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Preface 

The present paper has been prepared for the Regional Forum for Central and 
Eastern Europe and the Newly Independent States (Budapest, May 2000). This 
event is expected to build on concepts and assessments developed during the 
UNIDO Forum on Sustainable Industrial Development held in December 1999 and 
devoted primarily to global trends in world industries and their implications for future 
growth. Consequently, the objective of the Budapest meeting is to examine how 
globalization could encompass more significantly transition economies of Central 
and Eastern Europe as well as NIS countries and how it might relate to the ongoing 
process of systemic and industrial transition in the region. What follows is an 
attempt at a brief identification of major issues which form or should form the core 
of development strategies of transition economies as regards their industrial growth 
and restructuring. Naturally, these comments commit only the author and should be 
regarded as suggesting some thoughts for discussion and further research rather 
than as a full-fledged analysis. Throughout the paper countries of the region are 
interchangeably referred to as transition economies, reforming economies or new 
market economies. This terminology is used as a matter of convenience and does 
not reflect any value judgement, even though the author recognizes very substantial 
national differences in the degree of maturity of transformation towards market 
economy standards. 
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Executive summary 

Two major factors are the driving force of globalization: technological change 
and liberalization of international and national markets. Consequently, a few high
technology sectors, which depend on intensive R&D and global outlets and supplies, 
have become the principal players in the globalization game. Lower tariff and non
tariff barriers have allowed increasing number of business entities to internationalize 
production structures through investment abroad, which in tum stimulates trade. 
Rapid advances in information technologies and networks, radical improvements in 
capacity of international transportation systems and greater tradability of goods and 
services have considerably enhanced flexibility of production location decisions. The 
annual value of cross-border mergers and acquisitions worldwide increased more 
than six-fold during the present decade. As fewer and fewer products can be 
manufactured competitively solely on the basis of national inputs, companies are 
increasingly inclined to outsource their supplies. Global electronic commerce is 
projected to generate some US$4.6 trillion worth of sales by 2003, with the United 
States and the European Union taking an overwhelming share. With cold-war political 
divisions dissipating, new prospects have opened up for globalization of economic 
activities, driven by considerations relating primarily to potential of the markets, 
systemic quality of local business environment and cost and efficiency criteria. 

CEE and NIS countries are only now beginning to participate actively in this 
process. They have to face formidable odds: consequences of previous isolation 
from international industrial and technological environment and from market-based 
economic philosophy, shortage of domestic capital and enormous disruptions in 
industrial potential caused by a breakdown of old production structures. In 1997, 
which marked a turnaround in economic backslide of several countries of the region, 
real industrial output compared to its level in 1990 was estimated at 90.5 per cent in 
CEE subregion, 32 per cent in the Baltic States and 47.5 per cent in the CIS. By now, 
the fastest recovering CEE countries have either exceeded their pre-crisis industrial 
output levels or are close to doing so. Within a few years the remaining CEE and 
Baltic States are expected to recoup their losses in industrial production. For the 
Russian Federation and most of the other NIS countries the process may extend to 
later years of the first decade of the new century or-in some cases-even beyond. 

The prospects of closer involvement of transition economies into global indus
trial processes are determined by three major factors: (a) the quality of systemic 
reforms and structural policies, (b) ability to attract foreign capital; and (c) open and 
liberal approach to economic interface with the external world. Actual experience 
suggests that countries which followed more radical scripts were also the first to 
reverse economic backslide. However, the most important condition of successful 
transformation is not so much the choice between "shock" and "soft" scenarios, but 
rather the ability of governments to achieve macroeconomic stabilization before the 
thin layer of social patience wears off, and to design comprehensive policies and 
implement them with maximum consistency over time. This aspect, combined with 
the depth of pre-transformation economic dislocations, underlies substantial differ
entiation in performance of the economies of the region. 
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One of the central dilemmas facing all countries in transition concerns indus
trial policy concepts. Actual attitudes range from vague pronouncements of "no 
policy" to active government intervention, but it becomes increasingly clear that 
firms require supportive domestic conditions as a sine qua non of their ability to 
compete in global markets. Consequently, a trend that now seems to consolidate 
is that of a moderate approach which tends to focus on three basic requirements: 
(a) sustainable macroeconomic growth; (b) efficient systemic and regulatory frame
work, and (c) "capability building" through technological progress, human resource 
development, promotion of better management, more effective business practices 
and institution building. Advocates of this approach encourage policy neutrality in 
the form of "horizontal" measures, where no specific sector is privileged. However, 
there is also a growing support for creating or enhancing the competitive position 
of a sector or a group of sectors through "vertical targeting". The latter approach 
refers to sector-specific measures, which have been used quite extensively in 
advanced Western economies in various stages of their recent industrial restruc
turing. Therefore it seems wise to develop pragmatic rather than dogmatic view of 
these issues. 

Infusion of foreign capital, which is indispensable for effective structural 
change and for giving more global orientation to industrial policies in transition 
economies, depends principally on general macroeconomic and systemic condi
tions of these countries and on opportunities offered by their markets. Out of the 
present FDI stock of about US$100 billion in the CEE/NIS region some three
quarters are estimated to have gone to just four recipients {Czech Republic, 
Hungary, Poland and the Russian Federation). This fact reflects international per
ception of certain advantage of these economies in terms of potential for more 
global industrial linkages. About two-thirds of FOi in the region has been placed in 
manufacturing industries. While local markets are still the main targets, more and 
more investors include the region into their global strategies. 

No successful industrial policy is feasible in a globalization era without open 
and liberal interaction with the international market. Over the last decade world 
trade in manufactures has been growing more than three times faster than indus
trial output. The trend is also expected to continue in the coming years, with trade
output growth ratio for merchandise estimated at almost 1.9 for the period of 1997-
2006.1 As a general rule, concentration of international trade in the hands of a few 
OECD members tends to grow in parallel with the level of technological sophisti
cation within specific product categories. Five top traders in each product category 
contribute 76 per cent of world exports of office and data processing equipment, 
78 per cent of radio, television and telecom products and 87 per cent of aerospace 
technologies. At the same time, leading producers, especially in the European 
Union, create extensive demand for intra-industry supplies, as demonstrated by 
rather high import penetration ratios in the same product groups. 

CEE and NIS countries participate only marginally in these flows with the share 
of only 3.1 per cent in world exports of manufactures in 1998, but are now begin
ning to improve slowly their position. Between 1990 and 1998 the average annual 
rate of growth of exports of manufactures from the CEE/NIS region was close to 
10 per cent, more than the average for the world economy. So far, however, most 
of such export expansion has been in the lower and medium-technology range. The 
cumulative participation of CEE/NIS countries in markets for speciality chemicals, 
automotive products, electronics, data processing and telecom equipment is even 
lower than their general share in world exports of manufactured goods. 

1Wortd Bank, Global Economic Prospects 1997, Washington, 1997. 
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However, it is not only the trade volume itself that matters. Transparent and 
rule-based national trade policies are also essential for encouraging closer involve
ment of transition economies into global industrial developments. Therefore, partici
pation of the greatest number of CEE and NIS countries in the multilateral trading 
system would provide greater consistency to their market-oriented reforms. 

This aspect is related to regional arrangements, which are becoming the 
cornerstone of economic partnerships. About four-fifths of international trade is now 
exchanged within regional blocks, and growth rates for intra-regional trade world
wide are consistently higher than those in extra-regional commerce. Under such 
circumstances, national industrial policies within trade blocks may increasingly 
become mutually aligned with a prospect of their eventual unification.2 Such, at any 
rate, may be the trend in those countries of the CEE and NIS region, which nego
tiate integration with the European Union. EU enlargement will greatly enhance the 
impact of global industrial trends on economies of new EU members. By the same 
token, it will also pose a crucial question of measures to be taken in order to 
alleviate possible unwelcome consequences for non-members and the risk of new 
divisions in still fragile pan-European economic interface. The answers should be 
sought now rather than later. 

Last but not least, globally oriented industrial policies of transition economies 
demand adequate institutional and regulatory framework. The major thrust should 
be directed at the creation and consolidation of laws and institutions relevant to 
trade regime, monetary and fiscal systems, financial infrastructure, privatization, 
exchange and securities markets, labour markets, enforcement of product safety 
requirements, communications infrastructure and competition rules. 

In their efforts to get closer to global industrial trends, transition economies 
face an impressive range of challenges. Average industrial factor productivity 
equals about one-third of the prevailing OECD levels. R&D spending per capita is 
several times lower than in more advanced economies and technological life cycle 
of manufactures is several times longer. Foreign investments, while greatly helpful 
in alleviating some of these problems, concentrate primarily on local consumer 
markets and do not provide sufficient encouragement to local innovations and to 
development of indigenous supply of advanced technologies. Resource intensive 
industries originally developed to support an introvert economic environment, rep
resent excessively high opportunity cost by keeping scarce domestic means away 
from more efficient applications. Foreign trade and current account imbalances 
pose threat to monetary policies and external equilibrium. Furthermore, all these 
and other factors may impede governments' willingness and ability to move faster 
on competition standards and other regulatory aspects. 

There are, however, many encouraging developments. The quality and effec
tiveness of macroeconomic policies have generally improved remarkably through
out the region. Privatization, assisted by growing volumes of FDI inflows, is pro
gressing relatively well. Industrial investment has been growing generally faster 
than in more advanced Western countries, and productivity-while still low-is also 
on the rise. Systemic reforms have encouraged explosion of entrepreneurship. New 
consumption patterns provide strong incentive to work harder. Consequently, indus
tries begin to show signs of increasingly active restructuring and higher propensity 

2Frischtak, Claudio R., New Industrial Policy Concepts and Essentials in the Changed Global 
Context, paper presented at UNIDO Seminar "New Trends and Challenges in Industrial Policy", 
Vienna, October 1997. 
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to export. Expansion of services helps to improve the structure of domestic mar
kets. All such trends set the CEE and NIS economies slowly but surely on the 
course convergent with global trends. 

The above challenges faced by the economies in transition provide a general 
orientation for possible intervention by UNIDO. Although the role of international 
organizations is changing, following the changing role of national governments in 
the global environment, the new opportunities arise requiring not only a close 
cooperation with the governments but also with the private sector. This necessi
tates partnership building among all partners concerned. There is no doubt that in 
this process an extremely useful and catalytical role can be played by UNIDO as 
a neutral broker with specific role in promoting those common goods which are 
attributable to international economic organizations, in all those broad areas that 
are in line with UNIDO's mandate. 
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1 Introduction 

The concept and process of globalization are more extensively covered in 
another study presented on this occassion.* The present paper attempts to tackle 
major systemic and policy issues confronting governments and business commu
nities in transition economies of the region in their efforts to develop more coherent 
industrial policies and to interact more effectively with the international environment. 
Therefore, only brief references seem to be appropriate here to those general 
aspects of globalization which may have particular relevance for policy choices 
confronting transition economies in their increasingly active but excruciatingly dif
ficult involvement in global orientation. 

The general message emerging from the last Forum was that implications of 
globalization go far beyond industrial policies proper and encompass other related 
spheres, such as trade, regional development, management techniques, research 
and technological innovations, consumption patterns, etc. This trend is now in
creasingly present in transition economies, albeit to a degree that is still incompa
rably lower than in more mature market economies, while its scope, impact and 
specifics differ substantially among individual countries of the group. The sources 
of such distinctions should be sought not only in historically established national 
industrial characteristics, but also-and in a rapidly growing proportion-in the 
depth of systemic and structural reforms undertaken within the framework of tran
sition. The countries concerned are therefore faced with multiple dilemmas. The 
latter relate primarily to making the right choice between various levels of intensity 
of the reform process and to finding a proper balance between public authorities 
and market forces as animators of industrial policy formulation and execution. It is 
obvious, however, that all transition economies are increasingly oriented towards 
regional and global environment. The speed and character of this movement may 
vary again from country to country, but the trend itself appears to be irreversible. 

Globalization is driven by industrial groups through a combined effect of: phe
nomenal technological change; liberalization of public economic and trade policies; 
collapse of cold-war divisions; evolution of the markets for a few key sectors which 
generate high value added and stimulate changes in the corporate environment. 
Under the impact of new technologies and freer markets business sectors feel 
increasingly inclined to internationalize their activities, thus encouraging even 
stronger interdependence among nations. 

Impressive concentration of output in the hands of a few major producers is an 
eloquent testimony to the magnitude and practical importance of this process. Listed 
below are some examples of the top five companies' sales as per cent of worldwide 
industry totals in the early 1990s: passenger cars and trucks (56 per cent); semicon
ductors (51 per cent); consumer electronic and electrical products (42 per cent); 
personal computers (47 per cent); chemicals (33 per cent).3 Since that time, mergers 
and acquisitions may have pushed these figures further upwards. 

