry of Pri\'ati7.ation has recently introduced a low-cost process of 'pri,·ati.1.ation 
through restr1.1cturing' for smaller enterprises which it is hoped will accelerate both processes. The 
programme in,·ites management groups to manage, restructure and privati7.e selected state enterprises in 
return for a fee. an annual profit share and a commission upon successful transfer of ownership to priutc 
investors. It remains to be seen whether the scheme is successful in coupling restructuring and 
privatization cheaply and effectively. There are obvious dangers of asset stripping and a 'fire sale' 
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A physical asset usage rc\·icw is required in order to assess building use and the arrangement or 
production operations. Because or the rclati,·el}· low price or land and low cost of construction under the 
central plznning system, most cnterpnscs have tco much real estate on their books n:lati,·e to their 
productive assets. 8}· conlnst. capital equipment. particularly where it has been imported. is often 
antiquated and obsolete. B .. ildings usage and production la}·out can usuall}· be streamlined significantly. 
This is because equipment purchases in the past were dri,·cn b}· the ngarics or the central planning 
system. Equipment was purchased incrementally accordmg to bureaucratic logic rather than systematic 
project appraisal and planning techniques. As a result, production flow lines arc poorl}· organi7.cd and 
machines often do ni>l fit very well with each other. Surplus buildings, land and machinery can be 
disposed or once their utility has been assessed. 

D Improved supply chain management procedures arc essential to enhance cash flow and reduce 
working capital requirements. Sources or additional liquidity arc derived from stopping the 
tradition of supplying materials to subcontractors~ tightening inventory control so that component 
purchases are closel}" co-ordinated with assembly operations~ inspecting and certifying appro,·ed 
suppliers; and introducing penalties for suppliers who fail to meet qualit}· or supply schedules. 111 

a The traccabilit}- of product through each stage of production is f rcqucntly inadequate and uriation 
orders arc introduced without going through a ~·stematically managed authori7.ation procedure as 
required by international standards organi7.ations. Machine maintenance standards have to ~ 
improved to meet international standards such as ISO 9000 and 9001. Under the old ~·stem. 
machine down time was an important source of bonus earnings for maintenance enginee;rs who 
were the 'aristocrats' of the workforce. Socialist managers were heavily dependent on the goodwill 
of their skilled maintenance engineers Many enterprises today still hne no routine maintenance 
system in operation; standby equipment is often faulty; and there is no system or certification of 
machine repairs as required by international standards. 11

• 

a Quality control systems need to be strengthened and/or instituted all round in order to meet ISO 
9000 and 9001 requirements for exports, particularly to the EU. 

Financial management and accounting 

In so far as the underdeveloped state of corporate finance and management accounting functions 
described in the case studies is typical of enterprises in CEE and the FSU, then the financial sen·iccs 
sector, including banls. has no choice other than to accept active invoh·cment with major indusrnal 
customers. This 1s neeessaf} in order to ensure proper application or investment capital in the 
pre-restructuring and post-restructuring process. Advice with property disposals is also likely to be 
needed. The appropriate financial and general management expertise 1s presently a scarce commodit~·-"' 

a Enterprises involved in debt workout regimes and/or seeking new capital in the fom1 of loans or 
equity stakes will have to accept a new partnership with financial institutions, including their right 
to nominate non-executive directors. Equally, banks and other financial intermediaries will hnc 
to learn to appreciate the mutual benefits that now from securing a customer base founded on 
stakes in strong and profitable industrial enterprises. In any case. selling off enterprise assets or 
debt. e\·en al a deep discount. is not easy against poht1cal resistance. uncertainties about propcrt) 
title and m a thin market 
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a The management accounting S)·stcm normally requires completely overhauling so that the 
enterprise has an efficient and accurate method of allocating costs. Without this capacity. 
management is unable to calculate the direct costs of products or allocate m·crhcads and control 
unplanned cross-subsidi7.ing of product Jines. A priority has been the introduction of a S)'Str.m of 
cost centres so that top management is able to take a strategic view of the company's product 
portfolio and pricing strategics. A S)·stcm for managing the enterprise's creditors and debtors is 
also vital in the high inflation and real interest rate cn\·ironmcnt of the region. 

The baakiag sector's role i• iadastrial n:stnct•riag 

The banking sector cannot avoid an active and leading role in the restructuring process over the next 
few years. Current pressure for involvement stems from the urgent need to deal with the non-pcrfonning 
loans of state enterprises inherited from the communist era and the requirement to strengthen the balance 
sheet of most banks. The intC111ational 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 
establish active debt workout departments. Technical assistance to the sector is, among other things, 
designed to make sun: that banks do not remain passive lenders. 

National governments arc also unlikely, in the long run, to be able to ignore a situation developing 
in which commercial banks do not lend to the industrial sector, even though many authorities in the 
region arc presently content to sell large volumes of government paper to the banking industry to fund 
budgetary deficits. The case of eastern Gennany is instructive as regards the potential of equity markets 
as an alternative source of capital for restructuring. The German government believed that the. equity 
market would act as a significant source of finance capital. In the event, less than l per cent of financing 
came from ,·enturc capital funds. Instead. the banking sector became the main source of funding with 
the go\·emment providing necessary guarantees. 

D An urge"t priority is to develop a competitive banking system in CEE and the FSU. However, 
the prculcncc of weak balance sheets in the banking industry of the region and the 
underdeveloped skills base of bank staffs, particularly in risk and credit management, project 
appraisal and euluation, means that there is an enormous requirement for technical assistance and 
training in banking. The demand is beyond !he capacity of national institutions and requires 
substantial inputs from foreign institutions such as EBRD, the PHARE programme, UNIDO, and 
from London and Paris Club members. 

a Important financial functions that must be de,·eloped and strengthened in commercial banks 
include pro,·iding credit to existing enterprise management teams to pay for necessary 
restructuring; funds for management buyouts and loans to enable pri\'8te interests to acquire part 
of, or complete state-owned enterprises. Beyond strictly banking matters related to commercial 
appraisal and design of appropriate financing packages for projects, the sector will need to 
dc,·clop and provide management advisory services to enterprises and entrepreneurs in receipt of 
loans. 

a Along with the banking sector, capital markets h8\·r. to be strengthened and deepened Sll that a 
wide \'8riet} of financial instruments is readily available to companies. It is vital that the cost of 
corporate finance for domestic customers is kept competitive with that available to foreign 
compctilors. To reach 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 concentrate on impro\'ements 
in trading infrastructure, training of personnel, and the creation of a fiscal regime that encourages 
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the wider participation of investors in capital markets. By stimulating the development of more 
sophisticated banking, capital, and secondary markets, the authorities allow iD\·estors to di,·ersify 
their portfolios and attain desired risk and liquidity features. This, in tum, attracts more capital 
which can be used to restructure enterprises being privati7.cd. 

