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VAYS AND MEANS OF PROMOTI NG THE EXPANSI ON
OF TRADE | N TRANSI TI ON ECONOM ES

PART 11
C. I NTRODUCTI ON

1. This report has three objectives: to exam ne the general problens
confronting the transition econonies in developing their trade, to identify
speci fic neasures which can be used to boost trade perfornance, and to present
a regional action programme of recommendations addressed to transition and
west ern market econom es which can help stinmulate the expansi on of trade.

2. Few di sagree on the need for transition econonies to expand their trade.
The transition process to a market economy in countries in central and eastern
Europe has exerted a negative effect on production, GDP and, in many
countries, on foreign trade. Trade is vital for the success of the transition
to market economi es. Increasing exports will raise the necessary revenues to
i mport the capital goods which are required to restructure their enterprises.

I ncreased trade noreover will integrate the transition economes into regiona
and world markets. It will also boost the conpetitiveness of donestic firns
and allow for growmh in econonies still suffering fromreduced domestic
demand. In the short- to mediumterm as the barriers to the inport of goods
and services fall in transition econonm es and conpetition in their domestic
markets intensifies, the need to increase their exports will grow even
stronger.

3. Wiile in general there is agreenment on the need for transition economnies
to increase their trade and expand their exports, there is | ess consensus on
the causes and on the solutions to the transition economni es' trade problens.

I n exam ni ng causes of the transition econonies' trade problens, for exanple,
there is a wide debate as to the relative inportance between external trade
barriers (i.e. tariff and non-tariff barriers erected by western narket

econom es, agai nst eastern inports) and the internal barriers (i.e. the poor
conpetitiveness of donestic firns and | ack of adequate infrastructures and
institutional support) in accounting for trading deficiencies. In addition,
sone see trade financing problens as due to a chronic shortage of capital in
the region while others see the causes lying with the poor donestic financial
institutional structures. On the neasures and strategies to adopt to inprove
trading conditions, further debate is generated over the role of CGovernnents
in expandi ng trade, and the degree to which narket failure and infant industry
argunents can justify nore protectionist and interventionist strategies.
Additionally, the desirability of attracting foreign direct investnent to
expand trade has beconme a matter of considerable contention in severa
transition econoni es.

4, The answers to these and other questions which are discussed in this
report are highly relevant in building strategies to develop trade in the
region. The transition econonies need to evaluate the inportance of these
factors in order to nmake their trade polices nore effective and nore
efficient. Wth limted resources, together with the vast range of mneasures
they are confronted with, they will be conpelled to choose between those
neasures that are needed inmediately and those that can wait until certain of
t he ot her measures have been inplenmented. Wstern Governnents, too, nust
assess the inportance of these factors influencing trade, not only because
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they directly benefit fromthe enhanced trade performance of the transition
econom es, but because they want to be assured that their technical assistance
policies are being properly targeted to those areas where it will have best
effect. For example, should their technical assistance (on |egislative and

fi nanci ng advi ce) which has laid the groundwork for numerous privatizations

i nvol vi ng west ern conpani es be now consi dered appropri ate when one of the

ef fects of such investnments has been the raising of inport tariffs by
Covernnments to protect newy acquired conpanies and to deter new investnent?

5. It should be clear that the differences anongst transition econom es, as
well as the different stages at which they find thenselves in the process of
transition, nmakes the task of presenting a set of reconmendations for all
transiti on economies an extrenely daunting one. 1In the trade field, for
exanpl e, nost of the CIS States are in the early stages of nation and
institution building while the econom es of central Europe already have well
established institutions even if they are not conpletely structured for market
econonmies. Cearly, CIS States will have sets of priorities that will differ
fromthe central European countries. Nevertheless the transition process is
itself still a sufficiently strong conmon factor and the goals of trade and
export conpetitiveness sufficiently universal to justify the attenpt to cover
the transition economnies as a group

6. This report, however, given the scale of the topic and the relatively
limted tine frame, cannot cover all the issues affecting trade. 1t has thus
tried to be selective focusing on those areas where the UN ECE can nake a
particular contribution either through its own activities or in cooperation
and support of other international agencies and nmade suggestions for carrying
on with this work (see Part |, Section B, Recommendations). GCovernnents of
ECE nmenber States are encouraged to exam ne these proposals and invited to
make their own suggestions for followup work in an area which is bound to
increase in inportance as the processes of economic integration grow stronger
in the region.

7. The report is divided into three Parts: part I, sections A and B

provi des the Executive Sumary and Reconmendations of the report; part |1,
sections C, D and E presents the introduction of the report and a di agnosis of
the main problens affecting the trade of transition economes. Part |11,
sections F and G describes the specific neasures to facilitate trade and the
concl usions of the report.

DI AGNOSI S OF THE PROBLEMS
D. I MPORTANCE AND STRUCTURE OF THE TRADE OF TRANSI TI ON ECONOM ES

8. For the transition econom es of east Europe and the forner Soviet Union
foreign trade has been an inportant factor of econonic growh and the key
determi nant of their external balance. Except for Russia, all transition
economies are relatively small econonies with limted resources, and their
reliance on trade has been increasing ever since they broke away froma policy
of economic autarky in the late 1950s. Under the socialist regine, the
countries of central and east Europe tried to develop intra-group integration,
but those efforts failed because of the systenic deficiencies of centra

pl anni ng which led to nmassive nisallocation and wastage of resources. The
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significance of foreign trade further increased after the countries in the
regi on decided to open their econonies to international markets in the wake of
conprehensi ve market-oriented refornms initiated in the late 1980s and the

begi nni ng of the 1990s.

9. However, the overall trade performance of the countries of east Europe
and the former Soviet Union since the beginning of the transition process has
been generally di sappointing, with aggregate trade levels falling or at best
stagnating. The dollar value of exports in 1993 was in nost countries |ower
than in 1988, sonetines by large nmargins. |Inports generally fell less, and in
sone countries even increased quite substantially, raising problens in the

bal ance of paynments. The asynmetric devel opnent of exports and inports
resulted in a substantial deterioration of the trade bal ances of the
transiti on econom es between 1988 and 1993 (see table 1), and only in 1994
have sone signs of an inprovement begun to energe

Table 1
Foreign trade of transition econonies,
1988-1993, mllion US$

Country group 1988 1989 1990 1991 1992 1993
East Eur ope”

exports 53, 478 51, 052 48,551 43,471 44, 886 45, 057

i nports 48, 031 46, 735 45, 697 45, 636 52, 066 56, 837

trade bal ance 5, 447 4,317 2,854 - 2,165 | - 7,180 11, 980
Russi an Federati on

exports 74,735 71,148 50, 911 42,391 44, 297

i nports 77,932 81, 751 44,473 36. 990 26, 807

trade bal ance - 3,197 | - 10,603 6, 438 5, 401 17, 490

H Bul garia, Hungary, Poland, Romania, the Czech Republic and Sl ovakia

ECZechosIovakia until 1992).

Not e:

Roubl e trade flows in 1988-1991 for east Europe converted into dollars

at a "consistent" cross exchange rate (see: UN ECE Economic Bulletin for

Eur ope, Vol . 43/91).
Source: UN ECE data base and national statistics.
10. The foreign trade performance of the central and east European countries

( CEECs)

and i nproverent of trade bal ances.
the contraction of exports observed in the region since 1989,

i mprovenent over the first half of 1993 when exports fel

cent.

For the sane period,

declined by nearly 5 per cent,

observed in 1992 and 1993.
t he sl ow down of

west ern denmand,

the overall

val ue of
agai n marking a reversa
If export growth was chiefly driven by a revival of
i mports has been nostly a policy-induced

phenonenon which resulted from varyi ng conbi nati ons of

inthe first half of 1994 was marked by an expansion of trade fl ows

The expansion signals the first reversal in

and a mar ked

by nore than 4 per
inmports into the region
of the expansion

restrictive nonetary
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policies, protectionist nmeasures, shifts in trade regimes (gradual elimnation
of barter transactions) and, in sone cases, depreciation of donestic
currencies.

11. A conprehensi ve assessnent of trade devel opnents in the region is not an
easy task, chiefly because all the statistical nmeasures of changes in the
conposition and | evel s of east European trade are subject to varying but
substanti al degrees of inprecision.l/ Nevertheless, three nmgjor tendencies,
conmon to nearly all the transition econonm es, can be identified for the
period 1988-1993. These are: the overall fall of exports, the reorientation
of trade fromeast to west, and the shift in exports towards natural -resource-
based and rel atively | ess processed goods.