*Mrak, M., Globalization: Trends, Challenges and Opportunities for Countries in Transition, 
UNIDO paper, 2000. 

3"The Economist", 27 March 1993, "Survey" p. 23, quoted from Morgan Stanley Capital Interna
tional. 
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Cross-border mergers and acquisitions (M&A) are among the most dynamic 
factors behind globalization of industries. This phenomenon is now accelerating 
rapidly, as firms focus increasingly on what they do well and divest themselves of 
comparatively less efficient or peripheral operations. Whereas in 1990 only about 
4 per cent of major corporations (measured by actual entities and not by the 
volume of equities) changed their owners, by the late 1990s the figure has come 
close to 10 per cent. Between 1991 and 1998 the annual value of cross-border 
M&A increased from US$85 billion to US$558 billion. CEE countries participate in 
negligible proportions in this process, with the total accumulated value of inward 
and outward M&A reaching only US$69 billion (4 per cent of the total) and US$0.3 
billion respectively in the entire period 1991-1998.4 Moreover, contrary to the pre
vailing trend in highly developed Western countries where most of inward cross
border M&A aim at obtaining exclusive or dominant position in entities created 
through mergers, in CEE such majority M&A involve only about a third of all trans
actions recorded during the present decade. Most of the deals involving business 
entities of CEE have been done with European countries, which is consistent with 
the key role played by this group of partners in bringing CEE closer to the global 
environment. At this juncture it is worthwhile to note, that in this segment of inter
national economy European Union has clearly outpaced the United States. The 
cumulative total of all outward M&A recorded during 1991-1998 by the three EU 
members most active in this field (United Kingdom, Germany and France) was 
estimated at US$603 billion against US$463 billion for the United States.5 The 
European leadership may be further enhanced by the introduction of the euro and 
its consequences in terms of reduced transaction costs, improved transparency of 
prices in international business deals and greater competition and price discipline. 

Sectors most often involved in inward M&A in CEE include: automotive indus
try, banking and finance, telecommunications, business services, chemical and 
pharmaceutical industry and retail distribution. All these sectors are among the top 
ten for all cross-border M&A recorded worldwide in recent years. In this respect the 
pattern which has developed in CEE is convergent with the prevailing international 
trends. In most cases the convergence extends also to motivations behind such 
deals. They include such factors as excess capacity in key markets (automotive 
products), deregulation {banks and telecommunications) or large R&D costs re
quired to develop new generations of products (pharmaceuticals). Some other 
factors are specifically related to systemic transition, most notably to privatization, 
and to the development of previously neglected sectors. This applies in particular 
to M&A in telecommunications, business services, banking, insurance, social secu
rity institutions and retail trade. 

Major contributions to globalization have come from a few industries that have 
generated and absorbed most of new technologies: aerospace, information tech
nology, electronics, automotive products, biotechnology, chemicals and pharma
ceuticals. A brief description below highlights some characteristics of those sectors 
that appear to have co-determined their global orientation. 

The aerospace industry is essentially a sector of dual industries, civilian and 
military, dominated by government procurement and government-financed R&D. 
Recent years have seen a remarkably strong trend towards concentration, which 
started in the United States and was subsequently replicated in the European 
Union.6 Consequently, the sector is now polarized between these two partners, but 

40ECD, Changing Patterns of Industrial Globalization: Cross-Bore/er Mergers and Acquisitions, 
document DSTl/IND(99)12, Paris, September 1999. 

5lbid. 
6Postel-Vinay, G., World Industrial Strategies and Public Policies, OECD paper DSTl/IND(99)21. 
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the emergence of new aerospace actors, including in the CEE/NIS region, may 
provide greater diversity to the industry, especially as regards outsourcing of parts 
and components. 

In the automotive sector the focus is now on quality, recyclability, safety and 
productivity gains. The latter are considerably enhanced by standardization of final 
products and by shifting the production of spare parts from car makers to special
ized suppliers. This process requires close global networking with highly sophisti
cated data circulation and delivery systems. Technological alliances are also be
coming more frequent. Some of them extend to certain transition economies. In 
fact, the automotive sector has become one of the most important links between 
new market economies of the region and global industrial environment. The exam
ples involve the Czech Republic (Volkswagen-Skoda), Poland (Toyota, Daewoo, 
Fiat, Ford, Isuzu), the Russian Federation (Fiat, General Motors), Hungary (Suzuki, 
General Motors, Audi, Ford), Uzbekistan (Daewoo). 

It appears now that future changes in technology systems will pivot around 
information technology and biotechnology. Information technologies, where the cost 
of a unit of computer power fell by 99 per cent between 1960 and 1990,7 have been 
instrumental in globalizing capital markets and distribution. Another consequence, 
is the positive impact they have had on the environment of small and medium 
enterprises, by improving the capacity of SMEs to develop their business relations 
within regional clusters. Such interaction within a close proximity brings substantial 
reductions of transaction costs and encourages subcontracting. Furthermore, new 
information technologies have also substantially facilitated the establishment of new 
business entities, especially in the SMEs sector. 

Information technologies are revolutionizing marketing through electronic com
merce, to the disadvantage of countries, that do not respond sufficiently quickly and 
comprehensively to this challenge. By 2003 the global volume of sales of goods 
and services through electronic commerce is projected at US$4,600 billion. The 
United States would lead the way with the aggregate value of electronic sales 
coming to US$2,800 billion, or almost a quarter of all business-to-business trans
actions in the United States. The rest of the world will fall far behind with the total 
of US$1,800 billion. At present the corresponding figures for the United States and 
the rest of the world are US$700 billion and US$330 billion respectively. Retail trade 
networks, car makers, distribution companies and hi-tech sectors that are the lead
ers behind the trend, report cost savings up to 15 per cent. According to the same 
projections, only Western Europe, led by Nordic countries, is likely to follow rather 
closely United States developments in this area. European electronic commerce, 
growing over the next few years at the rate of up to 140 per cent per annum, is 
expected to generate almost US$1,600 billion worth of sales or 6.3 per cent of the 
total European trade by the year 2004.8 

Biotechnology is widely recognized in industrial and research policies of highly 
developed countries as one of the most promising globally oriented sectors. Among 
all industries, this one received particular attention in the White Book on growth, 
competitiveness and employment, adopted by the European Commission in 1993.9 

Between 1985 and 1990 the value of world output in biotechnology products in
creased from US$0.2 billion to 1.7 billion, and has been expected to multiply to 

7WTO, op.cit., p.35, cited from Wolf M., "The Heart of the New World Economy", Financial Times 
1 October 1997. 

8Projections made by Boston Consulting Group (BCG) and Forrester Research. 
9Commission Europeenne, Croissance, Competivite, Emploi - /es dens et /es pistes pour entrer 

dans le XX/ siecle, Bruxelles 1994. 
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US$65-100 by the year 2000. 10 Dramatic developments have occurred concerning 
shifts in end-use of such products, from almost exclusive application for manufac
ture of pharmaceuticals only a decade ago, to the presently dominant use as inputs 
outside the pharmaceutical sector. 

In chemical industries, the most dynamic and globally oriented sectors are 
those which provide speciality chemicals. By some estimates, between 1990 and 
2005 world sales of speciality chemicals may double, to reach US$250-300 billion 
or more than one-third of the total world output of chemical products. Pharmaceu
ticals industry, which is the most important supplier of speciality chemicals, displays 

. certain important features, which reflect its rapid globalization. First, there appears 
to be a remarkably fast ownership concentration through mergers and acquisitions. 
The most successful pharmaceutical groups now register sales in the range of 
US$10-30 billion. Second, the sector ranks among the most knowledge-intensive 
industries, with exceptionally costly R&D requirements. The third feature consists 
in a growing trend towards alliances and ad hoc arrangements aimed at cost 
sharing and reduction of development expenditure. 11 The chemicals sector is rap
idly concentrated globally in the hands of leading manufacturers. Within a short 
period 1989-1997 ten leading chemical groups increased their share in world sales 
from 17 per cent to 29 per cent. 

For the purpose of this brief review, electronics and other high technology 
products will be lumped together, as this category cuts across a number of indus
tries, including some which were mentioned in the preceding paragraphs. Accord
ing to OECD, the combined share of hi-tech goods in total industrial output and in 
exports of all OECD countries was 11.1 per cent and 16.8 per cent respectively in 
the first half of the 1980s. 12 By now, the absolute and relative weights of this 
product category are substantially higher. For example, office and telecom equip
ment, semiconductors, computers and consumer electronics alone represent 13 
per cent of world merchandise exports, more than agricultural goods, mining prod
ucts or automotive manufactures. 13 This category shows a number of outstanding 
characteristics, which encourage globalization of production and sales. Productivity 
growth in the information technology sector has been five times as high as overall 
productivity growth. According to research results compiled in early 1990s, material 
and energy intensity of hi-tech industries, measured per unit of output, was esti
mated at that time to be at least 30-40 per cent lower than the average for all 
manufacturing sectors. Domestic costs of a currency unit earned through foreign 
sales of high-tech products were 2-3 times lower than the average for all industrial 
exports. Also profit rates per unit of output were several times better than for the 
industry as a whole. 14 

10The Economist 5 October 1991. 
"Postel-Vinay, G., op. cit. 
120ECD, Science and Technology Indicators, No. 2, 1986. 
13WTO, Annual Report 1998, p.11, Geneva 1998. 
14Karpinski, A., Spor o przyszlosc przemyslu swiatowego [Dispute on the Future of World Indus

try], Polish Academy of Sciences 1994. 
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2 Industrial policy in the 
transformation process 

2.1 Major industrial trends in the CEE and NIS region 

An underlying assumption adopted in this paper is that the economic fate of 
transition economies is essentially tied with Europe and that their global orientation 
will be shaped by trends and policies affecting European economic players. In 
institutional terms, the process of gradual integration of transition economies into 
a global framework moves forward. Out of the 15 countries of the CEE and NIS 
region, all are members of the IMF and World Bank, seven negotiated accession 
to the European Union, nine are members of the WTO and several others-includ
ing big countries such as the Russian Federation or Ukraine negotiated entry into 
the multilateral trading system. Nine belong to the Bank for International Settle
ments, seven have accepted current convertibility provisions under Article VII of the 
IMF and three have joined OECD. 

Despite such outward opening the economies of the region remain on the 
margins of globalization and will need much more time to catch up with more 
advanced partners. In the process they will have to tackle a number of difficult 
policy dilemmas. The key questions that need to be solved relate first and foremost 
to domestic issues which form the core of the present transformation effort. Their 
list, which is by no means complete, includes: 

a Choice between various options regarding the concept, speed and 
sequencing of transformation measures 

a The delicate problem of privatization and re-privatization 

a Definition of the right proportions between public policies and market 
forces as mutually interrelated driving engines of general economic and 
industrial reform and growth 

a Attitudes towards foreign investment and trade liberalization 

a The scope and modalities of industrial policies 

a Relative weights given to intraregional vs. global business orientation 

a The need to seek solutions to social and economic problems caused by 
industrial restructuring 

For all transition economies the road to globalization must lead through partial 
demolition of established industrial structures. The data presented in table 1 show 
remarkable differences in the depth and duration of the initial decline in industrial 
output. Obviously this has been due to a great number of underlying factors. Those 
that seem to have exerted the strongest impact relate to the size and physical 
structure of the economy, the scope of the initial misallocation of resources (includ
ing proportions between military and civilian industrial sectors), the level of interac
tion with international markets and the quality of macroeconomic management in 
the period preceding and immediately following the collapse of the ancien regime. 

5 



Table 1. Change in industrial output in selected countries 
of Central/Eastern Europe, the Baltic States and CIS 

Between 1990 and 1997 (1990=100) 

Number of years with Industrial output in 1997 

Sub-regions and countries 
year-to-year output decline 

(including 1990) 
compared to 1990 

(1990=100) 

Central and Eastern Europe 4 90.5 
of which: 

Bulgaria 5 64.9 
Czech Republic 4 71.9 
Hungary 3 100.0 
Poland 2 142.0 
Slovakia 4 70.4 
Slovenia 4 81.8 

Baltic States 5 32.0 
of which: 

Estonia 4 75.7 
Latvia 5 42.2 
Lithuania 5 20.0 

CIS 7 47.5 
of which: 

Belarus 5 74.2 
Russian Federation 7 47.3 
Ukraine 7 44.6 

Source: Author's own calculations based on: United Nations, Economic Commission for Europe, Economic 
Bulletin for Europe, vol. 46 (1994); vol.47 (1995); vol.48 (1996) and Economic Survey of Europe 1999, No.1. 