Oaanging the org31nizatioaal nltatt of state caterpriscs 

Restructuring, unfortunately, does not necessarily stimulate entrepreneurial 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 organi7.ation's bureaucratic and risk 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 d~·elopmcnt. The tradition of trade union (and formerly Party) part1c1pation in 
managerial decision making is also strong in the region which tends to encourage a conservative 
egalitarianism in ruuch discussion about restructuring. Perhaps ine,·itably, organi7.ational cultures are 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 employees to the new business 
culture is as smooth as possible, it is important to invest heavily in modem human resource 
de\·elopment techniques such as organizational development (00), staff appraisal, training needs 
analysis and a comprehensive training programme that includes interpersonal and business skills 
training. In order to reflect the new results-oriented organi7.ational 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 
assxiated with restructuring exercises) will leave to join better paying private companies. 

D Restructuring and refocussing complex organizations is inherently a stressful experience for the 
people involved, particularly when fear of unemployment is high. Conflict over objectives and 
who will lose employment 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 enterprise lenl has to be reshaped: from being overtly political and 
confrontational to become the loyal opposition concerned primarily with representing the work 
force's interests in the economic well-being of the enterprise. Enterprise-focused trade union 
recognition and wage negotiating procedures are now required together with a system for handling 
indi\·idual grievances and disputes, in the fint instance, within the enterprise. Employers would 
be well advised to form regional and national associations to co-ordinate industrial relations and 
wages policy between enterprises and to represent the employers' interest in discussions with the 
government. 
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Endnotes 

11
• Michael Bruno makes this point. (op. cit p. 743). 

111< In 1989, this rate of inflation was unusu:il in a command economy though it has become commonplace 
in the countries of the former So,·iet Union. 

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

!I<! The 'crawling peg' system of dcnluing the zloty against a basket of fi,·e major trading currencies to 
maintain purchasing power parity was introduced in May 1991. The rate of de,·aluation of the :1Joty for 
1993-94 was set at 1.6 per cent per month or 24 per cent over one :year. In addition. there was an 8 per 
cent denluation on 27 August 1993. 

9J From the I Januaf}· 1994, a new customs tariff has been introduced that gi,·cs preferences to 
semi-finished products and components while restricting imports of high value-added goods. Thus the 
quota for computer components was increased by SlOO million, while the customs duty on radios. tape 
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 these discriminato~· 
measures arc in breach of GA TT and will have to be phased out when Poland becomes a full signato~· 
in mid-1995. 

9
: The rate of C:'(pansion of the money supply was kept in line with inflation at 35 per cent in 1993. 

9' Nearly 1.7 million individuals were registered as sole proprietors as of 30 June 1993. more than double 
the number registered on 31 December 1989. 

91 Regrettably. the construction of new 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 expected in 1994 despite the fact that 2 million 
people arc waiting for an apartment. Poland's first factory adaptation project was launched in Lodz to 
convert an abandoned nineteenth century factory building into 30 housing units. 

9
' Measures of foreign equity flows and stocks arc pcor guides to the significance or otherwise of foreign 

investors in medium to high risk economics such as Poland and other countries of the region. Official 
statistics do not capture the benefits of loan finance, and other forms of non-equity investment, such as 
transfers of proprietary technology, commercial know how and access to marketing channels through 
subcontracting relationships. 
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~· The agreement allows Poland to reduce its commercial debt of $13.2 billions by 45 per cent and to 
spread the repayment of the rest of the restructured debt o\·cr 30 years. 

•.J: The number of new jobs being offered rose from 28.200 in December 19')3 lo 41.200 in Janu~· 1994_ 

~· The average old-age and disability pension is 63 per cent of the average national wage before tax_ 
Retirees were allowed to continue close to full-time work without loss of benefit. The 8\'eragc age of 
retirement dropped by two year though legislation introduced in 1991-92 somewhat limited pensions for 
early retirees. 

~· Although the present SLD-PSL has an overwhelming majority in parliament. each of the two coalition 
partners is itself a coalition_ Already in the debate about the first budget of the SLD-PSL coalition, a 
faction of I 0 SLD-OPZZ members representing the post-communist trade union mo\'cmcnt threatened to 
vote against the budget if their demand for increased government spending was not met. 

w· Pinto, B~ Belka, Mand Krajewski, S (1993) 'Transforming State Enterprises in Poland: Evidence on 
Adjustment by Manufacturing Firms', Brookings Papers on Economic Activity. I, pp. 213-270. 

!!l!' Albert, M and Hahne!, R (1991) The Political Economy of Participatory Economics, Princeton: 
Princeton University Press. 

!'!.:· The Polish law on the freedom of association is unusually liberal: only I 0 people arc required to 
establish a trade union and court registration is ,·irtually automatic. 

10
' Polish trade unions continue to maintain political affiliations and there arc no legal restrictions on 

political activity by trade unions. With the changeover from a Solidarity-led coalition to a post-communist 
government in September 1993, political unionism is on the increase amongst the affiliates of the ,·arious 
fragments of Solidarity and other opposition parties as each tries to capitalise on the grievances of 
employees. 

1
•1•· Blais, A (1986) 'Industrial Policy in Ad\•anced Capitalist Democracies', in A Blais (ed.) Industrial 

Policy. Toronto: University of Toronto Press, p. 41. 