12. The contraction of exports was mainly caused by the collapse of the
Counci|l for Mutual Econonic Assistance (CMEA) tradi ng system which invol ved

t he abandonnent of artificially lowrouble prices and a shift to decentralized
trade anong the eastern countries. The parallel expansion of exports to

west ern nmarkets, made possible by the general liberalization of foreign trade
reginmes in nost transition econonies, has not been sufficient to conpensate
for the fall of intra-regional trade. On the basis of an assuned set of

consi stent exchange rates, 2/ the overall value of exports of six east European
countries dimnished fromUS$ 53.5 billion in 1988 to US$ 45 billion in 1993,
whil e the value of exports of the Russian Federation dropped from US$ 74.7
billion to US$ 44.3 billion. |In the same period, the conbined trade bal ance
of east European countries shifted froma surplus of US$ 5.4 billion to a
deficit of US$ 12.0 billion.

13. Despite the fall of export levels, the proportion of exports to GDP
remai ned relatively high in the transition econoni es because of the
contraction of output. The ratio of exports to GDP varied in 1993 from 17-20
per cent in Poland and Romania, to 32-34 per cent in Bulgaria and the Czech
Republic, with ratios of inports to GDP being generally higher. The relative
dependence on trade is lower in Russia and sonme other |larger CI'S countries.

It is inmportant to note that nost of the fast-growi ng Pacific R m econom es
exhi bit a nuch higher ratio of exports to GDP than these countries have done
to date.

14. The fall of total export |evels nmasks an inportant change in the
territorial structure of east European exports: the share of the former CMEA
partners in total exports declined frombetween 40 to 60 per cent in 1988 to
bet ween 15 and 30 per cent in 1993. Sinilar changes occurred on the inport
side. At the sane time, the share of western countries increased sharply,

wi th the European Uni on accounting now for between 50 and 75 per cent of total
exports of the transition econonies. Russia has been replaced by Germany as
the nost inportant single trading partner in the region

15. The dissolution of CMEA, the collapse of the forner Soviet narket, and
the overall I|iberalization of trade and paynents in east Europe have al
resulted in substantial shifts in the commmdity conposition of east European
trade. Mbdst adversely affected have been exports and inports of capita
goods, including engineering products, netallurgy and heavy cheni cal s.
Meanwhil e, the share in total exports of raw and semni -processed materials and
textiles increased sharply, as did the share of consumer goods in inports.
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16. A good part of these devel opnents has essentially been a result of the
renmoval of administrative constraints on trade characteristic of centra

pl anni ng, and as such shoul d be regarded as efficiency-inproving. Politically
notivated and economically unjustified trade fl ows have been di sconti nued and
new markets have been found, nostly in western Europe. However, there are

al so grounds for believing that in some respects the adjustnments nay have gone
too far, and that many potentially viable trade |inks have probably been
destroyed because of the sudden coll apse of existing institutional
arrangenents, |ack of necessary finance, abrupt changes in the externa
environnent, and the large increase in uncertainty. The switch fromforner
CMVEA nmarkets to new areas of trade expansion, nostly in western countries, is
a difficult and time-consumni ng process, which requires nanagerial and

mar keti ng experience, as well as substantial investment in physical assets and
skills; but neither is readily available in transition economnmies. The
precipitate dismantling of CVEA left intra-regional trade in disarray, and the
I ack of trading arrangenents suitable for a narket environment contributed to
i ncreased risks and high transaction costs, and depressed nutual trade well

bel ow econonmically justified levels. Al so, the transition econonies seemto
have been losing rapidly the export potential which they had accunul ated in
the past in the engineering and hi gh-technol ogy sectors.

17. If these observations are correct, they nay suggest that a purely libera
approach to restructuring is excessively costly in social terms, and may
result in the creation of "second class" economes in Europe. "Market-

friendly" policies can perhaps be used to a |l arger extent to order to support
activities which have the potential to adjust successfully to market
conditions. Historical experience with conventional industrial and trade
pol i ci es has been di sappointing in many cases, and the welfare | osses from

di scretionary and politically-notivated intervention may have been
substantial. To be effective, these policies nust be innovative, transparent
(rul e-based rather than discretionary), tenporary (gradually phased-out,
according to a pre-deternmined time schedule) and credible. The design and

i mpl enentati on of these "market-friendly" policies is a major task and
chal l enge for the transition economies at the current stage of market
transformation.

E. MAI N FACTORS AFFECTI NG THE TRADI NG COVPETI Tl VENESS
OF THE TRANSI TI ON ECONOM ES

1. Conpetitiveness: The Role of Industrial Strategy and Support

18. Successful trading countries are ones which have conpetitive economi es.
This is why in | ooking at ways and nmeans of expanding trade in transition
economies, it is worthwhile to exam ne the neaning of conpetitiveness and the
neasures whi ch are necessary to pronote it.

19. Conpetitiveness is not an easy concept to define. The OECD defines
conpetitiveness for a nation as "the degree to which it can under free and
fair market conditions, produce goods and services which neet the test of

i nternational markets, while sinultaneously maintaining and expandi ng the rea
i ncones of its people over the long term"™ The CECD definition, although
rather general, does underline the inportance of trade to overal
"conpetitiveness". However, it is not just trade which makes an econony
conpetitive. Trade is deternined by other factors, notably the level of its
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donestic productivity which is in turn deternined by the rate of investnment in
pl ants and equi pnent, R & D, education and training, etc. Strong investnent
itself requires a nodern financial systemand a conpetitive enterprise sector
Accordi ngly, expanding trade requires attention to factors which go beyond the
trade area.

20. Al'l countries, not just those in central and east Europe, recognize the
i mportance of conpetitiveness and the need to inprove it.3/ |In the United
States concern at large trade deficits and the | oss of many hi gh payi ng jobs
to foreign conpetitors fuelled di scussion about a general 1o0ss in
conpetitiveness, focusing attention on w der issues such as educati on and
training, innovation and investnent. The European Conmi ssion has published a
recent White Paper on the topic with the sanme broad renit.4/ Gernany and the
United Ki ngdom have issued separate reports.5/ National Centres of
Conpetitiveness are being established in countries as diverse as the United
States, Canada, South Korea, Portugal and Venezuel a.

(i) Measuring conpetitiveness

21. Covernnments have legitinmate purposes in desiring to neasure their
conpetitiveness. They wish to know how well they are succeedi ng against their
conpetitors. They also wish to ascertain where their conparative advant ages
lie and where they will lie in the future in order inter alia to provide
speci al assistance to the sector or sectors so defined (see Box 1), to fil
gaps in appropriate institutional and infrastructural support for those
sectors or to avoid making inappropriate investnments in sectors where they

t hought they had a conparative advantage but which in fact they did not.

22. Overal |l conpetitive scorecards are useful indicators of a country's
progress but of less value to the policy maker seeking sector- and branch-
specific information. One should note, however, that the Wrld
Conpetitiveness Report of 1994 includes three transition economies for the
first time in its annual survey. This report eval uates conpetitiveness
according to eight different factors which thenselves describe not only the
viability of an enterprise but also its conpetitive environment: domestic
economni ¢ strength; infrastructure; internationalization; managenent;
governnent; science and technol ogy; finance; and people. |In the 41 countries
listed in the Wrld Conpetitiveness Scoreboard of 1994, Pol and was pl aced

| ast, Hungary 39th and the Czech Republic 36th. The three transition econonies
which are included in the survey are anongst the six |east-conpetitive
countries and are placed behind such countries as India, Colonbia and

| ndonesi a.

23. Most nodel s of international trade explain the commodity conposition of
trade in terns of the | aw of conparative advantage: countries tend to export
t hose goods which have the | owest relative costs (and therefore prices) under
autarky. Direct neasurenment of past trade perfornance, or its "reveal ed"
conpar ati ve advantage (RCA) can be used, with sonme reservations, to explain
differences in conpetitiveness and trade. 6/ However, in the case of the
transition economies, any reveal ed advantage is bound to be strongly affected
by distorted relative prices and the production structures of the fornmer
central planning era. Mreover, in many transition econonies the trade and

i ndustrial data are not available for such nmeasurenents.
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BOX 1
PORTUGAL' S COVPARATI VE ADVANTACES

The Portuguese Mnistry of Industry, together with 47 of the
country's major private and public conpanies, hired the Mnitor Conpany, a
consulting firm headed by Harvard econoni st M chael Porter, to conduct a
study of Portugal's conparative advantages. The intent was to identify
t hose sectors of the econony that would be nost conpetitive for Portuga
in the short to nediumterm

The study's first phase identified three main areas: agriculture,
i ndustry and tourism Wthin these areas, Mnitor identified for further
review six entrepreneurial clusters: tourism w ne, footwear, textiles and
clothing, tinber products and autonobiles. In the second phase, the study
will specify actions to nodernize the six clusters.