Trends in the NIS subregion command particular attention, because of the size 
and structure of the industry and the depth of contraction. The total volume of 
industrial output declined by more than a half and it is estimated that manufacturing 
potential of CIS countries was pushed back by 15-20 years. 15 Another bias to closer 
integration with global manufacturing sectors comes from the structure of the indus
try. In the Russian Federation, among the top 20 enterprises, as many as 18 
represent resource-based sectors (fuels and metals) and only two are engaged in 
manufacturing (automotive industry).16 

The recent rebound in industrial production in the Russian Federation had 
come primarily from export and import-substituting sectors in response to a weaker 
rouble. According to an OECD assessment17 this recovery may not be sufficiently 
broad based. In particular, strongly depressed energy and transportation prices 
may provide artificial support to profitability in manufacturing for only as long as 
they remain below their real market value. Sluggish domestic demand, relatively 
low rate of investment in fixed assets and difficulties experienced by SMEs may 
also work against sustainable recovery. 

Given the depth and scale of structural aberrations in industries of the former 
planned economies it is important to recognize that industrial recovery of these 
countries should be measured not only by improvements in the overall volume of 
output but also in terms of its product composition. Between 1990 and 1997 the 
share of machines in total production of manufactures declined in individual coun-

15Yegorov, G.N.. Vozmozhnosti i riealnoye po/ozheniye s integratsiyey promyshlennovo 
potencyala stran SNG w mirovoyu ekonomiku. Roi' nauchno-technicheskogo potencya/a i vysokih 
technofogi v razvitii ekonomiki stran SNG, UNIDO paper 2000. 

16This situation is a reversal of trends the in world's industry. Manufacturing companies (mainly 
engineering and transport equipment) occupy eight slots out of top ten in Fortune's "500" and account 
for half of the largest twenty firms on the list. 

17The OECD Economic Outlook 1999, (preliminary edition) chapter Ill, OECD document ECO/ 
CPE(99)16/E066/3. 
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tries of the region except Slovenia by 1-5 percentage points. At the same time, 
divergent trends developed as regards the relative shares of electrical, optical, 
precision and transportation equipment. In the Czech Republic, Hungary, Poland, 
Slovakia and Slovenia each of the three sectors improved their relative position in 
manufacturing, sometimes quite substantially as in Hungary. Such improvements 
represent movement towards alignment with global industrial trends. In all remain
ing countries of the region, for which comparable statistics are available, the same 
sectors continued their downward slide. 18 

At this juncture it may be relevant to remind that in mapping out their devel
opment and industrial strategies, transition countries should recognize that globali
zation is by no means restricted to high technology sectors, although the latter are 
the driving force behind the trend. This observation is highly relevant for CEE/NIS 
economies where traditional industries (textiles and clothing, food processing, steel, 
bulk chemicals, construction materials) have no adequate substitute for a foresee
able future and will have to be preserved, albeit in a radically revised shape. It is 
therefore pertinent to recall substantial advances, which have been achieved glo
bally in improving performance of such traditional sectors. 

In textiles and clothing, efforts undertaken in OECD countries to slow-down the 
decline of the industry concentrated on improving its performance through infusion 
of modern technology in production and design. The application of CAD/CAM (com
puter-aided-design and manufacturing) systems and better management of produc
tion (e.g. just-in-time concept) helped to cut down costs and employment and 
appreciably improved the quality of the product. Between 1970 and 1995 average 
productivity in the textiles and clothing sector of OECD countries increased by 
almost 40 per cent, roughly as much as in car production. Also the international 
competitiveness of the sector improved, as can be seen from the share of exports 
in the industry's output which rose in OECD by half during the same period. 19 

Similarly, new technologies in the steel metallurgy of OECD members contributed 
decisively to restoration of positive growth rates of value added in the sector, while 
the working time per ton of output decreased by about a half between 1980 and 
1995. 20 These examples suggest that with a right mix of private initiative and public 
policy guidance, declining industries may be revitalized and become an economic 
asset rather than a liability. 

2.2 Social impact 

Social consequences of the process are most eloquently illustrated by the 
average absolute downsizing of industrial labour in transition economies by about 
30 per cent during the first five years of systemic change. This figure conceals very 
substantial differences among individual countries. The actual national indicators of 
reductions in industrial jobs by mid 1990s ranged from 17.6 per cent in Poland and 
20 per cent in the Czech Republic to 25 per cent in the Russian Federation and 
30-40 per cent in other CIS countries.21 Nonetheless, only a fraction of this reduc
tion in employment may be considered as actual adjustment to market economy 

18Wiener lnstitut tor Internationale Wirtschaftsvergleiche, Countries in Transition 1999: WllW 
Handbook of Statistics, pp. 166-172. 

190ECD, Main Industrial Indicators, August 1997. 
20Barnett, D.F., Factors lnffuencing the Steel Work Force: 1980 to 1995, STI Working Papers 

1996/6, OECD, Paris 1996. 
21 United Nations Economic Commission for Europe, Economic Survey of Europe 1998 No. 2, p. 37. 
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"benchmarks" which sets the economies of the region on the course more conver
gent with structural standards of industries in mature Western economies. This is 
the case whenever such shifts in Jabour resources have led to redeployment of 
workforce to new jobs in industry or services. In this respect some transition econo
mies have been more successful than others have, although for different reasons. 

In the period 1990-1998 for which comparable statistics are available the 
Czech Republic and Slovakia registered continuous growth of unemployment rates 
from initially low levels to 7.5 per cent and 15.6 per cent respectively. Relative 
moderation of this trend in the early 1990s had been attributed to delays in under
taking major industrial restructuring programmes and to employment support poli
cies of the state. Uninterrupted growth of unemployment in Croatia between 1994 
and 1998 despite growth in output levels may suggest comparatively strong labour 
deployment in reaction to more efficient industrial performance and improved pro
ductivity. In Romania unemployment rates in recent years remained relatively stable 
at slightly over 10 per cent despite strong reduction in real industrial output in 1997-
1998, which might imply certain inertia of the local labour markets. The Russian 
Federation has registered continuing growth of unemployment rates to well over 13 
per cent in 1998, with reductions in industrial labour (about 8 million persons) 
representing roughly two-thirds of total drop in absolute employment figures be
tween 1990 and 1998. Finally, steep rise in unemployment rates peaked off in 
Hungary and Poland (in 1995) as well as in Bulgaria and Slovenia (in 1997), but 
the rates themselves continue to stay at relatively high levels following strong 
dislocations of production away from less efficient sectors.22 

2.3 Industrial policy setting 

As could be seen from this brief review, many factors have contributed to the 
wide divergence in industrial dynamics of the region in recent years. However, the 
most important single source of such diversification should probably be sought in 
national differences in respect of the ability of individual countries to design and 
pursue a coherent set of policies, both macroeconomic and sectoral, and to put in 
place institutional reforms, proper corporate governance and restructuring pro
grammes. The underlying concept should be to foster policies conducive to im
provements in overall social and economic productivity rather than to pursue selec
tive gains in specific sectors or branches of national economy. 

In these respects the region represents a wealth of different experience. 
Radical reformers from Central Europe are now increasingly followed by other 
countries, including some States that had emerged from the former Soviet Union. 
On the other end of the spectrum, several other transition economies experience 
serious difficulties in the process of economic transformation. A wide panoply of 
factors, ranging from unfavourable starting conditions to a lack of clear vision of the 
reform and the adverse impact of stop-go policies, have all contributed to a difficult 
environment for the implementation of transformation. 

At this juncture it may be worthwhile to note that all countries of the region still 
display rather high levels of vulnerability to negative external business conditions. 
The impact of the global financial turmoil and of the Russian crisis of 1998 was 
strongly felt (albeit to varying degrees) by several economies of CEE and CIS and 

22Statistical data cited from Wiener lnstitut for Internationale Wirtschaftsvergleiche, op. cit., 
pp. 86-102. 

8 



served as a painful reminder of the interrelationships between national economies 
of the region. Therefore it is important to recognize that macroeconomic imbal
ances and structural rigidities which may result from inconsistencies of the reforms 
in some countries tend to adversely affect the region as a whole. 

Under the circumstances indicated above, projections of industrial output in 
the whole region for the next few years are necessarily saddled with much uncer
tainty. This explains substantial disparities between various forecasts. However, a 
growing convergence appears to emerge around a general view that in the coming 
years the rate of industrial output in transition economies may be more uniform 
than in the past. Consequently, such annual rates in individual countries for the 
period until the end of 2002 are most often put in the range of 5-7 per cent, with 
the exception of the Russian Federation and Belarus where they are forecast at 
substantially lower levels. Relatively fastest growth is expected in the Baltic States, 
where industrial output in 2002 is expected to be 30-40 per cent higher than in 
1998. The corresponding index for individual countries of the CEE subregion is 
estimated at 20-30 per cent above the 1998 level, which would consolidate the 
leadership of the subregion in industrial trends among transition economies. A 
similar growth is also projected for Ukraine, but it would not yet be sufficient to 
ensure full recovery from the previous fall.23 

23Kolodko, G., From Shock to Therapy, [Polish edition], pp. 352-360, Poltex, Warsaw 1999. 

9 



3 Policy dilemmas 

There is an ample scope for possible definitions of industrial policies, and the notion 
itself is heavily tinted with subjective approach. Therefore an attempt at producing 
excessively normative definitions would not seem justified here. Throughout this 
paper, industrial policies are understood to mean efforts undertaken jointly by public 
authorities and business environment to maximize benefits from such industrial 
structures as actually exist or may be developed under available factor endowment at 
competitive cost. The notion of competitive cost, which forms an inseparable element 
of such an understanding of industrial policies, implies gradual reduction and in
creased transparency of public assistance to industry and constant improvements in 
disciplines under which such assistance programmes may be maintained. 

In developing their approaches to industrial policy, transition economies should 
recognize that such policy is an outcome of several types of action. First and 
foremost industrial policy should be rooted in sustainable and possibly fast macro
economic growth and be supported by proper structures through improvement in 
the functioning of markets for products, services and production factors. This ob
jective requires liberalization of trade and investment regime, more effective regu
latory framework, streamlining of labour market, tax reforms, and the like. Sec
ondly, production resources need to be made available in better quality and greater 
volume, for instance through easier access to investment financing, personnel 
training, R&D, etc. Efforts aimed at facilitating access to venture capital, grants and 
subsidies or tax relief measures and other steps taken to encourage investment fall 
clearly into this category.24 It may be useful to note that venture capital, despite its 
relatively minor share in international investment flows, plays an essential role in 
stimulating innovative investment, particularly as regards small and medium enter
prises. The third pillar relates to industry-specific undertakings, such as horizontal 
measures or support for selected sectors, regions or entities. Finally, adequate 
analytical framework should be developed to assess policy implementation, for 
example by encouraging more extensive use of international benchmarking as a 
method for upgrading the quality of production, distribution and management. 

Despite much diversified national experience concerning the concept and 
implementation of systemic reforms, all transforming countries are faced with vir
tually the same set of fundamental questions related to: social and political costs 
of transformation; time-sequence and depth of structural policy measures; neces
sity to overcome egalitarian and nationalistic attitudes towards privatization, owner
ship and capital; instrumentation of economic and industrial policy; etc. 

3.1 Government's role 

One of the central issues facing transition countries relates to the scope and 
modalities of government's involvement in formulation and execution of industrial 

240ECD, Science, Technology and Industry-Scoreboard of Indicators 1997, Paris 1997. 
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policies. The need to abandon old-style predominance of the state in industrial 
policy formulation and execution is not challenged. However, views on what should 
be a proper mix of "government" and "market" vary widely. 

Those, who advocate a declining role of the state in economic policymaking, 
raise arguments which represent substantial weight. They indicate that the state 
has limited competence and limited financial potential which, additionally, should be 
allocated according to criteria implied by opportunity costs. This is particularly true 
during the transformation, where resources available to the state are incomparably 
more modest than in more mature market economies. On the other hand, the tasks 
which belong to traditional functions of the state are comparatively much more 
extensive and costly and severely restrict the ability to finance direct intervention in 
economic processes. Secondly, the capacity of the state to solve specific problems 
differs from case to case and should be exercised without prejudice to macroeco
nomic stability and with proper regard to preservation of incentives which motivate 
private and independent economic operators: Consequently and in order to mitigate 
risks associated with social and political pressures which may be undertaken to 
excessively broaden economic functions of the state, certain safety valves should 
be set up early on in the transition process. Such arrangements ought to involve 
independent status granted to the central bank, legal provisions against financing 
budget deficits with "empty" money, or proper legal safeguards against discretion
ary import restrictions.25 

There is, however, a growing body of opinion, which favours a limited revival 
of government's role on structural change within a transparent framework of equi
table rules. 26 Practical experience of advanced countries provides a number of 
pertinent clues to a balanced approach to public economic and industrial policies. 
OECD governments tend to give increasing attention to better interaction between 
public and private sectors through partnership programmes and other undertakings. 
This applies, for instance, to a more active participation of public authorities in 
supporting basic research at the time when private firms tend to concentrate on 
sector-specific R&D undertakings linked with individual strategies of the enterprise 
or groups of enterprises concerned. 

