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Foreword

Price liberalization was one of the very first reforms undertaken by
many countries of Eastern Europe and the Former Soviet Union at
the start of their transition from centrally planned to market
economies a decade and a half ago. In the case of tradable goods, this
meant opening up domestic markets to international prices and liber-
alization of the countries’ trade policy regimes. In short order, exter-
nal tariffs were lowered, and import quotas and other nontariff barri-
ers (NTBs) were reduced or eliminated. At the same time, the CEMA
(Council for Mutual Economic Cooperation), the central planning in-
stitution that had administratively governed these countries’ trade
with the rest of the world—as well as trade among themselves—was
dismantled. This was often accompanied by other fundamental re-
forms, such as macroeconomic stabilization and privatization. These
reforms revealed that many enterprises were uncompetitive at inter-
national prices and resulted in countries losing guaranteed outlets for
their products, precipitating what has come to be known as the “tran-
sition recession.” The recovery was characterized by an expansion of
exports and the ignition of economic growth. In turn, this brought
about higher incomes and reduced poverty for many people of the
Region. The early—and bold—actions on the trade front proved to be
critical down payments that facilitated the integration of these coun-
tries into the world economy.

Xvii
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Foreword

Indeed, the transition from central planning to market systems
could not have occurred without greater openness to international
trade. This study, From Disintegration to Reintegration: Eastern Europe and
the Former Soviet Union in International Trade, finds that over the past 15
years, the Region as a whole has experienced rapid trade flows and
today trades largely in line with other regions of the world at compa-
rable levels of income.

It appears that two new intra-Regional trade blocs are emerging,
however. One largely comprises the eight new European Union (EU)
member countries, which are increasingly trading with the most
advanced economies in Europe and enjoying relatively high national
incomes. The other bloc is generally populated by economies of the
Commonwealth of Independent States (CIS), many (though not all)
of which are still dominated by commodity trade, exhibit increasingly
centralized and segmented trade patterns reminiscent of the planning
era, and are significantly poorer, although the Russian Federation and
Ukraine have experienced considerable international integration and
are middle-income economies. Most of the seven countries in South-
eastern Europe lie somewhere in between these two blocs, but are
increasingly aligning themselves with the former. While these trends
are surely evident, as the study shows, the increasing bifurcation of
trade in the Region is by no means predetermined. As has happened
elsewhere, countries that have not only opened trade but also sys-
tematically implemented complementary domestic or “behind-the-
border” policies have been more effective in leveraging international
integration to raise growth rates.

To be sure, virtually all of the countries in the Region still need to
pursue further trade policy reforms, and some require fundamental
liberalization of their trade regimes. In this regard, early accession to
the World Trade Organization (WTO) for the 10 countries in the
Region that currently are not members would be beneficial, especially
to take advantage of the present Doha Round negotiations. By the
same token, benefits would arise from regional trade agreements
(RTAs) that create rather than divert trade. The bigger—and largely
Region-wide—unfinished agenda, however, concerns behind-the-
border reforms. The most critical of these are enhancing domestic
interenterprise competition and governance, developing trade-facili-
tating infrastructure, and deregulating the services sectors. While
meeting these challenges will require policy reforms (such as improv-
ing market access in agriculture) by developed countries and support
for technical assistance (for example, in customs reform) from inter-
national donors, the lion’s share of actions will need to come from the
Region’s countries themselves.
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XiX

This study, part of a new series of regional studies, is intended as a
contribution to the World Bank’s goal to work more effectively with
our partners in the Region to foster economic growth and reduce
poverty through greater integration into international commerce. It
complements two recent studies on growth, poverty, and inequality
and on job opportunities in the Region. Forthcoming reports on
migration and infrastructure will look at other key economic and
social opportunities and challenges for the Region. I hope that this
series of studies will stimulate debate, promote better understanding,
and spur action to bring about prosperity for all.

Shigeo Katsu
Vice President
Europe and Central Asia Region
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Overview

As the world marketplace becomes increasingly globalized, much is at stake for
the prosperity of hundreds of millions of people in Eastern Europe and the
Former Soviet Union (the Region), now in their second decade of transition
from Communism to capitalism. One hallmark of the transition is the Region
coming almost full circle in reintegrating into international commerce, albeit
not precisely where it started with the onset of Communism near the beginning
of the twentieth century. A decade and a half after the disintegration of the
Soviet trade bloc, the Region as a whole has experienced rapid trade flows and
now trades largely in line with comparable regions in the world. But two new
intra-Regional trade blocs are emerging. One is tending toward trade with the
advanced countries in Western Europe and enjoying relatively high national
incomes. The other bloc is significantly poorer, and tending to pull back toward
a Russia-centric sphere. Its economies are still dominated by commodity trade,
and risk non-participation in the modern international division of labor. The
formation of the second bloc is not inevitable, however. As has happened else-
where in the world, transition countries in the Region that have opened trade
and judiciously implemented complementary domestic or “behind-the-bor-
der” policies have been more effective in leveraging international integration
to raise growth rates. Nevertheless, virtually all of the countries in the Region
need to pursue further trade policy reforms, and some still require fundamen-
tal liberalization. The bigger—and largely Region-wide—unfinished agenda,
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however, concerns behind-the-border reforms. These include enhancing
domestic interenterprise competition and market flexibility, strengthening
basic market institutions and incentives for sound governance, developing
trade-facilitating infrastructure, derequlating services sectors, and attracting
cutting-edge foreign direct investment (FDI). While meeting these challenges
will require policy reforms by developed countries and assistance from inter-
national donors, the lion’s share of actions will need to come from the Region's
countries themselves.

A decade and a half have passed since the disintegration of the Soviet
trade bloc. For 70 years the bloc had interrupted the Eurasian conti-
nent’s long economic history of international commerce with much of
the rest of the world, thus largely isolating almost half a billion people
in the 27 “transition” countries of Eastern Europe and the Former
Soviet Union (the Region)! from the modern global marketplace. With
the fall of the Berlin Wall, the dissolution of the Soviet Union, and the
breakup of Yugoslavia, the Council for Mutual Economic Cooperation
(CMEA)—the key central planning mechanism that managed how the
countries of the Region traded with each other as well as with the out-
side world—no longer had any obvious purpose, and was terminated.

The implication of CMEA’s demise was more than symbolic. It
meant that, in practice, the Region’s global trade was no longer chan-
neled through administrative functions. At the same time, transac-
tions that had previously been essentially domestic within an
integrated region suddenly became international trade, conditioned
by market forces and international trading practices and rules. Where
previously such transactions had been mediated across different terri-
tories through one currency and under common laws and regula-
tions, now they cut across new national boundaries, were paid for in
different currencies, and were subject to new national customs
authorities and procedures.

The dismantling of the Soviet bloc brought economic chaos and a
collapse of trade flows that compelled countries in the Region to begin
to reintegrate into the global economy. By the mid-1990s, the transi-
tion of an increasing number of countries to market economic sys-
tems began to take hold and, today, most of the Region’s countries are
significantly better integrated into the global economy than at any
time since the Russian Revolution. The Region now sends and
receives more than two-thirds of its goods and services to and from
the rest of the world (EBRD 2003) and, since the mid-1990s, trade
growth has been faster than in any other region worldwide.? The
Region’s exports have tripled and imports increased two and one-half
times.
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Open Trade: The Critical First Step

Without open trade, none of this could have occurred. Liberal trade
has propelled growth in the Region, as has been the case elsewhere in
the world (Frankel and Romer 1999, Dollar and Kraay 2002).

In the early years of the transition, many countries in the Region
adopted liberal import policies in short order. However, a domestic
institutional bias against competition and enterprise restructuring dis-
couraged exports, with the result that the increased flows (of imports)
did little to enhance productivity and increase growth. In fact, they
created distortions and exacerbated poverty. In time, however, the
countries that responded to increased import flows by allowing
resources to be flexibly reallocated throughout the economy, facilitat-
ing the ability of firms to compete with one another, and eliminating
disincentives to export, engendered a supply response where prices of
tradable goods rose, new jobs were created, and growth increased.

At present, the Region comprises economies with fairly open trade
policies. On average, tariffs range from 3.3 to 11.6 percent.®> Much of
this trade policy liberalization was carried out autonomously by the
countries themselves in the early years of the transition, albeit with
encouragement and support (and discipline) by the international
development community. In subsequent years, such liberalization
has been occurring through the European Union (EU) accession
process and through the fashioning of various bilateral and regional
trade agreements (RTAs). Moreover, 17 countries of the Region, as
well as Turkey, are now members of the World Trade Organization
(WTO), with most of the others—all in the Commonwealth of Inde-
pendent States (CIS)—in various stages of the WTO accession process.

Leveraging International Integration into Economic Growth:
A Reciprocal Process

The most prosperous countries of the Region are those that found
ways to leverage greater international trade into more rapid growth.
They have not accomplished this by liberalizing formal trade policies
alone, however. They have also instituted complementary behind-
the-border (domestic) structural and institutional reforms that foster
trade. These countries include the Czech Republic, Hungary, and
Slovenia. Of such reforms, several that stand out for their effective-
ness are those that promote competition between enterprises and
sound governance; deregulation of services sectors; development of
infrastructure systems that facilitate trade; attraction of FDI; and real-
location of labor and other resources when market conditions change.
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These reforms can conflict with vested interests and have not
always been easy. However, establishing trade links, especially under
international commitments and agreements, has helped lock in these
hard-won domestic reforms. The converse is also true: countries in
the Region that have been most successful in implementing internal
market reforms have also tended to be the ones that were most effec-
tive in integrating into the world marketplace. In short, growth dur-
ing the transition has been engendered through a mutually
reinforcing two-way effect between international integration and
domestic structural reforms.

Thus, while the reform of trade policies is necessary to ensure sus-
tainable growth, it is not sufficient. For most of the countries in the
Region this leaves a significant behind-the-border reform agenda
unfinished. Moreover, several, such as Belarus, Tajikistan, Turk-
menistan, and Uzbekistan, are still relatively closed and have yet to
put in hand fundamental trade policy reforms.

The Challenge for the Region and the World

Much is at stake for the prosperity of hundreds of millions of people
of the Region. Thus, understanding the dynamics that are shaping the
contours of international integration that have emerged—and are
likely to emerge—in the Region is a crucial challenge for the medium-
term economic development agenda. This is true not only for these
countries’ policy makers and trading partners, but also for interna-
tional financial institutions and the donor community; indeed for the
future of the world trading system as a whole.
Addressing this challenge raises several questions:

e Why have some countries in the Region integrated internationally
to a greater extent and in different ways than others, and what do
the current trends portend for the future? How have the Region’s
goods and services, their production, and trading methods changed
among the countries over the course of the transition, and what
are the implications for competitiveness and growth?

e How does trade performance of the Region of today compare with
that of other regions of the world? What factors in the Region are
most important in conditioning the relationships among greater
international integration, geography, policy reforms, and growth?

e Which policy reforms are likely to be most effective in using trade
as a lever to enhance growth in the Region? Is the Region’s trade
policy too restrictive? What is the impact of developed country
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protectionism? What are the priority policy issues that govern-
ments in the Region should focus on, and what can the interna-
tional community do to be most effective?

This study seeks to answer these questions.*

Summary of Principal Findings

Two trading blocs are emerging. The countries of Eastern Europe and the
Former Soviet Union are becoming more like a “typical” region
regarding trade, with most of the economies registering merchandise
trade flows as a share of gross domestic product (GDP) largely in line
with other countries of comparable size and levels of development.®
However, the pace, nature, and extent of the Region’s international
reintegration differ strikingly from its earlier historic pattern of inte-
gration—both among the constituent countries and with the rest of
the world. Moreover, it is characterized by pronounced variations
that, in effect, are forming the countries into two new trading blocs.
One is Euro-centric, comprising the eight new members of the Euro-
pean Union (EU-8),° Turkey, and, gradually, the seven Southeastern
European (SEE) countries.” The other is “Russia-centric,” largely
comprising the 12 countries of the CIS.3
The two blocs have begun to coalesce in terms of:

e Volume and direction of trade flows

e Commodity composition and factor intensity of trade

e Export competitiveness

¢ Development of trade facilitation institutions and infrastructure

¢ Extent of intraindustry trade, both in the services sectors and by
participation in global production-sharing networks through FDI

¢ Extent to which trade flows enhance domestic competition and
governance, and vice versa.

But the blocs” boundaries are soft. Of course this admittedly sharp binary
prism masks the more complex realities. There is a sizeable difference
in scale between the emerging blocs, and there is significant intra-bloc
heterogeneity. Total merchandise trade flows of the EU-8 and SEE are
almost twice the size of those of the CIS. At the same time, while the
wealthier and larger CIS countries, such as the Russian Federation and
Ukraine, have some trading attributes akin to those of the EU-8 or
SEE, the smaller and poorer CIS countries show decreasing participa-
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tion in the modern international division of labor. By the same token,
some of the SEE countries, such as Bosnia and Herzegovina, the For-
mer Yugoslav Republic of (FYR) Macedonia, and Serbia and Montene-
gro, exhibit trade patterns more along the lines of CIS economies.
Indeed, while the overall group of SEE countries is increasingly gravi-
tating toward the Euro-centric pole, in fact they are doing so at differ-
ent rates. Consequently, at this point, along some dimensions the SEE
countries form a “middle ground” between the two poles.

A dichotomous region is not inevitable. The emerging differences in the
present pattern of international integration in the Region could con-
tinue for the foreseeable future. So, too, could differences in the
countries’ prospects for economic growth and prosperity. But the
formation of the second bloc is not inevitable; the alternative is the
direction taken by the transition countries that have already been
able to leverage international integration to raise growth rates
through complementary behind-the-border reforms. A detailed
summary of the policy actions to achieve the desired results appears
at the end of this Overview.

The unfinished policy agenda. Some actions will require significant
measures by developed nations, such as improving market access in
agriculture and removing the “nonmarket” designation they apply to
transition countries in antidumping cases. Technical assistance is also
needed from the donor community to strengthen trade-related insti-
tutions in the Region, especially for the low income CIS countries.
Because they are neither classified as “least developed” countries nor
have realistic prospects for EU accession, they tend to get overlooked
in qualifying for certain aid.

In the end, however, much will depend on reform actions under-
taken by the countries in the Region themselves. In the area of trade
policy, needed reforms include further tariff reductions; elimination
of nontariff barriers (NTBs); reduction of disincentives to export;
aggressive pursuit of WTO accession (especially where EU accession is
unrealistic); and rationalization, harmonization, and consolidation of
existing RTAs.

Arguably the more challenging tasks would be vigorous imple-
mentation of economywide behind-the-border reforms. Particularly
important are policies that foster greater competition and sound gov-
ernance, that improve trade facilitation mechanisms, that liberalize
services sectors, that improve the climate to attract FDI, and that cre-
ate greater flexibility in labor and capital markets.
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Coming “Full Circle?” The Reemergence of Eastern Europe
and the Former Soviet Union in International Markets

In the aftermath of the dissolution of the Soviet bloc, economies con-
ditioned by command and control regimes began a transformation
into economies based on market institutions and incentives. The
changes unfettered firms’ and consumers’ economic decisions, which
increasingly came to be determined more by the forces of supply and
demand than by administrative fiat. The result was to unleash a drive
for international reintegration.

Two “Poles” Emerging: Trade Patterns and
Performance of the Reintegrated Region

A dichotomy in merchandise trade growth. Total merchandise trade of
countries in the Region since the start of the transition has grown
significantly, but exhibits a highly heterogeneous pattern, both over
time and across subregions; see figure 1.° For the Region as a whole,
merchandise trade flows (in dollar value and in real terms) have
grown significantly since 1993: exports almost tripled and imports
increased by a factor of 2.5.19 Trade growth was greatest for the EU-
8, where exports and imports increased by factors of 3.6 and 4.1,
respectively. The CIS is at the other end of the spectrum: exports and
imports expanded by factors of 2.1 and 1.5, respectively. In between
is SEE, where exports grew by 3.5 and imports increased 2.7 times.

Services trade growth. A similar picture emerges of the Region’s growth
of trade in services. Services industries were accorded low priority
under central planning. They were not considered a productive activ-
ity. But as part of the process of the transition to modernized
economies, the services sectors have begun to emerge as a dynamic
force in economic growth in the Region. In recent years, telecommu-
nications, transportation, and energy services, among other network
industries, as well as banking, have been core targets of domestic
reform in the Region. As in other regions of the world, international
trade (and investment) in such services sectors also has begun to
increase in countries located in the Region.!!

The growth in the value of both exports and imports of services for
the overall Region in 1993-2003 significantly exceeds that of compa-
rable regions in the world. Not surprisingly, however, at present, the
Region’s volume (by $ value) of services trade as a share of global ser-
vices trade of exports and imports of services generally remains small.
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FIGURE 1
Eastern Europe and the Former Soviet Union’s Merchandise Exports
and Imports as a Share of GDP PPP, 1994-2003
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Source: International Monetary Fund (IMF) Direction of Trade (DOT) Yearbook.

Note: CIS = Commonwealth of Independent States; EU-8 = European Union-8; GDP = gross domestic product;
PPP = purchasing power parity; SEE = Southeastern Europe.

There are significant differences within the Region, however. Ser-
vices trade flows—whether in terms of exports or imports—grew
fastest in the SEE countries between 1993 and 2003, followed by
those in the EU-8. In contrast, the CIS economies’ services sectors
remain largely closed. Their services sectors are heavily burdened by
regulation, protection from the competitive pressures that accom-
pany exposure to international trade.

There are few data available on the direction of trade in services for
the Region. But telecommunications traffic flows suggest that much
of the Region’s trade in services, largely by the EU-8 and SEE, is ori-
ented toward Western Europe. More than half of all outgoing
telecommunications traffic originating in the eight new EU members
states and in SEE goes to the EU. This compares to less than 2 percent
for Central Asia and the Caucasus, and 8 percent for Russia, Ukraine,
and Belarus. This effective bifurcation of the Region’s countries—in
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this case in terms of services trade—is a characteristic increasingly
endemic along multiple dimensions of the overall pattern of interna-
tional integration in the Region.

Patterns of the destination and origin of merchandise exports. Over the
course of the transition there have been significant changes in the
destination and origin markets of both the exports and imports of
merchandise by the Region. While age-old destination and origin
markets on the Eurasian continent still figure prominently for most of
these countries, less traditional, newer locations have been gaining
strength in certain instances. Most striking is the increasing bifurca-
tion of the Region into two trade “poles”: the geographic pattern of
trade flows is moving toward a Euro-centric clustering and a Russia-
centric clustering.

On a global basis—that is, considering the countries’ trade flows both
outside and inside the Region—for the most developed economies of
Eastern Europe and the Former Soviet Union, the EU-8, the major
export destination market today remains the more advanced countries
in Europe (figure 2). The EU-15 comprises the 15 EU member states
prior to May 1, 2004: Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portu-
gal, Spain, Sweden, and the UK. Indeed the share of the EU-8's global
exports sold in the EU-15 rose over the decade, while their correspon-
ding export share within the Region fell. The EU-8’s share of exports to
the rest of the world (ROW) increased sizably over the decade, another
indicator of the EU-8’s increased international integration.

Over the course of the decade, the geographic spread of CIS mer-
chandise exports has become more concentrated. The CIS’s largest
destination market for its merchandise exports in 2003 was the same
as it was in 1993—the EU-15—but only marginally so. In fact, the
share of CIS exports shipped to the Region’s countries grew substan-
tially, while the share of exports shipped to the EU-15 declined sub-
stantially. Latin America and the Caribbean (LAC) and, to a much
lesser extent, Africa, have proven to be new markets for CIS exports,
with a doubling of the export shares over the decade.

The global pattern of merchandise export penetration for the SEE
countries falls somewhere in between that of the EU-8 and CIS. The
largest shares of SEE exports are accounted for by EU-15 and the
Region’s customers. Like their wealthier EU-8 counterparts, the SEE
countries sold proportionally more exports in EU-15 markets than in
the Region’s markets between 1993 and 2003. On the other hand, as
in the case of the CIS, the share of exports from the SEE group of
countries destined for the LAC markets has substantially increased. At
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FIGURE 2
Eastern Europe and the Former Soviet Union’s Share of Total World
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the same time, SEE export shares in North America (U.S., Canada, and
Mexico), South Asia, and East Asia declined.

On an intra-Regional basis, the destination patterns of merchandise
exports of countries in the Region are particularly revealing (figure
3). While the major destination market for intra-Regional merchan-
dise exports by the EU-8 in 1993 was the CIS, today, following a
major locational shift over the decade, most of the intra-Regional
exports sold by EU-8 countries are to other EU-8 countries. This nat-
ural change in the trade pattern is a hallmark of the EU-8 countries’
development success, particularly the restructuring and moderniza-
tion of their enterprise sectors.

The pattern of intra-Regional merchandise exports for the CIS is
just the reverse. Rather than enlarging the share of their intra-
Regional exports to the wealthier countries in the Region, the CIS’s
share of intra-Regional exports in the EU-8 market decreased while it
increased in the CIS market itself. The share of CIS exports within the
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FIGURE 3
Shares of Intra-Regional Merchandise Exports in Eastern Europe and
the Former Soviet Union
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Region also declined in the SEE market. Taken together, these data
suggest that CIS exports within the Region have become more (sub-)
regionalized and concentrated.

For the SEE economies, like the EU-8 grouping, there has been a
significant shift over the period 1993-2003 as the EU-8 surpassed the
CIS in being the dominant destination for intra-Regional merchan-
dise exports originating in SEE. Indeed, the share of SEE intra-
Regional exports rose in the EU-8 market and fell—even more
dramatically—in the CIS market. The share of intra-Regional exports
sold in the SEE market by SEE producers remained relatively the
same over the decade.

Patterns of the destination and origin of merchandise imports. The emerging
two-pole paradigm is equally evident on the import side of the equa-
tion. On a global basis, the share of EU-8 imports purchased from the
EU-15 rose and purchased from the Region fell. There also was signit-
icant growth in the corresponding share of EU-8 merchandise imports
from North America, which has remained the EU-8’s largest non-
European import market. As in exports, the CIS tends to have a pat-
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tern of global import markets that is the most diversified compared to
the other country groups in the Region. But in contrast to its exports,
CIS global import shares have become somewhat more diversified.
Importantly, the CIS’s largest origin market for imports worldwide is
now the Region, whereas it used to be the EU-15. As in exports, the
global pattern of merchandise import sourcing for SEE falls some-
where in between that of the EU-8 and CIS. The largest shares of SEE
global imports are accounted for by EU-15 producers.

The EU-8 market remains the primary origin of intra-Regional EU-
8 merchandise imports. However, the CIS’s share of intra-Regional
imports from the EU-8 market decreased and it increased in the CIS
market. Again, as in exports, these data suggest that CIS trade has
become more concentrated. For the SEE economies, there was a sig-
nificant shift: whereas in 1993 the EU-8 was the major origin market,
most SEE intra-Regional imports now come from the SEE market
itself. At the same time, as is the case for their wealthier EU-8 coun-
terparts, the share of SEE intra-Regional imports purchased from the
CIS has declined.

Clustering in product concentration, commodity composition, and factor inten-
sity of trade. Typically, with greater economic development, diversifica-
tion of the composition of a country’s trade increases. Has the Region’s
transition from central planning to market-oriented development
resulted in increased diversification of exports? Overall, the Region’s
progress in product diversification of exports has been limited and, in
some cases, commodity concentration of trade has worsened. In the
aggregate, the number of exported products for the Region declined
between 1993 and 2003, and the share accounted for by the largest 3
as well as the largest 10 products in total exports has increased. The CIS
countries are the least diversified; indeed, their product diversification
has substantially deteriorated over time, notably after 1996. This has
been most striking in Azerbaijan, Georgia, Kazakhstan, and Russia,
where oil and gas are increasingly the prominent exports.

Product concentration of trade has also been increasing, though in
a different form, in the EU-8 countries, notably Hungary and the Slo-
vak and Czech Republics, and particularly in heavy industries such as
automotive production and parts. The Baltic countries, particularly
Latvia and Lithuania, have managed nevertheless to improve their
export diversification profiles. The SEE countries, on the other hand,
remain the most diversified, due to an increase in low value-added
exports, such as textiles, among other factors.

The concentration of exports in primary commodities remains
large and is increasing in the CIS countries, where the average share
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of ores, metals, and fuels (oil and natural gas) in total exports
increased from 38 percent to 47 percent over the period 1996-2003.
With the collapse of manufacturing exports following the breakup of
the Union of Soviet Socialist Republics (USSR), most of these coun-
tries had shifted toward commodity exports. In the natural resource-
rich countries such as Azerbaijan, Kazakhstan, Russia, and
Turkmenistan, trade in energy and raw materials experienced a boost
and compensated for the decline in manufacturing trade. By the same
token, Tajikistan’s exports are dominated by aluminum, and Kyrgyzs-
tan relies extensively on exports of gold.

Differences among the Region’s countries in factor endowments,
initial conditions, and level of development have largely conditioned
the factor intensities of the Region’s exports and imports. The varia-
tion in the factor composition of merchandise exports falls along two
lines.!2 In less developed, resource-rich and labor-endowed coun-
tries, such as the Central Asian Republics and the Caucasus, exports
of labor-intensive products tend to be dominant. Merchandise exports
of the more developed economies—the EU-8—are on average more
capital intensive. Indeed, many of the more developed countries in
the Region have increased the technological content of their traded
goods: the EU-8 countries have more capital-intensive exports than
other countries in the Region.

However, some EU-8 exports, such as textiles and footwear, are,
on average, more unskilled-labor intensive than exports of the CIS.
This characteristic—if sustained—poses risks to both the wage regime
of workers entering the EU-8 labor market in trade-related sectors
and the incentives conditioning workers’ investment in human capi-
tal. Moreover, because labor costs in these countries are relatively
high, reliance on unskilled labor-intensive exports may not be sus-
tainable in the long run, given the growing competition from low-
wage countries in Asia and elsewhere.

In the main, while there has been substantial change over the
course of the transition in the commodity composition and factor
intensity of trade by the EU-8 and the SEE economies, relatively little
has changed in these regards among the CIS countries, which effec-
tively have been frozen in time. The result is that these countries are
not active participants in the evolving international division of labor.
The existing composition and factor intensity of exports puts the
future growth prospects of the CIS at risk.

A dichotomy in the interactions between trade intensity and domestic competi-
tion and governance. The interactions between the extent of interna-
tional integration and of domestic competition in the Region’s
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countries over the course of the transition have manifested them-
selves in several ways. On the one hand, in the countries where
import penetration has been greatest, firms have been most prone to
reducing production costs and innovating. This finding is strongest for
firms of smaller scale and those with greater private ownership. Par-
ticularly telling is that private foreign-invested firms operating in
“host” markets have been more likely to react to import competition
than have their domestically owned counterparts. Importantly, in the
countries where there has been less progress in fostering a competi-
tive market environment—especially in the CIS—the effects of
imports on business decisions have been more muted than in coun-
tries, such as the EU-8, where markets are more competitively struc-
tured as a result of more advanced reforms (see table 1).

On the other hand, the state of competition domestically has
affected the extent of international integration. Two pieces of evidence
are telling in this regard. In the Region’s countries where there has
been greater introduction of private sector participation in the econ-
omy, whether through privatization of existing firms or through de
novo investment, the export intensity by businesses—the percentage
of export revenues as a share of total sales revenues—is much higher
(see figure 4). Moreover, the export intensity tends to be greater for
foreign invested firms than for domestically owned businesses.

These pieces of evidence suggest a two-way relationship between
international integration and behind-the-border conditions, such as
greater competition: foreign firms investing in the Region are more
prone to react to import competition than are their domestic counter-
parts, and at the same time are more likely to further their host coun-
tries’ integration into world markets than are domestic businesses. In
part, this may be due to the fact that foreign firms are more likely than
domestic firms to have superior management skills.

However, the effect on domestic competition of the presence of
foreign firms depends on the way they enter the market. If entry is

TABLE 1
Importance of Competition from Imports to Businesses of
Eastern Europe and the Former Soviet Union

CIS SEE EU-8 The Region
Domestic 271 376 305 31.3
Foreign 21.3 485 40.0 35.2

Source: Business Environment and Enterprise Performance Survey (BEEPS2).

Note: Percentage of surveyed firms in 2002 indicating that competition from imports is very or extremely important. Pre-
liminary results from the new BEEPS 2005 are broadly consistent with those reported in this table. However, some changes
may have occurred for individual countries or subgroups of countries in the Region.
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FIGURE 4
Export Intensity of Businesses Is Greater in the More Advanced
Countries of Eastern Europe and the Former Soviet Union
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Note: Average export revenues as a share of total annual sales, 2002. Preliminary results from the new BEEPS of 2005 are
broadly consistent with those reported in this figure. However, some changes may have occurred for individual countries
or subgroups of countries in the Region.

accomplished through establishment of wholly new (“greenfield”)
businesses, with all other things being equal, competition is generally
enhanced, since the number of sellers operating in the domestic mar-
ket has increased. But if entry occurs through the acquisition of two
or more incumbent businesses that are then consolidated under one
corporate roof, again, all other things being equal, competition is gen-
erally diminished, since the number of sellers in the market is
reduced. (When entry results simply in a one-for-one change of own-
ership of a single business, all other things being equal, the effect on
competition in the market is neutral.)

The interactions between the extent of international integration
and of domestic governance share the same attributes. For example,
the ability to resolve effectively commercial disputes associated with
international trade transactions “at home” is greatest in the Euro-
centric pole and weakest in the Russia-centric pole. Not surprisingly,
firms in the CIS rely on bribes to overcome institutional hurdles in
international transctions to a greater extent than those in the rest of
the Region.!3 This evidence implies that there might be an important
relationship between the sophistication and availability of instru-
ments for dispute resolution and international integration.

The incidence of corruption among countries in the Region is quite
varied. Importantly, there is now evidence that these differences
appear to be associated with the extent of international integration—
independent of the level of a country’s development—among the
countries in the Region (see figure 5). In particular, countries where
corruption is more prominent tend to be those with the least amount
of integration into the world economy.4
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FIGURE 5
Corruption Perception Index and International Integration, 2003
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the lower the level of perceived corruption. Each diamond represents one country in the Region.
Subregional differences in trade and transport facilitation infrastructure and
institutions. The institutional and physical capacity for trade facilita-
tion are significantly heterogenous across the Region. Broadly, the
trend toward two poles is evident with respect to the state of customs,
development of trade-related transport facilities, level of technical
product standards, and use of modern mechanisms, such as informa-
tion technology (IT), in carrying out logistical operations.!>

The most serious problem in customs—the incidence of unofficial
payments needed to move goods across national borders—is extraor-
dinarily pernicious in Central Asia and the Caucasus, and to a lesser
extent in certain areas of SEE. This handicap compounds other cus-
toms impediments, such as the lack of coordination among border-
related agencies, the complexity of customs procedures, unclear
customs codes and regulations, and the low utilization of IT in customs
operations. Most importantly, perhaps, some of these countries are
still experiencing political tensions with neighboring countries, and
therefore the level of regional cooperation in trade facilitation remains
low. In contrast, in the EU-8, among the “EU accession” countries
(Bulgaria and Romania) and the “EU candidate countries” (Croatia
and Turkey), customs administration has significantly improved over
the last decade. This is at least in part due to the reforms necessary to
accede to the EU, although to be sure, more progress is needed to
adopt and fully implement relevant EU legislation.
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In trade-related transport, much of the Caucasus and most of the
CIS countries confront poor quality of service and high costs. Many of
these countries are landlocked, making it important to extend their
transport infrastructure to neighboring countries. For the Caucasus
and the Balkans, war-damaged infrastructure and inoperable links
from the transport network inherited from the Soviet period are espe-
cially problematic.

In the EU-8 countries, by comparison, the transport systems have
been well maintained and have benefited from new investment over
time. The result is lower transport costs and better service quality. In
part, the improved quality of the transport networks in the EU-8 is
rooted in the adoption of market-oriented policies, including bringing
rates more in line with costs, reducing subsidies, and privatization.
Nonetheless, while trade-related transport privatization has been
most widespread among the EU-8 compared to other areas of the
Region, the level of private sector participation in these countries is
still low by global standards.

Low product standards and technical barriers to trade are also
important contributors to high trade logistics costs, especially as they
relate to border crossing procedures and administrative rules. On a
cross-country basis, there is empirical evidence that they play a key
role in export performance in the Region. By dint of complying with
EU accession requirements, the EU-8 countries have adopted world
class standards. Increasingly, the two EU accession and two EU candi-
date countries will also do so. In contrast, the remaining SEE coun-
tries, the Central Asian Republics, and the Caucasus are still at an
early stage of reform in standardization.

The development of e-commerce and adoption of IT in trade trans-
actions are low in the Region relative to other regions of the world.
But, again, there is a marked bifurcation among the countries. While
significant advances have been made in the EU-8, the development of
trade-related Internet infrastructure in the CIS, and to a more limited
extent in SEE, is subpar to support effective use of e-commerce in
international trade.

Can FDI enable mobility between the two trade poles? Intraindustry trade
and participation in global production-sharing networks. As in other
regions, the increasing globalization of the world economy and the
fragmentation of production processes have changed the economic
landscape facing the nations, industries, and individual firms in East-
ern Europe and the Former Soviet Union. Through FDI, multina-
tional corporations have been key agents in this transformation,
creating international production and distribution networks spanning



18

From Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in International Trade

the globe. In essence, network trade in parts and components, where
countries complete different stages of final products, is the interna-
tionalization of the manufacturing process.

Production sharing involves the development of specialized and
often skilled-labor-intensive activities within a vertically integrated
international network. Such production sharing has been growing
rapidly on a global scale, with growth rates that have exceeded other
dimensions of manufacturing trade. The result has been the growth of
intraindustry or increasingly intraproduct trade at the expense of tra-
ditional interindustry trade.!'®

Trade in parts and components (P&C) in the Region has increased
in importance in the Region’s global trade. The Region’s trade in
goods used in production sharing grew at an annual rate of 17 per-
cent from 1996 to 2003. Today, trade in parts and components by
countries in the Region accounts for 9 and 12 percent of total exports
and imports, respectively, up from 5 and 10 percent in 1996. While
most of the EU-8 and, to a lesser extent, SEE countries, have been
heavily involved in network trade, most successor countries of the
Former Soviet Union (FSU)—the CIS—have been left out of this
process.!”

The Czech Republic, Estonia, Hungary, Poland, the Slovak Repub-
lic, and Slovenia, for example, have become successful in network
trade. During the initial phase of the transition, most of these coun-
tries relied on unskilled-labor-intensive exports associated with
“buyer-driven” production chains in clothing and furniture. How-
ever, rising wages have prompted these countries to shift toward
skilled-labor and capital-intensive exports conducted through “pro-
ducer-driven” networks encompassing automotive and information
technology industries. The sizeable FDI inflows to these countries
have been instrumental in this shift. In fact, the countries that expe-
rienced the largest FDI inflows have registered the largest increases in
exports of network products, components, and parts. Indeed, as is the
case elsewhere in the world, trade and FDI flows in the Region are
complements (see figure 6).

Most other countries in the Region have been active in buyer-
driven production chains but have not managed to make a transition
toward producer-driven supply chains. Countries in this group largely
include the SEE economies, along with Armenia (which is engaged in
the diamond supply chain), Belarus (which participates in the furni-
ture network), and the Kyrgyz Republic, Moldova, and Turkmenistan
(all of which are still heavily involved in the clothing network). The
remaining CIS countries have largely stayed outside any network
trade.



Overview

19

FIGURE 6

Trade and FDI Inflows Are Complements in Eastern Europe and the Former Soviet Union
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These stylized facts suggest once again that the Region has an
emerging bifurcated pattern of international integration: the coun-
tries that have integrated more into the global economy through pro-
ducer-driven production-sharing networks have significantly
advanced developmentally, whereas those not participating in such
networks and hence less integrated internationally are generally
poorer. Participation in producer-driven production-sharing net-
works has enabled countries in the Region to shift output from lower
to higher skilled-labor-intensive products. It has also provided gains
to these economies in terms of transfers of advances in technology
and productivity growth.

Importantly, global production sharing can provide the opportunity
for mobility from the Russia-centric to the Euro-centric pole. By
attracting FDI, countries can engage in network trade, capitalize on
their comparative advantage, and proactively break out from their
trade block. While, many countries in the Region have attracted size-
able inflows of FDI, the cross-country differences in the amount of FDI
received are striking. While Tajikistan received only $35 of FDI per
capita at the end of 2003, for example, the corresponding figure for
Estonia is 138 times larger, at $4,823. Generally the EU-8 countries
have attracted the largest stock of FDI per capita within the Region,
while among CIS countries, only Azerbaijan and Kazakhstan have
managed to attract significant FDI, albeit mainly in their oil sectors.

This suggests an important policy challenge for the less developed
countries in the Region is to attract FDI. For this to happen, several
critical ingredients are needed. Industry investment location deci-

3000
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sions to engage in international production sharing depend on coun-
tries’ having in place market-oriented, open-trade policy regimes. In
this regard, it is important for countries to provide for ease of expor-
tation and importation of parts and components, as well as assem-
bled, “final” products. Well-developed trade-facilitation systems and
related institutions (such as customs) as well as modernized services
sectors (such as the transport and communication infrastructure)
also will be key. But, perhaps most important, countries need to cre-
ate a favorable behind-the-border business environment. This means
establishing incentives and institutions that will foster domestic mar-
kets that are competitively structured, with low barriers to entry and
exit, rules-based checks on anticompetitive conduct and undue gov-
ernment interference in commercial decisions, and adherence to the
rule of law, protection of property rights, and good governance.

Qualifications on the two-bloc paradigm. Overall, the portrait that emerges
of the Region’s international trade landscape is one depicting a move-
ment from “integration” to “disintegration,” and now “reintegration.”
But the “new” integration differs significantly from the old. Virtually
all of the EU-8 have substantially integrated into the global market-
place and moved away from the old structures. An increasing propor-
tion of the SEE countries are not far behind, although some, notably
Bosnia and Herzegovina, FYR Macedonia, and Serbia and Montene-
gro, are much less internationally integrated. In contrast, the CIS has,
with a few important exceptions, such as Russia and Ukraine, largely
tended to stay together. Indeed, in several respects there is actually an
increasing amount of subregionalized trade among the CIS.

To be sure, the reality is more complicated than this simple
dichotomized portrait. There is a sizeable difference in scale between
the two trade blocs. Total merchandise trade flows for the EU-8 and
SEE are almost twice the size of those of the CIS. Moreover, there is
significant heterogeneity within each bloc. For example, some of the
larger CIS countries, such as Russia and Ukraine, have trading attrib-
utes akin to those of the EU-8 or SEE. At the same time, some of the
SEE countries exhibit trading patterns that resemble those of the CIS
countries. Indeed, while the overall group of SEE countries is increas-
ingly gravitating toward the Euro-centric pole, they are in fact doing
so at different rates. Consequently, at this point, along some dimen-
sions, the SEE countries form a “middle ground” between the two
poles. Nonetheless, there are unmistakable trends toward a “bifur-
cated Region” in international trade among the countries of Eastern
Europe and the Former Soviet Union.
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The Region's Openness to Trade Today:
How Does It Compare with the Rest of the World?

In light of the rapid growth in trade flows for the Region over the last
decade, how significant today is trade in the overall economic activity
of the Region’s countries? One way to measure this is through the
conventional “output-based” metric of “trade openness,” calculated as
the sum of a nation’s total exports and imports as a percentage of GDP.

In terms of merchandise trade, on average the Region’s total mer-
chandise exports and imports today account for more than 25 percent
of GDP, as compared to about 15 percent in 1994.18 But there is sig-
nificant variation across the countries, with trade openness in the EU-
8 reaching almost 45 percent, while the corresponding measure for
the CIS is only 5 percent; openness in the SEE countries lies some-
where in between (see figure 7).

In services trade, the extent and pattern of openness is quite dif-
ferent (see figure 8). Today, on average, services trade accounts for
about 4 percent of GDP in the Region. But SEE’s services trade
accounts for about 8 percent of GDP on average—the highest in the
Region. Until 2000, the EU-8’s services trade openness was the high-
est. For the CIS countries, services trade stayed more or less flat over
the decade; today, on average, services trade among the CIS accounts
for only about 3 percent of GDP.

How open are the Region’s countries compared to other nations
worldwide? A rigorous assessment of this question comes from an
econometric “openness model” developed for 149 countries, including
the 27 countries in the Region (plus Turkey). The model was designed
to determine the broad association between a country’s trade open-
ness in the aggregate—that is, its gross trade flows, regardless of their

FIGURE 7
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FIGURE 8

Openness in the Region’s Services Trade
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destination or origin!®—and the level of its national income. In the
model, trade openness is regressed on GDP per capita as well as popu-
lation (which is a proxy for country size) and geographic distance to
major markets (a measure of market access). The hypothesis underly-
ing this approach is that richer countries trade more (as a percentage
of their GDP), while larger counties and those that are relatively far
away from major markets trade less.

Both the theoretical and the empirical literature suggest a positive cor-
relation between openness (trade integration) and income levels. This
positive correlation can be attributed to the increasing diversification of
an economy and its deepening international specialization in the course
of development. At the same time, as the recent literature suggests, both
income and trade are dependent on the quality of local institutions. Thus,
income level may be viewed as a proxy for institutional variables that
underlie trends in both overall economic development and international
trade.?? On the other hand, a country’s large size (the number of domes-
tic economic agents and consumers) creates larger opportunities for
within-country trade, so these countries will be less open.

The empirical results confirm that, for all 149 countries, all other
things being equal, larger countries and those further from major
markets on average tend to trade less, and countries that are more
advanced economically and institutionally tend to trade more. With
respect to the Region, the results indicate that most of the 27 transi-
tion economies, on average, tend to trade largely in line with other
countries worldwide that have similar income levels, size, and geo-
graphic distance from major markets; the only exception is many
(though not all) countries in SEE, where there is evidence of “under-
trading.” In other words, more than a decade into the transition, most
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of the Region’s countries as a whole trade generally in line with the
global cross-country norm: they neither under- nor overtrade.

How does the actual trade openness of the Region’s countries,
which reflects their actual income level, size and access to markets,
compare with their “theoretical” openness, which is based on the esti-
mates corresponding to the regression line in the model? (See table 2.)

The data show that there is significant variation among the coun-
tries within the Region. The CIS countries—as a group, not necessar-
ily every country individually—are actually trading broadly in line
with their current potential (as reflected by the estimated model). On
the other hand, most of the EU-8 countries appear to be measurably
overtrading; on average the subregion overtrades by one-third. In
contrast, the estimation results suggest that a core group of the SEE
countries— especially Albania, Bosnia and Herzegovina, and FYR
Macedonia—are undertrading such that, on average, SEE is trading at
just over three-quarters of its potential.?!

A similar pattern emerges from a “gravity model” where the units of
analysis are the bilateral trade flows between the origin and destination
countries (rather than the aggregate trade flows of a country as just dis-
cussed). Despite theoretical controversies surrounding gravity models
since their inception (which have been somewhat alleviated
recently),?? they have proven to be the most accurate tool for the expla-
nation and prediction of bilateral trade flows. A number of studies have
applied gravity models to assessing trade flows among various countries
in the world, including the Region.?> In this study, we perform a new
analysis applying the gravity model developed by Frankel (1997).

Based on this analysis, although total world trade flows of the CIS
were significantly lower than their potential in the early 1990s (owing
to the collapse of CMEA), over the course of the decade, the CIS
countries steadily and sizably exploited their global trade opportuni-
ties. The bulk of these trade flows, as noted earlier, have been largely
in the natural resources sectors. In contrast, the results suggest that

TABLE 2

The Region's Actual vs. Theoretical Trade Openness
Merchandise Exports plus Imports to GDP in PPP §

Averages 2003 Realization Ratios (actual/predicted by the model)
The Region 1.37
CIS 0.96
SEE 0.77
EU-8 1.33
The Region and Turkey 1.35

Source: Author’s calculations.
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the EU-8 and SEE countries largely maintained their pattern of total
world trade flows during the same period.

Importantly, the “reconstitution” of a Russia-centric CIS trading
bloc that has been taking place over the course of the decade is also
clearly discernable in the gravity model empirical results. In contrast
to the EU-8 and SEE countries, where the ratio of actual to potential
trade among the countries within each of these two subregions
declined over the 1994-2003 period, for the CIS countries, the com-
parable ratio steadily increased; that is, the ratio of actual to potential
intra-CIS trade flows has been rising over time.

Interpretation of empirical results of openness and gravity mod-
els—both in the literature and in this study—must be done with care.
In part this stems from the complexity of the reality that is being
modeled econometrically. In particular, it is important to realize that
institutional and policy-related variables do not likely play an exoge-
nous role; rather, such variables are often endogenous and directly
related to the level of trade. Some steps have been taken in this analy-
sis to deal with this problem, but data availability limits the sophisti-
cation of the approach that can be taken.

Moreover, as is the case in almost all similar analyses in the litera-
ture, institutional and policy-related variables in such models have
very strong—sometimes the greatest—explanatory power. This sug-
gests that the most acute barriers to trade expansion may not rest in
“fixed” factors, such as geography. Rather, trade performance may be
more greatly influenced by actions taken (or not taken) at home. It is
in this context that policy makers need to interpret these empirical
results and recognize that behind-the-border reforms are likely to be
critical in complementing trade-related policy actions if international
integration of the Region is to deepen.

All this is not to suggest that improving most of the Region’s coun-
tries” trade policy regimes is unlikely to induce greater international
integration to facilitate increased growth. On the contrary, the evi-
dence points to the importance of improving these countries’ behind-
the-border production structures and institutional regimes and to do so
in concert with further reform of trade policies.

How Have the Region's Countries Opened Trade and
Increased International Integration? The Role of Trade Policy

Many countries in the Region—either early on in the transition
process or over time—have cut tariffs and reduced or eliminated non-
tariff barriers. As a result, at present, the Region as a whole comprises
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economies with relatively liberal formal trade policies. By easing policy
restrictions at the border, governments have shaped the incentive
framework that affects trade flows. Today, the weighted average
applied tariff rate on all goods for all of the Region’s countries is 5.8
percent. These tariff rates compare favorably with those of developing
countries at comparable income levels. Very few of the countries have
maintained the patterns of trade control that characterized central
planning. Nonetheless, some countries in the Region still maintain
high tariffs and appreciable NTBs. This includes some Central Asian
Republics and others in the CIS such as Belarus.

The basic reforms in the Region’s countries’ trade policies have
taken place through three avenues: (i) unilateral trade policy reforms;
(ii) bilateral or regional trade agreements; and (iii) multilateral trade
commitments.

Virtually all of the countries have undertaken formal tariff reduc-
tions unilaterally as part of achieving national economic reform objec-
tives rather than as a result of specific bilateral/regional or multilateral
trade commitments. Importantly, much of this liberalization was car-
ried out autonomously by the countries, albeit with the encourage-
ment and support (and discipline) of the international development
community in the early years of the transition. In comparison to
developing countries of similar income levels, the Region’s tariff pro-
tection of domestic industry and agriculture is on average lower, the
extent of protection through nontariff barriers appears to be no
greater, and there is less recourse to contingent protection. On the
other hand, most countries in the Region have done little to encour-
age and have often discouraged exports. This remains a major item on
the trade policy reform agenda.

All of the Region’s countries are party to (sometimes several) bilat-
eral or regional trade agreements—including free trade areas and cus-
toms unions—that have provided for reciprocal tariff reductions,
preferential market access, and other forms of trade policy liberaliza-
tion. Of course the most prominent example of regional trade liberal-
ization is that provided through EU accession, which eight of the
Region’s countries completed in May 2004. Two more of the Region’s
countries (Bulgaria and Romania) are “EU accession countries” and
one other (Croatia) is an “EU candidate country.” (Turkey is also an
“EU candidate country.”) In Southeast Europe, most other countries
are participating in a stabilization and association process that ulti-
mately is expected to lead them to EU membership.

Myriad other regional free trade agreements or customs unions
has also been forged, among them the 29 bilateral free trade agree-
ments (FTAs) among the SEE economies and the various trade agree-
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ments within the CIS, such as the CIS FTA, the Eurasia Economic
Community, and the Central Asian Cooperation Organization. The
agreements in the SEE appear to involve greater mutual trade liberal-
ization than those of the CIS. Both, however, are complex and are
focused primarily on the exchange of trade preferences. The main
challenges faced by both groups of countries are how to rationalize
the large number of bilateral FTAs to regionwide agreements, as well
as how to extend regional cooperation beyond preferences in mer-
chandise trade, and include such matters as transit facilitation as well
as liberalization of services.

To date, the majority of the Region’s countries have liberalized
trade policies multilaterally by becoming members of the WTO, with
most of the others—all in the CIS—in various stages of the WTO
accession process. Accession to the WTO has generally meant liberal-
ized market access for the Region’s firms in global markets and, con-
versely, significant reductions in NTBs, as well as adherence to
internationally accepted rules-based disciplines for dispute settlement
regarding dumping, intellectual property protection, and government
procurement, among others. Market access is not a serious, general-
ized problem affecting most of the Region’s countries” exports—espe-
cially in comparison to domestic, behind-the-border restraints to
international trade. There are, however, serious market access prob-
lems in particular sectors stemming in part from extensive use of
antidumping actions against transition economies, as well as devel-
oped countries’ protectionist agricultural policies. Some of these mar-
ket access problems will be addressed by WTO accession and
hopefully by progress achieved in the ongoing Doha Round of WTO
negotiations. In that regard, WTO accession is important in order to
improve and secure market access abroad. However, it is even more
important because it forces countries in the Region to strengthen
their domestic institutional capacity to trade, introduce stability in
their trade regimes, and lock in internal reforms.

Overall, for most of the Region’s countries, large-scale liberaliza-
tion of “first-generation” merchandise trade policies, including lower
tariffs, reduction of NTBs, and eased market access, has been accom-
plished, resulting in greater openness. But for a few countries, such as
Belarus, Turkmenistan, and Uzbekistan, even these “first-generation”
trade-policy reforms are still needed. Yet even for the Region’s coun-
tries that have already substantially liberalized, greater fine-tuning of
merchandise trade policy is in order. There is still a large gap between
bound and applied tariff rates in some countries, and in certain cases,
for example Russia, tariff rate schedules are greatly dispersed, creat-
ing opportunities for discretion and corruption. There also remain
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disincentives to exporting, which results in lost opportunities for
growth and job creation. In numerous instances, overlapping bilat-
eral or sub-Regional free trade agreements incorporating complex
rules of origin reduce clarity of trade rules, hindering commercial
decisions by traders and investors. While preferential provisions of
some of these agreements in the Region create trade, some also divert
trade. Greater harmonization and consolidation of such agreements
into a uniform agreement, such as the one being pursued among the
SEE economies, would be highly beneficial.

How has increased openness to trade enhanced growth and reduced poverty in
the Region? Trade performance is one of many factors that affect GDP
growth, and through growth, the reduction of poverty. Trade per-
formance in turn is affected, in part, by trade policy. The beneficial
effect of trade policy on poverty via its effect on growth is, necessar-
ily, more complicated. The transmission is indirect and manifests gen-
erally only over a relatively long term. At the same time, however,
trade policy results in changes in relative prices, which will have a
short-term impact on the welfare of the poor, by affecting their
employment and income prospects as well as the prices of the goods
they consume. Based on experiences of trade policy reform in devel-
oping countries, a great a deal of analysis has been carried out in
recent years exploring the impact of liberal trade regimes on eco-
nomic growth. The preponderance of empirical evidence from devel-
oping countries worldwide suggests that, on average, growth will be
enhanced in the long run as a consequence of liberal trade regimes.?*

As is the case elsewhere in the world, disentangling the linkages
between trade and poverty reduction in the Region is complex. As is
well known, there was, for several reasons, a massive increase in
poverty in the Region at the onset of the transition.2> Despite the fact
that most of the Region’s countries adopted early on (and have largely
maintained) relatively liberal formal trade regimes and that, more-
over, substantial progress in poverty reduction has been made in the
Region in recent years, nevertheless, today, more than a decade after
the onset of transition, widespread poverty persists in several the
Region’s countries, especially, but not exclusively, in Central Asia and
the Caucasus.?°

There have been some efforts to analyze through simulations the
implications of specific trade policy reforms on poverty in individual
countries in the Region. However, there is no aggregate assessment of
the experience for the group as a whole. The individual countries for
which assessments have been made are Bulgaria, Moldova, Romania,
and Russia.?” These analyses generally find that the effect of trade lib-
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eralization on the poor as a group would tend to be positive.?8 How-
ever, there is also evidence that trade liberalization would likely
reduce the well-being of some people, at least in the short term, and
some of these would be the poor, who can ill afford it.2?

On the other hand, the absence of trade liberalization does not
always translate into the poor becoming better off. The case of the
slowest reforming countries—such as Belarus and Uzbekistan—is
instructive in this regard. Although their declines in output and
increases in poverty have been more limited than those of other
countries in the Region, in part because of the maintenance of rela-
tively closed trade regimes, they have nonetheless engaged in poli-
cies, such as the protection and state control of the cotton sector in
Uzbekistan, which in fact have been adverse to the welfare of the
poorest elements of society.

Although the assessment of the implications of trade reform on
poverty in the Region’s transition economies is sobering—in the sense
that in the short run poverty will likely increase in certain segments
of society—it is not inconsistent with the analysis in other countries
worldwide. Retrospectively, greater exposure to trade may well have
exacerbated poverty in the CIS countries. The situation was much
better in EU-8 and SEE economies, however, probably because many
of these countries quickly pursued policies that provided for greater
flexibility in resource allocation. These policies permitted workers dis-
placed by imports as well as labor force entrants to be employed in
new labor-intensive activities; they also focused on facilitating
exports. Thus, in the absence of effectively flexible product and factor
markets, the adjustment to trade reforms in the CIS has been very
protracted. In consequence, the “short run” for these countries may
still be lingering.

There is a general consensus that, for the poor to gain from trade
liberalization, actions that complement trade reform are needed. The
main conclusions of individual country case studies—as well as cross-
country econometric studies—that have looked at experiences with
trade liberalization at the country level worldwide point to the impor-
tance of enhancing flexibility in labor markets and facilitating the
flow of investment from sectors that are contracting to those that are
expanding. In short, a policy of import liberalization alone is not suf-
ficient to promote the strong trade performance that could be benefi-
cial to output growth and indirectly to poverty reduction.

Overall, without open trade, the Region’s transition to market eco-
nomic systems could not have transpired. As illustrated in figure 9, as
has been the case elsewhere in the world, trade and behind-the-
border reforms in the Region have been mutually reinforcing. The
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economies that have had the most international integration have
made more progress in implementing enduring domestic structural
and institutional policy reforms and vice versa.

Beyond Trade Policy: The Pivotal Role of Behind-the-Border
Reforms in the Region’s International Reintegration

If international integration of the Region’s countries is not solely the
result of changes in trade policy at the border, which behind-the-bor-
der policies and market institutions have been most important in fur-
thering integration and harnessing the ways in which trade can
leverage growth and reduce poverty? The evidence from the Region
suggests a multifaceted set of such reforms is key, notably: (i) ensur-
ing competitively structured domestic markets, reinforced by a policy
regime that disciplines anticompetitive behavior and attracts invest-
ment—from both domestic and foreign sources—as well as promotes
sound governance; (ii) developing a modern infrastructure and
related institutions for trade facilitation; and (iii) liberalizing private
investment in and regulatory reform of backbone and network ser-
vices sectors.

Domestic market competition, investment climate, and governance. Vibrant
domestic competition and favorable conditions for business invest-
ment have played an important role in fostering the international

FIGURE 9
Trade Openness and Transition: A Mutually Reinforcing Relationship
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integration of the Region over the course of the transition. Among
other pieces of evidence, statistical analysis covering all of the
Region’s countries between 1995 and 2003 suggests a positive associ-
ation between a country’s trade performance and its competition
regime and the extent of FDI inflows as a percentage of GDP, after
controlling for tariff levels.>?

How do the underlying structural parameters that determine the
intensity of competition in domestic markets relate to the extent of
international integration by businesses in the Region? The countries
that have relatively high barriers to entry for business start-ups or
high barriers to exit for money-losing firms tend to be less integrated
internationally and less able to capitalize on the reallocation of capi-
tal and human resources that stem from exposure to trade in order to
promote growth and reduce poverty.

The empirical evidence suggests that in the Region’s countries
where the cost of entry is highest—measured, for example, by the
time and resources required to get a new business license and regis-
tration—international integration is being hindered: import and
export performance as well as FDI inflows are relatively low (see fig-
ure 10). Importantly, different factors appear to give rise to barriers to
entry for domestically owned firms than for foreign-owned firms in
the Region. Data collected through recent business surveys suggest
that, while economic policy uncertainty, macroeconomic instability,
high tax rates, and poor access to financing are seen as the most
severe entry barriers by domestic firms, anticompetitive business
behavior, contract violations, lack of skilled labor, and delays and
complexities in obtaining business licenses and permits are the great-
est barriers to entry for foreign firms. This finding suggests important
policy implications for deepening integration in the Region: an
emphasis on different reforms to reduce barriers to entry may well be
needed if countries are to be more successful in attracting foreign
investors.

There is abundant evidence over the course of the transition sug-
gesting that where the exit of money-losing firms in the Region is
likely to be impeded most is where there are “soft budget constraints”
arising from two factors: (i) sizeable arrears in taxes, wages, utility
payments, and payables to input suppliers, and (ii) subsidies to busi-
nesses. Recent data indicate that the incidence of arrears is greatest
among firms in Central Asia and other CIS countries. Across firms of
different ownership forms, arrears are least among firms with signifi-
cant private ownership, including foreign-invested businesses. Signif-
icantly, there is new evidence that in the countries where arrears are
largest, export performance (measured by the share of exports in



Overview

31

FIGURE 10
Export Levels and Cost of Entry in the Region, 2003
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GDP) is worst. This suggests another direct linkage between behind-
the-border conditions and success in the Region in international inte-
gration: where there is a lack of domestic competition, firms’ ability to
penetrate foreign markets is dulled. Among firms in the Region, the
incidence of direct business subsidies is greatest in the CIS, with aver-
age direct subsidies amounting to more than 20 percent of sales rev-
enue.’!

These findings corroborate the notion that the CIS countries have
been much less vigorous than other countries in the Region in imple-
menting measures to induce competitive restructuring and owner-
ship change in the enterprise sector. Given that the CIS countries on
average have privatized fewer corporate assets than other countries
in the Region, it is not surprising that available evidence indicates that
the least competitively structured markets in the Region are those
that are heavily populated by state-owned firms, whereas the most
competitively structured markets are those in which a greater num-
ber of de novo private and foreign firms operate. Firms’ commercial
ties with the state, for example through participation in “state orders”
or public procurement, are also more extensive in the CIS countries,
compared with other parts of the Region.

At the same time, from a sectoral perspective, the Region’s markets
in energy and natural resources as well as in infrastructure tend to
have the fewest competitors. To be sure, this is due to the fact that it
is in these sectors where state ownership is dominant and private
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sector entry is blocked. Of course on the other hand, in a small num-
ber of these sectors, such as the local distribution of electricity or nat-
ural gas, the scarcity of competitors may well be socially desirable due
to inherent “natural monopoly” conditions; nevertheless, these mar-
ket segments are decreasing in number worldwide as a result of tech-
nological changes. In contrast, markets in the trade and retail sectors,
where private ownership is the rule and state ownership the excep-
tion, are populated by the greatest number of competitors.

An important linkage between the extent of behind-the-border
competition and international integration of the Region’s countries
confirmed by empirical evidence is that firms that have achieved
larger market shares in their domestic markets have a higher propen-
sity to engage in exports. As observed above, this finding suggests that
“competitive success at home breeds competitive success abroad,” a
conclusion consistent with the broader economics literature. Indeed,
as new econometric analysis suggests, the Region’s firms that have
achieved relatively dominant market positions tend to be more prof-
itable, holding constant other factors, including overall scale, owner-
ship form, softness of budget constraints, and technological prowess.

Moreover, consistent with the evidence that less competition exists
in CIS domestic markets are data indicating that, over the past decade,
firms located in the EU-8 countries have exported to more numerous
“new” markets than have firms in Central Asia and the Caucasus. By
the same token, countries in the Region whose markets are more
competitively structured—measured by the number of competitors
—tend to have more firms integrating into global markets through
outward direct investment than do countries where markets are less
competitively structured; in addition, on average, foreign-owned
firms located in “host” markets in the Region have more extensive
direct investments abroad than do counterpart domestic firms.

Enhancing domestic competition in the Region’s markets is thus
likely to be an important element not only to enhance deeper inter-
national integration but also to capitalize on and leverage the econo-
mywide benefits that integration can engender. If this conclusion is
correct, the implication for domestic policy makers is clear: in an
increasingly globalized economy, where competition among coun-
tries for investment resources and international market share for
business is ever more intense, steps to increase national welfare
should focus squarely on policies to: reduce barriers to entry and exit;
prevent restrictive and anticompetitive business practices; privatize
incumbent state-owned firms where little or no rationale for public
ownership exists; and take concrete steps to improve the climate for
investment—from domestic as well as foreign sources.
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Moreover, a central policy lesson from the experiences of the suc-
cessfully reforming countries in the Region (and elsewhere in the
world) is that governments should design reforms to improve domes-
tic competition so that they are mutually reinforcing with interna-
tional trade agreements and commitments. This will help to lock in
such reforms, to ensure that greater integration fosters the competi-
tiveness of businesses located behind the border and vice versa. This
objective should be pursued at a variety of levels: globally through
WTO accession; regionally through EU membership and other RTAs;
or bilaterally through free trade agreements.

In pursuit of the goal of encouraging entry, the Region’s govern-
ments also should work toward eliminating not only barriers to estab-
lishment of a business and the entry of new rivals, but also barriers to
the ongoing challenges that businesses face behind the border on a
day-to-day basis. Reducing “administrative barriers” for business
start-ups and postestablishment operations is still an important “first-
generation” reform for certain countries in the Region, largely in the
CIS, but also in some SEE countries. For other countries in the
Region, such barriers have either been largely implemented or are
well into the process of being so. For these countries there is now the
need for “second-generation” competition reforms—ones that actu-
ally deal with the fundamental challenges in the industrial structure
of the national economy.

Although an increasing number of the Region’s countries have
sound competition laws, there is almost universally weak enforce-
ment of these instruments. Thus, competition authorities in every
country should have sufficient competencies to assess and penalize
dominant firms’ structures and behavior, as well as restrictive busi-
ness practices that harm competition.

With respect to exit, the restructuring or liquidation of large loss-
producing enterprises that take up resources and economic space
have not been sufficiently facilitated—particularly, but not exclu-
sively in the CIS—in part because sound legislation has not been
implemented or because vested interests, including the politically
well-connected, stand to lose. Developing an effective bankruptcy
process is critical to improving the competitiveness of viable firms and
to liquidating or reorganizing firms that are no longer commercially
viable. This will strengthen creditor rights, which in turn will improve
the climate for investment. Equally important, it will facilitate the
reallocation of resources—human as well as financial—to engender
greater flexibility in the economy, which is the key to ensuring
growth as well as poverty reduction as the process of international
integration continues.
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Some of the Region’s governments have extended preferential
treatment to select market participants to encourage development of
“strategic sectors.” While such industrial policies need not be always
harmful to economic development, depending on how they are
designed and implemented (including their longevity), they can
undermine the competitive nature of markets and ultimately distort
the pattern and extent of a country’s international integration.
Although the opposition of political and vested interests may be con-
siderable, government reform in various countries in the Region
should focus on eliminating tax support, tolerance of arrears, subsi-
dies, and distortionary investment or export incentives—not only to
incumbent domestic firms but also to foreign entrants. The long-run
net benefits to the domestic economy from the establishment of spe-
cial export-processing zones or preferential tax concessions in the
Region—as elsewhere in the world—may be limited, in part because
such regimes can—but need not—result in enclave markets with lim-
ited positive spillovers to the rest of the economy and the creation of
opportunities for corruption.

Related to industrial policy is the manner in which the Region’s
governments conduct their public procurement with, and grant con-
tracts to, the “outside” business world. Adherence to WTO-based
rules regarding government procurement that provide for open com-
petition, transparent procedures, and nondiscriminatory treatment to
domestic and foreign firms alike can be an important reform in mini-
mizing existing distortions in international trade and investment in
the Region and fostering international integration.

Weak governance and corruption are also critical behind-the-bor-
der impediments to the international integration of the Region’s
countries. At the end of the day, consumers pay higher prices as the
costs of corruption are internalized into the final cost of internation-
ally traded products or services. In addition, corruption affects the
end user not only by increasing prices, but also by reducing the qual-
ity and diversity of available products and services.

Asymmetric information among market players caused by a lack of
transparency in transactions negatively affects international exchange.
To this end, it is important to investigate how the quality of domestic
governance institutions relates to international integration. There is a
statistically significant positive association between government effec-
tiveness/quality of institutions and trade openness. Stated differently,
countries that engage in freer trade tend to have better quality of insti-
tutions, which leads to better governance (see figure 5).

While progress has been made in some of the Region’s countries
regarding the establishment of relatively well-functioning, market-
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based legal institutions that facilitate resolution of domestic commer-
cial problems associated with international trade and investment, in
many countries this is an unfinished agenda item. There is through-
out the Region a general lack of security in the commercial contract-
ing process. Businesses—not only foreign, but also domestic—have
“voted with their feet” and traded or invested elsewhere to get around
this obstacle, but in so doing, there also has been a loss of efficiency in
the transactions process and, ultimately, resources have been diverted
from more productive activities.

Trade facilitation infrastructure and institutions. Integration into global
markets will, over time, involve reform in trade facilitation and logis-
tics. Meeting the behind-the-border trade-facilitation challenge places
enormous importance on the need for setting priorities if for no other
reason because of the resources often required. EU membership, for
example, will make it possible to move goods freely between member
states without the need to complete formal import and export docu-
mentation or pay import value added tax (VAT) or customs duties.
But the harmonization and implementation of the EU’s acquis commu-
nitaire require new member countries to make major improvements
in their overall economic environment—both at the border and
behind the border.?? As countries in the Region—and the interna-
tional donor community—decide on how best to deploy resources, a
critical policy question arises: what is the relative impact of improve-
ments in trade facilitation compared with gains from lowering tradi-
tional trade barriers, such as tariffs and quotas?

New empirical analysis provides one indication of the potential
benefits of reform in trade facilitation. Estimates, on a global basis,
suggest that improvements in four areas—port efficiency, customs
regimes, regulatory policy, and information technology infrastruc-
tures—can lead to significant trade gains. The global analysis indicates
that, for 75 sample countries, raising capacity halfway to the world
average would yield a $377 billion gain to world trade.?3

Region-specific work has been carried out, building on the global
analysis, incorporating the indexes utilized for measuring trade facil-
itation development.34 It focuses on simulation of improvements in
trade facilitation in 15 countries in the Region (plus Turkey) which
are fairly representative of the Region and comprise about 95 percent
of the Region’s GDP.>%> As a group, the countries exhibit a much lower
level of performance in all four areas of trade facilitation relative to
the EU-15. The analysis projects the gains in trade that could be real-
ized in two situations: how would intra-Regional trade change if all of
the Region’s countries improved their capacities in trade facilitation
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and how would trade with the rest of the world change? In both cases
it was postulated that the Region’s countries would improve their
trade facilitation capacities to half of the EU-15 average.

In the first case, the total estimated gain from capacity building in
all four categories of trade facilitation would be approximately $94
billion in the Region. The country with the largest projected gains
would be Russia, where trade flows would be expected to increase by
$19 billion, and improvements in IT would contribute the most to
those gains. Trade volumes of Lithuania, Poland, (as well as Russia),
and Ukraine would rise more than 100 percent. Improvements in
port efficiency would raise trade volumes significantly in Croatia, the
Czech Republic, FYR Macedonia, Serbia, the Slovak Republic, and
Slovenia. In contrast, improvements in IT would generate trade gains
in Bulgaria, Hungary, Latvia, Lithuania, Poland, Russia, and Ukraine.
Improvements in customs would yield the second largest trade gains.

In the second case, the total gains to the Region are estimated at
approximately US$178 billion (see figure 11). This represents about
50 percent of the Region’s trade with the rest of the world. Eighty-
seven percent of the total gains to the Region are generated from the
Region’s own moves to upgrade infrastructure in ports and informa-
tion technology, harmonize regulations, and improve customs.

Overall, the results demonstrate the importance of capacity build-
ing in trade facilitation in the Region as a means of strengthening
trade ties globally—as well as fostering intra-Regional trade. Gains
would be greatest from improvements in IT infrastructure and port
efficiency. The results from the simulation suggest that the principal

FIGURE 11
Gains from Improving Trade Facilitation in Eastern Europe and the
Former Soviet Union
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priorities should focus on port and IT infrastructure improvements,
complemented by reforming customs and streamlining regulations.

Services sector liberalization and regulatory reform. An increasing number of
countries in the Region—notably the EU-8 and, to a much lesser extent,
SEE—have come to recognize that greater and more sustainable growth
will come from liberalization of their services sectors. Indeed, in some of
these countries the increased efficiency in the services needed for export
production has been a contributing factor to the rapid expansion in mer-
chandise exports, for example, the liberalization of Hungary’s financial
sector. At the same time, certain countries have embraced a strategy of
boosting trade and investment in the services sectors in their own right
and have experienced significant services export growth; these include,
for example Croatia’s and FYR Macedonia’s software sectors. Other
countries in the Region, however, typically the less developed ones in
the CIS, still treat services as “nonproductive” activities, a legacy from
the mindset during the era of central planning.

Policy developments (or the lack thereof) help explain the differ-
ences in services-related trade performance and FDI flows. In many
FSU countries (with the exception of the Baltics), bureaucratic impedi-
ments, the lack of competition as a result of public or newly established
private monopolies, and slow progress in privatization have impeded
services trade and FDI. Most lagging are Belarus, Tajikistan, Turk-
menistan, and Uzbekistan. As FDI is an important source of new tech-
nologies and know-how, and the cost and variety of services that are
available in an economy are an important determinant of the compet-
itiveness of firms, the greater service intensity is likely to help explain
the differential growth performance among countries in the Region.

This proposition is supported by econometric evidence that
assesses the links between investment, services sector development
and economic growth using cross-country growth regressions. The
analysis reveals the importance for economic growth of sound poli-
cies that promote the efficient functioning of the services sectors.

The reform challenges today are not as simple in many services
sectors as they used to be, however. Scale economies and high sunk
costs of investing in infrastructure or banking do not necessarily call
for regulated monopolies. New technologies often make large fixed
investment either reversible or allow for a separate role of service
provision (for example, in telecommunications). The ensuing policy
challenge is the need for achieving a balance between traditional reg-
ulation and the introduction of competition.

In the telecommunications sector, the EU-8 countries have reformed
the most extensively, including significant private participation in service
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delivery, followed by Southeastern Europe. Regulatory reform, including
rate setting and establishment of independent regulatory authorities,
however, is still very much underway, with further progress required. In
the CIS, fixed-line services are still quite underdeveloped, and state con-
trol and monopolies still prevail. Where privatization of incumbents has
occurred in the CIS, its objective has often been the maximization of rev-
enue. As a result, some private investors have been granted monopoly
status for significant periods of time. Armenia, for instance, provided a
Greek investor with a 15-year exclusivity clause.