Reactions to the study's first phase were controversial, as sonme of
t he sponsoring conpani es were expecting that the results of the study
woul d recomend the need for the country to concentrate on high tech and
i nnovati ve technol ogies. Mnitor's six clusters are all part of
"traditional" industries. Porter's response was that all industries can be
"high tech", and that the focus should be on upgrading themw th the nost
noder n equi prent and production techni ques.

Source: Export Today, p.38, "Wiy Portugal ?", July/August 1994.

24. Recent enpirical studies on central European countries based on nore data
on factor endownents confirmthe general perception that transition econonies
may be nost conpetitive in unskilled and semi-skilled |abour-intensive
products.7/ One study - which conpares unit values and i nputs for the sane
product category - to examine conpetitiveness in the trade between Germany and
central European countries, reveals that all the transition economni es, except
Hungary, specialize in low quality goods (and inport high quality German
goods). Hungary is the only country which has been able to establish a
relatively strong position in exports of nore sophisticated products.
Surprisingly, the Czech Republic reveals an insignificant |evel of "high
quality" exports. 8/

25. O her nmethods have been used to reveal conpetitiveness in transition
econom es. For exanple, one study using data on patents registered in the US
for western firnms which are attributable to technol ogical activity carried out
in east Europe between 1969-1990, has sought to identify local technologies in
transition economies with a potential for growh and trade. This data reveals
a concentration in research in the region associated with chem cals and

machi nery. Western chem cal and pharnaceutical producers have devel oped
certain categories of chenmicals in central and east Europe, while netal
producti on and nechani cal engi neering conpani es have created nachi ne
technol ogi es. 9/ This suggests, perhaps unsurprisingly, that in the fornmer
Conecon countries there is presently scope for devel opnent in sone of the nore
standard technol ogi cal fields.
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26. These and other data on conpetitiveness in transition econonies can only
be used as approxi mati ons of general trends. They do not provide policy
makers with objective indicators of which sectors or branches to pronote and
whi ch not to pronote.

(ii) Measures to boost conpetitiveness: role of industrial
strategy and support

27. At the outset of reforms, Governments in the transition econonies were
reconmended to liberalize their foreign trade sector speedily and in a

conpr ehensi ve manner. As indicated above, the effects of the rapid
liberalization in trade put pressure on these countries' trade bal ances and in
sone cases induced a shift in trade to | ow val ued products. The question this
raises is whether a nore interventionist trade policy, including selective

i mport protection, is now desirable in order to pronote conpetitiveness and
reverse sone of the undesirabl e consequences of what, from hindsight, my
appear to have been a too rapid liberalization

28. It is very difficult to build an econonic justification for intervention
by transition economies in specific industries as part of strategies to boost
trade and conpetitiveness. This is for the sinple reason that such policies
woul d not achieve their desired ends. 10/ Mich had been nade of the success in
t he past of Asian countries and the selection by Governnment officials of a
nunber of neo-infant industries for inport protection. Today, however,
research shows that in many relatively fragnmented i ndustries where entry
barriers are low and there are nunmerous firnms worldwide, it is exceedingly
difficult for a single Governnment through subsidies, inport protection or sone
other formof intervention to alter the international structure of trade or
conpetition, or durably influence its own country's international trade
performance. 11/ |In economic terms inport protection acts as a relative

di sincentive to produce for export narkets. The direct manifestation of the
cost of this anti-export bias is resource misallocation (higher resource costs
associ ated with production distortions) and higher prices to consuners
(consunption distortions). |In the reality of central and east Europe,

di scrimnatory protection can send the wong signals to interest groups, thus
creating a nonmentum for nmore protectionismwhile policy nakers, as said above,
face innunerable difficulties in actually defining where their countries
conparative advantages |ie.

29. However, one shoul d not dismiss policies of discretionary inport
protection for other reasons. Gven the technology and productivity gap

exi sting between western and eastern enterprises, rapid liberalization has the
potential for sweeping away nmany non-conpetitive industries. Protection of
so-cal l ed "senile industries" can therefore be justified on the grounds of
mtigating the adjustnent and social costs of liberalization. A gradua
phasi ng out of protection over say a five-to-seven year period is thus
preferable. Less justifiable is the protection accorded to some foreign

i nvestors, particularly in high technology industries. |In sone cases, in
return for investment and a cormitnent to jobs, foreign investors have been
guar ant eed excl usi ve purchasing deals with the State authorities. Inports of

goods covered in the agreement have been restricted. Wile linmting inports
may encourage western firms to invest, and nmay pernit a nodi cum of enpl oynent
to be retained over a few years, such agreenents put inpossible strains on
CGovernment officials, e.g. in ensuring that the technol ogy has been
transferred to the right specifications and on the agreed tinme schedul e.
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These agreenents al so provide no guarantee that a conpetitive industria
capability will remain once the agreenent has conme to an end.

30. For these reasons the use of selective industrial strategies to boost
conpetitiveness should not be seen as a panacea to the poor conpetitiveness of
transiti on economi es.

31. Covernments, however, do have significant roles to play if not through
i ndustry strategies but with policies of industrial support at the nationa
level. As a general principle, it is enterprises which create wealth, not

CGovernnments, and the primary responsibility for inproving conpetitiveness mnust
liewith firms. The Government's role will be thus to create an environnent
conducive to facilitating private enterprise transactions.

32. A detail ed description of the full gamut of policies which transition
econom es might adopt for this purpose lies outside the scope of this report.
However, it is necessary to nention some general features.

33. The Governments' primary objective should be to pronote sustained
econom ¢ growth and hi gher living standards by ensuring that markets work
properly and establishing a stable nacroecononic environnent for business.

A successful nmacroeconomic policy is central to conpetitiveness. Businesses
require stability in order to plan investnent strategies and to devel op
products and services. Rapid changes in policies are inimcal to this
objective; firms will be nore willing to invest if they can be reasonably
confident of sustained and steady growh in denmand. Controlling inflation is
al so an inportant objective because of the way it distorts prices and pushes
up interest rates. In transition as well as in devel oped nmarket econoni es,
hi gh inflati on encourages an enphasis on short-termprofit at the expense of
long-termreturns. Equally a conmitnent to sound public finances is required,
as without it the uncertainties and costs businesses face rise. H gh levels
of CGovernnent borrow ng increase the burden of public debt, raise interest
rates and ultimately force higher taxation rates or cuts in public spending.

34. Such macroecononi ¢ obj ectives, if successful, create the franework in
which the private sector can devel op. Privatization continues to be a key
policy objective for transition econonies. Already the growh in private
sectors is bearing fruit in many of the countries in transition bold enough to
have instigated conprehensive privatization programes. The privatization of
distribution networks, in particular, increases options for traders and
consuners alike.

35. In their nonetary and exchange rate policies, CGovernnments should rmake
capital inflows and outflows as free as is possible with a commtnent in the

mediumtermto full convertibility of currency transactions for both current
and capital account purposes. This latter objective of course was only

achi eved by OECD countries after nmany decades. At present there is free
convertibility for current account purposes only (with sone restrictions on
transacti ons by non-residents) which neans in some countries exporters having
to convert all their proceeds into the donestic currency at unfavourabl e

of ficial exchange rates.

36. Governnents, operating under the principle of fair and open markets, can
help their firnms conpete nore effectively in international markets through an
open trade policy, export pronotion, cutting subsidies and State aids and
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i mproving conditions for inward as well as for outward investnent.
CGovernnments should al so work to ensure nmarket access for their firnms and
secure for them advanced and conpetitively priced inputs for their production
processes by committing thenselves to reducing trade barriers.

37. The rul es and procedures of the new tradi ng system set up under the WO
shoul d be adopted as they will provide nmuch needed stability for nmarket
operators in transition econom es.

38. Export pronotion skills should be developed in transition econonies wth
Governnents playing a key role in providing information, advice and support
for exporters, drawi ng on the resources of their overseas offices and an
expandi ng supply network at home. Governments can help exporters further by
providing facilities for Export Credit Guarantees. In this regard foreign
assistance will be necessary for financing these facilities.

39. I nprovenent in the institutional environment in which enterprises can
boost their conpetitiveness is also vital. Finance for businesses to grow and
to trade should be the top priority of transition economnmies. Governments
anongst other things must, through reformof the financial sector, encourage
the supply of long-termfinance, the supply of capital to snall and medi um
sized enterprises (SMEs) and the availability of trade finance.

Tel econmuni cati ons noderni zation is essential, as is a good transport network.
The EBRD and the Worl d Bank, anobngst other nultilateral |ending agencies, have
targeted these sectors for support but further investment through different
fornms of financing (e.g. build, operate and transfer) will be necessary.

40. Busi nesses, their custoners and their suppliers all depend on a clear and
ef fective body of |aw and regulation. This basic comrercial franmework

i ncludes: conpetition; conpany |aw, conmmercial |aw, bankruptcy |aw,

standards; environnental regulation; and intellectual property |aw.