10 ~· Porter, M E ( 1990) The Competitive Advantage of Nations, New York: Free Press. 

•M Effective rate of protection = 

((Finished good tarifl) - !(components share of imports) X (tariff on componcnts)I) I {I - share of 
imported components} 
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~ 0' The European Union's PHARE programme agreed on ECU 10 million technical assi~lancc to PAIZ 
through INVESTPROM in January 1994, to help with promoting foreign incstmcnt in Poland. 

iott In 1993, the total national budget for export promotion w'lS 90 billion zlotys ($450.000). while the 
budget allocation for 1994 is 206 billion 7Jotys ($960,000). 

-109· The EU-PHARE Polish Export Programme (EXPROM) launched in June l 9'J3 is an mnovativc attempt 
to stimulate non-traditional exports from Poland through carefully targeted training of marketing personnel 

in selected enterprises. 

1 •9' The various attempts to increase enterprise autonomy in decision making in the countries of the region 
before 1989, all fell foul of the lack of a properly functioning price mechanism. Without the hard budget 
constraint of real prices and enterprise responsibility for profits and losses there was never a significant 

incentive for market oriented reform. 

UJ: The objective is to move towards just-in-time supply chain management but present production 
uncertainties in the region usually preclude this stage being reached. 

m· In Poland, only 8 companies had achieved ISO 9000 quality assurance certification by 31 December 
1993, despite the fact that an ISO 9000 certificate is vital if Polish firms arc to cooperate successfully with 
foreign firms. In many export markets an ISO <>000 quality assurance certificate is, or will soon become 

compulsory. 

111 · The Polish Ministry of Privatization has gone some way towards filling this manpower gap by 
establishing a programme for training non-executive directors of state enterprises that have started the first 
stage of the privati7.ation process by becoming incorporated. Unfortunately management training, however 
good, is no substitute for experience and it will be sometime before this cadre has the necessary hands-on 
experience of corporate governance to be effccti\'e in this new role. 
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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 ahead for the international community in helping the CEE/FSU region is great 
Funds must be mobili7.cd in an environment of recession in the Western driver economies 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 use and that assistance is 
coordinated and prioritized to limit duplication and waste. 

In the context of the broader macro-economic framework, donors also must re-assess the 
focus of their programmes to take into account the need for micro-level reforms. As noted, focus 
must now tum to this second stage of transfonnation and target the enterprise level, address the 
issue of distorted incentive structures and create an environment in which private enterprise can 
flourish. Attention and efforts must therefore address the key issues of printization, promotion of 
foreign direct investment and private enterprise, industrial restructuring, and the development of 
adequate social safety nets, and human resource development. 

PRIVATIZATION 

Privati7.ation is a major instrument of the transformation, and particularly, the restructuring 
process. Indeed, one of the first reform tasks the CEEIFSU countries have undertaken is the 
redefinition of the role of the state and promotion of the private sector. For most, this invokes the 
widespread transference of ownership from state to private hands. In the CEE/FSU region, 
privatizing the economy also will mean the development of new small and medium-si7.cd 
enterprises (SM Es). Government will have to increasingly play the role of facilitator rather than 
regulator, and a more competent and skilled bureaucracy will be necessary. 

On the policy level the issues to be addressed arc not easy. What should be privati7.cd? 
How fast? Should foreigners be allowed to participate? To what extent? How can the process be 
safe-guarded from the nomenclature to ensure that they cannot take unfair advantage of their 
positions to profit from transformation? To what extent should workers, management and the 
general populace be allowed to participate? At what price? 

Institutions to support the process must be developed and those regulating it (the state 
property agencies and ministries) will look to acquire the skills to do so properly. Support may 
also include public education programs to promote the process and lend it popular backing and the 
design of public programmes to ameliorate its negative effects. 

At the enterprise level, the mechanics of privati7.ation also must be understood. Proper 
enterprise valuations must be prepared and audits performed. Even for those enterprises that 
receive infusions of foreign management and know-how, enterprise directors and management 
must be trained in the workings of a market economy and its business methods and concepts. It 
also will be important to develop restructuring plans. 
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Although small-scale privati:1.ation - panicularly in the retail and scn·iccs sector (shops, 
restaurants and so on) appears to have progressed well - it is not without problems in many 
countries. In Lithuania, for example, the current failure of almost 50 per cent of privati7.cd 
businesses within 6 months of privatization might be alarming e\·idence of inadequate preparation 
of the pril"atization process in terms of the proper writing and evaluation of business plans, the 
,·cuing and e,·cn preparation of prospective buyers. Many countries arc now being forced to 
consider how the privati:1.cd businesses will be run and by whom in order to ensure successful 
pri,·ati:t.ation. 

In general there has been great disappointment in the speed with which the privati7.ation of 
large enterprises is taking place in much of the CEE/FSU region In many cases, particularly in 
Poland, the privati:t.ation of large enterprises has been fraught with delays or has been side-tracked. 
Not only have there been political delays over such issues as who should be permitted to 
participate in the process, part of the reason for the lack of speed has been the difficulty involved 
in readying large enterprises for the process. Performing adequate valuations and devising 
business plans have been particularly difficult. There is, therefore, a particular and pressing need 
for international assistance to kick-start the large-scale privati7.ation process in terms of the policy 
framework and also the numerous instruments and/or types of privati:t.ation schemes (mass 
prfrati:t.ation \'Ouchcrs, shares, public offering, financial intermediaries and so on). Given the 
difficulties in privatizing large-scale state-owned enterprises (SOEs), many will remain in the pubic 
sector for some time. Increasingly, the countries of the region arc considering or taking action to 
increase the competitiveness and efficiency of SOEs in the intermediate period before ultimate 
pri\'ati:t.ation. This has been done, apparently successfully in C" ina's reform process. China has 
greatly increased the profitabilit) and efficiency of its SOEs - usually without resorting to full 
scale privati:t.ation - by gradually turning them into semi-private enterprises. The Government has 
done this in a number of ways. It has introduced auctions for top managerial posts where potential 
candidates have to submit bids which promise minimum performance targets for the future. It has 
given SOEs greater autonomy over production decisions and allowed them to retain a greater 
fraction of the profits they generate. 