In nearly all OECD member countries governments have been increasingly 
shifting towards regulatory mechanisms to improve business environment. Conse
quently, the focus in industrial support has been moving from selected beneficiaries 
to economy-wide horizontal measures. Nevertheless, remarkable resources con
tinue to be involved in these and other programmes (including outright subsidies). 
It is reported that over 1,450 such public support programmes are monitored by 
OECD alone. By some estimates, annual net financial transfers from national budg
ets to manufacturing industry in OECD countries may exceed 50 billion, with a 
substantial (or even dominant) portion of this expenditure directed towards invest
ment.27 This estimate does not include indirect means of support, such as public 
procurement, R&D contracts and R&D intermediary institutions, which channel 
substantially more financial resources to manufacturing industry than direct support 
programmes. 28 

25Balcerowicz, L., Socia/ism, Capitalism, Transformation, PWN, Warsaw 1997. 
26Kolodko, G., op. cit. 
27Dziura, M., Ways of strengthening government-industry partnerships in OECD countries, in 

"Restructuring of the National Economy Under the Systemic Transformation", pp. 117-125, Warsaw
Cracow, 1999. 

280CDE, Public Support to Industry, document OCDE/GD(96)82. 
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3.2 Industrial policy options in transition economies 

One proposition which emerges in this context is that modern industrial poli
cies in transition economies should be based essentially on horizontal measures. 
However, it may be necessary in some countries and sectors to emulate earlier 
experience of more advanced market economies and to employ also sector-spe
cific policies aimed at alleviating excessive social and economic costs of industrial 
transformation. This may apply, in particular, to sectors with a relatively high re
gional concentration and with traditionally stable local employment, as well as re
search-intensive industries, which depend on government's assistance. 

The actual experience of transforming economies of CEE and CIS has clearly 
demonstrated that public authorities in those countries may follow three basic 
options concerning formulation and execution of structural change in industrial 
sectors. The first option, which may be called "defensive", consists in shielding their 
industries from the impact of market instruments and their consequences. Specific 
policy measures used to attain this objective are generally sectoral rather than 
horizontal and concentrate on selective use of subsidies, tariff and non-tariff import 
restraints, arbitrary deferral or outright forgiveness of public debt, discretionary tax 
exemptions, etc. An alternative, "offensive" approach aims at correcting the effects 
of the market. Typical examples may involve administrative decisions to develop or 
modernize specific industries, usually with substantial commitment of public re
sources. Systemic and fiscal instruments used for this purpose include, most often, 
tax relief on investment, accelerated depreciation, preferential customs tariff on 
capital goods and publicly financed R&D. The third option, sometimes referred to 
as "adaptive", is oriented towards consolidation of market instruments which have 
demonstrated their applicability and usefulness but which may need to be sup
ported by specific policy actions. Such situations include privatization, de
monopolization, deregulation or subsidy schemes which are used to ameliorate the 
labour market. 

There has been no single pattern in which these options manifest themselves 
in actual policy making in transition economies of CEE and CIS. However, in those 
countries that have undertaken the most radical reforms, the first approach to be 
initially used was essentially "adaptive" and based on the belief that the reform
induced recession would "automatically" remove outdated technologies, inefficient 
management structures and obsolete products. Such expectations have met with 
only partial success, largely because of insufficiently effective financial and labour 
markets and inadequate institutional framework. In the process, some of the indus
tries which were regarded as relatively modern at the time (engineering, electron
ics) were also affected by the recession, sometimes beyond recovery. In Poland, 
the Czech Republic, Hungary and some other countries such experience may have 
encouraged more active structural policies, most often combined with certain ele
ments of the "defensive" option described above. 

It is also essential to recognize time dimension of the process and specific 
constraints which relate, inter a/ia, to relatively low mobility of labour in all countries 
of the region. On the other hand, public authorities should engage more actively in 
reversing conservative egalitarian sentiments inherited from the recent past and 
often demonstrated in reluctant or even hostile attitudes towards individual success, 
private ownership, acquisition of property by foreign investors, etc. 

Structural policies, some of which may include certain element of public aid, 
will need to be combined with commitments to follow internationally established 
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rules concerning competition, non-discrimination and other principles in all those 
areas where such rules have been specifically and explicitly developed (steel indus
try, shipbuilding energy resources and energy transfer, etc.) 

3.3 "Hard" vs. "soft" approach to reforms 

A fundamental issue facing transition economies relates to the scope and 
speed of transformation. Controversies around this issue abound in economic 
literature and need not be considered extensively in this paper. Now, a decade after 
the breakthrough, the problem may be approached in a more dispassionate way. 
From this perspective one may feel inclined to admit, that there is no single uni
versal recipe for a successful transformation. The "quality" of transformation is co
determined not only by the radicalism of policy prescriptions, but also by a plethora 
of other factors. The latter include not only the basics, such as the size and 
structure of the economy and its systemic features at the point of departure, but 
also the history of limited reform measures under the previous system. In the 
context of globalization it may be particularly worthwhile to note that those trans
formation economies that were the first to emerge from the initial upheaval had 
been relatively more exposed to institutional global environment (GATT, IMF, World 
Bank) and to foreign investment than other countries of the region. Such exposure 
was helpful in terms of easier access to international assistance in the crucial first 
phase of the breakthrough. Its most lasting impact, however, consisted in greater 
systemic maturity at the start of the transformation. 

On the macroeconomic side the process of transformation was unprecedented 
in terms of the nature and the severity of the problems to be solved. Given the 
depth and intensity of transformation-related contraction, all reformers have been 
faced with a question: what, if anything, should come first-stabilization or growth? 
Experience seems to suggest however, that it worthwhile to take the risk of trying 
to pursue both objectives at the same time. In medium term social and political 
costs of such policies are likely to be high, but the benefits are substantial in terms 
of quicker and more comprehensive recovery. Such an approach requires simulta
neous and well coordinated action to reduce budget, trade and current account 
deficits and depress inflation rate. It is also important to sustain aggregate demand 
by increasing investment and exports, even at the expense of reduced effective 
private consumption. Out of all these targets, improvement in external equilibrium 
is particularly important for industrial policy as a determinant of international finan
cial credibility and a precondition for attracting foreign investment and preventing 
sudden outflows of private capital.29 

The relative weight of stabilization and growth options depends also on the 
general macroeconomic conditions at the starting point of the reform. In particular, 
countries that had entered the transformation process with relatively low inflation 
needed less effort aimed at stabilization than countries in deep macroeconomic 
disequlibrium. 30 

As regards the speed and scope of institutional and structural transformations 
it seems obvious that both can be implemented only gradually. In this context a 
question arises whether the objectives of institutional and structural change should 

29See: Kornai, J., Stabilisation and Growth in Transformation: Hungarian economy case study 
(Polish translation, published by the Poznan School of Economics, 1998). 

30Balcerowicz, L., op. cit., pp. 204-208. 
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be pursued following a predetermined script or should they come spontaneously. 
There is substantial evidence to suggest that, after the initial recessionary shock 
associated with the systemic breakthrough, transforming economies need to rely 
more extensively on longer term transformation scenarios, which addresses in 
particular the structural and ownership aspects concerning industry and other sec
tors of material production. The benefits of such policy course appear to have been 
quite evident in countries like Poland, Slovenia or Hungary.31 

3.4 Ownership transformation and foreign investment 

The available empirical evidence seems to suggest that out of all possible 
approaches to privatization of industry, the most effective way leads through direct 
capital privatization based on full application of instruments of the capital market. 
Alternative options, such as transformation of state-controlled enterprises into lim
ited liability companies wholly owned by the state, debt-to-equity swaps or mass 
privatization programmes are substantially less efficient, more lengthy and exposed 
to greater risks of abuses by organized interest groups. 

In their industrial and growth policies all transition economies have placed high 
stakes on attracting foreign investment and direct presence of Western corporate 
entities in their territories. This issue is more extensively covered in another paper 
presented to the Budapest Forum.32 Nonetheless, a few comments on the subject 
may be useful also in the present context. Since the beginning of reforms, the 
volume of foreign investment in transforming countries of the region has been on 
the rise. In per capita terms it reached the highest level in Hungary, the Czech 
Republic and Slovenia, while in proportion to GDP the best results have been 
recorded by Latvia (6.3 per cent in 1997). 

By the end of 1999 the inward FDI stock in CEE, the Baltic States and CIS 
is estimated to have reached about US$100 billion and continues to be concen
trated in four countries (Poland, Hungary, the Czech Republic and the Russian 
Federation)33 which together account for three-quarters of the total.34 In fact, the 
transfers may be even bigger because inflows into the region often remain unreg
istered. In terms of dynamics of the FDI process the region performs quite well. In 
the years 1993-1997 for which comparative statistics are available, FDI inflows to 
CEE, the Baltic States and CIS increased at over 28 per cent per year, i.e. faster 
than those reported by developing countries (23 per cent) or developed economies 
(16 per cent). 

Industry structure of FDI inflows in CEE and other countries of the region is 
dominated by manufacturing (60-65 per cent of the total foreign investment), mainly 
in automotive industries, electrical engineering, food processing and chemical sec
tors. Domestic markets of transforming countries are still regarded as the most 
important target for FDI, although this perception is beginning to change. So far, 
relatively few major corporations, such as ABB, General Electric, Ford, Sony and 
several others, have decided to locate in the region some of their globally oriented 
operations. However, their example may find a growing number of followers. 

31Kolodko, G., op. cit. 
32See: Mrak, M., op. cit. 
33As regards the Russian Federation, this assessment does not make full account of the capital 

outflow, which followed the Russian financial crisis. 
34United Nations, Investment Report 1999: Foreign Direct Investment and the Challenge of 

Development, pp. 69-74. 
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Volkswagen, Fiat, Procter & Gamble, Philips, Siemens, IBM, International Paper, 
Michelin, IKEA, Samsung are among those who seem to have accepted a broader 
vision of the region as an increasingly attractive place for outsourcing inputs for 
their regional and international networks.35 Several of the above mentioned MTNs 
have benefited from trade liberalization in CEFTA to expand their operations 
throughout the region. The prospect of EU enlargement will certainly provide strong 
incentives to consolidate and broaden this trend. 

Even relatively modest foreign investment may have disproportionately strong 
impact on privatization. Such effects occur, for example, when the investment helps 
to remove critical impediments to efficiency and good management in related in
dustries or when it improves market infrastructure, as in the case of development 
of retail chains. Dissemination of new standards of management or development 
of better professional skills among local employees also belong to undeniable 
benefits of FOi. 

Notwithstanding the importance of all these developments, the actual direct 
impact of foreign sector on improved global performance of industries in transition 
economies is still quite limited and restricted to a fraction of all units in the sector. 
Indicators related to the relative share of this sector in national R&D and exports 
provide sufficient evidence in support of this statement. In Poland, for example, 
less than 4 per cent of all entities with foreign capital participation contributed in 
1995 two-thirds of all exports generated in companies with foreign equity. The 
structure of FOi by sectors in countries of the region suggests that probably less 
than one-third of the cumulative present value of foreign investment may have gone 
to industries which were listed in earlier paragraphs of this paper as the leaders of 
globalization. Practical evidence from CEE and CIS countries with the biggest 
relative share of FDI does not seem to indicate that such investment has signifi
cantly contributed to local R&D efforts or to promotion of original innovations. High 
import requirements of foreign sector in economies of the region are not matched 
by adequately robust exports, because a substantial (sometimes even predomi
nant) part of the investment itself is located in non-exporting sectors. The conclu
sion to be drawn from these comments is that foreign investment, important as it 
is for the economies of transforming countries, contributes only in a limited way to 
global orientation of these countries. 

Naturally, the foregoing comments are in no way intended to cast doubt on the 
necessity of attracting FDI. The intention is rather to suggest that local govern
ments should develop a more coherent and clear vision of their own sectoral 
objectives to be served by FDI inflows. Such an approach would provide public 
authorities with better guidance in decisions concerning participation of foreign 
capital in privatization or green-field projects, without prejudice to investors' policies 
based on concepts of good corporate governance. 