In the banking sector, a similar pattern is observed. In the EU-8, the
sector is generally characterized by only small shares of credit allocated
through state-owned banks, high foreign participation, and stronger
regulatory regimes. Evidence from these countries indicates that for-
eign banks have been contributing to the modernization of the sector.
However, bottlenecks relevant to sustained financial development
often persist in the legal framework (within the tax system, creditor
rights, and, the bankruptcy code, for example). Banking markets in
the CIS tend to be relatively closed, in both formal and informal
aspects. In this regard, Belarus, in spite of its relative proximity to the
EU in terms geographic location, is one of the least advanced coun-
tries, as are most Central Asian republics. Actual and potential limits
on foreign participation (both economywide and in individual banks)
play an important role, but bureaucratic impediments seem to play a
more prominent role in inhibiting foreign participation; these include
limitations on bringing in foreign staff, lengthy licensing procedures,
financial repression, public ownership of dominant banks, and inade-
quate regulatory practices. In general, the banking sector in these
countries suffers from weak capital bases and lack of confidence.

The picture is not very different in rail and road and rail transport.
Progress in the reform of railways is greatest in the EU-8, with the SEE
countries not too far behind. Estonia, for instance, has fully privatized
its railway system, and network maintenance is carried out privately
in the Czech Republic, Poland, and Romania. With few exceptions,
such as Russia and Kazakhstan, the CIS countries have, by far, done
the least to improve the policy framework for such services. Reforms
in road transport are lagging behind the railway sector in most coun-
tries of the Region and private sector participation remains limited.
Only some EU-8 and SEE countries, such as Croatia, Hungary, and
Poland, have introduced private sector participation through toll
roads. Success, however, has been mixed so far due to traffic diversion
to alternative roads and high risks associated with private investment.
Toll-based concessions in Hungary have therefore been converted into
payments to the private investors via the public budget. This transfers
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traffic risk back to the state while maintaining the character of the
public-private partnership.

The incentive to adhere to international trade commitments, espe-
cially the EU acquis, has been a key driver in bringing about behind-
the-border liberalization and deregulation of the services sectors in
the Region. Indeed, for the EU accession countries, the acquis sets a
relatively strict policy framework for acceding countries to abide by in
a short time with little flexibility. In contrast, countries without the
prospect of EU accession have made much less progress on liberaliza-
tion of services trade and FDI regimes, thereby lowering growth
prospects. Emulating the liberalization that has been implemented by
the other countries in the Region is therefore a priority, all the more
so as the environment for FDI and investment generally is now much
more competitive than it was at the beginning of the transition.

The WTO’s General Agreement on Trade in Services (GATS) can be
used as a substitute instrument to drive services reform. However, the
evidence to date suggests that the countries that have joined the WTO
have not made significant commitments on services. Moreover, WTO
membership is not sufficient, in part because the disciplines currently
imposed by the WTO are relative weak, relying on dispute settlement
for enforcement. Most of the countries concerned are too small to
make this attractive. The result is that the burden of reform of the ser-
vices sectors falls squarely on individual governments. However,
deeper regional cooperation among countries, as is beginning to occur
in transport and energy in SEE, could help reduce implementation
costs and increase the benefits of regulatory reform.

Overall, pursuing services sector reforms in the Region in parallel
with merchandise trade liberalization and trade facilitation will facil-
itate entry by new firms and generate employment opportunities for
both skilled and unskilled workers who currently may be employed
by the public sector or in import-competing private manufacturing,
or who are unemployed. Because certain services cannot be traded,
despite the increasing impact of the Internet, obtaining access to new
technologies and products by necessity must involve FDI in services.
Many countries in the Region have proceeded to liberalize their FDI
policy regimes to this end, but prevailing policies in many countries
outside the EU-8 continue to be unduly restrictive.

Conclusion: Policy Agenda, Reform Linkages, and Action Plan

Market opportunities for trade in the world economy will no doubt
continue to grow for the countries of Eastern Europe and the Former
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Soviet Union as the transition process in the Region continues. But as
the international economy continues to globalize, market competition
from other regions in the world will only become stronger. This poses a
challenge to the Region’s countries’ abilities to use trade and interna-
tional integration as an engine for growth and the reduction of poverty.

Absent policy reforms, the differences in the present pattern of inter-
national integration within the Region could continue for the foreseeable
future. So, too, could the countries” prospects for economic growth and
prosperity, with the attendant emergence of a bifurcated region—punc-
tuated by a bloc of relatively wealthy countries and a bloc of relatively
poor countries. But the formation of the second bloc is not inevitable.
Experience in the Region to date, as well as in other regions of the world,
shows that success in this environment requires a combination of not only
implementing sound, market-based trade policies and trade-related
related institutions, but also establishing a strong, complementary
behind-the-border incentive framework in the domestic sphere.

To this end, the study of which this Overview is a part develops a
detailed set of such policy recommendations. Below, the principal
recommendations that deserve priority attention are outlined, as well
as linkages among the reforms and how they might best be sequenced
in their implementation. The division of labor for the responsibilities
of the various stakeholders with policy-making roles in furthering the
Region’s transition is identified, as is an action plan. A one-page Pol-
icy Matrix that summaries this information is found at the end.

Priority Policy Recommendations
Priority Trade Policy Reforms

e WTO accession is a critical policy objective for the 10 countries in the Region
that are not yet members. Many countries in the Region—especially
in the CIS and SEE—must address the challenge of how to rationalize
the large number of existing bilateral FTAs and to broaden them to include
such matters as trade facilitation as well as liberalization of services.

¢ In a few countries—notably in the CIS—trade is restricted by high
average tariffs and nontariff barriers (NTBs). These should be appre-
ciably reduced over the medium term.

¢ In several other countries, there is still a large gap between “bound”
and “applied” tariff rates: all tariffs in the Region should be bound closer
to the level of applied tariffs. Not doing so undermines the economic
effectiveness of commitments already made in trade agreements.

o Tariff regimes also should be simplified and the structure of rates reduced
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in dispersion. This will make customs administration more transpar-
ent and improve the predictability of the trade policy regime. It will
also reduce opportunities for discretionary behavior and incentives
for corruption.

Reforms are needed to reduce the bias in investment decisions across
sectors and reduce disincentives for greater product diversification.
To this end, the widespread practice of discrimination against export activi-
ties that exists in many countries of the Region should be eliminated.

To improve market access, reforms are needed in developed coun-
tries’ extensive use of “nonmarket”-designated antidumping actions against
the Region's economies, as well as in their protectionist agricultural policies.

Priority Behind-the-Border Reforms

Enhancing Competition and Governance

The Region’s governments should work toward eliminating fundamen-
tal economic and policy barriers to new business entry, especially structural
conditions that engender a lack of or weak competition among businesses.

Barriers to exit of commercially nonviable firms also need to be eliminated,
through reducing subsidies and eliminating the practice of tolerat-
ing arrears (with the government, banks, and among firms).

Competition authorities should be given greater authority and competen-
cies to assess, penalize, and, if necessary, remedy dominant firm structures,
as well as other forms of restrictive business practices, such as collusion,
anticompetitive mergers and acquisitions, and predatory pricing.

Improving governance will require efficient institutions that facili-
tate effective resolution of commercial disputes. Policies aimed at the
simplification and cost reduction of formal legal procedures as well as bol-
stering out-of-court mechanisms will strengthen contract sanctity and prop-
erty rights and improve the level of investor confidence in the Region.

Sound governance will also require mechanisms to ensure greater
transparency and accountability of public officials’ conduct.

Improving Trade Facilitation

In trade facilitation institutions, the priority reforms are to improve
coordination among agencies, both within and across countries; simplify
customs procedures; make customs codes and associated requlations, rules-
based, transparent and commercially oriented, with proper incentives for
employees; and introduce the use of IT into customs systems.
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e As to further development of trade-related infrastructure, the crit-
ical areas for improvement are modernization of ports and IT capacity.
Meeting this challenge will require continued privatization or private-pub-
lic partnerships to entice new investments.

Liberalization of Services Sectors

e Deregulation of services should be the rule rather than the exception,
and include the implementation of market-reinforcing reform of
regulatory procedures and rules, including rate levels and structures.
Where regulation is warranted, independent regulatory authorities with
the proper competencies and resources should be established.

e Territorial restrictions or other artificial barriers to competition either
within a services sector or across services sectors, for example for intermodal
competition, should be eliminated.

e Private participation in the provision of services, either through green-
field investment or privatization of incumbent providers should be
encouraged. This will require reductions in or elimination of limits
or prohibitions on trade and private investment (whether from
domestic or foreign sources) in network services.

e Deeper cooperation between the countries in the Region, such as
in regional approaches to derequlation (or more efficient requlation) of
utility services, could help reduce implementation costs and increase
the overall benefits of regulatory reform.

Enhancing Intraindustry/Network Trade through Greater FDI

e The policy regime governing FDI should be brought in line with inter-
national best practice, which typically includes (i) adhering to
“national treatment” for foreign investors; (ii) prohibiting the
imposition of new, and the phasing out of existing, trade-related
investment measures (TRIMs), for example, local content meas-
ures; and (iii) providing for binding international arbitration for
investor-State disputes.

e Actions should be taken that ensure transparency, predictability, and
consistency of the FDI policy framework across different levels of govern-
ment and different industry sectors.

Fostering Resource Flexibility in Markets

e To reduce poverty impacts from changes in prices and outputs
engendered by trade flows, measures should be implemented to
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promote labor mobility (for example, enhancing wage differentiation
and adaptability and improving the effectiveness of social safety
nets) and to facilitate the reallocation of capital so as to encourage new
investment and job-creating opportunities.

Linkages Between and Sequencing of Reforms

e Many of the policy reforms are mutually supportive and reinforcing. Their
implementation should capitalize on these linkages. For example,
further tariff reform will enhance import competition, which in
turn improves efficiency and increases export penetration.

e Some policy actions can be done in the short term. These include, for exam-
ple, increasing Technical Assistance (TA) for institutional capacity
building in the poor CIS countries.

o Other reforms require balancing “winners and losers” or the marshaling
of significant resources. These necessarily can be implemented only in the
medium term. For example, a few powerful vested interests will
stand to lose from competition as liberalization in certain services
sectors takes place and these losses must be balanced against the
diffused gains enjoyed by the public. Investment in the modern-
ization of ports will require large amounts of capital resources.

e Sequencing of reforms can be critical, not only for their proper imple-
mentation, but also to build public support for the reform program and
to maintain its momentum. For example, steps should be taken to
enhance labor mobility and strengthen social safety nets while
liberalizing imports, or regulatory reform and strong competition
policy institutions should be established as services sectors are
liberalized.

Division of Labor among Stakeholders
What the Developed Countries Can Do

¢ Improve market access for many of the Region’s countries” agricul-
tural products through reform of the EU’s Common Agricultural
Policy (CAP) program and of other related Organisation for Eco-
nomic Co-operation and Development (OECD) programs; rational-
izing the Generalized System of Preferences (GSP) program.

¢ Change the “nonmarket” designation for several of the Region’s
countries—primarily in the CIS—in enforcement of antidumping
(AD) policies to reduce excessive, protectionist use of AD procedures.
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Facilitate WTO accession for current non-Members. The CIS coun-
tries have fewer trade preferences from the EU, for example. How-
ever, the solution is not enlargement of the number of such
preferences. Rather, it is for these countries to liberalize multilater-
ally through WTO accession and thus enjoy the benefits of “most
favored nation” (MFN) treatment.

What the International Community (Donors and International Organiza-
tions) Can Do

Many countries in the Region, apart from the EU-8 and the two
EU accession and EU candidate countries, are in need of technical
assistance and capacity building to strengthen trade-related insti-
tutions and policy implementation and management, for example,
in customs regimes; in WTO and EU accession; in the harmoniza-
tion of regional trade agreements (for example the 29 bilateral
FTAs in SEE); in competition policy; and in governance reform.

Special attention for TA should be paid to the poor countries in the
CIS, which “fall through the TA cracks.” Because they are neither
classified as “least developed countries” nor have realistic prospects
for EU accession, they are often overlooked in qualifying for such
assistance.

What the Region’s Governments Can Do

Virtually all of the remainder of the reform agenda will largely
depend on the implementation efforts of the Region’s countries
themselves.

In the area of trade policy, this would include tariff reductions; ter-
mination of NTBs; elimination of disincentives to exporting; pur-
suit of WTO accession; and rationalization, harmonization, and
modernization of existing RTAs.

The more challenging tasks will be the vigorous implementation of
economywide behind-the-border reforms to: enhance competition
and governance in domestic markets and foster greater flexibility
in labor and capital markets; improve trade facilitation infrastruc-
ture and institutions; liberalize the services sectors and reform of
associated regulation; and improve the climate to attract FDI.
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SUMMARY OUTLINE OF PRIORITY POLICY RECOMMENDATIONS

Region’s REFORM AREAS
Subregion* |. Trade Policy Regime
Reform Principal Responsibility Term
EU-8  Aspart of EU WTO negotiation objectives, push proactively to reduce global trade EU-8 governments S/M
barriers in manufacturing, services, and agriculture in Doha Round
SEE Bosnia and Herzegovina and Serbia and Montenegro: pursue WTO accession vigorously BiH/SaM governments S/M
Bulgaria, Croatia, and Romania: align tariffs with EU/pursue EU accession vigorously BG/CR/RM governments S
Bind alltariffs at applied levels SEE governments S
Eliminate remaining NTBs; also policies that create anti-export bias SEE governments S
Rationalize, consolidate, and modernize 29 bilateral FTAs SEE governments, w donor TA S
Strengthen regional cooperation on Trade and Transport Facilitation (TTF) SEE governments, w donor TA M/L
utilization (for example, customs)
cis AZ,BEL, KZ, RU, TAJ, TKM, UKR,UZ: pursue WTO accession vigorously Named CIS gov'ts w donor TA SIM
Non-WTO members: appreciably reduce tariffs; bind at applied levels; simplify CIS governments S
tariff design; and reduce dispersion of rates
Eliminate NTBs; also policies that create anti-export bias CIS governments S
Rationalize, consolidate, and modernize CIS/CAR (Central Asian Republics) CIS governments w donor TA SIM
RTAs and bilateral FTAs
Establish mechanism for regional cooperation on TTF development and utilization CIS governments w donor TA M/L
Reform of nonmarket antidumping designation and reduce protectionist policies
(for example, in agriculture) EU, OECD, other governments S
II. Behind-the-Border Policy Regime
Reform Principal Responsibility Term
EU-8  Continue to strengthen competition policy agencies’ competencies and resources; EU-8 governments S/M
focus on anticompetitive conduct (for example, mergers, pricing)
Continue to improve judicial-legal institutions to protect property rights and EU-8 governments S/M
resolve commercial disputes and public administration reform to reduce corruption
Continue modernization of TTF infrastructure EU-8 governments S/M
SEE Increase removal of economic and policy barriers to entry and exit SEE governments S
(for example, subsidies; arrears)
Strengthen competition policy agencies’ competencies and resources; focus on anti- SEE governments SIM
competitive structures (for example., dominant firms) as well as on conduct (mergers; pricing)
Ensure public procurement is transparent and open to foreign competition SEE governments S
Improve judicial-legal institutions to protect property rights and enhance public SEE governments w donor TA S/M
administration reform to reduce corruption
Implement reforms for greater labor and capital mobility to enhance flexibility in SEE governments S
factor markets (for example, wage-setting rules/sacial benefits/pension and
corp. governance)
Further develop TTF infrastructure (esp. ports and IT applications to customs) SEE governments SIM
Cont. reg. reform, public-private partnerships, privatization/liberalization of services SEE governments S/M
Establish mechanisms for regional cooperation in infrastructure/services regulation SEE governments SIM
Improve FDI policy regime to comport w. int'l. best practice (for example, national treatment) SEE governments S
CIs Systemic removal of economic and policy barriers to entry and exit (for example, CIS governments S
subsides; arrears)
Establish modern bankruptcy/insolvency institutions, including judges, trustees CIS governments w donor TA M
Build independent competition policy agencies w. political teeth, legal basis, adequate CIS governments w donor TA M
competencies/resources: focus on anticompetitive structures as well as conduct
Establish judicial and legal institutions to protect property rights and resolve disputes CIS governments w donor TA M
Reform public administration system to reduce corruption CIS governments w donor TA M
Open up public procurement to competition—private domestic and foreign vendors CIS governments S
Develop and implement reforms for labor and capital mobility for flexible factor CIS governments S
markets (for example, reform wage-setting rules/social benefits/pension and
corp. governance)
Develop TTF infrastructure (esp. ports and IT applications to customs) and institutions CIS governments M
Establish independent regulatory agencies; liberalize/deregulate services sectors CIS governments w donor TA M
Privatize “nonstrategic” services sectors (for example, telecom, transport, energy, banking) CIS governments N
Reform FDI policy regime to comport w. int'l. best practice (for example, national treatment) CIS governments S

Note: * Summary policy recommendations do not necessarily apply equally to all countries in each group. S=short-term (1-2 yrs); M=medium term (3-5 yrs); L=longer term (5-10 yrs).

AZ = Azerbaijan; BEL = Belarus; BiH = Bosnia and Herzegovina; FDI = foreign direct investment; FTA = free trade agreement; IT = information technology; KZ = Kazakhstan; NTB = non-
tariff barriers; OECD = Organisation for Economic Co-operation and Development; RTA = regional trade agreement; RU = Russian Fed.; SaM = Serbia and Montenegro; TA = technical

assistance; TAJ = Tajikistan; TKM = Turkmenistan; UKR = Ukraine; UZ = Uzbekistan; WTO = World Trade Organization.
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Notes

1.

&

10.

11.
12.

In addition to the 27 countries of Eastern Europe and the Former Soviet
Union in (various stages of the) “transition” from Communism to capi-
talism specified below—which we define as “the Region”—the analysis
in this monograph also covers Turkey. This coverage is done to be con-
sistent with the World Bank Group’s organizational definition of the
“Europe and Central Asia Region” (ECA), which includes the full set of
28 countries. Therefore, when we use the term “Region” or “Transition
countries,” we are referring only to the group of 27 countries, and when
we use the term “ECA” we are referring to all 28 countries.

Unless otherwise indicated, the most recent data cited pertain to year-
end 2003. International Monetary Fund 2004.

See chapter 3.

Systematic cross-country analyses of international trade in the transition
economies of Eastern Europe and the former Soviet Union have been sur-
prisingly few in number (see, for example, EBRD 2003). This study con-
tributes to the small stock of knowledge in several ways. First, the country
coverage in the analysis is comprehensive, and is based on the most recent
and complete trade data available for the entire Region. Second, previous
studies of the Region’s international integration have given only relatively
limited attention to assessing behind-the-border institutions and how they
interact with trade policies to affect the process of transition and the
prospects for growth. Third, although the study’s findings on whether or
not the Region is overtrading or undertrading relative to countries in other
regions mirror earlier assessments, the evidence presented that two trade
blocs appear to be emerging is a new insight. Finally, the policy recommen-
dations developed in this study are more comprehensive and given greater
specificity than heretofore has been the case in analyses of this kind.

. The statistical analysis undergirding this point is presented below.
. The EU-8 are the Czech Republic, Estonia, Hungary, Latvia, Lithuania,

Poland, the Slovak Republic, and Slovenia.

SEE comprises Albania, Bosnia and Herzegovina, Bulgaria, Croatia, FYR
Macedonia, Romania, and Serbia and Montenegro. Kosovo, although
part of Southeastern Europe, is not covered in the analysis.

. The CIS includes Armenia, Azerbaijan, Belarus, Georgia, Kazakhstan,

the Kyrgyz Republic, Moldova, Russia, Tajikistan, Turkmenistan,
Ukraine, and Uzbekistan.

It is important to bear in mind that the data for the pre-1993 period are nec-
essarily fraught with imperfections and based, in large part, on estimates
precisely because market valuations were not made during that period.

In comparison, over the same period, exports and imports for the EU-15
roughly doubled; in Latin America and the Caribbean, exports rose two
and one-half times while imports doubled, and in East Asia, exports and
imports doubled.

Trade and investment in services are the focus of chapter 6.

With respect to the factor composition of the Region’s merchandise
imports, roughly the same broad dichotomy holds, but the differences
across the country groupings is less significant.
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24.

This conclusion draws from data in chapter 4, which focuses on compe-
tition and governance.

The scatter plot indicates a positive association between greater interna-
tional integration and less (perceived) corruption. These results are bol-
stered by multivariate regressions that indicate this positive association
remains statistically significant even when the level of a country’s devel-
opment (measured by GDP per capita) is taken into account.

Chapter 5 focuses on trade facilitation and logistics.

Globally, the many industries where major parts of a production process
have been internationalized include television and radio receivers, sewing
machines, calculators, office equipment, electrical machinery, power and
machine tools, typewriters, cameras and watches, among others.

Global production sharing and network trade are the focus of chapter 7.
Trade openness is calculated using GDP in purchasing power parity
(PPP).

We also assess the Region’s countries’ trade performance based on the
specific destination and origin of trade flows bilaterally (see below).

We note the likely critical role of institutional and policy factors as deter-
minants of trade performance apart from income. Indeed, our estimation
methodology employs an approach that uses institutional variables to
combat endogeneity problems. The empirical analysis presented her
draws from chapter 2.

These results are in line with earlier statistical analysis of the determi-
nants of openness for the CIS countries alone by Freinkman, Polyakov,
and Revenco, 2004. Statistical analysis carried out by the EBRD, 2003 on
most of the Region’s countries yields roughly similar conclusions to those
of this study with respect to the CIS and SEE countries. However, the
EBRD analysis does not find evidence of overtrading by the EU-8.

See Bergstrand 1985; Helpman and Krugman 1985; Deardorff 1997; and
Feenstra, et al. 2001 for different theoretical justifications of the gravity
model.

See Wang and Winters (1991), Hamilton and Winters (1992), Baldwin
(1994), Frankel (1997), EBRD (2003), and Freinkman et al. (2004).
Over the 1990s, the proposition that trade openness is good for economic
growth was advanced by a number of cross-country studies (Sachs and
Warner 1995; Edwards 1998; Dollar and Kraay 2001). But the findings of
some of these studies have been subjected to serious criticism: restrictive-
ness of trade policy is difficult to measure and the openness indicators
used to show links to growth are not good proxies for trade policy. Insti-
tutional development, in a broad sense, has been proposed as a factor that
explains both trade and output growth (Rodriguez and Rodrik 2001).
Experience has shown that in the long term, countries need an open
economy to sustain growth. But developing country experience has
shown that, for a time, countries have expanded their exports and trade
under different kinds of trade regimes. Some, like China, the Republic of
Korea, and Taiwan (China), have done so under complex trade regimes
that provided extensive import protection while at the same time provid-
ing very substantial stimulus to export industries. Successful implemen-
tation of such complex policies involving both import protection and
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25.
26.
27.

28.
29.

30.

31.

32.

33.
34.

35.

stimulus to exports places great demands on foreign trade policy design
and trade institutions, which few developing or transition countries can
meet (World Bank, 2002d). Others, like Chile, Hong Kong (China), and
Singapore, have expanded exports while maintaining a very liberal
regime on imports. Still others, like Mauritius and El Salvador, have used
export processing zones to stimulate growth in trade, while maintaining
substantial import controls.

World Bank 2005b and World Bank 2000b.

World Bank 2005b.

See Rutherford, Tarr, and Shepotylo 2004; Porto 2004a; Csaki et al. 2000;
Csaki et al. 2002.

See, for example, Winters et al. 2004.

See, for example, IIED 2004; World Bank 2003¢; Nicita 2004; Chen and
Ravallion 2004.

The analysis is reported in chapter 4.

Importantly, these data show that the majority of such subsidies come
from regional or local, rather than central, governments, making the
task of their reduction more challenging.

The acquis is the body of EU legislation that candidate countries must
adopt to become EU members.

Wilson, Mann, and Otsuki 2004.

Wilson, Luo, and Broadman 2004 which serves as the basis for the
empirical core of chapter 6.

The EU-8 countries, the four EU candidates, and FYR Macedonia, Rus-
sia, Serbia and Montenegro, and Ukraine.
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CHAPTER 1

Introduction

For centuries, greater openness to the international marketplace has
been a central element of economic development. Nations that have
integrated into the world economy through market-oriented means
have benefited in a multiplicity of ways. International integration has
meant greater export access for the output of a country’s firms, lead-
ing to increased opportunities at home for business expansion, new
investment, and job creation. Increased access to imports of goods
and services has allowed consumers to enjoy greater choice of prod-
ucts, generally purchased at lower cost and often embodying new
technologies that enhance product quality. Through greater exposure
to interenterprise competition, enjoying the transfer of advances in
technology, and adopting modern management practices, the busi-
nesses of countries that have vigorously engaged in the international
marketplace have become more efficient and induced to keep pace
with—indeed outperform—counterparts located in trading partners’
countries. Indeed, country participation in international trade has
borne much fruit: significant improvements in the allocation of
domestic resources, enhanced productivity, and more rapid and sus-
tained growth.

Since the early 1900s, the world economy has been increasingly
integrating—the result of modern industrialization and significant
technological breakthroughs that, among other consequences, have
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led to steadily decreasing transportation and communications costs.
In the past two decades, especially, the pace and extent of the world
economy’s integration have accelerated greatly, ushering in the age
of “globalization.” In fact, global trade has expanded much more
quickly than has world output.! The process under way since the
late 1980s of transition from command and control regimes to mar-
ket-based incentives and institutions and open trade regimes in the
countries of Eastern Europe and the Former Soviet Union (the
Region) epitomizes in many respects the dramatic increase in inter-
national economic integration that recently has been taking place
worldwide. Indeed, without the liberalization of trade policies that
many of the countries in the Region have undertaken, the transition
would not have taken place.

For decades, most of the 27 “transition” countries that currently
make up the Region constituted in varying degrees an almost unified
trade and investment bloc that functioned separately from, had dif-

BOX 1.1

Trade under Central Planning

Trade within the Council for Mutual Economic Assistance (CMEA)? was conducted as an out-
growth of the central planning process. Under the planning mechanism, in Eastern European
countries and the Soviet Union, enterprises were given quantity targets, and prices played more
of a redistributive than an allocative role. Imports and exports were coordinated, since trade ac-
cording to market forces would be disruptive to the plan, given that prices were so misaligned
with world prices. Foreign trade organizations (FTOs) were established and given a state mo-
nopoly on the import and export of goods, which prevented arbitrage on the distorted prices.

The essential feature of trade within the CMEA was the bilateral agreements (or protocols) be-
tween the countries that participated in the CMEA. These negotiated agreements obligated the
two signing governments to export and import to each other specified quantities of particular
goods. Trade was planned to be balanced in TR (“transferable rubles”) and the prices of goods
were denominated in TR. (The TR was an abstract unit of account, which had no physical pres-
ence.) Prices were negotiated at the government-to-government level. In principle, these nego-
tiations started with a WWestern market world price of the product and were adjusted for quality.
Then, starting from a list of import demands and export possibilities from its own economy,
each government negotiated the most desirable package of imports in return for exports that
would bilaterally balance its import demand. A bilateral surplus in TR with country A could not be
used to finance a bilateral deficit with country B within the CMEA.

Enterprises were required by their governments to supply goods for the purpose of meeting the
export requirement of the protocol. Upon delivery of the goods, the “commercial” bank account
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ferent rules from, and had limited access to the rest of the interna-
tional marketplace.? With the collapse of many of these countries’
central planning systems—notably the Council for Mutual Economic
Assistance (CMEA), which these countries used to manage interna-
tional trade with the rest of the world and with each other—this iso-
lated trade and investment bloc largely disintegrated; box 1.1
describes how trade was conducted under CMEA.

These changes were supported by or reflected in concomitant
changes in political institutions and regimes. They included the fall of
the Berlin Wall; the formal termination of the Soviet Union, which
led to the establishment of 15 new independent countries; and the
dissolution of Yugoslavia into 7 states. The result was a breakdown—
at least de jure—of the many links between businesses and economic
institutions located in the territories of the new states that, for the
most part, were rooted in the political events of 1917 and in those
during the decades immediately thereafter.

of the exporting enterprise was credited in domestic currency by its own central bank. Conse-
quently, the customer of the producing enterprise was not a foreign firm in the conventional WWest-
ern manner, but was so in a partial sense because its own government, which would pay the en-
terprise independent of the receipt of payment from abroad, made the final decision on which
enterprises would have the right to export. Moreover, if the firm was obligated under the plan to
provide goods for export, it felt justified in asking for subsidies if it incurred losses in production.

Each country had an exchange rate between the TR and its domestic currency, which implied a
price in domestic currency for its exports in the CMEA. If the exporting enterprise received a
higher price (in domestic currency) for exporting than the price of the good on the domestic mar-
ket, it was taxed to equalize the export and domestic price. Similarly, it was subsidized if the ex-
port price was below the domestic price. Moreover, a similar tax and subsidy scheme for im-
ports applied, so that enterprises were insulated from price differences on all trade within the
CMEA.

Clearly the CMEA was not a customs union like the European Union (EU), since the essential
feature of a customs union is that trade barriers are either eliminated or preferential within the
union. Trade between firms in the customs union occurs according to decentralized optimizing
decisions by firms, where the preferential tariff structure encourages intraunion trade. CMEA
trade, however, consisted of trade that was quantity managed by the central government. The
lack of access to hard currency by importers necessarily involved the government in the import
decision.

Source: World Bank 1991.

a. The CMEA was founded in 1949 by Bulgaria, Czechoslovakia, East Germany, Hungary, Poland, Romania, and the Soviet
Union. Cuba, Mongolia, and Vietnam joined in later years.
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The ensuing transformation of these countries has increasingly
unfettered production, investment, and consumption decisions by
firms and consumers and engendered incentives for trade flows to be
determined more by market forces than by administrative fiat. The
result is an international reintegration of the Region—both on an
intraregional and an extraregional (or global) scale. Today, the Region
as a whole (albeit with some important exceptions, an issue that is
one of the focal points of this study) is characterized as generally com-
prising formally open economies and exhibiting trade flows that are
reoriented toward the “outside” world, especially, but not exclusively,
toward the advanced countries of Europe.

In some respects, the pattern of integration that is emerging por-
tends a return to a unified Eurasian continent, whose centuries-long
economic history of international commerce dates back to the Silk
Road. From this perspective, the Region’s 70-year period of central
planning, in which almost half a billion people were isolated from the
world economy, can be thought of as an interruption. Yet, at the same
time, “new” patterns of integration are being forged both among the
countries in the Region and with those outside. The disintegration of
the Region’s isolated trade bloc has been followed by both reintegra-
tion and new patterns of integration.

Scope of the Study

As the world marketplace becomes increasingly globalized, much is at
stake for the prosperity of hundreds of millions of people in Eastern
Europe and the Former Soviet Union, now in their second decade of
transition. Understanding the dynamics shaping the contours of inter-
national integration that have emerged—and will continue to
emerge—in the Region is a crucial challenge for the medium-term
development agenda, not only for policy makers in the Region’s
countries themselves, but also for their trading partners, the interna-
tional financial institutions, the donor community, and the future of
the world trading system as a whole.
Addressing this challenge raises several questions:

e Why have some countries in the Region integrated internationally
more and in different ways than others, and what do the current
trends suggest for the future? How have the commodity composi-
tion and factor intensity of trade changed among the countries
over the course of the transition, and what are the implications for
competitiveness and growth?
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e How does trade performance in the Region today compare with
that in other parts of the world? What factors in the Region are
most important in conditioning the relationship between greater
international integration, geography, policy reforms, and growth?

e Which policy reforms are likely to be most effective in using trade
as a lever to enhance growth and reduce poverty in the Region? Is
the Region’s trade policy too restrictive? What is the impact of
developed-country protectionism? What are the priority issues
that policy makers in the Region should focus on, and what can
the international community do to be most effective?

This monograph seeks to answer these questions.

Structure of the Study

The study is structured into four parts. Part I comprises this chapter—
the Introduction—as well as chapter 2. Chapter 2 analyzes the nature
and extent of the international integration of the Region’s countries
that has been taking place since 1993 and assesses determinants of
countries’ trade performance in a variety of dimensions. In so doing it
develops the context and sets the stage for the analyses in the suc-
ceeding chapters of the study. As the chapter indicates, today, most of
the countries in the Region are significantly reintegrated into the
global economy, far more so than at the start of the transition. The
Region now sends and receives more than two-thirds of its goods and
services to and from the rest of the world.?

Despite these changes, chapter 2 also suggests that the pace,
nature, and extent of the Region’s international reintegration—both
among the constituent countries and with the rest of the world—dif-
fer strikingly from the earlier pattern of integration and are charac-
terized by pronounced variations across the Region. Two “new”
trading blocs are emerging: one—a “Euro-centric” bloc—largely com-
prising the eight new members of the European Union (EU-8); and
the other—a “Russia-centric” bloc—Ilargely comprising the 12 Com-
monwealth of Independent States (CIS) countries.* Most of the seven
countries in South Eastern Europe lie somewhere in between these
two blocs, but are increasingly aligning themselves with the former.

As illustrated in the chapter, and as buttressed by further evidence
presented in later chapters, these two blocs have begun to coalesce in
terms of a variety of dimensions of trade and trade-related institutions
and activity: direction of trade flows; commodity and factor intensity of
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trade; export competitiveness; development of trade facilitation institu-
tions and infrastructure; extent of intraindustry trade and participation
in global production-sharing networks through foreign direct invest-
ment (FDI); and the extent to which open trade enhances domestic
competition and governance. Of course this admittedly sharp binary
prism masks the more complex realities, and the chapter discusses the
qualifications to this “two-bloc” paradigm. Still, taken together, the evi-
dence suggests a clear trend that the countries in the Region that have
integrated more effectively into international commerce are those that
have also achieved a greater level of development. At the same time,
the countries that have remained relatively closed and continue to
embrace the old structures are less developed and are being left out of
the global economy’s modern “division of labor.”

Chapter 2 closes with an analysis of how “open” the Region’s
economies have become. The econometric evidence suggests that the
“reintegrated” Region has largely become a more “typical” region
regarding trade, with most of the economies registering merchandise
trade flows as a share of gross domestic product (GDP) largely in line
with other countries around the world of comparable levels of devel-
opment, size, and geographical characteristics (the only exception
involves some of the SEE countries). In other words, the observed dif-
ferentials in trade performance among the Region’s countries are not
rooted principally in artificial factors leading the countries to either
“overtrade” or “undertrade.”

To what extent do differences in trade policies account for the vari-
ation in trade performance observed among the Region’s economies?
How have the countries in the Region been opening their trade
regimes? These are the questions addressed in part II, which comprises
chapter 3. As that chapter indicates, at present, the Region as a whole
comprises economies with fairly open formal trade policies, with aver-
age “Most Favored Nation” (MFEN) tariffs for the Region’s transition
countries ranging from about 3 to 12 percent. These rates compare
favorably with the tariffs of high-income developing countries world-
wide. More important, much of this tariff liberalization was carried out
autonomously by countries in the Region, albeit with the encourage-
ment and support (and discipline) of the international development
community in the early years of the transition. Notwithstanding the
progress made in tariff liberalization, in many countries in the Region
there still remain nontariff barriers (NTBs) and biases against exports.

In addition to lowering tariffs and NTBs, trade policy liberalization
by most countries in the Region has also been proceeding along other
lines. Beyond the eight countries in the Region that already have
joined the European Union (on May 1, 2004), three other countries
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in the Region are poised for EU accession.’ At the same time, a myr-
iad of other regional trade agreements (RTAs) has been forged,
including, for example, the 29 bilateral RTAs among the SEE
economies. In addition, 17 countries in the Region have become
members of the World Trade Organization (WTO), with most of the
other 10 countries—all in the CIS—in various stages of the WTO
accession process. Nonetheless, a few countries in the Region, such as
Belarus and most of the Central Asian Republics, are still relatively
closed and have yet to implement even basic trade policy reforms.

Overall, despite the level of openness achieved Regionwide, most
countries in the Region are in need of “second-generation” trade pol-
icy reforms. Reducing trade protectionism thus remains a priority on
the agenda for the Region, and chapter 3 closes with a list of policy
recommendations to that end. These focus on, among other things,
further tariff reform, elimination of NTBs and disincentives to export-
ing, aggressive pursuit of multilateral liberalization, and rationalizing
and modernizing RTAs.

The upshot of the analysis in part II is that, without open trade, the
Region’s transition to market economic systems would not have tran-
spired. However, trade liberalization is only a necessary and not a suf-
ficient policy reform to enhance international integration. Indeed as
part III, which comprises chapters 4, 5, 6, and 7, demonstrates, the
countries in the Region that have pursued boti trade policy reforms
and complementary domestic structural and institutional reforms
(the so-called “behind-the-border” reforms) have been the most
effective in leveraging greater international integration into more
rapid growth. The critical behind-the-border challenges that need to
be addressed in most of the Region’s countries are the focus of part III.

Chapter 4 concentrates on the ways in which international inte-
gration is influenced by the extent of domestic interenterprise com-
petition, the state of the national business climate, and the institutions
and incentives for sound governance. Using new firm-level survey
data, numerous case studies of businesses located in the Region, and
other sources, the chapter shows how high barriers to entry and exit,
unchecked market dominance by incumbent firms, excessive state
involvement in the commercial business sector through subsidies and
other forms of “soft budget constraints,” and weak governance and
protection of property rights can impede international integration
and reduce the ability for the countries of the Region to capitalize on
the efficiency and productivity growth effects of trade.

As the chapter indicates, there is a “two-way street” between
increased trade openness and domestic structural reforms that bring
about a competitive business environment and good governance. The
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countries in the Region that have integrated substantially into the
world economy, especially through commitments under interna-
tional trade agreements, have been the most effective in “locking in”
hard-won domestic institutional reforms, with the result that they
exhibit more vigorous interenterprise competition and greater disci-
pline to adhere to the “rule of law.” At the same time, evidence pre-
sented in the chapter suggests that the more competitive the domestic
economy, the greater the ability of firms to penetrate foreign markets
and thus integrate internationally; in other words, success at home
breeds success abroad. Chapter 4 closes with a set of policy recom-
mendations that emphasize reforms that could enhance competition
and governance in the Region’s markets so as to help leverage the
effects on growth of increased trade flows.

The challenges to enhancing trade flows of the Region’s countries
where underdeveloped national trade facilitation infrastructure net-
works and weak related institutional capacities, such as in customs,
remain, is the focus of chapter 5. The chapter describes in detail the
extent and nature of the differences among the EU-8, the SEE, and
the CIS in terms of the development of such infrastucture and insti-
tutions. The core of the chapter is a simulation analysis of the gains to
trade that would arise from improvements in trade facilitation capac-
ity and institutions within the Region. The empirical results suggest
there would be significant gains if the Region’s countries made
improvements that brought the quality and capacity of their trade
facilitation systems up to 50 percent of the current average EU-15
level. Although a common overall agenda for reform across the
Region would include streamlining and reforming customs services
and border clearance procedures; improving capacity to meet inter-
national standards; and investing in infrastructure, especially in ports
and transport and telecommunications networks that facilitate trade,
the empirical evidence presented in chapter 5 shows that the priori-
ties for reform differ significantly across the Region.

The topic on which chapter 6 concentrates is the crucial role played
by domestic services sectors in fostering international integration, both
through trade and investment in services per se, as well as the ways in
which the regulatory and ownership regime that governs domestic
services sectors affects trade in goods. While an increasing number of
countries in the Region—notably the EU-8 and, to a much lesser
extent, most SEE® countries—have come to recognize that greater and
more sustainable growth will come from liberalization of their services
sectors, other nations in the Region—typically the less-developed ones
in the CIS—still treat services as “nonproductive” activities, a legacy
from the mind-set during the era of central planning.
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Empirical evidence presented in the chapter suggests that policy
developments (or the lack thereof) help explain the differences in
services-related trade performance. However, the reform challenges
today are not as simple in many services sectors as they used to be.
Scale economies and high sunk costs of investing in infrastructure or
banking do not necessarily call for regulated monopolies. New tech-
nologies often either make large fixed investment reversible or allow
for a separate role of service provision (for example, in telecommuni-
cations). The ensuing policy challenge is the need for achieving a bal-
ance between traditional regulation and the introduction of
competition. The chapter concludes with an assessment of the roles
played by international trade commitments, especially the EU acquis
and WTO accession, in bringing about behind-the-border liberaliza-
tion and deregulation of the services sectors in the Region and makes
recommendations for reform.

Chapter 7 focuses on the ways in which attracting multinational
corporate investment into the national economy through FDI can
affect the Region’s countries’ abilities to participate in high value
added global production-sharing networks and intraindustry trade.
Such trade, an outgrowth of the increasing globalization of the world
economy and the fragmentation of production processes, is changing
the traditional economic landscape of interindustry trade facing the
nations, industries, and individual firms in the Region, as it is in much
of the rest of the world.

To this end, chapter 7 analyzes the characteristics of “buyer-” and
“producer-driven” networks and the degree to which countries in the
Region have been involved in network trade. The analysis shows that
the countries that have experienced the largest FDI inflows have also
seen the largest increase in exports of network products, components,
and parts. However, there is significant heterogeneity within the
Region between those countries that have been able to be active in
“buyer-driven” production chains versus those that are involved in
lower value added “producer-driven” supply chains and those that
are not involved in network trade at all. Chapter 7 concludes with a
discussion of the policy implications of how the different perform-
ances in terms of network trade can be attributed to the large varia-
tion in the amount of FDI attracted by different countries in the
Region and recommends actions that the countries can undertake to
improve this increasingly important aspect of trade performance.

Absent certain policy changes—which are the focus of this study—
the differences in the present patterns of international integration of
the Region’s countries are likely to continue for the foreseeable future
and with them their influence on growth and poverty reduction in
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the Region. Part IV is the study’s conclusion, which contains chapter
8. This chapter summarizes the principal policy recommendations
that were detailed in the individual chapters. Although many of the
countries in the Region have achieved much in the way of formal lib-
eralization of their trade policy regimes, a number of important
reforms are still needed in this area. Yet, in light of the study’s con-
clusion that reform of trade policies is necessary but not sufficient to
ensure sustainable growth, there is, not surprisingly, a significant
unfinished behind-the-border reform agenda. For both areas, chapter
8 discusses the interrelationships, sequencing, and priorities among
the suggested reforms. There is also an outline of a “reform action
plan” and a “division of labor” for the various stakeholders, including
the international donor community, the developed countries, and the
Region’s countries themselves, to use in implementing the reforms.
The chapter closes with a policy matrix, which briefly summarizes the
policy recommendations.

Endnotes

1. See, for example, International Monetary Fund 2004.

2. In addition to the 27 countries of Eastern Europe and the Former Soviet
Union in “transition” from Communism to capitalism listed below—
which we define as “the Region”—the analysis in this monograph also
covers Turkey. This coverage is done to be consistent with the World
Bank Group’s organizational definition of the “Europe and Central Asia
Region,” which includes the full set of 28 countries. When we use the
term “transition countries,” we are referring only to the group of 27
countries.

3. EBRD 2003.

4. The EU-8 are the Czech Republic, Estonia, Hungary, Latvia, Lithuania,
Poland, the Slovak Republic, and Slovenia. SEE comprises Albania,
Bosnia and Herzegovina, Bulgaria, Croatia, FYR Macedonia, Romania,
and Serbia and Montenegro. Kosovo, although part of Southeastern
Europe, is not covered in the analysis. The CIS includes Armenia, Azer-
baijan, Belarus, Georgia, Kazakhstan, the Kyrgyz Republic, Moldova,
Russia, Tajikistan, Turkmenistan, Ukraine, and Uzbekistan.

5. Bulgaria and Romania are “EU accession countries”; Croatia is an “EU
candidate country.” Turkey is also an “EU candidate country.”

6. However, as shown below, services trade has grown fastest in the Region
in some SEE countries.



CHAPTER 2

Trade Patterns and
Performance of
Eastern Europe and the
Former Soviet Union
since the Transition

Introduction

This chapter documents and assesses the trade patterns and perform-
ance of the countries of Eastern Europe and the Former Soviet Union
over the course of the transition. The analysis focuses on not only the
historical evolution but also the emerging trends of the extent, nature,
and direction of international integration in the countries of the Region.

The Region’s trade flows are examined from several perspectives: by
geography, including intra-Regional as well as global dimensions; by
product and sector composition, including primary commodities, man-
ufacturing products, and other industrial sectors, including services;
and in terms of labor, capital, and other factor intensities. The analysis
covers both trade in goods and services and, to the extent of its impact
on trade, foreign direct investment. The data reveal the two “trading
blocs” emerging in the Region—one Euro-centric and the other Russia-
centric—which manifest themselves along several dimensions of trade
flows and other significant aspects of trade-related activity.

The chapter also investigates how the openness of the trade flows
of the countries in the Region—both in goods and services—has
evolved. Our metric for trade openness is “output-based” (in the next
chapter we assess trade openness from the policy [or “input-based”]
perspective). We explore how the extent of a country’s trade open-
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ness compares with that of other countries and regions in the world.
This is done by estimating econometrically the determinants of mer-
chandise trade flows, on both multilateral and bilateral bases, using
an “openness model” and a “gravity model,” respectively. The empir-
ical evidence suggests that most of the economies in the Region today
register merchandise trade flows as a share of GDP largely in line with
other countries of comparable levels of development, size, and geo-
graphical characteristics around the world.

Taken together, the evidence suggests a clear trend that the coun-
tries in the Region that have integrated more effectively into interna-
tional commerce are those that have also supervised greater economic
development. At the same time, the countries that have remained
relatively closed and continue to embrace the old structures have
lower national incomes and are being left out of the global economy’s
modern “division of labor.”

The chapter concludes by highlighting the key factors likely to
influence the extent to which the Region’s trade performance can
leverage growth in the future. Trade policy can play only part of the
role. Equally, if not more, important will likely be behind-the-border
policies and institutions that promote vigorous domestic interenter-
prise competition and sound governance; flexibility in factor markets
that will facilitate labor and capital mobility as market conditions
evolve as a result of changes in trade flows (as well as other factors);
well-developed trade facilitation systems; vibrant services sectors open
to international trade and investment; and FDI flows that provide links
to global production networks. This sets the stage for the more detailed
discussion of these factors that is the focus of subsequent chapters.

It is important to bear in mind that the data on this Region for the
pre-1993 period are necessarily fraught with imperfections. They are
based in large part on estimates because market valuations—by defi-
nition—did not exist under central planning (see box 2.1). Therefore,
where there is a paucity of economically meaningful data, the focus is
necessarily on the last decade and, in some cases, on even more recent
periods.

Regional Dichotomy in the Growth of Merchandise and
Services Trade Flows
Trends in Merchandise Trade

Merchandise trade flows of the countries in the Region over the years
since the start of the transition have grown overall, but have exhibited
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BOX 2.1

Quality of Foreign Trade Statistics for the Region

The statistics on foreign trade issued by the Soviet Union were always distorted. In the 1980s the
USSR Goskomstat estimated trade volumes based on information collected from enterprises and
trade organizations about the destination of their shipments to other Soviet republics and the rest
of the world. Foreign trade transactions were then recorded in valuta rubles at the official exchange
rate, set for a long period at $1.70 per valuta ruble, which grossly overvalued the ruble. Little had
changed in the system by 1990. The subsequent switch to world prices and market exchange
rates, starting in 1991, resulted in the gross overestimation of the contraction of Soviet trade.

The breakup of the Soviet Union in late 1991 had disastrous effects on the quality of the already
shaky statistical information on trade. Enterprises stopped reporting because they were either
unable or unwilling to do so, resulting in serious underreporting, especially of imports. New en-
terprises sprang up to conduct foreign trade, and their transactions were never recorded. High in-
flation rates and rapidly depreciating market exchange rates made it difficult to estimate changes
in the volume of trade. Capital outflows led to overinvoicing of imports and underinvoicing of ex-
ports. Mirror statistics were used to estimate trade with the rest of the world. Even the mirror sta-
tistics were seriously flawed because of misreporting of transshipments, especially of energy: in
1992, Latvia's biggest export to Organisation for Economic Co-operation and Development
(OECD) countries was reported to be oil, although the country produces none; for a long period
in the 1990s, Turkmenistan’s exports of natural gas were attributed to Russia, since its natural gas
is transported through pipelines to Russia and commingled there with Russian natural gas.

The problems were greater in estimating trade among the CIS countries. Until 1994, customs
controls among the countries were not in place throughout their borders; a great deal of trade
was conducted in barter either through formal “interstate trade” agreements or privately, and
the prices charged by various countries, especially by Russia, for energy exports varied signifi-
cantly from each other and from the world price.

Accurate information on trade flows was critical to estimating financing needs by the Interna-
tional Monetary Fund (IMF) and the World Bank, the institutions entrusted by the international
community to play a leading role in assisting with CIS transition. In the World Bank, the work
was undertaken by a small statistical unit led by a Lithuanian statistician. The focus was on get-
ting better estimates of volumes and prices of trade transactions among the CIS members in or-
der to estimate net trade positions and changes in the terms of trade faced by many CIS coun-
tries as a consequence of moving trade to international prices.

This work yielded, among other things, estimates of trade among the countries of the Former
Soviet Union and total trade, in the period 1990-1994, valued at the implicit exchange rates used
in the barter transactions that governed trade among many of these countries (except the

(Box continues on the following page.)
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BOX 2.1 (continued)

Baltics). It also yielded intra-CIS trade valued in constant 1990 ruble prices, recognizing that un-
til 1994, the bulk of the trade among the CIS was denominated in rubles. These analyses pro-
vide several measures of the great overestimation of the reduction in foreign trade, using the of-

ficial dollar exchange rates, reported in table 2.1. Using the official exchange rates, intra-CIS
trade declined by 90 percent between 1991 and 1992, but “only” about 25 percent using im-
plicit exchange rates or valued in constant rubles. At the same time, using these estimates for

intra-CIS trade gives a different picture of total CIS trade flows over time: using the official rates,
total CIS trade hit bottom in 1992 and rose thereafter. Valuing the intra-CIS trade at the prevail-
ing implicit exchange rates results in total trade declining through 1994 and rising after that.

Source: Belkindas and Ivanova 1995.

TABLE 2.1

a highly heterogeneous pattern, both over time and across subregions.
Table 2.1 and figure 2.1 present the latest, most complete data avail-
able on merchandise exports and imports—in absolute value and as a
proportion of GDP—for the Region over the period 1990-2003.

The data illustrate clearly the well-known collapse of trade that
occurred before 1993 in the aftermath of the breakup of CMEA and the
related command and control institutions that governed international
transactions in the transition countries. Among the three large groups
of countries that are the main focus of this monograph—the EU-8, the

The Region’s Merchandise Trade Flows, 1990-2003

Total trade (goods, $ millions)

1990 1993

Group Exports Imports Balance Exports Imports Balance
CIS 400,600 412,924 -12,324 89,791 76,001 13,790
SEE 33,405 22,483 10,922 17,804 12,381 5,423
EU-8 57,697 62,419 4,722 62,330 49,669 12,661
EU-15 1,370,890 1,538,964 -168,074 1,319,720 1,394,886 —75,166
LAC 128,325 105,171 23,154 160,864 185,752 -24,888
MENA 171,789 131,342 40,447 151,656 151,758 -102
Africa 38,172 38,437 -265 34,360 40,968 —6,608
East Asia 698,293 527,224 171,069 949,419 663,356 286,063
South Asia 27,361 38,871 -11,511 33917 39,980 —6,063
Memo Items

Region 434,005 429,283 4,722 429,372 442,033 -12,661

CIS less Russian Fed. 193,073 215,983 -22,910 30,139 32,355 -2,216

Turkey 13,384 23147 -9,763 15,346 29,355 -14,009

Sources: IMF DOT statistics; data for CIS 1990-93 from Michalopoulos and Tarr 1994.
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SEE, and the CIS—the CIS countries experienced the deepest decline in
merchandise trade flows as a percentage of GDP. Today, on an aggregate
basis, all of the countries in the Region generate a level of merchandise
exports as a share of GDP that is higher than it was in 1993. The same
is true for imports, except for the SEE countries.

For the Region as a whole, trade flows in 2003 (in dollar value and
in real terms) had grown significantly since 1993; exports almost
tripled and imports increased by a factor of two and one-half. In com-
parison, over the same period, exports and imports for the EU-15
roughly doubled; in Latin America and the Caribbean (LAC), exports
rose two and one-half times while imports doubled; and in East Asia,
exports and imports doubled.

Growth in trade flows was greatest for the EU-8, where exports
and imports increased by a factor of 3.6 and 4.1, respectively. The CIS
is at the other end of the spectrum: exports and imports expanded by
afactor of 2.1 and 1.5, respectively. In between is SEE, where exports
grew by three and one-half times and imports increased 2.7 times.

Another perspective is provided by examining how the share of
world trade accounted for by the countries of the Region—either as
an entire region or in terms of various subgroupings of countries—
has evolved since the advent of the transition. The data in table 2.2
and figure 2.2 illustrate that the overall Region generated a signifi-
cantly large increase in the world share of exports and imports. The
rate of increase in the Region’s share of world exports (almost 39

Total trade (goods, $ millions)

1996 2000

2003

Exports Imports Balance Exports Imports Balance Exports

Imports

Balance

119,098 84,027 35,071 144,904 69,588 75,316 191,649
29,521 19,156 10,365 36,247 22,482 13,765 62,654
112,272 86,784 25,488 149,583 123,230 26,353 224,483

1,899,930 1,956,314 -56,384 2,286,920 2,291,360 -4,440 2,896,280
262,891 275,243 -12,352 371,007 396,929 -26922 400,782
211,393 175,149 36,244 302,294 199,883 102,41 342,013

51177 49,486 1,681 88,402 78,396 10,006 110,046

1,306,000 1,015,084 290,916 1,612,140 1,134,332 477,808 1,882,730

49,557 62,189 -12,632 63,438 78,826 -15,388 84,975

379,430 404,918 ~25,488 342,119 368,472 ~26,353 267,219
35119 39,523 —4,404 41,906 35735 6,171 60,195
23,100 42,462 -19,362 27,769 54,502 ~26,733 47,255

113,068
35,673
200,670

2,800,565
387,629
300,517
12,170

1,366,085
102,689

291,032
56,391
69,458

78,581
26,981
23,813

95,715
13,153
41,496
-2,124
516,645
=17,114

-23,813
3,804
~22,203
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FIGURE 2.1

The Region's Merchandise Exports and Imports as a Share of GDP, 1994-2003

Total Exports of the Region, by Group
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Source: IMF DOT statistics.

Note: Gross domestic product (GDP) in purchasing power parity (PPP).
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percent) was considerably larger than that of its imports (about 23

percent).

The data bear out quite strikingly that, while the share of world

exports generated by each of the three country groupings increased
between 1993 and 2003, there is a great deal of variation. The CIS
countries have performed the worst: the rate of increase in their col-

lective share of world exports over the period was only 5 percent.

However, if Russia is netted out, the CIS share of world exports has

TABLE 2.2
Shares in World Trade of the Region’s Countries, 1990-2003

Rate of

increase

(decrease)

in share

Share of world merchandise trade (%) change (%)
1990 1993 1996 2000 2003 1990-2003

Group Exports | Imports | Exports | Imports | Exports | Imports | Exports | Imports | Exports | Imports | Exports | Imports
CIS 119 1.8 24 20 23 16 23 1.1 26 15 52 | -2719
SEE 1.0 06 05 03 06 04 06 03 08 05 705 215
EU-8 1.7 18 1.7 1.3 21 16 23 19 30 26 775 95.9
EU-15 408 440 | 357 37.0 36.0 365 359 347 387 36.0 8.2 -26
LAC 38 30 44 49 50 5.1 58 6.0 5.4 50 228 1.2
MENA 5.1 38 41 4.0 40 33 47 30 46 39 11.2 -4.0
Africa 1.1 11 09 11 1.0 09 14 12 15 14 579 328
East Asia 208 151 | 257 176 248 189 25.3 172 25.1 176 22 0.1
South Asia 08 1.1 09 11 09 12 1.0 1.2 1.1 1.3 235 24.6
Region 14.6 14.2 46 37 49 35 52 33 6.4 45 389 227
CIS less Russia 58 6.2 08 09 07 07 07 05 08 07 -15 | -155
Turkey 04 07 04 08 04 08 04 08 06 09 51.8 14.7

Sources: IMF DOT statistics; data for CIS 1990-93 from Michalopoulos and Tarr 1994.
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FIGURE 2.2
Shares in World Merchandise Trade of the Region's Countries, 1990-2003
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actually declined. The rates of increase in the world share of exports
of the SEE and the EU-8 economies were virtually identical (71 per-
cent and 78 percent, respectively).

The pattern that emerges on the import side is more mixed. In con-
trast to the other groupings in the Region, where the share of world
merchandise imports rose during 1993-2003, the level of imports to
the CIS as a share of world imports declined overall, and did so at a
rate of approximately 28 percent. (Netting out Russia reduces this
rate of decline to 15.5 percent.) The most advanced countries in the
Region, the EU-8, registered the greatest increase in the share of
world imports—their share rose almost 96 percent.

Trends in Trade in Services

Services industries were accorded low priority under central plan-
ning. Indeed, in many cases they were not considered “productive”
activity. However, the increasingly globalized marketplace that is
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TABLE 2.3

characterized by rapid technological advances has changed things.
The services sectors have begun to emerge as a dynamic force in eco-
nomic growth in an increasing number of counties in the Region.
Especially in recent years, telecommunications, transportation, and
energy services, among other network industries, as well as banking,
are examples of services sectors that have been core targets of domes-
tic reform in some countries. As in other regions of the world, inter-
national trade (and investment) in such services sectors also has
begun to increase.!

Table 2.3, figure 2.3, and annex table 2.1 detail the trends in ser-
vices trade in the Region based on the most complete data currently
available. Although the tables contain some data beginning in 1990,
because of the lack of any meaningful data on services in the CIS in
the early 1990s, the focus of our discussion is on the period beginning
in 1993. The growth in the value of services exports and imports for
the Region in 1993-2003 significantly exceeds other regions, includ-
ing Latin America and the Caribbean, the Middle East and North

The Region's Trade in Services: Exports and Imports

Export value of services ($ billion)

1990 1991 1992 1993 1994 1995 1996
CIS n.a. n.a. n.a. n.a. 12 15 20
SEE 1 1 2 4 5 5 6
EU-8 6 6 10 16 21 29 31
Region 1 1 2 4 17 20 27
EU-15 372 384 435 408 in 495 523
LAC 3 32 36 38 42 44 46
MENA 23 23 28 29 30 32 34
Africa " " " 12 " 13 13
East Asia 99 108 123 138 167 200 YA
South Asia 7 8 8 8 10 1 12

Import value of services ($ billion)

1990 1991 1992 1993 1994 1995 1996
CIS na. na. n.a. na 17 24 23
SEE 1 1 2 3 4 5 5
EU-8 5 5 8 13 15 20 22
Region na. na. na. na. 21 28 28
EU-15 349 362 1 3% an 484 506
LAC 36 39 44 49 54 56 58
MENA 48 69 63 57 49 50 57
Africa 20 21 21 22 22 25 25
East Asia 145 153 172 188 220 272 294
South Asia 10 10 1 " 13 16 17

Source: IMF balance of payments statistics.

Note: n.a. = not available.




The Region’s Trade Patterns and Performance 69
Africa (MENA), East Asia, and South Asia. However, and more
important, within the Region there are significant differences. Ser-
vices trade flows—whether in terms of exports or imports—grew
fastest in the SEE countries over the 1993-2003 period, followed by
the EU-8. In contrast, the CIS economies’ services sectors remained
largely closed to international trade. This is likely due to the fact that
their services sectors are heavily burdened by regulation, which pro-
vides protection from the competitive pressures that accompany
exposure to international trade.
In terms of services exports, the growth in value over the period for
the overall Region (about 22 percent) was about quadruple the growth
of services exports for the next-fastest-growing services-export-com-
parable region—East Asia (at 5.5 percent). The growth in the value of
imports of services to the total Region in 1993-2003 was about 8 per-
cent, twice that for the next fastest-growing comparator region, again,
East Asia. Within the Region, services trade flows—whether in terms
of exports or imports—grew fastest in the SEE countries over the
Export value of services ($ billion) Growth
1997 1998 1999 2000 2001 2002 2003 1993-2003
2 19 16 17 19 3 2% 7.6%
7 8 8 9 10 11 16 13.1%
29 32 28 31 29 34 39 8.3%
29 27 23 25 29 34 42 22.6%
528 555 581 591 614 m 844 6.8%
49 53 53 59 57 54 54 3.2%
36 37 37 40 38 37 Iy 3.3%
13 13 14 13 12 12 12 0.2%
231 229 231 262 257 214 249 5.5%
13 16 19 23 25 30 4 -6.6%
Import value of services ($ billion)
1997 1998 1999 2000 2001 2002 2003 1993-2003
25 22 19 23 30 34 39 7.6%
6 6 6 6 7 8 10 10.5%
21 23 23 2 2% 29 3% 9.1%
32 28 24 29 36 42 49 7.9%
506 548 572 581 596 683 808 6.7%
65 68 66 74 73 66 67 2.9%
61 52 52 60 52 52 52 -0.7%
25 25 24 19 20 19 14 -3.6%
299 282 297 319 3N 326 283 3.8%
18 20 23 22 22 23 5 -7.1%
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FIGURE 2.3
The Region’s Shares in World Trade in Services
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Source: IMF balance of payments statistics.

1993-2003 period, followed by the EU-8 and then the CIS. For all
three of the Region’s transition country groupings, the flows of ser-
vices exports and imports grew faster than those in the EU-15.

Not surprisingly, as a share of world services trade, however, today
the volume (by $ value) of exports and imports of services in the
Region is generally still smaller than (or about equal to) that of most
comparator regions (see annex table 2.1). The world shares of ser-
vices exports and imports by all of the Region’s countries in 2003
were 2.5 percent and 2.9 percent, respectively. East Asia’s world
shares of services exports and imports in 2003 were 14.5 percent and
16.5 percent, respectively, while for Latin America and the Caribbean,
the analogous shares were 3.2 percent and 3.9 percent.

Bifurcation in the Destinations and Origins of
the Region’s Trade Flows

Over the course of the transition, there have been significant changes
in the global destination and origin markets of both the merchandise
and services trade of the Region. While age-old destination and origin
markets on the Eurasian continent still figure prominently for most of
the countries, newer, less traditional, locations have also been gaining
strength in certain instances. Most striking about this phenomenon,
however, is the emerging bifurcation of the Region into two trade
“poles”: the geographic pattern of trade flows is becoming character-
ized by a “Euro-centric” clustering and a “Russia-centric” clustering.
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Merchandise Trade

Global merchandise trade flows among the Region’s countries. On a global
basis—that is, considering the countries’ trade flows both outside and
inside the Region—for the most developed economies, the EU-8, the
major merchandise export destination market today remains the more
advanced countries in Europe—the EU-15 (figure 2.4 and table 2.4).
Indeed, the share of the EU-8's global merchandise exports sold in the
EU-15 rose over the decade, while their corresponding export share
within the Region fell. Among the country groups in the Region, the
global share of exports sold in the EU-15 by the EU-8 is still the largest.

The increased international integration of the EU-8 countries has
been also manifested in significant growth since 1993 in the share of
their merchandise exports to East Asia, their largest export market out-
side the European continent. On the other hand, the shares of EU-8
countries” exports sold in the markets of North America (NAFTA), Latin
America and the Caribbean, the Middle East and North Africa, and

FIGURE 2.4

Global Destinations of the Region’s Merchandise Exports
Distributional Shares of Merchandise Exports of the Region’s Groups, by Destination
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Source: IMF DOT statistics.
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TABLE 2.4

Global Geographic Destination of the Region’s Merchandise Exports (%)

Share of total world merchandise exports (%)

0f which East | South

Group Year Region | CIS SEE EU-8 EU-15 | LAC | MENA | Africa | Asia | Asia | NAFTA| ROW
CIS 1993 210 376 129 36.7 46.2 1.1 17 02 | 147 33 94 | 120
1996 477 70.2 45 19.0 325 1.1 2.2 0.1 8.6 12 5.2 28

2000 4756 78.0 2.8 143 33.6 14 12 0.3 8.3 16 46 29

2003 39.3 737 2.3 18.2 39.6 19 11 05 | 124 0.9 3.1 3.1

SEE 1993 309 440 16.7 317 53.9 08 29 0.1 5.0 0.2 41 6.4
1996 21.1 299 214 37.0 59.3 14 2.1 0.2 43 0.2 26 75

2000 284 28.1 AR 409 61.2 1.0 2.1 0.2 33 0.1 2.1 5.2

2003 279 22.3 184 459 62.2 13 17 0.2 3.6 0.2 17 43

EU-8 1993 215 452 7.0 454 61.7 0.6 1.0 0.2 42 0.3 34 42
1996 25.1 46.0 49 473 65.1 0.6 0.5 0.3 46 0.2 2.2 6.0

2000 25.0 52.0 4.1 425 65.3 05 04 0.1 5.0 0.2 2.1 55

2003 23.7 423 45 50.7 65.4 0.4 04 0.3 6.5 0.2 1.6 6.2

Memo Items

Region 1993 25.7 429 103 406 55.2 0.8 15 0.2 8.0 14 5.6 6.8
1996 34.6 58.0 6.3 30.5 51.2 0.9 14 0.2 6.2 0.6 35 44

2000 322 60.8 5.4 29.9 55.3 0.8 0.9 0.2 5.8 0.6 2.8 44

2003 293 53.4 5.4 359 56.6 1.0 08 0.3 8.0 0.4 2.1 4.6

CIS less Russian| 1993 36.3 48.1 78 211 N2 0.5 2.3 0.0 8.3 1.3 8.7 41
Fed. 1996 68.0 78.6 2.7 14.1 191 0.3 30 0.1 4.0 0.5 4.1 13
2000 64.6 81.3 18 122 278 0.7 2.0 04 6.0 0.6 32 13

2003 58.6 79.9 15 13.7 25.1 0.5 18 04 9.7 0.6 24 14

Turkey 1993 9.0 70.7 138 15.2 51.7 13 | 103 00 | 11 09| 128 | 324
1996 89 67.7 24.0 8.1 57.2 1.3 10.7 03 95 1.0 78 | 379

2000 132 70.7 18.8 10.3 56.0 1.0 76 04 10.6 1.0 8.1 15.9

2003 155 68.0 175 145 52.6 1.3 9.8 09 M1 1.3 5.1 15.6

EU-15 1993 6.0 22.2 15 48.2 62.2 18 5.1 12 8.6 0.8 9.5 49
1996 15 18.6 19 53.1 62.3 2.0 38 1.0 9.2 0.7 8.8 48

2000 78 122 128 58.8 619 17 36 13 73 06| 118 39

2003 95 149 15.0 572 61.6 1.3 41 14 6.9 0.6 105 40

Source: IMF DOT statistics.

South Asia all have declined. (Apart from NAFTA, the initial EU-8
export shares for these regions were small to begin with.) The EU-8’s
share of exports to the rest of the world (ROW), however, increased siz-
ably over the decade, another attribute reflecting the EU-8's increased
international integration.

In 2003, as in 1993, the CIS countries arguably had the greatest diver-
sification in location of global merchandise export markets compared
with other country groups of the Region. Over the course of the decade,
however, the geographic spread of CIS exports’ global shares had
become more concentrated. The largest destination market for CIS mer-
chandise exports in 2003 was the same as it was in 1993—the EU-15—
but only marginally so: the share of CIS exports shipped to countries in
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the Region grew substantially, while the share of exports shipped to the
EU-15 declined substantially. LAC and, to a much lesser extent, Africa,
proved to be new markets for CIS exports, with a doubling of the export
shares over the decade. In contrast, the shares of exports from the CIS
group of countries to South Asia, East Asia, and North America all
declined, particularly for the NAFTA and South Asian markets.

The global pattern of merchandise export penetration for the SEE
countries falls somewhere between those of the EU-8 and the CIS. The
largest shares of SEE exports are accounted for by customers in the EU-
15 and in the Region and, like their wealthier EU-8 counterparts, the SEE
countries sold proportionally more exports in EU-15 markets than in the
Region’s markets over the 1993-2003 period. On the other hand, as is
the case for the CIS, the share of exports from the SEE group of countries
destined for LAC markets increased substantially. At the same time, SEE
export shares in NAFTA, South Asia, and East Asia declined.

The two-pole paradigm is becoming equally evident with respect
to imports. The global merchandise import side of the story is pre-
sented in figure 2.5 and table 2.5. Globally, for the most developed
economies—the EU-8—the dominant merchandise import origin
market was still the EU-15. As in exports, the share of the EU-8’s
global merchandise imports purchased from the EU-15 rose over the
1993-2003 period, while their corresponding import share within the
Region fell. Among the three country groupings in the Region, the
global share of merchandise imports bought in the EU-15 was still the
largest for the EU-8.

Outside the European continent, the change in the share pattern
of EU-8 global imports is largely the reverse of what happened regard-
ing exports. There was significant growth since 1993 in the share of
EU-8 merchandise imports from North America, which remained its
largest non-European import market. On the other hand, the share of
EU-8 merchandise imports purchased in the markets of East Asia
declined. The share of EU-8 imports from MENA and LAC also
declined between 1993 and 2003.

As in the case of exports, the CIS countries tend to have a pattern of
global import markets that is more diversified in comparison with the
other country groups of the Region. Unlike the changes exhibited in CIS
export destinations, however, over the course of the decade the geo-
graphic spread of CIS import shares became somewhat more diversified.

The CIS’ largest origin market for its merchandise imports in 2003
was the Region; this differs from 1993, when it was the EU-15. The
share of CIS imports shipped from the Region grew substantially,
while the share of imports shipped from the EU-15 declined, albeit by
a modest amount. LAC, NAFTA, and MENA all have become more
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FIGURE 2.5

Global Distribution of the Region’s Merchandise Imports
Distributional Shares of Merchandise Imports of the Region’s Groups, by Destination
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Source: IMF DOT statistics.

significant import source markets for the CIS. In contrast, the share of
imports to the CIS from East Asia declined. This is a different pattern
from the one that evolved for CIS exports.

As in exports, the global pattern of merchandise import sourcing
for the SEE countries falls somewhere between those of the EU-8 and
the CIS. The largest shares of SEE imports are accounted for by EU-15
and Regional producers and, like their wealthier EU-8 counterparts,
SEE bought proportionally more imports in EU-15 markets than in
the Region’s markets over the 1993-2003 period. On the other hand,
as is the case for the CIS, the share of imports by the SEE group of
countries bought in East Asian markets decreased substantially. At
the same time, SEE import shares from LAC, MENA, South Asia, and
North America declined.