41. The conmmercial framework can stinmulate private sector devel oprent,
conpetition and innovation, and encourage enterprise. But if the framework is
weak it will act as a constraint and inhibit comerce. Sone businesses nmay go
el sewhere. The commercial framework nust be

- stable - so that it renpbves uncertainty to businesses:

- enforced - so that businesses are not penalized by the non-
fulfilnment of contracts or the failure to honour debts;

- lean - so it inmposes no nore burdens than are essenti al

- clear - so that business knows what it can and cannot do;

- applied consistently - so businesses can plan ahead; and,

- busi ness oriented - so that as far as possible businesses are free
to make conmerci al decisions without distortions caused by tax or
regul ation.

42. I nnovation is essential for competitiveness. Countries need conpanies

whi ch i nnovate. Successful innovation requires good nanagenent, appropriate
finance, skills and a supportive overall clinmate.
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43. Finally, human resources are crucial for a conpetitive econony.
Transiti on economies need to inprove the skill base of their economies. In

particular, a programme to devel op managenent skills in marketing and trade is
needed, establishing closer |inks between enployers and educati ona
establishnments in transition econonies.

2. Macroeconom c stabilization and structural reforns

44, The international conpetitiveness of the transition economies in the
first stage of their market transformati on has been affected by a | arge nunber
of external and internal factors. On the donestic side, the macroecononic
stabilization programres, as well as a wide range of institutional and
structural refornms initiated at the outset of the transition, have been the
nost inmportant influences on the short-run conpetitiveness of domestic
producers relative to foreign suppliers.

45, Most of the stabilization packages applied in east Europe in the early
1990s conpri sed several conponents conmon to nearly all countries, such as:

a) restrictive nonetary policies, including high real positive interest rates
and contraction of the volume of credit, b) sharp deval uati on of donestic
currencies, c) liberalization of nbost donmestic prices, and d) a contraction of
aggregat e donestic demand through direct cuts in governnent expenditure and
falls in private consunption and i nvestnment induced by falls in real incone
and wealth and by high interest rates. All these neasures strongly affected
trade conpetitiveness, although their individual inpact on exports and inports
vari ed.

46. Factors b) and d) clearly worked in favour of exports, through a

conbi nati on of positive (increased profitability of exports sales relative to
donestic sales) and negative (fall in the real donestic demand) influences.
By contrast, factors a) and c) m ght have been expected to affect exports
adversely, because of the reduced availability of export (and production)
financi ng and hi gher prices for donestic sales. However, because the initia
deval uati ons were typically excessive while a limted nunmber of price controls
remained in force, the inpact of stabilization policies on exports were
probably strongly positive overall. This has been confirned by the rapid
expansi on of exports fromtransition economies to western nmarkets in the

i mediate aftermath of transformation. On the inport side, the deval uations,
restrictive nonetary policies and the contraction of donestic demand have al
had a clearly negative inpact on the volune of inports (via decreased
profitability of inport purchases and | ower effective demand for inported
goods), although donestic price liberalization has worked generally in favour
of inports.

47. The trade of the transition econonies has al so been boosted by inportant
institutional and structural reforns. First of all, liberalization of foreign
trade and paynents, including the introduction of convertibility of donestic
currencies, allowed nany new econom ¢ agents and new products to enter foreign
transacti ons, a devel opment which pernmitted the exploitation of the anple
possibilities for price arbitrage through international trade. The
institutional opening towards foreign markets resulted in an across-the-board
expansi on of exports fromthe transition economes. The interna

i beralization of business activities has allowed donestic agents to choose
freely the best outlets and sources of supply, a pre-condition for a new, nore
optinmal pattern of trade, based on conparative advantage. O her reforns,
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i ncluding the inproved access for foreign direct investnent (FD) and the
creation of capital narkets, have al so strengthened the incentives and the
capacity to export.

48. However, the pro-trade inpul ses provided by the stabilization programres
are generally of a one-off character, and their effects on the gromh of trade
nmust be expected to weaken over tine. After the initial devaluations, nost
east European currenci es have appreciated in real terns, and unit |abour costs
have been increasing. Similarly, price and foreign trade |iberalization has
renoved the administrative constraints on trading activities, but it does not
guarantee the expansion of new, profitable exports. The nmarket reformnms create
the possibilities for trade, but not the trade itself; for this to happen, a
nunber of other conditions have to be nmet. First, enterprises in the
transiti on economes have to be willing and able to respond to these new
possibilities: this requires further refornms in the enterprise and banking
sectors, including restructuring and privatization. Second, resources have to
flowinto potentially viable export sectors to ensure restructuring; but
factor markets in transition econonmies are inperfect, and the inflow of FDI

has been bel ow expectations. Third, the prospects of future profits in export
sectors are still blurred by the uncertainties surrounding domestic

nmacr oeconom ¢ policies and the long-termsecurity of access to western

mar ket s.

49, Sone of these constraints are clearly beyond the control of the
transition econonies, but nmany can and nust be addressed by nore innovative
donestic policies. Sustained growh in the transition econonies can only be
assured if it is based on a recovery of fixed investnent and a conti nued
expansi on of exports; along with financial stabilization and fisca
consol i dation, these should be the key policy priorities in transition
econonmi es.

3. Internal barriers to export devel opnent and enterprise conpetitiveness

50. In many cases traders in the transition econom es responded quite well to
the coll apse of the former trading system Substantial trade was reoriented
fromeastern to western markets. However, continued inprovenent is required

if the external sector is not to energe as a constraint on output. This in
turn will nean dealing with a nunber of internal barriers that can be seen at
the national and at the enterprise level, the nost salient of which are

descri bed bel ow.

(a) Main obstacles to trade at the national |eve

(i) Payment s

51. One of the principal difficulties faced by traders concerns paynent-

rel ated problenms. Until and unless enterprises can be assured of pronpt
paynent for goods and services, there is no real basis for trade. The causes
of paynments difficulties include high |evels of debt, high interest rates and
hi gh taxation; the inadequate and inexperienced financial sector; the |ack of
adequate export credit and export insurance facilities; and the difficulties
in enforcing contracts and in inplenmenting bankruptcy | aws.
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(ii) Infrastructures

52. Exporters are severely handi capped by the | ack of nodern efficient

t el econmuni cati ons and a secure and reliable transport system New

i nvestments are required to bring these infrastructures up to the necessary
standard. Al so Covernnents thensel ves have added to the transport probl ens by
setting up costly and tine-consum ng trade procedures, involving the
processi ng of Custons docunentations and the collection of transit fees.

(iii) Poor channels of information

53. At the national |evel, CGovernnents, business sector associations and
chanbers play inportant roles in the channelling of information about market
opportunities and market access conditions. But in npbst transition econonies,
Covernnents still play only a marginal role in information provision while
busi ness associ ati ons and chanbers are in the process of being devel oped.

(b) Main obstacles at the enterprise |eve

(i) Low productivity

54. The | arge size of plants, overnmanning and poor utilization of |abour and
machi nery means that many firnms suffer fromchronically | ow | evel s of
productivity, which cannot be offset by | ower wages.

(ii) Managenent and human resources

55. Wil e creating excellent managers froma technical and scientific
standpoi nt, central planning isolated themfromdirect contact with their
suppliers and custoners. Most enterprises in fact never devel oped an in-house
capability to undertake an efficient marketing of their products. Under the
distorted structure of incentives under central planning, managers did not
have to el aborate strategies to sell their products to the donmestic, |et al one
to foreign markets. This, however, varies; in sonme countries, |ike Hungary,
enterprise managers had nmuch nore contact with, and hence know edge of,
foreign markets.

BOX 2
PRCDUCI NG TRACTORS IN M NSK AND | N COVENTRY

A typical exanple of a plant suffering from poor productivity is the
Bel arus tractor factory in Mnsk. Wth a total workforce of sone 30, 000,
of which only about one third were directly enployed in the production of
tractors, it produced sone 80,000 tractors per annum The sanme year, the
Massey Ferguson Tractor Plant in Coventry, England with just under 2,000
enp
| oyees produced 120,000 tractors. Even when one takes into account the fact
that the Coventry plant is nodern and nore automated than the one in M nsk,
the difference in productivity is nevertheless highly significant.

56. Wor kf orces have a high level of skills, which even if these are not fully
adapted to the requirenents of the market place, nakes thempotentially
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conpetitive. However, discipline, work attitudes, working conditions, wages,
etc. are poor which nmanifests itself in poor workmanshi p and absenteeism |In
addition, there is large overstaffing with nmany enployed in activities -
constructing and nai ntai ni ng housi ng conpl exes, many hospitals, schools, etc.
- extraneous to the production activities of the enterprise.