The majority of corporations are no longer located entirely in one country or 
region. Their respective functions tend to be subordinated to the criterion of com
parative advantage offered by each location.36 Global value chains in which they 
increasingly operate increase returns on investment and help to reduce risks as
sociated with national or regional business cycles. Highly efficient communication 
systems ensure internal coherence of the group. Increased emphasis is put on 

35H.-P. Lankes, A. J. Venables, Foreign Direct Investment in Transition: the Changing Pattern 
of Investment, "The Economics of Transition", No. 1. 

36Colin Meyer, Corporate Governance, Competition and Performance, OECD Economic Studies 
No. 27, OECD Paris 1996. 
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skill-development policies. Corporate governance techniques tend to reduce inter
national discrepancies in management.37 Transition economies that wish to be 
more actively involved in the global industrial and trading environment should waste 
no time in adjusting their business environment to these circumstances. 

In a globalizing economy firms have growing and diversified opportunities for 
attracting capital. Investors, equally, may benefit from a wider selection of invest
ment options. Corporate governance exerts a strong impact on investors' decisions 
and on corporate strategies relating to risks, technologies, investment in human 
capital and other critical factors which determine location of industrial facilities and 
their interaction with the local business environment. Legal and systemic infrastruc
ture, as well as market institutions differ among countries. Such differences are 
even more pronounced in transition economies. It is therefore essential in the 
context of globalization, that the framework parameters developed in CEE and CIS 
countries with regard to corporate law, securities and investment rules, tax regimes, 
insurance and social security systems, stock market regulations, accounting stand
ards, etc., should be consistent with the prevailing modes followed in corporate 
governance practices. On the other hand, such practices themselves should be 
scrutinised internationally with a view to developing non-mandatory core principles 
of corporate governance. 

37For more detailed presentation of these issues see: proceedings of the UNIDO Forum on 
Sustainable Industrial Development, Vienna 29 November-1 December 1999. 
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4 External dimension: outward oriented 
industrial policy 

4.1 Interaction with the international market 

Next to quality of systemic reforms and structural change, the level of interac
tion with the international market is another essential prerequisite of any successful 
industrial policy aimed at sharing in the benefits of globalization. For the purpose 
of this analysis, the concept of external interaction will focus on trade and the rules 
of the trading system, on regional integration and, briefly, on foreign investment. 

World trade in manufactured products has become one of the most striking 
indicators of industrial globalization. Whereas world output of manufactures was 
growing between 1990 and 1998 at an average annual rate of 2 per cent, interna
tional sales in this category of merchandise have been expanding at 7 per cent per 
annum, a little faster than all merchandise trade.38 

Table 2 presents a concise view of high concentration of international trade in 
the hands of a small group of countries. By mid-1990s worldwide sales of machin
ery and transport equipment (including automotive products, office and data 
processing equipment, audio-visual and telecommunications technology and aero
space products) constituted 55 per cent of total manufactured OECD exports, and 
continued to consolidate their position at the expense of less sophisticated manu
factures. Five top traders in each product category claimed well over a half of total 
OECD exports under each heading. Such dominance was particularly high in tech
nology-intensive products, with the share of five leading exporters ranging from 76 
per cent in office and data processing and 78 per cent in audio-visual and telecom 
equipment to 87 per cent in aerospace technologies. At the same relatively high 
levels of import penetration registered by leading OECD producers and exporters 
suggest very active international intra-industry trade, which is one of the character
istic features of globalization. This is particularly true for the European Union. High 
import demand of EU members in globally oriented manufacturing sectors may 
offer opportunity to transition economies of the region. Relatively lower import 
penetration indicators in the United States and Japan in some product groups may 
be explained by the existence of particularly extensive local clusters of suppliers 
and subcontractors with well-developed linkages with final producers within each 
country. 

While CEE and NIS countries still play a modest role in such trade flows, they 
may rightly claim that trade has become for them a major factor of economic 
growth and structural change. Between 1990 and 1998 manufactured exports of 
CEE, CIS and the Baltic States were increasing at an average annual rate of 1 O per 
cent, much faster than the corresponding indicator for the world economy (7 per 

:iswro, Annual Report 1999: International Trade Statistics, Geneva 1999. 
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Table 2. Leading OECD exporters of manufactured goods and their import exposure by selected sectors in 1994 

/SIC classification of manufacturing Share in Import /SIC classification of manufacturing Share in Import 
sectors (in brackets: sectors share Five leading sectors exports penetration sectors (In brackets: sectors share Five leading sectors exports penetration 
In total OECD manufactured exports) exporters (percent)• {percent)• in total OECD manufactured exports) exporters {per cent)" {per cent)" 

ISIC 31: Food, beverages and United States 16.1 4.2 ISIC 37: Basic metals Germany 15.6 22.1 
tobacco France 13.5 18.0 (5.1 per cent) Japan 13.3 4.5 
[7.4 per cent) Netherlands 12.8 42.1 Belgium 8.1 (n.a.) 

Germany 10.4 15.7 United States 7.1 16.2 
United Kingdom 6.6 16.5 Canada 7.0 32.3 

ISIC 32: Textiles, clothing and Italy 22.0 20.7 ISIC 38: Metal products, machinery Japan 21.4 10.0 
leather goods Germany 13.3 62.0 and equipment United States 18.9 57.1 
(5.7 per cent) United States 10.3 29.7 (55.2 per cent) Germany 10.6 63.5 

France 9.0 46.7 France 7.2 57.2 
Belgium 6.0 84.2 United Kingdom 6.8 74.2 

ISIC 33: Wood products and Canada 22.4 32.9 ISIC 3825: Office and data United States 25.3 36.7 
furniture United States 12.8 10.7 processing equipment Japan 24.7 6.4 
{2.1 per cent] Italy 12.3 10.6 {4.6 per cent] United Kingdom 11.7 63.5 

Germany 9.5 20.5 Germany 7.8 33.5 
Sweden 7.0 23.5 Netherlands 6.8 76.2 

ISIC 35: Chemicals Germany 16.7 23.0 ISIC 3832: TV, radio and Japan 32.3 3.1 
[17.1 per cent) United States 15.7 11.6 telecommunications equipment United States 22.8 27.9 

France 10.0 31.4 (7.3 per cent) Germany 10.1 28.2 
Japan 9.0 6.7 United Kingdom 9.1 37.3 
Netherlands 7.6 93.5 Netherlands 3.8 (n.a.) 

ISIC 3522: Pharmaceuticals Germany 15.5 29.3 ISIC 3845: Aircraft and space United States 44.9 14.6 
(1.9 per cent) Switzerland 11.8 (n.a.) [3.0 per cent) France 17.6 46.6 

United States 11.6 5.8 Germany 12.7 99.9 
France 11.2 21.0 United Kingdom 9.1 37.7 
United Kingdom 11.2 23.6 Italy 3.0 54.7 

Source: Based on data contained in OECD, Science, Technology and Industry Outlook 1998, supplementary table 3.5. Paris 1998. 
"Calculated as a percentage share of total OECD exports supplied globally in each ISIC category listed in column I. 
•Ratio of imports to domestic demand in each ISIC category, with demand measured as domestic output plus impolrts minus exports. 



cent) and faster than the total merchandise exports of this group of countries (7 per 
cent). This improvement is another confirmation of a generally positive trend to
wards greater interaction with international markets for industrial products. Total 
manufactured exports recorded by this group of trading partners reached US$126 
billion in 1998, of which 58 per cent was destined for Western Europe (a substantial 
increase from 43 per cent in 1990) and a quarter was exchanged within the group 
itself. 

4.2 Modest position in trade 

Notwithstanding these positive developments, all transition economies of the 
region occupy a marginal position in world exports of manufactures, with the share 
of only 3.1 per cent in 1998, even though this indicator improved by half, from 
2.1 per cent in 1990.39 The proportion of manufactures to total CEE and NIS ex
ports (55.2 per cent in 1997) is still substantially below the average for world trade 
(74.1 per cent).40 Moreover, out of a modest flow of manufactured exports, well 
over two-thirds are provided by only four countries of the region: the Russian 
Federation, the Czech Republic, Poland and Hungary (listed in descending order of 
export values). The same countries are also the region's leading importers of 
manufactures.41 

Tables 3 and 4 clearly illustrate the distance, which still separates transition 
economies of the region from prevailing international structures of output and trade 
in manufactures in industrially advanced countries. In fact, the total value of such 
exports recorded by all transition economies combined was in 1998 lower than the 
corresponding figure for just Belgium and Luxembourg alone. The problem, how
ever, goes beyond mere volume of foreign sales and extends to their product 
composition. The relative weight of iron and steel metallurgy in total CEE/NIS 
exports is far greater than in any other developed or developing region. This fact, 
however, does not imply that transition economies enjoy a correspondingly high 
competitive advantage in steel manufacturing and exports. In fact, the industry lags 
behind its major foreign competitors in terms of some of the most essential param
eters that determine its medium and long-term international position, such as: 
productivity, product quality, management, terms of trade and financial standing. 
Under these conditions productive capacities of the industry, steel exports from 

Table 3. Shares of major product categories in trade in manufactures 
by selected regions, 1998 

(Percentage) 

Office machines, 
Machinery and data processing 

transport and telecom Automotive 
Regions Iron and steel Chemicals equipment equipment products 

Exports Imports Exports Imports Exports Imports Exports Imports Exports Imports 

WORLD 3.5 3.5 12.5 12.5 54.0 54.0 17.0 17.0 13.1 13.1 
North America 1.3 2.6 11.7 7.8 63.9 60.0 18.1 18.9 15.9 19, 1 
Western Europe 3.7 3.7 15.9 14.5 50.5 50.4 11.0 14.5 14.4 14.2 
Asia 3.0 3.6 7.1 12.8 57.7 56.3 29.1 26.2 9.0 4.2 
CEE and NIS 14.6 4.8 13.5 14.3 36.4 47.3 6.2 8.7 10.5 11.8 

Source: WTO, Annual Report 1999, International Trade Statistics, selected tables in section IV, Geneva 1999. 

39lbid. 
"°WTO, Annual Report 1998: International Trade Statistics, Geneva 1998. 
41 lbid. 
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Table 4. Exports of manufactures from selected transition economies compared 
to global trends (billion dollars) 

Machinery Office, data 
and transport processing Automotive 

Countries/regions Manufactures equipment andtelecom products Chemicals 

WORLD 4 010.30 1 994.80 681.45 524.89 503.20 
European Union -15 1 762.22 910.40 202.35 267.68 272.32 

Extra-EU exports 690.86 371.03 68.94 78.36 102.94 

CEE/NIS, of which: 125.80 45.80b 7.80b 13.2Qb 16.98b 
Bulgaria 2.64 0.44 0.19° 0.96 
Croatia 4.41 0.19 0.12° 0.08 0.60 
Czech Republic 23.00 10.87 0.51 3.80 2.50 
Estonia 3.06 0.85 0.32 
Hungary 19.03 11.96 4.17 1.41 1.61 
Kazakhstan 3.23• 0.16 0.04 0.48• 
Latvia 0.70 0.13 0.11 
Lithuania 2.63 0.84 0.04° 0.44 
Poland 21.81 8.29 0.88 1.89 1.90 
Romania 6.80 1.22 0.07• o.ao• 
Russian Federation 23.41d 8.20 0.11 0.65 6.20 
Slovakia 9.14 3.94 0.53C 1.85 1.51 
Slovenia• 8.25 3.04 0.15 1.02 0.94 

Sources: (1) WTO, Annual Report 1999, International Trade Statistics, Geneva 1999, various tables. 

(2) WTO, Annual Report 1998, International Trade Statistics, Geneva 1998, various tables. 

(3) Official national statistical yearbooks of CEE/NIS countries for 1998 and 1999, with recent up-
dates available on Internet. 

•Data for 1997. 
bAuthor's estimates. 

'Including other precision equipment. 

dExtra-CIS exports of manufactures amounted to US$16 billion. 

CEE and NIS, as well as the share of the sector in total foreign sales, are likely 
to decline as the industry comes under restructuring programmes, particularly in 
countries acceding to EU. In chemicals, CEE and NIS partners are generally close 
to other developed regions in terms of the industry's share in exports of manufac
tures. This observation relates, however, to the general index. A more detailed 
breakdown would show substantial differences in product structures, with CEE and 
NIS region heavily oriented towards bulk chemicals rather than more sophisticated, 
higher value-added items which account for a rapidly growing proportion of the 
industry's output and sales in OECD countries. On a positive side, such differences 
may imply a considerable potential for long-term complementarity between chemi
cal industries of CEE and NIS countries and advanced stages of downstream 
processing in more developed regions. 