Many countries also have to find a way to remove a major obstacle that prevents qualified 
domestic managers and entrepreneurs from participating in large-scale privati7.ation due to lack of 
funds. A number of innovative approaches could be considered, none of which arc perfect. 
Consideration could be given to auctions with cash and non-cash bids. u~ These auctions would 
allow appropriately qualified entrepreneurs to bid cash and also promises of income from future 
profits. The problem here is how to evaluate the array of cash and non-cash bids that will be 
presented. Clearly a committee with relevant expertise to vet bids - probably provided or certainly 
assisted by the international community - would be needed. in addition, leasing SOEs could be 
tried in some form. 

In terms of the speed of the privatization process, it is important to stress that if the 
underlying institutional framework creates a competitive cn,·ironmcnt, the degree or speed with 
which privati1.ation is carried out may not be critical. If the free entry and exit (working 
bankruptcy legislation) of firms is permitted, then a competitive environment can be established 
even if some large enterprises remain in state hands in the near term. Howc\'cr, it is important to 
point out that privati:t.ation is not the panacea of all ills. In a significant number of countries. 
pri\'ati1.ation has yet to achieve the desired results. Among other things. this has occurred because 
privatization has not been properly incorporated into the broader framework of industrial 
restructuring and overall private sector development. Also, in many countries, printi:t.ation will 
require far more than the simple transfer of state-owned nropcrty to private entrepreneurs. 
Successful privati,.ation is not merely change of ownership. The ultimate goal of privatization 
should be inc!"eased competition and efficiency. To ensure that there arc long-tcnn efficiency 
gains to an economy following privati7.ation, it is important that past monopolistic privilege!! arc 
not simply transferred to new owners. This will generally require the development of a 
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competifo·c market environment with supporting institutions and infrastructure: the promotion of 
new businesses and entrepreneurship, and the creation of an appropriate and stable legal 
framework conduci\'c to such acti,·ity. As mentioned earlier, the large-scale redundancies that may 
result from rehabilitation and/or pri,·ati7.ation arc key considcrations"that also must be addressed. 
Small- and medium-scale industries - new and existing - may need to be promoted more 
vigorously to pro,·ide an outlet for redundant workers and a major source of job creation. In all of 
the above, the international community needs to build-up andlor strengthen its assistance. 

THE ROLE OF FOREIGN DIRECT INVESTMENT (FDI) 

Pri,·ati7.ation alone will not ensure th~ successful transformation of the economics of the 
region. Massive amounts of restructuring and new technology will be required. The savings of 
the region will not be enough to finance this, even when combined with the aid flows to the 
region. 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 needed funds for purchasing new machinery and 
equipment and updated technology, it brings in the knowledge of the workings of a market 
economy and access to new markets. These arc some of the most important clements required for 
the success of the region. 

In response to the opening up of their economies since )989, there has been a significant 
increase in the flow of FDI to the CEE/FSU countries. Cumulative FDI in Hung81)". the country 
to first initiate reforms encouraging foreign investment, reached USS4.5 billion at the end of 1992, 
one-third of which was from the US. Over the same period, the C7.cch Republic saw USS 1.59 
billion, Slo,·akia USS229 million, Poland close to USS2 billion, Romania USS560 million, 
Bulgaria USS94 million and Slovenia SIOO million. The republics of the former Soviet Union saw 
total FDI in the neighborhood of USS9 billion, the vast majority of which has gone to the Russian 
Federation. If investment in the oil sector takes place as hoped, the Russian Federation could sec 
USS6 billion over the next ten years in that sector and Ku.akhstan, a staggering US$24 billion. In 
contrast, FDI lo one developing country, Mexico. was USS 17 billion in 1991. w 

The prim81)· reason for FDI in the CEE/FSU region is to establish domestic market share. 
This is followed by tapping the regional CEE/FSU market, low cost sourcing and lapping the EC 
markct. 11

1'> 

Recent studies by UNIDO and the Commission of the European Communities have found 
that potential 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 
infom1ation on which to value a targ~t enterprise; and a lack of sufficientl~· trained personnel. 11

' 

But the most critical areas of concern are the economic and political outlook of the country for 
in,·estment and the existing regulatory and legal framework, especially investment protection laws_ 
Looking to establish market share, investors are concerned about the prospects for growth, 
employment, inflation and the other factors that will effect domestic purchasing power and social 
unrest. 

Quite expectedly, potential in,·estors arc also wary of political uncertainty and areas of 
potential turmoil or open hostilitics. 111

' And they look for a proper functioning. prcdiclable and 
stable legal eD\·ironmcnt. Investors need the reassurance that their investments will be adequate!~ 
protected by a legal framework which is sufliciently comprchensi\'c and most importantly. 
enforced. It is not just the presence or absence of relevant laws which arc the key determinants of 
investment, but rather how these laws arc implemented and interpreted. 

A further hindrance to FDJ in the region is finding a suitable partner or target enterprise in 

which to invest. Most foreign investors in the region would like to join forces with a domestic 
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entity when making their first investment in a country. Most arc of the opinion that the local 
partner can bring a knowledge and expertise of the local environment to the venture that the 
foreign im·cstor can not easily provide. Locating a p8rtner and assessing his financial position 
rcmams extremely difficult. however. 

Several international 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 bridges between the technical, 
managerial and financial resowccs of foreign investors and the development potential offered by 
the countries of the region. 

T cchnical assistance also should be focused to help governments cnSUJC that they have 
created an cn~"ironmcnt which is conducive to attracting investment by helping to strengthen or 
create the institutions necessary to support the process and assisting in the generation of specific 
investment opportunities. Assessments of the existing climate for investment and foreign 
perception of that climlle can be taken and recommendations of where governments should focus 
their attention and initille ch1nge made. 

