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Transition and the
World Economy ;

he global market that transit oii economies are tion Co LHtries brna s benefits for the world economy-
reentering is an increasingly integrated one. World above all, by opening up almost a third of the world's
trade has grown far faster than global output in the population and a quarter of its land mass. A recurring

past fifteen years, while total inflows of foreign direct concern, however, is that the transition countries' gains
investment (FDI) to developing countries have increased fiom this integration will come directly at other countries'
sixfold in just ten. Meanwhile a commoni set of over- expense. Such fears are Linderstandable. Certainly, inte-
arching rules and institutions, including most promi- gration holds risks, as well as opportunities, for both
nently the new, 110-member World Trade Organization sides. So far, however, the most commonly predicted
(V'TC)), has evolved to support even faster integration global side eftects of transition have n(ot, by and large.
and to resolve disputes. Developing countries, many of been observed. As transition proceeds. many coLintries
which have recently made their own highly successful, if may indeed face adjustment costs. But the evidence sug-
less comprehensive transitions toward more outward- gests that these will be far outweighed by the benefits, for
looking economic policies, play an increasingly active part all countries, of being part of a larger and more competi-
in this globalized economy. Exports and imports now tive global marketplace.
account for 43 percent of developing countries' GDP, The realignment of trade flows
comipared with 33 percenlt ten years ago. After years of
isolation, transition economies may stand to gain even Transition countriesI'potential trade gowth..
more from international integration than these other Between 1978 and 1994 China went from being the
reformers. As Chapter 2 described, the economic benefits wvorld's thirty-second-largest exporter to its tenth-largest.
of moving into the world market are the benefits of inter- Today the CEE couLntries and the NIS are similarly seeking
nal market liberalization-writ enorimious. Capital, goods, to buy and sell in international markets. But how much will
and ideas cross borders in response to demand and sup- they trade-and with whom? Several estimates and projec-
ply-rather than at the behest of a central planner-fuel- rions based on economic models-and admittedly highly
ing faster growth in productivity, trade volumes, and imperfect official statistics-broadly indicate the likely
national inconme. At the same time integration helps lock changes in trade patterns when the trade of the transition
countries onto the path toward more-open trade, while economies start has adjusted to market economy patterns.
membership in international institutions spLirs domestic These calculations suggest that the CEE countries have
institution building. a large untapped potential for trade with established mar-

Chapters 2 and 3, respectively, discussed the domestic ket economies, not simply those in nearby Western
importance of opening trade and of foreign investment. Europe but industrial countries fuircher afield as well. In
This chapter looks at transition economies' interactions the mid-1980s the CEE counltries were on average fulfill-
with the rest of the world: trade flows to and from these ing just one-quarter of this potential. Since then, trade
countries and the consequences thereof for world trade; shifts away from former CMEA markets and toward
rapid and full-fledged membership in the WYTO and rele- OECD markers have closed the gap and produced a pat-
vant regional trade arrangenents; andi external capital tern of trade that is better attuned to marker forces. For
flows to transition economies and che impact on other example. based on its 1985 inconme level, Hungary would
developing countries. The successfiul integration of transi- have been expected to send 43 percent of its exports to the
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Europeani Union, the actual share was 14 percent. Byv. Ad the inplications for other cozuntries
1994, however, che share going to the EU countries was Transition economies offer the world great opportunicies.
49 percent. As Chapter 2 described, those countries that Producers can look to new markets, and consumers can
have liberalized and stabilized furthest have made the benefit from new products. Increased efficiency and
greatest strides in reorienting their trade toward patterns resource mobilization in transition economies will expand
that would be predicted for market economies. the global supply of goods and services. The expected