Intra-Regional merchandise trade flows. The patterns of the intra-Regional
destination of the countries” merchandise exports are particularly
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TABLE 2.5
Global Geographic Origin of the Region’s Imports (%)
Share of world imports originating from (%)
Country 0f which East | South
Group Year Region | CIS SEE EU-8 EU-15 | LAC | MENA | Africa | Asia | Asia | NAFTA| ROW
CIS 1993 211 234 20.8 402 429 0.7 2.2 04 | 208 0.3 40 1.0
199 479 63.6 79 23.3 28.7 0.8 24 0.2 135 10 43 11
2000 39.0 53.1 8.2 28.8 33.1 19 33 04 123 0.7 7.0 2.3
2003 37.8 53.3 8.3 28.0 348 2.1 47 04 13.0 0.8 5.6 0.8
SEE 1993 22.8 227 295 36.0 479 11 79 11 125 1.2 46 09
1996 24.3 20.3 349 26.5 52.0 11 6.7 25 12 1.7 3.7 0.8
2000 24.6 9.5 40.7 28.0 61.1 0.3 39 13 2.3 0.3 5.4 0.8
2003 22.2 16 40.2 30.5 63.7 04 36 0.6 3.1 0.3 48 14
EU-8 1993 253 26.2 120 60.9 62.6 0.8 2.5 04 35 0.3 3.7 0.8
1996 26.1 259 127 59.6 64.1 0.7 14 0.2 2.1 0.3 3.3 11
2000 19.9 16.7 16.5 63.6 68.6 0.7 1.0 0.3 22 0.1 59 1.3
2003 221 17.2 174 61.3 67.5 0.4 1.5 0.3 20 0.2 47 1.4
Memo Items
Region 1993 26.2 245 18.0 482 51.7 0.7 29 0.5 128 04 40 0.9
1996 37.6 51.3 107 329 441 0.8 24 04 8.9 0.8 39 11
2000 30.1 40.5 125 38.1 49.8 13 2.4 04 14 04 6.4 18
2003 294 38.2 134 394 51.9 1.2 32 0.3 12 05 5.1 11
CIS less Russian | 1993 453 417 19.5 23.0 292 0.6 5.0 0.0 15.3 0.3 39 04
Fed. 199 715 82.0 3.7 9.8 122 0.9 34 0.3 15 0.8 32 0.2
2000 54.7 746 53 1.4 271 43 46 04 9.0 0.9 47 0.3
2003 50.1 67.8 7.3 16.4 20.6 53 8.2 0.6 109 12 2.6 0.4
Turkey 1993 103 76.0 124 116 51.5 0.7 171 0.1 9.7 0.7 8.6 12
1996 10.5 67.1 19.2 13.7 56.8 06 141 05 6.1 08 9.1 1.5
2000 9.8 49.1 287 222 59.9 09 10.8 1.0 28 0.7 12.7 1.4
2003 135 35.7 344 29.8 56.6 0.5 14.1 1.0 3.0 0.5 9.2 16
EU-15 1993 6.0 22.2 115 48.2 62.2 18 5.1 12 8.6 0.8 9.5 49
1996 15 18.6 1.9 53.1 62.3 2.0 38 1.0 9.2 0.7 8.8 48
2000 78 122 128 58.8 61.9 17 36 13 7.3 0.6 18 39
2003 95 14.9 15.0 57.2 616 1.3 41 14 6.9 0.6 10.5 40

Source: IMF DOT statistics.

revealing (see figure 2.6). While the major destination market for
intra-Regional merchandise exports by the EU-8 in 1993 was the CIS,
in 2003, following a major locational shift over the decade, most of the
intra-Regional exports sold by EU-8 countries were to other EU-8
countries themselves.

This change in trade patterns is a hallmark of the EU-8 countries’
development progress, particularly regarding the restructuring and
modernization of the enterprise sector. Although the SEE market
remained the smallest for EU-8 intra-Regional exports, there was also
a decline in the share of the EU-8's intra-Regional merchandise
exports sold in SEE.
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FIGURE 2.6

Intra-Regional Distribution of Merchandise Exports
Share of Intra-Regional Merchandise Exports
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The dynamics of the pattern of intra-Regional merchandise exports
for the CIS is just the reverse. Rather than enlarging their share of
exports to the wealthier countries as development in the overall
Region has proceeded, the CIS’ share of intra-Regional exports in the
EU-8 market decreased while it increased in the CIS market itself. The
share of CIS exports within the Region also declined in the SEE mar-
ket. Taken together, these data suggest that CIS exports within the
Region became more (sub-) regionalized and concentrated.

For the SEE economies, there was a significant shift between 1993
and 2003 from the CIS to the EU-8 becoming the dominant destina-
tion for intra-Regional merchandise exports. Indeed, the share of
SEE’s intra-Regional exports rose in the EU-8 market and fell—even
more dramatically—in the CIS market. The share of intra-Regional
exports sold in the SEE market by SEE producers remained relatively
the same over the decade.

The pattern of merchandise imports for the EU-8 within the Region
is different from that for exports (see figure 2.7). Although the share
of EU-8 intra-Regional imports from the CIS declined and the share
from the EU-8 rose (as did the share of imports from SEE), the EU-8
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FIGURE 2.7

Intra-Regional Distribution of Merchandise Imports
Share of Intra-Regional Merchandise Imports
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market remains the dominant origin for EU-8 merchandise imports.

On the other hand, the story for the shares of the CIS’ intra-
Regional imports is not different from that for exports. The CIS’ share
of intra-Regional imports from the EU-8 market decreased, while it
increased in the CIS market itself. The share of CIS imports from the
SEE market also declined within the Region. Again, as in exports,
these data suggest that the CIS’ intra-Regional imports have become
more (sub-) regionalized and concentrated.

For the SEE economies, there was a significant shift over 1993-2003.
Whereas in 1993 the EU-8 was the major origin market for intra-
Regional merchandise imports for SEE, by 2003, the share of SEE intra-
Regional imports was greater from the SEE market itself. At the same
time, as it did for their wealthier EU-8 counterparts, the share of the
SEE’s intra-Regional imports purchased from the CIS declined.

Services Trade

While there are few systematic data available on the direction of trade
in services, telecommunications traffic flows suggest that much of the
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trade in services that occurs is oriented toward Western Europe. More
than half of all outgoing telecommunications traffic originating in the
eight new EU member states and in SEE goes to the EU. This com-
pares with less than 2 percent for Central Asia and the Caucasus and
8 percent for Belarus, Russia, and Ukraine. This bifurcation of the
Region’s countries—in this case in terms of services trade—is a char-
acteristic increasing along multiple dimensions of the overall pattern
of international integration in the Region.

A similar dichotomy is present regarding services sector FDI in the
Region. Indeed, largely as a result of growing inflows of FDI in the
services sectors, the share of domestic economic activity accounted
for by services in the EU-8 and SEE economies has rapidly converged
on that of the EU. For example, the Baltic countries of Estonia and
Lithuania have attracted significant inflows of FDI in services, and in
the coastal countries of the Balkans, FDI in tourism services has
become increasingly predominant. In other countries of the Region,
however, especially Central Asia and the Caucasus, services account
for only 40 percent of economic activity. In these countries there are
extremely limited FDI flows in services and an absence of private sec-
tor participation in services delivery.

Liberalization of foreign investment in services in the Region—
usually capitalized on by the privatization of deregulated incumbent
businesses—has been most pronounced in network and backbone
industries, such as telecommunications, energy, and banking, as well
as in tourism, wholesale and retail commerce, and business services.
In contrast, many new, higher-technology services activities, such as
the information technology (IT) and software development sectors,
have developed from the start within relatively liberalized frame-
works. (A more detailed discussion of trade and investment in the
services sectors in the Region is the focus of chapter 6.)

Bipolar Clustering in Product Concentration,
Commodity Composition, and Factor Intensity

Product Diversification vs. Concentration

It is often assumed that with greater development of a market econ-
omy and overall economic prosperity, diversification of the composi-
tion of a country’s trade increases. In this case, has the transition from
central planning to market-oriented development resulted in
increased diversification of the Region’s exports? Analyses of the
magnitude and effects of export diversification in various regions of
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the world have typically employed three types of indices: (a) a count
of the number of products exported, (b) the share of a country’s total
exports accounted for by a set number of the largest products (a sim-
ple measure of export concentration), and (c) the index of export
concentration (a more sophisticated measure of concentration than
the second).? Analysis of these indices calculated for the Region’s
trade provides valuable insights into the evolution of trade diversifi-
cation in these countries since the start of transition.

As figure 2.8 shows, the Region’s progress in diversification of
export products has been generally limited, with concentration of
trade worsening markedly for the CIS countries. The number of prod-
ucts exported generally declined between 1993 and 2003, and the
share of the largest 3 or 10 products in total exports generally
increased. The Hirschman concentration index for most of the Region
increased only slightly, while for the CIS countries it rose significantly,
reflecting a decrease in the diversification of export products.

FIGURE 2.8
Changes in Product Concentration of the Region’s Merchandise
Exports in Global Markets
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Overall, across all of the indices, the CIS countries score the worst.
Indeed, their indices have deteriorated substantially over time, espe-
cially since 1996. This has been most striking in Azerbaijan, Georgia,
Kazakhstan, and Russia, where oil and gas are increasingly the promi-
nent exports.

Concentration of trade has also been increasing, though taking a
different form, in the EU-8 countries, notably in Hungary and the
Slovak and Czech Republics, particularly in heavy industries such as
automotive and parts. The Baltic countries, particularly Latvia and
Lithuania, have nevertheless managed to improve their export diver-
sification profile. The SEE countries, on the other hand, remain the
most diversified, most likely the result of a relative specialization in
low value added exports, such as textiles.

Commodity Composition

Export prospects are affected by the commodity composition of
trade.> Important negative effects from a high concentration of
exports may take place depending on the nature of the commodities
exported. Some studies show that countries with highly concentrated
exports may experience relatively unstable export earnings, a factor
that makes economic planning difficult.# This can occur if the com-
modities exported see their prices fluctuate in an unpredictable man-
ner, which is often the case with primary commodities such as oil and
gas and many agricultural products.

What does the commodity composition of exports in the Region
look like? As depicted in table 2.6, a common feature for almost all
the countries in the Region is the relative decline in the importance of

TABLE 2.6
The Structure of the Region’s Exports by Major Product Category, 1996 and 2003
Total exports Food & Agric. raw Ores &
Exporter Year ($ millions) feeds materials metals Fuels All manuf.
Region and Turkey 1996 247,493 171 49 6.3 13.2 56.5
2003 461,051 12.3 44 74 15.7 56.6
EU-8 1996 83,456 115 5.7 32 55 75
2003 195,259 7.0 59 2.7 5.1 789
CIS 1996 119,813 19.2 53 8.2 26.6 38.4
2003 182,718 14.1 47 12.1 314 30.3
SEE 1996 20,687 16.4 46 8.5 49 64.7
2003 35,408 1.8 33 6.3 53 718

Source: Computations based on UN COMTRADE statistics.
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agricultural products in exports. The share of food and agricultural
raw material exports of the total of the Region’s exports has declined
from 22 percent in 1996 to 16.7 percent in 2003. This decline was
paralleled by an increase in the share of manufacturing exports for
some of the countries, which was offset by a reallocation toward pri-
mary commodities (namely ores, minerals, and fuels) by other coun-
tries, the export shares of which increased from 19.5 percent to 23.1
percent.

The concentration of the Region’s exports in (nonagricultural) pri-
mary commodities, however, remains large and is increasing. This is
particularly the case for the CIS countries, where the shares of ores,
metals, and fuels in total exports increased from 38 percent to 47 per-
cent over the period 1996-2003. With the collapse of manufacturing
exports following the breakup of the Union of Soviet Socialist
Republics (USSR), most of these countries had shifted toward exports
of natural resources. Exports of manufactures declined by 10 per-
centage points over the period 1996-2003. In the natural resource-
rich countries like Azerbaijan, Kazakhstan, Russia, and
Turkmenistan, trade in energy and raw materials experienced a boost
and compensated for the decline in manufacturing trade. These are
universal commodities that can easily be sold on international mar-
kets. By the same token, Tajikistan’s exports are dominated by alu-
minum, and the Kyrgyz Republic relies extensively on exports of
gold. As discussed below (and in chapter 7) in the analysis of intrain-
dustry trade and buyer- versus producer-driven global production-
sharing networks, Armenia managed to develop inward processing in
its diamond-cutting industry that cushioned the decline in the more
traditional food, light, and machinery industries. In the Kyrgyz

Wood & Leather & Textiles & Machinery
Chemical papers rubber clothing excl. auto

Motor veh.
& parts

Misc.
manuf.

8.7 24 23 13.0 1.2
57 25 2.5 1.7 13.9
95 52 2.1 121 17.0
7.0 54 2.1 8.0 26.5
16 0.7 09 14 8.0
35 07 0.5 6.9 6.9
9.7 1.7 54 18.2 10.2
56 21 7.1 229 12.7

3.2
4.4
6.6
107
2.0
1.3
1.3
14
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104
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8.2
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FIGURE

29

Republic, however, gold exports have generated only limited positive
spillovers into the local economy.

Factor Intensity

Differences among the Region’s countries in factor endowments, ini-
tial conditions, and levels of development have largely conditioned
the observed factor intensities of the countries’” exports and imports.
Figure 2.9 and tables 2.7 and 2.8 present the most recent and com-
plete data available on this score, across various groupings of coun-
tries in the Region, by individual country, and over time. (Annex
tables 2.2 and 2.3 show the distribution of factor use in value terms
for exports and imports.)

Factor Intensity of Merchandise Exports and Imports in the Region, 1993 and 2003
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Note: The import share of the CIS may be exaggerated by trade deflection; see Freinkman et al. 2004.
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At present, the variation in the factor intensity of merchandise
exports of the Region’s countries generally falls along two lines. In
less developed, resource-rich, and labor-endowed countries such as
the Central Asian Republics and the Caucasus, exports of natural-
resource-intensive and labor-intensive products tend to be dominant
on average. Merchandise exports of the more developed economies,
such as the EU-8, are on average more capital-intensive and less
natural-resource-intensive. Indeed, many of the more developed
countries in the Region have increased the technological content of
their traded goods: the EU-8 countries, and to a much lesser extent
only a few of the SEE countries, have more capital-intensive exports
than the other countries in the Region. However, the EU-8’s mer-
chandise exports are, on average, more unskilled-labor-intensive
than the exports of the CIS, but /ess unskilled-labor-intensive relative
to SEE exports—an issue that has implications of potential impor-
tance for prospective employment trends in the EU-8, a topic
addressed below.

On the other hand, a core portion of the SEE countries, mostly in
the Western Balkans, has exports with relatively low capital intensity
and relatively high unskilled-labor intensity. In large part, this is the
result of these countries’ not attracting significant amounts of FDI,
especially in greenfield (or wholly new) investments. This leaves
them with a pattern of trade specialization that does not correspond
to their competitive position. (This point is further reinforced by the
empirical evidence on determinants of trade openness presented
below.)

On an individual country basis the pattern generally holds, with
the aggregate share of skilled-labor-intensive and capital-intensive
exports highest for the most developed economies in the Region, as
well as for Croatia. At the other extreme, Moldova, the poorest coun-
try in Europe in terms of GDP per capita, has the lowest share of such
products in its exports. A substantial deviation from the pattern
appears to be Serbia and Montenegro, with a share very close to that
of Croatian exports. This, combined with a very low share of
unskilled-labor-intensive products in its exports, may point to weak-
nesses in the economic policy regime of Serbia and Montenegro in
preventing allocation of resources to sectors with potential compara-
tive advantage.

With respect to the factor intensity of the Region’s merchandise
imports, roughly the same broad dichotomy holds, but the differences
across the country groupings is less significant.”> Merchandise imports
into the CIS countries on average tend to be more natural-resource-
intensive and less capital-intensive than the EU-8’s imports. Although
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TABLE 2.7
Factor Intensity of Merchandise Exports by Country in the Region, 1996, 2000, and 2003

Share of total exports (%) P

1996 2000
Total Natural Unskilled Capital- Skilled Total Natural Unskilled | Capital-

Country exports resources labor intensive labor rxports | resources labor intensive
Albania 100.0 59.7 33.0 34 39 100.0 50.3 428 22
Armenia® 100.0 70.0 58 16.8 74 100.0 AR 34 183
Azerbaijan 100.0 453 107 382 58 100.0 923 19 50
Belarus* 100.0 177 194 29.0 339 100.0 195 18.6 298
Bulgaria 100.0 317 171 283 16.9 100.0 352 211 215
Croatia 100.0 328 35.1 240 8.1 100.0 333 343 233
Czech Rep. 100.0 208 183 30.0 30.8 100.0 15.0 16.6 323
Estonia 100.0 36.3 244 221 172 100.0 30.4 178 39.0
Georgia 100.0 63.9 32 147 183 100.0 n3 30 279
Hungary 100.0 311 19.3 30.2 19.3 100.0 13.2 1.7 511
Kazakhstan 100.0 724 13 153 11.0 100.0 83.0 03 6.4
Kyrgyz Rep. 100.0 64.3 88 221 48 100.0 70.1 54 16.6
Latvia 100.0 453 242 144 16.1 100.0 528 229 118
Lithuania 100.0 432 202 VAR 147 100.0 437 259 20.0
Macedonia, FYR 100.0 433 34.7 103 1.7 100.0 354 34 79
Moldova 100.0 80.7 88 6.5 40 100.0 67.6 236 58
Poland 100.0 300 283 19.1 226 100.0 238 24.1 233
Romania 100.0 227 39.0 199 184 100.0 22.3 M3 24
Russian Fed. 100.0 70.7 30 119 144 100.0 n8 35 120
Serbia &

Montenegro 100.0 54.4 121 17.7 158 100.0 449 172 179
Slovak Rep. 100.0 212 18.3 28.0 325 100.0 14.2 15.5 252
Slovenia 100.0 16.5 224 249 36.3 100.0 15.6 197 26.4
Tajikistan na. na. na. na. na. 100.0 86.7 3.6 8.9
Turkmenistan® 100.0 925 6.3 0.7 0.6 100.0 91.2 15 12
Ukraine 100.0 345 5.2 245 35.8 100.0 32.3 57 279

Source: Computations based on UN COMTRADE statistics.

Note: a. Because of missing data, Bosnia and Herzegovina and Uzbekistan are excluded.

a. Sum of individual country shares may not exactly equal totals because of rounding methodology.
b. Calculated based on SITC four-digit products.

¢. Armenia and Turkmenistan are using 1997 data, and Belarus is using 1998 instead of 1996 data.
n.a. =not available.

the EU-8’s imports are on average more unskilled-labor-intensive
than the CIS" imports, the differences in this factor intensity are much
smaller than the similar pattern exhibited regarding exports.

How have the development and greater modernization of the
Region’s economies shifted the factor composition of trade since the
start of transition? Looking over the 1996-2003 period, the mer-
chandise imports of most of the Region’s economies at lower levels of
development—Ilargely, but not exclusively, the CIS—are now import-
ing relatively more skilled-labor-intensive and capital-intensive prod-
ucts and fewer natural-resource-intensive products. At the same
time, the merchandise exports of the CIS countries have become even
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Share of total exports (%)* P

2003 Change 1996-2003 (%)
Skilled Total Natural Unskilled Capital- Skilled Unskilled Capital- Skilled
labor exports resources labor intensive labor labor intensive labor
46 100.0 481 40.8 38 73 24 13 88
72 100.0 92.8 09 32 3.1 -84 -81 -58
08 100.0 93.6 0.5 44 15 -95 -89 -74
321 100.0 238 16.7 28.9 30.5 -14 0 -10
16.2 100.0 34.0 32.2 18.9 14.9 88 -33 -12
9.0 100.0 29.0 336 26.4 109 —4 10 35
36.1 100.0 125 146 371 35.8 -20 24 16
127 100.0 335 194 28.0 19.1 -20 21 1
38 100.0 75.0 13 192 44 -59 31 -76
24.0 100.0 13.2 10.3 539 22.7 47 78 17
103 100.0 86.1 03 48 88 -76 -89 -20
78 100.0 66.3 156 116 6.5 78 —48 35
125 100.0 516 223 123 138 -8 -15 -14
104 100.0 40.1 285 182 132 i =17 -10
253 100.0 37.3 371 78 178 7 -24 53
3.1 100.0 69.3 209 54 44 137 -17 10
288 100.0 215 238 240 30.7 -16 25 36
15.0 100.0 227 405 19.0 17.8 4 -4 —4
12.7 100.0 77.1 1.2 11.6 10.1 -b9 -3 -30
20.1 100.0 482 154 174 19.0 27 -1 20
450 100.0 15.4 14.3 0.7 48,6 =22 -23 50
383 100.0 149 179 298 375 -20 20 3
0.8 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
0.1 na. na. n.a. na. na. na. na. na.
40.1 100.0 36.5 6.0 195 38.0 15 =21 6

more natural-resource-intensive and less skilled-labor-intensive on
average, although among individual countries there are exceptions.

Over the same period, the SEE countries on average recorded a sig-
nificant increase in exports of labor-intensive products and a slight
decline in capital-intensive exports. Indeed, SEE exports remain
largely concentrated in unskilled-labor-intensive products, the inten-
sity of which grew between 1996 and 2003. For the EU-8, over the
1996-2003 period, both merchandise exports and imports became
more skilled-labor-intensive and capital-intensive.

Overall, while there has been substantial change over the course of
the transition in the commodity composition and factor intensity of
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TABLE 2.8
Factor Intensity of Merchandise Imports by Country in the Region, 1996, 2000, and 2003

Share of total imports (%)* "

1996 2000
Total Natural Unskilled Capital- Skilled Total Natural Unskilled | Capital-

Country exports resources labor intensive labor exports | resources labor intensive
Albania 100.0 50.0 138 2138 143 100.0 452 16.3 187
Armenia® 100.0 62.7 55 215 103 100.0 57.7 6.1 240
Azerbaijan 100.0 49.7 47 25.0 20.7 100.0 32.0 8.3 40.3
Belarus* 100.0 4238 6.4 28.0 228 100.0 507 6.2 256
Bulgaria 100.0 53.2 9.7 232 14.0 100.0 403 145 258
Croatia 100.0 314 157 294 237 100.0 29.7 155 284
Czech Rep. 100.0 241 1.7 399 245 100.0 225 114 N3
Estonia 100.0 26.0 16.2 30.2 278 100.0 24 120 434
Georgia 100.0 771 44 127 59 100.0 40.3 76 355
Hungary 100.0 28.0 14.0 357 225 100.0 14.0 10.6 509
Kazakhstan 100.0 376 56 286 283 100.0 236 6.0 408
Kyrgyz Rep. 100.0 54.0 36 286 139 100.0 40.2 49 408
Latvia 100.0 298 146 313 245 100.0 255 15.1 325
Lithuania 100.0 394 106 258 245 100.0 395 139 26.2
Macedonia, FYR 100.0 35.0 196 232 223 100.0 427 6.7 26.5
Moldova 100.0 538 8.3 231 14.9 100.0 435 153 212
Poland 100.0 26.0 135 372 235 100.0 243 12.1 389
Romania 100.0 369 158 320 155 100.0 28.8 208 345
Russian Fed. 100.0 36.6 8.9 346 202 100.0 36.3 8.0 376
Serbia &

Montenegro 100.0 382 127 285 210 100.0 29.3 99 331
Slovak Rep. 100.0 300 94 345 263 100.0 304 11.0 334
Slovenia 100.0 259 14.3 316 283 100.0 26.8 127 331
Tajikistan na. na. na. na. na. 100.0 422 2.0 49.1
Turkmenistan® 100.0 32.3 6.0 49 199 100.0 171 13 437
Ukraine 100.0 61.0 53 273 125 100.0 55.3 6.6 244

Source: Computations based on UN COMTRADE statistics.

Note: Because of the missing data, Bosnia and Herzegovina and Uzbekistan are excluded,

a. Sum of individual country shares may not exactly equal totals because of rounding methodology.
b. Calculated based on SITC four-digit products.

¢. Armenia and Turkmenistan are using 1997 data, and Belarus is using 1998 instead of 1996 data.
n.a. =not available.

trade in the EU-8 and the SEE economies, relatively little has changed
in these regards among the CIS countries, which effectively have
been almost “frozen in time.” The result is that these countries are not
active participants in the evolving modern international division of
labor.

The existing composition and factor intensity of exports put the
future growth prospects of the CIS at risk. Skilled-labor-intensive and
capital-intensive industries tend to pay higher wages, and growth of
exports in these sectors can lead to expanded production, an increase
in economic growth. On the other hand, excessive reliance on exports
of natural-resource-based products that involve little processing—
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Share of total imports (%)®?

2003 Change 1996-2003 (%)
Skilled Total Natural Unskilled Capital- Skilled Unskilled Capital- Skilled
labor exports resources labor intensive labor labor intensive labor

199 100.0 429 16.4 20.1 20.6 19 -8 44
123 100.0 62.3 6.5 174 138 18 -19 34
194 100.0 29.0 121 313 215 160 25 33
17.4 100.0 471 6.9 27.8 18.1 8 -1 -21
19.4 100.0 229 20.2 319 250 108 37 79
265 100.0 242 158 311 28.9 1 6 22
248 100.0 195 11.0 428 26.7 -6 7 9
231 100.0 246 115 339 30.1 -29 12 8
16.6 100.0 395 6.3 28.7 255 46 126 328
245 100.0 15.5 10.0 515 230 -29 44 2
295 100.0 24.6 75 371 30.8 3 30 9
14.1 100.0 450 96 25.2 202 169 -12 46
268 100.0 285 142 30.2 211 -3 -4 1
203 100.0 315 159 285 240 51 11 -2
242 100.0 424 7.2 212 232 63 17 4
14.0 100.0 432 14.8 233 18.7 80 1 25
24.7 100.0 21.6 14.2 36.8 274 5 -1 17
159 100.0 219 204 30.9 208 29 -3 34
18.1 100.0 295 8.3 375 247 -6 8 22
2738 100.0 36.5 9.2 31.0 233 =27 9 1
252 100.0 238 1.7 34.6 300 24 0 14
21.3 100.0 256 12.2 34.0 28.2 -15 8 -1

6.7 na. na. na. na. na. na. na. na.
319 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
137 100.0 532 6.0 243 16.5 13 14 32

such as is the case of many CIS countries—will not have the same
effect on wages. While the concentration of trade patterns in natural-
resource and unskilled-labor-intensive activities acted as a short-run
cushion for job losses for unskilled workers in the CIS in the early to
mid-1990s, in the aftermath of the collapse of CMEA, this is not a sus-
tainable growth strategy. Over the long term, increased international
competition from other low-price labor countries means that these
countries would be unlikely to retain a strong comparative advan-
tage, making it all the more important to focus on upgrading exports
and shift into higher value added goods. Indeed, in such a situation,
increased international competition in the face of little or stalled eco-
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nomic reform could well exacerbate poverty in these already poor
countries, a topic that is further explored in chapter 3.

At the same time, the increase in unskilled-labor-intensive mer-
chandise exports in the EU-8—if persistent—poses risks to the wage
regime of workers entering the labor market in trade-related sectors
and to the incentives affecting workers” investment in human capital
in these countries. Moreover, since labor costs in these countries are
relatively high, reliance on unskilled-labor-intensive exports, such as
textiles and footwear, may not be sustainable in the long run, given
the growing competition from low-wage countries, in Asia and else-
where.

Sub-Regional Variation in Sources of Intertemporal Change in
the Region’s Export and Import Market Shares

It is informative to analyze the extent to which the changes in the
observed patterns of the Region'’s trade flows over the past decade are
the result of variations in (a) demand, (b) export competitiveness, or
(c) product diversification (or lack thereof). We examine this decompo-
sition over 1996-2003 for trade both among the Region’s countries and
between the Region’s countries and the EU-15. (For information about
the methodology used for this decomposition, see annex box 2.1.)

Decomposing Intra-Regional Trade, by Country

Growth of intra-Regional trade since 1996 has been largely driven by
demand for exports from the Czech Republic, Hungary, Poland, Rus-
sia, the Slovak Republic, Turkmenistan, and Ukraine. (As table 2.9
illustrates, for Russia, Turkmenistan, and Ukraine, the overwhelming
bulk of exports comprised natural gas and oil products.) The same
pattern holds for the more recent portion of the period (that is, since
2000), except that the demand for Turkmenistan’s exports has signif-
icantly declined.

More important, the vast majority of the countries did not improve
their competitiveness in intra-Regional trade over the 1996-2003
period; of the seven that did improve their ability to be more compet-
itive in intra-Regional trade, three (Hungary, Poland, and Lithuania)
are in the EU-8; two (Georgia and Tajikistan) are in the CIS; and one
(Romania) is in the SEE. However—yet not surprisingly—intra-
Regional trade competitiveness improved markedly for most coun-
tries in the years following the Russian economic crisis and ruble
devaluation in August 1998 (although the three CIS and SEE coun-
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TABLE 2.9
Role of Demand, Export Competitiveness, and Product Diversification in Intra-Regional
Merchandise Trade

Factors underlying the Factors underlying the
Exports to the Region 1996-2003 export change 2000-3 export change
($ millions) ($ millions) ($ millions)
Demand | Competitive | Diversi- | Demand | Competitive | Diversi-
1996 2000 2003 factor factor fication factor factor fication
Albania 37 10 19 25 —42 -2 4 4 0
Armenia 108 85 108 125 -78 -47 54 =31 -1
Azerbaijan 339 445 570 534 -280 -23 152 51 -78
Belarus 4,098 5,122 6,206 986 -709 1.832 423 9% 567
Bosnia & Herzegovina 319 373 391 225 -145 -8 159 -112 -29
Bulgaria 1,386 1,430 1,749 1,051 -692 3 552 22 -256
Croatia 995 805 1,601 823 -343 127 402 272 122
Czech Rep. 6,066 5,964 9,763 4,680 -693 -290 3,025 846 -73
Estonia 485 598 768 346 -25 -38 285 -104 -10
Georgia 149 295 47 83 214 25 258 -103 22
Hungary 2,976 3,745 6,338 2,230 1,156 -24 2,010 576 8
Kazakhstan 3,673 3,772 3,507 715 -776 -105 668 -1,050 17
Kyrgyz Rep. 274 158 189 169 -253 -1 43 -12 -1
Latvia 598 595 655 4n -369 —46 308 -214 -34
Lithuania 815 1,087 1,846 611 576 -156 514 47 -172
Macedonia, FYR 474 319 195 340 -610 -10 140 -256 -8
Moldova 1,059 503 600 696 -1.149 -6 359 -261 0
Poland 3,570 4,867 9,135 4,829 6,336 -5,599 4,630 3,933 4,294
Romania 1.311 1,983 2,783 988 399 86 1,010 -39 -7
Russian Fed. 28,429 36,907 37,561 62,601 -54,643 1,174 12,950 -11,634 —661
Serbia & Montenegro 522 606 803 456 -188 14 291 -9 4
Slovak Rep. 4,297 3,962 5,942 4101 -2,329 -127 2,024 Al -115
Slovenia 1,797 1,907 3422 1,698 -b9 -13 1,106 414 -5
Tajikistan 158 320 341 139 42 1 96 =77 1
Turkmenistan 2,056 1,649 509 11,364 | -12,890 -21 1,214 -2,316 -38
Ukraine 9,299 7,706 10,695 5,748 -4,449 97 4,165 -977 -199
Uzbekistan 1,290 1,435 778 1,086 -1,561 =37 543 -1,133 -67
The Region and Turkey 78,782 89,241 12,717 108,422 —71,264 3,224 38,498 -9,604 -5419
EU-8 20,604 22,726 37,870 16,608 1,387 -729 11,890 3,682 -428
CIS 50,932 58,395 61,534 4,047 | -76,532 2,887 20,925 —17,448 -337
SEE 4524 4,920 6,739 3,452 -1,433 184 2,268 -109 -3
Turkey 1,979 2,452 5,546 1,165 2416 -14 1,011 2,106 -23

Source: Computations based on UN COMTRADE statistics.

Note: The demand factor isolates the effects of the increase or decrease in Regional demand for exports from other countries in the Region. This factor shows the
increase or decrease in exports that would have occurred had there been no change in the country’s market shares from the 1996 or 2003 base period. The competi-
tive factor shows the change in exports, over or under that associated with demand changes, resulting from changes in a country’s import market shares. Any differ-
ence between the change in the total exports and the sum of these two factors is the result of product diversification.
tries that gained competitively in the years before the crisis actually
became less competitive in the postcrisis period).

Virtually none of the countries in the Region were able to garner
any intra-Regional trade gains through greater product diversification.
This has been the case most starkly for Poland, Russia, and Ukraine.
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Decomposing the Region’s Trade with the EU-15,
by Country

A different picture emerges with regard to trade between the Region
and the EU-15 (see table 2.10). Not only is demand for exports from
the EU-8 countries—especially the Czech Republic, Hungary, Poland,
and Slovenia—Ilargely responsible for the growth in trade flows
between the EU-15 and the Region between 1996 and 2003, but so is
the competitiveness of these countries” exports. In other words, suc-
cessful export penetration into EU-15 markets has required countries
in the Region to exploit any cost-effective advantages they have—in
addition to capitalizing on the market opportunities that have arisen
as a result of income growth.

While, again, demand for Russian exports has been a prominent ele-
ment in the growth of the Region’s trade with the EU-15, such demand
was not sustained over the entirety of the 1996-2003 period (this
stands in contrast to the role of demand for Russia’s exports in the
growth of intra-Regional trade flows noted above); indeed the demand
for Russian exports has declined significantly since 2000. On the other
hand, Russia’s export competitiveness has contributed substantially to
the country’s trade growth, especially in the post-2000 period (as would
be expected, in light of the devaluation of the ruble in late 1998).

Increased product diversification has played a more positive role in
the growth of trade between the Region and the EU-15 than in intra-
Regional trade. This is particularly the case for Croatia and Ukraine. On
the other hand, Russia’s trade growth has been constrained considerably
as a result of limited export product diversification, and the extent of
diversification improved only marginally following the devaluation of
the ruble. Lithuania, Poland, and Slovenia also have experienced losses
in trade growth rersulting from restricted export product diversification.

Overall, these results suggest that “fixed” factors, such as geo-
graphic proximity, may not have been predominant in influencing
changes in export and trade performance for many of the Region’s
countries. Some non-EU-8 transition economies have been able to
increase their exports because of improved competitiveness and
higher demand in the more distant markets of the EU-15, rather than
among themselves. (The role of geography in explaining the Region’s
trade flows is explored in greater detail below.)

Decomposing Intra-Regional Market Share Changes, by
Product Category

In order to better understand the reasons behind the loss of market
share in “home” markets by the countries in the Region, an exami-
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TABLE 2.10
Role of Demand, Export Competitiveness, and Product Diversification in Merchandise Trade
between the Region and EU-15

Factors underlying the Factors underlying the
Exports to EU 1996-2003 export Change 2000-3 export change
($ millions) ($ millions) ($ millions)
Demand | Competitive | Diversi- | Demand | Competitive | Diversi-
1996 2000 2003 factor factor fication factor factor fication
Albania 251 267 426 98 74 3 75 82 2
Armenia 57 110 274 8 209 0 -9 173 0
Azerbaijan 38 904 1,193 -15 117 -1 —43 339 -7
Belarus 527 693 1,194 213 460 -6 140 369 -8
Bosnia & Herzegovina 87 477 804 36 677 5 9% 229 3
Bulgaria 2,204 2,840 4,272 929 1,083 57 546 827 59
Croatia 2,248 1913 2,806 1,251 -900 207 586 64 243
Czech Rep. 12,380 19,726 33,482 7422 13,593 87 5,853 7878 25
Estonia 1,581 3,094 3,575 494 1,502 -1 645 -144 -20
Georgia 52 258 298 15 230 2 —4 43 1
Hungary 11,357 19,896 28,219 8,760 7,465 637 6,128 1,552 642
Kazakhstan 512 2,869 3,873 " 3,352 -2 72 951 -19
Kyrgyz Rep. 42 19 14 6 -36 Vi -4 -102 1
Latvia 1,868 1,918 2,366 178 354 -35 263 196 -1
Lithuania 1,535 2,126 3,448 344 1,575 -6 276 1,113 —67
Macedonia, FYR 545 700 732 199 -1 0 9% -61 -1
Moldova 14 177 305 28 162 2 45 82 2
Poland 15,688 21817 35,756 9,691 10,437 -59 7,657 6,388 -106
Romania 4,666 7,153 12,723 2,351 5612 % 2,042 3,433 95
Russian Fed. 30,173 36,895 48,448 9,141 12,670 -3,536 1,501 12,799 2,747
Serbia & Montenegro 616 737 1452 229 605 2 192 522 1
Slovak Rep. 4,300 6,513 13,741 2,628 6,708 105 2,100 5,004 124
Slovenia 5,502 5,579 7,365 4,01 -2.275 98 1,966 -244 64
Tajikistan 120 40 98 -64 42 0 -7 65 0
Turkmenistan 91 205 240 -4 203 0 -119 155 0
Ukraine 1,836 2,575 3,972 303 1814 20 306 969 124
Uzbekistan 670 453 279 -367 -24 -1 -13 -61 0
The Region and Turkey 112,198 156,992 239,464 55,147 74,369 —2,250 36,370 47,623 1,522
EU-8 54,212 80,671 127,953 33,558 39,358 826 24,889 21,743 652
CIS 34,232 45,297 60,188 9,219 20,253 -3,521 1,766 15,781 2,654
SEE 10,001 13,351 21,764 4,863 6,533 366 3438 4,573 400
Turkey 12,579 16,267 27,441 7,047 7,756 59 5,767 5,347 61

Source: Computations based on UN COMTRADE statistics.

Note: The demand factor isolates the effects of the increase or decrease in Regional demand for exports from other countries in the Region. This factor shows the
increase or decrease in exports that would have occurred had there been no change in the country’s market shares from the 1996 or 2003 base period. The competi-
tive factor shows the change in exports, over or under that associated with demand changes, resulting from changes in a country’s import market shares. Any differ-
ence between the change in the total exports and the sum of these two factors is the result of product diversification.

nation of the underlying statistics by product category (four-digit
SITC level) is warranted. The extent to which different countries out-
side the Region have expanded their shares of the Region’s imports
and therefore displaced home country suppliers by product category
is depicted in table 2.11.
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TABLE 2.11
Changes in Market Share of the Region’s Imports, by Major Product Category and
by Source of Imports

1996-2003 market share changes (%)
[Total imports
of Region,? Latin
as of America
end-2003 | The EastAsia | South and the

SITC | Major export product ($ millions) (Region? | EU-15 NAFTA |incl. Japan | Asia Caribbean| MENA | ROW
3330 | Petroleum oils and crude oils 16,849 14.0 -30 0.0 0.0 0.0 0.0 -12.0 1.0
7810 | Passenger motor cars, for

transport 16,907 6.2 1.5 -1.0 4.4 -0.1 0.0 0.0 2.2
3341 | Motor spirit and other light oils 7,357 73 -8.0 -0.3 -19 -04 0.2 09 22
7849 | Other parts and accessories of

motor veh. 10,078 -6.6 97 08 -2.0 0.0 03 0.0 -05
7132 | Int. combustion piston engines 2,777 6.3 11 05 -1.7 0.3 0.1 0.0 -0.7
7731 | Insulated, electric wire, cable 3,160 46 -106 -13 44 0.1 0.1 16 1.0
8211 | Chairs and other seats and parts 1,670 17.3 -138 -2.2 13 0.0 0.1 -0.1 -25
7611 | Television receivers, color 1,278 354 0.2 -0.7 -338 0.0 0.0 0.0 -1.1
8462 | Undergarments, knitted of cotton 880 123 -18.8 -0.8 18 2.7 0.1 14 1.2
8439 | Other outer garments of textile

fabrics 686 13.0 -320 -17 184 14 0.0 2.1 -12
8219 | Other furniture and parts 1,823 8.2 -89 -0.9 19 -0.1 0.2 -0.1 -0.3
7721 | Elec. appl. such as switches and

relays 6,052 -14 -3.1 0.1 5.1 0.1 0.2 0.0 -1.0
8451 | Jerseys, pull-overs, twinsets 724 196 -30.8 -05 1.1 -04 0.1 0.5 04
8510 | Footwear 1,760 4.3 -16.9 -10 229 -0.6 0.0 04 -0.7
3414 | Petroleum gases 8,277 -105 36 0.0 0.0 0.0 0.0 0.2 6.8
6841 | Aluminum and alum. alloys 1,776 6.3 -104 -0.9 0.0 0.0 1.7 -13 45
8423 | Trousers, breeches of

textile fabric 435 99 -253 -10 105 32 -01 33 -06
7643 | Radiotelegraphic and

radiotelephonic 5,633 6.5 -29.1 -114 35.2 0.0 0.1 0.0 -14
7649 | Parts of apparatus of telecom 3,451 32 -16.0 -24 17.0 0.0 0.7 0.0 -26
2482 | Wood of coniferous species,

sawn 603 -2.3 37 -15 0.1 00 0.1 00 -0.1
7523 | Complete digital central

processing 1,143 8.1 -97 -12.0 134 0.0 0.1 0.1 -0.1
8459 | Other outer garments, knit 570 8.7 =119 -09 58 0.0 0.0 0.3 -2.0
7821 | Motor vehicles for transport of

goods 4,40 -140 252 -12 -7.8 00 -01 00 -2.2
3222 | Other coal, whether/not

pulverized 2,018 -2.3 02 -26 38 00 33 0.1 -21
6842 | Aluminium and alum. alloys 2,520 -29 42 -13 0.8 0.0 0.2 0.2 -0.8
7139 | Parts of int. comb. piston engines 3,612 -18.0 230 -39 -05 0.2 0.6 0.1 =11
8939 | Plastic articles 5,642 04 04 -1.7 2.3 00 0.0 -0.1 -13
2820 | Waste and scrap metal of iron or

steel 2,301 36.2 -29.1 -78 0.0 00 0.0 20 -1.3
6821 | Copper and copper alloys,

refined 500 [-24.6 -12 -09 -2.0 00 298 17 -2.7
6584 | Bed linen, table linen toilet,

kitchen 288 39 -145 -02 6.0 6.8 0.3 -0.3 -2.0

All above products 115214 -71.5 94 -1.0 30 0.1 03 43 0.1

Source: Computations based on UN COMTRADE statistics.

Note: UN COMTRADE statistics do not include data on Bosnia and Herzegovina, Tajikistan, and Uzbekistan.
a. Region includes Turkey.
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Changes in import shares are reported for the 30 largest four-digit
products that the Region imports globally, which together account for
around a quarter (25 percent) of the Region’s total imports. The data
show that, on average, the countries lost their Regional market share
across all the product categories by about 7.5 percent. In five product
categories, the loss exceeded 10 percent. The erosion of market shares
of producers based in the Region was greater than that registered by
producers from NAFTA and MENA, the only other producers that also
saw their market shares decline in the Region’s markets. The largest
competitive gains by the Region’s suppliers occurred within a limited
number of product groups, notably waste and scrap metal of iron and
steel; televisions; sweater garments; and petroleum products.

EU-15 and East Asian suppliers made the greatest market share
gains in imports into the Region. On average, the EU-15 increased its
market share by more than 9 percent, with the largest gains recorded
in motor vehicles, engine parts, and motor accessories. East Asian
producers increased their market shares by an average of 3 percent.
They realized the greatest increases in radio electronics, footwear,
garments, and digital processing equipment.

The CIS as a group enjoyed competitive gains in EU markets
mainly from the largest oil and gas CIS producers; such market share
gains reached around $20 billion and were largely accounted for by
Azerbaijan, Kazakhstan, Russia, and Ukraine. These gains exceeded
those associated with higher demand by about $10 billion, reflecting
the critical importance of larger shares in EU markets for the oil and
gas products originating in these countries.

A Dichotomy in the Interactions between Trade Intensity and
Domestic Competition and Governance

There are several ways in which the relationship between greater
integration and domestic competition and governance conditions
have been manifested in the countries of the Region throughout the
transition, as discussed in detail in chapter 4. In the countries where
import penetration has been greatest, firms have been most prone to
reduce production costs and innovate. This finding is strongest for
firms of smaller scale and those with greater private ownership. Par-
ticularly telling is that private foreign-invested firms operating in
“host” markets have been more likely to react to import competition
than have their domestically owned counterparts. More important, in
the countries where there has been less progress in fostering a com-
petitive market environment—especially in the CIS—the effects of
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imports on business decisions have been more muted than in coun-
tries, such as the EU-8, where markets are more competitively struc-
tured as a result of more advanced reforms.

The state of competition in the domestic sphere also affects inter-
national integration on the export side. Two pieces of evidence are
significant here. First, in the Region’s countries where there has been
greater introduction of private sector participation in the economy,
export intensity by businesses—measured by the percentage of export
revenues as a share of total sales revenues—is much higher. This is
true whether the increased private sector participation is the result of
the privatization of existing firms or de novo investment. Moreover,
the export intensity tends to be greater for foreign invested firms than
it is for domestically owned businesses. This is evidence of a two-way
relationship between international integration and behind-the-bor-
der conditions, such as greater competition: foreign firms investing in
countries in the Region are more prone to react to import competi-
tion than are their domestic counterparts and at the same time are
more likely to further their host countries” integration into world
markets than are domestic businesses.

The ability to effectively resolve commercial disputes associated
with international trade transactions “at home” is greatest in the
emerging Euro-centric pole and weaker in the emerging Russia-cen-
tric pole. This evidence implies that there might be an important rela-
tionship between the sophistication and availability of instruments
for dispute resolution and institutional development. Not surpris-
ingly, firms in the CIS have relied on bribes to overcome institutional
hurdles to a greater extent than those in the rest of the Region.

The incidence of corruption in the Region’s countries is quite var-
ied. More important, there is now evidence that these differences
appear to be strongly related to the extent of international integration
achieved—whether in terms of exports or imports—among the coun-
tries in the Region. In particular, the countries where corruption is
more prominent tend to be those with the least amount of integration
into the world economy.

Uneven Development of Trade-Facilitation Infrastructure
and Institutions

Over the course of the transition, the institutional and physical capac-
ity in trade facilitation have varied significantly across the Region; it
has also been shaped by different local geographical, political, and
economic conditions, as detailed in the discussion in chapter 5.
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Broadly, the trend toward two poles is evident in regard to the state
of customs, the development of trade-related transport facilities, the
level of technical product standards, and the use of modern mecha-
nisms, such as IT, in carrying out logistical operations.

The most serious problem in customs—the incidence of unofficial
payments in order to move goods across national borders—is extraor-
dinarily pernicious in Central Asia and the Caucasus, and to a lesser
extent in certain areas of SEE. This handicap compounds other cus-
toms impediments, such as the lack of coordination among border-
related agencies, the complexity of customs procedures, unclear
customs codes and regulations, and the low utilization of IT in cus-
toms operations. Most important perhaps, some of these countries
are still experiencing political tensions with neighboring countries,
and therefore the level of regional cooperation in facilitating trade
remains low.

For the EU-8 and EU accession and candidate countries—Bulgaria
and Romania, and Croatia and Turkey, respectively—in contrast, cus-
toms administrations have significantly improved over the last
decade, at least in part because of the reforms necessary to accede to
the EU. Still, more progress is needed in adopting and fully imple-
menting relevant EU legislation.

In trade-related transport, much of the Caucasus and most of the
CIS countries confront poor quality of service and high transportation
and handling costs. Many of these countries are landlocked, making
it important to extend their transport infrastructure to transit neigh-
bors. For the Caucasus and the Balkans, war-damaged infrastructure
and inoperable links from the transport network inherited from the
central planning period are especially problematic.

With respect to the EU-8 countries, by comparison, the transport
systems have been well maintained and have benefited from new
investment over time. The result is lower transport costs and better
service quality. In part, the improved quality of the transport net-
works in the EU-8 is rooted in the relatively early adoption of market-
oriented policies, including bringing rates more in line with costs,
reducing subsidies, and privatization. While privatization of trade-
related transport has been most widespread among the EU-8 com-
pared with other portions of the Region, the overall level of private
sector participation in these countries is still low by global standards.

Low product standards and technical barriers to trade are also
important contributors to high trade logistics costs, especially as they
relate to border-crossing procedures and administrative rules. On a
cross-country basis, there is empirical evidence that they play a key
role in export performance in the Region. By dint of complying with
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EU accession requirements, the EU-8 countries have adopted world-
class standards. Increasingly the EU accession and candidate coun-
tries will also do so. In contrast, the remaining Balkans, the Caucasus,
and the Central Asian Republics are still at an early stage of reform in
standardization.

The development of e-commerce in trade transactions and adop-
tion of IT are low in the Region relative to other regions of the world.
Here again, there is a marked bifurcation among the countries. While
significant advances have been made in the EU-8, the development of
trade-related Internet infrastructure in the CIS, and to a more limited
extent in the Balkans, is not adequate to support effective use of e-
commerce in trade transactions.

Intraindustry Trade and Global Production-Sharing Networks:
Can FDI Enable Mobility between the Two Poles?

As in other parts of the world, the increasing globalization of the
international economy and the fragmentation of production
processes have changed the economic landscape facing the nations,
industries, and individual firms of the Region. Through FDI, multina-
tional corporations have been key agents in this transformation, cre-
ating international production and distribution networks spanning
the globe. In essence, network trade in parts and components, where
countries complete different stages of final products, is the interna-
tionalization of the manufacturing process.

Production sharing usually involves the development of special-
ized (and often) skilled-labor-intensive activities within a vertically
integrated international network. Such production sharing has been
growing rapidly on a global scale, with growth rates that have
exceeded other dimensions of manufacturing trade. Worldwide, the
many industries where major parts of a production process have been
internationalized include television and radio receivers, sewing
machines, calculators, office equipment, electrical machinery, power
and machine tools, typewriters, cameras, and watches, among others.
The result has been the growth of intraindustry or increasingly
intraproduct trade at the expense of traditional interindustry trade.

As is the case elsewhere in the world, in the Region, trade and FDI
are largely complements (see figure 2.10). Trade in parts and compo-
nents (P&C) has increased in importance in the Region’s global trade.
In the aggregate, the Region’s trade in goods used in production shar-
ing grew at an annual rate of 17 percent from 1996 to 2003 (see table
2.12). Today, trade in parts and components by the Region’s countries
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FIGURE 2.10
Trade and FDI Inflows in the Region Are Complements, 1995-2003%

90 1

more

80 A

(8

70
60
50

40

Trade openness

30

Exports + imports
GDP (PPP)
2003

20

less

0 1000 2000
FDI inflows/capita, 1995-2003 ($)

Source: IMF DOT statistics.
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accounts for 9 and 12 percent of total exports and imports, respec-
tively, up from 5 and 10 percent in 1996.

As discussed in detail in chapter 7, many EU-8 and some SEE coun-
tries have been heavily involved in network trade. During the initial
phase of the transition, most of these countries relied on unskilled-
labor-intensive exports associated with “buyer-driven” production
chains in clothing and furniture. However, rising wages have
prompted these countries to shift toward skilled-labor-intensive and
capital-intensive exports conducted through “producer-driven” net-
works, especially in the automotive and IT industries. The other SEE
economies and a few CIS countries—notably those active in natural-
resource trade—have been active in buyer-driven production chains
but have not managed to make a transition toward producer-driven
supply chains. The remaining CIS countries have effectively remained
outside network trade of any form.

Sizable FDI inflows have been instrumental in participation in net-
work trade. In fact, the countries that experienced the largest FDI
inflows have registered the largest increase in exports of network com-
ponents and parts. Many countries in the Region have attracted sizable
inflows of FDI, but the cross-country differences in the amount of FDI
received are striking (see table 2.13). While Tajikistan received only $35
of FDI per capita as of end-2003, for example, the corresponding figure
for Estonia is 138 times larger at $4,823. Generally the EU-8 countries
have attracted the largest stock of FDI per capita within the Region,

3000
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TABLE 2.12
Trade in Parts and Components in the Region, 1996-2003
Exports of Imports of Share of Share of
Total Total P&C P&C P&C P&C
exports imports as % of as % of as % of as % of
of P&C of P&C total total manufacturing | manufacturing
Country Year ($ millions) ($ millions) exports imports exports imports
Region? 1996 10,984 25,716 46 95 10.0 16.1
2000 20,324 37,493 6.5 124 132 200
2003 38,058 53,694 8.8 124 15.8 19.0
EU-8 1996 7,653 13,432 9.2 120 13.6 18.8
2000 15,656 22,603 13.2 159 17.8 238
2003 31,062 31,919 16.7 159 217 229
CIS 1996 1,719 6,062 15 6.8 6.3 13.2
2000 1,865 5,433 1.3 73 6.0 139
2003 2,032 10,966 1.2 9.4 55 154
SEE 1996 653 1,774 3.7 6.8 6.2 1.3
2000 1,272 2,611 59 8.8 9.3 136
2003 2,232 4,098 6.8 8.7 9.6 126

Source: Computations based on UN COMTRADE statistics.

Note: a. Includes Turkey.

while among CIS countries, only Azerbaijan and Kazakhstan have
managed to attract significant FDI, mainly in their oil sectors.

These data suggest, again, that the Region has been evolving
toward a bifurcated pattern of international integration: the countries
that have integrated more into the global economy through producer-
driven production-sharing networks have significantly advanced
developmentally, whereas those not participating in such networks
and hence less integrated internationally are generally poorer. Partic-
ipation in producer-driven production-sharing networks has enabled
countries in the Region to shift output from unskilled-labor-intensive
to skilled-labor-intensive products. It has also provided gains to these
economies in terms of transfers of advances in technology, which
have engendered productivity growth. By fostering greater product
diversification, global production sharing has strengthened the “vir-
tuous cycle” between trade and growth. In this regard, it has helped
avoid the deterioration in countries” export prices resulting from
expansion of exports of the same products.

One important feature of global production sharing is that through
FDI, the Region’s countries may be able to create opportunities to
engage in network trade, capitalize on certain aspects of their com-
parative advantage that otherwise might not readily present them-
selves in traditional interindustry trade, and achieve some mobility
across trading blocs. In other words, increasing the prospects for trade
in parts and components could facilitate the international integration
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TABLE 2.13
Stock of Foreign Direct Investment in Countries in the Region,
End-2003

Country Cumulative FDI per capita 2003 ($)
Albania 344
Armenia 275
Azerbaijan 1,049
Belarus 192
Bosnia & Herzegovina 219
Bulgaria 650
Croatia 2,547
Czech Rep. 4,022
Estonia 4,823
Georgia 202
Hungary 4241
Kazakhstan 1,178
Kyrgyz Rep. 99
Latvia 1,430
Lithuania 1,436
Macedonia, FYR 500
Moldova 186
Poland 1,365
Romania 572
Russian Fed. 366
Serbia & Montenegro 410
Slovak Rep. 1,904
Slovenia 2,184
Tajikistan 35
Turkmenistan 270
Ukraine 144
Uzbekistan 36

Source: UNCTAD FDI database.

of the Region’s countries that to date have not effectively done so and
further their growth potential.

Therefore, a significant policy challenge for the less-developed
countries in the Region is to attract FDI. For this to happen, several
ingredients are key. For one, industry decisions regarding investment
location depend on countries in the Region having in place market-
oriented, open-trade policy regimes, so as to permit ease of exporta-
tion and importation of parts and components, as well as assembled,
“final” products. Well-developed trade facilitation systems and related
institutions (such as customs), as well as modernized services sectors
(such as the transport and communication infrastructure), also will
be critical. But most important, countries need to create favorable
behind-the-border business environments. This means establishing
incentives and institutions to foster domestic markets that are com-
petitively structured; that have low barriers to entry and exit; that
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have rules-based checks on anticompetitive conduct and on undue
government interference in commercial decisions; and that have
adherence to the rule of law, protection of property rights, and good
governance. These are the focus of chapter 4.

How Does the Region's Openness to Trade Compare with
That of Other Regions?

The Region’s Progress in Openness to Trade

Against the backdrop of the rapid growth in trade flows for the Region
over the last decade, how significant is trade in the overall economic
activity of the Region’s countries today? Using the conventional “out-
put-based” metric of “trade openness,” calculated as the sum of a
nation’s total exports and imports as a percentage of GDP, on average
for the Region (as well as Turkey), total merchandise exports and
imports today account for about 40 percent of GDP, as compared with
about 35 percent in 1994.° That said, there is significant variation in
trade performance across the countries, with trade openness in the
EU-8 reaching 65 percent, while the corresponding measure for the
CIS is only 24 percent; openness in the SEE countries lies somewhere
in between (see figure 2.11).

In services trade, not surprisingly, the extent and pattern of open-
ness are different (see figure 2.12). Today, on average, services trade
accounts for about 14 percent of GDP in the Region (as well as
Turkey). But SEE’s services trade accounts for about 18 percent of
GDP on average—the highest in the Region. Until 1999, the EU-8’s
services trade openness was the highest. For the CIS countries,
although openness in services trade has more or less continued to rise
over the decade, today, on average, services trade among the CIS
accounts for about 11 percent of GDP.

The Region’s Trade Performance in the Global Context:
Determinants of Aggregate Trade Openness

In order to understand how the Region’s members compare with
other countries worldwide in terms of trade openness, an empirical
model was developed for 149 countries, including the 27 countries in
the Region and Turkey. This model of trade performance is designed
to determine broadly, other things being equal, the average associa-
tion between a country’s national income level and its aggregate (or
multilateral) trade openness—that is, its gross trade flows, regardless
of their destination or origin. (We assess in the next section the coun-
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FIGURE 2.11

Merchandise Trade Openness in the Region, 1994-2003
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FIGURE 2.12

Services Trade Openness in the Region, 1994-2003
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tries” trade performance based on destination and origin of bilateral
trade flows.) Openness, as measured by the share of trade in goods in
GDP, was regressed on the country’s population (which was used as a
proxy for country size), geographic distance to major markets (which
was used to measure market access), and GDP per capita.

The hypothesis underlying this approach is that richer countries
trade more (as a percentage of their GDP), while larger countries and
those that are relatively far away from major markets trade less. The
theoretical and empirical literature suggests a positive correlation
between openness (trade integration) and income levels.” This posi-
tive correlation can be attributed to the increasing diversification of
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an economy and to deepening international specialization in the
course of development. At the same time, as the recent research sug-
gests, both income and trade are dependent on the quality of institu-
tions. In this regard, a country’s income level may be viewed as a
proxy for institutional variables that underlie trends in both overall
economic development and international trade.® On the other hand,
a country’s large size (the number of domestic economic agents and
consumers) creates larger opportunities for within-country trade, so
these countries will be less open, all other things being equal.

The empirical results, summarized in table 2.14, suggest that, for
all 149 countries, larger countries and those farther from major mar-
kets on average tend to trade less, and countries that are more
advanced economically and institutionally tend to trade more.”

How does the trade openness of the Region’s countries compare
with that of other regions of the world? The estimated model suggests
that the vast majority of the countries tend to trade largely in line
with countries elsewhere in the world having similar income levels,
size, and geographic distance from major markets. The only exception
is many (though not all) SEE countries, where there is evidence of
“undertrading.”!? In other words, more than a decade into the tran-
sition, most of the countries in the Region, as a whole, trade generally
in line with the global cross-country norm: they neither “under-" nor

“overtrade.”!!

TABLE 2.14
The Region’s Merchandise Trade Openness in Comparison with That of Other Regions, 1994-2003
Dependent variable
Ratio of exports and imports to GDP in PPP ($)

Explanatory variable Base Model Model 1 Model 2 Model 3
Ln population -3.45(0.9)*** -5.29(1.2)*** -5.40 (1.3)*** —5.40 (1.3)***
Ln GDP per capita (PPP) 11.44 (2.0)*** 11.62 (4.1)** 12.67 (4.4)*** 12.82 (4.0)**
Ln distance to major market -6.06 (2.79)** -5.30(3.0)* -5.15(3.1)* -5.28(3.1)*
The Region -2.66(3.2)
EU-8 -2.16(3.5)
SEE -7.29(3.8)
CIS 4.66(4.9)
East Asia 18.20 (7.7)** 18.36 (7.6)** 19.76 (8.8)**
Latin America -1.23(3.7) —-1.54(3.8) 0.12 (4.5)
OECD 762(8.1) 5.92(8.4) 6.93(7.5)
Sub-Saharan Africa — — —
Intercept 34.92 (30.5) 55.16 (46.3) 46.84 (46.2) 45.06 (42.8)
R? 0.56 0.61 0.61 0.61
Number of countries 122 79 79 79

Source: Author’s calculations.

Note: Standard errors in parentheses. Significance level: *** 1 percent; ** 5 percent; * 10 percent. IV (2SLS) regressions with robust standard errors.
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How does the actual trade openness of individual countries in the
Region compare with the expected openness that reflects their actual
size, access to markets, and income level (that is, the “theoretical
openness” estimates being those corresponding to the regression line
in the model)? The data show that there is significant variation among
the countries within the Region (table 2.15).

As the table demonstrates, two features are prominent. Actual
openness increased from 1995 to 2003 for the Region overall. But

TABLE 2.15

Actual vs. Theoretical Trade Openness in the Region

Merchandise exports plus imports to GDP in PPP ()

2003 realization

Actual openness ratios
(%) (actual/predicted
1995 2003 by the model)

Albania 105 158 0.53
Armenia 19.0 159 0.74
Azerbaijan 9.5 16.2 0.96
Belarus 312 36.2 1.35
Bosnia & Herzegovina 14.6 20.6 0.56
Bulgaria 218 296 0.94
Croatia 39.6 40.5 0.98
Czech Rep. 332 62.3 1.4
Estonia 45.0 754 1.63
Georgia 7.3 122 0.61
Hungary 30.2 61.0 1.78
Kazakhstan 17.3 218 0.83
Kyrgyz Rep. 17.0 149 1.32
Latvia 24.2 35.1 1.04
Lithuania 288 437 1.09
Macedonia, FYR 217 239 0.61
Moldova 259 344 b
Poland 193 214 0.92
Romania 14.5 259 1.02
Russian Fed. 14.1 14.3 0.88
Serbia & Montenegro a a a
Slovak Rep. 39.2 60.5 1.40
Slovenia 742 701 1.33
Tajikistan 405 237 b
Turkmenistan 271 208 0.90
Ukraine 173 183 1.07
Uzbekistan 205 10.0 b
Averages:
The Region 258 319 1.37
CIS 20.6 199 0.96
SEE 215 26.0 0.77
EU-8 36.8 54.4 1.33

Source: Author’s calculations.

Note: Coefficients from model with dummy variables used.

a. data unavailable.

b. Moldova, Tajikistan, and Uzbekistan are outliers because of large measurement errors.
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while it increased for SEE and (quite dramatically) for the EU-8, it
actually decreased for the CIS. Thus, for most of the countries where
international integration increased markedly, especially in the EU-
8—mnotably the Czech Republic, Estonia, Hungary, Latvia, Lithuania,
Poland, and the Slovak Republic—economic growth was relatively
fast. Where integration declined, largely in the CIS—especially Arme-
nia, the Kyrgyz Republic, Tajikistan, Turkmenistan, and Uzbekistan—
growth was considerably slow or stagnant. This is part of the evidence
that international integration can spur growth.

At the same time, the results once again suggest that the CIS coun-
tries—as a group, not necessarily every country individually—are
actually trading broadly in line with their current potential (as
reflected by the estimated model). On the other hand, most of the
EU-8 countries appear to be measurably overtrading; on average the
sub-Region overtrades by one-third. In contrast, the estimation
results suggest that a core group of the SEE countries—largely the
Western Balkans nations of Albania, Bosnia and Herzegovina, and
FYR Macedonia—are undertrading, such that on average SEE is trad-
ing at just over three-quarters of its potential.!? This evidence con-
cerning the CIS and the SEE is consistent with that presented above.

The Region’s Trade Performance: The Gravity Model
Approach to Determinants of Bilateral Trade Flows

A similar pattern emerges from analysis of a gravity model of bilateral
trade openness, that is, one where the units of analysis are the trade
flows between the origin and destination countries. (In contrast, the
openness model presented earlier measures a country’s aggregate [or
multilateral] flows of trade, that is, trade flows irrespective of the ori-
gin and destination of trade.) Despite controversies surrounding the
gravity model since its inception (which have been somewhat allevi-
ated recently),!? the gravity model has proven to be the most accu-
rate tool for the explanation and prediction of bilateral trade flows. A
number of studies have applied the gravity model to assessing trade
flows among various countries in the world, including some of those
in the Region.'# Following the recent analysis of Freinkman et al.
(2004), who examine trade flows within the 12 CIS countries, apply-
ing the gravity model developed by Frankel (1997), we perform a
similar analysis for all 27 countries in the Region and Turkey.!®

Sub-Regional groupings. The intertemporal dynamics of the bilateral
realization ratios—that is, the ratios of actual-to-predicted trade
flows—aggregated at the sub-Regional level over 1994-2003 are
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depicted in table 2.16. There is a marked pattern in the data. Although
total world trade flows of the CIS were significantly lower than their
potential in the early 1990s (owing to the collapse of CMEA), over
the course of the decade, the CIS countries steadily and sizably
exploited their global trade opportunities. The bulk of these trade
flows, as noted earlier, have been largely in the natural resources sec-
tors. In contrast, the results suggest that the EU-8 and SEE countries
largely maintained their pattern of total world trade flows during the
same period.

More important, the “reconstitution” of a Russia-centric trading
bloc that has been taking place over the course of the decade is clearly
discernible in table 2.16. In contrast to the EU-8 and SEE countries,
where the ratio of actual-to-potential trade among the countries within
each of these two sub-Regions declined over the 1994-2003 period,
for the CIS countries, the comparable ratio steadily increased; that is,
the ratio of actual-to-potential intra-CIS trade flows has been rising
over time.

TABLE 2.16
Gravity Model Bilateral Trade Openness Realization Ratios
(Sub-Regional)

Actual bilateral trade/potential trade

CIS EU-8 SEE
1994
World total 0.72 0.80 0.85
CIS 0.78 2.34 372
EU-8 197 0.86 1.38
SEE 2.87 1.18 3.54
EU-15 0.60 0.80 0.82
1997
World total 0.83 0.90 0.96
CIS 1.02 2.31 410
EU-8 2.04 0.76 1.29
SEE 332 1.25 343
EU-15 0.67 0.98 1.02
2001
World total {RA 1.00 1.24
CIS 1.20 262 4.88
EU-8 2.28 0.70 1.42
SEE 3.96 1.21 3.72
EU-15 1.08 1.19 1.45
2003
World total 1.64 0.80 0.85
CIS 1.89 182 2.70
EU-8 3.06 0.53 0.90
SEE 5.17 0.88 1.83
EU-15 1.56 0.94 0.89

Source: Author's calculations using new data applied to Frankel (1997).
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Country-level analysis. Disaggregating the gravity model analysis to the
country-level (table 2.17)!1° reveals a pattern of individual countries’
trade performance that largely parallels the sub-Regional perspective
shown above. For example, the generally consistent increase in trade
openness of the CIS countries over time is again evident. Indeed, in
contrast to the EU-8 and SEE countries, all CIS countries, without
exception, increased their trade openness between 2001 and 2003.

The country-level analysis also shows the heterogeneity among
countries within the two trading blocs. For example, Russia and Geor-
gia are prominent among the CIS countries that have steadily
increased their ratios of actual-to-potential trade flows toward the
CIS. They are at the forefront of the re-creation of the “Russia-cen-
tric” trading bloc. By comparison, the already relatively significant
orientation of trade flows to the CIS by Tajikistan and Uzbekistan did
not change much between 1997 and 2003.

At the same time, within SEE, in 2003, Bulgaria and Romania reg-
istered relatively strong trade performances on both a global basis and

TABLE 2.17
Gravity Model Bilateral Trade Openness Realization Ratios (by Country)

Actual bilateral trade/potential trade

\ Sub-Region CIs
Country Arm Azr Bel Geo Kaz Kyr Mol Rus Taj Trm Ukr | Uzb
1994
World Total 063 1.09 041 040 | 099 1.76 1.02 078 078 1.31 057 | 054
CIS 0.99 1.07 057 0.52 1.25 214 1.87 076 079 1.67 075 | 066
EU-8 0.34 1.08 082 040 | 270 1.06 093 243 2.46 2.07 129 | 132
SEE 0.26 063 083 136 | 265 082 4.76 3.68 122 0.18 161 | 033
EU-15 017 0.30 0.19 012 | 063 068 020 073 0.86 079 025 | 046
1997
World Total 1.16 089 1.08 071 112 152 1.86 077 3.64 214 075 | 1.24
CIS 1.08 078 1.51 058 | 127 1.88 2.78 092 5.38 331 078 | 142
EU-8 1.54 127 1.76 227 | 205 2.24 319 2.07 | 1063 1.19 188 | 383
SEE 558 1.66 2.01 11.89 1.13 1.48 9.55 338 | 1149 210 268 | 237
EU-15 0.94 0.46 0.50 048 | 098 067 080 069 237 064 051 | 098
2001
World Total 0.96 1.09 091 0.83 1.49 1.33 1.88 1.08 322 1.77 113 | 1.02
CIS 087 058 1.24 0.62 1.62 1.53 2.57 1.05 5.35 2.83 119 | 139
EU-8 061 054 1.83 122 1.85 1.21 2.58 242 M 063 214 | 250
SEE 1.54 2.34 1.44 7.35 3.45 1.00 728 4.05 6.56 4.08 413 1.64
EU-15 0.94 191 063 081 1.70 1.09 1.35 1.10 1.68 081 093 | 087
2003
World Total 1.59 1.68 197 122 | 21 1.81 2.93 157 3.95 2.24 163 | 1.08
CIS 1.26 094 3.03 0.9 1.99 218 4.06 1.75 521 3.56 163 | 131
EU-8 1.31 3.86 237 159 | 331 173 3.60 309 | 15.02 072 34| 152
SEE 41 1.08 244 9.54 8.14 2.35 10.49 498 | 31.03 272 586 | 1.05
EU-15 2.01 243 1.13 1.15 225 0.72 225 1.58 2.10 1.08 1.4 0.69

Source: Author's calculations using IMF DOT data applied to Frankel (1997).
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with respect to trade with the EU-15. In contrast, the analogous trade

flows during the same period for the core of the Region, the Western

Balkan countries (Albania, Bosnia and Herzegovina, Croatia, FYR

Macedonia, and Serbia and Montenegro) were significantly below

their potential, reinforcing the earlier evidence that this sub-Region is

not fully exploiting its competitive advantage.

Capturing the roles of institutional and policy-related factors. Interpretation

of empirical results of openness and gravity models—both in the lit-

erature and in this study—must be done with care. In part this stems

from the complexity of the reality that is being modeled econometri-

cally. In particular, it is important to realize that institutional and pol-

icy-related variables do not likely play an exogenous role; rather,

such variables are often endogenous and directly related to the level

of trade itself. Some steps have been taken in this analysis to deal

with this problem, but data availability limits the sophistication of the

approach that can be taken.