In contrast, the relative contribution of machinery and transport equipment to 
CEE and NIS exports was in 1998 much lower than in other regions except Africa 
and the Middle East. As shown in table 3, specific product groups within this 
general category are subject to widely differing trends. A 6.2 per cent share of 
office, data processing and telecom equipment in manufactured exports of CEE 
and NIS is the second lowest regional average and exceeds only that of Africa (2.9 
per cent). Out of all transforming economies Hungary has shown the most visible 
progress in exports of information and telecommunications technologies, with for
eign sales amounting to almost US$4.2 billion in 1998. This trend is consistent with 
strong improvements in performance of Hungarian technology intensive industries, 
which-between 1990 and 1997-increased their share in total manufactured out
put from 10.3 per cent to 16.7 per cent, and in total exports of manufactures from 
17.6 per cent to 45.8 per cent, more than any other transition economy.42 The 

42Wiener lnstitut tor Internationale Wirtschaftsvergleiche, op. cit, pp.168 and 394. 
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general situation is somewhat better in the automotive sector, which participates in 
CEE and NIS exports in proportions much closer to those existing in developed 
Western countries. In this sector, beneficial effects available for transition econo
mies from globalization of industrial activities and trading relationships are perhaps 
more visible than anywhere else. Recently the trend extended also to Kazakhstan 
with important projects to establish local car manufacturing facilities. 

Table 4 relates these results to the product structure of world exports. Since 
the transformation began, some individual CEE countries have increased the ab
solute value of their foreign sales of machinery and equipment, including high
technology items. In this respect Hungary, Poland and the Czech Republic have 
noted the most significant improvements. However, better performance of those 
and some other exporters from the CEEINIS region has been largely offset by less 
active engineering exports from other countries of the group, despite dynamic 
expansion of international markets for machines and equipment. Consequently, the 
share of CEE/NIS economies in total world exports of engineering products (2.2 per 
cent in 1998) has not improved since the transformation began. The situation is 
even worse within specific product groups, such as information and telecommuni
cations technology (1.1 per cent) or biotechnology (where CEE/NIS countries are 
practically absent as exporters). 

Out of all trade areas, the single European market has been and will remain 
the key structuring element for externally-oriented industrial output generated in 
transition economies, including SMEs. Experience shows, that under the impact of 
disciplines, but also incentives, offered by the single market, more than half of 
SMEs in EU member States have crossed their national boundaries and have 
entered the European or extra-European markets with their products and services. 
This evolution occurred within a short period starting in the mid-1980s. Conse
quently, marketing and product strategies of such SMEs have become internation
ally oriented. The euro provided additional incentive by eliminating exchange risk 
for most of EU outlets, while new information technologies reduce operational costs 
borne by sellers. Such developments follow largely United States practice of the 
early 1990s, which has supported productivity and innovation in the United States 
economy. There is no good reason why such trends should not extend gradually 
to transition economies of the region as well. 

4.3 Multilateral framework 

Active trading relationship, important as it is for a successful transformation, 
should be pursued within the framework of multilaterally established rules and 
institutions. This appears to be a necessary condition for a predictable and stable 
development of long-term business ties, which form a backbone of the global 
approach to industrial evolution. Multilateral institutions, with their natural global 
outlook, play a significant role in the evolution of industrial patterns of transition 
economies. This impact is generated by convergence of policy advice and formal 
systemic framework created and enforced by such bodies. The role of WTO, IMF, 
World Bank or EBRO in encouraging transformation and developing new ap
proaches to industrial policies, competition and trade has been generally recog
nized throughout the region. 

The spectacular (and, hopefully, only temporary) failure of efforts to launch the 
next negotiating exercise of the WTO (the "Millennium Round") in Seattle in De-
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cember 1999 has served as a painful reminder of the sensitivities which confront 
this multilateral institution. And yet, there is also a positive way of looking at the 
setback of the Seattle ministerial: emotions got high because the system has been 
trying to avoid window-dressing and deal with real issues arising from tangible 
interests. On the other hand, WTO should urgently respond to a wide array of 
problems, including a substantial package of challenges resulting from globaliza
tion. There is a need to address rules of competition at the corporate level, look into 
responsibilities of foreign investors vis-a-vis their host countries or redress imbal
ances which may have been created by the Uruguay Round to the detriment of less 
advanced trading partners. 

It is therefore essential that those transition economies, which are still outside 
rule-based WTO, should assume their membership without unnecessary delay on 
the basis of normal rights and obligations. Hopefully, accessions of Kyrgyzstan, 
Latvia and Estonia may herald a good trend. Future entry into the WTO of the 
Russian Federation, Ukraine and other candidates from the region would enhance 
the integrity of the multilateral trading system. At the same time it would provide the 
countries concerned with an incentive to ameliorate their domestic economic, legal 
and institutional systems in so far as they relate to international trade and invest
ment in their global dimension. At this juncture it may be useful to recall that, as 
recently as a year ago, there was still a sizeable list of outstanding issues confront
ing negotiators for WTO accession of several countries of the region. Nearly all 
items on the list involved some of the fundamental aspects of a market based 
system that need to be more effectively developed and enforced in the economies 
concerned: equal legal status of public and private enterprises; reduction and con
trol of state subsidies; better protection of intellectual property; greater institutional 
transparency; equitable taxation of domestic and foreign entities; stable rules con
cerning access to national markets for goods and services.43 

As the present paper is focused on transition economies of Europe, the ques
tion of regional economic and trading arrangements will be confined to Europe as 
well. Obviously the most important in this respect is the prospect of EU enlarge
ment. In a longer run, this factor, more than any other, is expected to foster the 
globalization of CEE economies. This process will be accomplished through a 
combination of measures, such as: improved resource allocation, integrated man
agement techniques, adoption of industry-related acquis communautaire, and infu
sion of new technologies. 

Association agreements between CEE countries and West European integra
tion groupings and subsequent initiation of EU enlargement have given rise to 
concerns outside Europe that the continent might shift to a more inward focus and 
that the EU would place a lower priority on multilateral issues, including further 
multilateral trade liberalization. Such fears do not appear to be well founded. It is 
true that during three decades from the early 1960s to the early 1990s the share 
of intra-regional trade in total foreign commerce of the present EU members in
creased by a few percentage points. However, in parallel with a growing speed of 
globalization, this trend seems to have levelled off since the first half of the present 
decade, with the share of intra-EU exports and imports in the total EU trade now 
amounting to slightly over 60 per cent. By today's proportions, accession of new 
member States would increase manufactured exports of the enlarged EU to non
EU destinations by slightly over 5 per cent. 

43United Nations Economic Commission for Europe, Economic Survey of Europe 1999, No. 1, 
p. 161, Geneva 1999. 
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4.4 Regional cooperation 

At this juncture a pertinent question emerges: what may be the potential im
pact of EU enlargement on those countries of the region, which will remain outside 
the integration process. The answer is by no means certain and depends on a 
number of factors. The most important determinants are: the level of acceptance 
of multilateral trade and competition rules by non-member countries, international 
complementarity of their industrial output, degree of involvement of national indus
tries of non-member States into multinational structures and the evolution of import 
regimes of the European Union and the applicants for EU accession. It is expected 
that EU enlargement will boost trade and foreign investment in the region, including 
countries remaining outside the integration. This aspect appears to be recognized 
by the relevant EU institutions, as reflected in recommendations concerning future 
cooperation with the Russian Federation and other countries of the NIS region. 44 

In the context of industrial globalization, potentially important measures aimed 
at mitigating adverse effects of EU enlargement on countries that will remain out
side the scheme should be sought in strengthening subregional integration. The 
same is also true for the candidates to EU enlargement as they prepare themselves 
for future accession. This comment refers to regional undertakings, such as 
CEFTA, Baltic States cooperation or initiatives being undertaken within CIS with a 
view to fostering closer industrial interaction within their respective constituencies. 

Positive trends in industrial growth and global orientation of the transforming 
economies of the region are supported not only by full-fledged integration schemes, 
but also by less formal regional arrangements. One useful example involves coop
eration projects in the Baltic Sea Region (BSR). 

The BSR comprises 11 countries, including the north-western part of the Rus
sian Federation. Its focus is mainly on environmental aspects of economic growth 
in the region. The principal policy document, Agenda 21, has been jointly worked 
out by governments of BSR states to address this issue against a wider back
ground of specific goals related to the development of industry, agriculture, energy, 
fisheries, forestry, tourism and transport. 

According to a joint assessment45 of BSR governments, the region is expected 
to show high dynamic growth, primarily due to the potential of the structural change 
which will continue in the transition economies of the Baltic countries. It is assumed 
that all major attractivity factors will be at play in the BSR: the size of the market, 
trade, positive quality of local business environment, R&D, networking between 
enterprises and industrial branches, etc. The impact of these factors is likely to be 
enhanced by the on-going development of a closely connected regional market. 
The latter is gradually being consolidated on the basis of improved telecommuni
cations, rapid expansion of transport flows or advanced projects to integrate energy 
networks. 

44Economic and Social Council of the European Communities, Opinion on the EU northern 
dimension including relations with Russia, Brussels 1999. 

45Sustainable Development of the Industrial Sector in the Baltic Sea Region, Final Report, 
February 23, 1998. 
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5 Institution building 

Institutional vacuum and institutional deficiencies left after the demise of the 
previous system inevitably slow down the process of adjustment. Successful 
industrialization conducive to encouraging global interaction of industries in transi
tion economies requires that this vacuum be filled as expeditiously as possible. 
This observation applies both to the regulatory framework, including in particular 
competition rules, and to institutions that need to be strengthened or developed at 
the national and subnational levels, such as regional structures, professional and 
business organizations, commodity and stock exchanges, institutions dealing with 
market supervision, production quality control systems, customs services, etc. 

5.1 Regulatory reform 

Regulatory reforms are critically important for providing consistency and sta
bility to the transformation process and for ensuring its compatibility with global 
trends in industrial and economic environments. It may be therefore useful to refer 
briefly to major principles that are being developed in this domain by the OECD. 
The central rule is to ensure that regulations and regulatory procedures should be 
transparent, non-discriminatory and efficiently applied. It is the responsibility of 
political authorities to set clear objectives for the regulatory reform and to establish 
a workable framework for their implementation and review. Economic regulations 
in all sectors ought to be assessed and streamlined, with a view to enhancing 
competition and retaining only those regulations, which have convincingly demon
strated their usefulness for serving public interests and for supporting economic 
and social policy goals. The process of regulatory reform should be anchored as 
much as possible in international agreements and multilateral disciplines. Finally, 
important linkages with other policy objectives should be identified and used to 
support the reform. 

Countries that seek membership in the EU are constantly reminded that the 
effective application and enforcement of EC competition policy within the enlarge
ment process is crucial to the success of the European integration model and to 
the proper functioning of the internal market. That is why specific provisions related 
to competition have been incorporated into all Europe Agreements. In fact, even in 
the pre-accession stage, gradual approximation to EU competition standards is 
already expected of future EU members. This applies in particular to sectors which 
are covered by particularly stringent competition rules, such as the steel industry. 

This issue, however, is not restricted to future EU members, but has a much 
wider relevance. Indeed, the introduction of competition policy is one of the most 
essential pre-conditions for transition of CEE and NIS countries to genuine market 
economies and for successful restructuring of their industrial sectors. Liberalization 
of prices, trade and foreign investment, critically important as it is for the establish
ment of reasonably functioning markets, is not by itself sufficient to ensure effective 
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competition. Even after a decade of intensive transformation, some of the leading 
reformers in the region still experience difficulties in removing all obstacles to trade. 
Incidentally, the last observation may also be relevant to a number of mature 
market economies. The role of the foreign sector in encouraging competition also 
has some limits, because foreign investment may be inclined to focus only on 
selected sectors and under a cover of trade protection extended by governments. 
Furthermore, many markets remain predominantly local, while national markets 
may be separated from external competitive environment. Other hindrances to 
competition could involve preferences given to established business entities over 
new firms in access to financial resources, or favourable treatment enjoyed by 
existing monopolies. Privatization schemes may be designed in such a way as to 
avoid breaking-up public monopolies in order to retain at least some control over 
such structures. Under these circumstances, reforming economies are best ad
vised to put in place a comprehensive competition law and enforcement mecha
nism, so as to compensate for the deficiencies of their market mechanism and their 
institutional system. 