(iii) Plants and equi prent

57. Wth few notabl e exceptions, the majority of enterprises are housed in
| arge, antiquated, badly raintained buildings that are filled with equally

| arge, heavy, ageing machinery and equi pnent. Many enterprises do have

aut omat ed nmachi nery but they tend to be underutilized. Mbdern nachinery can
create bottlenecks if used alongside the far slower, older equipnent. Al so
the poor state of many factories di scourages owners frominstalling the nost
expensi ve and | at est equi prent.

(iv) Products and market-rel ated probl ens

58. Many of the products currently nmanufactured in transition econom es fai
to neet the stringent regulatory (e.g. health and safety, environment) and
desi gn specifications enforced in the west. Product quality falls in many
cases far below international standards. Wile quality controllers may
generally be able to ensure a product's correct conpliance to standards that
can be neasured physically, chenically, etc. they generally lack the criteria
in which to judge the subjective characteristics of products, such as design
surface, finish, style, colour, etc. As a result there are nmany products that
conply exactly to specifications in terns of di nensional tolerances,
durability or performance, but whose visual inpact and presentation |eave nuch
to be desired.

(v) Costing and pricing

59. Havi ng been brought up in an era when all prices were fixed by the
Covernnment, enterprise nmanagers |ack the basic know how on the correct costing
and pricing for their products. |In many cases, products are offered at too

low a price, because their full costs of production have not been cal cul ated
correctly and their quality, design and devel opnment costs have not been
reflected in the price.

60. In other cases, the price asked for a product is far too high conpared to
simlar products offered by conpetitors. This unsatisfactory situation will
continue until proper costing and pricing techni ques and know how are acquired
by the enterprises, and the nunber of accountants in the country increases.

(vi) Delivery

61. On-tinme delivery of products to the custoner is one of the deciding
factors for sustained narket penetration. Custoners will refrain from

pur chasi ng even the highest quality products that are conpetitively priced if
t hese cannot be delivered within an agreed delivery schedule. Enterprises
fromtransition econom es have difficulties in nmeeting such contractua
obligations particularly in the regional narkets due to transport and transit
difficulties. The custonmer of course does not care whether the delay is due
to suppliers or soneone else's deficiencies; the basic problemis ensuring
predictability of delivery.
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(vii) Export packaging and | abelling
62. The non-availability of satisfactory packing materials and i nadequate

labelling is a common problemfor enterprises in this region. Good packagi ng
and | abelling are essential to prevent damage in transit and for a conpetitive
presentation of products to custonmers. Packages and | abels shoul d be
sufficiently attractive and designed in such a way that they help advertise
and sell the products. The text printed on | abels nust always be in the

| anguage of the custoner's market and nust conply fully with that narket's
often quite conplex |abelling regulations and requirenents.

4. Access to markets

(a) The Uruguay Round as a framework for market access

63. When the Uruguay Round of trade tal ks between the Contracting Parties of
the GATT began in 1986, the Soviet bloc was still a political reality. The
Counci |l for Mitual Economnic Assistance (CVEA) was the principal trade
framework for the countries of central and east Europe, and their economnies
were subject to socialist central planning. The eight |ong years of trade
negoti ati ons coincided with the collapse of the Soviet system the demn se of
the centrally-pl anned econonies, and the re-entry of the successor countries
to the world econony. The successful conclusion of the Uruguay Round and the
i mm nent establishnent of the World Trade O ganizati on now provides the
framework for the transition econonmies to liberalize their econom es and
adjust to free narket trading conditions.

64. The Czech Republic, Slovakia, Hungary, Poland and Romania are contracting
Parties to the GATT and wi |l becone founder nenbers of the WIQ  The GATT
Secretariat understands that all the transition econonmes wish to join the WO
inthe nediumterm but many will need tinme and substantial technica
assistance to adapt their trade policies and economic structures to the free
market rules. In the nmeantine, there will be differential inpact on those
transiti on econom es who are GATT nmenbers and those who are at an earlier

stage in the transition process.

65. Overall, the GATT Secretariat forecast that the Uruguay Round woul d
expand worl d trade by between 9 and 24 per cent.12/ The extent to which
transition econonies benefit will in |arge nmeasure be dictated by their
capacity to participate in international trade and their conpetitiveness. The
transition economies are narginal to the world economny, accounting for |ess
than 2.5 per cent of world trade in 1992.13/ But the Uruguay Round shoul d be
seen as a perm ssive framework which shoul d encourage the transiti on econom es
to accel erate their adjustment processes.

66. The main results of the Uruguay Round nay be summari zed as four-fold:

- mar ket openi ng neasures

- stronger rules on free and fair trade

- new i nternational rules on services, intellectual property and
trade-rel ated i nvest nent

- a new i nternational agency: the WO
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67. These neasures will have conbined quantitative and qualitative effects.
In the case of the transition econonies, the short-terminpact may be negative
- for exanple, tighter controls on environnment-related trade - but in the
mediumto |onger termthey are expected to benefit substantially fromthe
liberalized trade franmework, probably by nore than the nost-devel oped
economi es. Agriculture and textiles, notably, are two sectors which should
benefit significantly fromthe conclusion of the U uguay Round.

68. In the case of those transition econoni es who are GATT Contracting
Parties, the benefits will be nore inmediate. At the sane tinme, however, it
shoul d be stressed that the beneficial effects of the U uguay Round on their
exports to their major markets in the European Union will be overtaken by the
Eur ope Agreenents. They provide an increasingly favourable framework for
reducing barriers to trade between the EU and the Czech Republic, Slovakia,
Pol and, Hungary, Romani an and Bul gari a.

69. Enpirical evidence from Sl ovakia, Hungary and Pol and confirms the

i mpossibility of firmqualitative estimtes of the inpact of the U uguay
Round. So much depends on the capacity of the transition econonmies to respond
to market demand and to produce conpetitively to neet the required quality
standards. There are pervasive expectations that the Uruguay Round wil |

pronpt nore east-west joint ventures, especially in services. Mreover, the
fact that the GATT menbers in east Europe will open their markets, bind their
tariffs, and dismantle protectionist quantitative restrictions is likely in
turn to encourage western investors to set up in these transition econom es,
not only to supply the domestic narket but also for intra-regional exports. 14/

70. Russia, the largest trading entity anong the transition econom es, is not
a GATT Contracting Party and did not participate in the Uuguay Round. It is
anticipated that the Russian Federation will negotiate accession to the Wrld
Trade Organization later in the decade. The nmajority of Russian comodity
exports already nmeet mininmal tariff barriers. For Russia, the priority is to
ensure that the Wuguay Round does not result in nore discrimnation against
its processed exports. Russia seeks to establish equality as a basic
principle within a conmprehensive, global trading system But the Russian
econony is still subject to substantial State regulation and the transition
process has yet to be conpl et ed.

71. The Trade Policy Review Mechani sm established in the Uuguay Round will
act as a neans of inposing discipline on the transition economni es regarding
their trade policies. It will also offer theman assurance of access to third
country markets and reinforce a rul e-based international trade environnent. 15/

(b) Access to western markets

72. Greater market access is considered one of the nost effective neans of
supporting the refornms: not only does it strengthen the capacity to inport,
but it facilitates structural adjustnent and the devel opment of a new pattern
of trade, based on conparative advantage reflecting new relative prices.

73. Many transition econonies, however, have conpl ai ned that various neasures
taken by western CGovernnments have linmted the access of their goods to western
mar ket s and have harmed their trading performance. On the other hand, in the
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past five years, an array of new trade agreenents and unilateral actions has
resulted in a major liberalization of trade relationships between the west and
the transition econonies. These accords have facilitated the growth of
eastern exports to the devel oped narket econom es, which has partially of fset
the loss of trade with their former CMVEA partners, and contributed to the
dramatic reorientation of their trade flows toward the west. The degree to
whi ch western markets have i ndeed opened to producers from east Europe can be
exanmined in terns of western countries' policies on (1) tariffs; (2) non-
tariff barriers; and (3) other factors that may restrict trade.

(1) Tariffs - Most Favoured Nation (MEN), General System of Preferences
(GSP) and Preferential Trade Agreenents (PTAs)

74. Concerning the award of Mdst Favoured Nation (MFN) and General System of
Preferences (GSP) status to transition economes, it should be noted that
since the 1960s and 1970s all transition econoni es had benefited from MFN
status in western Europe and Canada. The US, however, granted MFN to Hungary,
Pol and and Romania only very recently. The European Union granted MFN to the
ex-USSR in 1989 within the framework of its Trade and Cooperati on Agreenent.
MFN status was re-confirned by the Partnership and Cooperati on Agreenent
signed in June and July 1994.