EU-8 SEE

Cz Est Hu Lat Lit Pol Slk Slv Alb BH Bul Crt Mac | Rom | SM
0.80 1.33 0.83 1.04 1.40 0.59 1.27 1.16 0.65 0.60 1.32 0.95 141 1097 0.02
2.38 2.86 5.86 2.87 451 1.04 4.63 4.02 0.07 | 16.58 5.40 3.52 519 | 389 0.21
1.26 1.42 0.31 1.39 1.84 0.25 8.22 2.58 0.59 3.95 0.30 349 | 1448 | 098 0.00
116 | 053 | 069 | 057 | 119 | 023 | 182 523 | 217 | 1672 | 465 | 520 |1302 | 119 | 000
0.70 1.38 0.99 0.90 0.99 0.70 0.65 1.19 0.76 0.35 1.48 0.98 1.04 | 094 0.02
0.88 2.19 1.07 1.60 1.46 0.64 1.32 1.30 0.87 2.22 1.24 1.04 121 | 1.07 0.27
2.02 359 577 3.48 3.81 122 452 510 0.30 248 7.08 463 59 | 397 0.03
0.94 2.29 0.32 2.18 1.62 0.34 577 298 081 | 1820 0.23 3.57 565 | 096 0.60
1.42 0.33 1.09 0.46 0.65 0.28 1.98 5.67 244 | 3391 2.02 9.02 564 | 0.85 0.43
089 | 248 | 145 | 157 | 126 | 076 | 088 135 | 111 | 219 | 136 | 110 | 110 | 119 | 031
119 | 245 | 103 | 134 | 139 | 067 | 170 145 | 144 | 329 | 133 | 105 | 127 | 146 | 042
2.57 4.76 5.96 2.82 3.52 1.52 6.21 6.18 2.39 7.80 6.21 157 825 | 455 0.03
0.85 221 0.27 2.04 1.58 0.38 5.23 344 091 | 2587 0.27 3.13 433 | 161 1.30
187 | 050 | 084 | 035 | 051 | 037 | 258 637 | 294 [3126 | 267 | 832 | 543 | 171 | 142
141 275 | 154 | 150 | 141 | 083 | 139 154 | 187 | 348 | 181 | 112 | 130 | 181 | 048
0.84 1.68 0.90 1.10 0.86 0.58 1.30 0.84 0.50 0.68 0.90 0.63 074 | 1.3 0.28
1.54 3.08 3.95 2.01 1.95 1.20 3.34 347 1.97 1.34 314 2.86 214 | 3.33 0.06
0.59 1.72 0.27 1.58 1.08 0.30 3.37 1.87 0.32 4.78 0.19 1.53 286 | 1.17 0.81
113 | 026 | 081 | 027 | 138 | 032 | 167 256 | 081 | 547 | 152 | 387 | 280 | 100 | 047
097 | 183 | 128 | 117 | 080 | 072 | 109 | 084 | 060 | 070 | 121 | 085 | 073 | 133 | 030
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FIGURE 2.13

Trade Openness and Behind-the-Border Reforms in the Region:
A Mutually Reinforcing Relationship?

more
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Source: World Bank, using IMF DOT data and EBRD transition index.

Note: a. Includes Turkey.

Moreover, as is the case in almost all similar analyses in the litera-
ture, institutional and policy-related variables in such models have
very strong—sometimes the most—explanatory power. This suggests
that the most acute barriers to trade expansion probably do not rest in
“fixed” factors, such as geography. Rather, trade performance is likely
to be greatly influenced by actions taken (or not taken) at home.

In fact, countries in the Region that have been most successful in
implementing domestic market reforms over the course of the transi-
tion have also tended to be the ones that were most effective in inte-
grating into the world marketplace (see figure 2.13). It thus appears
that growth in the Region has been engendered through a mutually
reinforcing two-way effect between international integration and
domestic structural reforms. In effect, while reform of trade policies is
necessary to ensure sustainable growth, it is not sufficient. Conse-
quently, for most of the countries in the Region, this leaves unfin-
ished a significant behind-the-border trade reform agenda.

It is in this context that policy makers need to interpret these
empirical results. Behind-the-border factors are likely to be critical in
complementing trade-related policy actions if international integra-
tion of the Region is to deepen. These factors are the focus of subse-
quent chapters of this book.
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Conclusions

The portrait that emerges of the Region’s international trade landscape
today is one depicting a movement from “integration” to “disintegra-
tion,” and now “reintegration.” More important, however, the “new”
integration differs significantly from the old. Virtually all of the EU-8
countries have substantially integrated into the global marketplace
and moved away from the old structures. And some SEE countries are
not far behind. In contrast, the vast majority of the CIS countries, with
a few important exceptions (such as with respect to the large increase
in oil and gas exports by a few countries), have tended to stay together.
Indeed, there is actually an increasing amount of sub-Regionalized
trade among the CIS, arguably driven more by political imperatives
than by fundamental economic dynamics.

The result is that two “new” trading blocs are emerging: one, a
“Buro-centric” bloc, and the other, a “Russia-centric” bloc. As illus-
trated in this chapter, and as buttressed by further evidence presented
in later chapters, these two blocs have begun to coalesce in a variety
of dimensions of trade and trade-related institutions and activity.
These include the direction of trade flows, the commodity and factor
intensity of trade, the degree of export competitiveness, and the state
of development of trade facilitation institutions and infrastructure.
Other important dimensions in which this bifurcation is apparent are
the extent of intraindustry trade, both in the services sectors and in
participation in global production-sharing networks through FDI; and
the interaction between trade flows and domestic competition and
governance.

To be sure, the reality is more complicated than this dichotomized
portrait. For example, there is a sizable difference in scale between
the two blocs. In addition, total merchandise trade flows for the EU-8
and SEE are almost twice the size of those of the CIS. At the same
time, however, there is intra-bloc heterogeneity. Some of the larger
CIS countries, such as Russia and Ukraine, have certain trading attrib-
utes akin to those of the EU-8 or SEE, while some of the slower-
reforming countries in SEE, such as Bosnia and Herzegovina and
Serbia and Montenegro, resemble portions of the CIS. Nonetheless,
there are unmistakable trends toward a bifurcated Region in interna-
tional trade. Further, the countries in the Region that have integrated
more effectively into international commerce are those that have
higher national incomes. At the same time, the countries that have
remained relatively closed and embracing the old structures have
lower national incomes, and are being left out of the global econ-
omy’s modern “division of labor.”



110 From Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in International Trade

The econometric evidence suggests that the “reintegrated” Region
has largely become more like a typical region regarding trade, with
most of the economies registering merchandise trade flows as a share
of GDP largely in line with other countries of comparable levels of
development, size, and geographical characteristics around the world.
But, taken together, the data are sober evidence that the relatively
limited openness of trade by most of the CIS—the poorest countries
in the Region—reflects the already substantial utilization of their
existing production structure and underlying institutional parame-
ters. Taking into account their geographic location, the CIS appears to
be trading in line with their peer groups of poor developing countries
in other regions of the world. Against this backdrop, it would be dif-
ficult to claim that the CIS members—as a group—are either being
adversely affected by severe market-access restrictions imposed by
their trading partners or suffering greatly from highly distortive
domestic trade policies.

By the same token, the fact that the evidence points to undertrad-
ing by some of the SEE countries suggests that, in part, domestic pol-
icy and institutional distortions are present. These distortions may
well be preventing some of these countries from registering larger
trade volumes in line with their favorable geographic access to the
major markets in Europe, production potential, relatively well-
educated workforce (but reflective of the countries’ relatively low
levels of FDI). It is unlikely to be coincidental that it is in the poorer
countries in the group—Albania, Bosnia and Herzegovina, FYR Mace-
donia, and Serbia and Montenegro—where undertrading is most
severe.

All of this is not to suggest that improving trade policy regimes in
most of the countries of the Region is unlikely to induce greater inter-
national integration to facilitate increased growth; quite the contrary.
Rather, as elaborated in greater detail below, the conclusion from this
analysis is that enhancing and transforming domestic, behind-the-
border production structures and institutional regimes of many coun-
tries in the Region are critical to bringing about this goal and that
these should be done in concert with further reform of trade policies.
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ANNEX
ANNEX TABLE 2.1
Share in Total World Exports of Services (%)
Share
change
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 | 1998 (1999 | 2000 | 2001 | 2002 | 2003 |1993-2003
cIs na | na [na | na | 11| 13| 16| 16| 14| 11| 11 | 13| 14| 15/ 350
SEE 02 | 01| 02| 05| 05| 04| 05| 05| 06| 06| 06 | 07 | 07| 10| 1138
EU-8 08 | 07 | 11| 17| 20| 25| 25| 22| 23| 20| 20 | 20 | 21| 23| 313
EU-15 467 | 459 | 466 | 434 | 409 | 419 | 413 | 40.1| 407 | 409 | 393 | 409 | 448 | 492| 135
LAC 39 | 39| 39| 41| 40| 37| 36| 37| 39| 38| 40 | 38 | 34| 32| -222
MENA 29 | 28 | 30| 31| 29| 27| 27| 27| 27| 26| 27 | 25| 24| 24| -213
Africa 14 13| 12| 12| 1| 11| 0] 10| 10 10| 08 | 08 | 08| 07| —437

East Asia 125 129 | 131 | 147 | 162 | 169 | 175 | 175| 167 | 16.7 175 | 171 173 | 145 -12
South Asia 09 09 | 09 09 1.0 09 091 10| 11 13 15 17 19 02| -740
The Region
and Turkey n.a. na. | na n.a. 16 1.7 2.1 22| 20 16 1.7 19 2.1 25 53.2

Share in Total World Imports of Services (%)

Share
change
1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 [ 1998 [1999 | 2000 | 2001 | 2002 | 2003 |1993-2003

CIS na. na. | na. | na. 17 20 18] 19| 16 1.3 15 20 21 23 346
SEE 0.2 0.2 0.2 04 04 04 04 05 0.4 04 04 05 05 06 65.2
EU-8 0.7 0.6 09 14 1.5 1.7 1.7 1.6 1.7 1.6 1.6 1.6 1.8 20 436
EU-15 438 | 433 | 451 | 420 399 | 410 | 399 | 385 401 | 403 | 387 | 396 431 | 472 123
LAC 46 47 48 53 52 47 46 49 5.0 47 49 49 42 39| -252
MENA 6.0 83 | 6.7 60 | 47 43 45 | 46| 38 37 40 35 33 30| 494
Africa 26 25 | 22 23| 21 21 201 19| 18 1.7 1.3 1.3 1.2 08| -633

East Asia 182 183 [ 185 | 200 | 214 | 230 | 232 | 227| 206 | 209 | 212 | 207 205 | 165| -175
South Asia 12 1.1 12 12 1.3 13 141 14| 13 14 14 14 15 03| -745
The Region

and Turkey n.a. na. | na n.a. 2.1 24 22| 24| 20 17 2.0 24 26 29 38.7

Source: IMF balance of payments statistics.
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ANNEX TABLE 2.2
Factor Use in Exports by Country in the Region, 1996, 2000, and 2003
Export value ($ millions)
1996
Natural- Unskilled- Skilled-

Total resources labor Capital- labor
Country exports intensive intensive intensive intensive
Albania N 123 68 7 8
Armenia 213 145 12 35 15
Azerbaijan 631 104 25 87 13
Belarus 7,070 1,139 1,246 1,864 2,183
Bulgaria 4,890 1,680 763 1,259 752
Croatia 4512 1478 1,582 1,085 366
Czech Rep. 21,882 4,562 4,009 6,561 6,750
Estonia 2,078 730 489 444 345
Georgia 199 127 6 29 36
Hungary 13,138 3813 2,366 3,707 2,369
Kazakhstan 5911 4169 73 883 636
Kyrgyz Rep. 507 325 44 112 24
Latvia 1,443 636 340 202 226
Lithuania 3,356 1,450 678 734 493
Macedonia, FYR 1.147 492 395 "7 132
Moldova 653 527 58 42 26
Poland 24,387 7,273 6,841 4,634 5,467
Romania 8,084 1,698 2,918 1,489 1,380
Russian Fed. 88,703 52,821 2,218 8,903 10,743
Serbia & Montenegro 1,842 971 216 315 281
Slovak Rep. 8,824 1,501 1,298 1,989 2,304
Slovenia 8,309 1,370 1,861 2,066 3,012
Tajikistan na. n.a. na. na. na.
Turkmenistan 751 694 47 5 4
Ukraine 14,400 4,790 729 3,409 4,975

Source: IMF balance of payments statistics.

Note: n.a. = not available.
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Export value ($ millions)
2000 2003

Natural- Unskilled- Skilled- Natural- Unskilled- Skilled-
Total resources labor Capital- labor Total resources labor Capital- labor

exports intensive intensive intensive intensive exports intensive intensive | intensive | intensive
261 132 112 6 12 447 215 182 17 33
195 132 6 34 13 540 482 5 17 16
1,745 1,611 33 88 13 2,592 2,422 13 114 40
7,331 1,124 1,073 1,723 1,853 9,964 1,817 1,274 2,206 2,327
4,822 1,397 1,075 855 641 7,540 2,420 2,291 1,343 1,060
4,431 1,476 1,521 1,034 400 6,156 1,663 1,929 1,517 626
29,028 4,350 4,823 9,383 10,472 48,660 6,087 7,091 18,058 17,424
3830 1,127 660 1,445 469 5622 1,882 1,091 1,577 1,073
330 231 10 il 12 455 341 6 87 20
28,082 3,597 3192 13,953 6,548 43,007 5,599 4,355 22872 9,618
8,621 7,063 24 544 879 12,793 11,005 39 615 1,126
454 182 14 43 20 322 m 50 37 21
1,869 967 420 215 230 2,893 1,490 642 354 399
3,809 1,660 986 761 3% 7,162 2,866 2,037 1,301 942
1,323 467 03 104 334 1,363 508 505 106 242
456 307 107 26 14 776 537 162 4 34
31,610 7512 7,617 7,380 9,101 53,535 11,332 12,556 12,655 16,204
10,367 2,148 3,977 2,064 1,446 17,618 3,973 7,097 3,331 3,116
103,008 57,175 2,182 9,539 10,108 133,717 88,874 1417 13,351 11,661
1,1 751 287 299 336 2,275 1,07 342 387 422
11,883 1,581 1,720 2,805 5,004 21,544 3,324 3,076 4,664 10,480
8,731 1,363 1,713 2,301 3,335 12,762 1,896 2,274 3,792 4774
668 579 24 59 6 n.a. n.a. n.a. n.a. n.a.
2,506 1,774 145 24 2 n.a. n.a. n.a. n.a. n.a.
14,573 4477 793 3,040 5,556 17,927 6,460 1,07 3,450 6,741
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ANNEX TABLE 2.3
Factor Use in Imports by Country in the Region, 1996, 2000, and 2003
Import value ($ millions)
1996
Natural- Unskilled- Skilled-
Total resources labor Capital- labor
Country imports intensive intensive intensive intensive
Albania 921 461 127 201 132
Armenia 645 404 36 139 66
Azerbaijan 949 472 44 237 196
Belarus 8,282 3,541 533 2,320 1,888
Bulgaria 4,841 2,571 4n 1123 676
Croatia 7434 2,331 1,163 2,184 1,756
Czech Rep. 21,760 6,679 3,254 11,043 6,784
Estonia 2997 7 486 902 832
Georgia 687 529 30 87 Iy
Hungary 15,795 4412 2,208 5,628 3,547
Kazakhstan 4181 1,571 235 1,193 1,182
Kyrayz Rep. 838 452 30 240 116
Latvia 1,998 594 292 624 488
Lithuania 4,448 1,749 468 1143 1,088
Macedonia, FYR 1,585 555 310 367 353
Moldova 1,070 575 88 248 159
Poland 36,338 9,425 4,885 13,512 8,516
Romania 10,900 4,015 1,720 3478 1,687
Russian Fed. 41,950 15,311 3,705 14,488 8,446
Serbia & Montenegro 3,828 1,457 484 1,087 800
Slovak Rep. 9,328 2,789 875 3216 2,448
Slovenia 9,397 2431 1,346 2,961 2,659
Tajikistan 0 n.a. na. na. n.a.
Turkmenistan 1,170 378 70 490 232
Ukraine 16,465 10,032 876 3,505 2,052

Source: IMF balance of payments statistics.

Note:n.a. = not available.
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Import value ($ millions)
2000 2003

Natural- Unskilled- Skilled- Natural- Unskilled- Skilled-
Total resources labor Capital- labor Total resources labor Capital- labor

imports intensive intensive intensive intensive imports intensive intensive | intensive | intensive
1,089 492 177 203 217 1,864 799 306 374 385
750 433 45 180 92 1,164 725 76 203 160
1172 375 98 472 227 2,626 761 319 823 723
8,133 4125 508 2,081 1419 10,599 4,995 735 2,951 1918
6,153 2479 894 1,584 1,196 9,198 2,106 1,861 2,936 2,295
7,884 2,34 1,219 2,236 2,088 13,791 3,340 2,177 4,295 3979
32,231 7,243 3,686 13,306 7,99 51,227 9,967 5,650 21,920 13,690
4,743 1,015 570 2,060 1,098 7,944 1,952 914 2,691 2,387
578 233 44 205 % 1,133 447 72 325 289
30379 4,241 3,229 15471 7438 46,268 7,161 4,631 23,814 10,662
4,743 1,119 286 1,937 1,401 8,396 2,065 629 3117 2,585
557 224 21 227 79 716 322 69 180 145
2,954 754 447 961 792 5,242 1,492 746 1,582 1,422
5,311 2,100 740 1,3% 1,077 9,649 3,041 1,536 2,754 2,318
1,565 668 104 414 379 1,851 785 133 504 429
669 29 102 182 9% 1,398 604 207 326 261
48,833 11,864 5916 18,993 12,060 67,097 14,508 9,526 24,673 18,390
12,766 3,674 2,658 4,405 2,029 23,942 6,687 4875 7,389 4,991
29,269 10,631 2,339 10,992 5,307 52,101 15,347 4,345 19,544 12,865
2,919 854 288 966 811 5975 2,181 550 1,853 1,391
12,664 3,847 1,389 4,231 3,197 22,170 5,269 2,593 7,662 6,646
10,100 2,707 1,285 3,347 2,761 13,837 3,544 1,688 4,706 3,899
555 234 " 273 37 0 n.a. n.a. n.a. n.a.
1,658 283 121 725 529 0 n.a. n.a. n.a. n.a.
12,265 6,785 804 2992 1,684 16,751 8,911 1,007 4,072 2,761
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ANNEX BOX 2.1

Methodology for Decomposing Factors Affecting Trade Performance

GATT (1966) lays down the methodology for the decomposition of factors affecting trade per-
formance between demand and competitive factors:

¢ The influence of demand for a specific product can be measured by the change in the total
(global) value of regional imports of the item. In calculating the influence of this factor, one as-
sumes that a given country maintains its regional trade share for the commodity. Specifical-
ly, if Doljand D/l/ represent regional trade in product j, at time period o and t, respectively, the
change in a specific country’s exports attributed solely to demand DEd,, is

AEy;=3(s,) % (D~ D))

where N is the share of country /in regional imports of product j (defined at the four-digit lev-
el of the Revision 2 SITC) from all countries in the base period o, and the summation is over
all goods traded.

¢ The change in the competitive position of country /is measured by the difference be-
tween the exports that would have occurred if the country’s market share had not changed
and those regional exports that were in fact realized. This competitive factor (AE, ) is

D

0,

AE,;=3l(s;;—s )

tj

where Syj is the share of the country in regional imports of the product in period t, and the
summation is over all goods imported.

e Any differences between changes in a country’s total exports and the sum of these two “de-
mand” and “competitive” factors are the result of product diversification.

An illustrative example may help explain this approach. Assume country / exports one product j
and has a 20 percent share of the regional markets with exports of $20 million in 1996 and a 25
percent share with exports of $37.5 million in 2003. During this period regional demand for jrose
from $100 to $150 million. The change in i's exports attributed solely to changes in demand
would be AE;; = .20($150 — $100) = $10 million; while the change resulting from the competi-
tive factor is AECI,- =(.25-.20) x $150 = $7.5 million. This example assumes that the country ex-
periences no diversification in its exports.

Source: Ng and Yeats 2003.
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Endnotes

10.

11.

12.

. Trade and investment in the services sectors and the regulatory regimes

governing them are discussed in greater detail in chapter 7.

These concentration indexes are based on those typically used in the field
of industrial organization when measuring product market concentration.
The Hirschman index is defined as H; = V(Z(x,/X)? where x, is the value of
exports of commodity 7 (normally defined at the four-digit SITC level) and
X is the total value of country j’s exports; see Ng and Yeats (2003).

. If exports are concentrated in goods with low income elasticities of

demand, export prospects are likely to be limited (Ng and Yeats 2003).

. For an earlier related analysis, see Macbean (1966); Labys and Lord

(1990) stress the need for many developing countries to diversify their
exports.

. The import share of the CIS may be exaggerated by trade deflection; see

Freinkman et al. (2004).

Trade openness is calculated using GDP in purchasing power parity
(PPP).

Although the direction of causality is unclear. See Kormendi and
Meguire (1985), Fischer (1991), Dollar (1992), Edwards (1993), Harri-
son (1996), and Rodrik et al. (2002).

We note the likely critical role of institutional and policy factors as deter-
minants of trade performance apart from income. Indeed, our estimation
methodology employs an approach that uses institutional variables to
combat endogeneity problems; see below.

. In order to combat apparent endogeneity between the measures of open-

ness and GDP, an instrumental variables estimator (two-stage least
squares) was used. GDP was instrumented by the following variables:
infant mortality rate (per 1,000 live births); telephone lines (per 1,000
people); and the Heritage Foundation Index (HFI) of Economic Freedom
as a proxy for policy and institutions (ranging from 1 to 5; the higher the
HFI value, the lower the economic freedom in a country). All 149 coun-
tries for which trade and income data are available from the World
Development Indicators database have been included in the pool. The
model was estimated on the averages for 1994-2003. In addition, dum-
mies for regional country groupings were included as independent vari-
ables. Since the dummy for Sub-Saharan Africa has been insignificant in
all specifications, the table presents specifications without the Sub-Saha-
ran Africa dummy.

This interpretation derives from the fact that across Models 1, 2, and 3,
the estimated coefficients on all of the “dummy” variables depicting the
Region—except for SEE in Model 3—are never statistically significant.
In contrast, the results suggest that the East Asian countries tend to over-
trade.

These results are in line with earlier statistical analysis of the determi-
nants of openness for the CIS countries alone by Freinkman et al. (2004).
Statistical analysis carried out by the EBRD (2003) on most of the
Region’s countries yields roughly similar conclusions to those of this
study with respect to the CIS and SEE countries. However, the EBRD
analysis does not find evidence of overtrading by the EU-8.
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13.

14.

15.

16.

See Bergstrand (1985), Helpman and Krugman (1985), Deardorff
(1997), and Feenstra et al. (2001) for different theoretical justifications
of the gravity model.

See Wang and Winters (1991), Hamilton and Winters (1992), Baldwin
(1994), Piazolo (1996), Frankel (1997), EBRD (2003), and Freinkman et
al. (2004).

The applied gravity equation is the following (with standard errors in
parentheses):

log(T;) =-12.146 + 0.930 log(GNP; GNP)) + 0.128 l0g(GNP/pop; GNP/pop;)
(0.469) (0.018) (0.019)

-0.770 log(Distij) +0.445 (Adjij) +0.768 (Langij) + y(Blocij)
(0.038) (0.157)  (0.090)

i

where T is the trade turnover between countries i and j (that is, exports
from country i to country j plus imports of country i from country j),
GNP is Gross National Product, GMP/pop is per capita GNP, Dist is the
great circle distance between the main commercial centers (countries’
capitals, with a few exceptions), Adjis the adjacency dummy (equals one
for adjacent countries and zero otherwise), Lang is the language dummy
(equals one for countries sharing the same language), Bloc is the bloc
dummy (equals one for countries in the same trading bloc), and uijis the
error term.

The following abbreviations are used in table 2.17: Arm = Armenia; Azr =
Azerbaijan; Bel = Belarus; Geo = Georgia; Kaz = Kazakhstan; Kyr = Kyr-
gyz Republic; Mol = Moldova; Rus = Russian Federation; Taj = Tajikistan;
Trm = Turkmenistan; Ukr = Ukraine; Uzb = Uzbekistan; CZ = Czech
Republic; Est = Estonia; Hu = Hungary; Lat = Latvia; Lit = Lithuania; Pol
= Poland; Slk = Slovak Republic; Slv = Slovenia; Alb = Albania; BH =
Bosnia and Herzegovina; Bul = Bulgaria; Crt = Croatia; Mac = Macedonia,
FYR; Rom = Romania; SM = Serbia and Montenegro.
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CHAPTER 3

Trade Policies
and Institutions

Introduction

The demise of central planning in Eastern Europe and the former
Soviet Union over the period 1989-1992 resulted in the disintegra-
tion of the domestic mechanisms of control, such as the Council for
Mutual Economic Assistance, that these countries had used to man-
age international trade with the rest of the world and with each other.
At the same time, the political disintegration of the Soviet Union lead-
ing to the establishment of 15 new independent states and the
breakup of Yugoslavia into 7 states resulted in a breakdown of the tra-
ditional links between economic units located in the territories of the
new states: what had been domestic transactions in the same cur-
rency governed by the same laws and procedures became interna-
tional trade requiring goods to cross national frontiers into different
customs territories, be subject to different regulations, and involve
payments in different currencies.

The combined effect of the transition from central planning to
market rules and the political disintegration of the Soviet Union and
Yugoslavia forced major adjustments to the trade patterns, both
among the countries in the Region and with the rest of the world.
The pace of the adjustment and reintegration of these economies
into the world markets varied considerably and depended on both
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the countries’ original situation and the breadth and speed of intro-
duction of market-oriented reforms.

As trade policy is a key link in the transmission of price signals
from the world market to domestic resource allocation, trade reforms
were an important component of broader market reforms introduced
by the early reforming countries in Central and Eastern Europe and
the Baltics, as well as in some CIS countries like the Kyrgyz Republic
and Georgia. In other countries, such as Uzbekistan and Turk-
menistan, trade reforms have lagged because overall market reforms
have been slow. Integration in the world trading system requires
much more than trade policy, however. The establishment of macro-
economic stability; effective, trade-related and, more generally, mar-
ket-based institutions; the rule of law; and a supportive business
climate are essential to effective participation in international trade
and have markedly affected the reintegration of these economies into
world markets.

A country’s integration into world markets depends also on the
trade policies of its trading partners and the access it obtains to their
markets. There are three important market-access relationships for
the transition countries in Central and Eastern Europe and the CIS
that affect their overall integration in world trade: (a) the trade rela-
tionships among each other at the Regional and sub-Regional level;
(b) their relationships with the European Union, the main external
market for most of them; and (c) their relationships with the rest of
the world, including China, the United States, and other developed
and developing countries.

Integration at the Regional, European, and world levels requires
countries to abide by the rules of conduct that govern the multilateral
trading system. These rules have been established and are being
implemented in the context of agreements administered by the World
Trade Organization (WTO). Regional and sub-Regional arrangements
and, to some extent and on a temporary basis, relationships with the
EU, can be based on special rules and provisions. However, member-
ship in the WTO and abiding by the rules that are globally set in that
organization and that govern all trade relationships are essential ele-
ments, perhaps even necessary conditions, for full integration into
the world trading system. In recognition of this, all but one of the
transition countries (Turkmenistan) have either become members of
the WTO or are involved in the often-lengthy process of acceding to
the organization.

In the 15 years since the fall of the Berlin Wall, the degree of inte-
gration into the world markets achieved by the transition countries in
Europe and the CIS varies enormously. There are three broad groups:
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the first group of eight countries of Central and Eastern Europe (CEE-
8) have become members of the EU and have thus completed inte-
gration into the world economy. The second group of the 12 CIS
countries has achieved much less integration, and many of these
countries are still not members of the WTO. And there is a third group
of countries in Southeastern Europe that is participating in a stabi-
lization and association process that will ultimately lead them to EU
membership, and whose integration into the world economy is in
between the other two groups.

In addition, there are other groupings of countries that cut across
these three classifications: for example, there are countries such as
Armenia, Azerbaijan, Bosnia and Herzegovina, Georgia, Moldova,
Serbia and Montenegro, and Tajikistan that have experienced signifi-
cant internal or external political conflict that has impeded reforms.
There are also differences in the degree of integration within each
group: Armenia, Georgia, and the Kyrgyz Republic have very liberal
trade regimes, while Belarus and Turkmenistan have essentially
maintained the patterns of trade control that characterized central
planning. Many countries are participating in a variety of multiple
but often ineffective bilateral or regional trade relationships. Turkey,
part of the World Bank’s Europe and Central Asia (ECA) Region and
thus included in parts of this study, is different: it is not a transition
economy, in the sense of having had to move away from a system of
central planning, though it continues to grapple with problems in a
large and inefficient state enterprise sector. It is also well integrated
into the world trade system, as it is in a customs union with the EU.

The purpose of this chapter is twofold: to assess how trade policies
and institutions, as well as market access issues, have affected the trade
performance of transition economies in Eastern Europe and the For-
mer Soviet Union over the last decade and a half; and to look into the
future in order to analyze the challenges these economies face in
achieving fuller integration in the international trading system, at the
Regional, European, and global levels. The analysis will deal primarily
with trade in goods. But the chapter foreshadows analyses of a variety
of other factors affecting trade performance, such as policies on trade
in services, foreign direct investment, and other behind-the-border
policies, which are discussed in detail elsewhere in the volume.

The chapter focuses on the countries of Southeastern Europe (SEE)
and the CIS of the Region.! This is a group of 19 countries, plus
Kosovo, that, although part of Serbia and Montenegro, has a separate
customs territory. The eight countries of Central and Eastern Europe
that have recently become members of the EU have had to adopt the
EU acquis, including all aspects of EU trade policy, rules, and institu-
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tions; their policies and future challenges, following accession, are not
discussed in detail in this chapter. The main questions regarding these
countries that are addressed here relate to the implications of their EU
accession for the remaining transition countries in the region. Turkey,
a special case, will be dealt with separately.

Trade Policy

The formal trade policy regimes of the 20 transition economies in SEE
and the CIS, especially the 17 that have become WTO members (see
table 3.1), compare, on the whole, quite favorably with the trade
regimes of developing countries at similar levels of income.? Tariff
protection of domestic industry and agriculture in the transition
economies is on average lower; the extent of protection through non-
tariff barriers appears to be no greater; there is less recourse to con-
tingent protection; and, unlike many developing countries in Africa
and Asia, transition economies that are WTO members have bound
100 percent of their tariff schedules (see table 3.2). WTO accession by
a number of these countries in the near future can be expected to
result in further liberalization and increased stability of their trade

regimes.

TABLE 3.1

WTO Members in the Region (as of December 2005)
Country Date of accession
Czech Rep. 1 January 1995
Hungary 1 January 1995
Poland 1 January 1995
Romania 1 January 1995
Slovak Rep. 1 July 1995
Slovenia 30 July 1995
Bulgaria 1 December 1996
Kyrgyz Rep. 20 December 1998
Latvia 10 February 1999
Estonia 13 November 1999
Georgia 14 June 2000
Albania 8 September 2000
Croatia 30 November 2000
Lithuania 31 May 2001
Moldova 26 July 2001
Armenia 5 February 2003
Macedonia, FYR 4 April 2003

Source: WTO.
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TABLE 3.2

Average Applied Tariffs and Bound Rate by Country or Group in the Region in the Most Recent

Available Year

Average applied tariff rate (%) Average hound rate (%)
All goods Agricultural goods Industrial goods All goods
Simple Waght. Simple Waght. Simple Wght. Simple Waght. Binding

Country/group avg. avg. avg. avg. avg. avg. avg. avg. coverage
EU-8 5.1 45 135 12.8 45 40 106 79 99.1
CIS-12 8.0 7.1 1.2 9.7 117 6.8 16 8.4 333
SEE-8 98 15 26.4 18.1 8.4 6.3 19.3 246 4
The Region 78 58 16.4 13.0 7.1 52 124 104 59.0
The Region

and Turkey 15 5.1 16.7 13.0 6.7 45 142 12.0 59.6
Developing countries | 11.9 9.2 16.6 16.7 115 8.5 38.1 194 58.9
EU-15 44 3.1 6.2 52 42 30 39 30 100.0
Memo:

Turkey 30 2.0 2.8 127 2.0 13 286 19.8 499

Russian Fed. 108 8.9 98 8.9 109 8.9 n.a. n.a. n.a.

Sources: UNCTAD TRAINS and WTO IDB databases.
Note: n.a. = not available.

There are of course substantial differences among the trade
regimes of the transition economies. At the one extreme are three
very protectionist regimes in Belarus, Turkmenistan, and Uzbekistan.?
At the other extreme are recent WTO members like Albania, Arme-
nia, Croatia, Georgia, the Kyrgyz Republic, and Moldova with very
liberal trade regimes, especially when compared with developing
countries at similar levels of per capita income. In between are some
of the larger transition economies such as Russia and Ukraine.

Throughout the Region, trade is also impeded by lingering political
conflicts resulting from the breakup of the Soviet Union and Yugoslavia.
The unresolved conflict over Nagorno-Karabakh has resulted in a break-
down of economic relationships between Armenia and Azerbaijan, and
Turkey has closed its border to Armenia. There are two quasi-independ-
ent entities, Abkhazia and Transdniester, whose administrations survive
through support from Russia, but which have received no international
recognition and continue to exist in a state of political confrontation
with Georgia and Moldova, respectively. Both entities have become
“black holes” in terms of formal trade transactions and the location of
enterprises or individuals engaging in criminal economic activity; illegal
arms transactions; and smuggling of cigarettes, liquor, and oil products
(World Bank 2004f). This illegal trade results in significant revenue
losses for the Georgian and Moldovan authorities. In the Balkans, there
are still no significant economic relationships between Serbia and Mon-
tenegro and Kosovo, Serbian territory temporarily being administered
by the United Nations.
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Policies on Imports

Tariffs

Average Most Favored Nation (MFN) tariffs for countries in transition
range from a low simple average of 3.3 percent in Armenia to a high
of 11.5-11.6 percent in Belarus and Romania (see annex table 3.1).
Averages weighted by imports are lower in all countries. Following a
worldwide pattern, tariffs in general are much higher in agricultural
than in nonagricultural sectors.*

Countries that have joined the EU (the EU-8) had on average
lower tariffs than did other transition economies (table 3.2). Indeed,
Estonia and Latvia had some of the most liberal trade regimes in the
world. In contrast, tariffs in the CIS and the SEE are on average
slightly higher. Still, their applied tariffs are on average somewhat
lower than those of developing countries as a whole. On the other
hand, tariffs on agriculture in the Southeastern European countries
are on average higher than those in developing countries as a group.
Turkey has increased its international integration as a result of its
close interaction with the EU; see box 3.1.

BOX 3.1

Turkey’s Trade Policies and Institutions

Turkey's integration into the world economy is strongly influenced by its increasingly close links
to the European Union. In 2004, Turkey, already a WTO member, formally became a candidate
for EU accession. Turkey has already established a customs union with the EU, and its trade poli-
cies and institutions are shifting in order to harmonize better with those of the EU. Turkey has
initiated a number of macroeconomic stabilization programs in recent periods. While macro sta-
bility has been restored, the situation continues to be fragile, as inflation rates and the public
debt continue to be at high levels.

Turkey’s MFN tariffs are relatively high, averaging 11.8 percent in 2003. Because of the customs
union with the EU, however, Turkey applies the much lower EU external tariff on industrial im-
ports. Turkey also has a free trade agreement (FTA) on industrial products with the European
Free Trade Association (EFTA) and has signed 14 other bilateral FTAs, as it tries to harmonize its
trade regime with that of the EU. In agriculture, protection is quite high, with ad valorem rates
ranging up to 227.5 percent for animal products. State support for agriculture is also substantial,
and, as a conseqguence, the agricultural sector has become insulated from the world market. The
government is in the process of implementing a wide-ranging five-year program (2001-2005) to
restructure the sector by phasing out some of the more distorting measures such as adminis-
tered prices, as well as production and export subsidies.



Trade Policies and Institutions

127

Broadly speaking, tariffs in most countries do not provide for a
large degree of protection, although there is, of course, significant
variation by country and sector. Armenia, Croatia, Georgia, and the
Kyrgyz Republic, for example, have low average tariff rates with rel-
atively little dispersion. Russia’s average applied tariff rates average
10.8 percent, with highs of 50 percent in beverages. Import-
weighted applied tariff rates average 8.9 percent. The tariff schedules
for Belarus, Kazakhstan, and Russia are very close to the Russian tar-
iff schedule because of the proposed customs union among these
countries. The highest tariff protection in agriculture appears to be
present in Bulgaria and Romania, while the highest tariff protection
in manufacturing is in Belarus, Romania, and Uzbekistan (annex
table 3.1). However, the tariff data are in some cases incomplete, as
they do not include specific tariffs present in many countries” agri-
cultural schedule.? Also, it is unclear whether the “applied” tariffs in
table 3.2 and in the annex take into account the preferential rates
applied by many countries as part of their participation in preferen-
tial trade arrangements.

The main nontariff barriers (NTBs) are in textiles, where Turkey maintained a quota regime based on
the international Agreement on Textiles and Clothing (ATC), which, however, expired in 2005. Since
1995, Turkey has initiated 46 antidumping (AD) investigations and taken definitive measures in 33 cas-
es. AD actions have focused on textiles (China), plastics (EU), and steel (Russia, Ukraine). Turkey itself
has also been the target of a slightly smaller number of antidumping actions over the same period.

The government operates a number of schemes to promote exports in the form of finance, insurance,
guarantee, promotion, and marketing assistance. Several export credit programs are operated by the
Central Bank, as well as several schemes providing incentives to small and medium enterprises (SMEs).

Services is the largest sector in terms of contribution to the GDP (about 65 percent); it faces a
number of structural problems, including the existence of a number of inefficient, loss-making
public sector enterprises. The government has taken some measures to extend privatization
and liberalization in several sectors, notably banking and telecoommunications. However, public
companies continue to dominate most service provision and either operate as monopolies or
hold exclusive rights. And foreign direct investment inflows are much lower than they could be.

Turkey faces major challenges in the near term as it attempts to deal with deep-seated structural
problems in its state enterprise sector, harmonize its policies with the EU, and maintain macro-
economic stability. Further privatization and reforms of the services and agricultural sectors can
make important contributions to its future growth and competitiveness; they will also help pave
the way for EU accession.

Source: WTO Trade Policy Review 2003.
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Many of the countries have a relatively small number of tariff
bands, and low dispersion of tariff rates. Indeed, in the early 1990s,
under the influence of advice from international financial institutions
(IFIs), a few of the countries (Georgia, the Kyrgyz Republic, and,
most recently, Kosovo) had established uniform tariff regimes that
were subsequently differentiated as a result of pressure from domes-
tic interests to raise tariffs on final goods; this was also a response to
external demands for tariff reductions (“zero for zero” and other spe-
cific requests) on raw materials and intermediates at the time of WTO
negotiations. The Kyrgyz Republic had a flat 10 percent tariff that
applied to all products, but while maintaining a liberal trade regime,
it ended up with several bands following WTO accession. Until
recently, Kosovo also had a flat 10 percent tariff; however, under
pressure from domestic interests seeking to obtain higher rates of
effective protection for final goods, this is in the process of changing
to provide for lower tariffs in selected raw materials and intermediate
inputs. Ukraine had 50 tariff bands in 2003 compared with seven a
decade before.

For the nine economies of SEE and the CIS that are WTO mem-
bers,© tariff schedules have been bound 100 percent; in most cases
(the exceptions are Bulgaria and Romania), bound levels have been
established that are close to those applied.” Binding tariffs at close to
applied levels provides stability to the trade regime, which is an
important attraction for foreign direct investment, as well as a good
defense against future domestic pressures to increase protection. In
the case of Georgia, for example, domestic pressures resulted in
increases in applied tariffs to closer to the bound levels after WTO
accession (World Bank 2003c¢).

Taxation of imports is a significant source of revenue for most
countries (for example, 71 percent of revenue in Armenia). The bulk
of this taxation involves value added taxes (VAT) and excise taxes
that are collected on imports. Tariffs are but a small percentage of the
total, usually amounting to less than a quarter of trade taxes. Most
tariff regimes yield far fewer revenues than the average MFN tariff
level would suggest, however. For example, in Ukraine, the yield is
about half the weighted average applied tariff rate. In Georgia, the
yield is about a quarter. There are several reasons for this: first, there
are many preferential arrangements that result in large segments of
international trade entering duty-free; second, there are frequent ad
hoc exemptions and exceptions; third, highly differentiated tariff
structures, combined with weak and corrupt customs authorities,
yield little revenue, and in some territories (for example, Albania,
Bosnia and Herzegovina, Kosovo, and Tajikistan, there is widespread



Trade Policies and Institutions

129

smuggling. A simpler and less differentiated tariff structure would be
easier to enforce and would yield more revenues.

In most countries, there is tariff escalation, usually resulting in sig-
nificantly higher effective rates of protection for final products than
for intermediates and raw materials. Examples of such high rates
abound in the wood, leather, and textiles sector (World Bank 2004q).
These high effective rates of protection for domestic industry result in
inefficient resource allocation as well as in reduced incentives to
export.

Nontariff Barriers

The Region’s economies that have become members of the WTO have
eliminated formal nontariff barriers (NTBs) on imports, except as
allowed by the WTO. This means that some of them (Bulgaria, Roma-
nia) have imposed tariff quotas in agriculture, and all are using licens-
ing procedures for imports aimed at maintaining sanitary,
phyto-sanitary, and safety standards, as well as protecting the envi-
ronment.

NTBs on imports are more common in non-WTO members in the
Region. For example, Uzbekistan has nonautomatic licensing proce-
dures for foreign exchange allocation through the banking system
aimed at controlling both the overall level and the composition of
imports, depending on the degree of “essentiality” of the imports.
Ukraine uses its technical standards system as a vehicle for controlling
imports into various sectors (World Bank 2004q). Serbia and Mon-
tenegro have a combination of licensing and quotas on steel imports
(EC 2004). And several CIS members have used temporary import
bans against selected neighbors as weapons in a variety of bilateral
trade disputes or as emergency measures. For example, Russia and
Ukraine have engaged in a number of bilateral disputes involving
mutual bans of trade in certain commodities (see box 3.2); Uzbek-
istan has cut off imports from the Kyrgyz Republic in retaliation for
nondelivery of electricity; and Kazakhstan has imposed prohibitive
duties on trade with neighboring countries to deal with balance of
payments problems. Using trade as a weapon in settling disputes is
counterproductive and tends to hurt both countries in the dispute.

The IMF calculates an index of NTB restrictiveness ranging from
open to moderate to restrictive; such categories are based mainly on
the number of sectors covered by NTBs, the number of stages of pro-
duction covered by NTBs, and the severity of the NTBs (see table 3.3).
NTBs are defined to include quantitative restrictions, state trading
monopolies, restrictive foreign exchange practices, quality or stan-
dards controls, and customs procedures. Over the period 1997-2003,
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BOX 3.2

Russo-Ukrainian Trade Wars

In 1999, Ukraine imposed special quotas on imports of electric filaments, artificial furs, and
worsted canvas from Russia. In 2000, some polyurethane products were added to the list. The
same year, Ukraine replaced the quota on filaments with an antidumping tariff of 97.5 percent
for a period of five years. Russia responded with imposing antidumping tariffs on Ukrainian met-
al pipes. In 2001, after bilateral negotiations, the Russian antidumping measures on pipes were
lifted and replaced with negotiated quotas. In 2002, Ukraine imposed an antidumping tariff on
crossing pieces and threatened to impose tariff quotas on a variety of Russian products from the
light and chemical industries, if Russia reintroduced a special tariff on Ukrainian metal pipes,
which it was considering. That year, Russia introduced higher tariffs on Ukrainian zinc, steel,
some metal products, and candies. In retaliation, Ukraine introduced a higher tariff on automo-
biles with an engine capacity of 1,000-1,500 cc, the engine capacity of most Russian automo-
bile production and exports to Ukraine. In 2003, the informal agreement between the presidents
of the two countries to lift all contingent protection measures affecting mutual trade was dis-
avowed by the governments of both countries (World Bank 2004q).

Belarus, Turkmenistan, and Uzbekistan were assessed as having the
most restrictive NTB policies; Armenia, Croatia, the Kyrgyz Republic,
FYR Macedonia, Moldova, and Tajikistan received ratings indicating
the least restrictive policies.

While formal nontariff barriers to trade continue to be a problem in
several countries in the Region that are not members of the WTO, a far
greater problem is posed by informal barriers that impede trade in all
countries. Many of these barriers result from institutional weaknesses
or weak infrastructure, for example in transport or finance, and are
discussed below in part III of this study. However, many other imped-
iments that result from government policies involving the issuance of
licenses and other permits for the movement of goods across frontiers
act as formidable, albeit informal, barriers to trade. A recent study of
nontariff measures that impede trade in SEE found that there were
few formal NTBs in the Region. However, trade was impeded signifi-
cantly by a variety of government rules, procedures, and other
requirements that caused delays and impeded trade (EC 2004). Simi-
lar problems have been identified in other countries, such as Armenia,
Georgia, Moldova, and Ukraine, where this issue has been addressed
(World Bank 2002a, World Bank 2003¢, World Bank 2004f).
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TABLE 3.3
IMF NTB Trade Restrictiveness Ratings: 1997-2003

NTB rating
Country name 1997 2000 2003

Albania
Armenia
Azerbaijan
Belarus

Bosnia & Herzegovina
Bulgaria

Croatia

Czech Rep.
Estonia
Macedonia, FYR
Georgia
Hungary
Kazakhstan
Kyrgyz Rep.
Latvia

Lithuania
Moldova

Poland

Romania
Russian Fed.
Serbia & Montenegro
Slovak Rep.
Slovenia
Tajikistan
Turkmenistan
Ukraine
Uzbekistan

N
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1
1
1
3
1
1
1
1
1
1
1
2
2
1
1
1
1
1
1
2
3
1
1
1
3
2
3

W N W = = =

Turkey yi 2 2

Source: International Monetary Fund.

Note: The data for the EU-8 are for barriers that existed before their EU accession.

Contingent protection involves protection that a country imposes in
response to actions by its trading partner(s) that are supposed to
have an adverse impact on its domestic production, employment, or
trade. The main forms are safeguards against an influx of imports
that threaten to cause serious injury to domestic industry, counter-
vailing duties against export subsidies, and antidumping measures
against practices of dumping. In the last decade, antidumping has
been the favorite instrument of protection of industry worldwide
(see table 3.4). Compared with other instruments of protection,
antidumping actions are less transparent and can lead to reduced
competition and cartelization of the affected sectors (Finger 1993).
Transition countries have introduced the necessary legislation, but
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TABLE 3.4
Number and Share of Antidumping Investigations by Initiating Country, 1995-2003
Initiated against
Industrial Developing Of which: Transition All
Initiated by countries® countries? China® countries? countries
Number of antidumping investigations
Industrial countries? 226 574 129 132 932
Developing countries 453 827 225 173 1,453
Transition countries® 4 7 2 20 31
All countries 683 1,408 356 325 2,416
Share of antidumping investigations
Industrial countries? 0.24 0.62 0.14 0.14 1
Developing countries 0.31 0.57 0.15 0.12 1
Transition countries® 0.13 0.23 0.06 0.65 1
All Countries 0.28 0.58 0.15 0.13 1

Source: WTQ Antidumping Committee.

Note:

a. Includes Australia, Canada, 15 European Union members, Iceland, Japan, New Zealand, Norway, Switzerland, and the United States.
b. Includes all other countries and China, excluding industrial and transition countries.

¢. Excludes Hong Kong (China), Macao, and Taiwan (China).

d. Refers to the 27 transition countries in the Region, and excludes Turkey, with 61 initiations.

until recently had relatively limited recourse to antidumping or
other contingent protection remedies. Until 1997, only Poland had
initiated a number of antidumping investigations (in 1991), but did
not actually impose antidumping measures (Miranda et al. 1998).
Since 1995, six countries (Bulgaria, the Czech Republic, Latvia,
Lithuania, Poland, and Slovenia) initiated a total of 31 antidumping
investigations (see annex table 3.2). All of these countries except
Bulgaria have by now become EU members, and the measures have
been terminated. More than two-thirds of their investigations were
directed against neighboring transition economies, most commonly
Belarus. Cement (Latvia and Lithuania), rubber products (Lithua-
nia), and pocket lighters (Poland) were among the items most fre-
quently protected. The above data do not include antidumping
measures taken by some CIS countries (for example, Ukraine and
Russia), which are not members of the WTO, against each other, as
well as against the EU and the United States; these measures are typ-
ically in retaliation for antidumping or other measures taken against
their own exports (World Bank 2004q). To the extent that these
actions are still in place at the time of these countries” accession to
the WTO, they would have to be reviewed for their conformity to
WTO provisions.
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Policies on Exports

Export performance of the Region’s economies has suffered simply
because production of traditional export commodities has declined as
part of the overall decline of production following the onset of transi-
tion. Compared with the 1980s, production of traditional exports of
wine, fruits, and vegetables declined by more than 70 percent in
Georgia and Moldova. Sheep exports virtually disappeared in the
Kyrgyz Republic. In other cases, whole sectors turned out to be
uncompetitive in market conditions: Bulgaria’s computer industry,
which was thriving in the sheltered environment of the CMEA, dis-
integrated in the face of international competition.

Other than the EU-8, most countries in the Region found it dif-
ficult to develop new exports. This was due to many factors, but in
part it was a result of their own policies. Governments of transition
economies, especially non-WTO members, on the whole have
exhibited a tendency of taxing rather than subsidizing or support-
ing exports. Policies discouraging exports are in part a legacy of
their planned economy days, when “keeping the goods at home”
was given the highest priority and exporting was focused on dis-
posing of surplus production. These taxes and controls have had an
adverse impact on export performance for countries that have
employed them.

Most transition economies tax exports of fuels and raw materials.
They do this for two reasons: first, for revenue purposes, to compen-
sate for the absence of an effective system of taxing the exploitation
of natural resources; and second, in order to promote domestic indus-
try by permitting it to obtain raw material inputs at lower than world
prices. Export taxes on raw materials—and in some cases on food—
exist in Belarus, Bosnia and Herzegovina, Russia, Serbia and Mon-
tenegro, and Ukraine. There are also licensing requirements or other
controls on the export of natural-resource-based products such as
timber (in George and Moldova). A number of countries (for exam-
ple, Azerbaijan, Georgia) ban the export of scrap metal. In the case of
Georgia, these controls do not appear to affect the overall level of
exports, but simply to drive some of the exports underground.

The most restrictive export controls are operated by Uzbekistan. In
that country, there is a system of forced government procurement of
cotton, which effectively taxes producers by giving them substantially
less than world prices, and state monopolies on exports of cotton,
minerals, and precious metals. State trading activities in Azerbaijan
(oil), Tajikistan (aluminum), and Turkmenistan (oil and gas) are used
as the main instrument of control and regulation of exports.
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Export taxes and other controls on raw material exports also intro-
duce inefficiencies in the allocation of resources and need to be pro-
gressively phased out. When the main objective is capturing rents
from natural resource exploitation, taxes on resource depletion are
more efficient and need to be introduced. When the objective is to
stimulate industry, assistance can be provided in ways that do not dis-
criminate between the domestic and external markets.

Exporters are also disadvantaged by the lack of effective and timely
rebates on tariffs, VAT, and other taxes affecting imported inputs.
While most countries in the Region have put such systems in place,
they have not operated efficiently. For example, rebates are provided
with significant time lags, with the result that exporters are penalized
and put at a competitive disadvantage with foreign suppliers, who
can obtain their inputs at world prices (World Bank 2003¢, World
Bank 2004d, World Bank 2004f, World Bank 2004q).

While on the whole, the Region’s policies have tended to disad-
vantage exporters, some countries that are not WTO members have
provided subsidies to important export industries. This has been
the case for steel in Ukraine and a number of products in Serbia
and Montenegro. Similarly, Tajikistan’s aluminum exports would
not be viable without significant subsidies to electricity. Subsidizing
exports is a drain on the budget and cannot be afforded by many of
these countries, which have been facing serious budgetary con-
straints. In any case, many of these subsidies are not WTO-consis-
tent and will have to be eliminated when these countries accede to
that organization.

Finally, a number of countries in the Region have introduced Export
Processing Zones and similar arrangements to provide tax-and-duty-
free arrangements for exports. Such arrangements have been shown to
have the potential for providing a stimulus to exports in several devel-
oping countries. Unfortunately, there is little evidence that these
arrangements have been effective in stimulating exports from transi-
tion economies in the Region that have them (see chapter 4).

There are, nevertheless, a few bright spots in the export perform-
ance of economies in the Region that are worth discussing in some
detail because of the implications they have for other economies in
the Region. Romania is one example of a very impressive export per-
formance, both in terms of reorienting its trade to the European mar-
ket and in sustaining its expansion in the presence of significant
competition from low-cost international suppliers in such sectors as
textile and shoes. The key to its success appears to be its ability to par-
ticipate effectively in international networks of production and distri-
bution. Falling transportation and communication costs create
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opportunities for outsourcing. Value chains are becoming increas-
ingly split, with individual production stages moving to countries to
exploit their comparative advantage. In the case of Romania, the driv-
ing force has been Italian firms that have organized the insertion of
Romanian firms into global networks of production and distribution
of footwear and clothing (World Bank 2004i). Their efforts have been
able to overcome a strongly protective tariff regime that acts as a gen-
eral disincentive to exports. Many other successes in the region are
discussed in detail in chapter 7.

Future Challenges

Although, overall, the existing trade regime is not a major problem of
trade policy for most of the Region’s countries, there is still room for
improvement and a variety of challenges. On imports:

e Countries acceding to the WTO can use the accession process to
further liberalize their tariff schedules and bind them at levels that
are close to applied. To the extent possible, such countries need to
resist domestic pressures to raise protection on final goods (or seek
to establish bindings for tariffs at substantially higher levels than
previously applied), as well as external pressures to reduce tariffs
on a variety of raw materials and intermediates, which would
result in raising effective rates of protection in various product
chains.

e Countries that are already WTO members need to use the ongoing
WTO multilateral trade negotiations as an opportunity to further
reduce their applied and bound tariffs in exchange for improved
market access for their own products. While autonomous tariff lib-
eralization can be beneficial to any country that undertakes it,
multilateral trade liberalization through international agreements
has the potential of yielding even greater benefits and may be eas-
ier to accomplish domestically in light of the political-economy
power of vested interests “behind the border.”

¢ Nontariff barriers are of importance in a number of countries that
are not WTO members. These barriers should be substituted by tar-
iffs as early as possible; they will have to be dismantled as part of
the WTO accession process, in any case.

¢ The challenge for the many countries in the Region that have so
far avoided using antidumping measures is to continue this policy
because, while antidumping is a popular instrument of protection
worldwide, it entails large costs to the domestic economy.
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e All of the Region’s countries would benefit from measures that
increase revenue yields from existing tariff regimes through
strengthening the customs service and reducing corruption and
smuggling, as well as eliminating formal exemptions to tariffs.

The main challenges transition economies face in promoting their
integration into the world economy through an expanding export
sector are to

e establish efficient taxation of raw material exploitation at the
source and phase out export taxes;

e provide support, where appropriate, for industrial development
through WTO-consistent measures that do not discriminate
between domestic and export markets;

e establish efficient tariff, VAT, and other import tax-rebate systems;
and

e attract export-oriented FDI to help them integrate into worldwide
production and distribution chains.

Institutional and Other Domestic Constraints

The preceding analysis of trade policies in the Region suggests that, aside
from a general bias against exports, in most countries the formal trade
regime has not hindered their integration into the world economy. Yet,
in some countries with very liberal regimes toward imports, the ques-
tion, “We have done everything to liberalize our trade. Why is our trade
performance worse than it was under central planning?” is frequently
heard. The response to this question is multifaceted and has to do in part
with the bias against exports mentioned above. Mainly, however, it is
because serious weaknesses in market- and trade-related institutions
and infrastructure continue to undermine effective participation of these
countries in international trade. They also undermine the opportunities
that trade policy reform can increase growth and reduce poverty; see
box 3.3. Subsequent chapters will analyze these institutional and
domestic constraints in detail. Here we develop the context for that dis-
cussion and highlight some of the more salient issues.

A fundamental problem is an interventionist attitude on the part of
governments. Such an attitude is pervasive in practically all aspects of
market activities, but it has a very stultifying effect on international
trade and has been identified as a key constraint in export develop-
ment in virtually all of the countries in the Region. In the Kyrgyz
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BOX 3.3

The Interrelationships between Trade, Growth, and Poverty Reduction in the
Region

Trade performance is one of many factors that affect GDP growth and, through growth, the re-
duction of poverty. Trade performance in turn is affected, in part, by trade policy. The effect of
trade policy on poverty via its effect on growth is, necessarily, more complex. The transmission
is indirect and manifests generally only over a relatively long term. At the same time, however,
trade policy results in changes in relative prices, which will have a short-term impact on the wel-
fare of the poor, by affecting both their employment and income prospects as well the prices of
the goods they consume. Based on the outcomes of trade-policy reform in developing coun-
tries, a great deal of analysis exploring the impact of liberal trade regimes on economic growth
has been carried out in recent years. The preponderance of empirical evidence from developing
countries worldwide suggests that, on average, growth will be enhanced in the long run as a
consequence of liberal trade regimes.2

As is the case elsewhere in the world, disentangling the linkages between trade and poverty re-
duction in the Region is more complex. As is well known, there was, for several reasons, a mas-
sive increase in poverty in the Region at the onset of the transition.? Despite the fact that most
of the Region’s countries early on adopted (and have largely maintained) relatively liberal formal
trade regimes and that, moreover, substantial progress in poverty reduction has been made in
the Region in recent years, today—more than a decade after the onset of transition—wide-
spread poverty persists in several of the Region's countries, especially, but not exclusively, in
Central Asia and the Caucasus.

There have been some efforts to analyze through simulations the implications of specific trade-
policy reforms on poverty in individual countries in the Region. However, there is no aggregate
assessment of the experience for the group as a whole. The individual countries for which as-
sessments have been made are Bulgaria, Moldova, Romania, and Russia.¢ These analyses gen-
erally find that the effect of trade liberalization on the poor as a group would tend to be positive.4
However, there is also evidence that trade liberalization would likely reduce the well-being of
some people, at least in the short term, and that some of these would be the poor, who can ill
afford it.®

On the other hand, the absence of trade liberalization does not always translate into the poor be-
coming better off. The case of the slowest-reforming countries—such as Belarus and Uzbek-
istan—is instructive in this regard. Although their decreases in output and increases in poverty
have been more limited than those of other countries in the Region, in part because of the main-
tenance of relatively closed trade regimes, they have nonetheless engaged in policies, such as
the protection and state control of the cotton sector in Uzbekistan, which have been adverse to
the welfare of the poorest elements of society.

(Box continues on the following page.)
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BOX 3.3 (continued)

If the assessment of the implications of trade reform on poverty in the Region’s transition
economies is sobering—in the sense that in the short run, poverty will likely increase in certain
segments of society—it is not inconsistent with the analysis in other countries worldwide. Ret-
rospectively, greater exposure to trade may well have exacerbated poverty in the CIS countries.
The situation was much better in the EU-8 and SEE economies, however, probably because
many of these countries quickly pursued policies that provided for greater flexibility in resource
allocation. These policies permitted workers displaced by imports, as well new labor force en-
trants, to be employed in new labor-intensive activities; they also focused on facilitating exports.
Thus, in the absence of effective product and factor markets, the adjustment to trade reforms
in the CIS has been very protracted. In consequence, the “short run” for these countries may
still be lingering.

Despite the variations in these findings, there is a general consensus that, for the poor to gain
from trade liberalization, actions that complement trade reform are needed. The main conclu-
sions of individual country case studies—as well as cross-country econometric studies—that
have looked at experiences with trade liberalization at the country level worldwide are the im-
portance of enhancing flexibility in labor markets and facilitating the flow of investment from
sectors that are contracting to those that are expanding. In short, a policy of import liberalization
alone is not sufficient to promote the strong trade performance that could be beneficial to out-
put growth and indirectly to poverty reduction. A variety of additional reforms needs to be im-
plemented for such a policy to have meaningful and enduring salutary effects.

a. Over the 1990s, the proposition that trade openness is good for economic growth was advanced by a number of cross-
country studies (Sachs and Warner 1995; Edwards 1998; Dollar and Kraay 2001). But the findings of some of these studies
have been subjected to serious criticism: restrictiveness of trade policy is difficult to measure, and the openness indicators
used to show links to growth are not good proxies for trade policy. Institutional development, in a broad sense, has been pro-
posed as a factor that explains both trade and output growth (Rodriguez and Rodrik 2001). Experience has shown that, in the
long term, countries need an open economy to sustain growth. However, developing country experience has shown that, for
a time, countries have expanded their exports and trade under different kinds of trade regimes. Some, like China, Korea, and
Taiwan (China), have done so under complex trade regimes that provided extensive import protection while at the same time
providing very substantial stimulus to export industries. Successful implementation of such complex policies involving both
import protection and stimulus to exports places great demands on foreign trade policy design and trade institutions, which
few developing or transition countries can meet (World Bank 2002d). Others, like Chile, Hong Kong (China), and Singapore,
have expanded exports while maintaining a very liberal regime on imports. Still others, like Mauritius and El Salvador, have
used export processing zones to stimulate growth in trade, while maintaining substantial import controls.

b. World Bank 2000b and 2005b.

c. See Rutherford, Tarr, and Shepotylo (2004); Porto (2004a); Csaki et al. (2000); Csaki et al. (2002).

d. See, for example, Winters et al. 2004.

e. See, for example, IIED (2004); World Bank (2003c); Nicita (2004); Chen and Ravallion (2004).

Republic, the majority of businesses are required to obtain more than
30 permits in a six-month period after start-up to legally conduct
their operations (World Bank 2004d). In Moldova, trade can play an
important role in alleviating poverty, but this can happen only when
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the range of informal barriers to both imports and exports—such as
cumbersome and restrictive customs procedures, corruption, and bur-
densome and inappropriate regulation—are significantly reduced
(World Bank 2004f). The business climate is seen as the major factor
constraining Ukraine’s integration into world trade (World Bank
2004q). Similar conclusions apply to virtually all transition economies
where the role of trade in development has been analyzed.

At the same time, there are serious institutional weaknesses both
of a general nature (for example, concerning enforcement of con-
tracts and property rights), as well as in particular areas critical to
international trade, such as the availability of trade finance and insur-
ance, or the transparency of customs procedures. Because of weak-
nesses in government and judicial system enforcement, there are
problems, even when the laws and regulations are in conformity with
international standards. These weaknesses in the market mechanism
tend to discriminate more against foreign suppliers and imports—just
as they do against foreign investors. In addition, most countries in the
Region face serious problems in their transport systems, which in
some cases are combined with issues of remoteness as well as transit
problems created by their neighbors; all of these raise the costs of
imports and exports and undermine the countries’ capacity to inte-
grate into world markets.

Trade-Related Policies and Institutions

Macroeconomic and Exchange-Rate Policies
Macroeconomic instability and ineffective exchange-rate policies can
pose serious constraints to international trade performance. In the
period immediately following the breakup of the Soviet Union,
macroeconomic instability and payments issues were a serious prob-
lem for international trade in the CIS countries and in the Baltics
(Michalopoulos and Tarr 1996). Following the 1998 financial crisis in
Russia, however, most countries restored macroeconomic stability.
While there have been some problems, macroeconomic instability
has not been a major issue affecting trade performance in most coun-
tries in the Region in recent years. Moreover, all countries, except
Turkmenistan and Uzbekistan, have relatively liberal exchange-rate
regimes, and several (Armenia, Georgia, the Kyrgyz Republic, and
Moldova) have met IMF Article VIII standards.®

In the aftermath of the 1998 crisis, Russia found itself with a sub-
stantially devalued exchange rate, which resulted in giving strong
incentives to production for export and import substitution. At the
same time, countries dependent on the Russian market encountered
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some difficulties. Several countries (Moldova, Kazakhstan, and the
Kyrgyz Republic) had to devalue as well, after a period of real
exchange-rate appreciation. In others (Armenia, Georgia), the over-
all real exchange rate appears to have remained relatively constant
over the five-year period (1995-2000); in Armenia, however, the
exchange rate continued to appreciate in relation to the ruble after
1998, contributing to the decline in competitiveness of Armenian
products in the Russian market.

Real exchange-rate appreciation or fluctuating real rates or both
have adversely affected competitiveness and the development of new
export industries in some of the Region’s countries at some points in
time. For example, there is strong evidence that the Serbian exchange-
rate policy of the last few years, while beneficial to maintaining domes-
tic price stability, has adversely affected the competitiveness of the
economy and that a different mix of macroeconomic policies is desir-
able (World Bank 2004k). In Azerbaijan, rapidly expanding oil exports
were accompanied by a depreciation of the exchange rate after 1997,
thus apparently avoiding the “Dutch disease” phenomenon, which
adversely affects the development of new export products and the
competitiveness of others (World Bank 2003a). On the other hand,
other traditional export products—like cotton—have all but disap-
peared. Again, however, the exchange rate does not appear to have
been a general problem for most countries in the Region.

Taxes

The tax system and tax administration are also important impedi-
ments to exports in many of the Region’s countries. In Georgia and
elsewhere, many firms complain that tax administration is arbitrary
and unpredictable. The tax code is complex and changes frequently.
Its administration is opaque, leading to opportunities to extract bribes
(World Bank 2003b; World Bank 2003¢; World Bank 2004d).

While, as discussed above, formal trade barriers are not very high,
they often involve some cascading of tariffs. In addition, they always
involve a VAT paid by all imports, usually in the neighborhood of 20
percent. As noted earlier, where exports depend on imported inputs,
both tariffs and the VAT on inputs need to be promptly refunded or
credited to the enterprises. This rarely happens, as evidence in coun-
try after country suggests (World Bank 2002d; World Bank 2003c;
World Bank 2004d; World Bank 2004q). As a consequence, exporters
are penalized and lose competitiveness. In the case of the Kyrgyz
Republic, this factor alone (nonrefund of tariffs and VAT) is estimated
to have raised total costs by 9 percent on 44 firms surveyed (Cuth-
berson and Jones 2000).
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Another problem present in the Kyrgyz Republic, and other coun-
tries in the Region as well, is the continued presence of high payroll
taxes.” These taxes lead to a variety of problems, including depression
of official wages in order to avoid payment of the payroll taxes (World
Bank 2004d). In the context of international trade, however, they
have an especially distorting effect: arguably, an important compara-
tive advantage of these countries lies in their supply of large numbers
of educated and qualified labor. Taxing the use of this labor is a sure
way of diminishing the competitiveness of their exports, current or
potential.

Customs

The problems faced by the customs services of all economies in the
Region are well known (see chapter 5).1% Customs services are only a
relatively few years old and have not had adequate time to develop
expertise. Customs officers are paid low salaries, both absolutely and
relative to the private sector. Not only do they lack the resources of a
modern customs service, including fully computerized systems and
communications procedures such as mobile phones and e-mail net-
works, in Georgia, they even lacked uniforms for some time! Cus-
toms services are also expected to administer a complex and
frequently changing set of rules and regulations including, but not
limited to, the tariff. In Bosnia and Herzegovina, Georgia, Moldova,
and elsewhere, they are not able to control large parts of the border.
Even where there are customs posts (for example, in the Caucasus),
the physical infrastructure is weak and probably would not be able to
cope with significant increases in trade.

These difficulties are compounded in some cases by internal man-
agement problems. In the case of Georgia, there have been very fre-
quent changes in the top customs administrator. In Azerbaijan, there
are problems of coordination and communication among the different
agencies involved in clearance of imported merchandise. In a number
of countries in the Region (including Azerbaijan and the Kyrgyz Repub-
lic), approvals by the standards or health agencies take a long time and
sometimes rules are capriciously enforced. Dispute settlement proce-
dures are lengthy and nontransparent, leading participants to resort to
bribes in an effort to resolve them. In the Kyrgyz Republic, approvals
are needed from different agencies, which are physically situated in dif-
ferent parts of the country. In Armenia and Serbia and Montenegro,
there is evidence that customs uses reference prices on imports, which
is inconsistent with WTO provisions (World Bank 2002a).!!

The principal border crossings vary significantly in terms of
staffing and facilities. In the Caucasus, even the best seem to have lit-
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tle additional capacity to deal with any future increases in traffic vol-
ume and are likely to be the source of recurrent and substantial
delays. In the case of Moldova, the problems do not seem to arise on
the Moldovan side, but on the side of Ukraine. In the case of Central
Asia, there appear to be few problems in the rail network crossings
between Tajikistan and Uzbekistan, but there are serious issues in
road transport that are discussed below, in connection with transit
issues. Tajikistan has a long border with Afghanistan, which was
patrolled by Russian troops; this, however, did not prevent signifi-
cant smuggling.

The lack of coordination among the customs authorities in various
territories that constitute the Region, such as the Caucasus, Central
Asia, and Southeastern Europe, is a critical bottleneck to interna-
tional integration. Some progress has been made in this regard in
Southeastern Europe and, to a lesser extent, in Central Asia, through
the establishment of mechanisms for periodic consultations among
transport authorities, although many border crossing and transit
problems persist. In the Caucasus, more collaboration is needed, even
between the customs authorities not directly affected by the Arme-
nia-Azerbaijan conflict.

In some countries (Georgia, Moldova, Uzbekistan), preshipment
inspection (PSI) services have been put in place. These services have
not been generally successful, however. In Georgia, the service was
cancelled because it was not perceived to be cost-effective. In
Moldova, there were complaints about the service that had been put
in place in December 2001, and the decision was made to apply PSI
only to final products. Firms complained about delays and costs, while
customs officials complained of misclassifications. These problems
may simply reflect the initial reactions of individuals who perceive
the PSI as limiting either their authority or their freedom of action.
And, clearly, PSI will fail if it does not have the support of the gov-
ernment and customs. Nevertheless, experience in many countries
suggests that PSI is not a magic bullet that will solve all problems—it
has to be supported by a thoroughgoing customs reform.

As discussed in greater detail in chapter 5, there are many ele-
ments to a customs reform, including internal organization of the
customs authority; staffing; remuneration; performance management
and accountability; automation and modernization of operational
procedures consistent with international practices; introduction of
internal/external control and audit procedures; physical infrastruc-
ture, both in terms of equipment for automated procedures and com-
munication, and also for customs posts; simplification of approval
procedures for various standards and health organizations; and more
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effective coordination between customs and other organizations
involved in controlling imports.

Services

In addition to customs, effective integration into the world trading
system requires the support of a variety of other institutions and poli-
cies. The availability of low-cost, high-quality services is a critical
determinant of export competitiveness. Research has shown that
policies and projects that aim at decreasing the costs of services that
facilitate trade produce economywide benefits that are a multiple of
the benefits that result from trade liberalization (Hoekman 2002).
The key services that facilitate trade are those involving banking and
finance, marketing, and standards organizations, as well as telecom-
munications and transportation.

The economies of the Region emerged from the period of central
planning with even more government controls and monopolies in
the services sectors than those traditionally exercised by market
economies. As discussed in detail in chapter 6, in the last decade, the
introduction of market-oriented reforms in the services sectors has
proceeded at a different pace in the various countries, as has the lib-
eralization of merchandise trade. However, many service sector defi-
ciencies remain in practically all of the transition economies,
including the largest and strongest. In Russia, the realization is grow-
ing that almost all service sectors, including financial services, insur-
ance, accounting, and business services, as well as legal services and
construction, are in need of competitive restructuring. The same is
true for transport, telecommunications, and utilities, which tradition-
ally have been considered as reserved for government monopolies. In
many of these sectors, technology change has made it possible to
introduce competition; this leads to improved efficiency, a key to
long-term competitiveness in international trade (Broadman 2004).