Although the Soviet Union itself was a very closed growth in inter- and intraindustry trade from integra-
economy, Soviet planners fostered specialization rather tion-already evident in the CEE countries-will also
than diversification within eachi republic. The result was increase world welfare by expanding the variety of prod-
very little trade with the rest of the world and very large ucts and encoLuraging gains from rationalization in indus-
amounts of trade between republics. In 1989, for exam- tries subject to economies of scale. China's imports and
pie, more than 90 percent of Belarus' trade was with other exports have doubled in the past five years. while CEE's
Soviet republics; that share Would have been about 32 per- imports from OECD countries increased 216 percent
cent had all the Soviet republics been niarket economies. and its exports to them 159 percent in the same period.
Nearly 70 percent of Russia's exports went to other Soviet Market economies, particularly the established industrial
republics, compared with a predicted level of only 16 per- ones, have a strong interest in encouraging growth in
cent. Overall, trade among the former Soviet republics these new markets by keeping their doors open. But rein-
accounted for more than four-fifths of their tocal trade in regration will inevitably imply some adjustment costs.
1989. This pattern seems likely to be reversed when trade Some developing countries will face fiercer competirion,
is determined bv market forces. The same estimates sug- particularly in labor-intensive products, while industrial
gest that, as market economies, the NIS would send f'ully countries' comparative advantage will also shift further
three-quarters of their exports to noni-NIS partners, away from these industries. However, where it has been
mostly in Western Europe. By 1994 the Baltics had made possible to estimate the costs, they appear to be modest.
substantial progress in reorienting their trade toward mar- Transition economies will not exhaust the world's ap-
ket economies, but most of rhe other NIS had done very petite for varietv, but only sptir producers to invent and
little. As Chapter 2 pointed out, the slow pace of price lib- supply maniy more goods and services, for the beniefit of
eralization and maintenance of extensive export controls many more people.
to keep goods at home resulted in slow progress in reori- Should any countries fear the effects of transition
enting trade in man' of the NIS. Lacking the institutional economies' trade integration witlh the European Union?
and physical infrastructure and expertise to support new As noted above, the EU countries are already the CEE
patterns of trade, some transition economies face a daunit- countries' main trading partners, trade between these
ing task in exploiting their trade potential as market econ- regions having more than doubled since 1989. The CEE
omies; this is especially true for the Central Asian countries have proved exceptionally good export markets
republics, most of whose transport and communications for the European Union. and the Europe Agreements
routes run through RRussia. (discussed below) between the Union and CEE countries

Since the collapse of the Soviet Union, several largely provide free access to EU markets for most CEE manu-
unsuccessful attempts have been made to restore trade factures. But there are still some restrictions on imports of
among the NIS and reduce adjustment costs through sensitive products, agriculture remains protected, and the
regional trade arrangemenits. Scveral "free trade" agree- threat of contingent protection (antidumnping and safe-
ments have been concluded, but these were free in name guard measures) limits the practical effect of liberalization
only, becatise most of the countries preserved export con- measures on steel and chemical exports. Nevertheless, the
trols on key products. Establishilig a sound interstate pay- Europe Agreements help to lock the CEE countries into
ments system and convertibility of currencies is vital to open trade policies, thereby enhancing the credibility of
market-based crade among the NIS. Removing trade bar- their trade reforms. The evolving pattern of trade betwveen
riers among the NIS alone is not the answer, especially the trvo regions is one of increasing intraindustry trade
because, as wve saw above, under market-determined trade and of'increasing processing and assembly' activity by CEE
patterns mnich of their trade would be with countries out- firms. The Europe Agreements create incentives for ElU
side the NIS. If agreements create barriers to reorienting companies to engage in outsourcing, where they provide
trade and reintroduce the substantial diversion of trade designs and materials, monitor quality, and take care of
that occLirred under the Soviet Union, they will be coun- marketing,. Encouraging this form of trade helps EU firms
terproductive. Trade barriers should instead be removed exploit relatively skilled and cheap labor, while reducing
on a nondiscriminatory basis, to deepen the integration of the costs and risks that CEE partners face in developing
the NIS into the world trading system. new export markets.



134

There has been some concern in the European Union thani in simple, labor-intenisive products. This structural
that a fiurther opening of trade in sensitive products would transformation would further reduce CEE couLntries'
impose heavy adjustment costs on EU producers. The evi- direct competition witlh low-iniconie developing counltries.
dence suggests, however, that complete liberalization of China's triulIlphiant return to international markets
trade in these products would have oniv a marginal effect has so far had the greatest impact onl global trade of any
on EU imports, production, and employmen1t because the tranisitioni counltry. As one would expect, given China's
CEE countries are only minlor suppliers. Admittedly, vast supply of uliskilled labor, its export mix has been
long-term trade integration with the NIS could involve increasingly labor-intensive. With growth in China's
vastly greater trade flows. But even here the new flows exports in these types of products averaging 23 percent a
would largely consist of the NIS sending increased sup- year in the 1980s, labor-intenisive exports rose from one-
plies of energy-most notably. oil and natLral gas-to third of Chinia's total exports in 1975 to three-quarters in
Western Europe in retulil for a large volulime of capital- 1990. Clothiig, tovs. sporting goods, and footwear to-
and technology-initensive goods (machilnerv and eqtiip- gether accounted for 30 percent of China's exports in
ment) and high-quality consumer durables. 1994. Has China's rapid growth in labor-intenisive prod-