State aid control is essential for the establishment of proper competition stand
ards applicable to industrial restructuring. However, the introduction of such con
trols in CEE and NIS has turned out to be much more controversial and politically 
sensitive than most of the other market-oriented measures. Such misgivings gen
erally overlook the fact, that international agreements authorize state aid consistent 
with specific problems of a transition economy, even though recourse to such 
instruments may need to be carefully circumscribed. One of the most important 
conditions that must be fulfilled is to create transparency in the granting and moni
toring of state aid. Such disciplines are needed not only in countries that are 
associated with the EU but also in other states of the region. Without adequate 
state aid rules and controls all other reform-oriented structural policy measures are 
unlikely to become sufficiently consistent and effective in rational allocation of re
sources. 
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6 Hopes and fears 

6.1 Challenges 

Industrial sectors in CEE and NIS face a formidable challenge: how to com
bine the dismantling or reduction of old and outdated capacities with the develop
ment of a new potential, based on a radically different economic, technical and 
managerial concepts. Relatively low productivity levels, inadequate R&D intensity, 
severe scarcity of domestic capital and insufficiently developed entrepreneurial 
skills compound the complexity of this task. 

The distance in labour productivity between transition economies and more 
advanced Western countries is eloquently demonstrated by differences in per 
capita value added in sectors of material production, using United States levels as 
a benchmark. Between 1985 and 1996 all three OECD members from the CEE 
region, despite measurable improvements in their absolute productivity rates, had 
experienced further deterioration in their relative performance: 

United States 
Czech Republic 
Hungary 
Poland 

1985 1996 

100 
26 
21 
22 

100 
16 
20 
17 

Source: OECD, Science, Technology and 
Industry Outlook 1998, p.104-105, Paris 1998. 

The accuracy of these estimates is, of course, far from certain because of a 
number of methodological aspects. Consequently, the numerical result should be 
regarded merely as an interesting hypothesis. Furthermore, many other OECD 
countries have also shown deterioration against United States benchmark during 
the same period. However, the proportions are striking, with the corresponding 
figures for other countries in 1996 substantially higher, ranging from 27 (Portugal), 
33 (Mexico} and 40 (Spain) to 60-80 in the best performing OECD members. Given 
the general condition of the three OECD economies of the region it is safe to 
assume that other CEE/NIS countries would score even lower results in a similar 
comparative exercise. 

6.2 Responses 

Solutions to these issues need to be sought in a rapidly changing international 
industrial environment, where extractive and manufacturing sectors continuously 
diminish their relative importance as job providers. Extrapolations of this trend 
would suggest that by the year 2010 only a little over 10 per cent of the workforce 
in some of the leading developed countries might still be directly engaged in indus
trial occupations, although the actual level is certain to vary substantially among 
countries. This prospect has two very important implications for transition econo-
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mies as they attempt to interrelate closer with global trends. The first implication 
concerns productivity. If the trends described above continue, it will take decades 
for industrial productivity per worker in transition economies to come close to the 
level of highly developed countries. The consequences for international competitive 
position of CEE and CIS countries are obvious. The second implication relates to 
strains in domestic labour markets. Under the impact of international competition 
and global corporate governance practices followed by foreign investors, countries 
in transition are likely to be exposed to pressures to reduce industrial employment 
in line with the general trend. This will inevitably exacerbate social tensions caused 
by unemployment, especially in countries that will need to relocate substantial 
segments of rural population as part of adjustments to expected accession (Poland, 
Bulgaria, Romania). 

One should also not loose sight of further structural changes, which will affect 
world industries. It is expected that industries which are harmful to the natural 
environment will continue to be phased out and replaced with more environment
friendly modes of manufacturing. Under the impact of new technologies in manu
facturing and communications, historically established industrial centres are certain 
to gradually decline in importance for the benefit of new locations, determined 
primarily by the relative costs of mobile factors of production. Another anticipated 
development related to new technical achievements may be described as "rejuve
nation" of some of those industrial sectors that are now widely recognized as 
mature or even receding. 

All these challenges give rise to fears and tensions caused by sometimes 
conflicting policy objectives, divergent economic interests, social frustrations and 
painful awareness of a distance to more developed partners in the global market. 
The distance is long indeed and it is primarily up to industrial entities themselves 
to make it shorter. 

6.3 R&D technologies and innovations 

Striking differences in technological potential and innovations are among the 
most essential impediments to a more successful performance of industries of 
transition countries within the global industrial framework. In Western Europe, R&D 
expenditure was growing in the first half of the 1990s at some 5 per cent per year.46 

According to a recent report of the Committee for Scientific Research of the Polish 
Academy of Sciences, R&D expenditure per capita amounts in France or Germany 
to some US$460, roughly two and half times more than in the Czech Republic or 
almost eight times more than in Poland.47 

Worldwide trend towards concentration of R&D spending on product groups, 
which are exposed to strong globalization, is clearly confirmed by indicators meas
uring intensity of R&D as percentage of value added in the corporate sector. The 
latest available and statistically consistent data chains cover the years 1994 and 
1995. R&D spending at that time was equal to 6.6 per cent of total value added in 
manufacturing industries of OECD countries. However, the spread across individual 
product groups was quite extensive, from 0.9 per cent for low technologies to 22.5 

46European Commission, The European Report on Science and Technology Indicators, Brussels 
1994. 

47KBN (Committee for Scientific Research) Stan nauki i techniki w Po/see [The State of Sciences 
and Technology in Poland), Warsaw, June 1999. 
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per cent in high technology sectors. Again, the highest average OECD indicator of 
R&D intensity was achieved in industries which have been described throughout 
this paper as particularly susceptible to globalization: aircraft and space technology 
(34 per cent); pharmaceuticals (22 per cent); office and data processing equipment 
(30 per cent); audio-visual and telecommunications equipment (17 per cent); sci
entific apparatus (16 per cent).48 The same preference for more advanced sectors 
is also visible in individual countries, although international differences in relative 
weight given to individual industries may vary quite substantially (table 5). 

Table 5. Intensity of R&D in hi-tech industries of selected 
OECD countries in 1994/1995 

(Percentage of value added in the corporate sectors) 

Total Nether- United 
Industries OECD' USA' Japan' Finland' France' Gennanf' Ital}'" landS' Spain' Sweden' Kingdom" 

Total 
manufacturing 6.6 8.0 7.3 5.8 6.8 6.2 2.7 4.9 1.4 10.4 5.4 

Chemicals (total) 8.8 10.0 11.4 8.5 8.0 6.6 4.4 6.8 1.4 15.6 11.1 

Pharmaceuticals 22.2 23.7 20.3 38.2 27.5 15.8 14.2 15.9 3.8 39.0 33.3 

Metal products, 
machinery and 
equip. (total) 11.1 13.4 10.9 11.1 12.1 9.8 5.6 8.0 3.4 17.7 8.0 

ODP equipment 29.6 49.5 24.4 13.2 11.3 17.6 12.3 44.3 4.6 65.5 5.9 

Audio-visual and 
telecom 17.1 15.0 15.4 35.9 34.2 14.8 25.3 7.6 13.0 67.4 13.9 

Vehicles 12.2 16.5 10.0 4.6 12.6 13.6 10.9 17.0 2.1 19.1 9.7 

Aircraft and 
space 34.1 36.1 16.9 0.5 37.6 43.4 39.1 12.5 39.8 52.0 22.1 

Scientific 
equipment 16.2 21.0 18.3 13.3 4.4 4.2 1.3 3.9 6.8 24.9 3.7 

Source: OECD, Science, Technology and Industry Outlook 1998, supplementary table 4.13, Paris 1998. 

'1994. 
'1995. 

In 1995 the nominal R&D expenditure in GDP accounted for 1.2 per cent in 
the Czech Republic, 0.8 per cent in Hungary and 0. 7 per cent in Poland. These 
results should be compared with much higher indicators computed for EU and the 
whole OECD and estimated at 1.9 per cent and 2.2 per cent respectively. Conse
quently, the cumulative value of gross domestic R&D expenditure of the three 
countries stood at 0.5 per cent of the OECD total, which was scarcely equal to the 
corresponding share of Finland or Denmark. In terms of purchasing power parity 
publicly financed R&D outlays in 1995 reached substantially better levels of US$364 
million in the Czech Republic, US$268 million in Hungary and US$1.023 million in 
Poland, compared with US$141 billion for the OECD as a whole. 49 

In most highly industrialized countries, a prevailing part of R&D expenditure is 
financed by the corporate sector. The leading role of enterprises in financing sci
ence and technology ensures greater efficiency of such spending, by making it 
better adjusted to competitive strategies and specific output profiles of individual 
firms. Measured in purchasing power parity the total volume of such outlays in 
OECD reached in 1995 US$275 billion as against US$141 billion for government 
R&D spending in the same year. In transition economies public spending still domi
nates in science and technology, but the trend is gradually changing. Available data 

480ECD, Science, Technology and Industry Outlook 1998, supplementary table 4.13, Paris 1998. 
491bid., supplementary tables 4.2; 4.5; 4.6, Paris 1998. 
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for the three OECD countries from the region show that in 1995 enterprises in the 
Czech Republic and Poland spent for R&D US$734 million and US$612 million 
respectively, which was more than 60 per cent of the total in both cases. In Hun
gary the contribution of the corporate sector (US$219 million) was about equal to 
that of the budget. 50 

The end of the cold war has caused major changes in the structure and 
sourcing of expenditures for R&D. According to assessments from the United 
States, military expenditure as a percentage of total government budget appropria
tions and outlays had been reduced in OECD countries from 12.5 per cent in 1985 
to 8 per cent in 1995 and in the United States from 25.7 per cent to 17.4 per cent.51 

The global effects of this reduction have been greatly enhanced by a dramatic 
decline in military spending in the Russian Federation and in other countries of the 
former Warsaw Pact, from an estimated US$448 billion in 1985 to US$96 billion in 
1995 (in real terms at constant 1995 prices).52 This evolution has had a number of 
important implications for potential shifts in global R&D efforts and industrial com
petitiveness. The role of governments in determination of major orientations in 
technological evolution is being greatly reduced. This tends to diminish the leverage 
that governments may have in industrial policies-at-large. The development of ci
vilian technologies which, until recently, was to a significant degree a spill-over from 
the military sector, has now become much more autonomous and determined by 
general factors and criteria of international competition. Enormous financial re
sources saved by cuts in military spending may be spread out more evenly among 
various sectors to improve their competitive ability through a greater infusion of 
sector-specific R&D. This is particularly true for the Russian Federation and other 
countries of the region where civilian industries are likely to be upgraded substan
tially in medium term, due to their improved access to R&D funding. 

The intense competition in technological potential has produced a remarkably 
fast technical obsolescence of manufactures in the markets of leading OECD 
countries. For example, the share of totally new or substantially modified products 
entering sales each year may be as high as 50-60 per cent for machinery and 
equipment and about 50 per cent for precision instruments.53 This stands in stark 
contrast to the corresponding indicators in CEE. In the mid-1990s, new or substan
tially modernized industrial products produced and marketed in Poland averaged 
only about 5.4 per cent of the total manufacturing output, although for electrical 
engineering this indicator stood at a much higher level of around 16 per cent. Only 
in the automotive sector, where the infusion of foreign capital and know-how has 
been remarkably high, has the figure reached a respectable level of about 32 per 
cent.54 Under such circumstances, the average life cycle of marketed industrial 
products in Poland comes to 15 years compared to about 4 years in the EU. This 
situation is probably broadly representative for the region as a whole. 

In virtually all CEEs and CIS countries, manufacturing under Western licences 
has helped to bridge somewhat the technology gap in certain product areas, such 
as automotive industry, household products, electronics and data processing. How
ever, the importance of this factor should not be overestimated. Generally, licensed 
products account for just a few per cent of the whole manufacturing output and well 
below 10 per cent of industrial exports. 

501bid., supplementary table 4.11, Paris 1998. 
51 United States Arms Control and Disarmament Agency, World Military Expenditures and Arms 

Transfers 1996, Washington 1997. 
52Stockholm International Peace Research Institute, SIPRf Yearbook 1997, Stockholm June 

1997. 

32 

53European Commission, First Results of the Community Innovation Survey, Brussels 1994. 
54Data provided by the Polish Statistical Office. 