Countries in the Region that have joined the WTO have had to
review their policies that affect international trade in services when
they made commitments under the General Agreement of Trade in
Services (GATS) in the context of their accession; others that are in
the process of accession will have to do so in the future. Box 3.4
describes the GATS.

A useful taxonomy for describing international transactions in ser-
vices is provided by the notion that they can be mediated through
four supply modes. One case is where the user receives the service
from the provider located in another country; this mode is referred to
as “cross-border supply.” An example is the provision of architectural



144 From Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in International Trade

BOX 3.4

The General Agreement on Trade in Services (GATS)

The GATS accord was part of the Uruguay Round of negotiations, which began in 1986 under
the auspices of the General Agreement on Tariffs and Trade (GATT) and concluded with the es-
tablishment of the WTO in 1995. The GATS represents the first attempt to devise a multilateral,
legally enforceable understanding covering trade and investment in the services sector. Like the
GATT, which was updated as part of the Uruguay Round and still forms the WTQ's principal rule
book for trade in goods, the GATS provides a legal basis on which to negotiate the multilateral
elimination of barriers that discriminate against foreign services providers and otherwise deny
them market access. The GATS differs from the GATT in several respects. Perhaps the most im-
portant difference is that the principles of national treatment (that is, nondiscrimination) and mar-
ket access (that is, freedom of entry and exit) are provided automatically under the GATT, but are
negotiated rights and obligations in the GATS. The negotiations on national treatment and mar-
ket access for services in the GATS constitute the equivalent of tariff negotiations for goods in
the GATT. In services trade, there is effectively no “border,” as there is in goods trade. The re-
strictions on international transactions in services are embedded in countries’ domestic laws,
regulations, and other measures. Under the GATS obligations, these restrictions are liberalized
(in varying degrees), thus creating for services a regime that is the equivalent of a duty-free
regime for goods.

The GATS comprises two principal components. The first is a framework that sets out general
multilateral rules governing trade and investment in services. The second complements the
rules framework. It is the set of binding commitments to market access and national treatment
for the individual services industries; countries append these commitments to the agreement in
the form of a “schedule.” Like tariff negotiations in goods, these multilateral services commit-
ments result from iterative bilateral “request and offer” negotiations conducted seriatim on a
country-by-country basis. Supplementing the rules framework are sectoral annexes and under-

blueprints via fax. A second mode is the case where a service can be
provided through “consumption abroad,” that is, with the consump-
tion of the service taking place outside the user’s home country and
in the country of the supplier. An example of this is tourism. A third
case is where the provision of the service requires sustained interac-
tion between the user and the supplier of the service, and thus the
service provider establishes a facility, or otherwise attains a “commer-
cial presence” in the user’s country. Typically, though not always, this
mode means that foreign direct investment is part of the provision of
the service. An example is the establishment of a foreign law practice
in the host country. The final mode involves the need for close inter-
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standings that contain specific rules dealing with, among other things, issues affecting financial
services, aviation services, and access to telecommunications networks.

While some of the provisions of the overall rules framework apply to all services industries re-
gardless of whether they are “scheduled,” many pertain only to industries for which market ac-
cess or national treatment commitments are assumed. As a result, on balance, the GATS em-
ploys what has become known as a “positive list” approach: unless an industry is scheduled, it
is, in the main, automatically excluded from the most meaningful terms of the agreement.

The fundamental mechanism of the GATS, which engenders the agreement’s multilateral liber-
alizing character, is the rule that also serves as the basis of the GATT: Most Favored Nation
(MFEN) treatment. Like the GATT, the MFN principle—that a signatory treat all countries in a man-
ner no less favorable than its treatment of a particular country—generally applies to all services
included in the GATS, regardless of whether a particular industry is included in a country’s sched-
ule of commitments. However, the GATS allows for flexibility in the application of MFN. In par-
ticular, it permits exemptions to MFN for specific laws, regulations, and administrative practices.
Such flexibility is essential because of the need to be able to maintain existing regulations or
agreements not consistent with MFN, or the need to preserve the prospective use of reciprocal
or unilateral measures, particularly when a country has concluded, as a tactical matter, that the
GATS commitments offered by other countries for a specific industry generally are not suffi-
ciently liberalizing.

In addition to the negotiated rights and obligations of market access and national treatment, as
well as the MFN rule, other core provisions of the GATS include the requirement for countries
to publish all domestic laws and regulations affecting services: these include assurances for due
process in notifying interested services providers of the status of license applications; disci-
plines on public monopolies; rights governing the mutual recognition and harmonization of reg-
ulatory standards; consultation procedures on competition matters; and exceptions for national
security, safety, and health, and the enforcement of tax laws.

Source: Broadman 1994,

action of user and provider, with the supplier located in the user’s
country; however, it involves only the temporary presence of “natu-
ral persons” (usually referred to as “business persons”) for the deliv-
ery of the service. This situation can occur, among other ways, as an
intracorporate transfer of a professional or on the basis of an individ-
ual entrepreneur operating under a contract. An example of the lat-
ter would be a foreign computer software consultant.

Of course, these various modes of supplying services are not mutu-
ally exclusive. All the modes of supply described above, taken together,
can be usefully summarized as “cross-border trade and investment” in
services. As the analysis above makes clear, barriers to foreign invest-
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ment, as well as barriers to temporary movement of personnel, can be
tantamount to barriers to services trade (see Broadman 1994).

In general, the SEE and CIS countries that have become WTO
members have made more commitments to liberalize their services
sectors in comparison to other countries at similar levels of economic
development (Michalopoulos and Panousopoulos 2002). In terms of
their overall commitments, these countries have made more commit-
ments regarding national treatment than market access, a tendency
common to virtually all WTO members worldwide. In addition, as in
other countries, there were far fewer commitments for the provision
of services through “mode four,” presence of natural persons, than for
the other three modes of supply. The sectors in which countries in
transition made the fewest commitments are health, recreational,
and transport services, while extensive commitments for liberal access
were made for construction, distribution, tourism and travel, finan-
cial, business, and communication services (for further details, see
chapter 6). In some cases (Bulgaria, Romania), the countries have lib-
eralized sectors such as banking and finance subsequent to WTO acces-
sion, and their policies are in fact more liberal than their bound WTO
commitments would indicate.

Banking and Finance

Despite these liberalization commitments, most of the financial insti-
tutions in many countries in SEE and the CIS do not appear capable
of financing trade flows at present. Financial markets are poorly
developed, and letters of credit, bills of exchange, and other modern
payment instruments are unavailable. Payments between traders in
the Central Asian countries can only be cleared through settlement
accounts in commercial banks of neighboring countries. However,
governments collect tax revenue on these accounts, and international
clearing is tightly controlled.

Access to domestic credit by exporters is basically nonexistent. This
is part of a general problem of unavailability of credit to small and
medium enterprises, both because the banks see other, easier, and
more profitable investment opportunities and because the creditwor-
thiness of any company seeking credit is difficult to establish. As a
consequence, credit has to be provided from the importing side,
something that is obviously easier to do when selling to developed
countries with well-developed financial sectors than when selling to
Regional partners.

While trade finance is important, its provision should be part of an
overall strengthening of the commercial banking system. Interna-
tional experience suggests that directed credit lines that are specifi-
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cally designed for short-term trade finance do not have a lasting
impact in the absence of a strong banking sector; further, there are a
very few product lines in these countries that would require longer-
term export credits. At the same time, given the weaknesses in the
domestic banking sector, perhaps the best way of developing credit
lines for trade is to promote the operation of foreign banks, which,
with their international contacts, can help in trade finance.

Marketing Institutions

Marketing institutions are basically absent from much of the Region,
and exporters have to rely on their own resources to market their
products. For traditional raw material exports (for example, Uzbek-
istan cotton, Tajikistan aluminum), this is not a problem. Russia and,
to some extent Ukraine, inherited much stronger marketing capabili-
ties for traditional exports, which helped them preserve some high-
value niches (for example, arms, nuclear, and space technologies).
Russian suppliers also effectively substituted for other CIS enterprises
that were parts of traditional Soviet chains (World Bank 2004p). The
difficulties arise when a new product line has to be introduced. In
such cases, marketing is easier when the export is based on a joint
venture with an international partner who has established commer-
cial links abroad. This has been a problem for many smaller CIS and
SEE economies, as there have been few joint ventures in general and
fewer yet outside the extractive industries.

Standards Organizations

Standards organizations operate in all of the countries in the Region.
Traditionally, these organizations used Soviet-era standards, which
increasingly have been modified to make them compatible with inter-
national standards. This is something that the countries in the Region
that have become members of the WTO have had to do and that will
have to be done by the others in the Region before they become mem-
bers. Currently, the operations of many of these organizations in the CIS
and SEE are generally ineffective. On the import side, they tend to delay
shipments, sometimes extensively, sometimes intentionally. In the case
of Ukraine, for example, the standards regime has been identified as an
explicit NTB designed to selectively constrain import flows (World Bank
2004q). On the export side, standards organizations are not able to pro-
vide the information needed to exporters to ensure that the latter meet
the requirements in export markets.!? Assistance to these organizations
has typically been offered by donors in connection with WTO accession.
There is a continuing need for strengthening these institutions even
after WTO accession has been secured (World Bank 2004d).
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Transport

Transport costs are a major determinant of competitiveness, as the
cost of international transport is often higher than the applicable tar-
iff in external markets. Transport problems faced by these countries
are both internal and external, related to the question of transit,
which is a major issue discussed in chapter 5.

During the period of central planning, there was substantial invest-
ment in transport infrastructure. At the same time, the infrastructure
was designed to service the trade flows established with and within the
former Soviet Union. After independence, demand for transport ser-
vices declined, pari passu with the substantial decline in economic
activity. At the same time, existing infrastructure has been poorly main-
tained, and little new infrastructure has been added to address the
needs for changing trade patterns; in addition, reform of the transport
sector management and financing has been slow. As a consequence, in
many of the countries in the Region, especially in SEE and the CIS, the
transport infrastructure is a significant impediment to expanded trade.
The many problems identified in various country studies include (a)
freight charges that are frequently highly subsidized, resulting in poor
financial condition of transport enterprises (which in many cases con-
tinue to be publicly owned); (b) the poor condition of the road infra-
structure, as well as a trucking fleet that is aging and not being renewed;
(c) antiquated rolling stock and lack of shunting stock and essential
maintenance; and (d) limited airfreight services, which are useful only
for the few high-value/low-weight exports of the Region’s countries.

In addition to these problems, there are large costs resulting from
corruption and unofficial payments (see chapter 4). For example, in
the Caucasus, moving a generic containerized consignment by road
from Northern Europe to Tbilisi—the Georgian leg—accounts for
nearly 46 percent of total costs, with unofficial payments to border
agencies, the road police, and other agencies representing more than
90 percent of the costs inside Georgia. Moving a similar consignment
by road to Yerevan—the Caucasus leg—accounts for 67 percent of
total costs, with unofficial payments accounting for almost half of
total costs (World Bank 2002d; World Bank 2003c).

In many of the Region’s countries, especially in the CIS and SEE,
there is a need for substantial institutional strengthening of the various
road funds and railway companies; there is also a need for substantial
investment in maintenance and repair; there is a need for a reassess-
ment of demand and supply for various transport services, in the light of
the emerging pattern of economic activity and international trade; and
there is a need for simplifying procedures, strengthening the border
agencies, and eliminating corruption. Such improvements should be
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viewed as an important component of any effort to strengthen the inte-
gration of these economies into world trade. For a more detailed discus-
sion of transport costs and international integration, see chapter 5.

Transit Issues

As with other issues, there are distinctly different transit problems in
Southeastern Europe, Central Asia, and the Caucasus. Moldova appears
to face serious transit problems as a consequence of substantial delays on
the border with Ukraine. In Central Asia, the problems are concentrated
in the Kyrgyz Republic and Tajikistan, with each facing transit prob-
lems—in the former through Kazakhstan and in the latter through
Uzbekistan. In both cases, the problems relate primarily to road trans-
port and not to rail. Indeed, all Central Asian railways use the same
rolling stock, track standards, and rule books, and there appears to be
significant cooperation among the rail authorities in the three countries.
In the Caucasus, the problems derive from the Armenia-Azerbaijan con-
flict and the Turkish blockade of Armenia, as described in box 3.5.

The Challenges Ahead

As suggested in chapter 2, the fundamental constraints limiting the trade
performance of countries in the Region relate to weaknesses in their
trade-related policies and behind-the-border institutions. The experience
of these economies over the last 15 years suggests that liberal trade poli-
cies affecting imports are necessary but not sufficient for these countries’
effective integration into the world economy. Also, most of these coun-
tries have done little to encourage, and have often discouraged, exports.
The main challenges they face, however, relate to other behind-
the-border policies and institutions. Some of these factors, such as fos-
tering greater competition, improving governance, and adhering to
the rule of law, are intimately linked to more general improvements in
economic management and the performance of market institutions
(these issues are discussed in chapter 4). Others, such as strengthening
of the customs service, improving standards and marketing organiza-
tions, overhauling the transport system, and facilitating trade and
transit are directly linked to external trade (for more, see chapter 5).
To be sure, these problems have been identified in recent years
(Michalopoulos 1999), and some countries in the Region have made
progress in addressing them. Unfortunately, however, the increasing
attention paid to these issues has not yet resulted in Region-wide
improved performance. Much more needs to be done on a sustained
basis in all of the countries before trade performance can improve. Part
I of this study examines the behind-the-border impediments, institu-
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BOX 3.5

Transit Problems in the CIS

Kyrgyz Republic. The destination of a high percentage of the exports is Russia and the EU. Road
transport costs are typically 10-15 percent of total costs, of which only about one-third are fuel
costs. The remainder involves different kinds of fees and payments to be made officially and un-
officially at various points in transit countries. The main problems arise in connection with tran-
sit through Kazakhstan.? Many of these barriers are being addressed through an Agreement on
Transit that started to be implemented in early 2004. However, some barriers are still in place,
including various road taxes and fees imposed by local authorities, as well as harassment by lo-
cal police, bureaucratic delays created to extract bribes, and weak capacity in customs adminis-
tration (World Bank 2004d; see also Molnar and Ojala 2004). Transporters also complain that axle
weight limitations are set differently and are biased against their trucks, and that slight devia-
tions above weight limitations attract draconian penalties, which force them to carry inefficient-
ly small loads (Cuthberson and Jones 2000).

Tajikistan. The geographic location of Tajikistan is as difficult as it gets, and as a consequence,
Tajik trade is burdened with one of the highest logistics costs in the world (World Bank 2004l).
About 80 percent of Tajikistan's exports must be routed through Uzbekistan, in part because of
the topography and in part because Tajikistan's northern and southern rail networks, which car-
ry most of the exports, are not connected. At the same time, Uzbekistan depends on transit
through Tajikistan for access to the Fergana Valley. Cooperation is working better on rail than on
road traffic. In the latter case, Tajik drivers complain that current border fees are higher for ex-
ports than they are for imports, and that customs regulations are often complex and vague, leav-
ing a great deal of leeway for harassment and bribery (World Bank 2004I). Also, Tajik truck driv-
ers need a visa to enter Uzbekistan, and obtaining or renewing one can be problematic and
time-consuming (World Bank 20041).

tions, and policies in the Region in detail and provides suggestions for
reform so as to make concerted, Region-wide progress on this front.
The international community also has responsibilities: the poorer
countries in transition need technical and financial assistance to
strengthen their trade-related institutions. The World Bank and other
multilateral and bilateral donors have a number of assistance pro-
grams in place for this purpose, for example, to support customs
reform, to improve trade-facilitation institutions, and to strengthen
the overall country trade-related capacity to meet WTO-related com-
mitments. However, although they share many of the characteristics,
none of these countries formally qualify as “least developed coun-
tries” under the UN definition; this means that they cannot benefit
from the many programs that the international community has
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The Caucasus. Transport costs account for about 10 percent of the total value of merchandise in Ar-
menia and slightly less in Azerbaijan and Georgia. They have been declining in recent periods, as
there has been increased transit through Georgia and Iran. All countries levy high transit fees on for-
eign vehicles, but the fees appear to be substantially lower than those levied by the countries in
Central Asia. Armenia has been the country most affected by the blockade, as it has to reroute its
trade through Georgia. This has had a significant adverse effect on Armenia’s exports. It is estimat-
ed that opening the Turkish border will halve the trucking costs between Armenia and Turkey. There
would also be substantial savings if Turkish ports were used for transshipments of sea freight, and
there would be significant, if somewhat lower, savings in freight costs to Iran. In addition to savings
in money, the direct link between Armenian and Turkish road systems would increase the availabil-
ity, predictability, and reliability of shipping services. By comparison, Azerbaijan transport costs
would decrease only by about 10 percent as a conseguence of opening up the road between Ar-
menia and Turkey. Georgia, on the other hand, would lose transit fees if the blockade on Armenia
were lifted. Nevertheless, as noted earlier, all of the countries would gain from the increased trade
and growth that would result from the normalization of political relations (Polyakov 2001).

Moldova. Despite a free transit provision included in its FTAs with Russia and Ukraine, Moldova
experiences serious problems with the transit of goods destined for Russia, its main market,
through Ukraine. The transit environment remains chaotic, and a regime of free transit has nev-
er been achieved (World Bank 2004f).

Source: World Bank staff.

Note: a. See Cuthberson and Jones 2000. While the ratio of transport costs to merchandise value for these countries is
high, it does not come close to the problems faced by a developing country like Malawi, where the ratio of transport cost
to merchandise value was as high as 50 percent (UNCTAD 2001).

organized to strengthen the trade-related capacity of certain countries
(see box 3.6).

Global Integration

WTO Accession

All eight of the countries in the Region that have recently become
members of the EU are WTO members. Only 9 of the other 19 coun-
tries in the Region have acceded to the WTO. Romania became a
contracting party to the GATT in 1983 under a special protocol and
despite serious concerns as to whether its commitments at that time,
for example regarding tariffs, were meaningful in the context of
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BOX 3.6

Least Developed Countries (LDCs) and Transition

The official recognition of a country as “Least Developed” by the United Nations provides it with
access to a number of assistance programs, as well as to preferential treatment in trade. To be
added to the list, a country must meet a number of criteria based on a UN triennial review. In its
latest review of the list of Least Developed Countries in 2003, the Economic and Social Council
(ECOSOC) of the United Nations used the following three criteria for the identification of LDCs,
as proposed by the Committee for Development Policy (CDP):

1. Alow-income criterion, based on a three-year average estimate of the gross national income
per capita (under $750 for inclusion, above $900 for graduation)

2. A human resource weakness criterion, involving a composite Augmented Physical Quality of
Life Index (APQLI)

3. An economic vulnerability criterion, involving a composite Economic Vulnerability Index (EVI)

To be added to the list, a country must satisfy all three criteria. To qualify for graduation, a coun-
try must meet the thresholds for two of the three criteria in two consecutive triennial reviews
by the CDP. Based on the CDP report, the ECOSOC makes recommendations to the General As-
sembly, which is responsible for the final decision on the list of LDCs.

As of 2004, 50 countries were designated as LDCs. None were transition economies, although
some may have met at least two of the three criteria for inclusion. As a consequence, no tran-
sition economy could benefit from a number of international initiatives such as the Integrated
Framework for Trade-Related Technical Assistance for LDCs, aimed to strengthen these coun-
tries’ institutional capacity and become better integrated into the world trading system.

Source: United Nations.

central planning. Subsequently, it renegotiated its GATT protocols
and became a founding member of WTO. Bulgaria applied for
admission to the GATT in the 1980s and eventually became a mem-
ber of WTO in 1996. Albania, Armenia, Croatia, Georgia, the Kyr-
gyz Republic, FYR Macedonia, and Moldova became WTO members
in the last five years. All remaining countries, with the exception of
Turkmenistan, are in various stages of the accession process. Some,
like Russia and the related application for accession of Kazakhstan,
as well as Ukraine, are relatively advanced. Others lag behind (see
table 3.5).13

WTO membership results in greater integration into world trade.
Trade among WTO members is on average 25 percent higher than
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TABLE 3.5
Timetable of Accessions to the WT0
WP Tariff offers Service offers Draft working

Government establishment Memorandum (latest) (latest) party report
Russian Fed. 06/93 03/94, 01/01 02/01 06/02 05/03
Belarus 10/93 01/96 03/98 — —
Ukraine 12/93 07/94 03/02 07/03 09/04
Uzbekistan 12/94 09/98 — — —
Kazakhstan 02/96 09/96 04/01 05/03 —
Azerbaijan 07/97 04/99 03/03 04/03 —
Bosnia & Herzegovina 07/99 11/03 — — —
Serbia & Montenegro 01/01 06/02 — — —
Tajikistan 07/01 02/03 — — —

Source:WTO.

Note: — = not applicable.

trade among nonmembers (EBRD 2003). WTO membership is impor-
tant for a number of reasons: first, because membership promotes the
establishment of the legal framework and market-based institutions
in support of international trade that were absent under central plan-
ning. Second, membership is important because it provides better
guarantees for market access through the provision of unconditional
MEN status—something that some transition economies do not enjoy
in all markets—and through the avoidance of arbitrary measures that
limit market access to nonmembers. Third, because the WTO has
established a binding dispute settlement mechanism, which has
proved effective in adjudicating trade disputes. This is especially
important for a number of the smaller countries in transition, who
have in the past been victims of their larger neighbors, who used
trade measures as a weapon in settling a variety of economic disputes.

Relations with the EU

The eight transition economies in Eastern Europe that have recently
become EU members—the EU-8—have accepted the EU acquis in its
totality and are in the process of implementing the myriad new obli-
gations that come with membership. Included in these new obliga-
tions is the adoption of the common EU external tariff and all of the
EU regulations governing external trade, including the preferential
agreements the EU has signed with many countries worldwide. These
countries have had to abandon all of the bilateral preferential agree-
ments they had signed with other countries in the Region and all of
their own trade protection immediately upon accession, with the
exception of a short transition period for a few Polish products.
Undoubtedly, EU accession will have a profound, and in the long
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term, positive impact on their economies. It will also have both a
short-term and a longer-term impact on the remaining economies in
transition.

The biggest challenge for transition countries in Southeastern
Europe is posed by their own future membership and integration with
the EU. With few exceptions, these countries have already signed As-
sociation Agreements—which involve free trade arrangements in
many sectors and preferential treatment in others—with the EU. Bul-
garia and Romania are in advanced stages of negotiations for EU acces-
sion, and Croatia has been approved as a candidate country. FYR
Macedonia has signed, and Albania is well along in the process of nego-
tiating a Stabilization and Association Agreement (SAA) with the EU,
which envisages both free trade arrangements and an alignment of
their policies to those of the EU, with a view to their future accession.
Bosnia and Herzegovina and Serbia and Montenegro are also engaging
in consultations with a view to signing similar agreements with the EU.
The bulk of these countries” imports (more than 70 percent) are cov-
ered by preferential European arrangements, and a significant portion
of the remainder involve energy and raw materials, which are not pro-
tected by the EU. Indeed, with the possible exception of the LDCs, these
countries seem to occupy the top of the EU preference pyramid
(Stevens et al. 1999). The average tariff on their imports to the EU
(weighted or unweighted) is less than half of that applied by the EU on
imports from the CIS (EBRD 2003, table 4.3).

At present, MEN tariffs on industrial products in all of these coun-
tries are substantially different—usually higher—than those of the
EU. Because they already have or will have free trade arrangements
with the EU that would cover most, if not all, industrial products, the
current situation results in significant trade diversion that yields high
rents to EU producers but no benefits to these countries (Kaminski
and La Rocha 2003a). These countries would be better off by pro-
gressively realigning their overall MFN tariff schedule to that of the
EU, even in advance of EU accession. However, the EU tariff will itself
likely be changing as a consequence of the WTO multilateral trade
negotiations. The transition economies of SEE would need to coordi-
nate their position on the multilateral trade negotiations with the EU,
but they can also use these negotiations as a means of making further
adjustments to their tariff schedule so that it can be aligned to that of
the EU at the earliest possible opportunity.

EU membership would require the realignment of a vast number
of other policies and institutions and give rise to a large and complex
set of social and economic adjustment issues, which would include,
but not be limited to, trade. It is a huge task that is currently occupy-
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ing a large number of policy makers and analysts both in the EU and
in the countries themselves.

The EU relationship with the CIS members is fundamentally differ-
ent. In most cases, the relationship is governed by so called “Partner-
ship and Cooperation Agreements” (PCAs), which are in force with all
CIS countries except Belarus, Tajikistan, and Turkmenistan. The PCAs
are basic commercial treaties. The major benefits afforded by these
treaties are the provision of MFN and, in some cases, GSP (Generalized
System of Preferences) treatment and adherence to basic commercial
rules and practices. These treaties have been especially important for
the transition economies while they have not been WTO members.
Once they become WTO members, the mutual commitments under-
taken in the context of accession far exceed anything contained in the
PCAs. It is for this reason, for example, that Russia’s negotiations with
the EU over pricing of natural gas in the context of WTO accession have
been so protracted and difficult.

The benefits derived from EU preferences under the GSP have been
modest. In Ukraine, it is estimated that roughly 30 percent of total
Ukrainian exports are eligible for GSP coverage. Of the total eligible
for coverage, roughly 50 percent of imports actually received prefer-
ential treatment. In Moldova, the eligibility and utilization rates were
slightly higher. However, Moldova’s main export, wine, was not
included (World Bank 2004f). These results are in line with the results
obtained under EU’s GSP by other countries. The benefits are modest
because (a) the commodity coverage under the GSP is limited; (b)
competing countries enjoy deeper margins of preference—for exam-
ple, the average EU tariff on ethyl alcohol is 30 percentage points
lower than what exporters from Russia and Ukraine face; and (c) uti-
lization is limited, in part because of lack of information in the coun-
tries themselves and also because adhering to the GSP provisions
regarding rules of origin is quite difficult, especially for small and
medium enterprises (World Bank 2004i; World Bank 2004q).

It should be underscored that, as most of CIS exports to Organisa-
tion for Economic Co-operation and Development (OECD) markets
consist of energy and raw materials, which are not significantly pro-
tected, market access conditions have not resulted in major constraints
to overall export performance. There are significant problems, how-
ever, in specific export sectors, for example, metals, textiles, chemicals,
and processed food, many of which have been the targets of antidump-
ing and other protection in EU and other OECD markets.

A number of CIS members, notably Moldova, Ukraine, and some
of the Caucasus countries, aspire to some type of closer association
with the EU. Moldova, for example, has stated that it would wish to
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be included in the SAA process; Ukraine is considering how to associ-
ate itself with the EU. It is unclear at this stage how far the EU is will-
ing to go in strengthening its economic links with these countries. It
appears that the future economic relationships of these countries
with the EU will depend a great deal on political and human rights
issues, and less on strictly economic questions.

EU Enlargement

The EU enlargement will have profound effects not only on the
economies in the Region who already have become EU members but
also on countries in the Region who are not in the EU, especially those
in the CIS who have no preferential arrangements with the EU. The
effects are likely to be different in manufacturing from those in agri-
culture.

In manufacturing, EU enlargement is likely to have positive short-
term effects on CIS countries. They will have relatively little change in
access to the EU-15 markets, as the enlargement countries already have
duty-free access in these markets. On the other hand, market access in
the enlargement countries themselves will improve, as these countries
(for example, Poland and Hungary), have tariffs that are much higher
than the EU common external tariff (World Bank 2004f; World Bank
2004q). For countries in SEE, the situation regarding exports of manu-
factures is also likely to change little. These countries already enjoy very
free access to the EU-15 markets. Access to the enlargement country
markets has also been relatively free as a result of the membership of
some of the SEE countries in the Central Europe Free Trade Agreement
(CEFTA). For the Western Balkan countries that were not members of
CEFTA (Albania, Bosnia and Herzegovina, FYR Macedonia, and Serbia
and Montenegro), the enlargement will mean definitive improvement
in market access.

The situation in agriculture will be very different. To begin with,
existing EU agricultural policies under the Common Agricultural Pol-
icy (CAP) cause significant difficulties to both CIS and SEE agricul-
tural development. These policies involve substantial production
supports and export subsidies of products by other countries in the
Region that these countries cannot match. Enlargement will have
two negative short-term effects on these economies’ agriculture: first,
countries like Poland and Hungary, which are competitors to the SEE
and CIS economies, will enjoy far better access to the markets of the
EU-15 for agricultural products; second, the enlargement countries
will benefit from EU supports and subsidies, thus making them
stronger competitors in the SEE and CIS countries” own markets.
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Against these negative effects, it is possible that market access in some
enlargement countries, and for some products, will improve because
protection in their own markets had been greater than EU protection.
However, the net overall short-term effect in agriculture is likely to be
negative.

In the longer term, however, EU enlargement is likely to have a
net positive effect on the CIS and SEE countries. The short-term pos-
itive effect on manufacturing exports will be augmented by the
dynamic effects that EU accession will likely have on the enlargement
countries. In agriculture, EU supports could well decline as a result of
internal budgetary constraints; at the same time, international pres-
sure arising in the context of the Doha multilateral trade negotiations
also may have salutary effects.

“Market” or “Nonmarket” Economies?

One of the most serious market-access problems the SEE and CIS
countries face in virtually all markets globally is that their exports
are frequently the target of antidumping actions by both developed
and developing countries. In part, this is because many are not mem-
bers of the WTO. In part, however, it also is because so many of these
countries have been designated as “nonmarket economies” (NMEs)
for purposes of antidumping cases by developed countries, such as
the EU and the United States. It also arises in the case of the EU for
the imposition of safeguards against SEE and CIS exports. The NME
designation involves the use of different, less-demanding, and less-
transparent procedures for the complainant countries in the deter-
mination of dumping and, in the case of the EU, also in the use of
safeguards against imports from the NME. It results in more easy
“findings” of dumping or the establishment of “price undertakings”
that involve the cartelization of markets.

Since the establishment of the WTO in 1995, the Region’s coun-
tries have been the target of 325 antidumping actions, or 13.5 per-
cent of total antidumping actions worldwide.!# This is much higher
than their share in world trade. The bulk of the actions have been
taken against Russia and Ukraine (86 and 51 antidumping investi-
gations, respectively [see annex table 3.3]). Actions against the EU-
8 have been less frequent relative to their share in world trade (see
table 3.6) than have actions against countries in SEE, many of
whom are not WTO members. Ukraine has the distinction of having
a higher share of antidumping actions relative to its exports than
any other country worldwide, including China. Russia’s share is
also large, especially if one considers that a large share of Russian
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TABLE 3.6
Antidumping: Share of Affected Economies in Total Cases Relative to Share in World Exports in
Percentages and Ratios

World exports Total antidumping Definitive measures
1995-2003 investigations 1995-2003 1995-2003
WId. export AD share/ DM DM share/
Exports share No. of Share WId. exp. share WId. exp.
Affected economies ($ billions) (%) cases (%) share (%) share
World 53,322 100.0 2,416 100.0 1.0 100.0 1.0
Industrial countries 34,541 64.8 683 28.3 04 254 04
Developing countries 16,354 30.7 1,408 58.3 19 58.0 19
All transition countries 2427 46 325 135 3.0 16.6 36
Non-WT0 members (10) 1,160 22 177 73 34 9.7 45
Nonmarket countries (7) 14 0.3 15 0.6 2.3 0.7 25
Nonmarket countries (18) 3,299 6.2 481 19.9 32 27.0 44
All Region 2,427 46 325 135 30 16.6 36
EU-8 1,058 2.0 0 37 19 30 15
CIS 1,161 22 175 12 33 99 46
SEE 214 0.4 63 26 6.5 3.1 78
Russian Fed. 815 15 86 36 23 4.7 3.1
Ukraine 141 03 51 2.1 8.0 3.1 1.8
China 2,142 40 356 14.7 3.7 16.8 42

Sources: WTO antidumping files and IMF Direction of Trade Statistics.

Note:

Non-WTO members include Azerbaijan, Belarus, Bosnia and Herzegovina, Kazakhstan, Russia, Serbia and Montenegro, Tajikistan, Turkmenistan, Ukraine, and Uzbek-
istan.

Nonmarket (7) includes Azerbaijan, Belarus, Cuba, Democratic People’s Republic of Korea, Tajikistan, Turkmenistan, and Uzbekistan.
Nonmarket (18) includes above nonmarket 7 countries plus Albania, Armenia, China, Georgia, Kazakhstan, the Kyrgyz Republic, Moldova, Mongolia, Russia, Ukraine,
and Vietnam. Moldova is included both in the CIS and in the SEE.

trade is in raw materials and fuels, which are not the subject of
antidumping actions. Actions against these economies are more
likely, as a general rule, to move beyond investigations and lead to
the actual undertaking of definitive antidumping measures or price
undertakings.!®

The main sectors targeted have been ferrous and nonferrous metals
and chemicals, including fertilizers. It is difficult to assess the impact of
the antidumping actions on particular sectors of the economies
affected. In Ukraine, at present, there are 25 tariff lines affected by EU
AD restraints (World Bank 2004q). Although the overall volume of
these exports is small relative to total Ukrainian exports to the EU, this
is not to suggest that these measures have not had a significant
restraining effect on Ukrainian exports: in some cases, Ukrainian
exports simply ceased after the AD actions had been introduced; in
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others, they grew, but it is unclear by how much more they would
have grown without the restraining effect of antidumping.

Designation of a country as a nonmarket economy makes it easier
to obtain a finding of dumping because the procedures used are more
arbitrary and less transparent. Such designations were started in the
1980s in order to take into account the price distortions inherent in
central planning. They are still used today by the United States and
the EU and other OECD countries, even in cases where central plan-
ning practices have long disappeared in the targeted economies.

When an antidumping investigation is initiated against an NME,
the costs and exchange rates of a “surrogate” or “analogue” country
are used for the determination of a “normal” value, against which the
actual price is measured; this is because it is assumed that prices and
exchange rates in centrally planned economies did not reflect true
opportunity costs. This introduces the possibility for arbitrariness and
nontransparency. Equally, these procedures make it easier to induce
exporters to agree to minimum price undertakings such as those con-
cluded with Russia on uranium and aluminum (Michalopoulos and
Winters 1997), which involve the cartelization of the market in spe-
cific products.

With regard to antidumping, the WTO provides legal justification
for such practices through the reference of Article 2.7 of the
Antidumping Agreement to the second Supplementary Provision to
paragraph 1 of Article VI in Annex I to GATT 1994, which permits
such different treatment “in the case of imports from a country which
has complete or substantially complete monopoly of its trade and
where all domestic prices are fixed by the State” (Palmeter 1998).
These practices perhaps were fully justified when virtually all trade
was controlled by state trading enterprises or ministries under central
planning, and prices were fixed by the state and hence could not be
taken to reflect “normal value.” Many—but not all—of the Region’s
countries have made great progress in introducing market forces and
eliminating state trading in recent years. It would very difficult to
argue that, for example, Ukraine or even Tajikistan at present has “a
substantially complete monopoly on trade” or that all domestic prices
are fixed by the state.

The EU distinguishes among three groups of countries for
antidumping and safeguard purposes: (a) “nonmarket economies,”
which currently includes Azerbaijan, Belarus, Tajikistan, Turk-
menistan, and Uzbekistan in the Region (as well as Cuba and the
Democratic People’s Republic of Korea outside the Region), none of
whom are WTO members; (b) a second group of “transition
economies,” which includes Albania, Armenia, Georgia, Kazakhstan,
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the Kyrgyz Republic, Moldova, and Ukraine in the Region (as well as
China, Mongolia, and Vietnam outside the Region); and (c) all other
countries that are considered “market economies.”

For the EU’s nonmarket economies (group [a] above), a single
antidumping margin is calculated for the whole country, using data
from a third country that is a market economy. In the context of the sec-
ond group, companies in these countries can be granted “Market Econ-
omy Treatment” (MET) on a case-by-case basis. However, the onus is on
the countries to demonstrate that they operate under normal market
conditions. Otherwise, such companies are treated as operating in NMEs
and are subjected to the more arbitrary and less transparent “analogue”
country treatment. A country listed in the first group can move to the
second group if it becomes a member of the WTO. However, Russia is
treated as a market economy, although it is not a member of the WTO;
equally Kazakhstan, Ukraine, and Vietnam are in group (b) although
they are not WTO members. In the context of safeguards, the EU stan-
dards for taking action against nonmarket economies are lower than
they are for other countries that are WTO members. In the case of non-
market economies, merely the coexistence of higher imports and injury
to domestic producers—as opposed to a causal link—needs to be demon-
strated, and there is no limit on the duration of the action, as required
by GATT article XIX (Michalopoulos and Winters 1997).

In the United States, there is no formal NME list, and decisions are
made on a case-by-case basis, usually involving the same taxonomy
as utilized by the EU.

The continued designation of countries that are members of the
WTO as NMEs is a serious problem that results in arbitrary, nontrans-
parent, and discriminatory treatment of their exports relative to other
countries with similar economic management. It is unclear, for exam-
ple, under what standards EU classifies Bosnia and Herzegovina and
Russia as “market economies,” while it classifies Albania and Ukraine
as “economies in transition.” Similarly, it would appear that
“economies in transition” includes both countries like Ukraine and
Vietnam, who are not WTO members, and others, such as Albania,
whose economies have been vetted extensively in terms of the degree
of privatization they have achieved.

WTO membership would address the problem that nonmarket
economies have regarding the different standards imposed by the EU
on safeguards. WTO membership, however, would not automatically
terminate the designation of countries as nonmarket economies nor
completely terminate the problems they have with antidumping;
however, it might help. Membership could inhibit the most egregious
excesses in antidumping practices against which a nonmember has
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no recourse, as the WTO dispute settlement mechanism—albeit with
some limitations—can be utilized for this purpose. More generally,
the standards of accession have evolved in such a way as to provide
members with assurances that a newly acceding country is funda-
mentally run on market principles, making current antidumping
practices, if not illegal, demonstrably unfair. It can be reasonably
assumed that countries in the Region would not secure WTO mem-
bership unless they could demonstrate that their trade was funda-
mentally based on market transactions. Thus, in principle, WTO
membership undoubtedly would tend to create pressure to terminate
the nonmarket designation in national practices of antidumping and
permit all WTO members to be treated the same in major markets.

Unfortunately, this has not happened so far, and some WTO mem-
bers continue to be subjected to NME designation on a case-by-case
basis. Others are designated as NMEs even though there is no evi-
dence that their economies are subject to central planning controls in
any major way. Rationalizing the treatment of economies in the
Region, especially WTO members, in the context of antidumping
actions, would appear to be an important priority for the interna-
tional community and would help improve the Region’s economies’
access to major developed-country markets.

Regional Trading Arrangements

All of the countries in the Region participate in one or more regional
trade agreements (RTAs). The multiplicity of these RTAs has been
likened to a “spaghetti bowl” (see figure 3.1). Among the Region’s
countries, those in Southeastern Europe and the CIS members are
particularly active in a large number of regional cooperation agree-
ments having potential impact on trade. While some of the challenges
of regional integration in these two groups of countries are similar,
many are not, and there is one country—Moldova—which straddles
both groups; this itself poses unique problems (see box 3.7).

In SEE, the regional cooperation effort is underpinned by the
development of an institutional framework formed by the countries
of the region within the Stability Pact for Southeast Europe. This has
led to the signing of a Memorandum of Understanding (MOU) on
Trade Liberalization and Facilitation in 2001, which is playing a major
role in promoting regional cooperation efforts among all eight coun-
tries and Kosovo.!'® Under the terms of the MOU, the countries have
established a network of 28 bilateral free trade agreements. The main
challenge they face is how to move forward and establish a single free
trade area, as well as how to move beyond regional trade liberaliza-
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FIGURE 3.1

The Myriad of Regional Trade Agreements Resembles Spaghetti Bowls
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tion to cooperation in other areas, such as liberalizing services and

aligning trade-related policies and institutions to those of the EU.

In the CIS, the main problem is that implementation lags far behind

the ambitious formal commitments on trade cooperation made at the

highest level by participating governments. Both the CIS-wide Free Trade

area, and the Eurasian Economic Community (Evrazes), which involves
Belarus, Kazakhstan, the Kyrgyz Republic, Russia, and Tajikistan,

BOX 3.7

Moldova’s Free Trade Arrangements

Moldova deserves separate mention in the context of regional integration because it has its foot

in two subregions: it has bilateral preferential arrangements with Russia and Ukraine and has

been granted “observer” status in Evrazes, whose aim is to establish a customs union among

its members. At the same time, it has negotiated or signed seven bilateral FTAs with countries
in SEE under Memoranda of Understanding on Trade Liberalization of the Stability Pact. Moldo-
va can continue its FTAs with other CIS members, but it clearly cannot be a member of a cus-

toms union with Russia and others in the CIS (meaning it cannot have the same external tariff)

while entering into FTAs with the Balkan countries.
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amount in practice to far less than their names would lead one to believe.
An issue that is common to both SEE and CIS is the form of regional trade
liberalization: should it involve the establishment of free trade areas or is
the establishment of one or more customs unions preferable?

Regional Integration in Southeastern Europe

Efforts at regional economic integration in SEE have been strongly pro-
moted by the OECD countries and multilateral financial institutions,
initially as a means of promoting regional political stability and later
because regional trade came increasingly to be seen as one of the many
elements needed to stimulate growth in some of the war-torn
economies of the region. The EU also promoted regional trade through
the SAA process, which explicitly links liberalization of trade with
Europe to regional cooperation and liberalization among the countries
in the region.!” The regional cooperation effort in turn was under-
pinned by the development of an institutional framework in the form
of a Working Group on Trade Liberalization and Facilitation established
by the Stability Pact, in which all countries in the region and Kosovo, as
well as developed countries and multilateral institutions, participate.
The Working Group has been quite active, both in providing a setting
within which agreements on regional cooperation such as the MOU
can be negotiated and in monitoring their subsequent implementation.

The MOU contains commitments in a large number of areas:

e It commits countries to reach agreements to establish FTAs with
each other, and it lays down standards for product coverage both
for existing and future FTAs among the participating countries as
well for the rules of origin they use in the FTAs.

¢ It commits the countries to a standstill on any measures that would
adversely affect trade and to monitoring nontariff measures that
impede trade.

e It recognizes the importance of liberalizing trade toward third
countries.

e It invites countries to deepen their trade liberalization with each
other through further opening up of their trade in services.

¢ Finally, it commits countries to take steps to harmonize their legis-
lation and regulations on a number of trade-related topics, such as
competition, investment, and standards and to bring them more in
line with those of the EU.

Progress in implementing the MOU provisions concerning the con-
clusion of FTAs among the countries in the Region has been impres-
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sive. All of the bilateral free trade agreements envisaged by the MOU
have been signed and are under implementation (annex table 3.4).
Also, most agreements have met the “quality” standards regarding
product coverage measured both in terms of trade volume and liber-
alized tariff lines agreed to under the MOU. The exceptions have been
the result of limited liberalization in agriculture. Even here, however,
the countries have committed themselves to take actions in the near
term to ensure that the “quality standards” of the FTAs are met.!8

There is no evidence of increased trade restrictions of a nontaritf
nature in SEE. However, there is increasing realization that, despite
efforts at improving border crossings, simplifying procedures, and
customs reform, serious problems in trade facilitation continue to
plague regional and global trade.'®

At the same time, one should not exaggerate the importance of the
FTAs as a stimulus for trade and overall growth in SEE. Trade links
among several of the countries in SEE are very small. Even if sub-
stantial growth in regional trade among them occurs, as is already
happening, present trade volumes are so small that little overall effect
on growth is likely to materialize.

Looking to the future, there are two key issues faced by the coun-
tries of SEE in regional integration. First is how to move forward in
cooperation in other areas beyond regional trade in goods. The MOU
covers much more than FTAs, but progress in such areas as services
has proved slow, in part because of limited institutional development
at the national level in the services sectors themselves.

The other issue has to do with the form of future trade relationships
among these countries. Having a large number of bilateral FTAs—each
with a different set of bilateral exemptions, even though they cover a
small component of trade in each agreement—undermines the notion
that a “virtual” unified FTA has been achieved throughout the Balkan
economic space. The bilateral FTAs should be seen as an important step
in the integration process, but not as an end in themselves. Imple-
menting these agreements is important, but maintaining these agree-
ments as they are may not be in the long-term interests of the countries
that have signed them: the benefits in terms of trade creation are likely
to be small and the dangers of distortions and corruption are high
(Kaminski and de la Rocha 2003a). The more complex the system, the
less transparent it is and the greater the opportunity for trade deflec-
tion, corruption, and distortions, especially when the trade-related
institutions that have to implement the policies, such as customs and
border crossings police, are as weak as they are in the countries of the
Region. Thus, there is little doubt that the countries should start think-
ing about moving on to deepen their integration (see box 3.8).
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BOX 3.8

Harmonization of FTAs in Southeastern Europe: The Options Ahead

Over a period of three years, the countries of SEE, plus Moldova, have finalized a network of 28 bilater-
al FTAs, a remarkable achievement. In November 2003, at the Rome Ministerial Meeting, the Stability
Pact Working Group on Trade, within which the agreements were negotiated, was asked to come up
with options for the next step, that is, “how best to harmonize the bilateral free trade agreements with
each other in order to improve the transparency of the network of bilateral free trade agreements and
its efficient administration” (2003 Rome Ministerial Statement). Harmonization makes sense only if it
brings net benefits to firms—minimizing their operating costs and enlarging the market size covered by
a unique FTA. Five options or suboptions have been identified and are discussed below.

Option 1. A Trade Working Group (TWG) with an Expanded Mandate

The first option would be to keep unchanged the current FTA texts and to minimize the costs of op-
erating a web of 28 FTAs by expanding the role of the TWG. An expanded TWG could tackle the im-
plementing rules by being conceived as the “Joint Committee” of all the FTAs. This role does not re-
quire eliminating the bilateral Joint Committees, which could remain the “first instance” bodies, with
the TWG playing the role of an “appeal” body. In this context, the TWG could have two important
roles. First, it could be in charge of the monitoring exercise following the implementation of the lib-
eralization process specified by the FTAs, providing the necessary interpretations of the treaties in
case of doubt, and possibly even playing the role of a dispute settlement mechanism for the signa-
tories. Second, the TWG could ensure the consistency of the implementation of the various FTAs
once the liberalization is achieved. If one wants the web of 28 FTAs to work smoothly, instruments
of contingent protection defined in the FTAs (sometimes in quite different terms) require relatively
similar domestic regulations, and—more important—a relatively similar way to enforce these regula-
tions by the domestic institutions. An expanded TWG could play a useful role in this context.

Viewed from a technical point of view, this first (minimal) option would provide small benefits,
but it would also entail small costs, which arises from the fact that an expanded TWG would re-
quire very limited institution building, and it could be quickly implemented and progressively ex-
panded, as the demand for its services grew. An expanded TWG would simply need to meet
more frequently and would probably need to include representatives from the FTA-related do-
mestic institutions, such as offices in charge of implementing contingent protection. However,
its expected benefits are also likely to be limited because, ultimately, an expanded TWG would
be constrained by the existing FTA texts.

Option 2. An Expanded CEFTA

The second option to consider would be to expand the geographical coverage of the CEFTA text
to the whole Region. However, most—but not all—of the FTAs have most—but not all—of the
CEFTA provisions. This feature has two implications.

(Box continues on the following page.)
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BOX 3.8 (continued)

First, the CEFTA solution would not be very costly for the three countries that have already used
the CEFTA text between themselves (Bulgaria, Croatia, and Romania) and the fourth, FYR Mace-
donia, which is discussion about membership. And some of these countries would join the EC in
a few years. As a result, the CEFTA solution would result in small costs. However, it also would
provide small benefits to these countries: they would shift to another type of trade agreement be-
tween them and with the rest of the Region—the one imposed by the acquis communitaire.

Second, the CEFTA solution would undoubtedly be more costly for the other countries of the Re-
gion. They would have to shift from their existing FTAs to a new treaty (CEFTA) that does not real-
ly exist in their legal trade regime. The benefits of such a shift are limited because CEFTA is a treaty
with deficient provisions on some traditional trade issues and no provisions on the new trade is-
sues, such as services or public procurement, essential for the growth of the Region’s economies.

In sum, the cost-benefit balance of a shift to CEFTA is probably positive, but only in a small and
transitory way. It may be slightly positive only if one also makes the assumption that there
would be small political costs for shifting to a new text—for the current signatories, because the
economic soundness of key CEFTA provisions is doubtful.

Option 3. A SEEFTA

The third option is to fully face the challenge generated by the tensions between a complex web of
28 FTAs and the potential outcome within reach—a potentially effective regional FTA. If there are
political costs to harmonizing the existing FTAs, then they should be counterbalanced by the largest
possible economic gains. This option does not require that all countries in the Region choose it. It is
possible that countries that are well advanced in the EC accession process would find it more suit-
able to keep their existing agreements, while the others go ahead. The decision in this respect
would presumably depend on how quick and how deep are the changes being introduced. There
are three suboptions in this respect, none of which require a unigue “consolidated” text, as each
could be provided by separate but harmonized texts, though obviously this second possibility might
add unnecessary and undesirable complexity to an endeavor aiming at simplification.

A free trade area for SEE is one such option. How to do it is one of
the key challenges for the countries concerned. The trade architec-
ture in Southeastern Europe is changing. Many CEFTA members
became members of the EU, while FYR Macedonia has been accepted
for CEFTA membership by the remaining three countries (Bulgaria,
Croatia, and Romania). In terms of the future, one could visualize
either an expansion of CEFTA or a new integrated FTA that includes
all of the countries that signed the MOU. What will be done in that
regard is in large part a political issue. On the economic side, CEFTA
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Suboption 3a. The first suboption can be characterized as a “minimal classical SEEFTA": classi-
cal because it deals only with trade in goods, and minimal because it does not go further than
mere harmonization, aligning on the best available text. This limited objective confines the har-
monization exercise to two crucial, from a business perspective, aspects of the existing FTAs'
“General Provisions”: competition rules and disciplines on contingent protection.

Suboption 3b. The second suboption can be characterized as a “maximal classical SEEFTA":
classical because, again, it deals only with trade in goods, but maximal because it deals not only
with the inconsistencies, but also with many of the serious concerns arising from the weak-
nesses of the existing agreements. It would do so by putting the intra-SEEFTA trade under more
economically sound rules, like the ones governing intra-EC trade, on issues such as competition
and state aid. Rules on contingent protection would also be harmonized in a more economically
sound way—again, to the extent that they involve intra-SEEFTA trade. For instance, the provi-
sion on structural adjustment could be harmonized and improved by the creation of a plurilater-
al mechanism for monitoring the measures taken, as in the case of Article 115 of the Treaty of
Rome. Similarly, one should consider the elimination of the provisions on reexports and balance
of payment difficulties that refer to approaches well regarded in a faraway past, but which have
proven their inefficiency since then.

Suboption 3c. The third suboption can be characterized as a “modern SEEFTA”: modern be-
cause would shift the focus of the FTAs to the emerging core of trade relations (that is, services,
public procurement, intellectual property rights, and so forth). Here, the scope of harmonization
and thus the improvement are immense. As a result, the SEEFTA text could simply announce a
few principles. The two most important principles, particularly in the EC context, are the mutu-
al recognition principle and the country of origin principle. By adopting these two principles, a
modern SEEFTA would put the Region on the same track as the EC, hence facilitating countries’
progressive integration into the EC services, technology, and public procurement markets.

Source: Messerlin and Miroudout 2004

covers a wider area of commitments than the MOU, but the quality
standards for the free trade area under CEFTA are less demanding
than those of the MOU. However, in both respects the differences are
not great. The other question is whether a future SEE-wide preferen-
tial arrangement should be in the form of an FTA or a customs union.

Regional Integration in the CIS
Soon after the breakup of the Soviet Union, the CIS members estab-
lished a CIS-wide FTA. A plurilateral agreement to establish a Free
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Trade Area was signed by all CIS members except Turkmenistan in
1994. However, the original framework agreement was never ratified
by the Russian parliament and therefore remains inoperative. Over
the last decade, however, a patchwork of bilateral free trade agree-
ments linking most CIS members has been signed. Subsequently,
Belarus, Kazakhstan, the Kyrgyz Republic, and Russia agreed to
establish a customs union. Tajikistan joined the agreement in 1999.20
The latest development is the agreement among all of these countries
as well as Ukraine to establish an Economic Union. There are also
other agreements with a regional focus (for example, the Central
Asian Cooperation Organization, consisting of Kazakhstan, the Kyr-
gyz Republic, Tajikistan, and Uzbekistan), and there is one agree-
ment—TRACECA—that is a project to develop a transit corridor
between Central Asia and the Caucasus.

The bilateral FTAs stipulate free trade in all goods between partici-
pating countries, but each has different product coverage and exemp-
tions, as well as rules of implementation, such as the use of safeguards
and quantitative restraints. As a consequence, at present there is a
complex network of bilateral agreements among various countries
whose coverage and rules change frequently and whose impact is
very difficult to evaluate. A few products (for example, alcohol and
tobacco) are excluded from all agreements. Efforts to establish a stan-
dardized list of exemptions have so far failed, however. Exemptions
can be imposed unilaterally and are supposed to be accompanied by a
schedule for their termination. However, these schedules are often
not followed, and there appear to be no penalties for slippages. While
the exemptions are concentrated on a few products, their trade
restrictiveness appears to be high (World Bank 2004p).

The web of agreements hampers transparency and consistent
implementation. For example, Armenia, the Kyrgyz Republic, and
Moldova do not levy tariffs on goods imported from most of the other
CIS countries on a reciprocal basis. On the other hand, Tajikistan gives
preferential treatment only to the members of the Eurasian Economic
Community and applies tariffs on goods imported from the others.
Uzbekistan has bilateral free trade agreements with Azerbaijan and the
Kyrgyz Republic. Georgia has bilateral FTAs with Azerbaijan and
Armenia (but does not report having one with Uzbekistan, which the
latter says it signed in 1996). In Azerbaijan, imports from Russia are
subject to tariffs and the VAT, imports from Georgia and Ukraine to
VAT only; and imports from Moldova to import tariffs only.

Contingent protection measures are a feature in all agreements
and have been used extensively in Russia’s relationship with Ukraine,
based on procedures that have little transparency and appear to be
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inconsistent with WTO provisions. The reciprocal retaliatory meas-
ures introduced by both countries against each other’s trade have
resulted in damage to both economies.

To operate an effective FTA, it is necessary to implement rules of
origin, which is the responsibility of customs authorities. Given the
extreme weakness in the customs institutions in all of the countries in
the CIS, the porous borders, and the complex character of the agree-
ments, the actual tariffs paid on any product to any authority on
intra-CIS trade is a very chancy thing that has little to do with the for-
mal agreements signed by the countries between which trade is
occurring. Moreover, in the absence of a plurilateral dispute settle-
ment mechanism, all disputes have to be resolved politically at the
bilateral level. This is especially disadvantageous for small countries
participating in these agreements.

The Eurasian Economic Community is supposed to be a customs
union. Its main driving force has been the traditional exporters in
Russia, who have wanted to maintain their preferences and links to
the traditional industrial structures in the other countries.2! At pres-
ent, there is free trade among the participating countries, but their
external tariffs diverge substantially, which means they have in place
a free trade area, not a customs union.

The plans are to set up a customs union with a common external
tariff by 2006. Russia expects the other countries to move to the Russ-
ian tariff. It is reported that progress on “harmonization” of the exter-
nal tariff (which means convergence to the Russian tariff) is as follows.
Between Russia and Belarus, approximately 95 percent of tariff lines
have been harmonized; between Russia and Kazakhstan, approxi-
mately 85 percent; Russia and the Kyrgyz Republic, 14 percent; and
Russia and Tajikistan, 60 percent. While these figures clearly reflect
the dominance of Russia in this grouping, there is no information on
the degree of divergence among the tariffs of the other countries.

FTA or Customs Union

Both in the CIS and in SEE, a major policy issue for future regional
integration is whether the countries should aim to establish a customs
union or aim to create or a maintain a free trade area. In the SEE, this
issue has been raised primarily in academic circles (Kaminski and de la
Rocha 2003a). In the CIS, it is of very important current policy inter-
est because of Russia’s continued efforts to forge such an arrangement
with a number of CIS members. The basic difference between a cus-
toms union and a free trade area is that in a customs union all partici-
pating countries adopt a common external tariff, while eliminating all
trade barriers among themselves. In a free trade area, countries retain
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their individual tariffs toward third countries, while liberalizing toward
each other.

A customs union has some obvious advantages from an economic
standpoint: it does away with the problem of determining rules of ori-
gin for each of the participating countries, and it reduces the chances
of corruption in customs, a problem in many transition economies. It
also involves a deeper form of integration requiring further coordina-
tion of policies, for example, in allocating the proceeds from collect-
ing the common tariff. It is likely to involve fewer product exemptions
than an FTA, hence increasing the opportunities for trade creation
through competition with more efficient firms in the participating
countries. And, depending on where the common external tariff of
the customs union is set, it may lead to both less trade diversion and
to higher short-term costs because of the need for domestic firms to
adjust to increased competition.

A free trade area makes it easier to tailor the pace of regional integra-
tion to the needs of individual countries by not requiring the adoption
of a common external tariff, which may result in increased competition
both from within the union (which the FTA would also create) and the
rest of the world. At the same time, operating FTAs with a large number
of different countries increases the complexity of the tariff regime and
makes implementation difficult because of the need to implement rules
of origin. Advocates of customs unions favor them precisely because
they are likely to result in greater competition and tend to downplay the
adjustment costs such competition could engender.

Establishing a customs union among SEE countries whose exter-
nal tariff approximates that of the EU would introduce more wide-
ranging liberalization, especially in manufactures, and aim at
preparing these countries toward rapid integration (and adjustment)
to world prices and competition, as well EU accession. On the other
hand, an FTA with the EU, which, as envisaged in the SAAs, could
take as long as 10 years to complete, would expose countries slowly
but surely to very substantial competition from EU firms that are fre-
quently already their main suppliers. This has a twofold implication:
first, the FTA with the EU is not likely to result in significant trade
diversion costs for SEE countries, as the EU may already be the low-
cost supplier. Second, establishing a customs union among the SEE
whose external tariff moves over the same period to approximate the
EU external tariff is not likely to lead to significant increases in com-
petition from firms in the rest of the world (and hence more adjust-
ment costs), but it would tend to reduce the rents (excess profits) that
would be obtained by EU firms in SEE markets by reducing the mar-
gin of preferences that EU firms enjoy.
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Some of the same economic arguments apply to the question of
whether the SEE should seek to conclude a customs union with the
EU: an FTA tends to permit greater flexibility and a slower and more
narrow integration, with exemptions (that is, greater protection)
and competition tailored to individual country circumstances. In the
case of a customs union with the EU, there is one additional consid-
eration: the EU is a major international market where entry is fre-
quently on a preferential basis. If the SEE countries were to establish
a customs union with the EU, they would have to provide all of the
preferences the EU extends to a very large number of developing
countries under the Cotonou agreement, the Mediterranean agree-
ments, and others. These preferences could result in even greater
competition and adjustment costs in the SEE countries” own domes-
tic markets. It is for these reasons, as well as the fact that FTAs such
as CEFTA have also worked well for member countries as a stepping
stone toward integration with the EU, that the European Commis-
sion tends to favor FTAs rather than customs union agreements as
vehicles for future integration in the European Union. Their argu-
ment can be summarized as follows: a customs union for the SEE
with the EU would tend to result in the SEE countries incurring the
bulk of the economic costs of adjustment but few of the benefits of
integration with the EU.

On the political side, countries will face difficulties in making the
more far-reaching commitments required by a customs union than a
free trade area. Their governments showed remarkable commitment
to Regional goals by reaching speedy agreement on the bilateral FTAs.
However, the differences in the level of development among them are
substantial and have resulted, for example, in Bosnia and Herzegovina
obtaining asymmetrical treatment in the bilateral FTAs it has con-
cluded, which suggests serious difficulties in negotiating a common
external tariff. The Region also continues to be characterized by inter-
nal political uncertainties (for examply, with regard to the future of
Kosovo, the future of Serbia and Montenegro, and the workability of
the Dayton arrangements in Bosnia and Herzegovina), which would
tend to make a customs union difficult to design as well as implement.

Finally, the SEE countries see little value in a customs union with
the EU for several political reasons: first, they fear that it may become
a substitute for full EU accession, which is their primary and foremost
long-term goal; second, they see that they can achieve this long-term
goal just as well through an FTA, as many countries in Central and
Eastern Europe did, as through a customs union. Indeed, the customs
union that Turkey has concluded with the EU, combined with the dif-
ficulties the latter has encountered in getting a political commitment
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to even starting negotiations for accession, is seen as further proof that
a customs union may result in sidetracking the efforts for accession.

On balance, and while there may be some potential theoretical
merit in urging the early establishment of a customs union among the
SEE countries and between them and the EU, there is more merit to
giving high priority to the practical and politically far more acceptable
steps to establishing a free trade area among all the SEE countries and
to using this area as an eventual springboard for accession to the EU.
Once an FTA is agreed on, then individual countries would be well
advised to start moving their external tariff toward that of the EU, but
each should do so at its own pace. For each country to proceed at its
own pace would both ease its future adjustment as well as reduce
rents and increase competition and efficiency, but at a pace that
would be dictated by its own economic situation.

In the CIS, the economic arguments in favor of a customs union
are far weaker. Indeed, there is good reason to believe that a customs
union with Russia, on the basis of the Russian tariff, is not in the eco-
nomic interests of small open economies such as those of the Kyrgyz
Republic and Tajikistan or, for that matter, Moldova, which has
shown some interest in joining the arrangement. These countries
would be better off keeping their existing free trade arrangements
with Russia. There is strong evidence that moving to the much higher
Russian tariff, which reflects the interests of protected Russian indus-
try, will result in decreases in their welfare as a result of substantial
trade diversion and will tend to tie their economies to the old tech-
nology of the Russian industrial structures. The only country that can
expect welfare gains from a customs union as currently proposed
would be Russia.?? On the other hand, if these countries maintain a
free trade agreement with Russia (and with each other), they would
enjoy the benefits of access to the Russian market without having to
incur the high costs of trade diversion that would result from a cus-
toms union with Russia that adopts the higher Russian tariff.

Just as it is for the SEE countries, however, the present web of bilat-
eral, partial FTAs with nontransparent rules and arbitrary changes is
not the answer. Instead, CIS members should seek to establish a single
FTA or perhaps FTAs that cover a few contiguous countries, such as
the countries in Central Asia, with comprehensive coverage, clear
rules consistently enforced, and an institutional structure that permits
review of implementation as well as help in adjudicating disputes.

Regional Integration and WTO Membership
Participation in the Eurasian agreement and regional preferential
trade arrangements in general has led to some confusion regarding
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the implications of these agreements for WTO membership. A few
years back, countries in Central Asia were discussing the two as alter-
natives: either become a WTO member or join the Eurasian Economic
Community. Nothing could be further from the truth. When a coun-
try applies for WTO membership, it can be a member of any number
of regional preferential arrangements, which however should be
compatible with the WTO provisions regarding such arrangements.
However, these provisions (Article XXIV of the GATT) are couched in
such broad terms that they are typically relatively easy to fulfill. The
problem with the preferential arrangements in the Former Soviet
Union was a lack of clarity regarding what was covered by the agree-
ments, the rules of origin, exemptions, and so forth.

With regard to the Eurasian Economic Community in particular, its
members agreed to apply to join the WTO individually. This means
that they recognized the fact that there was no common external tar-
iff in place, as is required by a customs union, but only a free trade area
with each of the members having a different tariff structure with
regard to imports from the rest of the world. This was clearly under-
stood during the accession negotiations of the Kyrgyz Republic, the
first member of the Eurasian agreement to become a member of the
WTO. The Kyrgyz Republic accepted legal commitments to bind its
tariffs in the WTO at levels significantly lower than the levels applied
by Russia, which are supposed to be the levels to be applied by the yet-
to-be-formed Eurasian customs union. After the Kyrgyz Republic
became a member of the WTO, it notified the WTO of its intention to
participate in a customs union with the other countries of the Eurasian
agreement (WTO 1999a). Now the Kyrgyz Republic has a problem,
however: if it is to join the Eurasian customs union before Russia and
the other members of the Eurasian community enter the WTO, it will
have to seek a WTO waiver to permit it to raise its tariffs to the level of
the Eurasian Community common external tariff. The alternative, and
much more desirable, option is for the Kyrgyz Republic to keep its
overall tariffs at their present low levels and maintain only an FTA
arrangement with its partners in the Eurasian agreement.

At present, Kazakhstan and Belarus are tailoring their bilateral tar-
iff negotiations to those of Russia so that the tariff bindings of the
three countries will be at identical levels once they join the WTO. The
three countries have stated their desire to enter the WTO as a customs
union. It is hard to see how this can happen, given their separate
accession processes.

At the same time, the approach has tended to delay Kazakhstan’s
WTO accession, in addition, as noted earlier, to being of questionable
economic value. Given the present status of Kazakhstan’s WTO
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negotiations, however, it is likely that Kazakhstan will be able to
accede to the WTO soon after Russia does. Belarus” WTO accession is
problematic, primarily because of the lack of progress on market
reform; it has less to do with that country’s tariff offers. Ukraine’s
accession has moved parallel to that of Russia, but the two
economies are very different in many respects, as is their tariff struc-
ture, so that the notion of a “joint” accession is even more problem-
atic. Thus, the question of whether to form a customs union before
or after WTO accession appears to be largely academic. Should some
or all of these countries decide to form a customs union after they
have become WTO members, then they would have to abide by the
WTO rules guiding the formation of customs unions. These include,
among other things, the rule that the common external tariff of the
customs union not be higher than the weighted average of the coun-
tries” individual tariffs.

Conclusions

This analysis of trade policies and institutions of the countries in the
Region—primarily in SEE and the CIS—reveals many steps that need
to be taken in order to improve these economies’ relatively lackluster
performance over the last 15 years.

While most of these countries have adopted liberal trade regimes,
in a few cases (for example, Uzbekistan), there is still scope for import
liberalization so as to eliminate barriers that introduce inefficiencies
and hamper growth. Export restraints are present in many of the
countries and need to be eliminated in order to ensure effective inte-
gration into the world economy. High priority should be given to
establishing efficient and prompt rebates of VAT and import duties
and eliminating taxes on labor.

Trade-related institutions, and especially customs, inhibit rather
than facilitate trade and are in need of major reform; further, domes-
tic regulations and procedures impede rather than facilitate trade.
There are major problems in behind-the-border measures that inhibit
trade expansion. Services sectors such as banking and finance and
transportation, which provide important inputs to trade, are under-
developed or inefficient. There are important transit issues that inhibit
trade for several countries that are both remote and landlocked. There
are also important problems of lack of interenterprise competition
and weak governance, which adversely affect trade. (All these issues
are addressed in the remaining chapters of this study).
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By comparison to these domestic restraints to international trade,
market access is not a serious general problem atfecting these coun-
tries” exports. There are, however, problems in particular sectors
stemming in part from extensive use of antidumping actions against
the countries, as well as developed-country agricultural policies.
Some of the market-access problems will be addressed by accession to
the WTO. While substantial progress has been made in this area, there
are still many countries in the Region that have a long way to go
before they can accede. WTO accession is important to improve and
secure market access; but it is even more important because it forces
countries to strengthen their institutional capacity to trade, as well as
introducing stability in the trade regime and locking in trade reforms.

Trade relations with the EU, the major market for many of these
countries, are important and have been secured through various
types of preferential agreements, which provide especially liberal
access to countries of Southeastern Europe. Countries of SEE that
have been promised eventual entry to the EU need to undertake
major reforms in order to meet the EU requirements. One of the early
reforms that would be beneficial for them to undertake is the realign-
ment of their external tariffs to those of the EU.

All of the economies have endeavored to organize regional trade
agreements among themselves. The agreements in the SEE appear to
involve greater mutual trade liberalization than do those of the CIS.
Both, however, are subject to enormous complexity and are focused
primarily on the exchange of trade preferences. The main challenges
faced by both groups of countries are: (a) how to rationalize the large
number of bilateral FTAs into Region-wide agreements; and (b) how
to extend regional cooperation beyond preferences in merchandise
trade and include such matters as transit facilitation and liberalization
of services.

Most of the burden of reform in improving trade performance will
unavoidably fall on the countries themselves. The international com-
munity, however, has important responsibilities to assist them in a
variety of ways. Technical and financial assistance are needed to
strengthen national capacity in various trade-related sectors. High
priority has been given in this respect to customs reform and related
trade-facilitation measures. These efforts need to continue and to
expand in more of the countries in the Region.
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ANNEX

ANNEX TABLE 3.1
Average MFN Applied Tariffs and Bound Rate by Country in the Region in Recent Years

Average MFN applied tariff rate (%)
Total Agricultural Industrial Bound rate
goods goods goods of all goods Binding
Simple  Weighted| Simple ~ Weighted| Simple ~ Weighted| Simple Weighted| coverage

Reporter Year avg. avg. avg. avg. avg. avg. avg. avg. (%)
Albania 2001 85 85 99 95 8.4 8.2 70 79 100.0
Armenia 2001 33 22 8.3 6.6 29 11 85 9.6 100.0
Azerbaijan® 2002 101 6.2 134 103 9.8 5.6 na. na. na.
Belarus* 2001 106 8.1 9.8 8.7 10.7 8.0 na. n.a. na.
Bosnia & Herzegovina* 2001 5.4 5.1 42 6.8 54 46 na. n.a. na.
Bulgaria 2003 54 42 16.4 19.0 47 33 242 20.0 100.0
Croatia 2002 6.0 47 109 1.3 5.6 42 58 48 100.0
Czech Rep. 2003 50 43 8.2 10.9 47 40 50 45 100.0
Estonia 2003 02 0.1 24 09 0.0 00 86 6.3 100.0
Georgia 2002 10.0 106 142 15.1 95 96 72 8.3 100.0
Hungary 2002 32 22 174 157 22 17 9.7 8.3 96.2
Kazakhstan* 1996 95 na. 88 na. 96 na. na. n.a. na.
Kyrgyz Rep. 2001 45 32 7.1 6.6 43 2.7 74 6.4 999
Latvia 2000 1.2 0.6 56 34 0.8 0.2 12.7 9.3 100.0
Lithuania 2002 35 22 89 94 3.1 15 92 94 100.0
Macedonia, FYR 2001 143 1.1 225 17.0 138 102 na. n.a. na.
Moldova 2001 5.1 28 1.2 9.2 45 20 00 0.0 100.0
Poland 2003 119 119 443 343 9.6 106 11.3 8.2 9.3
Romania 1999 247 228 1231 126.2 16.3 13.9 404 403 100.0
Russian Fed.* 2001 108 89 98 89 109 89 na. n.a. na.
Serbia & Montenegro* 2001 9.0 58 131 119 8.7 5.0 na. na. na.
Slovak Rep. 2003 48 46 8.2 14.0 46 4.1 50 47 100.0
Slovenia 2003 1.1 10.0 13.0 14.0 109 9.7 233 273 100.0
Tajikistan* 2002 8.0 7.1 9.8 6.3 78 73 na. n.a. na.
Turkmenistan™ 2002 53 29 18.9 15.5 38 1.1 n.a. n.a. n.a.
Ukraine* 2002 79 39 1.2 15.1 18 34 n.a. n.a. n.a.
Uzbekistan® 2001 106 59 1.7 35 106 6.2 na. n.a. na.
Memo:

European Union (15) 2003 44 3.1 6.2 52 42 30 39 30 100.0

Sources: Based on UNCTAD TRAINS and WTO IDB databases.