Assistaocc can be given to hold investment forums in which potential foreign investors are 
invited to review investment projects and ncgotille di~y with the local parties involved. 
Investment promotion fonuos provide a proven catalyst for FDI and help alleviate the often heard 
complaint of the difficulty finding suitable partners in the region. Agencies can help in the 
preparation of project proposals and pre-screen the various projects off crcd by the host country. 

Foreign investment should not be the only concern. however. In the long run it is the 
domestic investor who will play the largest role in tl1e process of transformation. Go,·emmcnts 
and the intcmational 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 
encourage savings and investment by private individullls. 

PROMOTION OF THE PRIVATE SECTOR 

While FDI will play a crucial role in the transformation of these economics, it is only part 
of what is required. Most importantly, the development of the private sector, particularly in the 
form of SM Es must be encouraged. The most important source of economic gro'"'1h in the region 
is likely to be new businesses, especially SMEs. Not only docs large-scale industry rely on them 
heavily for subcontracting networks and supplies of essential inputs and services. They also fonn 
the nucleus for f u\urc industrial growth since they arc the most flexible and responsive sector to 
the external cha!lenges in a changing market economy. 

As mentioned earlier, one of the major structural flaws of these fonner command 
economies is the lack of SM Es and support industries on which large scale industries rely, which 
arc so prevalent in the West and in the Asian NICs and so important for building up 
competitiveness and attracting FDI. SME development is an important way to alleviate much of 
the dislocation and unemployment problems resulting from the transformation of the region 
SM E's account for the majority of employment in developed economics; 70 per cent of the 
employment in Western Europe, 67 per cent in Japan and create 98 per cent of all new jobs in the 
us.u' 

Giving the private sector a lead role in industrial development must not be seen as 
requiring a minimal role for the state. On the contrary, it presupposes an efficient and competent 
government machinciy with qualified capable staff which can wor1' closely with the private sector. 
In order for SM Es to develop and nourish, the macro economy must be in a state of relative 
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stability. to the extent that interest and inflation rat~ and trade as well as foreign cxch311gc 
policies arc not causing distortions. The legal framework and ta"t and labour policies also must 
allow for the easy enlr}· of new entrepreneurs and encourage their growth. Prices must be able to 
be f rccly set and there must be free -=ccss to inputs. including imports. It is also important that 
infrastructure. especially telecommunications and banking scn·iccs. be adequate. Go,·crnments of 
the region must carefully analp.c existing legislation and policy and change it where ncccss~- to 
sec that it encourages and not hinders the development and success of SMEs. 

Promoting the development of the private sector. particularly through lhe encouragement of 
SMEs is one of the most important areas where international institutions and bilateral donors can 
pill}· a role. International institutions such as UNIDO and the EBRO can offer critical help in the 
initial policy review by the governments of the region to help them assess existing legislation l'nd 
policy and to develop a coherent strategy for the encouragement of SME gro"1h- They· can a1h-isc 
and support legislative. planning and executive bodies in their efforts to develop a sustainable 
cn\·ironment conducive to promoting the growth of SMEs by advising on the formulation and 
implementation of strategies to facilitate the access of SMEs to financial. technical and 
technological resources. 

At the institutional level. agencies can support the development of both public and priute 
sector institutions that promote entrepreneurship and SME de\·elopmcnt such as NGOs. trade 
associations and ministries. At the enterprise level. they can aid in the encouragement of SM Es 
through the enhancement of entrepreneurship and facilitating access to information and essential 
resources (finance. marketing and technology). Several agencies and donors arc also is in a 
position to provide valuable training assistance to entrepreneurs. 

It is interesting to note that the EBRO has placed new emphasis on the encouragemc..'1lt of 
SMEs. They· consider themselves best suited to provide financial advice and assistance in locating 
financing. and make grants to local institutions to help defray the costs of technical assistance from 
outside consultants. This new emphasis by the EBRO presents a good potential for a fruitful 
partnership arrangement with other international institutions and NGOs. 

RESTRUCTURJNG AND INDUSTRIAL REHABILITATION 

Existing induslr}· in the CEE/FSU region is currently facing se,·ere difficulties. The 
transition from a command to competitive market economy and regulated CMEA trade to 
libcralir.cd trade and prices has resulted in many industries being cut off from traditional sources 
of raw materials and supplies. a loss of markets and sharply declining domestic demand Abo\'c 
all. the reduction or suspension of government subsidies coupled with competition from imports 
has revealed an extremely low lc\'el of product competitiveness and shortcomings in production 
processes and enterprise structures. Some industrial sub-sectors such as those which were 
primarily supplying goods to the CMEA markets have been particularly affected. The efforts to 
pave the way for industrial rehabilitation and recovery will require policy reforms. sub-sector 
restructuring programmes. privati.1..stion, FOi, modemi.1.ation of enterprises. technology and skill 
upgrading, and retraining in technical skills and management practices. 

Whereas the choice of speed and sequence of required policy refonns has been the subject 
of great debate, there has been little disagreement about the need to support the restructuring 
process with specific measures and assistance. Without restructuring. many enterprises in the 
region will not be viable and none of the countries in the region is in a position to ab~orb high 
lcnJs of unemployment. Political stability in the region is too fragile to withstand the heightened 
social pressure that would result. At the same time, however, plant closure should be a part of an 
industrial rehabilitation strategy. Restructuring should avoid re-establishing previous conditions for 
inefficient production. establishing instead. a new basis for viable production and overall growth. 
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Any restructuring strategy needs lo combine an understanding of both macro-a:onomic forces (the 
policy and institutional cn\·ironmcnt) and tt.e real problems at the enterprise le,·el. 

The CEE/FSU region will w311t to approach its industrial restructuring at national. regional 
and enterprise levels. A policy must be devised in each of the countries. tailored to its specific 
needs which analyses the strengths and weaknesses of the existing structure of the industrial sector 
and employment patterns and targets the encouragement of sub-sectors in which it has a 
comparative .Svantage. Considc:ation of the regional distribution of industl) and employment as 
well as the encuuragcment of the dislribution of the benefits of transformation on a more balanced 
gcog..-phical basis are being emphasized by those beginning the process. 