75. Under GSP, western industrialized nations give preferential rates of duty
to | ess-devel oped countries, w thout receiving reciprocal trade concessions
fromthem sensitive products are usually excluded and ceilings are set on the
benefits available to any one country for a specific product. GSP rates are
not binding, they can be revoked unilaterally in case of export surges and
other circunmstances. Obtaining GSP status inproves in principle the ability
of transition economes to penetrate western markets. |In January 1993 GSP was
granted to several CIS countries by the EU. Some 10 per cent of the products
of CIS States are eligible for GSP treatnment; if the GSP is used by CS, the
average tariff for industrial products entering the EU woul d anount to only
0.3 per cent. 16/

76. Al t hough used in the past, these tariff concessions towards transition
econoni es have been re-extended since the countries began their reforns.

Part nershi p and Cooperation Agreenments for exanple, covering a w der area than
trade, have been signed in sumer 1994 between the EU and the Republic of

Mol dova, Russia and Ukraine. However, tinetables for discussions on
transformng these tariff concessions into Free-Trade Agreenments will not be
di scussed before 1998.

77. Preferential trade agreenments (PTAs) offer the nost substantial tariff
reduction. They cover all products except sone agricultural products. The
Europe Agreenents (signed with the EU) and Free-Trade Agreenents (signed with
EFTA) in contrast to the GSP, provide for reciprocal tariff concessions.
Neverthel ess the reciprocity is not imediate as the transition econonies were
given nore time before they nust lower their trade barriers (principle of
asymetry).

78. By early 1995, EU restrictions on nost of these PTA beneficiary
countries' industrial goods had been conpletely lifted. The only exceptions
are these countries' coal and steel products, for which the remaining tariffs
are to be abolished by the end of 1995, and textile products covered by the
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Mil ti-Fi bre Arrangenment which is due to be tariff-free by the end of 1996

For the latter, sone quantitative restrictions will also remain unti

1 January 1999. |In Decenber 1994 at the EU Council neeting in Essen, it was
decided to adjust the liberalization granted to Bulgaria and Romania to the

| evel s of the Visegrad countries. The Baltic States also started to benefit
frompreferential access to the EU nmarket as of 1 January 1995 with the entry
into force of Free-Trade Agreenents.

79. The Uruguay Round agreement will have a differential inpact on market
access in the ECE region. Since 1 January 1995, the transactions of those
countries which conduct their trade on an MFN basis are subject to | ower
tariffs as a result of the inplenmentation of the first of five equa
reductions in scheduled tariffs. As regards those transition economi es
enjoying preferential arrangenments, the EU Europe Agreenents and EFTA Free
Trade Agreenents (FTAs) stipulate a reduction in the original tariffs (i.e.
the so-called basic duties) in the light of the Uuguay Round results.

I mpl enent ati on of these reductions will preserve, at least in part, the

pref erences accorded under the association agreenents and the FTAs. In those
cases where tariffs have already fallen to zero, and probably in sone where
t hey have not, the exporter's preferences will be eroded and thus lead to
greater price competition fromthird countries (the erosion of preferences
benefiting Bulgaria and Ronania is | ess pronounced due to the |agged

i mpl enentation of their interimagreenents). In 1995 the Baltic States will
have benefited, first, fromthe inplenentation of tariff cuts under their
FTA's with the EU and, secondly, fromthe further reduction of basic duties in
t hose agreenents that are linked to the Uruguay Round reductions.

(2) Non-tariff barriers

80. Quotas, voluntary export restraints or price regulations, the Milti-Fibre
Arrangenent (adninistrative sharing of available quotas for textiles,
targeting transition economies as State-trading countries) have been largely
elimnated, as the enterprises are no |onger considered to be State-trading
conpani es. Those non-tariff barriers which remain are concentrated in
"sensitive" sectors (i.e. agriculture, iron and steel, chemicals, textiles and
apparel). This protection partly offsets the favourable inpact on trade
brought about by the lowering of traditional trade barriers (e.g. tariffs and
guotas) in western markets. Contingent protection may restrain the exports of
goods in sectors other than those to which the specific neasures are applied.
Al'l exporters (and potential foreign investors) nmay feel that their goods,
too, will becone a target for protectionist actions and, as a result, reduce
their sales (investnents) bel ow what they woul d otherwi se be. There is a
danger too that the use of these instrunents will have a knock-on effect on
transiti on economies. On the other hand, the EU has now abolished al

specific quantitative restrictions which previously applied to State-tradi ng
countries. Safeguard clauses have been applied in the case of al um num

Seven categories of products exported by Russia have been subject to anti-
dunpi ng duties and eight others are under investigations. |[|f concluded, the
total volume remaining affected would represent |ess than 1 per cent of total
trade. 17/
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BOX 3
H GH TECHNOLOGY PRCODUCTS FROM THE EAST

Sone transition econom es have identified problens of market access
for their high technol ogy products. However, as regards standard
protection, evidence of particularly high tariffs can be found in neither
the EU nor in the United States.

In the EU, for instance, the MFN inport tariff rate for satellites is
6.4 per cent. For mlitary airplanes and helicopters the MFN rate varies
between 5 and 15 per cent. For el ectronic conponents and ni croprocessors
it is never higher than 14 per cent and for tel ecommunicati on equi prents
it is around 7.5 per cent. These rates cannot be considered as being
especi al Iy high, when conpared for exanple with the 20 per cent M-N i nport
duty faced by footwear products, or with the inport regime of agricultura
goods. Evidence of significant non-tariff protection that would apply to
hi gh technol ogy products in general could not be found, either

Source: Code des Douanes 1994, Uni on Européenne, Custons Code 1994, USA

81. However, there is inevitably a time |ag between adopting new neasures and
a general recognition of the changed situation in the transition econom es.

Per haps nore needs to be done by State agencies to create greater awareness in
the private sector of new opportunities.

(3) QO her actions that may restrict trade

a. Heal th, safety and environnental neasures

82. Mar ki ng and packagi ng requirenents, quality certification neasures,

envi ronnent al standards on products and packagi ng and transportation can al so
represent trade barriers. Informati on on these neasures is often very
difficult for exporters fromthe transition econonm es to obtain

b. Anti - dunpi ng and countervailing duties

83. Wil e technically not barriers, it is often suggested that anti-dunping
or countervailing duties are used to limt conpetition because the

i nvestigatory procedures are often |ong and expensive. Transition econoni es
face specific problens. Wthin the framework of the GATT, special procedures
were established for anti-dunping enforcenent on inports originating in so-
called State-tradi ng econonies that require references to a third country's
prices. This procedure was considered unfair by transition econom es because
of the dramatic differences their econom c structure. Russia is still treated
as a State econony, but has abolished its nonopoly on trade. Even those
transiti on econom es consi dered nmarket economnies face problens because the EU
sometines still uses the nethods of "constructed value" (using the costs and
prices of a surrogate country) rather than donestic sales as a reference.
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BOX 4
ANTI - DUMPI NG PROCEDURES

Anot her conpl aint of the transition economes is the adm nistration
and verification of the cost/price questionnaire that producers charged
with dunping are required to fill out: too short delays; differences in
accounting systemns; unavailability of relevant infornmation on the
enterprise; artificial nature of exchange rates; etc.

84. Dunping is a threat when economes suffer fromallocative and productive
inefficiencies. For allocative efficiency, relative prices nust reflect costs
of production. For productive efficiency, firms which do not use the nost

ef ficient conbination of inputs to produce given outputs nust pay a penalty
(ultimately, to be declared bankrupt). However in transition economes, it is
argued that as a result of the w despread failure of enterprises to pay debts
and the |l ack of enforceabl e bankruptcy procedures to rid the markets of non
performers, allocative and productive efficiency becone distorted. 18/
Consequently, it is suggested that these distorted features can make a pri cing
strategy based on incurring losses in the short term (e.g. dunping through
predatory pricing) a sustainable strategy for certain firns. Cearly this can
create trade frictions with western partners.