Note: Agricultural goods are based on WTO classification of HS 01-24, and industrial goods are HS 25-96.
* Indicates non-WTQ member.
Where countries are in bold, all bound tariffs are based on WTO IDB data; others are based on UNCTAD TRAINS data.
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ANNEX TABLE 3.2
Antidumping Initiations of Countries in the Region by Product, 1995-2003
Number Year of Target
Perpetrators of cases initiation country Sector Products
Bulgaria 1 2002 Turkey Agric Active baker's yeast
Czech Republic 1 1999 Germany Manuf Salt suitable for human consumption (4 products)
1 1998 Denmark Agric Infant milk formula
1 1998 Netherlands Agric Infant milk formula
Latvia 1 2002 Lithuania Agric Butter
1 2002 Lithuania Agric Milk
1 2002 Estonia Manuf Portland cement
1 2002 Hungary Agric Honey
1 2002 Russian Fed. Agric Honey
1 2002 Ukraine Agric Honey
1 2001 Belarus (*) Manuf Portland cement
Lithuania 1 2000 Belarus (*) Manuf Grey portland-cement
1 2000 Russian Fed. Manuf Grey portland-cement
1 2000 Ukraine Manuf Grey portland-cement
1 2000 Latvia (*) Agric Nondried baking yeast
1 2000 Belarus Manuf Burnt lime
1 2000 Russian Fed. Manuf Burnt lime
1 1999 Latvia (*) Manuf Safety matches
Poland 1 2003 India Manuf Graphite electrodes
1 2002 Czech Rep. Manuf Styrene-butadiene rubber (SBR)
1 2002 Romania Manuf Styrene-butadiene rubber (SBR)
1 2002 Russian Fed. Manuf Styrene-butadiene rubber (SBR)
1 1999 China Manuf Pocket lighters, gas fuelled, refillable
1 1999 Taiwan (China) Manuf Pocket lighters, gas fuelled, nonrefillable, refillable
1 1999 Indonesia Manuf Pocket lighters, gas fuelled, nonrefillable, refillable
1 1999 Vietnam Manuf Pocket lighters, gas fuelled, nonrefillable, refillable
1 1999 Belarus Manuf Synthetic filament tow of polyesters
1 1999 Belarus Manuf Synthetic staple fibers, not carded, combed
1 1999 Germany (*) Manuf X-ray films — type Retina XBM
1 1997 China Manuf Pocket lighters, gas-filled, nonrefillable
Slovenia 1 1999 Hungary Agric Fresh or frozen turkey breast, skinless, boneless
All above (6) 31 cases 18 countries 18 products

Source: Based on semiannual notifications by individual members to the WTO Antidumping Committee.

Note: (*) resulted in price undertakings.
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ANNEX TABLE 3.3
Numbers and Share of Antidumping in Countries of the Region by Exporting Economy, 1995-2003
Exporting country 1995 1996 1997 1998 1999 2000 2001 2002 2003 Total
All countries 157 224 243 256 355 294 366 31 210 2416
Industrial countries® 51 69 92 83 88 72 95 68 65 683
Developing countries 86 133 124 129 207 174 231 189 135 1,408
of which: China® 20 43 33 28 40 43 53 51 45 356
Countries in the Region
of which: 20 22 21 44 60 48 40 54 10 325
Belarus 0 0 0 0 3 4 1 1 1 10
Bosnia & Herzegovina 1 0 0 0 0 0 0 0 0 1
Bulgaria 0 3 2 1 1 1 2 0 1 "
Croatia 1 0 0 1 1 1 0 0 0 4
Czech Rep. 1 1 0 2 7 3 2 1 1 18
Estonia 0 0 1 0 0 1 1 1 0 4
Georgia 0 0 0 0 0 0 0 1 0 1
Hungary 2 0 2 2 4 0 3 1 0 14
Kazakstan 3 1 2 4 0 3 3 6 0 22
Latvia 0 0 2 1 1 3 0 0 0 7
Lithuania 0 0 1 0 4 1 1 3 0 10
Macedonia, FYR 1 0 1 1 1 0 2 1 0 7
Moldova 0 0 0 0 0 2 1 0 0 3
Poland 2 3 3 4 3 5 1 4 0 25
Romania 1 2 1 5 4 4 5 8 2 32
Russian Fed. 2 7 7 12 17 12 9 18 2 86
Serbia & Montenegro 0 0 0 0 0 0 1 0 0 1
Slovak Rep. 0 1 1 1 3 1 2 1 0 10
Slovenia 1 0 0 1 0 0 0 0 0 2
Ukraine 2 3 4 9 9 1 6 8 3 51
Uzbekistan 2 0 0 0 0 0 0 0 0 2
Yugoslavia 1 1 0 0 2 0 0 0 0 4
Share of total (%):
Industrial countries 325 30.8 379 324 248 245 26.0 219 31.0 28.3
Developing countries 54.8 59.4 51.0 50.4 58.3 59.2 63.1 60.8 64.3 58.3
of which: China 12.7 19.2 136 10.9 1.3 14.6 14.5 16.4 214 14.7
Region’s countries 127 98 1.1 172 16.9 16.3 109 174 48 135

Source: WTO Antidumping Committee.

Note:

a. Includes Australia, Canada, 15 European Union members, Iceland, Japan, New Zealand, Norway, Switzerland, and the United States.
b. Includes all other countries and China, excluding industrial and transition countries.

¢. Excludes Hong Kong (China), Macao, and Taiwan (China).

d. Includes 27 transition countries in the Region, excluding Turkey with 34 initiations.
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ANNEX TABLE 3.4
Trade Coverage of SEE FTAs in the Agricultural and Manufacturing Sectors
Share of harmonized system (HS) Share of bilateral Criteria
tariff lines freed (%) imports lliberalized (%) t = tariff
All All line
FTA Country products | Agriculture [Manufacturing | products | Agriculture | Manufacturing | i = import-
1 2 3 4 5 6 7 8 based
GROUP 11l
24, MAC-ROM | Macedonia, FYR 84.9 03 986 86.0 00 100.0
23. MAC-MOL | Macedonia, FYR 85.0 03 938 195 00 100.0
15. BUL-MAC | Macedonia, FYR 86.3 03 100.0 87.2 00 100.0 <88%
24, MAC-ROM | Romania 86.3 103 98.6 59.8 00 100.0 i<88%
6. ALB-ROM | Romania 86.5 103 989 82.0 00 100.0
. ALB-BUL Bulgaria 87.0 11.0 99.4 83.8 00 100.0
3. ALB-CRO Croatia 87.4 142 99.0 53.2 00 100.0
20. CRO-MOL | Croatia 87.4 145 992 81.0 00 100.0
21, CRO-ROM | Romania 876 1.2 998 4 05 100.0
23. MAC-MOL | Moldova 87.3 137 99.2 979 00 100.0
20. CRO-MOL | Moldova 87.4 15.0 99.2 100.0 — 100.0 <88%
18. BUL-S&M | Serbia &
Montenegro 87.6 15.0 99.4 94.0 25 999 i>88%
15. BUL-MAC | Bulgaria 87.7 109 100.0 89.1 08 100.0
GROUP Il
21, CRO-ROM | Croatia 88.1 142 999 4738 04 100.0
18. BUL-S&M | Bulgaria 88.4 193 99.6 87.4 451 99.7 £88%
16. BUL-MOL Bulgaria 88.7 228 99.4 439 291 100.0 i<88%
2. ALB-BUL Albania 88.9 237 995 755 18.3 100.0
16. BUL-MOL Moldova 89.9 307 995 84.0 11.9 100.0
3. ALB-CRO Albania 88.2 233 986 9.8 00 100.0
6. ALB-ROM | Albania 88.4 237 99.0 996 80.4 100.0
28. ROM-S&M | Serbia &
Montenegro 88.5 20.3 99.5 9.9 1.0 999 88%
12. BIH-ROM Romania 88.7 284 985 899 00 100.0 i>88%
28. ROM-S&M | Romania 88.8 224 99.6 89.9 34 100.0
. BIH-BUL Bulgaria 88.9 24.6 99.3 9.6 00 976
7. ALB-S&M Serbia &
Montenegro 89.3 27.0 994 996 311 100.0
8. BIH-BUL Bosnia &
Herzegovina 915 120 995 759 79 97.1
12. BIH-ROM Bosnia &
Herzegovina 91.8 433 99.6 83.7 61.3 100.0
7. ALB-S&M | Albania 92.0 458 995 391 16.8 100.0 £90%
5, ALB-MOL Albania 925 492 995 36.4 00 100.0 i<88%
4, ALB-MAC | Albania 938 57.8 995 799 209 999
22. CRO-S&M | Serbia &
Montenegro 94.2 61.9 99.4 80.0 23.1 99.9
19, CRO-MAC | Croatia 99.1 933 100.0 878 266 100.0

(Table continues on the following page.)
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ANNEX TABLE 3.4 (continued)

Share of harmonized system (HS) Share of bilateral Criteria
tariff lines freed (%) imports lliberalized (%) t = tariff
All All line
FTA Country products | Agriculture [Manufacturing | products | Agriculture | Manufacturing | i = import-
1 2 3 4 5 6 7 8 based
GROUP |
1. ALB-BIH Bosnia &
Herzegovina 93.0 514 997 88.6 00 100.0 £90%
: ALB-MAC Macedonia, FYR 931 52.0 99.6 89.6 65.0 100.0 i>88%
19. CRO-MAC | Macedonia, FYR 993 9.9 100.0 88.8 587 100.0
) ALB-MOL Moldova 917 439 99.4 100.0 — 100.0
1. ALB-BIH Albania 926 499 99.6 917 595 100.0
14, BUL-CRO Bulgaria 939 59.8 99.3 9.6 17.8 100.0
14, BUL-CRO Croatia 945 62.1 99.7 917 791 100.0
17. BUL-ROM Romania 946 62.1 998 9.4 58.6 100.0
17. BUL-ROM Bulgaria 9.6 61.5 100.0 9.0 481 100.0
22. CRO-S&M | Croatia 9.7 62.1 100.0 903 54.3 100.0
2. MOL-S&M | Moldova 995 9%.6 100.0 974 249 100.0 £90%
2. MOL-S&M | Serbia &
Montenegro 995 %.6 100.0 9.2 99.0 100.0 i>90%
25. MAC-S&M | Macedonia, FYR | 100.0 100.0 100.0 999 100.0 998
25. MAC-S&M | Serbia &
Montenegro 100.0 100.0 100.0 99.9 100.0 999
10. BIH-MAC Bosnia &
Herzegovina 100.0 100.0 100.0 100.0 100.0 100.0
10. BIH-MAC Macedonia 100.0 100.0 100.0 100.0 100.0 100.0
11. BIH-MOL Bosnia &
Herzegovina 100.0 100.0 100.0 100.0 100.0 100.0
1. BIH-MOL Moldova 100.0 100.0 100.0 100.0 — 100.0
13. BIH-S&M Bosnia &
Herzegovina 100.0 100.0 100.0 100.0 100.0 100.0
13. BIH-S&M Serbia &
Montenegro 100.0 100.0 100.0 100.0 100.0 100.0
26. MOL-ROM | Moldova 100.0 100.0 100.0 100.0 100.0 100.0
26. MOL-ROM | Romania 100.0 100.0 100.0 100.0 100.0 100.0
9. BIH-CRO Bosnia &
Herzegovina 100.0 100.0 100.0 100.0 100.0 100.0
9, BIH-CRO Croatia 100.0 100.0 100.0 100.0 100.0 100.0

Source: National statistics, bilateral imports 2002 (2001 for Serbia and Montenegro). Imports for Bosnia and Herzegovina are replaced by partner country’s exports.
Agriculture: Harmonized System (HS) chapters 1 to 24; Manufacturing: HS chapters 25 to 97.
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Endnotes

10.

11.

12.

13.

14.

15.

16.

. For a summary review of the same issues five years ago, at the end of a

decade of transition, see Michalopoulos (2001); for a similar review of
Russia and Ukraine, see Michalopoulos (1999).

. The discussion in this section focuses primarily on trade policies in the

transition economies that are not members of the EU.

. There is little information such as, for example, a tariff schedule on for-

mal trade restrictions in Turkmenistan. There is a general impression
that the flow of imports is controlled through licensing and other NTBs.

. This, however, does not mean that the agricultural sector as a whole

receives more support than industry. Border protection is only one of
several elements in calculating aggregate measures of support (AMS) to
the sector.

. For example, agricultural tariffs in Ukraine average 30 percent if specific

rates are taken into account, not 15 percent, as shown in annex table
3.1; some rates even exceed 100 percent.

Albania, Armenia, Bulgaria, Croatia, Georgia, the Kyrgyz Republic, FYR
Macedonia, Moldova, and Romania.

“Bound” tariff levels are maximum levels of tariffs that WTO members
have committed to maintain.

These standards pertain to the freedom of access to foreign exchange for
transactions in the current account of the balance of payments.

These are 39 percent in the Kyrgyz Republic—although there were pro-
posals for their reduction.

In what follows, we summarize the findings from various studies under-
taken by the governments or donors. As the problems in Tajikistan and
Uzbekistan have not been extensively studied, there are far fewer refer-
ences to these countries. This should not be interpreted to mean that
they face fewer problems.

It is unclear whether this practice has been continued post-WTO acces-
sion in Armenia.

This is not always their fault, as some foreign governments change
requirements frequently and without notice. A Georgian wine exporter
reported that Russia recently changed labeling standards three times in a
12-month period (World Bank 2003d).

Serbia and Montenegro have recently announced that they will pursue
WTO accession separately.

The totals include transition economies who are currently members of
the EU.

There is no evidence that export subsidies by the transition countries are
the reason for the frequency of antidumping measures against them. In
any case, if there were export subsidization, the proper remedy would be
countervailing taritfs, not antidumping.

The MOU was negotiated and signed by Albania, Bosnia and Herzegov-
ina, Bulgaria, Croatia, FYR Macedonia, Romania, and the Federal
Republic of Yugoslavia (as of 2003, Serbia and Montenegro). Moldova
signed on to the MOU although it did not participate in its negotiation.
In 2004 the United Nations Mission in Kosovo (UNMIK), on behalf of
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17.

18.
19.

20.
21.

22.

Kosovo, formally declared its intention to abide by the MOU provisions
and sign FTAs with countries in the Region.

As the Council Regulation (No. 2007/2000), September 2000, stated,
“the entitlement to benefit from the preferential arrangement shall
equally be subject to their readiness to engage in regional cooperation
with other countries concerned by the European Union'’s Stabilization
and Association process, in particular through the establishment of free
trade areas in conformity with Article XXIV of the GATT 1994 and other
relevant WTO provisions.” This provision has also mitigated the “Hub
and Spokes” problem that sometimes tends to characterize preferential
trade arrangements between developed and developing countries
(Kaminski and de la Rocha 2003a).

See Messerlin and Miroudot (2004).

Collaboration among the countries in a variety of trade-related facilita-
tion measures has been assisted by many donors, including the World
Bank-led TTFSE (Trade and Transport Facilitation in South Eastern
Europe) multicountry project. Nevertheless, recent surveys suggest that
many problems continue to persist (European Commission 2004).
Moldova was given observer status in the agreement in 2002.

Russia dominates the council, which provides operational direction to
the agreement: it has four votes, compared to two each for Kazakhstan
and Belarus and one each for the Kyrgyz Republic and Tajikistan.

For a detailed discussion, see Tumbarello (2004); Michalopoulos and Tarr
(1997); and Olcott, Ashlund, and Garnett (1999).
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CHAPTER 4

Roles of Domestic Competition
and Governance in the Region’s
International Integration:

A “Two-Way” Street

Introduction

Institutions and incentives that engender competition among enter-
prises and sound governance practices, including the protection of
property rights, are the sine qua non of a market economy. There is
much empirical evidence that these are among the most critical fac-
tors accounting for differences in the progress of development among
the countries of Eastern Europe and the Former Soviet Union since
the start of the transition. Among other studies, recent cross-country
research that focused on the seven Southeastern European
economies and Moldova marshaled firm-level statistical analysis and
numerous case studies on individual businesses that provide strong
support for such linkages.! One of the ways in which the prospects for
growth in the Region have been enhanced as a result of stronger
competition and governance is through the effects these institutions
and incentives have had on the countries’ trade performance and
other dimensions of international competitiveness.

This chapter assesses the extent to which vigorous interenterprise
competition and sound governance are important behind-the-border
elements that deepen the international integration of the countries in
the Region and leverage the salutary effects that increased trade has on
growth in the area—independent of the direct effects of trade policy.

185
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While these linkages have been examined in the literature, they have
been analyzed largely on the basis of anecdotal evidence or with respect
to a relatively small number of countries. Our approach is to assess
these relationships systematically among all of the countries in the
Region, bringing to bear the most recent empirical evidence available.?

To be sure, there is actually a multifaceted set of behind-the-border
institutions that are central to boosting the growth-enhancing effects
of increased trade flows beyond the fundamental ones of competition
and governance. These include (i) development of a modern national
infrastructure and related institutions for trade facilitation; (ii) liber-
alization of trade and private investment in, and regulatory reform of,
backbone and network services sectors; and (iii) reform of the FDI
policy regime to exploit opportunities for global production-sharing
network trade. These latter three topics are analyzed in detail in sub-
sequent chapters of this book.>

There are two principal findings from this chapter. First, the notion
that two “trade blocs” have been emerging in the Region over the
course of the transition—a “Euro-centric” bloc, mainly comprising
the EU-8, and a “Russia-centric” bloc, largely comprising the CIS
countries—is increasingly apparent in the relationship between the
extent of a country’s international integration and the state of its
domestic competition and governance regimes. The SEE countries lie
somewhere between these two blocs, but many of them are increas-
ingly gravitating to the Euro-centric bloc. Among other findings in
this regard, there is clear evidence that a larger number of firms in the
EU-8 and SEE countries have managed to gain much greater interna-
tional exposure and reach new markets for their products and ser-
vices through exports than have firms in the CIS countries. At the
same time, although import competition has induced the efficiency of
enterprises throughout much of the Region, its effects have been
much stronger among businesses in the EU-8 and SEE countries than
among those in the CIS. Moreover, the EU-8 (and, to a lesser extent,
SEE) countries have been more successful than the CIS countries in
fostering competitively structured markets, and these stark differen-
tials appear to be closely correlated with the success of businesses in
these locales in integrating internationally. Finally, where corruption
and weak governance are more pronounced, the propensity of firms
to integrate internationally is generally weaker.

Second, complementing trade liberalization and other “border”
reforms that have been expanding trade flows in the Region, the
behind-the-border strengthening of competition and governance
appears to be important in both achieving and maintaining the econ-
omywide gains from these greater trade flows. Without competitive
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conditions at home, trade in the Region has become impeded. Indeed,
without strong, competitive domestic markets, a country’s firms
would not be successful traders. Stated differently, the evidence sug-
gests that “success at home breeds success abroad.” At the same time,
greater exposure to foreign commerce and adherence to commit-
ments under international trade agreements that embody rules-based
disciplines appear to engender pressure on domestic firms to become
more competitive and efficient; they also appear to curb incentives
and opportunities for government officials (as well as businesses) to
engage in discretionary behavior and corruption. In essence, then,
there is an important two-way, mutually reinforcing relationship
between trade policy reforms and strengthening behind-the-border
competition and governance.

The chapter is structured as follows. It opens with an analysis of
the various channels of international integration that the Region’s
firms pursue and their effects on the competitiveness of domestic
market structure. Next, the patterns of the international integration
of the Region’s firms are assessed. The roles that barriers to entry and
barriers to exit, respectively, play in conditioning the extent of the
Region’s trade flows are then examined. The Region’s firms’ relation-
ships with the state and how these affect competition and interna-
tional integration are also explored. Property rights protection and
contract enforcement, as well as the effects of corruption and weak
governance on the Region’s international integration, are also
addressed. Next, we integrate these various dimensions of the domes-
tic business environment and investigate empirically their effects on
the performance of a sample of firms in the Region. Finally, we pro-
vide an assessment of the institutions that have been developed in
these policy areas and highlight where the Region’s governments can
work to strengthen this capacity. We close the chapter with some pol-
icy recommendations.

Interrelationships between Competition, Market Structure,
and International Integration

The importance of domestic competition in influencing the interna-
tional integration of businesses located in the “home” market—con-
trolling for other factors—has long been recognized in the literature
in a variety of locales worldwide.* In Eastern Europe and the Former
Soviet Union, for countries where domestic competition has been rel-
atively stronger, international integration has been greater; con-
versely, where competition has been weaker, international
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integration has been more limited. New cross-country econometric
analysis—covering all of the 27 countries in the Region over the
period 1995-2003—suggests that the observed differentials in trade
openness (measured as the ratio of the sum of exports and imports to
GDP), controlling for tariff levels, are strongly statistically correlated
with an index of the effectiveness of a country’s competition policy
regime and the extent of the country’s FDI inflows as a percentage of
GDP (a measure of the extent of business entry).’

One of the primary means through which international integra-
tion can improve the competitiveness and productive efficiency of
domestic firms and, in turn, the allocative efficiency of the national
economy, is by the entry (indeed even the threat of entry) of new for-
eign competitors. Entry can occur through several channels (see table
4.1). Initially it is usually through imports—that is, sales—and, if suc-
cessful, subsequently through investment.® Conceptually, the com-
petitive effects depend to a large extent on the ex ante and ex post
structure of the market. Entry can affect market structure not only by
altering the relative market shares of sales, but also the number of
producers; thus, the effects of foreign business entry on domestic
market structure and competition may vary.

When entry occurs through foreign firms importing into the mar-
ket, seller concentration in the domestic market unambiguously
decreases as more goods and services become available domestically.
All other things being equal, market shares of incumbent firms
decrease as a result of competition from imports or falling prices. It is
this pressure from imports that creates incentives for domestic firms
to become more efficient. Over the course of the Region’s transition,
especially in the EU-8 countries, this has been the rule rather than
the exception. Foreign firms have introduced new or higher-quality
products and services into the domestic market, which created incen-
tives for local firms to restructure and improve their own perform-
ance. By contrast, in the CIS countries, import competition has been
stifled through protectionist policies, and these salutary impacts have
been far more muted.

TABLE 4.1
Channels of Entry and Effect on Domestic Market Structure
(Concentration)

Effect on market concentration

Channels of entry Import Greenfield investment | Domestic takeover | Merger
Entrant sells output in host market Decrease Decrease Neutral Increase
Entrant sells output abroad na. Neutral Increase? Increase?

Note: a. Assumes that, prior to entry, existing firm(s) sold output in domestic market.
n.a. = not available.
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Entry through foreign greenfield investment in new production facil-
ities can increase the number of sellers and increase competition in
the “host market,” depending on where the output is sold. If sold in
the host market, the competitive effects will be analogous to import
competition. In countries in the Region where entry by foreign firms
has been through such investments, this has helped the breakdown
of former state-owned monopolies and increased competition. How-
ever, the domestic competitive effects of a new greenfield entrant
might be neutral if the firm sells all its output abroad.

Entry through mergers or takeovers by foreign firms can have vari-
able effects on domestic competition. If entry occurs through the
takeover of an existing firm, the domestic effects on market structure
can be neutral if there is simply a change in ownership. However, if
the takeover results in sales of output being reoriented to a foreign
(for example, a third-country) market, domestic concentration can
increase. If entry occurs by a merger with one or more existing firms
operating in the host market, the number of producers and sellers
will be necessarily reduced and market concentration will increase.
Horizontal mergers that consolidate the number of otherwise inde-
pendent competitors can therefore lead to concerted efforts to raise
prices artificially above (and reduce output below) competitive levels.

To be sure, there are also effects on the domestic economy from
“outward” international integration by national firms. Through export-
ing (thatis, outward international integration by sales) or making direct
investments abroad, domestically based businesses can be exposed to
competitive pressures in the host country that may result in corpo-
ratewide efficiencies that affect the competitiveness of operations in the
“home market.” This can be manifested in a variety of factors, includ-
ing adoption of new production or processing techniques that lower
costs; use of advances in technology transferred from abroad; and uti-
lization of innovative marketing techniques, among others.

In the sections that follow, our empirical assessment of the interac-
tion between domestic competition and international integration of
firms in the Region focuses primarily on the sales channel—import-
ing and exporting. We touch only relatively briefly on the investment
channel, because FDI is discussed in detail in chapter 7.

Variation in International Integration among the Firms of the
Region

Import penetration. In countries in the Region where import penetra-
tion has been greater, there is new empirical evidence from firm-level
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surveys that businesses are more prone to reduce production costs
and innovate. Not surprisingly, this finding is strongest for firms of
smaller scale and those with greater private ownership, often operat-
ing in less concentrated markets. Particularly telling is that private
foreign-invested firms operating in host markets have been more likely
to react to import competition than have their domestically owned
counterparts (see table 4.2). This suggests that, on average, a foreign
firm operating in a country in the Region may well be more “fleet-
footed” than domestic incumbents; this finding is consistent with oth-
ers in the literature analyzing import competition in other regions of
the world.

More important, in the countries where there has been less
progress in fostering a competitive market environment—especially
in the CIS—the effects of imports on business decisions have been
more muted than in countries, such as those in the EU-8 and, to a
lesser extent, SEE, where markets are more competitively structured
as a result of more advanced reforms. Thus, while import competition
is inducing efficiencies, its effect appears to be weaker in the CIS
countries than in the rest of the Region.

Export propensity. There is a trend of higher export intensity at the firm
level in the EU-8 and SEE countries than in those of the CIS (see fig-
ure 4.1). Export receipts are the smallest among surveyed firms in
Uzbekistan and Kazakhstan, where the average firm exports below 5
percent of annual sales, and largest in Slovenia, where the average
firm exports more than 20 percent of total annual sales.” In the
Region’s countries where there has been greater introduction of pri-
vate sector participation in the economy—whether through privati-
zation of existing firms or through de novo investment—the export
intensity by businesses (that is, the percentage of export revenues as
a share of total sales revenues) tends to be higher.

TABLE 4.2

Importance to the Region’s Businesses of Competition from Imports
Percentage of surveyed firms in 2002 indicating that competition from imports is very or
extremely important

Ownership CIS SEE EU-8
Domestic 211 37.6 30.5
Foreign 213 485 400

Source: BEEPS2.

Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region.
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FIGURE 4.1

Export Intensity of Businesses Is Greater in the More Advanced Countries
Average export revenues as a share of total annual sales, 2002
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Source: BEEPS2.

Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region.

Moreover, export intensity tends to be greatest for foreign-invested
firms than for domestically owned businesses (see table 4.3). This is
further evidence of the two-way relationship between international
integration and behind-the-border competition: foreign firms invest-
ing in countries in the Region are more prone to react to import com-
petition than are their domestic counterparts, and at the same time
they are more likely to further their host countries” integration into
world markets than are domestic businesses.

Consistent with the notion that less competition exists in the typi-
cal CIS domestic market than in other markets in the Region are data
indicating that over the past decade, firms located in the EU-8 coun-
tries have exported to more numerous “new” markets than have
firms in Central Asia and the Caucasus (see table 4.4). Similarly, a
larger share of surveyed firms in the EU-8, closely followed by the
firms in SEE, have been engaged in export compared with the relative
share of exporting firms in the CIS.

TABLE 4.3
Export Intensity

Average export as a share of total annual sales, 2002

By ownership Average exports in sales

Domestic, of which:

State 1138
Privatized 14.9
De novo 8.9
Foreign 202

Source: BEEPS2.

Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region. Countries included are
the Region and Turkey.
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TABLE 4.4
Export Propensity by Sub-Region
Exported to a new country
Exporter between 1998 and 2002
Sub-Region (% of all firms) (% of all firms)
CIS 22.1 109
SEE 32.3 186
EU-8 36.3 16.9

Source: BEEPS2.

Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region.

Outward international integration via FDI abroad. By the same token,
countries in the Region whose markets are more competitively struc-
tured—as measured by the number of competitors in various mar-
kets—tend to have more firms integrating into global markets through
outward direct investment than do countries where markets are less
competitively structured. On average, among recently surveyed firms
in the Region, domestic state-owned enterprises tend to have less
extensive direct investments abroad than do counterparts with other
ownership forms—whether privatized, de novo private, or foreign-
invested firms (see figure 4.2). To the extent that there are likely to be
more infrastructure and utility businesses in the state-owned category

FIGURE 4.2
Number of Competitors and Operations Abroad
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Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region. Countries included are
the Region and Turkey.
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than in the others, this result is to be expected. More important,
regardless of firm ownership structure, as the number of competitors
in the local market increases, there is a greater propensity for busi-
nesses to integrate abroad. Consistent with the broader literature, this
suggests that as prospects for profits “at home” become more con-
strained, the drive for market opportunities abroad increases.

Impacts of Entry and Exit Barriers on International Integration

How do the underlying elements of market structure that determine
the intensity of domestic competition relate to the extent of interna-
tional integration by businesses in the Region? There is fairly clear
evidence that countries in the Region that have high barriers to entry
for business start-ups or high barriers to exit for money-losing firms
are less integrated internationally and less able to capitalize on reallo-
cation of capital and human resources stemming from exposure to
trade so as to promote growth.

In-Country Barriers to Entry

Several worldwide studies in the literature have advanced the idea that
high entry costs and cumbersome regulations not only make imports
and inward foreign direct investment difficult, they also deter exports
from enterprises operating in a country’s domestic economy.® For East-
ern Europe and the Former Soviet Union, the empirical evidence sug-
gests that in the countries where the cost of entry is highest—measured,
for example, by the time and resources required to get a new business
license and registration—international integration is being hindered.
The data suggest that the easier the new business entry into the
Region’s countries, the higher the export volumes (see figure 4.3).°
Worldwide, overcoming barriers to entry in a market by foreign
firms requires that such firms have some form of competitive advan-
tage because, by definition, domestic firms are more familiar with local
market conditions. Such an advantage is usually in the form of firm-
specific or proprietary assets: technological, organizational, or market-
ing knowledge; goodwill; or brand naming.!? In fact, these factors
appear to play a significant role in determining the profitability of
firms operating in the Region. Of course, local firms also face barriers
to entry in domestic markets, and it is important to distinguish
between those and the barriers that firms engaged in international
integration into the Region face to see whether and how they differ.
New data collected through business surveys offer an opportunity to
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FIGURE 4.3
Export Levels (2003) and Cost of Entry in the Region
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Sources: Export data based on UN COMTRADE Statistics and IMF DOT Statistics; cost-of-entry data from Doing Business
(2004).

Note: GNI = gross national income. Each diamond represents one country in the Region; Turkey is also included.

assess which barriers are more important for each set of firms, thereby
shedding light on the roles of various entry barriers in international
integration.

For domestic firms, the data suggest that economic policy uncer-
tainty, macroeconomic instability, and high tax rates are seen as the
most severe entry barriers (see figure 4.4). More than 30 percent of
the domestic businesses surveyed in the Region see these three pol-
icy-related factors as “major obstacles” to business development and
operations. Interestingly, so-called administrative barriers are not
perceived as the most critical impediments for starting businesses by
domestic firms in the Region. This finding, at odds with the conven-
tional wisdom of the 1990s and as recently as a few years ago, is also
supported by recent empirical evidence at the sub-Regional level.!!

For foreign firms, however, different entry barriers appear to be
more impinging on business start-ups. Local anticompetitive business
behavior and contract violations are seen as “major obstacles” by
more surveyed foreign firms than other potential barriers to entry in
the Region (see figure 4.5). Anticompetitive behavior and contract
violations are perceived by roughly 40 percent of the surveyed for-
eign businesses as major obstacles. Thus, the most severe barriers to
entry facing firms engaged in international integration in the Region
are more of an institutional nature—and more specific—than those
facing domestic firms. These findings suggest important policy impli-
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FIGURE 4.4
Severity of Entry Barriers in the Region, Domestic Firms, 2002
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Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However, some changes may have occurred for indi-
vidual countries or subgroups of countries in the Region. Countries included are the Region and Turkey.

FIGURE 4.5
Severity of Entry Barriers in the Region, Foreign Firms, 2002
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cations for deepening integration in the Region: an emphasis on dif-
ferent reforms to reduce barriers to entry may well be needed if coun-
tries are to be more successful in integrating into international
commerce.

In-Country Barriers to Exit: “Soft Budget Constraints”

Worldwide, “soft budget constraints” are the main mechanism
through which unviable firms remain in the market.!2 There is abun-
dant evidence over the course of the Region’s transition suggesting
that soft budget constraints impede the exit of money-losing firms
from the Region.!? Through greater fiscal and financial discipline
(“hardening” of budget constraints), failing or value-subtracting firms
in the Region have faced incentives to restructure or exit the market.
The more difficult it is for such firms to go out of business, the less
likely it is that the domestic market structure is competitive or that
resources are allocated efficiently. Value-subtracting firms tie up pro-
ductive assets, and in this way their presence deters entry of new
business start-ups, distorts resource allocation, and constrains firm
performance, including integration into the international market-
place. Here, we investigate soft budgets arising from two factors: (i)
arrears in taxes, wages and social payments, utility payments, and
payables to input suppliers and (ii) subsidies.

Recent survey data indicate that the incidence of arrears is greatest
among firms in Central Asia and other CIS countries, although firms
elsewhere in the Region also face this problem. Box 4.1 illustrates
such a case involving an SEE firm in Republika Srpska. Across firms
of different ownership forms, arrears are lowest among firms with
significant private ownership, including those that are integrated
internationally—that is, foreign-invested businesses. Significantly,
there is evidence for the Region that in the countries where arrears
are larger, the export performance (measured by the share of exports
in GDP) is lower (see figure 4.6). This reaffirms the direct linkage
between behind-the-border conditions and success in international
integration among the countries in the Region: where there is a lack
of domestic competition, firms’ abilities to penetrate foreign markets
are dulled.

Regarding subsidies, available firm-level survey data suggest that
the incidence of direct business subsidies is greater in the CIS than in
the EU-8 and SEE. On average, direct subsidies received by firms for
the Region as a whole amount to between 10 and 15 percent of their
sales revenues (see figure 4.7). More important, these data also show
that the majority of such subsidies come from regional or local, rather
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BOX 4.1

Arrears as Constraints on Firm Performance in SEE

The case of a large furniture manufacturer in Republika Srpska provides an illustration of how a
poor business climate can hinder exports. Labor regulations and unresolved ownership status
are the key factors affecting the performance of the firm in question. The company carries on its
books 550 employees, of whom only 150-250 actually work. The company has been in arrears
with pension contributions since 2000, which makes its workers ineligible for retirement. More-
over, political constraints prevent the company from laying off employees. There is little hope
that the company will be privatized, as its total debt exceeds the market value of its assets by
more than 50 percent. The company is in debt to the state, the IFC, and a commercial bank.
Moreover, it has wage arrears and owes money to its suppliers. Currently, a large portion of its
transactions take the form of barter. The unresolved labor situation leads to a vicious cycle:
keeping the waitlisted workers on the books raises the arrears vis-a-vis the state and thus de-
creases the chances of privatization taking place. While the company’s experience and reputa-
tion would allow it to receive additional orders from large multinationals, such as IKEA, fulfilling
such orders is not possible because of a lack of working capital. In the 1990s, the company used
to sell one container of products to IKEA every day. Currently, only two containers are shipped
per month.

Source: World Bank staff.

FIGURE 4.6
Arrears and International Integration in the Region
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Notes: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However, some changes may have occurred for indi-
vidual countries or subgroups of countries in the Region. Countries included are the Region and Turkey. The sample excludes firms with no overdue payments.

than central, governments. This makes the task of their reduction
more challenging, in light of the difficulty of inducing change across
multiple jurisdictional levels of government.

Taken together, the findings on arrears and subsidies corroborate
the notion that the CIS countries have carried out less vigorous meas-
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FIGURE 4.7
Size of Subsidies by Sub-Region, 2002
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Notes: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region. The sample excludes
firms with no subsidies.

ures to induce competitive restructuring and ownership change in
the enterprise sector than have other parts of the Region. Given that
the CIS countries on average have privatized fewer corporate assets
than other countries in the Region, it is not surprising that the evi-
dence indicates that the least competitively structured markets in the
Region are those heavily populated by domestic, state-owned firms,
whereas the most competitively structured markets are those in
which a greater number of foreign private firms operate.

At the same time, the data show that from a sectoral perspective,
the Region’s markets in the energy and natural resource sectors, as
well as in infrastructure, tend to have the fewest competitors and
highest concentration, because in these sectors state ownership is
most dominant. In contrast, the trade and retail sectors, where pri-
vate ownership is the rule and state ownership the exception, are
populated by the greatest number of competitors.

Market Dominance and International Integration

As elsewhere in the world, there is considerable diversity in the extent
to which the Region’s markets are populated by firms that have achieved
dominant positions. This variance in the competitive structure of domes-
tic markets can give rise to intra-Regional differences in the extent and
consequences of international integration that take place.

How does domestic competitiveness affect the Region’s firms” abil-
ity to integrate internationally? Recent survey data suggest that,
throughout the Region, on average, firms with larger domestic mar-
ket shares tend to have a higher propensity to export or import (see
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figure 4.8). Indeed, the data show this to be the case across all of the
constituent parts of the Region. However, firms in the EU-8 that
engage in export or import activity tend to have larger market shares
on average than their counterpart firms in SEE, which in turn have
larger market shares than exporting/importing firms in the CIS. This
finding suggests that all other things being equal, firms that have
been successful at home are those most likely to be successful abroad.
This notion is consistent with the broader literature on the determi-
nants of international business performance.!4 It also has important
implications for national policies aimed at improving a country’s
international competitiveness: fostering a competitive business envi-
ronment domestically can have payoffs globally.

However, market dominance can also cut the other way. The sus-
tainability of new entrants able to penetrate markets already popu-
lated by dominant firms will be determined, in large part, by the
extent to which anticompetitive conduct—in terms of price setting,
production decisions, investment activities, and cozy relations with
government, among other things—by the incumbent firms with
large market shares is practiced. There is evidence that when there is
a significant share of firms that possess market dominance and face
relatively few competitors in the Region, there is a greater ability for
incumbent businesses (whether domestic or foreign-owned) to exer-
cise discretionary behavior—conduct that is generally at odds with
the notion of competitive practice, where (in theory) firms are “price
takers” and not “price makers.” Available survey data on the price
sensitivity for firms in the Region show that businesses with the

FIGURE 4.8
Market Share and International Integration
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largest market shares—generally the state-owned firms—indicate
that they are the least sensitive to price changes (see figure 4.9).1%
On the other end of the spectrum, firms with the smallest market
shares—generally de novo firms and foreign-invested firms—indi-
cate that they are the most sensitive in their business decisions to
changes in prices. Indeed, where there is a decrease in market dom-
inance, we consistently observe a larger proportion of firms—across
all ownership categories—that become increasingly sensitive to price
changes.

Market dominance can arise as a result of extensive horizontal
integration—the consolidation of multiple enterprises under one
common corporate roof—within a market. Such integration is most
pronounced in the CIS because of the legacy of central planning and
agglomeration.!® Although horizontal integration can exploit
economies of scale and scope in certain sectors, such as utility ser-
vices or other infrastructure sectors, an excessive level of such inte-
gration in most manufacturing sectors is likely to have little
economic or technological justification. In such cases, in markets

FIGURE 4.9
Market Share and Price Sensitivity in the Region, by Ownership Category, 2002
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where a concentrated number of sellers already exist, dominant
incumbents engaging in extensive horizontal integration can create
opportunities to exercise market power and anticompetitive behav-
ior. Firm-level data for the Region suggest that there is a clear nega-
tive association between the number of competitors firms face and
the extent of horizontal integration. Among surveyed firms, those
with no competitors have on average close to four business estab-
lishments within the boundaries of a national market, while firms
with more than four competitors are less horizontally sprawled (see
figure 4.10.)

Transactions with the State

Purchases of goods and services by national governments—through
participation in “state orders” or other forms of public procurement—
in a number of the Region’s countries constitute a significant portion
of business transactions for many firms and, as a result, can have a
significant impact on competition in the market. In turn, this can
have an influence on the extent and pattern of the Region’s interna-
tional integration. Not surprisingly, firms’ commercial ties with the
state are more extensive in CIS countries relative to other countries of
the Region. For example, the average Uzbek firm surveyed earns
about 34 percent of sales revenues through public procurement,
while the average Belarusian, Kazakh, and Tajik firms surveyed earn
between 22 and 24 percent of sales revenues from such transactions.

FIGURE 4.10
Competition and Horizontal Integration in the Region
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Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However,
some changes may have occurred for individual countries or subgroups of countries in the Region. Countries included are
the Region and Turkey.
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These profiles contrast significantly with EU-8 and SEE businesses.
For example, the average surveyed firm operating in FYR Macedonia
or the Czech Republic earns 3 percent or less of sales revenues from
government purchases. On average, about 10 percent of combined
sales revenues of all of the surveyed firms in the Region are earned
from purchases by government entities.!”

While there is a relatively clear trend across the Region of a heavy
reliance on sales to governments by domestically owned enter-
prises—especially state-owned and privatized enterprises—relative to
foreign-owned firms operating in the market, this is most strikingly
evident in the countries of the CIS (see figure 4.11). In contrast, in the
EU-8 countries, although state-owned enterprises still dominate gov-
ernment purchases, there is much more balance across firm owner-
ship categories. This suggests a more competitive public procurement
market in that part of the Region.

Still, as elsewhere in the world—including in the OECD coun-
tries—the Region’s governments discriminate against foreign players,
often for political reasons. In varying degrees, the Region’s govern-
ments follow rules and procedures for awarding contracts and mak-
ing purchases that favor only selected—and often only
domestic—market participants (see box 4.2). Adherence to WTO-
based rules regarding government procurement that provide for open
competition, transparent procedures, and nondiscriminatory treat-
ment to domestic and foreign firms alike can be an important reform
in minimizing existing distortions in international trade and invest-
ment in the Region and in fostering international integration.

FIGURE 4.11
Commercial Ties with the State of the Region's Firms
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ernmental entities by ownership type and by sub-Region, 2002.
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BOX 4.2

The “Home-Grown” Construction Sector in SEE: Evidence from Business Case
Studies

Most of the sales of construction firms in SEE are concentrated in the domestic market and, in
some cases, in the municipal market in which they are located. Bidding on government and (to
a lesser extent) private contracts with neighboring or more distant countries is increasingly at-
tempted but is not always successful. Neighboring country firms complain that they are subject
to discrimination as foreign enterprises and that preference is shown to local companies, espe-
cially in the case of public procurement contracts. Consequently, home governments have
sought to help their domestic firms win public contracts abroad through political persuasion.

In general, SEE construction firms find home government contracts quite attractive—some
companies do more than 70 percent of their business with the government. However, the
“competitive” selection process is not always transparent, and often the government agencies
do not pay promptly, necessitating litigation. Some firms note that to be successful in the do-
mestic public procurement construction business, they must be politically well connected. In
some cases, ministries ask for pro bono construction, design, or engineering advice, which the
firms readily give in order to build goodwvill.

A few construction firms concentrate on winning construction contracts from domestic private
companies or foreign private multinational subsidiaries located in the local market. Interestingly,
complaints about the lack of transparency in the contracting process are voiced here as well, but
these complaints are much more muted than they are in the case of domestic public procure-
ment contracts. Some of these firms are interested in pursuing government contracts, but with-
out a public procurement law in place, they are reluctant to do so.

Source: Broadman et al. 2004.

Property Rights Protection and Contract Enforcement

As has been well documented in research over the course of the tran-
sition, there is in many parts of the Region a lack of security in the
commercial contracting process. Faced with this obstacle, many
enterprises—not only foreign, but also domestic—have had to face
the resulting higher cost of doing business (and in some cases have
voted “with their feet” and taken their business elsewhere). In so
doing, however, efficiency is lost in the transaction process, and
resources are diverted from more productive activities. There is evi-
dence that where there is relatively weak contract enforcement in the
Region, international integration is relatively muted. Data from case
studies of individual businesses in the Region reveal that foreign firms
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lose confidence in the durability of their transactions when property
rights in the country they export to or invest in are not adequately
protected.'® On the other hand, domestic firms that want to engage
in international trade through imports or attract foreign investors are
constrained in doing so when the institutional and legal systems in
their home countries cannot adequately protect and guarantee their
contractual rights. International transactions become more risky and
increase the likelihood of commercial disputes.!®

Given the sizable commercial risks in many parts of the Region
engendered by nascent legal institutions, what methods do firms
operating in these countries use to reduce such risks? Firm-level sur-
vey data show an appreciable incidence of transacting on the spot or
of using prepayment. Not surprisingly, the use of these mechanisms
varies significantly within the Region. For example, surveyed firms in
much of the CIS, especially Azerbaijan, Belarus, Tajikistan, Ukraine,
and Uzbekistan, require prepayment for at least 40 percent of their
sales. In contrast, surveyed firms in Armenia, Bulgaria, Hungary, and
Slovenia, on average, use prepayment in less than 10 percent of sales.
Box 4.3 illustrates how advance payments are used to diminish the
risk of reneging on a contract in Bosnia and Herzegovina.

While genuine progress has been made in some of the Region’s
countries—most notably the EU-8—regarding the establishment of
relatively well-functioning, market-based legal institutions that facili-
tate resolution of commercial disputes, in many other countries—
largely the CIS but also a significant portion of SEE—such problems
are either resolved through extra-legal means, are not resolved, or go
unrecorded. For these countries, establishing credible legal institutions
for commercial dispute resolution is a major unfinished agenda item.2°

Governance and Corruption

Worldwide, weak governance and corruption impede international
integration and the realization of the benefits of open trade. At the end
of the day, consumers pay higher prices as the (tangible and intangi-
ble) costs of corruption are internalized into the final cost of interna-
tionally traded products or services. Product or service quality can also
suffer. The real costs associated with corruption may well diminish the
ability of domestic firms to export abroad and deter foreign firms’ deci-
sions to export to (or invest in) the domestic market. On the other
hand, greater international integration, especially when governed by
legally binding rules-based trade agreements, such as WTO member-
ship, can improve the quality of domestic governance institutions and
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BOX 4.3

Using Prepayment to Reduce Contractual Risks in Bosnia and Herzegovina

Companies interviewed as case studies often mention prepayment as a means of forestalling
business disputes. Asking clients to pay a considerable proportion of the price in advance seems
to be the norm in many SEE firms, regardless of sector, size, or ownership characteristics. A
state-owned steel foundry in Bosnia and Herzegovina described three recent cases of business
disputes and how it went about resolving them. In two of the cases, the firm was the creditor,
and in one case, it was the debtor. One of the former cases is quite telling. The company pro-
duced goods to order for a Serbian metalworking company and delivered half of the order in
1995, but the company did not receive payment at the time. Several years ensued, and the Ser-
bian firm closed down production. Even though the Bosnian company attempted to negotiate
with the Serbian firm’s administration on several occasions, the debt was still due seven years
later. The Bosnian company’s management is planning to pursue this case through the Bosnian
court system. Even though a written contract exists, the management still faces uncertainty as
to the duration and costs of the court procedure.

The risk associated with contracts for goods made to order is well illustrated in this case. The
other half of the goods made to order are still stocked in the steel foundry’s warehouse, but they
have no alternative commercial use. Given this situation, it is hardly surprising that the same
steel company now requires a 50 percent advance payment on its orders, with the remaining 50
percent falling due within five days after delivery. Furthermore, new clients must pay the full
price of the model good in transactions for which the good is made to the client's order. Subse-
quent deliveries and payments are scheduled in five installments. In this manner, transactions
and payments are structured to avoid the occurrence of payment disputes.

Source: Broadman et al. 2004.

help reduce opportunities for discretionary behavior and corruption.
Evidence in the literature supports these propositions: countries that
engage in freer trade tend to have better-quality institutions, and, con-
versely, countries with better-quality institutions tend to engage in
freer trade.?! Such findings suggest that there is a two-way, mutually
beneficial interaction between increased international integration and
improved governance and reduced corruption.

How consistent are these global findings with evidence from the
Region? The incidence of corruption among countries in the Region is
quite varied. More important, new data suggest that these differences
appear to be associated with the extent of international integration—
independent of the level of a country’s development—among the
countries in the Region (see figure 4.12). In particular, countries where
corruption is more prominent tend to be those with the least amount
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FIGURE 4.12

Greater Trade Openness and Reduced Corruption in the Region:
A Two-Way Relationship
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Sources: CPI from Transparency International; export and import in output (PPP) data from World Bank World Development
Indicators.

Note: CPI ranks countries in terms of the degree to which corruption is perceived to exist among public officials and politi-
cians. It is a composite index, drawing on corruption-related data in expert surveys carried out by a variety of reputable in-
stitutions. It reflects the views of business people and analysts from around the world, including experts. The higher the
CPI, the lower the level of perceived corruption.

of integration into the world economy. The scatter plot indicates a pos-
itive association between greater international integration and less
(perceived) corruption. These results are bolstered by multivariate
regressions that indicate this positive association remains statistically
significant even when the level of a country’s development (measured
by GDP per capita) is taken into account.?2

One widely used measure of the quality of governance institutions
is the use of irregular payments by businesses with the aim of “greas-
ing the system.” Firm-level analysis shows that there is an apprecia-
ble expectation among businesses operating in the Region that in
order to effectively get things done in dealing with public officials,
bribes need to be paid, with the frequency of such activity varying
across the countries of the Region and the type of firm ownership.
The incidence of bribes tends to be the highest in the CIS, followed by
SEE countries; it is lowest in the EU-8 (see figure 4.13). More than 72
percent of surveyed firms in Albania, more than 63 percent of sur-
veyed firms in Tajikistan, and more than 62 percent of surveyed firms
in Georgia and Russia indicate that they pay bribes to ease their busi-
ness transactions. More important, the data reveal that a greater pro-
portion of the Region’s foreign-owned firms—that is, those businesses
that have integrated internationally—indicate that they pay bribes
with greater frequency than do domestically owned privatized or
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FIGURE 4.13
Frequency of Bribes by Sub-Region, 2002
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Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However, some changes may have occurred for indi-
vidual countries or subgroups of countries in the Region.

state-owned firms. Indeed, more than one-half of the domestic state-
owned firms surveyed indicate that they never resort to bribes. While
this may suggest that domestic firms do not engage heavily in explicit
payments to facilitate dealings with the state, it does not imply that
such firms do not use other, perhaps less explicit, means to accom-
plish the same objective.

Impact of Competition and Governance on Firm Performance
in the Region

The analysis in the foregoing sections suggests a variety of ways in
which the extent of interenterprise competition and the soundness of
governance affect (or are affected by) the degree of international inte-
gration of firms operating in the Region. To what extent do competi-
tion and governance systematically influence the business
performance of such firms, which, in turn, affects the degree to which
greater international integration and open trade can be leveraged to
have salutary effects on job creation, income, and growth in the
Region? In other words, all other things being equal, is there a sys-
temic difference in the performance of the Region’s firms that have
participated in international integration to a greater degree than those
who have not?

In order to test these hypotheses, a regression model of firm-level
determinants of business profitability was estimated on approxi-
mately 6,000 firms operating in the Region. (The data used were from
the 2002 BEEPS2 survey; see the annex for a description of the
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dataset). The specification of the model is consistent with mainstream
models of firm profitability widely found in the industrial organiza-
tion literature.?

Two variables were constructed to assess how international inte-
gration affects firm profitability: one that specifies whether the firm
engages in export or import activity—international trader; the other,
whether the firm is a foreign-owned business (operating in a “host
market” in the Region) and thus has necessarily integrated interna-
tionally—foreign ownership.>* Drawing on the arguments advanced in
the preceding analysis, a series of variables chosen to capture the
impact that certain dimensions of competition and governance are
likely to have on firm performance was included. The variables
depicting a firm’s competitive position include the extent of the firm’s
market dominance, the degree to which it faces low entry barriers, the
extent of the firm'’s horizontal integration and vertical integration, and
two measures of the softness of budget constraints faced by the firm. The
measures for governance are the extent to which the firm has trans-
actions with the state and the degree to which the firm’s commercial
conduct reflects contractual risk aversion. Finally, firm-specific control
variables that are also likely to impact profitability were included in
the model: the extent to which the firm engages in product differentia-
tion, the firm'’s technological prowess, and the firm'’s size. (The regression
results are reported in table 4.5.)

The empirical results offer a number of insights. First, the esti-
mated coefficients on the two variables depicting international inte-
gration are positive and statistically significant. This suggests that, all
other things being equal, international integration enhances the per-
formance of firms in the Region.

Second, firms in the Region that have achieved larger market
shares tend to have higher profitability than those with smaller mar-
ket shares, after controlling for firm size and other characteristics,
such as vertical and horizontal integration, a finding consistent with
the larger empirical literature.2®> In addition, the regression results
suggest that relatively high entry and exit barriers have a significant
and negative impact on firm performance.?°

Finally, the estimated coefficient on intensity of business-state
transactions is positive and statistically significant, suggesting that
closeness with government—a measure of governance—*“pays off.”
However, the estimated coefficient on the measure of property rights
protection—utilization of prepaid sales, to depict degree of confidence
in contractual relationships—does not differ statistically from zero.

Overall, the estimated model gives credence to the notion that the
Region’s firms that engage in international integration tend to out-
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TABLE 4.5
Determinants of Business Profitability in the Region, 2002
Dependent variable
Profit-to-sales ratio
Estimated Level of
Explanatory variables coefficient ttest significance
Market dominance (market share) 0.002 244 o
Low entry barriers (price sensitivity) -0.098 -7.36 e
Horizontal integration (number of establishments) 0.003 1.48
Vlertical integration (share of sales to a parent company or affiliated subsidiary) 0.001 1.27
Softness of budget constraints (share of arrears in total sales) -0.006 4.4 Frx
Softness of budget constraints (share of subsidies in total sales) -0.004 -1.73 *
Transactions with state (share of sales to government agencies) 0.001 2.15 o
Contractual risk aversion (share of prepaid sales in total sales) 0.000 0.76
International trader (exporter or importer) 0.052 173 *
Foreign ownership (foreign firm) @ 0.546 7.10 *rE
Domestic ownership (de novo firmJ? 0.563 12.13 Frx
Domestic ownership (privatized firm? 0.304 5.58 o
Product differentiation (share of advertising in total sales) 0.009 2.95 e
Technological prowess (share of R&D in total sales) 0.008 3.10 e
Size (number of employees) 0.000 0.01
Constant 3.670 31.74 e
Number of observations 5,786
R-squared 0.09

Source: Author’s calculations using BEEPS2 data.

Note: Preliminary results from the new BEEPS of 2005 are broadly consistent with those reported in this table. However, some changes may have occurred for indi-
vidual countries or subgroups of countries in the Region. Countries included are the Region and Turkey.

a. The estimated coefficients on these variables indicate the performance of the firms in these ownership categories relative to that of domestic state-owned firms.
* = Statistically significant at the 10% level. ** = Statistically significant at the 5% level. *** = Statistically significant at the 1% level.

perform those that do not, all other things being equal. Moreover,
where the business environment allows firms to compete with one
another and provides for effective incentives for sound governance,
there is better firm performance, all other things being equal.

Institutional Capacity for Competition and Governance

The evidence presented above indicates that enhancing both domes-
tic competition and governance in the Region’s economies is likely to
be an important objective not only for deepening international inte-
gration but also for capitalizing on and leveraging the economywide
benefits that such integration can engender for the countries. If this
conclusion is correct, one implication for domestic policy makers is
clear: in an increasingly globalized and competitive international
economy, steps to enhance growth and improve national welfare
should focus squarely on developing and strengthening the behind-
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the-border institutional capacity for competition and governance.
Strengthening these two areas will help domestic policy reforms be
implemented effectively, help businesses compete more efficiently for
international market share, and help countries garner greater foreign
investment. To that end, what is the state of such institutions in the
Region today, how do countries in the Region compare along these
lines, and what are the priority areas for institutional capacity build-
ing in the Region?

Competition Policy Institutions

A country’s competition policy regime comprises laws, rules, regula-
tions, standards, and instruments to prevent and reduce or eliminate
the exercise of market power by firms who possess dominant market
positions or engage in restrictive business conduct so as to deter entry
by new rivals or drive from the market firms that otherwise are prof-
itable. Such conduct includes monopoly pricing, abusive or predatory
practices, anticompetitive mergers, and price fixing, among other
actions.?” As indicated by the firm-level survey data presented earlier,
foreign firms operating in the Region perceive such conduct as espe-
cially pernicious to cross-border integration and entry. Box 4.4 illus-
trates the use of anticompetitive practices from a business case study
in Serbia and Montenegro. Taken together, the evidence suggests that
greater attention should be paid to strengthening domestic competi-
tion policy institutions in the Region.

Despite the increasing number of countries in the Region with
sound competition laws, there is almost universally weak enforce-
ment of these instruments and substantial variation in implementa-
tion across the Region. Figure 4.14 provides a cross-country
comparison along this score using a rating index. Not surprisingly, the
most advanced reformers in the Region—the EU-8—are ranked high-
est. Indeed, all of the countries in that group have competition policy
ratings that exceed those of all the countries in the two other sub-
Regions, where the rankings are fairly similar. The high scores
attained by the Czech Republic, Hungary, Lithuania, Poland, and the
Slovak Republic reflect relatively sound competition laws and
enforcement actions on the part of these countries” governments to
reduce or eliminate abuse of market power (including the divestiture
of some dominant firms) and to promote competitive business envi-
ronments. In addition, these countries have made much progress in
reducing policy-driven barriers to entry. In contrast, either no or sig-
nificantly subpar competition legislation and institutions are present
in Bosnia and Herzegovina, Serbia and Montenegro, Turkmenistan,
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BOX 4.4

Market Dominance and Anticompetitive Pricing in Serbia and Montenegro

The market structure in this sector is best characterized as a core of a few large, dominant firms
and a competitive fringe of more numerous small- and medium-size firms. The combined mar-
ket share of the three dominant firms—which are either privatized or de novo private enterpris-
es—is approximately 45 percent. About seven other firms—all of medium size, mostly state-
owned enterprises, but also some private businesses—have a combined market share of 15 to
20 percent. The remaining share of the market comprises many small private firms.

One of the private medium-size firms, which is affiliated with a major local bank, has been an ag-
gressive marketer and has tried to break into the dominant core. Its market share in 2001 was
2.6 percent, but a year later its share had increased to 4.5 percent. The senior manager of this
firm voiced great concern that his company was suffering from “unfair competition.” In particu-
lar, pricing behavior in this market is often predatory, with the dominant firms lowering prices to
try to drive out competitors. The result has been frequent price wars.

One of the price wars was so destructive to the bottom lines of the involved firms that this sen-
ior manager invited the two other chief executive officers over for lunch. In a discussion that
lasted almost five hours, they agreed to fix prices on certain key products. One of the partici-
pants agreed to stop selling at a lower price for two months, another for four months, and the
third for one month. Because they had the same or similar suppliers, they also agreed on markup
margins. The margins were fixed at 25 to 30 percent for one firm, 22 to 23 percent for another,
and 13 to 18 percent for the third. It is likely that the participants accepted the pricing deal in part
because they were seeking credits from the firm affiliated with the bank. After four months, the
predatory pricing resumed.

Source: Broadman et al. 2004.

Tajikistan, and Uzbekistan.2® Overall, these data suggest that the
emphasis on strengthening institutional capacity in competition pol-
icy regimes should be in SEE and in the CIS countries.

Bankruptcy Regimes

One way of ensuring low barriers to exit is through the functioning of
an effective bankruptcy framework and related institutions. The qual-
ity of a country’s bankruptcy policy regime can be measured in terms
of the length and cost of insolvency procedures and by the efficiency
with which the share of funds is recovered by creditors. Nearly all of
the Region’s countries have implemented new bankruptcy legislation
or amended existing laws at least once since the early 1990s. How-
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FIGURE 4.14
Index of Competition Policy Development and Implementation
in the Region
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Note: The index is defined as follows: 1 —no competition legislation and institutions; 2 — competition policy legislation and
institutions set up; some reduction of entry restrictions or enforcement action on dominant firms; 3 — some enforcement
actions to reduce abuse of market power and to promote a competitive environment, including breakups of dominant con-
glomerates; substantial reduction of entry restrictions; 4 — significant enforcement actions to reduce abuse of market pow-
er and to promote a competitive environment; 4+ — standards and performance typical of advanced industrial economies;
effective enforcement of competition policy; unrestricted entry to most markets.

ever, throughout much of the Region—even in many of the EU-8 and
EU accession and candidate countries—the insolvency process is com-
paratively lengthy and costly; further, investors do not recover a siz-
able share of their investments (see figure 4.15). Indeed, in most
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FIGURE 4.15
Comparative Efficiency of the Bankruptcy Process
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Source: World Bank (2004b) Doing Business database.

countries in the Region, the overall governing institutional frame-
work for bankruptcy is still quite weak. In terms of progress in indi-
vidual countries, only the Baltics, and to some extent Poland, match
high-income OECD standards.

To be sure, only in part are the inefficiencies evident in the Region’s
bankruptcy regimes the result of poor legislation. Weak enforcement
of creditor rights also results from the facts that basic property rights
in many of the Region’s countries are ill-defined and that powerful
vested political economy interests would stand to lose from a reallo-
cation of existing assets (and liabilities). At the same time, social pres-
sures may constrain the reorganization or liquidation of failing
businesses. Finally, as in other parts of the world, the notion of bank-
ruptcy itself has negative connotations.

Developing effective bankruptcy institutions—whether in-court or
out-of-court—is critical to improving the competitiveness of viable
firms and to closing down, liquidating, or reorganizing firms that are
value subtracting. Mechanisms that help in the reallocation of such
resources—human as well as financial—will engender greater flexi-
bility in the Region, which is key to ensuring growth and poverty
reduction as the process of international integration continues.

Industrial Policy

Through a variety of fiscal and other instruments, such as export
incentives, duty-free schemes, tax concessions, and accelerated depre-
ciation allowances, some governments in the Region—Ilike those else-
where in the world—extend preferential treatment to select market
participants as part of an overall industrial policy. Such treatment,
however, can (though not necessarily) undermine the competitive
nature of markets and ultimately distort the pattern and extent of a
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country’s international integration. Box 4.5 illustrates the experience
of Turkey and its use of economic incentives to incumbent firms.

Perhaps the most important linkages between industrial policy
schemes and international integration arise through policy actions by
the Region’s governments to extend preferential treatment not only
to incumbent domestic enterprises but also to foreign firms operating
in the national economies. Export-processing zones (EPZs)—
intended to attract FDI—are such examples.?® These instruments typ-
ically offer special incentives for export-oriented investment and take
the form of free-trade zones, duty-free zones, free-investment zones,
and offshore zones, among other schemes. The ownership composi-
tion of EPZ firms can be domestic, foreign, or mixed.

In many respects, EPZs can be thought of as attempts to apply trade
policy instruments in limited locations to compensate for broader fail-
ures in a country’s investment climate. In this way, EPZs can lead to the
formation of “enclaves” from the national economy, where export-ori-
ented firms may operate without undue interference from the state.
This may well put EPZ firms at an advantageous behind-the-border
position in comparison with non-EPZ firms. All other things being equal,
this can impede non-EPZ firms’ competitiveness in foreign markets. At
the same time, it allows governments to avoid deeper or more extensive
domestic liberalization and deregulation in the rest of the economy.
Moreover, without proper safeguards, such policies can produce oppor-
tunities and incentives for discretionary behavior and corruption.

BOX 4.5

Economic Incentives in Turkey

Historically, Turkey has made frequent use of investment incentives and export incentives and
has relied heavily on state-owned enterprises. The Turkish public enterprise sector is still large.
State-owned enterprises have generally been poor economic performers as a result of soft-
budget constraints—including direct transfers from the government, equity injections, and debt
consolidation. In recent years, Turkey has eliminated most investment and export incentives.
Similar progress could not be achieved in the case of public enterprises. Privatization gained mo-
mentum only after the 2001 crisis, when it was recognized that state-owned firms and the re-
lated structure of subsidies and soft budget constraints were a part of the problem underlying
the large nonperforming assets of the banks. As Turkey moves forward with EU accession, it
will have to align its state aid policies to those of the EU and apply the same competition poli-
cies to all firms, whether private or public.

Source: Hoekman and Togan 2005.
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Although EPZs are not as widespread in the Region as they are in
other parts of the world (including, among others, East Asia), they do
exist in several countries. For example, they are currently utilized in
Azerbaijan, the Kyrgyz Republic, and Uzbekistan, and used to be pres-
ent in Hungary and Poland, among others. Other countries, such as
Russia, are contemplating the establishment of EPZs. However, the
experience of countries in the Region with EPZs has been mixed. On
the one hand, some EPZs appear to have been effective in generating
exports in the areas in which they were located (although it is difficult
to truly ascertain this because there is no knowledge of the potential
outcome from the opposite scenario [that is, the exports that would be
generated in the absence of EPZs]). On the other hand, in some EPZs
there have been only limited positive productivity or technological
spillovers to the rest of the domestic economy. Box 4.6 illustrates this
point based on the experience of the Kyrgyz Free Economic Zones.

The long-run net benefits to the Region’s domestic economies from
such preferential schemes—as elsewhere in the world—are of dubi-
ous size partly because such regimes can result in distorted enclave
markets with limited positive spillovers to the rest of the economy
and opportunities for corruption. Although political and vested inter-
ests will be strong, reform in the Region to phase out distortive spe-
cial investment or export incentives—to domestic firms as well as
foreign businesses—is recommended. Such reform could be con-
ducted on a time-bound, sector-specific basis. It would likely be
advantageous to countries’ abilities to deepen international integra-
tion on an enduring basis and to exploit the benefits of increased
international openness economywide.

Legal/Judicial Institutions for Governance

Effective legal and judicial institutions that provide the rules, proce-
dures, and policies for sound governance are critical to enabling busi-
nesses in the Region to start, grow, and expand, including
internationally. As noted earlier, in the discussion on bankruptcy, in
many of the countries in the Region, although good legislation exists
“on the books,” there is a significant implementation gap resulting
from either a lack of or poorly designed institutions that allow for dis-
cretionary conduct on the part of government officials. In such a gov-
ernance environment, businesses face an uneven playing field and
the extraction of rents.

Of course the development of such institutions varies within the
Region, in part because of “initial conditions” and other country-spe-
cific factors rooted in culture and history. Moreover, this variation is
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BOX 4.6

Free Economic Zones in the Kyrgyz Republic

Four Free Economic Zones (FEZs) were set up in the Kyrgyz Republic to attract FDI; investors in
these areas were exempted from several taxes and duties, although, at present, only one of
them (the Bishkek FEZ) operates effectively. Firms operating in the FEZs are exempt from prof-
it taxes and most other taxes, including the VAT, emergency and road funds, and retail sales tax-
es when they export their products. Individual income taxes are collected from the employees,
and a fee equal to 2 percent of revenues is collected from the firms. The fee is used for opera-
tion of the FEZ. The tax advantages of operating in the FEZ, combined with limited regulatory
burdens, facilitate production efficiency for external markets, but create significant disadvan-
tages for domestic producers, unless sales from the FEZ into the domestic market are subject
to all required taxes. This results from firms operating in the FEZs maintaining their tax advan-
tages when producing for local markets, both implicitly (that is, payment of some taxes may be
delayed until goods are “imported into the Kyrgyz Republic”) and explicitly (that is, some taxes
[such as the profits tax] are not paid). Despite improvements over the last several years, leakage
from FEZs into domestic markets continues to be a problem (see figure).

With their improved investment climates, the FEZs have in principle been an important inter-
vention for increasing foreign investment and technology transfer. The analysis of the FEZ pro-
duction data suggests that firms in the FEZ in Bishkek have five-to-seven times higher produc-
tivity than the average Kyrgyz firm because of the improved business environment and because
of the use of superior technology (for example, better machines, management practices, work-
er training schemes, market information, and so on). What is difficult to assess, however, are
the technology transfer “spillover” effects from these FEZ firms to the broader economy. For
example, some of the FEZ workers could, over time, leave their jobs to work for non-FEZ com-
panies or to start their own firms, taking new technological ideas with them. Increasing the links
between FEZ firms and the local economy can help to increase such beneficial spillovers.

Production, Exports, and Domestic Sale of Goods Produced in the Kyrgyz FEZ (mil. $)
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also likely to be the result of cross-country differences, not only in

judicial capacity (the “supply” side) but also in society’s
well-functioning judiciaries. There is evidence that such demand and

demand” for

capacity are both positively associated with the progress of economic
reform and a country’s standard of living. This suggests that where
demand for well-functioning judiciaries is weak, the institutional
capacity to deliver high-caliber judicial services has been shallow, and
vice versa (see figure 4.16).

Based on our earlier analysis, the demand for well-functioning
judicial and legal institutions that protect and enforce property rights
is likely to increase with the deepening of the Region’s firms” interna-
tional integration. In part, this will come from the firms’ needs to
reduce costs stemming from poor governance, and in part, it will be
prodded by the need to comply with internationally binding stan-
dards embodied in trade agreements. In turn—if “the market” for
legal/judicial services operates smoothly, largely a function of how
well information flows—an increase in demand should facilitate a
“supply response” for the creation of, or improvement in, sound legal
and judicial institutions. Even more generally, however, as countries
in the Region find it necessary to compete more vigorously for invest-
ment resources in the global market, this itself should produce such
demand.

In the main, the need for establishing these basic institutions per-
tains to the CIS countries, but also to some extent in SEE. In the coun-
tries where some institutional capacity already exists—largely the
EU-8 and some SEE countries—reforms should focus on refining cur-

FIGURE 4.16
Capacity and Demand for Judicial Reforms in the Region
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rent rules and procedures and on rectifying remaining areas of weak-
ness. These include strengthening judicial independence and
accountability; improving court efficiency, performance, and accessi-
bility; and facilitating development of alternative dispute-resolution
mechanisms.3?

Conclusion

The fundamental conclusion from the analysis conducted in this
chapter is that domestic, or behind-the-border, reforms that foster
interenterprise competition and sound governance are important
complements to policies that liberalize trade regimes to enhance the
Region’s countries’ integration into the world economy and realize
greater growth therefrom. At the same time, the analysis makes clear
that governments of the Region should anchor these domestic
reforms within international commitments that liberalize trade. These
can take place at a variety of levels: globally through WTO accession;
regionally through plurilateral RTAs, such as EU membership, or
bilateral RTAs, such as those in SEE; or unilaterally through
autonomous trade liberalization (see chapter 3). These legally binding
commitments will not only help to lock in the behind-the-border
reforms already achieved; the liberalization of trade engendered by
such agreements and the associated disciplines embodied in them will
themselves instill greater competition and stronger incentives for
sound domestic governance. In short, there is a mutually beneficial
two-way interaction between reforms that open trade and those that
strengthen competition and governance, and this interaction should
be fully exploited to enhance growth in the countries of the Region.