Declining performance and eventual bankruptcy of some industrial enterprises are inherent 
features of a dynamic industrial dcvdopmcnt process. Ho"'-cvcr, this also can be an indication of 
in.Scquate economic/industrial policies and other shortcomings in the economic environment or 
the result of abrupt changes in key panmctcrs - such as the abrupt loss of input and output 
markets, increases in the price of previously subsidized energy inputs - particularly in international 
mmets. Introducing new industrial policy measures, drawing up special 5UUcbual .Sjustmcnt 
programmes al the sectoral md sub-scctoral levels and building up greater resilience in industry 
arc among the major problems that many of the CEE/FSU countries arc .Sdressing. 

International organizations can help accelerate this process through support and advice at 
national and regional policy levels, helping to devise a "vision" of likely investment requirements 
and anticipated closures, and in aiding in the establishment and/or strengthening of institutions. 

Analytical country reports on the overall competitiveness and poliq· framework of the 
industrial sector can be performed which will idcntif)· sub-sectors in need of rehabilitation. This 
sectoral approach has been tried extensively in Poland. Sub-sector development prospects can be 
assessed and programme proposals drawn and programmes for building up industrial scr\·iccs. 
including consulting and financing can be devefoped. An analysis of the human resource base can 
be made and training programmes developed in the areas of skill shortage. And guidelines can be 
drawn to improve industrial standardization, quality control, technology development and 
environmental protection To meet international requirements. 

A word should be said about the relationship between restructuring and pri,·ati7.ation. 
Should printi7.ation precede restructuring or vice versa? There is no universally applicable answer 
to this question. The answer will depend on the country, its stage of de\'elopment and subsector or 
industl')· con.:cmcd, and most importantly, the individual ~nterprise in question. For example. in 
the (7.cch Republic and the former East Germany, the approach is that there should be no 
restructuring prior to privatization. Whereas Poland and some of the other CEE/FSU countries 
have generally recognized the need for some restructuring prior to privati7.aticn. llowe,·cr. there 1s 
now a growing consensus that organizational and operational restructuring should be left to new 
owners. By organizational restructuring it is meant that restructuring which focuses on the 
structure of enterprises, departments, inlcmal hierarchies, manpower and management structure. 
Operational restructuring refers to production processes, technology issues, sources of materials, 
products, marketing and informational systcms_w· Nonetheless, individual enterprises may ""ant 
assistance in devising plans for restructuring before privati7.ation. In many cases, such pre­
privati7.ation intervention will be necessary, if only to keep them going long enough to find a 
pri,·atc in\'estor These prc-privati7.ation generally include legal restructuring (the transformation 
of SOEs into limited liability or Joint stock companies), a.1d creating viable core business units by 
breaking up combines and spinning off non-core acti\'ities or social scn·iccs. In some cases. 
financial restructuring will be required in order to make an otherwise \•iable entcrpnsc attractive to 
private investment. However, with the exception of former East Germany, this has been found too 
costly for most CEEIFSU governments. Many enterprises would viable were it not for hel\'y debt­
scrvicing requirements. In countries where industries arr highly venically incegratcd, large 
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monopolistic cnterrriscs often will need to be split up. and horir.ontal spcciah1.ation pursued prior 
lo priutinttion It is considerably more difficult to dc-monopolin: or split up large enterprises and 
introduce the required structural changes after privati1.alion than before it 

In sc,·cral of the countries. a focus on the specific problems of miht~· con\·ersion will 
also be appropriate and critical to their transformation. particularly the Russian Federation. Ukraine 
and Slonkia 

In addition, the international community can assist the CEE/FSU governments and their 
nascent privat«; sectors by pro"\'iding support for prc-printi7.ation restructuring acti,·itics to 
ascertain the commercial ,·iabilit}· of enterprises, assess core assets. \"alue assets, spin-off non-core 
assets at the enterprise le,·cl~ and pre-privati7.ation intcn·cntion to restructure enterprises that will 
not be attracti,·e to pri,·ate in,·cstors in their cuncnt state. Useful post-printiution assistance can 
also be gi,·cn. particularly in tcnns of training and capacity-building programmes to strengthen the 
institutional framework, the introduction of cleaner more environmentally harmonious and energy· 
efficient technologies. •Model restructurings• of selected enterprises can also be under taken and 
the experience used t-:> draw lessons for other similar enterprises that also need to be restructured. 
The dissemination of lessons learned can be accomplished through in-country restructuring 
workshops. 

In the context of industrial restructuring, because of the past distribution of economic 
growth and investment which neglected many regions and the closing of dominant facilities in 
other "one-enterprise" regions, the CEE/FSU region is in p3rticular need of appropriate regional 
development programmes. Structural change in the CEEIFSU region should be seen not only as a 
general problem of the gi,·cn national economy but as a set of specific problems characteristic of 
the different regions within a country. It is expected, and indeed already becoming e"\'ident, that 
gO\·crnmcnts in the region will need to build up active regional de,·elopmcnt pol;cies to support 
industrial restructuring and privati7.ation. Indeed, many of the international donors arc increasingly 
becoming inrnh·ed in regional dC\·clopmcnl programmes and can assist in the encouragement of 
more balanced regional de,·elopmcnt in the CEE/FSU region by first conducting sun·cys of the 
current and required institutional and administrative framework for economic restructuring and 
de,·elopmcnt. and analyses of the resource base (including agricultural production for industrial 
dc,·clopment) as well as the structure and performance of industry in indi,·idual regions/provinces 
to ascertain structural weaknesses, development prospects and constraints. They also can assess 
the need for rehabilitating and modcmi7ing industrial enterprises and identify industrial activities 
which need to be phased out, including a dctcnnination of the general technological status of 
current industry in tenns of productivity, energy consumption, en,·ironmental effects and so on. 
and the need to upgrade technologies. Increasingly, specific attention must be paid to the 
environmental and employment effects of restructuring. 