Manv Mediterranieani and African countries, currenltly tuirs crowded out labor-intensive exporters from other
enjoying preferential trade wvith EU coLintries, also wvorry developing coLinrlies in world markers? The answver
that they wvill lose from trade liberalization between the appears to be no. For two reasons. First, and more impor-
EU and CEE couLntries. Several Mediterraneani COulntries tant. Chilia's export growtlh turnis out to have replaced che
have enjoyed duty-free access to ELI markets for industrial exports of soon-to-be-highl-iniconme economies rarher than
goods and preferential access for agricultural comimiodities other developing ones. And second, there is almost cer-
since the 1970s. None of these preferenices will be seri- tainly more than enough demand for labor-intensive ex-
ously eroded by the emergence of the CEE countries as ports to go arould.
EU trade partners. It is fair to sax that their arrival on China's dramatic growth in labor-intenisive exports has
the scene may have deprived Mediterraneani exporters of heen more than matchied by a sharp decline in the export
whatever geographical advantage in EUJ markets they pre- shares of East Asia's 'four tigers"-Hong Kong, the
viously enjoy'ed. But in fact the malket share of nonloil Republic of Korea. Singapore. and Taiwan (China)-
exports of Mediterraneani counltries in the EU marker has from 55 percent in 1984 to 24 percent in 1994. Chinia's
been stable. Mediterraneanl nations and CEE colintries exports have simply replaced those of the tigers, so that
naturally have very different relative strengths-revealed their comilhiled world marker share has fallen for clothing.
comparative advantages-in world trade. Indeed, the toys, and sporting goods (wyvile remailnilng unchianged for

export structures of the two regions hardly overlap at all, footwear). Tle Clhinlese eclipse of the tigers has been
Longstanding restrictions on exports to EU agricultural fieled by FDI by the tigers themselves, whose firms in
markers are a much more important isstIe for a nu.mhber of many' cases simply nioved their productioni lines to Chilia.
Mediterranean countries that cannot fully exploit their For example. about 2 5,000 tactories in the Pearl River
agricLIltural export potential. The couLItries of Africa that Delta region of Guangldong, directly or indirectly employ-
are signatories to the Lome Coiiventcioni also continue to ing 3 million to 4 millionv workers, are engaged in sub-
enjoy preferential access to EU markets. For most, head- contracting for Hong Kong companies. The tigers, mean-
to-head competition with the CEE countries is relatively while, have moved up the development ladder to produce
rare, again because the comparative advantage of the two more capital- and skill-intncisive products.
groups of countries does not generally lie in the same WithoLit the emergence of China, would other devel-
goods or industries. In agriculture, too, these coulitries oping couLntiles have captuled larger markets as the tigers
compete directly with CEE in only a few products. 'Fo be developed away from simple manufactures? Perhaps to
balanced against any adverse effect on the export side is some extent, but argLuably the tigers vacated these markets
the fact that rapidly growving CEE couLntries are them- precisely because of China's emergence. Chiia's opening
selves another porential market for the exports of the changed their comparative advantage in world trade, and
Mediterranean and African coultlies, instead of resisting, the tigers seized the opportunity,

The CEE countries enter the international arena with moving resources out of simple manufactures into more
relatively highly skilled labor, although sonie reorientiation sophisticiated lines of prodLiction and using their expertise
in educational priorities is needed, as discussed in Chapter to expand productionI in China.
8. Because FDI brings not only' capital and equipmenit but There is a second reason wliy China's emeigenice as a
also managerial skills and ties to a trade nerwork, in the force in labor-intensive exports has probablv not affected
longer rui the CEE countries wxould he expected to com- other developing couLitries as much as maniy feared. That
pete in mediumn- or high-skill-intenisive products rathel is the fact that world demaind for these comimiilodities fromii
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developing counitries has growvn thteefold over the past Transition economies should therefore view \XTO
decade. mmibership as an opportunity to further the reform of