The chapter also has found broad empirical support for the notion
that two “trade blocs” in the Region have been emerging over the
course of the transition—a “Euro-centric” bloc, essentially comprising
the EU-8, and a “Russia-centric” bloc, essentially comprising the CIS
countries. The SEE countries lie somewhere between these two blocs,
but many of them are increasingly gravitating to the Euro-centric
bloc. There is evidence that firms in the EU-8 have managed to gain
much greater international exposure and reach new markets for their
products and services through exports compared with the firms in the
CIS countries. In addition, export revenues as a percentage of sales
have been weaker in CIS-based firms than in EU-8-based firms.
Although import competition has induced efficiency throughout the
Region, its effects have been much stronger among businesses in the
EU-8 countries, compared with those in the CIS.
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Moreover, the EU-8 (and to a lesser extent SEE) countries have
been far more successful than the CIS countries in bringing about
more competitively structured markets, and these stark differentials
appear to be closely correlated with the success of businesses in these
locales in integrating internationally. Governments in the CIS have
been more reluctant in lowering barriers to entry, which has pro-
tected incumbent domestic firms with market power from competi-
tion from abroad. Successful competitive restructuring and
ownership change of CIS firms also have been hindered by the pres-
ence of arrears and subsidies to incumbents, which have prevented
the exit of value-subtracting businesses.

To be sure, checks on weak governance and corruption should be
strengthened throughout the entire Region. But the incentives for
sound governance are stronger in the EU-8 countries compared with
the other countries in the Region. More important, where corruption
and weak governance are most pronounced, the propensity of firms
to integrate internationally is weakest.

The incidence of successfully resolving commercial disputes associ-
ated with international business transactions is highest in the Euro-
centric bloc and weakest in the Russia-centric bloc, implying that
there is likely an important relationship between the sophistication
and availability of instruments for dispute resolution and the level of
development of the relevant institutions. Not surprisingly, firms in
the CIS have relied more heavily on bribes to resolve disputes associ-
ated with international trade transactions and to overcome related
institutional hurdles than businesses in the rest of the Region.

Taken together, these findings indicate that policies that enhance
the conditions for greater interenterprise competition in domestic
markets should be a priority item on the reform agenda of most the
Region’s governments. Relatively few of the countries in the Region
have either sufficiently established or strengthened the basic market
institutions that protect firms and consumers from anticompetitive
structures and conduct. In fact, promoting vigorous competition
domestically is a critical prerequisite for developing a vibrant private
sector populated by firms that can compete effectively in interna-
tional markets. As has been suggested, firms that can compete at
home are more likely to be able to do so abroad.

To this end, the Region’s governments should work toward elimi-
nating not only barriers to the establishment of new businesses and
allowing for the continued entry of rivals but also barriers to the
ongoing challenges that businesses face behind the border on a day-
to-day basis. Reducing so-called administrative barriers for business
start-ups and postestablishment operations were important “first gen-
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eration” reforms. To a large extent, the most egregious of these barri-
ers are being dealt with in many of the Region’s countries. Some of
them are now in need of “second-generation” reforms—ones that
deal with the more underlying and complex challenges in the
national economies of reducing barriers to entry and exit and of
enhancing competition. Although an increasing number of the
Region’s countries have sound competition laws, widespread enforce-
ment of these instruments is weak. Competition policy agencies in
every country should have sufficient competencies to assess and
penalize dominant firm structures and behavior, as well as other
forms of restrictive business practices that harm competition. Of
course, such agencies also must have the political “teeth” to make a
difference; this means that strong political buy-in by the highest
authorities is likely to be required.

On the exit side, the restructuring or liquidation of large loss-mak-
ing enterprises that take up resources and economic space has not
been facilitated sufficiently, in large part because vested interests
stand to lose. Hardening budget constraints through the elimination
of arrears and subsidies to businesses will go a long way toward ensur-
ing that exit barriers are lowered. At the same time, developing an
effective bankruptcy process and associated institutions, including
courts staffed by competent judges and a pool of trained trustees, is
essential. Taken together, such measures will improve the competi-
tiveness of viable firms while exposing businesses that are no longer
commercially viable and will provide mechanisms to reallocate
resources—both capital and human—to higher values in use.

Only a relatively limited number of the Region’s governments sys-
temically extend preferential treatment to select market participants
to help promote the growth of exports through special zones as part
of an industrial policy. Nevertheless, where they exist, such schemes
may undermine rather than enhance the competitive nature of these
economies’ markets, and they can distort the extent and pattern of a
country’s international integration. Indeed, on net, the positive ben-
efits to the domestic economy from the establishment of export pro-
cessing zones in the Region’s countries are of dubious size. Existing
schemes should either be phased out in accordance with a time-
bound schedule or generalized to a/l sectors of the economy and to
firms of all ownership forms.

Related to the issue of industrial policy is the way in which many
of the Region’s governments conduct their public procurement with,
and grant contracts to, the “outside” business world. Adherence to
WTO-based rules regarding government procurement—which pro-
vide for open competition, transparent procedures, and nondiscrimi-
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natory treatment to domestic and foreign firms alike—can be an
important reform in minimizing existing distortions in trade in the
Region and realizing the domestic benefits that can come from inter-
national integration.

Throughout much of the Region there is a lack of, or very weak,
security in property rights. Businesses—not only domestic but also
foreign—have resorted to extralegal methods to get around this
obstacle, but in so doing lose efficiency in the transaction process and
ultimately divert resources from more productive activities. While
some progress has been made in some of the Region’s countries
regarding the establishment of relatively effective, market-based legal
institutions that protect property rights and facilitate resolution of
commercial disputes, in many countries these are major unfinished
reform agenda items and the “Achilles heel” of the transition. Effi-
cient settlement of commercial disputes is generally limited by
lengthy procedures, lack of qualified and independent judges, and
poor enforcement mechanisms. In addition, effective alternative out-
of-court administrative channels for dispute resolution—such as the
use of arbitration—do not effectively exist in many of the countries.
Policies that provide for the simplification and cost reduction of for-
mal legal procedures, as well as the establishment of out-of-court
mechanisms for dispute resolution, will strengthen contract sanctity
and improve the level of confidence that traders have in the business
environment of the Region.

Finally, improving the quality of institutions to strengthen gover-
nance and reduce incentives for corruption is a critical component of
the domestic reforms needed to deepen the international integration
of the Region’s countries. This will require greater transparency and
accountability of public officials” conduct, a reorientation of the pub-
lic sector incentive framework—for example, through civil service
and public administration reform—and establishment of a stronger
system of checks and balances.

Annex: BEEPS Dataset

The EBRD-World Bank BEEPS instrument was developed to study
the environment in which businesses in 26 countries of Eastern
Europe and the Former Soviet Union operate. Close to 6,700 firms
from the Region took part in the survey in 2002. The firms operate in
industrial sectors such as mining and quarrying, construction, and
manufacturing or are active in services such as transportation, stor-
age, communications, wholesale trade, retail trade, repairs, real
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estate, renting, business services, hotels, restaurants, or other. With
regard to firm size, the survey instrument was designed so that there
is an intended overrepresentation of smaller firms in all 26 countries.
With regard to vintage and ownership, the respondents were chosen
to match sample quotas, so that state-owned firms, privatized firms,
and newly established firms are interviewed in each country. For a
complete description of the BEEPS dataset and survey methodology,
see http://info.worldbank.org/governance/beeps2002.

A major caveat of the survey is that the sample of firms interviewed
across the 26 countries is not representative of each national econ-
omy. Instead, the samples are stratified to cover firms with different
characteristics within a country. This allows us to make comparisons
among different firm characteristics. Annex table 4.1 summarizes the
sample structure of the survey.

ANNEX TABLE 4.1
BEEPS2 Sample Structure
BEEPS2 sample Number of firms
Industry
Mining and quarrying 78
Construction 808
Manufacturing 1,685
Services
Transport, storage, communications 524
Wholesale, retail, repairs 2,027
Real estate and business service 675
Hotels and restaurants 457
Other services 13
Size (number of employees)
Small (2-49) 4,499
Medium (50-249) 1,248
Large (250-9,999) 920
Ownership
State-owned 998
Privatized SOE 1,074
De novo 4174
Foreign 365
Other 56
Vintage
Oldest 1,800
Youngest 1,999
Average age 1,987
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CHAPTER 5

Trade Facilitation:

Challenges and Opportunities
in Eastern Europe and

the Former Soviet Union

Introduction

The traditional definition of “trade facilitation” centered on ways to
achieve lower international transport costs. In modern commerce,
however, a broader definition is required. In addition to lowered
transport costs, facilitating trade today also involves improved effi-
ciency in logistics at ports and customs through greater transparency;
through ensuring that operational decisions are rules-based (rather
than discretionary); and through the use of advances in technology
(including, but not limited to, information technology), among other
things. In addition, modern trade facilitation also includes stream-
lined regulatory environments, deeper harmonization of standards,
and conformance to international norms so that overall transactions
costs are lowered (Wilson, Luo, and Broadman 2004; Wilson, Mann,
and Otsuki 2004).

Security protocols are also at the forefront of today’s policy discus-
sions on trade facilitation, given the growing international security
focus in the post-September 11 era. Trade-facilitation rules, especially
those applied to transport and border clearance regulations, are also
being negotiated at the WTO, as part of the Doha Development
Agenda. It is in this broad context that trade facilitation in the coun-
tries of the Region should be viewed.

225
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While transport costs remain a core element driving trade logistics
costs, there are also broader, interrelated elements that must be con-
sidered in strategic reform and development-assistance initiatives for
trade facilitation for the Region. Indeed, reducing the behind-the-
border barriers associated with achieving the goal of lowering overall
transactions costs through domestic reforms is increasingly at the cen-
ter of the Region’s policy deliberations on trade facilitation. Thus,
many of the Region’s countries are faced with the wider challenge of
facilitating trade through moving goods through ports more effi-
ciently, streamlining the movement of documentation, enhancing
the professionalism of customs officials, harmonizing product and
technical standards with international or regional regulations, and
strengthening the integration of new technologies into the transport
and communications infrastructure.

Meeting this set of challenges systematically places enormous
importance on the need for well-designed capacity-building initia-
tives and informed choices on priorities. Accordingly, as countries in
the Region and in the international donor community decide on how
to best deploy resources, a critical policy question arises: what are the
impacts of various improvements in trade facilitation on trade flows
and, in turn, on economic development? This drives the need for
empirical analysis of the linkages between reforms in trade facilita-
tion and greater trade flows and international integration. To this
end, this chapter assesses the constraints in modern trade logistics
and facilitation in the Region and presents empirical estimates of how
strengthening capacity in these areas could enhance the Region’s
international trade flows.

The next section describes in detail the heterogeneous conditions
of the Region’s trade-facilitation infrastructure and institutions,
highlighting four dimensions—customs, ports and transport, tech-
nical standards and regulation, and information technology. The
assessment is organized around five country groupings of the
Region—the EU-8, Southeastern Europe, Central Asia, the Cauca-
sus, and Russia and the remaining CIS members—Belarus,
Moldova, and Ukraine. The section concludes by summarizing how
each country grouping is impacted by weak capacity in each of the
dimensions of trade facilitation examined, indicating the particular
challenges to reform.

This assessment sets the stage for the empirical analysis presented
in the subsequent section. The analysis estimates—through a simula-
tion exercise—the gains to trade that could come about if particular
improvements were made in the four dimensions of trade-facilitation
infrastructure and institutions, providing a means for assessing where
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the largest payoffs among various reforms are likely to be found. It
also compares how such gains in the Region stack up against gains
that would be realized elsewhere in the world if similar improve-
ments were made.

The chapter concludes with recommendations for reform by pol-
icy makers.

A number of central themes are reflected throughout the chap-
ter. In particular, the analysis suggests that understanding the
prospects for improving trade facilitation in the Region requires a
reorientation of perspectives that more fully considers the specifics
of widely differing country and sub-Regional characteristics. In
addition, the evidence suggests that trade facilitation and modern
commerce driving economic integration at the sub-Regional level
should indeed be viewed in a broader context than has been the
case in the past. Initiatives to lower transactions costs through
improved transportation systems and deregulation of transport
remain critical. However, policy reform and infrastructure upgrades
in standards, ports, customs, and information technology must also
be included. Taken together, the analysis suggests that a more com-
prehensive approach for capacity building in trade facilitation than
has been used to date will be needed.

Trade-Facilitation Conditions across the Region

The variation in current economic conditions and poverty levels
across the Region’s countries—along with different benchmarks of
performance and readiness for reform in trade-related areas—most
certainly constitutes the major factors affecting the current conditions
of, and priorities for reform of, trade facilitation. While sub-Regional
cooperation is one important element of economic integration and
trade competitiveness, the Region is shaped by different economic,
geographical, and political factors. The result is that each country in
the Region has different levels of capacity in trade facilitation. While
some countries, especially those in the EU-8, are moving toward gen-
uine global integration, others, such as the countries in SEE and the
Caucasus, still confront long-lasting conflicts and political tensions
that clearly hinder trade and economic integration. The landlocked
Central Asian countries, in contrast, are affected in a significant man-
ner by the continued constraints of geography and a lack of harmo-
nized border and customs clearance regimes. Thus, in analyzing how
important trade-facilitation barriers are to the Region’s economic
prospects, it is important to capture their variation at the sub-Regional
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level. In assessing these barriers across the sub-Regions, we concen-
trate on four factors:

e Customs and border crossings
e Key challenges for the port and transport sector

e Challenges related to standards, technical barriers, and regulatory
policy

¢ Development of information technology infrastructure.

Central Asia

Geography constitutes a major obstacle to the trade and export com-
petitiveness of Central Asia. The Karakum Desert alone, for example,
occupies about 70 percent of the land area of Turkmenistan. More-
over, most of the land in western Kazakhstan and Uzbekistan is also
covered with deserts. This feature clearly makes the development of
transport networks in these countries difficult. In addition, most of the
sub-Region’s border areas are extremely mountainous. The Tian Shan
Mountain, with a peak of 7,439 meters, is part of the border between
Kazakhstan and the Kyrgyz Republic. There are a limited number of
transport corridors, which drives up the cost of transporting goods to
export markets. All of the Central Asian countries are landlocked and
far from seaports that would connect their economies to major global
markets. The shortest route to the sea from much of Central Asia is the
Afghanistan route to Karachi, via Quetta (World Bank 2004n). Table
5.1 shows the distance to seaports by roads in Central Asia.

Long distances to export markets and transit routes translate into
high trade transactions costs in Central Asia (see figure 5.1 for a sam-

TABLE 5.1
Central Asian Republics: Sea Access by Road
Kilometers
From To Karachi
Bandar Abbas Afghanistan Afghanistan
Route Turkmenistan® I I e Quetta Peshawar
Almaty 3,600 4,610 4,020 3810 3,380 4,010
Tashkent 2,730 3,730 3175 2,930 2,720 3,345
Dushanbe 2,940 3,370 2,790 2,680 2,040 2,660
Bishkek 3,270 4,330 3,750 3,530 3,100 3,730

Source: \World Bank 2004n.

Note: a. Route | via Kabul, Kandahar, Herat.
b. Route Il via Kabul, Kandahar, Delaram, Zaranj.
¢. Route Il via Meymaneh, Herat, Delaram, Zaranj.
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ple of land transit costs in Central Asia). Landlocked countries are
highly dependent upon the state of transport infrastructure and bor-
der clearance regulations in transit neighbors. Political relations with
transit neighbors are also critical to facilitate the movement of goods.
The most striking example of obstacles to trade in the region is Uzbek-
istan. This is a double-landlocked country: it shares a border with
Afghanistan, where infrastructure is extremely poor. It also faces
political tension with neighbors in Kazakhstan, the Kyrgyz Republic,
Tajikistan, and Turkmenistan (Faye et al. 2004). A lack of safe access
to transit routes and poorly developed infrastructure significantly
constrain trade activities.

Historical factors also help to explain the low levels of trade and
transport facilitation in Central Asia. For example, the collapse of the
Former Soviet Union (FSU) continues to affect security in border
regions. When the former republics became independent, their
national borders were not based on ethnic or political groups, but
rather on administrative boundaries. Regulations were not harmo-
nized, and nontariff barriers were raised across the region. This has
resulted in a number of border disputes. Moreover, the former
republics protect border areas with landmines and physical barri-
cades. This imposes high risks on traders crossing borders and dis-
courages trade. Furthermore, under the Soviet regime, the purpose of
the railway networks was to link the former republics to Russia,
which lies north of the region. Railway networks in Central Asia are,
therefore, extended in a north-south direction that leaves links
among the Central Asian countries and other neighbors, including

FIGURE 5.1

Land Transit Costs in Central Asia
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TABLE 5.2

Afghanistan, China, and Iran, largely underdeveloped. The legacy of
the USSR, among other factors, has clearly contributed to Central
Asia’s lagging behind other subregions in accelerating trade and eco-
nomic progress.

Central Asian customs and border crossings. New border and customs-
clearance regimes were established in Central Asia after independ-
ence. Efforts have been made to improve customs administration in
the region. The Transport Corridor Europe-Caucasus-Asia (TRACECA)
project is focused on harmonization of border-crossing procedures and
documents. New customs standards are being developed based on the
Russian model and using international best practices, such as con-
formity with the Revised Kyoto Convention, compliance with WTO
standards, and elements of risk management. The introduction of new
standards has largely been completed in Kazakhstan, Turkmenistan,
and Uzbekistan, and is in progress in the Kyrgyz Republic and Tajik-
istan (World Bank 20040). Customs clearance in Central Asia is less
efficient, however, than the Southeast European average, for exam-
ple. While the SEE average is one-to-three hours to clear goods at
inland terminals, it is estimated to take one day in Kazakhstan, three-
to-four hours in the Kyrgyz Republic, and three hours in Tajikistan
(see table 5.2).

Delays in customs clearance are mainly the result of the follow-
ing problems:

Time Taken to Clear Goods at Selected Inland Terminals

Official estimated

Southeastern Europe

average Indicator Remarks benchmark
Kazakhstan 1 day 85 percent cleared Traders estimate 48 hours. Average: 2 hours
inunder 1 day (maximum 3 hours,
minimum 1 hour), based on
total time for release
Uzbekistan 2-3 hours, can be as Traders estimate between 24 and

Kyrgyz Republic
Tajikistan

Turkmenistan

short as 20-30 minutes
3-4 hours
3 hours

n.a.

Maximum 10 days

48 hours, up to 1 week.

Traders estimate between 4 and 5 days.
A'legal provision limits clearance to less
than 10 days. Traders estimate 2 hours
for diplomatic consignments, and 1 day
on average for normal shipments.

Traders estimate 1-2 hours for diplomatic
consignments, and 1 day on average for
normal shipments (depending on
completeness of the documentation).

Source: World Bank 20040.

Note: n.a. = not available.
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e Uncertainty remains about implementation of new customs codes
and standards for measuring the value of imported goods.

e Customs clearance processes require an excessive number of doc-
uments (in Tajikistan, for example, customs procedures require up
to 18 accompanying documents, forms, certificates, and applica-
tions, issued by different agencies [World Bank 20040]).

e Border posts are often too far to be convenient for traders.

¢ There is lack of cooperation among border agencies, including cus-
toms, border policy, road traffic policy, and transport inspectorate
agencies.

e There is a lack of capacity to fully utilize information technology in
customs administration.

Key challenges for Central Asia’s transport sector. Rail is the most domi-
nant mode of transport in the sub-Region, accounting for more than
75 percent of all freight and a high percentage of intercity passenger
transport (ADB 2004). The railway network in place in the FSU is rel-
atively well developed (see table 5.3). Compared with road transport,
moving goods—particularly products in bulk cargoes—via railway
networks is more efficient. These goods include metals, coal, cotton,
grain, oil, and oil products. Among the five Central Asian countries,
Kazakhstan has the highest labor productivity per traffic unit.

The road sector provides a more extensive network than that pro-
vided by railways. The majority of roads in Central Asia are paved.
Figure 5.2 shows that the percentage of paved roads in Central Asia is

TABLE 5.3
Central Asia Railways, 2002
Labor
productivity
Total Double- Freight Total traffic
route tracked | Electrified [netton-km| pass-km | No. of units
Railways length (km) |  (km) (km) [ (millions) | (millions) | staff | (tkm+pkm/staff)
Kazakhstan 13,600 — 5,800 133088 | 10449 | 113,688 1,263
Kyrgyz Rep. 428 108 — 395 43 4,960 88
Tajikistan 547 — — 1,085 Iy 6,013 187
Turkmenistan 2,554 345 — 7476 1,127 | 15,932 540
Uzbekistan 3,645 — 609 18,428 2018 | 41913 488
Total 20,774 160,472 | 13678 | 182,506 954

Source: World Bank 20040, based on UN Economic Commission for Europe 2002.

Note: Turkmenistan data are for 2003.
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FIGURE 5.2
Paved Roads
Percentage of total roads, 1999

100 1
90

| 897 91 873 873
81.2

80 743
70
60
50 1 426
40 1
20
2 -

10

[] B

Kazakhstan ~ Kyrgyz Rep. Turkmenistan ~ Uzbekistan ~ Average Region  Landlocked low-
Central Asia  average  income & lower-
middle-income

countries

Source: Calculated from World Bank 2005i.

higher than the Region’s average and higher than the average for the
countries with the same income level.! The World Bank (20040)
reports that the current road network is largely sufficient to meet the
needs of users.

Over the past decade, efforts to expand both road and rail net-
works in this sub-Region have met with demonstrated success and
have had subsequent impact on lowering transactions costs for firms.
For instance, a railway link between Turkmenistan and Iran was
opened in 1996. In April 1997, China, the Kyrgyz Republic, and
Uzbekistan agreed to reconstruct railways and road links from Ardi-
jan-Osh-Kashgar. China and the Kyrgyz Republic have also agreed to
open the Irkashtan Pass. Moreover, in 2001, the first consignment of
cargo from Turkmenistan to Afghanistan was sent by rail that links
Turkmenabat and Atamyrat. The Asian Development Bank has initi-
ated the Almaty-Bishek Regional Road Rehabilitation project with
Kazakhstan and the Kyrgyz Republic. The road is at a cross-link
between the corridors that connect the Far East with Europe and Fer-
gana Valley with Russia, and the completed project is expected to be
of significant benefit to the region (ADB 2001).

Despite recent progress, major challenges for Central Asia still
include extending transport networks to neighboring countries. Most
goods shipped by rail and road travel between Central Asia, Russia,
and Belarus. Figure 5.3 shows that 35 percent of imports carried by
rail and roads are from Central Asian Republics (CARs) and 46 per-
cent are from Russia and Belarus. Figure 5.4 indicates that exports
carried by rail and roads in 2002 were mostly directed to Russia-
Belarus (62 percent), following the Central Asian Republics (11 per-
cent). Moreover, despite the sub-Region’s borders with China, the
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FIGURE 5.3
Origin of Imports Carried by Rail and Roads, 2002
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share of foreign trade by rail and roads to rapidly expanding Chinese
markets is extremely limited. This results in part from the fact that
transport links to China are limited, particularly those involving rail.
There is one rail corridor connecting the CARs with China, and all
trade must pass through the Druzba-Ala Pass at the Kazakhstan-
China border (ADB 2004). This highlights the need to invest in road
and other transport infrastructure to extend east-west trade routes.

FIGURE 5.4
Destination of Exports Carried by Rail and Roads, 2002
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There is a clear need to build new transport networks and upgrade
roads and railways that link Central Asian countries to Russia. This is
especially true given that Russia remains the top export partner for
Central Asian countries (see chapter 2). The railway network has
deteriorated, in part because of maintenance backlogs, an aging loco-
motive fleet consisting of units that lack many of the efficiencies of
modern stock, and emerging shortages of freight wagons of various
kinds. Furthermore, the road network in the region is poorly man-
aged because of a limited maintenance budget. In addition, there is
limited use of new technologies and new techniques—that could
reduce costs—in road construction and maintenance.

With respect to transport services, the freight-forwarding business
in Central Asia is not reliable, and transport regulations are not ade-
quately developed to meet current business needs. Foreign traders do
not trust the domestic freight-forwarding companies. This is true, in
part, because domestic companies do not provide consignment-track-
ing services, among other reasons. Moreover, the technical standards
for roads continue to be based on FSU specifications and therefore are
not adequate for today’s traffic volume. In Kazakhstan, problems with
the legal and regulatory framework in the transport sector are either
gaps or overlaps in regulations and inadequate allocation of responsi-
bilities for enforcement (World Bank 2005h). Harmonization of exist-
ing regulations and rules in the region is an urgent agenda item.
Harmonized rules with regard to axle-load, transit, and the introduc-
tion of IT, among others, would “considerably lower transport and
transit cost and time” (UNESCO 2002). Private participation in infra-
structure sectors, including ports, railways, and roads, is almost non-
existent in Central Asia, except for a small amount of private sector
participation in the railway sector in Kazakhstan (EBRD 2004c).

The information technology infrastructure in Central Asia. Given that Cen-
tral Asian countries are landlocked, the development of information
technology infrastructure and expansion of e-commerce could help
overcome geographic boundaries. Government regulation, among
other factors, is clearly limiting expansion of Internet access. Figure
5.5 shows that private sector participation in fixed-line telephone ser-
vice is almost nonexistent. Mobile telephone service has been priva-
tized, yet it remains extremely costly, and access is limited because of
the limited number of providers. In Turkmenistan, for example, there
is only one mobile telephone service provider, and it has a poor
mobile telephone network (U.K. Trade & Investment 2003). In
Uzbekistan, Internet service providers are monitored and under strict
government controls, which chills commercial activity. In addition,
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FIGURE 5.5
Private Participation in the Telecommunications Sector, 2004
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There are only small levels of activity in the mobile sector in Tajikistan and Turkmenistan.

unreliable infrastructure and high dial-up costs contribute to a low
rate of Internet use in the country (EIU 2004).

Information infrastructure in Central Asia is in general not devel-
oped enough to support e-commerce. Figure 5.6 shows the numbers
of telephone mainlines in each Central Asian country, in comparison
with the overall Region and the countries with the same income level
(for example, “L & LM,” or low-income and lower-middle-income
countries).2 The number of telephone mainlines in Central Asia is
greater than the average for the same income group. Compared with
the average for the Region, however, the number is significantly
lower. The number of Internet users in Central Asia is limited. Figure
5.7 shows that the number of Internet hosts is strikingly small. Phys-

FIGURE 5.6
Telephone Main Lines
Per 100 People, 2003
70.0 1 65.0
60.0 1
50.0 1
40.0
300 A 228
200 1 130
100 4 78 77 27 67 78
‘Tl m m 2 = =
Kazakhstan ~ Kyrgyz Turkmenistan Tajikistan ~ Uzbekistan ~ Region Central L&LM
Rep. average Asia average
income (2001)

Source: International Telecommunications Union 2004.

Note: "L & LM" = low-income and lower-middle-income countries.



236 From Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in International Trade

FIGURE 5.7

Internet Hosts
Per 10,000 People, 2003
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ical investment in information technology and communications
infrastructure—along with the liberalizing of services—will be a cru-
cial part of the overall objectives for trade facilitation and lowering
transaction costs in the Region.?

The Caucasus

Customs and border crossings in the Caucasus. Continued conflict and ten-
sions in the Caucasus are reflected in problems in customs regimes
and clearance procedures in these countries. Because of the Nagorny-
Karabakh conflict between Armenia and Azerbaijan, for example,
there is no trade between these two countries, aside from informally
traded energy, agriculture, and consumption goods. The border
between Armenia and Turkey is officially closed because of the Turk-
ish-Armenian conflict from the World War I period. These conflicts
affect the confidence of shippers in using transport routes, and closed
borders distort trade patterns by blocking the most efficient trading
routes in the region. The Caucasus are more likely to trade with polit-
ically friendly neighbors, while they undertrade with hostile neigh-
bors. In an effort to facilitate trade in the Caucasus, a peace settlement
and a reopening of borders are priorities.

Recent analysis of the potential impact on trade costs of restoring
borders and transport networks resulting from peace agreements in
the Caucasus provides insight into the benetfits that would derive from
reform driven by regional cooperation and integration. For example,
Polyakov (2001) finds that opening borders would result in significant
savings in transport logistics costs. If peace agreements were con-
cluded, transportation savings for Armenia would amount to $6.4 mil-
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lion-$8.4 million. For Azerbaijan, total savings would range between
$0.7 million and 1.8 million. Georgia would have a total savings of
$1.9 million, though it would lose transit revenues by $5.6 mil-
lion-$7.4 million. Another study shows that if the Armenian-Turkish
borders were opened, transport costs to ship one TEU (“twenty-foot
equivalent unit,” taken to mean a twenty-foot container) between
Poti and Yereven would drop by 30-50 percent, or $450-$750 (World
Bank 2000d). In sum, if conflicts were resolved and regional coopera-
tion achieved, trade-facilitation measures would be a driving force for
trade expansion in the Caucasus. This would also necessarily include
reducing regulatory barriers, strengthening institutional frameworks,
and improving infrastructure and transport networks.

Table 5.4 shows the basic productivity ratios of customs procedures
in the Caucasus compared with those of Southeastern Europe. While
the average number of declarations per staff in SEE is 250, it is 40-45
in the Caucasus. Compared with the SEE average, cost per declara-
tion is twice as high in Georgia and Azerbaijan, and 1.8 times higher
in Armenia. Among the Caucasus countries, Armenian customs lag
behind those in Georgia and Azerbaijan in customs efficiency, espe-
cially in rail and road network.

The major problems common to all Caucasus countries include
(1) a lack of regional harmonization of customs practices, (2) limited
transparency in clearance regulations and procedures and problems
with corruption, and (3) limited application of information technol-
ogy in border clearance systems. Among these problems, corruption
and the imposition of unofficial fees at the border are most fre-
quently reported by the private sector as the most serious issues. For
example, on the rail system from Armenia to Georgia, unofficial fees
account for approximately 6-13 percent of the total cost of transport

TABLE 5.4
Customs Productivity in the Caucasus Compared with Southeastern
Europe

Southeastern Europe
Armenia | Georgia | Azerbaijan | Average | Minimum | Maximum

Revenue collected/customs staff ($) | 188,047 | 94,650 | 113,019 |308,668 | 85597 745,548
Total customs cost/

revenue collected 1.1% 2.9% 2.3% 1.5% 1.2% 5.8%
Salaries/revenue collected 0.6% 1.2% 0.8% 0.9% 0.5% 2.6%
Trade volume/staff (§ millions) 12 0.78 24 2.8 1.1 12
Declarations/staff 40 45 44 250 80 422
Cost per declaration ($) 50 61 59 28 11 49
Average monthly staff cost (§) 81 91 73 362 194 751

Sources: National customs administrations and World Bank calculations cited in World Bank 2003f.
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(Molnar and Ojala 2003). A typical container shipment by truck
from Thilisi to Rotterdam is subject to unofficial payment costs total-
ing 7-40 percent of the total logistics cost, with customs clearance
being the most significant element.

In addition, information technology systems need to be adopted to
raise the efficiency of customs administrations. In Georgia, the Auto-
mated System for Customs Data (ASYCUDA) has been used since
June 1998, and now more than 60 percent of customs declarations
are cleared through ASYCUDA. The system is available, however,
only at the Lilo terminal. In Azerbaijan, there is no national computer
network similar to ASYCUDA in operation. It is also reported that the
country lacks sufficient computer facilities at border-crossing points.
Armenia, however, has made progress relative to other countries in
the region. ASYCUDA was deployed in 1996 and has been imple-
mented at all border-crossing points in the country.

The Caucasus’ port and transport infrastructure. Ports in the Caucasus
provide the shortest routes between Europe and Central Asia. The
major two Black Sea ports are Batumi and Poti in Georgia, and the
two major Caspian Sea ports are Baku and Dyubendi in Azerbaijan.
Traffic at the port of Poti has been growing rapidly. In the first six
months of 2004, the port handled 39 more vessels than in the same
period in 2003, and the total throughput increased by 42 percent
(Port of Poti Web site). Links from Batumi and Poti are being devel-
oped with other Black Sea ports, including Ilyichevsk (Ukraine), Con-
stanza (Romania), and Burgas and Varna (Bulgaria). Another
important port is Baku in Azerbaijan, which handles ferry cargo, dry
cargo, and oil. The ports are fully privatized in Armenia, while they
are highly controlled by the government in Georgia and Azerbaijan.

Rail and road networks are also crucial in attaining the shortest
route for moving goods across the Caucasus. This is especially impor-
tant for Armenia, which is landlocked. The recent development of the
new Silk Road and the Trans-Caucasian railway as a part of the
TRACECA project will be important for the sub-Region. Once these
projects are completed, a railway will link the ancient Silk Road from
the Chinese port of Lianyungang on the Yellow Sea to the ports of
Poti and Batumi—and then with Western Europe.

Despite the importance of inland transport, infrastructure systems
in the entire Caucasus region require modernization. Most of the rail
track and rolling stock in Azerbaijan are in need of repair or replace-
ment. Rail and road links from Georgia to Armenia, which account
for 70 percent of Armenian trade, are in poor condition as a result of
major delays in maintenance. Despite financial support from the EU
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and other donors to rehabilitate infrastructure, because of limited
funds and a lack of long-term budget planning, problems remain.

Another factor affecting the transport sector is the lack of harmo-
nized and cost-effective transport regulations and duties. All Cauca-
sus countries apply road transport quotas that, for example, limit the
annual number of vehicles allowed to enter or pass through their ter-
ritory. Armenia and Georgia impose high transit fees on foreign vehi-
cles, while Azerbaijan does not. In October 2000, it cost the
equivalent of $245 in local currency for a truck with a capacity of
10-20 tons to transit across Georgia, and the equivalent of $197 for a
similar vehicle to transit across Azerbaijan (Polyakov 2001). With
respect to railway tariffs, Georgia and Azerbaijan are under an agree-
ment that allows a 50 percent tariff reduction for all goods traveling
within member countries. Armenia, on the other hand, is not under
this agreement. These differences in regulations reduce railway ship-
ments across borders throughout the Caucasus region.

Development of information technology infrastructure in the Caucasus. Once
borders are reopened and transport networks are restored, informa-
tion technology would allow the Caucasus to expand markets in a sig-
nificant way. This does not imply a compelling need in the short run
for advanced information technology, but rather for basic infrastruc-
ture upgrades in telecommunications via expanded landline tele-
phones. The number of telephone lines in the Caucasus is below the
Region’s average, as are the number of Internet hosts (see figures 5.8
and 5.9). The extent of private ownership in telecommunications ser-
vices varies widely in the Caucasus. Armenia has fully privatized fixed-
line and mobile telephone services. In Georgia and Azerbaijan, the
governments have strong control over fixed-line telephone service.

The EU-8

From the first day of their membership in the EU—May 1, 2004—the
EU-8 countries have been required to apply the common EU legal
framework, the acquis communitaire, this includes, of course, the chap-
ters concerning customs administration, port and transport policy,
standards and technical regulations, and IT policy. As far back as 1998,
the then-existing EU members initiated a program of policy advice,
technical assistance, and investment in the EU-8 countries so as to
facilitate prospective entry into the Union.

Customs and border crossings in the EU-8. In fulfilling the customs reform
requirements of the acquis, the EU-8 countries’ administration of cus-
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FIGURE 5.8

Telephone Lines in the Caucasus
Per 100 People, 2003
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FIGURE 5.9

Internet Hosts in the Caucasus
Per 10,000 People, 2003
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toms has been greatly simplified. Much of customs clearance work
has “disappeared” in intra-EU trade (World Bank 20040). Further-
more, the adoption of new information technology systems has
increased efficiency in customs procedures. For example, Estonia,
Latvia, Lithuania, and the Slovak Republic have adopted ASYCUDA.

However, although customs procedures in intra-EU trade have
improved, problems remain at the EU’s “new” external borders. The
enlargement of the EU means that the EU-8 countries are now
responsible for part of the external EU borders with Russia and
Belarus. At the Russian border, there are administrative problems
with goods inspections and border crossings, leading to excessive
delays at the border-crossing points. At the border-crossing points
between Belarus and Lithuania (at Medininku and Salcininku), cor-
ruption is a major, well-documented problem. Unofficial payments of
up to $500 per transit are required, and shipments are sometimes
stopped and even confiscated for undisclosed reasons (World Bank
2005g). Although the routes via border-crossing points through
Belarus are the shortest for Lithuanian exports to Russia, the unoffi-
cial payments demanded discourage traders from using these routes.
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The EU-8’s port and transport infrastructure. The EU-8 have clearly
improved their port management and efficiency over the past two
decades. According to a Trade and Transport Facilitation Audit, ports
in the Baltic states are generally considered to be very profitable. Ports
operate 24 hours a day, 7 days a week, and docking and dwell times
at ports do not normally hinder trade (World Bank 2005g). A num-
ber of ports in the EU-8 countries have improved service quality, as
well. The Port of Koper is the only international cargo port in Slove-
nia; it provides the shortest link for traders to the Mediterranean, and
via the Suez Canal, to the Middle and the Far East. The port has
attained ISO 9001 certification.* Another example of reform is the
Klaipeda Port in Lithuania. The port has become more competitive,
with longer breakwaters, dredged and widened port waters, and an
entrance channel that have allowed the port to accept larger vessels.
This has increased the turnover of cargo handled and the number of
new jobs.

Nevertheless, there remains a need to expand the adoption of infor-
mation technology in EU-8 port management to build on progress
achieved. In Estonia, for example, many port users complain that port
authorities have not taken IT system development seriously enough
(World Bank 20040). Latvia’s largest cargo port at Tiga is behind in
adopting Electronic Data Interchange (EDI). Shippers and agents con-
sider the use of EDI to be a top priority in port development.

Continued progress toward privatization of port operations is an
important component of ongoing reform in the EU-8.> As figure 5.10
illustrates, private participation in ports and airports remains limited
in many of these countries. Even in cases where there has been pri-
vate participation in port management, the presence of domestic
companies in management and service provision remains limited. In
the Baltics, for example, even though transit of oil and oil products
constitutes a significant portion of the business in ports, virtually
none of this trade is carried by Baltic shipping companies (World
Bank 2005g).

As in the case of ports, much remains in achieving liberalization of
the transport sector. With respect to rail transport, privatization pro-
grams are under way in the Czech Republic, Hungary, Latvia, and
Poland. Estonia has fully privatized its railway service (see figure
5.11). The EU-8 countries as a group, however, still lag behind the EU
average. The Rail Liberalization Index 2004 classifies EU countries
into three groups by the degree of market liberalization in the rail sec-
tor: (1) on schedule, (2) delayed, and (3) pending departure (see fig-
ure 5.12). None of the EU-8 countries are classified as “on schedule.”
The Czech Republic, Hungary, Latvia, Poland, the Slovak Republic,
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FIGURE 5.10
Private Participation in Ports and Airports Sector, 2004
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and Slovenia are classified as “delayed.” The index categorizes Estonia
and Lithuania as “pending departure.” In these countries, the liberal-
ization process, from an overall perspective, is practically nonexistent
(IBM Business Consulting Services 2004).

EU-8 standards and technical regulations. Eliminating technical barriers
to trade (TBT) is the key to further integrating the EU-8 into the EU
market, where tariffs and nontariff barriers have already been sub-
stantially removed. Firms perceive that technical regulations are more
important in exporting to the EU than in exporting to other industrial
countries, including the United States, Canada, and Japan (see figure
5.13). For the purpose of harmonizing technical standards, the EU
has developed a new approach that streamlines technical harmoniza-
tion and the development of standards for certain product groups.®
Where technical standards are not harmonized, the EU applies a
mutual recognition principle. This provides for free movement of
goods and services without the need to harmonize member countries’
national legislation, by allowing goods that are lawfully produced in
one member country to be sold in any other member countries where
technical or quality specifications may be different from those of the
exporting country. Most of the EU-8 countries have aligned their
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FIGURE 5.11
Private Participation in Transport Sector, 2004
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FIGURE 5.12
Rail Liberalization Index, 2004
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FIGURE 5.13
Importance of Technical Regulations in Exporting to the EU, the United
States, Canada, and Japan
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national legislation with the acquis.” While this facilitates the access of
the EU-8 products to the EU single market, it is important to note that
the EU standards may differ from those of other countries. For
instance, the EU standards are different from the U.S. standards.
Firms in the EU-8 still have to pay costs arising from TBT that exist
between the EU and the United States.

Development of information technology infrastructure in the EU-8. All of the
EU-8 countries have more highly developed telecommunications
infrastructures than the average for the Region (see figures 5.14 and
5.15). This is partly the result of the numerous investments from the
EU community and other donor agencies. For instance, the Slovak
Republic increased its number of installed telephone lines from
935,000 in 1992 to more than 2,070,000 in June 2000, and the num-
ber of working lines from 821,000 in 1992 to more than 1,730,000 as
of June 2000. Figure 5.16 shows that Slovenia and the Czech Repub-
lic lag behind in liberalizing telecommunications service while other
countries have fully privatized it.

Southeastern Europe

Longstanding and continued ethnic conflicts have severely affected
trade and investment prospects in SEE (see Broadman et al. 2004).
Over the course of the transition, the breakup of the Former Repub-
lic of Yugoslavia and war in Kosovo have contributed to significant
destruction of trade-related infrastructure, which has critically
affected trade flows within the sub-Region. Damaged transport routes
also contributed to a rapid decline in the use of transit routes across
SEE. Before the war, traders between Turkey and Europe used road
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FIGURE 5.14

Telephone Lines in the EU-8
Per 100 people, 2003
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FIGURE 5.15
Internet Hosts in the EU-8
Per 10,000 people, 2003
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transport through the former Yugoslavia. More recently, an estimated
30 percent of Turkish trucks completely bypass the sub-Region, using
Ro-Ro ferries between Turkey and Italy (World Bank 2002c).

The role of international donors’ investment and capacity-building
programs has been crucial in reconstructing SEE (see box 5.1). The
EU development programs and assistance have been dominant,
because the EU is the major trading partner for most of SEE and long-
term plans for EU accession by the countries continue.® The EU’s
Phare Program provides preaccession support in areas including
transport infrastructure; the EU’s Stabilization Association Agree-
ments help reduce the complexity of logistics systems and improve
transparency in customs; and through the Stability Pact, the EU, along
with other donors, has set in place a political-economic framework
that seeks to enhance democracy, peace, and prosperity in the sub-
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FIGURE 5.16
Private Sector Participation in the Telecommunications Sector
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Region. SEE countries are also major beneficiaries of the World
Bank'’s Trade and Transport Facilitation in Southeast Europe (TTSFE)
program.® Since 2001, the TTFSE has been working on institutional
development of customs and implementation of IT systems by pro-
viding computer equipment and telecommunications infrastructure.

SEE customs and border crossings. Conflict has been a major factor driv-
ing inefficient and nontransparent customs regimes in SEE. Croatia,
for example, now has international borders with four countries, com-
pared with just one before the war. The problem is that customs sys-
tems were “temporarily” designed after independence and still
remain underdeveloped. There are 420 roads connecting Bosnia and
Herzegovina with neighboring countries. There were only 32 official
border-crossing points, however, at the beginning of 2001. There are
many unofficial border crossings with no rules governing trade trans-
actions. Customs procedures are complicated and differ among coun-
tries. Given the tension that exists at the borders, regional border
cooperation is far below what is needed to facilitate trade. Nonethe-
less, reforms in customs have been proceeding. In some SEE coun-
tries, the results have been substantial (see table 5.5).
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BOX 5.1

Examples of Development Assistance in Trade Facilitation in the Region

In 1991, the EU launched the TACIS program, which provides technical assistance in trade and
transport to 12 of the Region’s countries, including the Southern Caucasus; it also enhances
cross-border cooperation among the countries involved. Since 1993, the EU also has funded the
Transport Corridor Europe-Caucasus Asia (TRACECA) program, which delivers technical assis-
tance for development of a transport corridor on a west-east axis from Europe, across the Black
Sea, through the Caucasus and the Caspian Sea, to Central Asia.

The importance of trade-facilitation reform in the Region over the past decade, in both unilater-
al action to remove barriers and efforts at sub-Regional cooperation, is demonstrated by in-
creased focus on cooperative programs. For example, the Trade and Transport Facilitation in
Southeast Europe (TTFSE) program is led by the World Bank and the United States, with collab-
oration of the EU and eight national governments: Albania, Bosnia and Herzegovina, Bulgaria,
Croatia, FYR Macedonia, Moldova, Romania, and Serbia and Montenegro. The TTFSE aims at re-
ducing nontariff costs to trade and transport, eliminating smuggling and corruption at border
crossings, and improving customs administrations and other border-control agencies. To achieve
these goals, the project’s components include customs services procedures reform, support to
integrated customs information systems, and improvement of roads and border-crossing facili-
ties. The estimated total program cost is $101.9 million.

An important example of reform and modernization anchored in a cross-regional platform is the
Silk Road Rehabilitation project. On October 26-18, 2004, the Third Silk Road Conference was
held in Xi'An, where representatives from Azerbaijan, China, Georgia, Iran, Korea, the Kyrgyz Re-
public, Pakistan, Tajikistan, Turkey, Turkmenistan, and Uzbekistan agreed to: commit to further
regional cooperation, increase investment in transport infrastructure, improve cross-border con-
ditions along the routes, establish international transport regulations for the region, and exploit
ways to seek financial assistance from international organizations. If strong regional commit-
ment is realized, the project is expected to be completed in 2014, this will not only extend the
trade route to eastern China through Central Asian and European countries to the Atlantic Ocean
but it will also modernize the ancient trading route.

Sources: TRACECA Web site at http://www.traceca-org.org/, TTFSE Web site at http://www.seerecon.org/ttfse/, and World
Bank 2004g.

There are a number of obstacles to continued reform of customs
and border-crossing rules, including (1) corruption; (2) a lack of
regional coordination and cooperation in customs; (3) border delays;
(4) outdated customs and border facilities; (5) a lack of cooperation
among agencies in border clearance, including agencies with man-
dates for imposing technical standards and regulations on imports; (6)
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TABLE 5.5
Reduction of Waiting Time at the Borders’ Crossing Points and Inland
Clearance Terminals

Pilot site WT 2001 WT 2002 Reduction (%) | Final target
Albania Tirana 4.5 hours 1.7 hours 62 1 hour
Bulgaria Plovdiv 3.7 hours 1.5 hours 60 <1 hour
Croatia Jankomir 5.3 hours 3.0 hours 43 <1 hour
Croatia Stara Gradiska 3.3 hours 0.4 hour 88 <1 hour
Romania Bacau 3.0 hours 1.4 hours 53 1 hour
Romania Constanta 4.3 hours 3.0 hours 31 2 hours

Source: Trade and Transport Facilitation in Southeast Europe (TTFSE) program.

Note: "WT" stands for waiting time.

the need to upgrade technology applied in customs; (7) variations in
interpreting legislation and procedures; and (8) the overall complexity
of procedures.

Not all of these problems are universally evident in every country:
some are more pronounced than others. For example, sizable nontaritf
barriers to trade and transport are evident in Bosnia and Herzegovina.
Large-scale inefficiencies in customs administration and border-clear-
ance systems (opening hours and organization) remain in Croatia. The
lack of effective interactions with the government is a problem in Alba-
nia, Croatia, and FYR Macedonia. There is a need to clarify the respon-
sibilities between the customs and border police in FYR Macedonia and
Albania. Even in the more advanced SEE countries, there remain signif-
icant barriers to effective customs administration. For example, the EU
accession and candidate countries—Bulgaria and Romania, and Croatia,
respectively—have introduced the EU’s Community Customs codes.
Still, these countries face the challenges of bringing customs legislation
and administrative structure into alignment with EU standards, mod-
ernizing customs procedures with IT systems, and eliminating corrup-
tion.!% Tables 5.6 and 5.7 depict the challenges that remain in select SEE
countries in reforming customs so as to reduce corruption.

The transport sector in SEE. Several major challenges remain in reform-
ing the transport sector in SEE. Better maintenance and improve-
ments in the quality of the transport infrastructure are required, as is
the need to upgrade destroyed or damaged transport infrastructure.
The levels of investment in new transport infrastructure need to be
substantially increased. Reform of the regulatory regime governing
pricing and access to transport services is also a priority. Reducing
overregulation is especially important for the EU accession and can-
didate countries. After accession to the EU, their transport sectors will
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TABLE 5.6

Recipients of Bribes
As a percentage of all surveyed trucks crossing borders, 2003

Customs Ministry of Staff of
service staff (%) Interior staff (%) other agencies (%)
Albania 100 74 39
Croatia 76 4 29
Macedonia. FYR 78 21 14
Romania 90 53 4
Serbia and Montenegro il 33 21

Source: PlanConsult, Interim Report Ill, cited in TTFSE Progress Report 2003.

Note: These data are not confined to TTFSE pilot sites.

TABLE 5.7

Average Amount of Bribes
Per truck at one border crossing (EURQ)

2001 2002 2003
Albania 386.9 3244 160.3
Bosnia and Herzegovina 52.8 53.4 na
Croatia 1023 1124 146.6
Macedonia, FYR 4238 436 71.0
Romania 271 237 444
Serbia and Montenegro 1108 1208 1536

Source: Plan Consult, Interim Report Ill, cited in TTFSE Progress Report 2003.

Note: These data are not confined to TTFSE pilot sites.

be exposed to a significantly higher level of competition, and effi-
ciency will thus need to increase.

SEE'’s challenges related to standardization. Implementation of EU-har-
monized technical standards has become increasingly important in
SEE—especially for Bulgaria, Croatia, and Romania—as EU accession
approaches. The 2004 Regular Report of the EU concludes that the
alignment with the EU acquis in these countries is incomplete. While
the Regular Report mentions that Bulgaria has made “good progress”
in aligning standards with the EU, it points out that the country still
needs work in certain fields. Bulgaria is, for example, still working on
harmonizing its national legislation with the EU veterinary standards,
and the country is also trying to catch up in areas of the phytosanitary
standards. The report points out that enforcement of legislation in
Romania is hampered by limited management and administrative
capacity, particularly in the areas of veterinary and phytosanitary
standards. Progress in standardization in the other SEE countries has
been more limited.
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Development of IT infrastructure in SEE. The average number of tele-
phone lines in SEE as a whole is higher than the Region’s average,
while the number of Internet hosts in the sub-Region overall is far
below the Region’s average (see figures 5.17 and 5.18). Of course,
there is significant variation among the countries in the number of
telephone lines and Internet hosts. For example, basic connectivity is
especially weak in Serbia and Montenegro, and the level of Internet
and e-commerce development is rated as “fair” in FYR Macedonia,
“medium” in Bosnia and Herzegovina, “low” in Albania, and “very
low” in Kosovo (World Bank 2001). The most important obstacles to
vibrant e-commerce in SEE are the lack of vigorous competition, an
incomplete legal framework (and fuzzy private property rights as a
result), and the limited awareness of Internet and e-commerce oppor-

FIGURE 5.17
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FIGURE 5.18
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tunities—among both government agencies and the private sector. A
relatively underdeveloped banking sector that could efficiently enable
routine electronic payments is also a barrier to e-commerce in the
sub-Region. (Larive International 2000).

Russia, Belarus, Moldova, and Ukraine

The physical location of these CIS countries makes them an increas-
ingly critical fulcrum for trade flows between Europe and Asia.
Moldova, for example, will become important as the future border
between Europe and countries to Moldova’s east once Romania joins
the EU. Ukraine and Belarus both provide Russia with important
transport links that connect Russia’s oil and gas pipeline networks to
countries in Central and Eastern Europe. As in the Caucasus, how-
ever, political tensions, conflicts, and hostilities complicate coopera-
tion among these countries. The Trans-Nystria conflict for
independence from Moldova, for example, has seriously impeded
Moldova’s road and rail links with Ukraine. Other hostilities, such as
the Chechnya conflict within Russia, have also disrupted the trans-
port links between these countries. Ukraine limits Moldovan transit
to Russia and Kazakhstan, and Armenian transit to the ports on the
Black Sea. Although there are several agreements on transit among
these (and other) CIS countries, they have been relatively ineffective
in practice (Freinkman, Polyakov, and Revenco 2004).!!

Customs and border crossings. The issues affecting performance of cus-
toms in these CIS countries center around (1) customs clearances, (2)
goods inspections, and (c) border crossings. In Russia, the size of the
country is a critical factor. Currently, there are seven regional customs
directorates and 141 customs offices that process goods and vehicles.
Although customs procedures are based on the same legislation, reg-
ulation, and instruction, interpretation and implementation of these
instruments vary widely, depending on customs officers throughout
the territory (World Bank 2003e). The opportunities for discretionary
behavior give rise to corruption, which is a serious problem at cus-
toms. For example, at the border-crossing points to Russia from Yere-
van, truck drivers are asked for $1,800-$2,000 for the “02 guard
service” provided by the Ministry of National Security. If they refuse,
drivers meet difficulties with the road policy or organized local gangs
(Molnar and Ojala 2003). New preshipment inspection rules pro-
posed by the Russian Trade Ministry affecting certain imports would
add 1 percent charges of the customs value to certain goods, such as
furniture, shoes, clothing, and household appliances, among others.
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Additional costs are expected, with associated transit delays and
higher logistics costs.!?

In Ukraine and also Belarus, many of the nontariff barriers in trade
logistics and facilitation are related to customs administration.
Domestic exporters make informal payments to facilitate dealing with
complex rules and burdensome customs clearance procedures (World
Bank 2004q).

In Moldova, customs regulations constitute a major constraint for
business operations. A new customs code was passed in 2000, but leg-
islation is subject to frequent changes that create costly uncertainty in
trade transactions and logistics. Another problematic trend is the
increasing fiscal role of the customs services. The state budget receives
about 50 percent of government revenue from customs activity. In
addition, the time required to obtain export permits increased by 40
percent in 2002, delaying and complicating export transactions,
although the cost of these procedures declined (World Bank 2004e).

Key challenges for the transport sector. The quality of transport across the
various modes differs widely among these CIS countries. Although
Moldova has about 85 percent of its roads paved—almost the same
level as the Region’s average—only 30 percent of the country’s road
network is considered to be in good shape. In addition to roads, sim-
ilar problems are evident in Moldova’s railway and air transportation.
The country’s railway rolling stock is antiquated, and most engines
run on diesel, which hampers operations and causes delay during
winter months. Wagons are often of poor quality, and thefts during
transit are common. Air services in Moldova are largely limited to
passenger traffic (World Bank 2004m).

In contrast, the percentage of paved roads in Russia is the lowest
among all CIS countries. The major corridors, such as those between
Moscow and the European border and the Black and Caspian Sea
regions, are now so heavily congested that they have become barriers
to further economic and social development of the regions they serve.
Some major roads that have a design capacity of about 5,000 vehicles
per day are now trying to accommodate demand in excess of 15,000
vehicles per day. However, Russia has one of the largest and most
intensively operated rail systems in the world. Nearly half of the Russ-
ian rail lines are electrified, and the share of passengers (as opposed to
freight) in Russian rail traffic is low (World Bank 2004j). While Rus-
sia’s ports, especially St. Petersburg and Novorossiysk, are some of the
most important transportation hubs, their basic infrastructure facili-
ties are in need of improvement because of busy urban traffic associ-
ated with port activities.



Trade Facilitation: Challenges and Opportunities in Eastern Europe and the Former Soviet Union

Key challenges related to standardization. Belarus, Moldova, Russia, and
Ukraine confront major challenges and opportunities for market
expansion in meeting standards and technical regulations. Since the
Soviet era, the Committee of the Russian Federation for Standardiza-
tion, Metrology, and Certification (GOST) has been the main agency
responsible for monitoring the production of Russia’s enterprises to
ensure conformity to existing standards. In fact, GOST was initially
adopted throughout much of the Former Soviet Union. While GOST
has undergone significant operational and policy reforms during the
transition, its role remains too narrowly defined. For example, indus-
tries are responsible for the development and adoption of their own
voluntary standards for product or process specifications.

In all these countries, as a result of the process of international
integration that has been part and parcel of the transition to market
economies, there has been an increasing need to introduce more
internationally recognized standards aligned with the ISO and EU
Norms. The Interstate Council on Standards, Metrology, and Certifi-
cation has been working to align national standards with interna-
tional practice; nevertheless, the process has been slow. Only 20
percent of standard positions are in line with international standards,
while the rest remain aligned with GOST standards (Freinkman,
Polyakov, and Revenco 2004).

Ukraine’s standardization system is a case in point. The country’s
system of technical standards has insufficiently integrated its norms
and practices with international ones, relies too heavily on manda-
tory standards, and fails to sufficiently involve private industry in set-
ting and enforcing standards. The system is oriented toward standards
as product specifications, as opposed to performance specifications.
This is largely the result of the fact that, under central planning, stan-
dards acquired many functions and a degree of detail that in free mar-
kets are taken care of by competition and company standardization.
Foreign producers” and importers” perceptions of Ukraine’s standard-
ization system is that it is unpredictable in its results, in regard both to
time and to cost (Reihlen 2000).

Development of infrastructure. In all of these CIS countries, there are
tangible impacts of the relatively low levels of investment in infra-
structure that have been taking place in terms of relatively high logis-
tics costs; these, in turn, hinder trade flows and international
integration. Moldova’s investment in telecommunications and trans-
port infrastructure, for example, is less than 3 percent of GDP. In the
more developed countries in the Region, the level ranges between 8
and 10 percent of GDP (World Bank 2004m).
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The development of telephone lines in Belarus, Russia, and
Ukraine is close to or even above the Region’s average; telephone
lines in Moldova, however, are significantly less developed than the
average for the Region (see figure 5.19). On the other hand, across
the board for the four countries, Internet hosts are far below the
Region’s average (see figure 5.20). For example, in Moldova, only 38
percent of companies report using e-mail regularly, and fewer than
30 percent regularly use the Internet to deal with customers and sup-
pliers. This is the lowest of any comparator country.

Summary Comparison of Trade-Facilitation Capacity across
the Region

Customs and border crossings. Among the most serious problems across
the CIS and much of SEE is the frequent incidence of unofficial pay-
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ments needed to move goods across national borders. This com-
pounds other impediments in customs administration, including (1) a
lack of coordination among border-related agencies, (2) complex cus-
toms procedures, (3) unclear customs codes and regulations, and (4)
low utilization of information technology. Most important, perhaps,
some countries are still experiencing political tensions with neigh-
bors, and therefore the level of intra-Regional cooperation in facili-
tating trade remains low.

For most of the EU-8 and EU accession and candidate countries
(Bulgaria and Romania, and Croatia and Turkey, respectively), in
contrast, customs administrations have been significantly improved,
at least in part because of the reforms necessary to accede to the EU.
Figure 5.21 compares customs efficiency, as measured by the average
number of days required to obtain customs clearance by sea, in four
such countries—the Czech Republic, Estonia, Poland, and Turkey—to
that found in select South Asian, East Asian, and developed coun-
tries. The data show that these four countries have more efficient cus-
toms than do the countries in the other regions of the world.

Key challenges for the port and transport sector. With regard to port and
transport systems, most countries in the Region confront similar
problems: (1) poor transport services, (2) low infrastructure mainte-
nance, and (3) high transportation and handling costs. Central Asian
countries are landlocked, making it important to extend their trans-
port infrastructure to transit neighbors. For the Caucasus and SEE,
restoring war-damaged infrastructure and reopening links arising
from the transport network inherited from the Former Soviet Union
are an ongoing critical priority.

FIGURE 5.21
Average Days Required for Customs Clearance by Sea
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Continued privatization and deregulation of transport services
across the entire Region remain critical. Private sector participation is
often called upon to improve operational efficiency in the infrastruc-
ture sector. Yet private sector involvement in the countries of the
Region has been limited. The degree of private sector involvement in
port, rail, and road sectors in each sub-Region is provided in figure
5.22. Privatization is especially important for the EU-8, where physi-
cal infrastructure is relatively well developed and the transport sector
has been liberalized among the original EU membership. Not surpris-
ingly, then, the EU-8 countries are the most advanced in terms of pri-
vatization. However, the level of private sector participation in the
EU-8 countries is still considered low by global standards. Estonia is
the only country that has privatized its railway sector (EBRD 2004c).

Challenges related to standards, technical barriers, and requlatory policy. Stan-
dards and technical and regulatory barriers represent an important fac-
tor in trade logistics costs, in particular as they relate to border-crossing
procedures and administrative rules. Many of the countries in the
Region, particularly those in Central Asia, the Caucasus, and SEE, are
still at an early stage of reform in standardization. In September 2004,
the World Trade Organization held a workshop in Istanbul, Turkey,
where officials from the Region’s countries discussed the issues of stan-
dards in the context of trade facilitation. The objective of the workshop

FIGURE 5.22
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was to assist participating countries in their understanding of the main
principles and provisions of the TBT agreement and to raise awareness
of the importance of the implementation and administration of the
agreement (WTO 2004b). Although some countries, like Kazakhstan
and Ukraine, have been making efforts to harmonize their standards
with international standards, their progress has been slow.

Figure 5.23 depicts the importance of standards to exports as
reported by surveyed firms—including firms in the EU-8—in various
regions around the world,. A high percentage of firms in the EU-8
indicate that standards, testing, certification, and other regulatory
requirements play a key role in export performance.

Development of information technology infrastructure. For the Region as a
whole, the development of e-commerce in trade transactions and
adoption of information technology are low relative to other regions
of the world—although this varies widely among sub-Regions. While
advances have been made in the EU-8, SEE and Central Asian coun-
tries are far behind, and their Internet infrastructure is not sufficient
to support the use of e-commerce in trade. The United Nations Con-
ference on Trade and Development (2002a) suggests:

Fast growth in both B2B and B2C e-commerce is expected in
the Central and Eastern European countries with economies in
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transition. However, e-commerce in transition economies is not
likely to reach 1 percent of global e-commerce before 2005.
While the more technologically advanced nations in Central
Europe and the Baltic have relatively high rates of digital liter-
acy and are laying the foundations for the development of e-
commerce activity, others (particularly in the Balkans, the
Caucasus, and Central Asia) remain far behind.

By way of comparison, box 5.2 illustrates the advances in “paper-
less trading” in East Asia.

Mobile telephone services have been privatized in the entire
Region; however, fixed-line telephone service remains largely under
government control, particularly in Central Asia (figure 5.24). This
limits the development of telecommunications services. Figure 5.25
shows the contrast among the sub-Regions in level of Internet hosts,
which are particularly important to developing business in the ser-
vices sector (as discussed in chapter 6).

B0X 5.2

E-Commerce: Promoting Paperless Trading in East Asia

The expansion of electronic commerce is advancing in East Asia, where regional initiatives are
playing an increasingly important role. Experience in this region provides one indication of what
countries in Eastern Europe and the Former Soviet Union could achieve through cooperative
programs. The Asia-Pacific Economic Cooperation (APEC) has adopted a goal of achieving pa-
perless trading among all member economies by 2010. This is being implemented through com-
puterizing customs procedures aligned with the United Nations Directories for Electronic Data
Interchange for Administration, Commerce, and Transport (UN/EDIFACT) program. APEC is also
supporting programs to reduce the number of documents required for sea, air, and land trans-
port. Under this initiative, each member must include a strategy for achieving paperless trading
in its Individual Action Plans in APEC.

Benefits from a paperless trading regime could be significant. In intraregional manufacturing
trade, “three per cent average reduction in the cost of imported items would involve gross sav-
ings of the order of US$60 billion annually when extended to total intra-APEC merchandise
trade” (Commonwealth of Australia Ministry of Foreign Trade and Economic Cooperation 2001).
The introduction of a single-window system for customs clearance could produce benefits for
the Thai business community of approximately $700 million per year, and the Korean business
community around $1.6 million per year. Singapore already benefits more than $1 billion each
year from such a system (APEC 2004).

Sources: APEC 2004; Commonwealth of Australia Ministry of Foreign Trade and Economic Cooperation 2001.
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FIGURE 5.24
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Based on the preceding case-by-case assessment that shows the
diversity of obstacles to trade facilitation throughout the Region, table
5.8 summarizes the key challenges by sub-Region.

Assessing Trade Gains for the Region from Domestic Capacity
Building

Understanding the relationship between economic development and
transport-related costs in international trade is relatively straightfor-
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TABLE 5.8

Summary of Major Constraints and Challenges in the Sub-Regions

Border crossings
and customs

Transport sector

Standards

IT infrastructure
and services

o Political tension at horders

e Uncertainty about implemen-
tation of new customs codes
and standards

Excessive number of
documents required
Inconvenient location of
border posts

Lack of cooperation among
border agencies

Limited application of infor-
mation technology in border
clearance systems

Closed borders resulting from
conflicts and wars (for example,
Armenia and Azerbaijan)

A lack of regional harmonization
of customs practices

Limited transparency in
clearance regulation and
procedures
Corruption/unofficial payments
Limited application of infor-
mation technology in border
clearance systems

Continued problems with
unofficial payments at the
new EU external border with
Russia and Belarus

Central Asia

Caucasus

m

<

-]
.

SEE

“Temporary” customs systems
still in place after indepen-
dence

Unofficial border crossings
Corruption/unofficial payments
Lack of regional coordination
and cooperation

QOutdated customs and border
facilities

Lack of interagency coopera-
tion in border clearance

A need to update technology
applied in customs
Variations in interpreting
legislation and procedures
The overall complexity of
procedures

Informal payments

Variation in interpreting
legislation and procedures
among customs agencies
(for example, Russia)
Frequent changes in

customs legislation

(for example, Moldova)

Russian
Federation,
Belarus,
Moldova,
Ukraine

o Limited access to seaports
(critical for landlocked countrigs)

o Limited rail and road networks

to neighboring countries

(for example, China) other

than Russia

Deteriorating railway network

inherited from the FSU

A lack of reliable transport

service and regulation

Limited utilization of port capacity
Rail and road networks in need

of repair or replacement

Lack of harmonized transport
regulations and duties

Low level of private sector
participation in infrastructure

The growing need to adopt
information technology in
port management

A'lack of participation of
domestic companies in

port operation

Liberalization of transport
sectors (for example, railway)
lagging behind original

EU members

Decreasing demand for transport
services in some areas
Transport infrastructure
damaged by conflicts

Low maintenance and poor
quality of transport
infrastructure

A need to further reconstruct
transport infrastructure

Low levels of investment
funding to upgrade transport
infrastructure

A need to liberalize
transport services

Transport links disrupted by
conflicts (for example, the
Trans-Nystria conflict affected
transport links between
Moldova and Ukraine)

Low levels of investment

in transport sector
Antiquated railway rolling
stock (for example, Moldova)
Low percentage of paved
roads in Russia

o Limited information on
initiatives that involve
standards and conformity
assessment requirements
at the border

o Limited information on
initiatives that deal with
standards and conformity
assessment

¢ Aneed to address
technical barriers
between the EU-8 and
non-EU member countries

The increasing need to
align standards with the
EU acquis

EU accession candidate
countries lacking
administrative capacity
to enforce EU legislation

Insufficiently integrated
standardization system
in Ukraine

Lack of private sector
involvement in setting
and enforcing standards
(for example, Ukraine)

o Lack of basic information
technology infrastructure
to support e-commerce,
especially in Turk-
menistan and Tajikistan

o Low level of information
technology infrastructure
to support e-commerce,
especially Internet hosts

o Relatively well-devel-
oped information tech-
nology infrastructure, yet
aneed to work on priva-
tization in some coun-
tries (Strictly regulated
fixed-line telephone ser-
vice in Slovenia and
Czech Republic)

The low level of informa-
tion technology infra-
structure to support
e-commerce in some
countries (for example,
Albania)

A lack of fair competition
in Albania, Bosnia and
Herzegovina, and Serbia
and Montenegro resulting
from low degree of
privatization of
telecommunication
services

o Alow number of Internet
hosts

Source: World Bank staff.
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ward—in theory. Economic development and poverty alleviation are
both achieved through income growth. As discussed in earlier chap-
ters, economic growth expands with world trade. Lower transport
and other trade-related transactions costs, in turn, provide the engine
through which trade expands to achieve advances in development.
Analysis of how—in practice—modern trade logistics influence the
facilitation of international commerce, however, is more challenging
in empirical design and estimation: the linkages between the two are
multifaceted, subtle, and complex.

Over time, with advances in technology, transport costs have
become less subject to distance. Hummels (1999) suggests that in
1974, shipping commodities over a distance of 9,000 kilometers by
sea was approximately 60 percent more expensive than shipping over
a distance of 1,000 kilometers by land. By 1998, this cost differential
was estimated to have been reduced by one-half, that is, to 30 per-
cent. Given that a number of the Region’s countries—including the
new EU members and those in line for EU accession—are relatively
far from the central markets of Europe, reductions in transport costs
would certainly facilitate trade, all other factors held constant.

The reduction in “effective distance” that comes with lowered
transport costs reduces the overall transactions costs of trade. Conven-
tional gravity model analysis suggests that transactions costs impede
the exchange and the transfer of goods and services between different
countries or regions in a variety of ways. The wedge between export
and import prices reduces profit margins. In particular, trade barri-
ers—both tangible and intangible—limit trade and slow prospects for
regional development. According to Overman et al. (2001), access to
foreign markets alone could explain some 35 percent of the cross-
country variation in per capita income. Regions with higher transac-
tions costs exhibit slower growth (Diamond 1997; Limao and
Venables 2001; Redding and Venables 2003).

Trade Facilitation: Performance Benchmarks in the Region

At the global level, empirical analysis provides one indication of the
potential benetfits of reduced transactions costs engendered by reform
in trade facilitation. Wilson, Mann, and Otsuki (2004) suggest that
improvements in the four dimensions of trade facilitation that are the
focus of this chapter—transport and port efficiency, customs regimes,
standards and regulatory policy, and information technology infra-
structure—could lead to significant trade gains. Their estimates indicate
that, for the 75 sample countries examined, raising capacity halfway to
the worldwide average would yield a $377 billion gain to world trade.
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The empirical estimates of the benefits of improving trade facilita-
tion in the Region take as their starting point the same analytical
framework as the one underpinning the global assessment. It also
draws on new work by Wilson, Luo, and Broadman (2004) that
focuses on trade-facilitation capacity affecting trade between the EU-
8 and countries in line for accession to the EU. The analytical frame-
work moves beyond simulating the benefits from improvements in
trade facilitation based on a single parameter, such as the price of
imports, the productivity of the transport sector, or the costs of trans-
portation; rather, it examines all four dimensions of trade facilitation
noted above. The scenarios examined do not assume that all coun-
tries in the sample improve capacity by the same amount. Some
countries in the Region have further to go to reach best practice in
regulatory reform or in port efficiency, for example, than do others.
Moreover, to keep the simulated scenarios more realistic, it is
assumed that the countries initially less developed in trade facilitation
are able to achieve only a relatively low level of trade-facilitation
improvements. The empirical estimates derived are based on a grav-
ity model of bilateral trade flows, rather than on a computable gen-
eral equilibrium (CGE) approach.

The four indicators of trade-facilitation capacity used in the empir-
ical estimation are “port efficiency,” which measures the quality of
infrastructure of maritime and air ports; “customs environment,”
which measures direct customs costs, as well as administrative trans-
parency of customs and border crossings; “regulatory environment,”
which measures the economy’s approach to regulations; and “IT
infrastructure,” which measures the extent to which an economy has
the necessary domestic infrastructure (such as telecommunications,
financial intermediaries, and logistics firms) and is using networked
information to improve efficiency and to transform activities to
enhance economic activity.!?

The available data for the estimation cover 15 countries in the
Region, as well as Turkey: the EU-8; the four EU accession and candi-
date countries (Bulgaria and Romania, and Croatia and Turkey,
respectively); and FYR Macedonia, Russia, Serbia, and Ukraine.