85. The effects of anti-dunping on transition economni es can be assessed by

| ooking at the direct and indirect effects of such actions. As far as the
central European economi es are concerned the direct effects appear rather
marginal. As seen in Table 2, the nunber of anti-dunping cases begun by the
Eur opean Uni on has declined steadily since 1988. |In addition EU anti-dunpi ng
neasures cover 0.32 per cent of EU inports fromBulgaria, the Czech Republic,
Hungary, Pol and, Romani a and Sl ovakia, and 0.36 per cent of industrial inports
fromthese countries. Relatively nore anti-dunping actions however have been
t aken agai nst CI'S exporters. 19/

Table 2
Initiation of EU anti-dunping cases agai nst the CEECs

1988 1989 1990 1991 1992 1993

Bul gari a 1 1 1
CSFR 1 1 1

Hungary 1 1 1 1
Pol and 1 1 2 1

Rorani a 2 2 1

Tot al 6 6 0 4 2 2

Source: Costello et. al. (European Econony 1994).
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86. Probably nmore significant has been the indirect effects of anti-dunping
nmeasures, although nmeasurenent of such effects on both inward i nvestnent and
on trade is very difficult.20/ However, studies on the indirect effects of
trade caused by anti-dunping have identified the very threat of action as
having a strong trade deterrent effect.21/

C. Rul es of origin
87. Rul es of origin are conditions a given product nust neet in order to
benefit froma preferential trade reginme. |n the Europe Agreenents, the

"l ocal content requirenent"” is 60 per cent on the average, depending on the
product. 22/ Materials inported in the producer country (i.e. the EU or any
Associ ated State) cannot account for nore than 40 per cent of the value of the
i nputs used in the production of the goods concerned. This situation was
eased by the diagonal curul ation of rules of origin decided in Decenber 1994
at the EU Council in Essen. Once inplenented, this decision will allowinputs
i nported from any Associated Party to be considered as local in calculating

| ocal content. This neasure was ainmed at pronoting trade integration between
the Associ ated States, and has considerabl e potential for expanding trade.

d. Protection of property rights

88. The Europe Agreenents state that protection of property rights can be a
ground for justifying restrictions on trade. This nmay becone a problem for
the Associated States, since the "doctrine of exhaustion"” will not be applied
within the framework of the Europe Agreenents. 23/ This neans for instance
that cheap products fromcentral and eastern Europe can be prevented from
entering the EU markets as parallel inports. This feature may becone a
negative factor, since the Associated States are trying to escape fromthe
situation of dependency, created by the concentration of their exports in a
few | ow val ue- added products and raw nmateri al s.

89. To sumup, for States benefiting frompreferential trade agreenents wth
western countries, progress should still be made towards inproving market
access. For non-beneficiaries the situation is nore difficult. Al though 83
per cent of Russia's exports to the EU enter tariff free, and the wei ghted
average tariff for Russian industrial exporters to the EUis estinmated at only
1.1 per cent (due to the high share of raw materials in Russia's exports), for
producers of so-called "sensitive goods" the nmarket-access conditions are far
fromconstituting the ideal framework for their transition to narket

econom es. Despite the progress nade to date, nany individual enterprises in
the CIS fear that EU narkets are closed to them

(c) Access to eastern markets

90. The decline in trade between the countries of the former CVEA was steep,
particul arly anongst the States belonging to the CS. Since the degree of
trade dependence in the region was extrenely high, the re-establishing of sonme
trade relations could be positive. |In particular, it would allowthe
producers of capital goods which are not able to conpete on western narkets to
export again to their traditional markets. Thus, the revival of intraregiona
trade coul d provide exporters with time and resources to restructure in order
to gain conpetitiveness.
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91. In order to revive intraregional trade, certain States have signed
agreenments on a bilateral and nmultilateral basis to |iberalize their trade.
The Central European Free Trade Agreenent (CEFTA) was signed in Decenber 1992
by the Czech and Sl ovak Federal Republic, Hungary and Pol and in Visegrad
(hence the so-called "Visegrad group”). It entered into force in March 1993.
Al barriers on nutual industrial trade are to be disnmantled by 1 January
2001. The Baltic Free Trade Agreenent (BFTA) was signed in Septenber 1993 by
Estonia, Latvia and Lithuania. It entered into force in April 1994 and covers
nostly industrial goods. In Septenber 1993, all CIS States with the exception
of Ukraine (which is an associ ated nmenber of the CI'S) signed a treaty

envi sagi ng the establishment of an Econonic Union in which the free
circulation of all factors of production would be guaranteed.

92. Having significantly liberalized their inport regime when the reforns
were | aunched, the transition econom es have tended in sonme cases to
re-introduce tariff barriers. Russia for instance adopted in July 1992 an
average inport tariff rate of 5 per cent. Two years later, after severa
revisions, the average tariff rate was increased to 14 per cent, with peaks at
100 per cent of certain goods. Recently, a partial revival of regional trade
has been observed among central European countries, which nmay reflect the
beneficial effects of the CEFTA. On the other hand, the entry into force of
the Baltic FTA and the CI'S Economic Union are still too recent to have had any
maj or i npact on intraregional trade.

93. However, although trade agreenents have led (or will lead) to tariff
reducti ons anongst the transition econonies, many non-tariff barriers remain
and new ones have been established. These include the adoption of a grow ng
nunber of new standards and regul ati ons. For exanple, some countries which
opted for future accession to the European Union are trying gradually to
upgrade their sanitary, ecological, and other requirenments to align themwth
those of western Europe. This can create barriers to nutual trade as regi ona
producers, even if they are aware of the |atest regul ations, are not always
able to nmeet the new requirenents.

5. Rel ati ve inportance of external and internal barriers in the trade of
transition econom es

94. Havi ng exani ned both internal and external barriers to trade of goods
fromtransition economes the followi ng i ssues can now be assessed: (i) the
degree of inmportance market operators attach to these barriers; (ii) the
relative inportance of external and internal barriers to exporters in the
transition economies; and (iii) the extent and effectiveness of the western
techni cal assistance directed at alleviating the problens identified by the
mar ket operators.

(i) The relative inportance of external and internal barriers to
exporting in transition econonies

95. According to a survey of 42 Romani an exporters carried out by the UN ECE
in conjunction with the Centre for Pronotion of Small- and Medi umsized
Private Enterprises in Bucharest, the follow ng areas, ranked in order of

i mportance, have proved particularly troubl esone:

a. | ack of information on foreign nmarkets, prices and standards, and
insufficient help fromthe donestic export pronotion agency;
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b. deficient infrastructures and, in particular, problens related to
Cust ons procedures;

C. lack of lowinterest export finance and paynent-rel ated probl ens;

d. i nsufficient quality of Romani an goods and services, which prevents
them from neeting international standards

e. the lack of know edge of Romani an products on international markets
and their bad reputation;

f. restrictive market access conditions (tariff and non-tariff
barriers);

g. problens in neeting the price and quality level of internationa
st andar ds;

h. governmental and bureaucratic obstacles (e.g. corruption);

i enbargo-related inpossibility of using the Danube river for
transport.

96. An OECD survey was carried out a few years earlier. This tends to
present the sanme type of problens faced by exporters, namnely:

- i nfrastructures (tel ecomruni cations, transport);
- under devel oped banki ng sector and financial services;

- i nefficient Custonms administration and ot her border-crossing
facilities;

- i nformation: excessive and frequently changi ng regul ati ons on al
aspects of foreign econonmic relations: delays in receiving
i nformati on on domestic regul atory changes, |ack of information on
| onger -term gover nnent econom ¢ poli ci es;

- i nsufficient access to western comercial information: prices,
regulations (the inability to deliver GSP origin certificates,
i ncorrect registration of textile quotas);

- techni cal barriers: standards, quality problens.

97. A survey of inporters undertaken by the CECD, involving 2,000 purchasing
prof essionals from Germany identified:

- negative quality standards;
- credit wort hiness;

- Cust ons servi ce;

- neeting delivery tines.

98. O her surveys of inporters confirmthat the main barriers were the same
as those identified by donestic firnms (conmuni cations, Custons services,
unstabl e regul atory environnent, paynent difficulties).
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(ii) The relative inportance of external and internal barriers to
exporting in transition econonies

99. The rel ative inportance of external and internal barriers depends on the
country, its conpetitiveness, the sector and industry. For Romania, the
survey showed that internal factors were nore comonly cited than externa
barriers. Market access problens were ranked only sixth in ternms of their

i mportance as trade barriers. The OECD survey furthernore confirms this
picture that donestic barriers were rated by exporters fromthe transition
econom es nore highly than external ones.

100. Results fromquestionnaires, while illustrative, do not always provide
the reliable indicators of reality that researchers are |ooking for. However
in the absence of econonetric analyses to determne the relative wei ght of
internal and external factors, it is these or specific sectoral analyses that
researchers are left with to draw their concl usions.

101. If we take east European agriculture, which is often cited as an exanple
of a sector where the transition econonm es possess conparative advant ages

(Bul garia, Hungary and Pol and were traditionally major exporters of agri-food
products) but who do not reach their full potential because of the protection
of western markets, we find, on closer exami nation, that such conpetitiveness
may be exagger at ed.