In addition, developing cooLntries are sizable markets their trade regimes. not only to meet WTO requirements
for each other. Substantial trade among developing coull- but also to increase economic efficiency througil reducing
tries, including considerable intrainidustrY trade, makes it distorrionsitradepolicy. Relatively stricr terms ofacces-
possible for them tO be simultanieoisly importers and sion--ilncluding comprehensive tariff biidiigs-can help
exporters of a wide range of manufactured goods. Devel- reduce the payoff to domestic rent seeking. At the same
opinlg countries sent more than one-quarrer of their rime, without underimiininig the pressure on applicalints to
exports of labor-intensive goods to eachi othier in 1994. adopt liberal trade riegimiles, TO members should do
Thev can therefore benefit directly from each other's all theiy can to accelerate the process of admission. For
export expansion, even when the' are exporting similar some transition economnies, technical assistanice in meet-
goods. ing the extensive inforimiationi requiremenits of accession

Integration into world trading institutions sWould be helpful.
linteration into the European Union has profound

The OECO cotintries have taken significant steps to nor- implications for the transitioni economies conceined. The
malize trade relations withi transitionl econiomilies. They process began wih the Etirope Ageeenieits aid las entered
have granted transition economies most-favored-nation z a new phase with the preaccession strateg'. The Europe
status and eliminated quantitative restrictions that applied Agreemeilts signed bertveen the European Union and six
only to "state trading countries," anid somile have granted CEE countries (Bulgaria, the Czech Republic. Hungary.
trade preferences that put the tra.nsitioni economilies on a Polaid, Romailia, and the Slovak Republic; the agreement
par with developing countrics already enjoying such pref- with Slovenia is not vet signed) and the Baltic states are the
erences. But normalization is not Yet complete. Transition deepest and broadest of the EU Association Agreements.
economilies still face certain quantitative restrictions and Like the association agreements signed with orher coun-
differential treatment in antidninilpinig actions in OECD tries, these agreements not only cover trade relationis
countries, and only a few are formally protected by WTO berveen the El) and CEE and Baltic coulitries bLut go on
rules and procedures. Six transition counitries-the Czech to deal with financial cooperation, commercial practices
Republic, Hungarvy Poland, Romania. the Slovak Repub- and law, and political dialogue at various levels. They also
lic, antd Slovenia-are memilbers of the \XTO. encourage these counitries to liberalize trade amonig them-

"W`T) memibershilp is an important step for transition selves, for example. through the newvly created Cenitral
coulitries, and virtually all have applied to join. The WTO Europeani Free Trade Association.
provides a firm institutional basis for the applicationi antd It has been more thdan four vears since the first Europe
einforcement of multilaterally agreed trade rules on goods Agreements were signed in earlv 1992. At the Copenhagen
and services and on the prortection of intellectual property Sumrmit in 1993 the European UJnioni made its first clear
rights. Each 'WITOG member undertakes commitmenits to commilitmenit to CEE countries accession. The so-called
cap (bind) taritfs on imports and enjoys corresponding White Paper, published in June 1995, forms part of the
rights for its exports to meimiber counatries. NoŽ' i member preaccession strategy. It identifies the key meastires
ma)' normally increase tariffs above bounid levels wvithout required in each sector of the internal marker, suggests an
at least providing compenisation. The W-O conistrainis approximate sequience for legislation, and details the
varioLIs trade procedures to acceptable standards. For a measures necessary for effective implementation and en-
country assuming obligations negotiated tlider WTO aus- forcemilent. Partlv with this in mind, the Eiropeanl Union
pices. the requirement to maintain access to its market or has been providing various types of assistance. Accession
pay comnpenisatioii provides an effective constralint on negotiationis with some of the CEE and Baltic countries
internal pressures for increased trade protection. are expccted to start sooni after the conclusioll of the EU