One of the central political issues and major sources of concern, particularly 
for new entrepreneurs in transition economies, is the impact of the foreign sector 
on the general condition and development prospects of domestic industries. There 
is no doubt that a substantial presence of foreign investors is absolutely indispen:-: 
sable for a successful systemic and industrial transformation in view of severe 
shortage of indigenous capital. However, potential risks associated with conflicts 
between domestic and foreign interests should also be considered as a real factor 
in formulation of national policies towards a global environment. In particular, rede
ployment and development of potentially promising industries in transition econo
mies may be increasingly affected by dynamic growth of foreign participation in 
banking and financial sectors of those countries. In some cases such presence has 
already become dominant. In Poland, for example, foreign control is estimated to 
have reached 57 per cent of total assets and 73 per cent of equity of the fifteen 
largest commercial banks. This indicator may still go up following ongoing privati
zation's and mergers.55 Hungary is reported to share a similar experience. To 
compare, none of the top ten banks in major member States of the European Union 
has lost control to foreign strategic investors. Internationally active banks tend to 
centralize their credit policy and take a global view of their interests. They generally 
regard transition economies as relatively high risk. Consequently, foreign-controlled 
banks may be insufficiently motivated to finance certain local industries, particularly 
those which require long-term restructuring or those that compete directly in local 
or external markets against foreign entities belonging to a global network in which 
such banks have important stakes. The problem is not confined to the financial 
sector. In 1998 as much as 46 per cent of total net profits of the largest 100 firms 
registered in Poland were under control of strategic foreign investors.56 

As stated in the opening paragraphs of the paper only about a third of indus
trial mergers and acquisitions (M&A) presently registered in the CEE/NIS region 
and involving Western capital belong to the category of exclusive or majority M&A. 
This proportion is a reverse of the trend prevailing among OECD countries. This 
may imply a "piecemeal" approach to acquisition of individual segments of large 
state-owned entities, where relatively more efficient operations find a new owner, 
while the government remains saddled with a less attractive part of the enterprise. 
Such situations may obviously complicate future restructuring and exacerbate ad
verse social effects of industrial reform. 

Serious concerns are being voiced in several CEE and NIS countries regard
ing further erosion of national identity of industrial enterprises and products 
originating there. It is true that such misgivings are not unique to transition econo
mies and that globalization of industry does not necessarily imply loss of national 
identity by globally operating entities. Most of multinational corporations have pre
served such identity as regards national origin of top personnel, domestic location 
of a substantial part of manufacturing potential, or the sourcing of most of value 
added. This, however, is not necessarily true in the CEE and NIS region where 
privatization and acquisition may further reduce the number of relatively few native 
brand names that have earned international reputation in recent decades. Similarly, 
foreign managers who take a global look of local enterprises may give insufficient 
attention to sensitivities concerning national characteristics of the entities, which 
they own and operate. With the passage of time such sensitivities are likely to 
dissipate, but in the short run they may adversely affect social acceptance of the 
transformation. 

55Puls Biznesu, 19 November 1999. Warsaw. 
56lbid. 

33 



6.4 Industrial restructuring 

It is important that sectoral industrial restructuring programmes undertaken in 
transition economies within the concept of globalization should be planned over a 
considerable length of time, and implemented consistently throughout their entire 
duration. It is necessary to make them comprehensive, by addressing not only the 
sector concerned, but also the systemic, regional and social environment in which 
it operates. 

A good example of benefits to be derived from this complex approach relates 
to the restructuring of the textile and apparel industry in the European Union. Major 
policy lines related to the sector were developed in early 1970s and contained in 
a 20-year action plan. For this purpose, import restraints and public assistance to 
the industry (over 500 million ecu from Structural Funds plus counterpart financing 
by member States and from commercial sources) were combined with increasingly 
tight competition rules. Today EU textiles and clothing sector enjoys relatively good 
international competitive position, even though it still remains a declining industry.57 

This example deserves close attention of transition economies in the region. 

All transition economies have had their share of negative experience with 
problem sectors, where structural and operational deficiencies include, but are not 
limited to: 

0 Persistent imbalances between supply and insufficient demand. 

0 Obsolete fixed capital stock and generally poor technical conditions. 

O Weak and deteriorating competitive position. 

O Severe financial constraints. 

O High volume of redundant labour resources which are engaged in such 
sectors and which are difficult to relocate to alternative employment. 

All these areas require long·term restructuring with necessary involvement of 
huge public and private expenditure. Such treatment seems to be justified by sev
eral factors: the traditional importance of these industries for national economies of 
most countries of the region, their high share in state aid disbursement and the 
difficulties in adjusting the sectors to trends and conditions in the global market. At 
this juncture it is pertinent to add that technological changes in the world's indus
tries have reduced benefits of economy of scale in such sectors as steel or textiles 
and clothing. Therefore the relatively high participation of such sectors in the overall 
industrial potential in transition economies, and the large size of individual industrial 
units, do not necessarily imply proportional comparative advantage in terms of cost 
efficiency, given the present state of those industries. Similarly, competitive function 
of relatively low wage rates is largely offset by inadequate productivity levels com
pared to more advanced economies. 

Fortunately, there are encouraging signs that most of the economies of the 
region have turned the corner. This conclusion rests on such developments as: 
generally sound macroeconomic policies; growing propensity to save and invest; 
massive expansion of the private sector; development of indigenous managerial 
skills; substantial improvement in productivity and quality and technological 
progress. 

57See: DG XV of the European Commission, The Single Marl<et Review Series. 
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Globally oriented industrial restructuring in CEEs and CIS may benefit from 
relatively high level of general and professional education in virtually all transition 
economies. This factor has been instrumental in supporting innovative and adaptive 
skills generally present in those countries. But here again, the benefits that can be 
derived from this particular endowment in the globalization game depend to a large 
extent on the speed of transition to a market economy. Only when this process 
develops sufficiently rapidly, the demand for new skills grows at a rate that prom
ises attractive returns on investment in the acquisition of such qualifications. 
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7 Conclusions and recommendations 

One of the major features that distinguish the present transition from previous 
major economic upheavals in contemporary economic history, is a large scale of 
resource shifts required to obtain a "critical mass" of change and a proper momen
tum of reforms. Whereas in other turning points of industrial evolution in the past 
the prevailing tendency was to build up on the existing stock of assets, the present 
transformation requires that a substantial part of the existing capacities be re
located, restructured or permanently withdrawn from productive use. A dramatic 
downfall of industrial output in all transformation economies, particularly during the 
early and most critical stage of transformation, bears testimony to this process. 
This situation confronts governments and business communities with a number of 
difficult policy choices and no universal panacea in terms of practical solutions. 

These changes, however, coming as they are in a particular period of accel
erated globalization of national economies, offer a unique opportunity for transition 
economies to make a fresh start and become more closely integrated into the 
mainstream of global industrial activities. 

Consequently, globalization has become one of the key determinants of the 
transformation process. It exposes reforming economies to risks related to en
hanced competition, but it also helps to sustain and consolidate transformation 
through a broad-based interaction with international markets for trade and invest
ment and through closer involvement into a multilateral regulatory framework. The 
principal benefits-but also major challenges-are offered by such manifestations 
of globalization as more active trading relationships, improved participation in capi
tal inflows for privatization and green-field investment, enhanced availability of good 
management and production practice. 

Countries of the CEE/NIS region are still, and for a long time will remain, 
relatively marginal players in the globalization game, even though their position in 
some of the most essential trends has been improving since the start of transfor
mation a decade ago. 

Out of the many factors, which may influence the depth and speed of globali
zation for individual transformation countries, the most important is perhaps the 
quality of economic reform. Such quality is, in turn, determined principally by con
sistency and comprehensiveness of economic and structural policy measures. 

Benefits to be derived by transition economies from globalization depend 
largely on the strength of manufacturing industries. The nadir of transformation
related contraction in industrial output has been or is about to be passed in nearly 
all countries of the CEE/NIS region. The speed of the recovery, however, is not the 
most important consideration. As a scholar has rightly remarked, "today it is capa
bility rather than capacity that matters". 58 Priority attention of governments and 

58Sanjaya Lall, Strategic Vision and Industrial Policies for the New Millenium", a UNIDO paper, 
1999. 
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business communities alike must therefore go to broadly defined structural and 
institutional improvements. The latter should aim at increasing cost efficiency, 
quality and technological skills of the manufacturing sectors and making them more 
export-oriented. Only then will the absorptive base for new technology be suffi
ciently broad. Such policy directions require active participation of public authorities 
in formulation and implementation of objectives and modalities of industrial strate
gies. Proportions between horizontal and sector-specific measures may vary from 
country to country, but the actual choice should result from local conditions and 
pragmatic considerations rather than from a doctrine or bias. 

In order to enhance convergence with the prevailing global trends, transition 
economies should base their industrial strategies on a policy package which in
cludes: effective state divestiture; equitable application of fair competition; open, 
liberal and rule-based trade policy framework; proper institutional infrastructure 
(exchange and securities markets, liberal foreign exchange regime, workable bank
ing system, enforcement of mandatory technical regulations, etc) and an attractive 
environment for foreign investment. 

Social support, necessary for an effective transformation, is co-determined by 
governments' positive response to legitimate aspirations of their own national busi
ness community for participation in economic benefits of the process. Therefore it 
is necessary to recognize sensitivities and concerns related to "national interests" 
especially as regards foreign acquisitions and trade matters. Trade and investment 
liberalization, notwithstanding all their benefits, can also carry negative distributional 
consequences. The key challenge for public authorities is to secure overall net 
gains from such liberalization. A more forward looking approach is also needed to 
the present pattern of intra-industry production arrangements under which the role 
of suppliers from transition countries is essentially limited to contract manufacturing 
for major multinationals (often without identification of national origin of the prod
uct). It may be useful to recall at this stage some very pertinent comments made 
at the UNIDO Forum late last year about the increasing power of global buyers 
relative to sellers.59 More intensive efforts on the part of industries in transition 
economies are therefore needed to develop their own international marketing skills 
and facilities and/or strengthen their position within the existing intra-industry ar
rangements. 

Practical solutions to all these and other considerations should be sought on 
the basis of acceptance of, and commitment to international accepted standards of 
fair competition and non-discrimination. In particular, there seems to exist a strong 
case for reductions and alignments in national industrial tariff structures of transi
tion economies and for dismantling non-tariff trade barriers and the remaining 
export subsidy schemes. More active trading and investment relationship among 
transition economies of the region would not only enhance their chances in the 
context of globalization, but would also diminish the risks of disruptions during 
successive stages of European economic integration. 

To sustain the emerging global orientations in transition countries, govern
ments need to cooperate among themselves across a wide range of issues, includ
ing exchange of experience and advance information on macroeconomic manage
ment of the transition process and on its microeconomic implications. In view of 
factor dislocations caused by new industrial policies, governments should also 
improve their ability to fulfil public policy obligations to alleviate social costs of 
restructuring. 

59See: Hubert Schmitz, Institute of Development Studies, Sussex University, Local Upgrading 
and Competition in Global Markets, paper presented at the UNIDO Industrial Development Forum, 
Vienna, 1999. 
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Globalization which is becoming one of the key determinants of transformation 
needs to be seen as a driving force for improving the quality of economic reforms 
triggered by the a collapse of centrally planned economies. As such it provides the 
new challenges for the economies in transition. These challenges become oppor
tunities for possible intervention by UNIDO. Although the role of international or
ganizations is changing following the changing role of national governments in the 
global environment, these new opportunities require not only a close cooperation 
with the governments but also with the private sector. This necessitates partnership 
building among all partners concerned. 

There is no doubt that in this process an extremely useful and catalytical role 
can be played by UNIDO as a neutral broker with a specific role in promoting these 
common goods whose further development has been attributed to international 
economic organizations. This role should be consistent with the needs of the coun
tries concerned and supportive towards the phenomenon of globalization as well as 
correspond to those broad national and regional development needs which are in 
line with UNIDO's mandate. 

At stake is objective and highly professional expertise available in UNIDO 
which may be used for mitigating transitional difficulties, accelerating economic 
recovery and modernization of manufacturing sector and thus optimal participation 
in the beneficial impact of globalization. In this respect the question of highest 
importance is how to design the proper scenarios for manufacturing sector devel
opment, how to establish linkages and adequately interact with other countries and 
markets in the region and outside the region in order to optimize national goals in 
the field of manufacturing development. The quality of manufacturing sector output 
determines the size of exports. Continuous quality improvement, upgrading of its 
testing, standardization, metrology base and accreditation and certification facilities 
have tremendous impact on manufacturing export growth. Equally important is 
creating a conducive environment and local capacity building to attract foreign 
capital required both for modernization of the technological base as well as for 
creating the new job opportunities. The globalization requires higher level of inte
gration of R&D sector with the manufacturing industries, setting up of science 
parks, stable incentives for innovation and commercialization of local research 
results. A supportive role in the above areas can be played by UNIDO. 
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