On this basis. donors can be of assistance in identifying investment projects in connection 
with rehabilitation, modcmu.ation and diversification of existing enterprises, and identifying and 
facilitating in,·estmcnt in new opportunities for industrial activities. And, they can assess the 
existing and required institutional infrastructure and administrative framework for regional 
development, as well as assist iri the design of appropriate institutional approaches (including 
possible industrial ;r.oncs. incubators and science parl.s). They also can conduct studies to assess 
the viability of establishing and operating Regional Development Corporations. 1=1 
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Finally. the clear lesson from polish experience of the challenges inoh-cd in establishing a 
dynamic process of industrial renewal is that the resources a\·oidablc arc se,·crcl~ limited and hard 
choices continue to have to be made between key .-:tivii.ics. Well-directed foreign technical 
assistance can be a significant catalyst for industrial rcstru.;turing but self-help is likely to remain 
the most important resource of Poland. The situatior. appears similar i11 other counlncs m the 
region, indeed, in sc\·cral cases the flow of technical assistance is c,·cn more hm 1tcd than to 
Poland. The key technical co-operation question thus becomes one of how best to mobilir.c 
domestic resources to foster industrial competiti,·cncss: to make the hard choices and to a,·oid 
policy drift and a descent into socially and economically wasteful de-industrialir.ation. 

SOCIAL SAFETY NETS 

One of the major accomplishments of the socialist system in the CEE/FSU region was the 
relatively equal distribution of income (in the mid 1980s Elll>"tern Europe as a region had a Gini 
co-efficient!ll of 25.4 versus 31.4 for Weslem Europe and 32.6 for the United Stales.ill 
Guaranteed employment and low wage differentials were key reasons for this. The transition to a 
market economy - particularly widespread industrial restructuring - with high differentiation in 
wages and no jo!> guarantees is certain to lead to a shift in income distribution. Open 
unemployment has already increased significantly, from an average across the region of 7.cro, to an 
average close to 15 per cent (excluding the FSU). There is also an alanning concentration of 
unemployment in particular regions and towns. For example, in Poland, regional differences in 
unemployment arc considerable, with regions around Koszalin, Suwalki and Olsztyn ha,·ing 
unemployment rates of between 24-226 per cent. Currently, the North-cast of the country suffers 
from a 22 per cent unemployment rate. Also, many more people will be put out of work in the 
restructuring process as inefficient enterprises arc allowed to go bankrupt and entire industries arc 
found to be uneconomic when subsidies arc removed. The uneven nature of the existing 
distribution of industry will make the effect of such closings even more disruptive. Certain 
segments of society will also be more vulnerable than others: those on fixed incomes arc 
particularly hurt by rising prices, older workers will find it far harder to adjust lo new work 
practices or develop new skills in what are the high job growth areas .:>f marketing and finance, 
and women and children will be effected as childcare facilities, traditional at most CEE/FSU 
enterprises, come under the new heading of inefficient ancilllU)· activities and arc closed or spun­
ofT into separate, fee-charging, enterprises. 

The recent Russian, Lithuanian and Polish election results may be to a significant extent a 
reflection of the growing social discontent ca11sed by high unemployment rates. In order 10 

pre,.·cnt the widespread outbreak of social unrest, the governments of the region must attempt lo 
redefine and/or build up the social safcl)· net, unbundling the economic and social roles pre,·iously 
assigned to enterprises and equalir.c the distribution of the benefits of transfonnation and protect 
those who MC the most vulnerable to its adverse effects. A system of adequate social security, 
including unemployment insurance, and old age and disabihl)· pensions, must be devised to replace 
the former social welfare system. 

Several international institutions such as the ILO, UNDP and the World Bank arc in a 
position to directly address the general problems of poverty and unemployment through 
development and support of social safety net programmes. Others, such as UNIDO and the 
OECD, also can be of assistance by helping the governments of the region assess what the effects 
of industrial policy and transformation will be and devise a scheme to ameliorate the most 
negative ones. For example, industrial studies that identify enterprises lo be restruc!urcd or closed. 
could also identify ~roups of emplo)CCS and geographic areas to be the most effected. From this, 
the need for retraining and job creation programmes can be pin-pointed. 
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Along with helping to identif~· the areas of need. technical assistance also can support the 
de,·clopment of such institutions as retraining centers and tl.-chnical schools. Support to new 
business de,·elopmcnt and SME promotion will also help to create jobs for those displaced due to 
the transition. This may be the most important aspect for the success of the social safety net 
concept and ultimately for the success of the transformation proccs~. 

In fact, most of the areas in which donor organi7.ations can offer assistance and support to 
the process of industrial development will help indirectly in the allc,·iation of po'·crty and the 
casint, of the adverse effects of the transformation process. 

HUMAN RESOURCE DEVELOPMENT 

One of the recurring themes of this report has been the crucial importance of dcrnting 
adequate resources to the proper ad,·anccmcnt of human resources for industrial de\'clopment. 
There is, unfortunately, a common bias in many investment and technical assistance projects: most 
effort is devoted to funding, financial engineering and hardware procurement and installation. By 
contrast, the resources required for systematic training needs analysis and implementing training 
proposals arc often poorly provided for or neglected. This bias, where it occurs, is particularly 
damaging in industrial restructuring exercises in CEE and the FSU. Despite a large pool of 
manpower with vocational skills and basic scientific and technological knowledge, the lack of 
proficiency in management, product dc,·clopmcnt, supply chain management, financial 
management and accounting, marketing, salesmanship, distribution and international trade means 
t!:at the lack of human resource development at enterprise level is one of the most serious 
impediments to enterprise compctiti\'eness and efficiency. 

Three main human resource development issues have been identified in this report: managing 
layoff!, closing the skills and experience gap, and mobili7jng the existing high lc\'el of :cchnical 
and scientific knowledge in the workforce. The labour force can be divided into many groups each 
of which has its own distinct set of problems: within large enterprises - top management. middle 
management and line workers; within SM Es - owncMnanagcrs and employees: and within the 
go\'cmmcnt apparatus - senior ci\'il sen· ants, m iddlc level executives and support staff Particular 
industrial sectors also have their own special requirements depending on the magnitude of any 
downsi7.ing required, the dynamism, or otherwise. of the local labour market, the distance of the 
sector from world-class technology and productivity frontiers, and prc\·ious exposure of managers 
to world markets. 