'Tranisition economies will benefit greatly' rom the Inter-Goveriinmenital Conferenice. Prompt accession should
rights attached to \VWTO membership. Participation will not be taken for granted, however: negotiations for the
conlsolidate their access to interinatiotnal markets, provid- Union's most recent enlargemient (with Austria, Finland,
ing SOII)C insurance agaiiist the arbitrary imposition of ancd SWedeln) took less than two years, but negotiations
barriers by others. But transition econiomies will also ben- with Spaini took almost nine years. The benefits of acces-
efir from accepting rie corresponding obligations. Prompt sionI are clear: political stability, free trade and capital

and firm commitment to abide by WXTO riles will greatly flows, access to comimion fuinds, ancd locking into reason-
enhanice the political feasibility of achieving and main- ablty market-friendlyv policies
taminilg liberal trade regimes at honic, in the face of the Rapid EUl accession would do muchI to sustaii and
strong sectoral interests that are inevitabl' emerging. deepen reforms in these transition economies. So what
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former Easc Germany (see Box 1.1), CEE and the NIS
Transition economies have absorbed only a have not absorbed a great deal of foreign capital-either
modest share of global capital flows. private investment flows or official excernal assistance.

Has transition caused a ma/or diversion ofprivate

Figure 9.1 Capital flows to developing and CapitalMlois ...
transition countries by region Between them the countries of CEE and the NIS absorbed

15 percenc of total capital flows to developing and transi-
tion couLInries in the period 1990-95 (Figtire 9.1). Net

Total flows, 1990-95: $1,640 billion resource inflows are much lower and even negative to
some countries, once debt service and capital flight are

Middle East and taken into acCOunt. Capital flight fro Russia alone h1as
North Africa CEE and NIS ro

9% 15% been estimated at some $50 billion for 1992-95, alchough
Sub-Saharan part of this represented capital exported through Russia

Africa _ . from other NIS.

13% Private capital flows to developing countries increased
South dramatically during the 1990s. withi a surge in FDI and
Asia portfolio equity investment. CEE and the NIS, however,
7% ___ w betveen them attracted just 13 percent of total private

capital flows to developing and transition countries in
1990-95. In 1994, FDI to CEE and the NIS was only

Latin America Other East Asia $6.5 billion, equivalent to the total received by Malaysia
and the Caribbean 21% and Thailand. The distribution of these limited FDI flows

among them has also been highly uneven. The Visegrad
countries received fully three-quarters of the total, whiereas

Note: Data for 1995 are preliminary. Source: World Bank
1g96b. Inanly other counitries in the region are still all but

untouchied by foreign investment (see Chapter 3). Capital
flows to China more closely followed the trend for devel-
oping countries, with private sotirces accounting f'or the

stands in the way? One obstacle is the need to develop lion's share. FDI to China was $33.8 billion in 1994, sec-
administrative and organizational structLires in the CEE ond only to flows to the United States. However, a sub-
and Baltic cointries to implement and enforce the rules of stantial portion consisted of domestic funds recycled as
the Union. The biggest barrier, however, is the EU budget, foreign investment to take advantage of fiscal concessions.
some 80 percent of which goes to finance the structural
funds, which offer aid to poorer EU regions, and the Com- ... Or of fjreign assistncee?
mon Agricultural Policy (CAP), which subsidizes farmers Given the relative failure of many CEE cointries and NIS
in member countries. Extending these policies. unre- to capitalize on the growth of investment in emerging
formed, to CEE cotintries would be expensive. Elemenits of markets, a key goal of foreign official assistance must be to
the CAP were reforned in 1992, but ftirther reforms are help them create a more attractive environmiienit for private
needed. Integration is therefore likely to involve a phased inflows and thus help them restructure toward interna-
process that advances certain elements of EU member- tional competitiveness. Annual net flows of official devel-
ship-free trade in particular-faster thani others, while at opment finance-incltiding official development assis-
the same time possibly stimulating some helpful reforms in tance (grants and official concessional loans) and official
the Union itself. As far as the transition economies are con- nonconcessionial loans-to CEE and the NIS averaged
cerned, the faster accession proceeds, the better. $8.8 billion in 1990-95. This has not, however, diverted

official assistance from the world's poorest regions (Figure
Capital flows and transition ? .9.2). For example, grants to the transitioni economies rose
One might have expected huge imports of capital, both dramatically, from $641 million in 1990 to $4.7 billion in
private and official, to participate in financing the costly 1995, but grants to Sub-Saharan Africa increased in this
economic and political transformation required in coun- period as well. Former Soviet clients have, however, lost
tries undergoing transition. At the beginning of the transi- aid-these countries received an estimated $4.5 billion
tion in Europe there were concerns that large capital flows from the Soviet Union in 1987, for example. and $554
to CEE and the NIS would raise world interest rates at the million from Eastern Europe in 1985. btIt these flows have
expense of developing countries. However, except for the now virtually ceased.
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Official assistance for transition economies has not been at Africa's expense.