102. On the supply side, in the first stage of transition, part of the
supplies for available exports were actually surpluses resulting from
decreased donestic demand, not production for export per se. Production too
declined significantly, due especially to uncertainty of farm policies and
restructuring, drop in input use and drought. |ndeed, in some countries, the
shortage of supplies |led Governnments to establish a tenporary ban or contro
on exports. Low productivity and efficiency of agricultural holdings is

anot her crucial obstacle, which may be explained, in particular, by tenporary
di sturbances due to land reformand farmrestructuring, decrease of investnent
in the sector, low input use (chemicals, certified seeds), obsol ete equipnent,
and | ack of skills and nanagenent abilities. For instance, in the |ivestock
sector, the breed mx and the feed conversion rate are frequently rather poor

103. The organi zation of nmarkets in agricultural products, especially
institutional and nmarketing aspects, have broken down and now need to be
restored. Market transparency has to be established: information on supplies
and outlets, prices, quantity and quality requirenents, market trends, etc. is
required; |ikew se for stock exchange, whol esal e narkets, farners

organi zati ons and professional chanbers. The absence of such institutions
hanper both domestic and external trade. Sales abroad strongly need export
facilities such as export pronotion and credit. In contrast, in western
countries there are highly organi zed tradi ng and processi ng corporations,

whi ch provide fierce conpetition which is extrenely hard to neet.

104. Because of |ow productivity, rather high costs and poor marketing, prices
of agri-food products fromthe transition econonies are frequently too high
conpared to international prices. The challenge of transaction lies precisely
in achieving a structural shift away fromthese problenms. Adequate investnent
and techni cal assistance can bring about dramatic inprovenents and there is

evi dence to support the view that east European agricultural markets are
benefitting.
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BOX 5
COVPETI TI VENESS OF HUNGARI AN PI GS

Hungari an pi gs have an average | ean neat-to-fat content of 46 per
cent; conpare this to 60 per cent plus | ean neat content of Danish pigs
and it is obvious that Hungarian producers start with a distinct
di sadvantage in the highly conpetitive west European market.

Sour ce: "Not what it seens: EC quotas can appear protectionist but are
they the only obstacle to trade?", April 1994, Business Central Europe.

105. On international markets, especially those in western countries and the
Eur opean Union, the quality of the products is the key factor for
conpetitiveness. Quality covers various requirenents: comercial, sanitary,
phytosanitary, as well as presentation and packagi ng. Labelling for consuner

i nformation, including environnmental aspects (eco-labelling), require

i ncreased attention by producers, sellers and public authorities. As
transiti on economies were in the past nainly oriented towards narkets in
central and east Europe, quality was not given so rmuch inportance.
Accordingly, in the transition econom es which are major exporters of
agricultural products, the pronotion of quality is a priority in new food and
agricultural policies, with the primary objective to conply with internationa
requi renents (European Uni on, UN ECE commercial quality standards). 24/

106. Thus, while there are clear external barriers to the access of east
European agricultural products to western narkets, e.g. variable |evies,
subsi di es and quotas, the lack of conmpetitiveness of this sector in transition
econom es neans that even if these barriers did not exist there would be no
certainty that sales of east European products woul d expand unl ess the
products thensel ves were inproved. Technical assistance and agricultura
noder ni zati on programes will play an inportant role in upgrading future
producti on.

(iii) The extent and effectiveness of the western technical assistance

directed at alleviating the problens identified by the narket
operators

107. The CECD s (CCET) Register contains information on technical and

humani tari an assi stance provided to transition econom es by CECD countries.
Several barriers were chosen to see whether (and how rmuch) western countries
assi stance had been targeted to these areas:

- Custons admini stration: nmpost assistance centres on training of
Custons officials, automating information collection and desi gning
legislation. Only three projects nention supplying equipnent. No
project directly mentions efforts at increasing the efficiency of
services for exporters or inporters;

- technical barriers to trade (health and safety neasures, narking
and packagi ng requirements, quality certification procedures): the
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assi stance projects focused on joint senminars, help in standards
and ot her regulatory drafting;

i nformati on on market access problens: no specific assistance
projects were on record, but the ITC and other agencies are
currently inplenenting several projects;

t el econmuni cati on and banking: the register search reveal ed, not
unexpectedly, that a | arge nunber of well-funded assi stance
programes are focused in this area, but are not necessarily
targeted as assistance for exporters.



E/ ECE/ 1311/ Add. 1
page 29

Not es

Conparison of pre-reformand post-reformtrade flows is difficult as it
requi res conversion of trade flows expressed in largely artificial prices
and in transferable roubles into dollar values. Statistical coverage of
trade transactions has al so changed as a result of the unification of

rul es of statistical reporting which nakes tenporal conparisons even nore
problematic. Frequent deval uations and high inflation further blurred
the picture of trade, and the conparison of trade levels with GDP | evels
gi ves biased results because the official exchange rates are in nost
cases seriously undervalued. Finally, for some newy independent
countries conprehensive foreign trade statistics sinply did not exist
prior to transition.

See UN ECE, Economic Bulletin for Europe, Vol.43/91.

Sone econoni sts have, however, criticised this concern with
conpetitiveness, in particular focusing on what they saw to be the
dangerous inplications it had for trade policy. Paul Krugman has for
exanpl e argued that obsession with conpetitiveness would | ead Governnents
to msallocate resources through protectionist industrial policies and
corporate subsidies. However, generally speaking, CGovernnents, while
adhering to the need to increase their countries internationa
conpetitiveness, have shunned restrictive industrial policies or
protectionismand rather given their support to further l|iberalization of
world markets, as synbolized in the GATT trade agreenent, and to the
principle of fair and open markets. They have however tended to take a
broader view of the factors |leading to conpetitiveness. See Pau

Krugman, "Conpetitiveness: A Dangerous (bsession", Foreign Affairs 73
(March/ April 1994); Peddling Prosperity: Econonic Sense and Nonsense in
the Age of Diminished Expectations, (New York, N Y.: WW Norton 1994).
For a critique of Krugman's views, see Daniel Burton Jr. et al in "Jobs,

Trade and National Prosperity" in The Washington Quarterly, Autunn 1994.

Conmi ssion of the European Communities; Gowth, Conpetitiveness,

Enpl oynent: The Chall enges and WAys Forward into the 21st century. [COM
(93) 700] (1993)].

Report of the Federal Governnent on the safegquarding of Germany's future
as an industrial location, [Federal Governnent] (1993); Conpetitiveness:

Hel pi ng Business to Wn, CM 2563, London: HMSO (1994).

For the nethodol ogi cal problens in using conparative advantage as a neans
of measuring conpetitiveness, see D. WIlianmson, Trade and Industria

Policy in Devel oping Countries, 1993.

See D. Rosati, "The Econom c | nterpenetrati ons between the EC and Eastern
Eur ope: The Consequences for Polish Industry", Brussels 1994 nineo; L.

Hal pern, "Conparative Advantage and Likely Trade Patterns of the CEECs",
CEPR Di scussi on Paper Series, No. 1003.

Econonic Bulletin for Europe, UN ECE, Vol. 46 (1994), pp. 57-64.
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9/ "International Trade and Technology in Industrial Restructuring in
Central and Eastern Europe", John A Cantwell (minmeo), 1994.
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See "The | npact of the Positive Conclusion of the Uruguay Round on
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See "The Inpact of Foreign Direct Investnment on the Trade of Countries in
Transition: Results of a Prelinminary Survey", TRADE/ R 617.
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See Trade Issues in the New I ndependent States, Constantine
M chal opoul os, Studies of Econonmies in Transition, No. 7, The Wrld Bank

Washi ngt on, 1994, pp. 15.16.
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See European Conmi ssion docunment, "Des échanges commerci aux et de
| ' assi stance dans les relations entre |I'Uni on Européenne, |es pays
d' Europe centrale et orientale et ceux de |l a Comunauté des Etats
i ndépendants", MZ NN FW 13 Cctober 1994.
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EC i nformal statistics docunment on "Anti-dunpi ng neasures currently in
force: cases involving central and eastern European countries and C S',
10 Septenber 1994.
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D. Begy and R Portes, "Enterprise debt and economic transfornation:
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Europe", Centre for Economic policy Research, Discussion paper No. 695,
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P. A. Messalin, "The association agreenents between EC and central Europe:
trade liberalization versus constitutional failure?" in J. Flenmng and J.
Rollo (ed.), Trade Paynents and Adjustnent in Central and Eastern Europe
and L.A. Wnters "VERs and expectations: extension and evi dence",
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Wthin the EU, this legal principle prevents property owners from banning
sales of "parallel inmports" in order to earn excess profits.

For the main exporting transition econonies, sales on west European
markets are regul ated by agreenments with the EU and EFTA, including
guotas, and m ni mum prices which are to be progressively adjusted over a
transitional period. Prospects for nenbership in OECD and later in the EU
are already now defining the overall framework and the orientations to be
foll owed by agricultural and trade policies of transition economes. On
international markets in general, najor obstacles for exports come from
agricultural support and trade policies and subsidized prices, although
the GATT agreenent will progressively dimnish the | evel of those
subsi di es.