The training and retraining task at first glance seems infinite in scale and scope. In reality, the 
key issue, as elsewhere in the world, ;s targeting scarce resources at top management m the civil 
scn·icc and enterprises so that they fully appreciate the need for and support the systematic 
training of subordinate personnel. Stripped to its bare essentials, industrial restructuring. and 
restoring competitiveness and efficiency is about re-engineering the corporate culture of enterprises 
and go,·cmment agencies. Training the trainers is necessary but without a top management 
committed to training and developing human resources throughout the enterprise reform will be 
partial. 

UNIDO and other UN agencies , particularly the lLO, may be in a position to assist 
go\'cmmcnts with assessing the best methods for targeting top bureaucrats and industrial leaders 
for management development and training. UNIDO could assist with closing the experience gap 
through the development or study tours and work attachment programmes whereby managers and 
others arc brought to similar facilities in the West and receive fo:mal and on-the-job training in 
best practice and arc exposed to the practical workings of a market economy. As the 
transformation accelerates in Eastern Europe, there will also be scope for arranging workshops and 
study tours for management from the FSU to CEE. Another area for improv~ng human resource 
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utili7.ation is in developing linkages between enterprises and research institutes. an aspect almost 
total!~· neglected under t.'tc central planning system. 

Man)· large enterprises an the West. private and state-owned. have extensive experience of the 
problems of managing layoffs. For example. the British Know How Fund on behalf of the Polish 
go\·emmcnt has contracted British Coal Enterprises. the subsidimy of British Coal responsible for 
assisting with redeploying British mine workers following pit closures. to supply SME start-up 
training and advice in eastern Poland. an area of high unemployment Similar expertise existing 
elsewhere in OECD countries could be mobili7.Cd by international agencies for the benefit of the 
CEE/FSU region. 

THE PROBLEM OF FINANCING TECHNICAL ASSISTANCE 

It is often rccogniud that a 5'\;tch from capital to technical assistance may be more 
beneficial for the CEE/FSU countries at the present time. ill- It is also relatively easy to point the 
critical need in the CEE/FSU region for technical assistance from the international community as 
c,·idenced by the requests received by the OECD Register of technical assistance to the region and 
directly to the various providers. It is, however. much more difficult to suggest where the money 
might be found to fund needed technical assistance. There arc clearly limited resources available 
and a reluctance on the part of Western nations, ma11y of which ere facing recessions at home, to 
pro,·ide the necessary funds. But. as mentioned earlier, the nations of the West must recogni7.C 
that it is in their own self interest to help these countries and the challenge is to develop an 
immediate and substantial programme of assistance. As reported by Mr. Michel Camdcssus, 
Managing Director of the IMF to members of the US congress, the IMF is projecting an 
achievable growth rate for the states of the former CMEA of 4 per cent in the medium term. This 
compares to a decline in income of 17 per cent in 1991-92. To put this in perspective, if the rate 
had been achieved in the CMEA countries, it would have meant a global growth rate of almost 2 
per cent in 1992 instead of the actual rate of 1.4 per cent. This is the equivalent of an a11nual 
income increase of USS20 billion per annum. Thus the success of these countries before the end 
of the 1990s could make the difference between prosperity and recession in many regions of the 
world, particularly in the developing countries. Without foreign assistance, the risk is run that the 
reform process will halt if not reverse with severe consequences to global security, income, trade 
growth, migration, unemployment and political instability. 

CONCLUSION 

In conclusion, this report has covered a lot of ground but in essence it has pointed out that 
the major challenge facing the countries of Eastern Europe and the international community is how 
to sustain moves towaads democracy and at the same time to design a11d successfully implement an 
economic reform programme that accelerates the transformation to a market economy but avoids 
being undermined by economic and political problems due to the failure of the micro-economy to 
respond swiftly and appropriately to the large-scale macro-economic changes taking place. The 
road ahead for the Central and East European countries is uncertain and precarious, but with 
greater commitment from me countries themselves and support from the international community 
the transformation to democratic market economics with viable competitive structures can be 
rcah1.cd. 
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Eadnott5 

, ,._. In this connection. sec the interesting article b~· Patrick Bolton and Gerard Roland, 
"Privatization policies in Central and Eastern Europe". Economic PoliC\', Vol.15. October 1992, 

pp_27)-3 l l. 

UNDP. Human Development Report 1992. p.69. 

EIU, foreign Investment in Eastern Europe and the CIS. 1993, Cbptl, London, 1993. 

!.P UNIDO. Foreign Direct investment in Central and Ea;tem European Countries. PPD.210, 

16 June 1992. 

11.. Companies surveyed in the EIU study said their biggest concern about investing in the 
former Yugoslavia was the political outlook. In contrast, it was ranked as the ninth (of eleven) 
greatest concern for Hungary. which bad experienced one-and-a-half years of a stable 
democratically-elected government at the time of the survey (July-August 1992). EIU, Foreign 

Investment in Eastern Europe and the CIS. London, 1993. Chpt.2. 

11.. EBRD, Paper for the closed session of the Board of Governors, Small and Medium 

Enterprises. London. 14 April 1993. 

11°' Sec W. Richard Frederick, •Enterprise restructuring in the car.text of privatization: 
Background and issue papers", OECD Advisory Group on Privatization. Fourth Plenary Session. 

Prague, 29 September-I October, 1993. 

ill UNIDO, Toward Regional Developing in Central and Eastern Europe, PPD.217, 19 

February 1992. 

m A Gini co-efficient is a measure of the relative degree of inequality in a country. Zero is 

total equalil)·. I 00 is total inequality. 

m World Bank, The Transformation of Economies in Central and Eastern Eurooe, 1991, 

Washington, D.C., p.S3. 

LZ 4 It should not also be forgotten that technical assistance also provides new opportunities for 
donor country consulting firms. private and comn>ercial bands, not to mention law firms. 
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