Figure 9.2 Official development finance to developing and transition economies
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Note: Official development finance consists of official development assistance (grants and concessional lending) plus nonconcessional
lending. Data for 1995 are preliminary, Source: World Bank 1996b.

All in all, theni, tranisition has not absorbed a large slice est rates of rising demanid for foreign capital from transi-
of global capita] flows. As transition econiomiies recover, [ion economies would be smnall compared with that already
demianid for investment in infrastrulCture, econiomic reconi- exerted by the comibined buidget deficits of the OECD
StrUCuIon, and private sector developmient will r-ise. As their counitries, niow running at somec $700 billion a year.
cred'irworthiness imiproves, they could absorb a larger share
of world capital flows and could inicrease total global Howt can external assistance help transition!
demand for capital], raising, world initerest rates. BuIt as Thirough the eairly years of reformi in CEE and the NIS, a
noted in Chapter 2, in the long rtin all COLintries tend to miajor share of official assistance has takeni the form of bhal-
finiance the bulk of their investmenit from domestic rather ance of payments and buidgetary support and of debt relief.
thani foreign savings. Moreover, any impact onl world initer- Official support from the international finiancial instiru-
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percent of their comibined GDP in 199 1-93. Under-

Reforming governments receive the most recordinig of GDP in these economilies maiya bias this ratio
external assistance. tipward, btit on this measure Marshall Plani disbursemelnts

were not materially larger thani official floWs to CEE. The
Marshall Plan did, however, embody a larger granr cle-

.. .. m~~~~~~ieiit, anid it was muLch imore (reneroLlS relative ro the
Figure 9.3 Net official capital inflows per I w mea
capita by country group donor ecoioniliv s income. ar 1 .5 percent of U.S. GDP.

Has the timing of external finanicial assistance been
appropriate? This is another hotly debated issue. External
finanice has supported a numliber of stabilization programs,

Dollars creating confidenice (as was rtrie of the Polish stabilization

40 fLinldl) or reducing;, the need for monetaryv finanicing to
35 - _ 0 cover budget deficirs (Chapter 2). However, one of the

main findings of this Report is that liberalizationi. stabi-
30 lization, and structural and institutional reforms have

25 been highly compleientary. Macroeconomic pressure
often uliderplins the incentives for microecononic change,

20 so that external assistance programs in transitioni
15 economies must be developed carefillv-walking the nar-

i row path between facilitatiig reform and diminishing its

10 Lirgenc'-and ImLuSt lock in reforms through conditionlal-
ity. Indeed, ill-conceived or prematLire lendinig can create
large external debts that complicate sLibsequenit reforms

o as slhown by the experience of certain lines of credit
Group 1 Group 2 Group 3 Group 4 awarded by export credit agencies.

Fven after inflationl has been brought down to mzoder-
Note: Data are annual averages for 1990-95 (CEE) or ate levels, external assistance may be needed-wvithin lim-
1992-95 (NIS): 1995 data are preliminary. See Figure 1.2 for its-to hielp some couLtiiles bridue a tranisitionial fiscal gap.
the countries in each group. Countries severely affected by

regional tensions are excluded. Source: World Bank 1996b. 1 met spending as a share of CDP still
exceeds reasonable limits in some countries, other transi-
tion governmenits are small relarive to their core fuLictions.
Somie goveriinments have been forced to cut social protec-
tion and public investment, probably to levels below those
needed to sLIsrai n reforilis. Some, with limited capacity for

tinus and individual couL1try donors has tVpically been administering taxes, end up imposling distortionary taxes
mtich larger, relative ro populationl or GDP, for those to meet their spending needs, at huge cost to economic
cotintries that have advanced further with refornis (Figure efficiency (Chapter 7). Meaniwhiile a number of govern-
9.3). For example, by the end of 1993 the Visegrad coon- menlts are thelimselves in arrears, underinining hard budget
tries, in the first of the reform groups in FigLire I.2, had re- constrainits elsewhere in the econlomily (Chapter 2). These
ceived imiore than lhalf of disbuLIInts by the interinarional problemils mcrit close attenltioni bv astance agencies.
financial institutions to the region. In 1994 official lending However, budget SUppOrt shotuld always be conditionial
shifted to the NIS, which had previously obtained little on policy reforimis, norably in the areas of tax policy and
funldinig. as reforms advanced there. Among the NIS the administration, btidget management, targeted poverty pro-
Baltic states, which have ulidertakeni substanitial reforimis, grams, and humanlia resource development.
received more official assistance in relatioi to their poptIla- As this Report has described, adjisting to a market
tion as well as to GDP than, for example. did BelarLis. economiiy involves sharp economic declines in some

Has external finanicial assistance been adequate' This regions and social costs that may have political implica-
controversial qLiestioln can be answered in a uLImber of tions. In these areas assistance can speed recovery, for
ditferent wavs. Aid tlider the Marshall Plan after World example througL1 fundinig severance pay and extraordinary
War It averaged 2.5 percent of the incomiies of the recipi- demanids on local governmenits in distressed regions, as
ent countries at the time. Total official disbLirsemIIeits to well as possible environmiienital costs associated with plant
the CEE economies, which have generally progressed fur- shutdowins. It may be necessary-and desirable-to cLish-
thest in their reforms, accounlted on average for about 2.7 ioLn the impact of transitioni on certain regionially concele-
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trated anid overbuilc industries, such as Ukraine's coal sec- central banks and property arrangemenits that make re-
tor (see Box 3.2). Here again, support needs to carefully forms more effective and harder to reverse. Bilateral assis-
target temporary losses and to address them without tance, including that provided bv the Efuropean Union,
undermining the longer-run credibility of reforms and has had a large component of technical assistance. The
labor market incenitives. international financial institutions have also engaged heav-

Yet, as ever, the developnment of market-supporting, ily in this kind of institution building, across a wide range
institutions is fundamental to transition. Postwar Western of areas, in addition to transferring financial resources.
Europe already had long experience with markers, and the Building institutions takes time and sometimes in-
associated institutions-property rights, information, and volves restoring entire professions in areas essential to a
legal systems and courts, as well as skills in Usii1g them, well-functioning market economy. For example, although
honed over generationis of experience-were all well in considerable support has been given to privatization and
place, so foreign aid could readily promote reconstruction the drafting of new legislation, more needs to be allocated
and recovery. Even now, many developing countries have for the training of judges and other legal professionals and
a stronger tnstitutional base for a market economiy than do for the upgrading of judicial facilities (Chapter 5). Tech-
most transition econonmies at similar levels of income. For- nical assistance should encourage local capacity building
eign stipport therefore needs to embodiy a large compo- through, among other things, more involvement of local
nent of technical assistance and institution building in participants. Far greater stress is needed on1 economic edu-
areas that constitute critical reform bottlenecks. This cation in the broad sense as well as hands-on training in
involves helping create institutiolns such as independent key marketable skills (Chapter 8).

Box 9.1 Business skills training is good for business-for trainers and trainees

Efforts to teach market-related skills and business is now exported to the British market. A conference on
know-how in transition countries have had a somewhat business planning for Russian textile enterprises, which
mixed record. But two programs show how to over- Mrs. Smirnova organized, led to the creation of various
come the pitfalls and create valuable follow-on effects. business associations, and working together with other

In early 1992 the World Bank's Economic Devel- graduates she has advised companies throughout
opment Institute launched a training program to sup- Russia, in Kazakstan, and in Uzbekistan. All this has
port enterprise restructuring and privatizarion in created momentum for similar restructuring activities
transition economies, based on learning by doing and by many other companies.
helping local talent and stakeholders to help them- The East/West Enterprise Exchange Program at
selves. The 180 trainees recruited since the program York University in Toronto puts a great emphasis on
began-including enterprise and bank managers, con- building personal business links in the program it has
sultants, government officials, and parliamentarians- been running since 1989. It has brought over 450
have worked with over forty local partner institutions business delegates from CEE and the NIS to Canada.
and trained over 4,000 other participants. Evaluations Selection of delegates is based on the criteria of spon-
by independent consultants concluded that the pro- soring Canadian firms, which fund the program in
gram has been highly cost-effective and has had a great partnership with government, other donors, and the
impact on enterprise reform and private sector devel- delegates themselves, who pay fees to participate. Dele-
opment. Dozens of enterprises have successfully gates first take classes in business practices, accounting,
restructured and privatized as a direct result. marketing, and a range of associated topics. They then

The career of Mrs. Smirnova, a deputy director of work with their sponsors to develop business plans to
the textile conglomerate Mayak in Nizhniy Novgorod, serve as the basis for future deals. An independent eval-
Russia, illustrates the potential benefits. Fresh out of uation of the program concluded that it was having a
the program, she had Mayak introduce international significant impact on delegates' knowledge and atti-
accounting standards before they were required by law, tudes and contributing positively to their careers. It
and retrained its accountants. She then initiated the was also contributing to business cooperation: prelim-
firm's breakup into thirteen independent companies. inary estimates put the volume of technology transfers,
Her business plan for Mayak won an international trade deals, and joint ventures resulting from the pro-
award, and around 70 percent of Mayak's production gram at many times the program's cost.
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Becatise of the importance of new busilness entry for Central Asian countries and a number of others whose
growth, assistance should also be strongly conditioned on economies have been severely disrupted by regional ten-
reforms to reduce regulatory and other barriers, including sions. Yet even in these cases donors need to ensure that
access to premises. Carefully designed programs can com- assistance strengthiens rather thall uliderminies reform. It
bine commercial and educational objectives, and some might be tempting to think that the ability to replace offi-
may return more than their cost (Box 9.1). Business cial capital flows with private capital flows is a function of
advice and financial support to the private sector should the level of income. In fact, it owes much to government
come mainly from the private sector itself, that is, from policies. China, one of the poorest transition economies,
private btIsiness support services, equity investors, and relies mostly on private capital.
private lenders of workinig and investment capital. These
services and suppliers exist in embryo in sonme transitioni The agenda
economies, not at all in many others. Does this justify a The iapid integration of the global economy in recent
role for assistance agencies? Yes, if that role is assisting decades springs from the widespread recognition that econ-
financial system reforms to speed the emergenice of pru- omies invariably achieve more working with each other-
dent and capable lenders and investors; and yes, if it exchanging goods, capital, and ideas-than acting alone.
means providing training and technical assistance to man- The failure of the Soviet ideal of "socialism in one country"
agers and entrepreneLurs to overcome years of isolation is further confir-mation, if any were needed, of this simple
from market forces. But no, if it means simply financing truth. But ensurinig that the transition economies realize
investment through government restRicturing agencies. tiheir potential as members of the global trading system will

As already noted, some countries face more of a tran- not be easy-for them or their supporters. For the new
sition problem, while others face more of a development entrants, the first step is to adopt che economic, social, and
problem. For the first group. heavy dependenice on exter- institutional policy reformis outlined in this Report, in
nal assistance should be considered a temporary phase order to attract foreign investors and foster growth. For
until reforms create an environment that can attract those outside, particularly international bodies such as the
private capital. A key ptirpose of official financial assis- Etiropean Union and the international financial institu-
tance mtist be to bring down, decisivelv and sustainiably, tions, it will mean carefil consideration of how to help
the barriers to committing external and domestic private transition countries in ways that support rather than delay
capital, especially private equity investments. Some coun- long-term reform. Speeding the removal of existing trade
tries have passed throughl this phase very quickly. Thle barriers, along with ftirrher direct efforts toward incegra-
Czech Republic, for example, drew on International tion, will bring perhaps the largest and most immediate
Monetary Ftind (IMF) credits and other official loans benefits for transition couLitries. But more-direct forms of
relatively heavily in 1991 and 1992 btit started to repay stipport, such as short-term financial assistance and, criti-
the IMF earlier than planned (as did Poland in 1995). cally, helping coulitries acquire much-nieeded skills and
Eqtially encouraging. private capital flows picked tip, institutions, are also important. Finally, the integration
rising to $2.85 billion in 1994 fiom $585 million two process must be buttressed, on both sides, by determnied
years earlier. efforts to allay fears about the costs of greater global com-

Some transition economies, however, may require petition and to persuade those diffident of integration that,
longer-term development assistance. These include the in the long term, all they stand to lose is their isolation.