Figure 5.26 benchmarks the trade-facilitation capacity of these 16
countries compared with that of the EU-15 countries. The sample
countries exhibit a relatively low level of performance in all areas of
trade facilitation: development levels in port etficiency, customs
regimes, regulatory policy, and IT infrastructure are approximately 68
percent, 73 percent, 79 percent, and 80 percent, respectively, of the
EU-15. The EU-8 countries on average exhibit a higher level of devel-
opment than do the EU accession/candidate countries. While Ukraine
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FIGURE 5.26

Benchmark Comparisons of Trade-Facilitation Indicators
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Source: Wilson, Luo, and Broadman 2004.

Note: 0 = least developed and 1.0 = most developed.

performs at a relatively high level in port efficiency, FYR Macedonia
and Serbia are the least developed in port efficiency. Ukraine also per-
forms well in IT infrastructure. Yet its level of customs efficiency
scores the lowest. Ukraine performs better than Russia except in cus-
toms regimes. Russia lags behind the average of the sample group, the
EU-15, and the EU-8 in all areas.

Figure 5.27 compares the various areas of trade facilitation between
the four EU accession/candidate countries and the EU-8. The EU-8 are
all relatively strong performers in customs regimes and regulatory pol-
icy. Estonia is the best performer among the group, with benchmarks
from 0.75 to 0.85 in three trade-facilitation indicators—port efficiency,
regulatory policy, and IT infrastructure—compared with the other
new EU member countries. While Hungary has the highest level in
customs efficiency, Latvia is the least developed in customs among the
new EU members. IT infrastructure in Lithuania is the least developed,
and Poland’s development level is low in all areas of trade facilitation.
On the other hand, Romania is well developed in port efficiency, reg-
ulatory policy, and IT infrastructure among the four EU accession/can-
didate countries. In addition, Bulgaria exhibits the highest level in
regulatory policy—0.67—in the same country group.

Even though they do not have direct access to seaports, land-
locked countries are included in the analysis. This is because land-
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FIGURE 5.27
Benchmarking EU Accession and Candidate Countries against the EU-8

Source: Wilson, Luo, and Broadman 2004.
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locked countries, such as the Czech Republic, Hungary, FYR Mace-
donia, and the Slovak Republic, can use inland waterways as alter-
native transportation. The Danube River flows through 17 countries,
including Hungary and the Slovak Republic, and is the major trans-
portation route connecting large cities in the Region and Europe,
including Belgrade, Bratislava, Budapest, and Vienna. The River Elbe
plays a role in moving freight from the Czech Republic to the seaport
of Hamburg in Germany. Moreover, landlocked countries can use
seaports in neighboring countries. Gdansk, Gdynia, and Szczecin in
Poland are major transshipment seaports for the Czech Republic and
the Slovak Republic. Hamburg is used as a transshipment seaport for
the Czech Republic and Hungary. For landlocked countries, accessi-
bility to seaports in neighboring countries is more important than it
is for countries that are not landlocked. Therefore, the indicator of
port efficiency in landlocked countries reflects the degree of devel-
opment of inland waterways, as well as that of airport facilities. As
Figure 5.28 indicates, landlocked countries are ranked between 26th
and 94th, and some of them score higher than countries with coast-
lines. For instance, the Czech Republic is ranked 66th, while the
Philippines, an island, is ranked 83rd.

Benchmarking the Relationship between Economic
Development and Trade Facilitation

Taking into account GDP per capita permits an assessment of how the
relationship between trade facilitation and economic development
for each of the 16 countries under examination compares with that of
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FIGURE 5.28
Benchmarking Port Infrastructure, Port Facilities, and Inland Waterways
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other countries around the world (see figures 5.29-5.32). For the
group as a whole, given their economic development, trade-facilita-
tion performance is relatively low compared with the benchmark lev-
els. The only exception is Estonia, which performs stronger than the
benchmark level in all four areas of trade facilitation. Compared with
Hungary, a country of similar development level, Estonia is 40 per-
cent more developed in port efficiency, 30 percent more developed in
IT infrastructure, and 20 percent more developed in regulatory pol-
icy.4 The trade-facilitation level of Estonia is even more developed
than the average of EU-15 countries in IT infrastructure.

In port efficiency, besides Estonia, four countries—Latvia, Romania,
Turkey, and Ukraine—perform above their benchmark levels. The
other countries are lagging behind: in particular, the Czech Republic,
Croatia, Hungary, and the Slovak Republic perform at lower levels,
despite their relatively high levels of economic development. FYR
Macedonia’s port efficiency indicator shows the lowest value among
the 16 sample countries. In customs, again, aside from Estonia, three
countries—Hungary, Lithuania, and the Slovak Republic—perform
above their benchmark levels. The other countries cluster close to their
benchmarks, except FYR Macedonia, Romania, Russia, and Ukraine,
which have relatively poor customs performance for their economic
levels. Many countries—apart from Estonia—perform poorly in regula-
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FIGURE 5.29
Benchmarking Port Efficiency to the Value of GDP per capita
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FIGURE 5.30
Benchmarking Customs Regimes to the Value of GDP per capita
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tory policy, after taking their economic development levels into

account. In IT infrastructure, while Russia performs far below its bench-
mark, Romania and Ukraine score higher than their benchmarks.

Estimating Trade Gains from Reform and Capacity Building

Trade gains are estimated in two situations: (i) how would trade flows
among the 16 countries change if they all improved capacity in trade
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FIGURE 5.31

Benchmarking Regulatory Policy to the Value of GDP per capita
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FIGURE 5.32

Benchmarking IT Infrastructure to the Value of GDP per capita
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facilitation at the same time? and (ii) how would these countries’ trade
flows with the rest of the world change if the same improvements were
made? In other words, trade gains from regional integration are esti-
mated first, followed by an estimate of the trade gains stemming from
global integration. The simulation framework follows the analysis in
Wilson, Mann, and Otsuki (2004) and Wilson, Luo, and Broadman
(2004). “Improvement in trade facilitation” is defined as attaining one-
half the level of the trade-facilitation capacity of the EU-15 countries.
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Regional gains in trade from collective reform. As table 5.9 indicates, trade
flows among the 16 countries would increase substantially if, collec-
tively, the countries were to improve their trade-facilitation capacity to
one-half the level of the EU-15 countries. In particular, the total esti-
mated gain from capacity building in all four categories of trade facili-
tation would be approximately $94 billion for the countries as a whole.
The country with the largest projected gains is Russia. Trade flows for
Russia would be expected to increase by $19 billion. Capacity building
in IT infrastructure would contribute the most to those gains.

The estimated trade gains in percentage terms are depicted in fig-
ure 5.33. Trade volumes in Lithuania, Poland, Russia, and Ukraine
would rise more than 100 percent if trade-facilitation levels in the
four areas reached 50 percent of the EU-15 level. Improvements in
port efficiency would raise trade volumes significantly in Croatia, the
Czech Republic, FYR Macedonia, the Slovak Republic, Slovenia, and
Serbia and Montenegro. In contrast, improvements in IT infrastruc-

TABLE 5.9
Regional Trade Gains from Collective Capacity Building
$ millions
Ports Customs Regulatory IT
efficiency regimes policy infrastructure Total
EU-8
Czech Rep. 3,539 1,509 1,362 2,708 9,118
Estonia 293 255 180 529 1,256
Hungary 2,433 879 1,079 2,749 7,140
Latvia 425 457 252 1,002 2137
Lithuania 721 487 336 1,610 3,154
Poland 2,895 1,903 1,643 4,471 10,918
Slovak Rep. 3319 902 980 1,999 7,200
Slovenia 948 M 377 859 2,625
Subtotal 14,573 6,832 6,209 15,933 43547
EU accession/candidates
Bulgaria 936 551 307 1.124 2,918
Croatia 808 341 214 479 1,843
Romania 794 823 506 1,191 3,315
Turkey 1,510 1,597 1,305 2,9% 7,408
Subtotal 4,048 3312 2332 5790 15,483
QOthers
Russian Fed. 3,939 4,244 2,785 7,990 18,958
Ukraine 2,682 3,621 2,038 4,900 13,242
Macedonia, FYR 624 275 97 247 1,244
Serbia & Montenegro 1,024 455 141 383 2,003
Subtotal 8269 8595 5,061 13,520 35,447
Total 26,890 18,739 13,603 35,244 94,476

Source: Based on calculations in Wilson, Luo, and Broadman 2004.
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FIGURE 5.33
Shares of Regional Trade Gains from Collective Action
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ture would yield trade gains in Bulgaria, Hungary, Latvia, Lithuania,
Poland, Russia, Turkey, and Ukraine. Reform in customs regimes
would result in the second-largest trade gains, based on improve-
ments in Latvia, FYR Macedonia, Romania, Russia, Turkey, Ukraine,
and Serbia and Montenegro.

Global gains in trade from collective reform. Sixty-three countries are
taken to represent the rest of the world. Two scenarios are simulated:
(i) gains from trade with the rest of the world even if the rest of the
world does not reform or invest in capacity-building measures and
(ii) the trade gains that would be realized if the rest of the world
upgraded capacity in trade facilitation simultaneously.

As shown in figure 5.34, the total gains to the 16 countries from uni-
lateral capacity building are estimated at approximately $178 billion.
This represents about 50 percent of these countries’ trade with the rest
of the world. More important, 87 percent of the total gains to the coun-
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FIGURE 5.34
Trade Gains from Removing Barriers in Trade Facilitation
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tries are generated from the countries’” own actions to upgrade infra-
structure in ports, develop information technology, harmonize regula-
tions, and improve customs. This illustrates the significance of capacity
building in trade facilitation as a means of strengthening these coun-
tries” global trade ties. The most promising area for improvement is in
IT infrastructure, with trade gains estimated to be $69 billion. In fact,
more than 60 percent of the trade gains are associated with IT infra-
structure and port efficiency improvements. This is similar to the con-
clusions reached in the regional analysis.

Figure 5.35 indicates the importance of capacity building to the 16
countries relative to that of the rest of the world. Trading partners
outside of these countries clearly gain from regional improvements.
Therefore, raising capacity in the 16 countries could significantly con-
tribute to trade expansion not only among these countries but also in
the rest of the world. If the countries and the rest of the world
improved capacity in trade facilitation at the same time, total trade
gains would increase by 60 percent.

Table 5.10 details the country breakdowns in trade gains that
would result from trade-facilitation improvement with the rest of the
world. The results show that the largest trade gains are expected from
IT infrastructure improvements. Russia and Poland would gain the
most from improvements in IT efficiency—$19 billion and $14 bil-
lion, respectively.

Figure 5.36 shows that improving IT infrastructure is a priority for
Bulgaria, Hungary, Latvia, Lithuania, Poland, Russia, Slovenia, and
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FIGURE 5.35
Relative Trade Gains from Regional Action and the Rest of the World
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TABLE 5.10
Global Trade Gains from Collective Capacity Building
$millions
Ports Customs Regulatory IT
efficiency regimes policy Infrastructure Total
EU-8
Czech Rep. 6,700 3514 2,762 3,854 16,830
Estonia 192 78 103 — 373
Hungary 8,769 547 3,601 9,575 22,493
Latvia 182 397 121 690 1,389
Lithuania 535 237 116 1,393 2,282
Poland 7,295 5,593 5,078 14,689 32,656
Slovak Rep. 4,620 571 929 1,808 7,928
Slovenia 1,047 14 644 1,369 3475
Subtotal 29,341 11,350 13,354 33379 87,424
EU accession/candidates
Bulgaria 1,690 718 288 1,889 4,586
Croatia 1,609 728 254 518 3,108
Turkey 3,852 4,856 5,465 9,463 23,636
Romania 1,083 3,040 1,168 2,642 7,933
Subtotal 8234 9343 7,175 14,511 39.263
Other
Macedonia, FYR 719 304 92 212 1,327
Russian Fed. 7,931 9,553 5910 19,322 42,717
Ukraine 1,110 2,266 1,030 1,893 6,299
Serbia & Montenegro 991 453 — — 1,443
Subtotal 10,752 12,576 7,033 21,427 51,767
TOTAL 48,326 33,269 27,562 69,317 178,474

Source: Based on calculations in Wilson, Luo, and Broadman 2004.

Note: — = data unavailable.
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FIGURE 5.36
Shares of Global Trade Gains from Collective Action
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Turkey. Improvement in ports efficiency would result in large trade
gains for Bulgaria, Croatia, the Czech Republic, the Slovak Republic,
and Serbia and Montenegro. Reform in customs is a priority for
Romania and Ukraine in the context of global trade. Romania’s trade
gains from improvement of customs regimes would increase 16 per-
cent, while Ukraine would increase trade by 20 percent from the
same capacity building.

Global regional comparisons. To further shed light on the potential of
trade gains through capacity building in Eastern Europe and the For-
mer Soviet Union, comparisons with other regions of the world are
instructive. Figure 5.37 compares the increase in trade flows from
capacity building in trade facilitation among different regional
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FIGURE 5.37
Global Comparison of Trade Flows from Trade-Facilitation Improvements
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groups: South Asia (SA), East Asia and the Pacific (EAP), Latin
America and the Caribbean (LAC), Sub-Saharan Africa (SSA), OECD
countries, and the Middle East and North Africa (MENA).!> The fig-
ure shows that South Asia would gain the most both in exports and
imports—40.3 percent and 24.4 percent, respectively. As a group,
the 16 countries highlighted here would enjoy the second-greatest
gains—a 30 percent increase in exports and an increase of 19.8 per-
cent in imports.

Figure 5.38 shows which regions would gain the most across the
four areas of trade facilitation. South Asia would gain the most in all
areas. Following South Asia, the 16 countries under examination
would gain the most from improving port efficiency, the regulatory
environment, and IT infrastructure. In the area of customs, however,
LAC would enjoy larger gains. Compared with other areas of trade
facilitation, improvements in IT infrastructure would bring relatively
large gains to all groups.

Moving Forward on the Trade-Facilitation Agenda
in the Region

The Region is large and constitutes a heterogeneous group of coun-
tries. The analysis presented here suggests that understanding the
challenges and opportunities for trade facilitation in the Region
requires a reorientation of perspectives that more fully considers the
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FIGURE 5.38

Global Comparison of Share of Gains from Improvements across Trade-Facilitation Areas
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specifics of widely differing country and subregional characteristics
among these countries.

Supplementing that assessment, the new empirical evidence docu-
mented in this chapter suggests that the elements that constitute
trade-facilitation activities that drive economic integration in the
Region should be viewed in a broader context than has been done in
the past. Initiatives to lower transactions costs through improved
transportation systems and deregulation of transport services remain
critical. Policy reform and infrastructure upgrades in standards, ports,
customs, and information technology must also be considered, how-
ever, if the facilitation of trade is to be realized.

In particular, the empirical analysis demonstrates significant poten-
tial gains to trade from capacity building—both unilateral reform and
reform at the sub-Regional level—in port efficiency, customs environ-
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ment, regulatory environment, and IT infrastructures. From the per-
spective of intra-Regional trade, if countries in the Region improved
capacity halfway to EU-15's average, trade flows are estimated to rise
by $94 billion. The area that would produce the greatest gains is IT
infrastructure improvement ($35 billion), followed by efficiency in air
and maritime ports ($26 billion). The countries of Eastern Europe and
the Former Soviet Union also have a stake in the success of efforts to
promote trade-facilitation capacity building outside their borders. If
the countries of the Region and the rest of the world both raised their
levels of trade-facilitation capacity halfway to the EU-15’s average, the
gains to the Region are estimated at $210 billion. Again, the greatest
gains would be found to be in improving IT infrastructure ($81.5 bil-
lion). Overall, the results indicate that the priority areas for reform in
the Region center on port and IT infrastructure improvements; how-
ever, collective action to streamline regulations and improve customs
would also produce significant gains to trade.

In sum, the key policy considerations for the Region are the following:

e Targeted programs of reform at the sub-Regional level are required
across all areas of transport and trade facilitation. Priority areas for
reform, however, clearly differ across the sub-Regions and at the
national level.

¢ The potential gains to trade through domestic reform and unilat-
eral action could be significant. If complemented with sub-
Regional cooperation and programs of capacity building—
including leveraging the demand-pull of EU accession and expand-
ing opportunities for trade with China and East Asia—all of the
countries in the Region would benefit. Trade-facilitation develop-
ment-assistance strategies going forward will require taking into
account these complementarities, as well as new analytical tools
and data to inform sub-Regional and national priorities.

e There are significant potential gains to intra-Regional trade in the
Region with the removal of nontariff barriers in trade facilitation.
The largest trade gains would be associated with removing barriers
to investment in IT infrastructure, including information technol-
ogy, in the Region.

e There are differing priorities among new members of the EU and
the candidates for accession to the EU. The new members of the
European Union exhibit large potential gains to trade with invest-
ments in port efficiency (both air and maritime ports), which rep-
resent a third of total trade gains. The results for prospective
members suggest more widely dispersed gains with investments in
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port efficiency, customs regimes, and regulatory policy. Improve-
ments in each dimension would share around 20 percent of the
total trade gains.

e Capacity building in trade facilitation and removal of behind-the-
border barriers in large countries in the Region—such as Hungary,
Poland, and Russia—could produce large gains to trade for these
countries. It would also have a significant positive impact on other
countries in the Region, because performance in trade-facilitation
measures in these countries remains relatively low in comparison
with others.

e Barriers to trade anchored in weak laws and regulatory and admin-
istrative procedures at the border—and behind the border—
remain key obstacles to progress in a number of countries in the
Region. This affects all countries, especially those landlocked coun-
tries that must move goods across multiple borders. Reform in
these areas will not require significant levels of physical capital
investment, but rather the political will to reform. The estimated
gains to trade from reform outlined here suggest a large net
national welfare benefit from such efforts.

e Physical infrastructure investment—in particular in rail and road
networks—across the Region will remain important to progress in
economic integration and trade expansion. This is true especially
in regard to rapidly expanding trade opportunities with China and
competition with countries in regional trading blocs outside of the
Region that have more modern transport systems, such as those in
East Asia.

e Informing the transport and trade-facilitation reform agenda in the
Region requires understanding the increasingly important interre-
lationships between the Region and East Asia and South Asia. Geo-
graphic boundaries among these three regions are disappearing,
and there is much to be learned from best-practice examples in
each one. The potential for interregional cooperation and plat-
forms for reform remain largely unexplored.
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Data Annex

Data come from the World Economic Forum, Global Competitiveness
Report 2001-2002 (GCR); IMD, World Competitiveness Yearbook (2000)
(WCY); and Kaufmann, Kraay, and Zoido-Lobaton (2002) (KKZ). All
survey data in GCR come from the World Economic Forum'’s Execu-
tive Opinion Survey. A total of 4,022 firms were surveyed.

To provide the basis for a comparative assessment on a global
basis, it is essential that we interview a sufficient number of senior
business leaders in individual countries and that the sample in each
country is not biased in favor of any particular business group. We
have taken a number of steps to ensure this. First, we have asked
each of our partner institutes, the organizations that administer the
surveys in each country, to start with a comprehensive register of
firms. From this, they were asked to choose a sample whose distri-
bution across economic sectors was proportional to the distribution
of the country’s labor force across sectors, excluding agriculture.
They were then asked to choose firms randomly within these broad
sectors (for example, by choosing firms at regular intervals from an
alphabetic list) and to pursue face-to-face interviews, following up
for clarifications where necessary. The employment distribution was
taken from data in the 1998 Yearbook of Labour Statistics of the Inter-
national Labour Office. The respondents to the survey are typically a
company’s CEO or a member of its senior management (World Eco-
nomic Forum 2001).

The WCY uses a 115-question survey sent to executives in top and
middle management of firms in all 49 countries of the WCY. The sam-
ple size of each country is proportional to GDP, and firms “normally
have an international dimension” (IMD 2000). The firms are selected
to be a cross-section of manufacturing, service, and primary indus-
tries. There were 3,532 responses to the survey.

KKZ (2002) updates the data on governance that were developed
in Kaufmann, Kraay, and Zoido-Lobaton’s “Governance Matters”
(1999). The database contains more than 300 governance indicators
for 175 countries compiled from a variety of sources in 2000-2001.
Six aggregate indicators are constructed, corresponding to six basic
governance concepts: voice and accountability, political stability, gov-
ernment effectiveness, regulatory quality, rule of law, and control of
corruption.

The various raw data series were chosen because of their relevance
to the four concepts of trade facilitation:
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e “Port efficiency” is the average of two indexed inputs (all GCR):
— Port facilities and inland waterways are 1=underdeveloped,
7=as developed as the world’s best, GCR
— Air transport is 1=infrequent and inefficient, 7=as extensive and
efficient as the world’s best, GCR

e “Customs environment” is the average of two indexed inputs (all
GCR):
— Hidden import barriers other than published tariffs and quotas
— Irregular extra payments or bribes connected with import and
export permits

e “Regulatory environment” is constructed as the average of two
indexed inputs:
— Transparency of government policy is satisfactory (WCY)
— Control of corruption (KKZ)

e “IT infrastructures” is the average of two indexed inputs (all GCR):
— Speed and cost of Internet access are: 1=slow and expensive,
7=fast and cheap
— Internet contribution to reducing inventory costs is: 1=no
improvement, 7=huge improvement

Source: Wilson, Mann, and Otsuki 2004.

Endnotes

1. Countries in the same income level include low-income and lower-
middle-income countries. Except for Tajikistan in the low-income group,
central Asian countries are in the lower-middle-income group.

2. The similar income group includes low-income and lower-middle-
income countries. Except for Tajikistan, Central Asian countries are in
the lower-middle-income group. Tajikistan is in the low-income group.

3. The World Bank has invested in the installation of 130,000 digital lines,
while phasing out 60,000 analog lines in the Kyrgyz Republic. One com-
ponent of the project also included building the institutional capacity of
Kyrgyz Telecom.

4. Some single terminals in some European ports, which have attained the
quality certificate, but no port as a whole has received the certificate. The
Port of Koper is a unique example. For more details, see http://
www.luka-kp.si/index.asp?lang=en.

5. The World Bank implemented the Port Access and Management Project,
which upgraded the legal and administrative framework of the ports.

6. These groups are toys, machine, lifts, pressure vessels, nonautomatic
weighing machines, and gas appliances.
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10.

11.

12.
13.

14.

15.

For more details about the World Bank TBT database, see http://
web.worldbank.org/WBSITE/EXTERNAL/TOPICS/TRADE/0, contentMDK:
20234189~menuPK:222955~pagePK:148956~piPK:216618~theSitePK:239
071,00.html.

. In 2007 (Bulgaria and Romania) and after 2007 (Croatia) and sometime

in the future (other Balkan countries).

See more details at http://www.ttfse.org/default.aspx?p=12&c=84.

For a detailed discussion of the effects of governance problem in customs
and other institutions in the Balkan economies, see Broadman et al. (2004).
These agreements include Agreement on Transit through Territories of
CIS Members (1997), Agreement on Common Transport Policies in the
CIS (1997), Agreement on Road Transport Union of EURASEC (1998),
and Agreement on Common Railway Tariffs in EURASEC (2002).

Trade Facilitation Alliance, Russia/CIS Archives, November 10, 2004.
Wilson, Mann, and Otsuki (2004) indicators rely on three sources—Global
Competitiveness Report, World Competitiveness Yearbook, and a dataset com-
piled in Kaufmann, Kraay, and Zoido-Lobaton (2002). Each indicator is
constructed as a simple average of two inputs, as described in the annex.
Hungary and Estonia share a similar developmental level of customs
regimes.

Note that the results for MENA and SSA should be regarded with cau-
tion, because the data from these two regions are limited.






CHAPTER 6

Services Trade and Investment
in Eastern Europe and
the Former Soviet Union

Introduction

Since 1990, the services sector has grown rapidly in all of the coun-
tries in the Region. The share of services in total employment and
GDP in many of the countries is now close to that observed in OECD
countries. Foreign investment, especially foreign direct investment
(FDI), has played an important role in this process—much greater
than the norm in many countries—reflecting the relatively limited
experience and understanding of the need for market-based services
among the inhabitants of the Region.

One of the stylized facts of economic development is that the share
of services in GDP and employment rises as per capita incomes
increase (Francois and Reinert 1996). The rise in the share of services
reflects a number of factors, including increasing specialization and
exchange of services through the market (“outsourcing”), with an
associated increase in variety and quality that may raise the produc-
tivity of firms and the welfare of final consumers, in turn increasing
demand for services. It also reflects the fact that the scope of (labor)
productivity in services provision is less than in agriculture and man-
ufacturing, implying that over time the (real) costs of services will rise
relative to merchandise, as will the share of employment in services
(Baumol 1967; Fuchs 1968).

281
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Services also play a critical role in international trade. Transport
services are a key input into trade in goods, and technological
advances in transportation have had a major impact on the observed
expansion of trade in goods. Services themselves are also becoming
increasingly tradable as a result of the greater mobility of people and
developments in information, computer, and telecommunications
industries. This has resulted in the ever-increasing specialization in
production of goods also extending to services. To a large extent, the
process of globalization reflects the internationalization of produc-
tion, consumption, and trade in services.

An implication of these technological developments is that the
competitiveness of firms—both domestic enterprises operating on the
local market and exporters on international markets—increasingly
depends on the availability of low-cost and high-quality producer ser-
vices in an array of areas. To illustrate with a few examples, telecom-
munications and related services are crucial for the international diffusion
of information and knowledge. For some services, telecommunica-
tions technology serves as the means of export delivery. Ensuring
access to modern networking technology is a vehicle that allows the
economy to diversify by utilizing information technologies to export
labor-intensive services. Well-known examples are call centers and
back-office processing activities. Efficient transport and distribution ser-
vices ensure that goods and people arrive in foreign countries in a
timely manner. In places where it is expensive to ship goods abroad
and service delays are frequent, transportation can become a prohib-
itive barrier to trade or can bias the geographic composition of exports
and preclude countries from participating in the global production
sharing that increasingly characterizes international trade. Access to
financial services—working capital, export credit, insurance—is critical
if firms are to obtain and fulfill orders from abroad; the existence of
markets for foreign exchange, forward contracts, options, and other
derivatives can reduce exporters’ risk exposure. Efficient producer
services and the proliferation of e-commerce (Internet) are of great
importance in expanding export earnings and fostering economic
growth. For some economies where the biggest export industry is
tourism—a service export par excellence—good transportation and
communications infrastructure are also key for growth.

Under central planning, services industries were generally neg-
lected. Marxist thinking emphasized the importance of tangible
(material) inputs as determinants of economic development, and clas-
sified employment in the services sector as unproductive. Bicani¢ and
Skreb (1991) also note that the properties of modern producer ser-
vices, namely marketability, tradability, and small scale of business,
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did not comply with features of Marxist economies and the bias in
favor of large company scale. A result was excess demand for pro-
ducer services under central planning. In market economies, pro-
ducer services are among the fastest-growing services subsectors and
have been subject to increasing externalization (outsourcing). A sim-
ilar development was not feasible under central planning. The lack of
producer services in the Region’s countries was reflected in transport
bottlenecks, lack of telephones and low quality of existing lines, an
obsolete banking structure, and extremely low employment in ser-
vices (for example, less than 1 percent of the labor force was
employed in finance and insurance).

This situation severely hampered economic development in the
Region before 1990. One example concerns the role of vertical integra-
tion of transport services. Because of the preference for large company
size, transport services were often integrated into production firms—
there was no market for such services. The lack of services also helps
explain economic developments after 1990. Campos and Coricelli
(2002) note that under central planning, countries had high savings
rates, with the central bank allocating funds according to political pri-
orities. This resulted in inefficient (often over-) investment, reflected in
part in the low quality of the physical capital stock before 1990. After
1990, price liberalization was implemented, along with tight monetary
policies. Given the absence of an effective private financial system, this
led to a credit crunch in many transition economies.

Services also play an important role in coordination of economic
activity in a market economy. Under central planning, economic rela-
tions were highly specific (that is, firms were locked in relationships
with other firms). Input prices were administered, and firms did not
accumulate information on other firms and markets. The decentral-
ized bargaining process with many potential business partners and
customers that characterizes a market economy requires flows of
information and an efficient service infrastructure, which did not exist.

Thus, the former centrally planned economies of the Region inher-
ited very weak services sectors. Many of the services that are critical
to the efficient functioning of a market economy—not just a financial
sector that could allocate investment funds efficiently but also the
design, packaging, distribution, logistics, management, and after-sales
services that are needed in order to establish, maintain, and expand
market share, whether domestically or on international markets—
simply did not exist. This chapter provides an overview of the status
quo on services in the countries of the Region, with a more in-depth
discussion of developments on trade in services. In terms of policy,
the primary focus of the chapter is on policies toward trade and
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investment in services. There are large differences in the policy
stances toward trade and investment in services across the Region. In
part, these differences reflect the strategies that were chosen by gov-
ernments in terms of liberalization and regulatory reform more gen-
erally. In part, they also are the result of differences in “access” to, and
use of, trade agreements.

The EU-8 countries—the Baltic and the Central and Eastern Euro-
pean (CEE) states—have used the prospect of accession to the EU as
a focal point for reform and reregulation of the services sector. Acces-
sion implies that the acquis communitaire become the template for leg-
islative and regulatory changes. For those countries where accession
is not on the agenda, this “EU convergence” strategy is in principle
still available because the “template” is common knowledge. An
important policy challenge confronting countries that are not in line
for EU accession is to determine to what extent other multilateral
instruments such as the WTO and regional cooperation can be used
as a signaling device and a focal point for reforms. The ongoing Doha
Round offers an opportunity for non-EU-accession candidates to sub-
stantially expand specific commitments on market access and
national treatment for service sectors.

This chapter opens with a discussion of the changes that have
occurred in the structure of the Region’s economies in terms of the
share of services in GDP and employment. Changes in trade and FDI
in services, respectively, are then analyzed. This is followed by a
review of the policy stances toward international transactions in ser-
vices across the Region’s countries, focusing in particular on so-called
“backbone” service industries: finance, telecommunications, and
infrastructure. The relationship between services policies and changes
in services intensity of the Region’s economies and aggregate growth
performance are analyzed next. The chapter concludes with a sum-
mary of a number of policy conclusions.

Shifts in the Structure of Services in the Region

The share of services in GDP and employment has grown significantly
in the last 15 years. Compared with the high-income OECD average
in 1990—when the share of services in employment and GDP was
around 63 percent—the Region’s countries clearly lagged far behind:
services accounted for 30-40 percent of GDP and employment. As of
2003, these services shares had increased substantially, with the
greatest growth observed in the Baltic States, which have now almost
converged on the OECD average of 68 percent in terms of GDP shares
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FIGURE 6.1
Changes in the Share of Services in GDP and Employment
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(although employment shares remain lower). While the EU-8 states
have come close to converging, much less progress has been made by
the CIS, where natural-resource-based activities continue to consti-
tute a major share of GDP (see figure 6.1). SEE countries lie in
between, but are much closer to the level of the EU-8.
Labor productivity performance has demonstrated great increases in
many of the Region’s countries. As is the case with regard to the share
of services in GDP and employment, there is a distinct pattern, with the
EU-8, and to a lesser extent SEE, registering an increase in productiv-
ity, both overall and within services (broadly defined to include gov-
ernment); see figure 6.2.! Conversely, for those other sub-Regions for
FIGURE 6.2
Labor Productivity
Labor productivity of services sector by country Labor productivity of all sectors by country
group, 1991 vs. 2001 group, 1991 vs. 2003
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FIGURE 6.3
Change in Value Added per Worker

Total percentage change in value added per worker
in services and total 1991-2001 by country group
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which data are available, there has been a decline in the value of ser-
vices output per employee. Nor have these countries increased their
overall labor productivity performance in the last decade. The perform-
ance of the Baltic countries—where labor productivity in services out-
paced the productivity increase in other sectors of the economy—is
noteworthy. The charts also show, however, that convergence with
respect to high-income OECD countries in terms of productivity levels
is still in the earlier stages for all of the Region’s countries, regardless of
the total progress and deterioration shown in figure 6.3.

Trade in Services in the Region

Services differ from goods in that they are intangible and often can-
not be stored—they must be consumed as they are produced. These
characteristics make them difficult to trade internationally at arm’s
length in a manner analogous to goods. Although technological
developments are increasingly making it easier to exchange services
through telecommunications networks and the Internet, trade in ser-
vices often requires the physical movement of either the supplier or
the consumer so that they can be in the same location. As a result of
this technological “constraint,” the WTO has defined four so-called
“modes of supply” through which international trade in services may
occur (see box 6.1). Mode 1 is cross-border supply, which applies
when service suppliers resident in one country provide services in
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another country without either supplier or buyer/consumer moving
to the physical location of the other. Mode 2, consumption abroad,
refers to a consumer who is the resident of one country moving to the
supplier’s country to consume a service. Mode 3, commercial pres-
ence, refers to legal persons (firms) moving to the consumer’s loca-
tion on a long-term basis to sell services locally through the
establishment of a foreign affiliate or branch. Essentially, this com-
prises FDI. Mode 4 is the mode of supply through which services can
be traded by the temporary movement of natural persons to the loca-
tion of the consumer or demander of the service. Note that if the
movement is long-term, this would constitute immigration. National
accounting conventions do not regard immigration as trade insofar as
the output produced by immigrants is part of the host country’s GDP.?

The primary source of data on the magnitude of trade in services is
the balance of payments (BOP). Unfortunately, this is only an imper-
fect source. Most countries do not collect detailed statistics on each of
the four modes, which is also the case for the countries of the Region.
The balance of payments generally has reasonably good coverage of
Mode 2 (consumption abroad) because this tends to overlap to a large
extent with the expenditures associated with tourism and business
travel. Mode 3 (local sales of foreign affiliates) tends to be very badly
covered, if at all—in almost all cases, data on this must be collected
separately through surveys. The same is true of Mode 4. Insofar as
this is recorded in the balance of payments, it will be conflated in the
labor income and remittances categories. Finally, Mode 1 services are
also imperfectly captured because such services trade may not give
rise to a movement of foreign exchange, as is often the case with
intrafirm cross-border transactions.

In short, there is a large discrepancy between the conceptual clas-
sification of trade in services and the available statistics. The latter
capture trade in services only very imperfectly. As a result, it is neces-
sary to use the existing BOP classifications—which distinguish trade
in transport services; foreign exchange transactions associated with
the travel of natural persons; and all other types of services
exchanges, ranging from financial to educational services. In practice,
any or all four of the modes of supply may be used—it is generally not
possible to determine which mode has been used. In this chapter, use
is made of BOP data and information on the services share of inward
FDI flows. Unfortunately, no data are available on the sales of foreign
affiliates—that is, the magnitude of the trade in services that is asso-
ciated with FDI flows (stocks) in services.

Although all of the Region’s countries have seen the share of ser-
vices in GDP and employment expand in recent years, this does not
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BOX6.1

Modes of Trade in Services as Defined by WTO

Mode 1—Cross-border. services supplied from the territory of one Member into the territory
of another. An example is software services supplied by a supplier in one country through
mail or electronic means to consumers in another country.

Mode 2—Consumption abroad: services supplied in the territory of one Member to the con-
sumers of another. An example is a consumer moving, for example, to consume tourism or
education services in another country. Also covered are activities such as ship repair abroad,
where only the property of the consumer moves.

Mode 3—Commercial presence: services supplied through any type of business or profes-
sional establishment of one Member in the territory of another. An example is an insurance
company owned by citizens of one country establishing a branch in another country.

Mode 4— Presence of natural persons: services supplied by nationals of one Member in the
territory of another. This mode includes both independent services suppliers, and employees
of the services supplier of another Member. Examples are a doctor of one country supplying
through his or her physical presence services in another country, or the foreign employees of

a foreign bank.

Source: Broadman 1994.

necessarily translate into an expanding share of services in total trade
(see table 6.1). Indeed, for many of the advanced countries in the
Region, the opposite is observed—the relative importance of services
has been declining, reflecting the expansion of trade manufactures or
other tangible goods. Most countries in the Region are not heavily
dependent on services as a source of foreign exchange—the two
exceptions are Albania and Croatia. For both, services are more than
50 percent of total exports (goods plus services). In both cases, the
activity that underlies the high dependence on services is travel
(tourism), accounting for some 75 percent of total services receipts.
Also noteworthy is that for both countries, the share of services in
total receipts has grown very substantially since 1996, reflecting a
recovery in tourism in the case of Croatia.

Three of the Region’s countries see significant growth in their share
of services exports: Bulgaria, FYR Macedonia, and Moldova. Tourism
is again the explanation for the rise in Bulgaria; data constraints do
not allow a determination for FYR Macedonia, while in the case of
Moldova, the growth is the result of an expansion in services other
than transport and travel. In contrast to these countries, the countries
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TABLE 6.1
Share of Services in Foreign Exchange Receipts, 1996 and 2003 (%)
Services Transport Travel Other services

(% of total exports) (% of all services) (% of all services) (% of all services)
Country 1996 2003 1996 2003 1996 2003 1996 2003
Albania 35.0 61.7 234 96 59.4 725 172 179
Armenia 21.0 230 46.5 35.2 152 35.1 38.3 29.7
Azerbaijan 19.0 14.1 36.0 459 305 134 335 40.8
Belarus 14.0 129 52.6 57.0 6.1 17.8 13 252
Bosnia and Herzegovina n.a. 246 na. 78 n.a. 48.1 n.a. 440
Bulgaria 220 298 322 297 284 524 394 17.9
Croatia 1.0 578 223 9.1 63.1 740 147 16.9
Czech Rep. 21.0 138 16.3 216 499 458 338 26.6
Estonia 38.0 32.7 39.8 441 437 30.2 16.5 257
Georgia na. 34.7 na. 449 n.a. 333 na. 219
Hungary 27.0 15.6 6.4 12.7 60.7 431 329 441
Kazakhstan 10.0 1.4 64.0 484 295 332 6.4 18.4
Kyrgyz Rep. 6.0 n.a. 230 n.a. 134 n.a. 63.6 n.a.
Latvia 43.0 325 62.8 58.7 19.1 145 182 26.8
Lithuania 19.0 197 449 497 39.6 340 155 16.4
Macedonia, FYR 120 193 314 n.a. 134 n.a. 55.2 na.
Moldova 11.0 237 52.2 50.6 316 232 16.2 26.2
Poland 26.0 15.5 282 358 324 36.4 394 278
Romania 16.0 147 36.6 398 338 148 29.6 454
Russian Fed. 13.0 105 213 38.2 535 281 192 33.7
Serbia and Montenegro n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Slovak Rep. 19.0 131 311 n.a. 326 n.a. 36.3 na.
Slovenia 200 17.8 225 276 58.1 479 194 245
Tajikistan n.a. 8.9 na. 55.3 n.a. 1.7 n.a. 43.0
Turkmenistan 5.0 na. 76.1 na. 8.9 n.a. 15.0 na.
Ukraine 24.0 18.0 84.0 67.4 48 179 1.2 147
Uzbekistan na. na. n.a. n.a. n.a. n.a. na. na.
Turkey 30.0 272 131 1.4 421 69.2 449 194
World average 20.1 20.8 229 212 323 293 449 494

Source: IMF balance of payments.

Note: n.a. = not available.

that have recently acceded to the EU have experienced a decline in
the share of services in total exports—often by 50 percent or more.
Underlying this relative drop is a relatively stagnant level of services
receipts combined with more dynamic exports of manufactures.
Noteworthy is the fall in the relative importance of tourism receipts
for the CEE and the Baltic countries, offset by a relative increase in
transport and other services. The latter catchall category expands sub-
stantially as well in the cases of Romania and Russia. Croatia and
Lithuania are the only countries where services export growth has
outpaced merchandise exports since 1995.

These data reveal differences between subsets of the Region’s
countries. In the EU-8, exports of manufactures have dominated,
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with the exception of Estonia and Slovenia. In the case of the CIS and
SEE, the share of services in total exports has grown significantly. Ser-
vices exports as a share of GDP more than doubled for all of these
countries on average since 1995. This development is not exceptional,
in that the ratio of service exports to GDP has simply been converging
toward those found in other parts of the world (table 6.2). Thus, this
can be seen as one dimension of the transition to a more market-
based economy. A similar pattern can be discerned on the import
side—a process of convergence on the part of the Central Asian
republics and SEE toward the pattern that already prevailed in the
EU-8 and the EU-15 (table 6.3). However, this does not appear to be
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accompanied by any distinct pattern in the relative performance of
services compared with goods imports.

Input-output tables for the year 2001, the latest available year for
many of the Region’s countries, provide information on differences in
economic structure and the extent to which the countries have con-
verged with comparable countries in the rest of world in regard to
both intermediate services use and final demand, as well as on the
service intensity of exports. Tables 6.4 and 6.5 report such informa-
tion for a sample of the Region’s countries for which input-output
tables are available, drawn from the Global Trade Analysis Project
(GTAP) database. Table 6.6 reports information on the sectoral inten-
sity of exports: the direct contribution of agriculture, mining, manu-
factures, and services to total exports, expressed as a share of total
exports. (Note that this export revenue includes services as well as
goods exports). The data confirm that Albania, Croatia, and the Baltic
States are much more services-intensive in their export structure
than are other countries in the Region.

Another measure of services intensity of exports that can be derived
from input-output information is the sum of the direct and indirect
contributions made by all sectors to a unit of foreign exchange earn-
ings, taking into account the linkages between activities. This can be
calculated by taking the direct contributions by sectors to total exports
and using the input-output structure to determine how much activity
a unit of exports generates. Any export, whether of a good or a service,
will generate demand for inputs from all other sectors of the economy.

TABLEG. 4

Sectoral Intensity of Exports
Sectors’ share of total export revenue (percentage)

Agriculture/Food/ Mining | Manufactures Services

Albania 19 35 46
Croatia 9 49 42
Czech Rep. 5 80 15
Hungary 7 76 17
Poland 10 73 17
Romania 4 85 10
Slovak Rep. 4 86 10
Slovenia 4 81 15
Estonia 1" 66 22
Latvia 13 64 24
Lithuania 13 63 24
Russian Fed. 40 52 8
Memo:

Greece 12 29 58

Source: GTAP input-output data derived from Social Accounting Matrices for 2001.
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TABLE 6.5

Total Export-related Activity
Direct plus indirect linkages, 2001

Total
“Multiplier” Shares (%)
(index) Agriculture/Food | Mining | Manufactures | Services
Albania 48 20 4 24 52
Croatia 29 18 1 36 45
Czech Rep. 3.0 10 2 61 27
Hungary 2.8 10 2 51 37
Poland 42 17 3 43 38
Romania 6.6 27 3 39 30
Slovak Rep. 29 12 3 57 28
Slovenia 29 10 1 58 31
Estonia 25 15 2 49 35
Latvia 30 17 1 36 47
Lithuania 35 17 4 36 42
Russian Fed. 36 14 17 30 39
Memo:
Turkey 3.7 17 2 40 Iy
China 37 18 3 62 17
Malaysia 2.1 8 3 64 25
Germany 3.3 7 1 49 43
Source: GTAP input-output data derived from Social Accounting Matrices for 2001.
TABLE 6.6
Inward FDI Stock by Sector, Selected Countries in the Region
End-2003 unless otherwise indicated; shares in total stock (%)
Czech Rep. Hungary Poland Slovak Slovenia
Sector 2002 2002 2002 Rep. 2002 Estonia
Agriculture, forestry, fishing 0.1 1.3 0.4 02 0.0 0.4
Mining and quarrying 1.4 0.3 0.3 0.8 0.0 04
Manufacturing 355 458 35.8 375 433 182
Electricity, gas, water supply 6.9 46 26 1.7 1.0 24
Construction 1.9 11 26 0.7 0.1 25
Distribution and repair services 1.9 1.1 171 11.2 145 159
Hotels and restaurants 1.2 11 0.6 05 04 1.7
Transport, storage, and communications 13.6 10.1 104 100 44 17.7
Financial intermediation 159 103 73 235 188 28.1
Real estate, rental, and business act. 93 1.7 15 32 152 114
Education, health, social work 0.2 04 0.1 0.1
(Other community and personal services 2.4 0.3 0.5 0.8
QOther not classified activities 1.0 1.4 1.7 04
Purchase of real estate by foreigners 1.5
Total services share? 56.2 479 60.9 498 55.7 786
Value of services FDI stock ($ bn) 26.7 229 36.8 56 2.8 5.1
Services FDI stock as % of GDP 316 217 17.6 17.6 17 60.7

Source: wiiw-WIFQ database on FDI, July 2004 edition.

Note: a. Includes finance and business services. b. Covers all industry, including mining/energy. c. Includes hotels and restaurants. d. Not including utilities.
...=not available.
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The extent to which such demand is for service-related activities pro-
vides another measure of the relative service-intensity of an economy.
The results of such a calculation are reported in table 6.5, where (for
convenience) activities are aggregated into four broad categories.

The first column in table 6.5 is the sum of the direct and indirect
linkage effects generated by a unit of export revenue—it indicates the
total activity generated by (going into) one unit of foreign exchange
(exports). The average “multiplier” is 3.6 for the countries of the
Region covered in the sample (that is, every dollar of exports gener-
ates $3.6 in economic activity, both direct and indirect demand). Of
greater interest from a services-intensity perspective is how much of
this is the result of services. On average, a little over one-third of this
total activity is services-related, ranging from a high of 52 percent
(Albania) to a low of 27 percent for the Czech Republic. Even taking
into account the indirect linkage effects, Albania, the Baltic states,
and Croatia are relatively services-intensive. However, many the
Region’s countries are more services-oriented than many developing
countries such as China or Malaysia, two comparators reported in
table 6.5. On this measure, they are rather similar to EU countries.

Balance of payments data provide no information on the origin
and destination of trade. Given the absence of customs statistics—the
source of such data for goods trade—it is very difficult to determine

Latvia Lithuiania EU-8 Bulgaria Croatia Romania

Russian Fed.
flow 2000-2002

Ukraine
2002

15 08 05 03 03 0.7
06 08 07 11 31
155 31 370 334 30.6 543
34 44 48 1.0 11
1.0 12 18 2.7 09 24
18.0 179 14.0 18.0 6.9 16.4
1.3 16 09 1.7 4.0 2.4
1.9 17 115 15.7 25.0 18
15.0 15.7 175 177 24.6
245 13 93 39 31
0.1 0.2. 0.1 03
11 15 08 08 05

03

78.9 62.8 571 65.2 64.9 45.0
26 3.1 106.6 33 14 57
26.8 378 16.6 26.1 9.4

6.0 03 09 32 16.0°8

04
4500
22
22.0°
95
18
82
0.2
11.0
546

355
8.2

2.1
2.4
46.4
16
29
185
23
12
8.1
47
2.3
15

475
3.6
13




294 From Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in International Trade

who are the partners for the observed foreign exchange flows associ-
ated with services. A sense can be obtained of the origin and destina-
tion of services exports and imports by using data that should be
highly correlated with certain types of trade in services. For example,
telecommunications traffic is collected by telecom firms on a bilateral
basis, and this should be closely correlated with Mode 1 trade. Simi-
larly, the origin of tourist arrivals may provide information on Mode
2 trade. Finally, FDI data and immigration flows will provide some
information on the geographic pattern of Modes 3 and 4 trade.

The available data for the Region on the origin and destination of
travelers are very weak—statistics provided by the World Tourism
Organization are very incomplete and not comparable across destina-
tion countries. One source of data that can be used to assess the ori-
gin and destination of trade in services is merchandise trade statistics,
because these will by necessity be accompanied by transport services.
(These were discussed in chapter 2.) The other source on origin and
destination is telecommunications flows. These are reported in figure
6.4, for various subgroups of the Region’s countries, for the year 2002.
These data give an indication not only of the current situation but
also of the change that has taken place since 1990 because before
that, the presumption is that virtually all international telecommuni-
cations traffic would have taken place between the Region’s coun-
tries, reflecting the closed nature of the economic regime.

The telecom data reveal substantial differences in the origin and
destination of “trade in services.” For the Central and Eastern Euro-
pean (CEE), Southeastern European (SEE), and Baltic countries, the
EU accounts for about 50 percent of all outgoing tratfic, with the SEE
share being slightly higher and the Baltic share slightly lower than
this. The relative importance of the other countries of the Region,
taken as a whole, varies greatly across these three groups: in the
Baltics, other countries of the Region account for almost the same
share in traffic as does the EU-15 (43 percent as opposed to 46 per-
cent). In the SEE countries, other countries of the Region account for
20 percent of the total, as compared with 28 percent for CEE. Other
(non-EU) OECD countries represent between 4 and 6 percent of out-
going traffic. Turkey is also an important destination (4.5 percent).

The pattern is quite different for the three other subgroups. Here,
rather than CEE, SEE, or the Baltics, Russia in particular accounts for
the lion’s share of outgoing traffic, ranging from a low of 69 percent
for the Caucasus to a high of 81 percent for the Central Asian coun-
tries. All of the Region’s countries account for 77 percent of outgoing
traffic on average for Russia, Ukraine, Belarus, and Moldova. The EU-
15 represents 8 percent of total outgoing traffic for these four coun-
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FIGURE 6.4
Bilateral Telecom Traffic, 2002
CEE, shares of destination areas in outgoing SEE, shares of destination areas in outgoing
telecom traffic, 2002 telecom traffic, 2002

Baltics, shares of destination areas in CIS (excl. CARs & Caucasus), shares of destination areas
outgoing telecom traffic, 2002 in outgoing telecom traffic, 2002

Caucasus, shares of destination Central Asia Republics, shares of destination
areas in outgoing telecom traffic, 2002 areas in outgoing telecom traffic, 2002

@ EU-15 [ Non-EUOECD [J Turkey [ Region M@ Middle East/Asia [ Not specified

Source: International Telecommunications Union.
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tries; the EU-15 accounts for only 1-2 percent for most of the other
CIS countries. Similarly, other OECD countries account for only neg-
ligible shares. While it should be noted that some of these CIS coun-
tries report relatively large shares of outgoing traffic as “not specified,”
so that it is not clear whether the outgoing share toward OECD coun-
tries or Asia is actually as low as is reported, the data do show unam-
biguously that there has not been much diversification away from
traditional partners in much of the CIS. In contrast, there has been a
very marked shift away from other countries in the Region, in partic-
ular Russia, in the CEE and SEE countries.

FDI in Services in the Region

Given that services trades (sales) often require proximity between
service provider and consumer, FDI is an important mode of interna-
tional trade in services. For the countries of the Region, FDI is an
important avenue through which to acquire access to best practices
and new service varieties and technologies. There are substantial dif-
ferences across the Region’s countries in the pattern of services vs.
nonservices FDI, as well as in terms of the magnitude of FDI inflows.

Table 6.6 reports data on the share of services in total inward FDI
in the Region for countries for which these data are available.® Over-
all, services account for some 62 percent of the stock of FDI in the
reporting countries—that is, services FDI tends to reflect closely the
prevailing share of services in the GDP of OECD countries. Finance,
transport, communications, and distribution services account for the
largest share of this FDI. The intensity of FDI in services is highest in
the Baltic states, presumably reflecting their relatively small size and
limited manufacturing base, and lowest in Romania and Ukraine. In
the case of Estonia, financial services are the number-one sector for
FDI, including nonservices sectors, while for Latvia, business and real
estate services are the largest sector.

In general, the EU-15 generate about 80 percent of inward FDI
into the Region’s countries, with Germany, the Netherlands, and Aus-
tria generally being among the top three foreign investors (see also
chapter 7). Geographic proximity and historical links play an impor-
tant role in some instances—for example, Sweden and Finland are
major investors in the Baltics, France has large shares in FDI inflows
into Romania and Poland, and Greece in Bulgaria. For Russia,
Ukraine, and resource-rich Central Asian Republics, FDI from the
United States is important—the United States is the major investor in
both Russia and Ukraine. As can be seen from table 6.6, services FDI
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is also very high as a ratio of GDP in the Baltic states, is highest in the
Czech Republic among the CEE states, and is lowest in Romania, Rus-
sia, and Ukraine. Croatia, the only SEE country for which such data
are available, also has a very high share of services FDI, consistent
with the high service intensity of its exports.

The pattern that emerges is similar to that suggested by the services
trade data—there is a distinct difference between the EU-8 states and
the Central Asian Republics. The former have attracted large flows of
services FDI, whereas the latter have not. The magnitude of the asso-
ciated capital inflow is significant in the former countries, with Esto-
nia and Lithuania being the outliers. Given that FDI in services can be
expected to be associated with new technologies, higher service stan-
dards, and more effective delivery—as illustrated by the indexes dis-
cussed below—these inflows help to explain both the observed higher
labor productivity performance in services noted earlier and the
aggregate growth performance of these countries.

Policy Stances and Reform Progress

Services sector reform involves a mix of deregulation (the disman-
tling of barriers to entry and promotion of competition) and improved
regulation (putting in place an appropriate legal environment,
strengthening regulatory agencies and increasing their independence
and accountability, and ensuring universal access to key services).
The policy challenge is to achieve a balance between traditional reg-
ulation and the introduction of competition (see chapter 4). Much
has been done by countries in the Region to reform and adapt policies
and regulatory regimes for services industries. Figure 6.5 plots three
indicators of the extent of policy reform for banking, nonbank finan-
cial services, and infrastructure. In all three cases, the value of this
index is set at zero for 1989. Thus, the 2004 value of the index pro-
vides a measure of the progress that has been made by countries in
converging to “best-practice” standards—measured by a maximum
value of 4.3. Box 6.2 discusses the construction of these indexes.
The EU-8 (the CEE and the Baltic countries) have made the most
progress on all three fronts. For the other country groups, there is sig-
nificant variation across the three indexes. SEE has advanced the most
on reforms in banking and infrastructure, followed by the Caucasus.
Belarus, Moldova, Russia, and Ukraine have done the most in the
nonbank financial area, followed by SEE. The Central Asian Republics
have made the least progress in all three areas, with one country—
Turkmenistan—not advancing at all in any of the three areas.
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FIGURE 6.5
Services Reform Index, 2004
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B0X 6.2

The EBRD Reform Indexes

The index ranges from 1(little progress) to 4.3 (most advanced implementation of reform agenda).

Banking and interest rate liberalization: A 4.3 means full convergence of banking laws and regu-
lations with Bank for International Settlement (BIS) standards, provision of full set of competitive
banking services.

Securities markets and nonbank financial institutions: 4.3 means full convergence of securities
laws and regulations with International Organization of Securities Commissions (IOSCO) stan-
dards, fully developed nonbank intermediation.

Infrastructure: average of the following five infrastructure reform indicators:

e FElectric power. 4.3 means tariffs are cost-reflective and provide adequate incentive for effi-
ciency improvements. Large-scale private sector involvement in the unbundled and well-
regulated sector. Fully liberalized sector with well-functioning arrangements for network ac-
cess and full competition in generation.
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What follows provides an overview of the state of reform in ser-
vices sector policy regimes, with a particular focus on banking,
telecommunications, and other utilities and infrastructure services. A
more detailed overview of the stance of policy reforms in banking and
telecommunications and their evolution over time can be found in
annex tables 6.1 and 6.2.

Banking

The banking sector in the EU-8 countries is characterized by small
shares of credit allocated through state-owned banks, high foreign
participation, and stronger regulatory regimes. Evidence from these
countries indicates that foreign banks have been contributing to the
modernization of the sector. Bottlenecks relevant to sustained finan-
cial development do, however, often persist within the legal frame-
work (tax system, creditor rights, and the bankruptcy code). Central
bank independence has also been strengthened in most of these
countries. Cukierman, Miller, and Neyapti (2001) use a measure of

Railways: 4.3 means separation of infrastructure from operations, and freight from passenger
operations. Full divestment and transfer of asset ownership implemented or planned, includ-
ing infrastructure and rolling stock. Rail regulator established and access pricing implemented.

Roads: 4.3 means fully decentralized road administration. Commercialized road maintenance
operations competitively awarded to private companies. Road user charges reflect the full
costs of road use and associated factors, such as congestion, accidents, and pollution. Wide-
spread private sector participation in all aspects of road provision. Full public consultation on
new road projects.

Telecommunications: 4.3 means effective regulation through an independent entity. Coher-
ent regulatory and institutional framework to deal with tariffs, interconnection rules, licens-
ing, concession fees, and spectrum allocation. Consumer ombudsman function.

Water and wastewater. 4.3 means water utilities fully decentralized and commercialized. Ful-
ly autonomous regulator exists with complete authority to review and enforce tariff levels
and quality standards. Widespread private sector participation via service/management/lease
contracts. High-powered incentives, full concessions, and/or divestiture of water and waste-
water services in major urban areas.

Source: EBRD 2004a.
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independence called LVAW with 16 weighted components. As figure
6.6 shows, the degree of independence in the eight new EU member
countries has converged toward the level achieved by the German
Bundesbank during the 1980s. All of other countries in the Region,
however, fall substantially short of the most advanced ones. Note that
this indicator reflects only legal, not actual, independence. If the lat-
ter were to be taken into account, the picture would look even more
pronounced. The Central Bank of Belarus, for instance, has a high
degree of legal, but a low degree of actual, independence.

Banking markets in the vast majority of CIS countries, as well as in
some SEE countries, tend to be relatively closed in both a formal and
an informal sense. Nevertheless, Armenia’s financial sector is rather
open and sound, underlining that this country is the reform engine of
the Region in financial services. Belarus, in spite of its relative proxim-
ity to the EU, is one of the least advanced countries in that sense, as are
some Central Asian countries. While actual or potential limits on for-
eign participation (globally or in an individual bank) do play a role in
some countries, bureaucratic impediments seem to play a more promi-
nent role in inhibiting foreign participation. Among the factors
reported are limitations on bringing in foreign staff, lengthy licensing
procedures, financial repression, public ownership of major banks,
and inadequate regulatory practices. In general, the banking sector in
these countries suffers from weak capital bases and lack of confidence.
These impediments to financial development are reflected in figure
6.7, which illustrates that the depth of the banking sector has devel-
oped accordingly. Again, the EU-8 countries fare best. Box 6.3 dis-
cusses in somewhat greater depth the impacts of policies that restrict

FIGURE 6.6
Central Bank Independence
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FIGURE 6.7

Financial Sector Performance
Domestic credit to private sector (% of GDP),
by country group, 2003
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foreign providers” access to the financial sector, based on the experi-
ence of Russia.

Regulated Utilities

Regulated utility and infrastructure services such as telecommunica-
tions can play an important role in fostering (or deterring) interna-
tional integration because they can greatly affect the transactions
costs of international exchanges. Their cost, quality, and accessibility
become central to international integration. Although much reform
progress has been made in some of the Region’s countries, significant
challenges to the efficient provision of utility and infrastructure ser-
vices to firms and consumers in the Region remain. In part, current
problems have their roots in the obsolescence of equipment resulting
from perverse investment incentives that linger from the era of cen-
tral planning and the concomitant disrepair after the fall of Commu-
nism. The key challenges include tackling regulatory problems in the
provision of utility and infrastructure services, which have been sub-
ject to extensive cross-subsidization, inefficient pricing, poor revenue
collection, insufficient separation of industry branches, and overall
poorly designed regulatory frameworks. These problems led to distor-
tions in the development and operation of utility and infrastructure
services markets and stifled needed investment in the Region.*

The lack of competition in specific segments of these markets in
most of the national economies of the Region signals an urgent need
for institutional and structural reform. The rules and institutions
established in each country that govern these services are important
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B0X 6.3

Foreign Participation in Russia’s Banking System—
Experiences and Perspectives

Since the late 1980s, the Russian banking system has undergone fundamental changes. So far,
these changes do not include a sustained opening of the sector to foreign participation. The
prospect of WTO accession, however, puts the topic back on the agenda. It is therefore worth
taking a brief look at respective past and future policy changes, as well as their impact on the
sector and the entire economy. As a first step, however, a look at the general financial-sector
background against which market opening occurs seems useful. Reforms in the banking sector
go back to 1987, when first attempts at establishing a two-tier banking system were made with
the registration of special state and commercial banks. In the early 1990s, this process contin-
ued under the auspices of the Russian Central Bank and a large number of commercial banks
emerged in a short time. Growing private demand for credit and low-cost liabilities attracted
new market entrants. Most banks, however, were inefficient and managed to survive only be-
cause of low returns on deposits. The financial crisis that took off in August 1998 disrupted the
process of financial deepening. The government failed to service its debt, the ruble devalued,
and creditors panicked. As a result, households and nonresident creditors suffered substantial
losses, whereas the real economy was hardly affected. As a matter of fact, banks' assets were
not too heavily involved in the production side of the economy. Postcrisis market consolidation
was weak and primarily affected banks with a high share of foreign liabilities. Instead, insiders
often stripped and recycled assets. After the crisis, financial services again became more con-
centrated in state-owned banks, which were most heavily involved in funding production activi-
ty. In 2000, for instance, state banks were given special privileges such as implicit guarantees,
capital injections, and preferential funding sources.

Positive economywide fundamentals, as well as risk-averse strategies adopted by banks, sub-
sequently improved financial health in general. Improvements in the legal and regulatory frame-
work are under way. Deficiencies in depositor protection, however, have remained in place. This

because they affect service delivery and the size and nature of the
market in which they are supplied. The regulatory framework needs
not only to reflect the cost of, and demand for, these infrastructure
services, as well as the rate of technical progress in the field, but also
to ensure equal access and prevent domination by incumbents in
many portions of the market. Regulatory institutions affect the scope
for competition by opening segments of these markets to privatiza-
tion and liberalization (see World Bank 2004h).

Introducing competition into these sectors has brought about
increased efficiency in the provision of regulated utility and infrastruc-
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fact helped trigger a minor run on deposits following the closure of a bank in mid-2004. This,
along with a weak capital base and the prevalence of short-term liabilities, poses important pol-
icy challenges. Foreign banks increased their market share in the wake of the financial crisis.
They became a haven for both domestic and international depositors. In spite of these favorable
conditions, their market share never significantly exceeded 10 percent. Even though the policy
regime is formally liberal, market access is not easy. Licensing discrimination, practices and sub-
national regulations violating federal law, abuse of power, and other problems have been noted
in the entire services sector. In financial services in particular, the federal law on “Banks and
Banking Activity of 1996" allows the Central Bank to impose a ceiling on the total amount of for-
eign capital as a share of total bank capital in Russia. In addition, since 1997, the Central Bank
has required of foreign banks that at least 75 percent of their employees and 50 percent of their
management board be of Russian nationality. Heads of foreign banks’ Russian offices are re-
quired to be proficient in Russian. There are other restrictions requiring work experience in the
country. These issues are currently subject to WTO negotiations.

Potential benefits of liberalizing the sector are manifold: more foreign presence provides enter-
prises with easier access to cheaper, long-term financial resources. The net return to capital in-
creases, which fosters capital accumulation and improves the investment climate. Both quality
and quantity of financial services may improve. The financial sector’s capital base increases and
deposits become safer and more long-term. More efficient credit allocation may imply the adop-
tion of better production technologies, which may spill over into the whole economy. This has a
positive effect on total factor productivity. Jensen and Tarr (2004) estimate the welfare gains
from Russian WTO accession to amount to between 3.3 and 11 percent of GDP in the medium
and long run, respectively. They assert that most of these gains would result from the liberal-
ization of barriers against FDI in the services sectors. A negative implication is the likely squeeze
of Russian commercial banks by foreigners and state-owned banks, which receive high interna-
tional credit ratings. The commercial banks may be taken over by foreigners, leaving the rest of
the sector in the hands of the state.

Sources: Vedev 2004; Jensen and Tarr 2004; Mikhailov et al. 2001.

ture services in the Region. Two main reforms have been responsible
for this: (i) allowing entry of new domestic (or foreign) infrastructure
providers; and (ii) opening the domestic market to imports of such ser-
vices. Complementary to the issue of entry into these industries is the
process of change of ownership. Privatization of utilities and infra-
structure service providers is, however, not a necessary condition for
improved efficiency in the provision of these services. The incumbent
provider might remain state-owned, but as long as the regulator allows
for the entry of new providers into the market, such competition can
yield efficiency gains in the industry overall (see EBRD 2004a).
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FIGURE 6.8

The experience to date of countries in the Region in developing
modern regulated utilities and infrastructure services providers has
been quite mixed. The EBRD index for these sectors reveals the het-
erogeneity found in the Region (figure 6.8).> The index shows little
or no progress in utility and infrastructure reform in Belarus, the
Kyrgyz Republic, Tajikistan, Turkmenistan, and Uzbekistan as
opposed to the advancements made in the Czech Republic, Estonia,
Hungary, Poland, and Romania. The relatively high rankings of Bul-
garia, Croatia, the Kyrgyz Republic, Romania, and Russia reflect the
growing recognition and actions by the governments in these coun-
tries to invest efforts in crafting better regulation, commercializa-
tion, and tariff reform for the effective provision of utility and
infrastructure services. Figure 6.9 disaggregates the infrastructure
index along five sectoral dimensions—electric power, roads, rail-
ways, telecommunications, and water and wastewater—and
assesses the cumulative reform progress in each of the Region’s
countries. On average for the Region, progress has been most pro-
nounced in the sectors of telecommunications and electric power.
These higher rankings are likely a result of commercialization,
including deregulation and the successful privatization of the
national telecom companies (see below).

In the telecommunications sector, fixed-line services are still quite
underdeveloped in most of the Region’s economies. This has given
rise to a faster growth of, and stronger competition in, the mobile ser-
vices sectors. As can be seen in figure 6.10, however, this holds pri-
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wastewater. See box 6.2.
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FIGURE 6.9
Infrastructure Reform, by Country and Sector, 2004
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Note: Each indicator ranges from 1 to 4.3, with 1 representing little or no change from a rigid centrally planned economy, and 4.3 representing the standards of an
industrialized market economy. The scale ranges from 0 to 20, representing the cumulative progress for each country. For a detailed classification system for the five
indicators, refer to the EBRD Transition Report 2004, p. 200.

marily for the EU-8, and to some extent for SEE. In the rest of the
Region, mobile penetration rates fall short of even fixed-line services.

In many countries in the Former Soviet Union, independent tele-
com regulators have yet to be established. Although regulatory inde-
pendence is also compromised in some EU-8 countries, this adversely
affects fixed-line services, where competition requires network
access. Interconnections between different operators should be pro-

FIGURE 6.10
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moted. The incumbent fixed-line operator often impedes the conclu-
sion of interconnection agreements with other providers. Tariffs are
low and distorted in many countries. There are cross-subsidies
between different types of calls and customers. These issues will have
to be tackled in the future, taking into account social concerns about
low-income groups.

On average, the least progress has been made across the Region in
the rail, road, and water sectors. Reforms in road transport appear to
be lagging behind the railway sector in many countries. Private sector
participation remains limited. Only some EU-8 and SEE countries,
such as Croatia, Hungary, and Poland, have introduced private sector
participation through toll roads. Success, however, has been mixed so
far because of traffic diversion to alternative roads and high risks asso-
ciated with private investment. Toll-based concessions in Hungary
have been converted into payments to the private investors via the
public budget. This transfers traffic risk back to the state while main-
taining the character of the public-private partnership. Reforms in the
railway sector are also at an early stage in terms of private sector par-
ticipation, although the separation of infrastructure from operations is
either planned or has been put in practice in many countries.® The EU-
8 countries have in theory adopted EU standards of open access,
although implementation has been lagging. The challenges to reform
of the water sector are illustrated in box 6.4 for the case of Albania, but
the messages are pertinent for many other of the Region’s countries.

Regulatory Reform, Privatization, and
International Integration

Case-study research in various countries in the Region documents
that improvements in transport have been crucial for enhancing the
movement of goods from one country to another; that progress in
reform of telecommunications and the role of the Internet have pro-
vided a low-cost channel for supplier and customer searching inter-
nationally and the conduct of related transactions; and that
financial-service reforms have facilitated cross-border payments for
goods and services (for case-study work on Russia, see Broadman
[2002] and for Southeastern Europe, see Broadman et al. [2004]).
The modest (or small) size of some the Region’s countries can cre-
ate a challenge to exploit the economies of scale and scope—and
hence reduced costs—that often are generic to the provision of utility
and infrastructure services. Cross-border supply of such services—
that is, through imports—can provide opportunities to realize such
economies. For example, a firm operating in one of the Region’s
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BOX 6.4

Challenges in Water Reform in Albania

Albania faces acute challenges in watershed and flood management; water sanitation; irrigation
and drainage; and management of lakes, wetlands, and coastal areas. The country also lags in
institutionalizing a framework with broad stakeholder ownership and water services delivery in-
stitutions. The government did not liberalize the national uniform water supply tariffs until July
1998, when it established the Utility Regulatory Commission, with tariff-methodology and tariff-
setting powers. However, even then the allowed tariff for many local water utilities was well be-
low the requested one. The country continues to experience water problems resulting from out-
dated supply and sanitation systems and from sluggish progress with reforms. In Tirana, more
than 50 percent of the water is lost because of leakages and illegal connections. In the urban ar-
eas, some 40 percent of the population has a sewerage connection, and around 80 percent has
access to piped water. Although the privatization of the water sector has started, major efforts
are needed in modernizing and maintaining the sector.

Sources: World Bank 2003i, “\Water Resource Management in Southeast Europe,” and EU Stabilization and Association Re-

port Albania 2003.

countries might find it cheaper to purchase electricity through wheel-
ing from a provider based in a neighboring country (or even farther
away) rather than from a utility based in the home country. With the
heterogeneous resource endowments and variation in market sizes
across the countries in the Region, the potential benefits of creating a
regional market for the provision—and hence regulation—of infra-
structure services might well be substantial. Box 6.5 discusses the
experience of the SEE countries and Turkey in establishing a regional
energy market.

Privatization of utility firms is another channel through which
deregulation and infrastructure reform and international integration
are linked. While there are some (in fact, quite few) cases where FDI
in these sectors has taken the form of greenfield investment, the vast
majority of FDI inflows associated with these sectors in the Region
has been through the privatization process.” Not surprisingly, the
extent of privatization activities varies tremendously by country and
sector, as presented in figures 6.11 and 6.12. The EU-8 countries are
the leaders in attracting FDI in the utilities sectors, with more than
$30 billion in cumulative FDI inflow for the period 1992-2003. The
SEE countries as a sub-Region have attracted the least. From a sec-
toral perspective, the highest revenues have come from the privatiza-
tion of telecommunications companies in the Region, followed by
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BOX 6.5

Benefits and Challenges to a Regional Energy Market in SEE and Turkey

The international community’s support for Southeastern Europe (SEE) within the energy sector
has gradually shifted from emergency support and efforts to address reconstruction needs to a
more coordinated regional long-term approach. With the SEE Electricity Regulatory Forum ini-
tiative, the European Commission has proposed a coherent vision with respect to the develop-
ment of a competitive regional energy market. It has set the basis for the Region's electricity
standards to catch up, in the medium to long term, with the standards of the European Union.
This initiative proposes that countries open their national electricity markets by 2006. This re-
gional market will be based on the principles of the European Commission’s Electricity Directive
(96/92) and the relevant secondary legislation. The intended result will be that the electricity sys-
tems and companies of the Region will participate fully in the internal electricity market of the
European Union.

The benefits of the process potentially include increased reliability in electricity supply; lower op-
erating costs; reduced needs for additional-capacity investments, especially in generation; im-
proved opportunities for intra- and interregional trade, including peak load by hydroproducers in
the Region; and lower prices for the end customers. However, the challenges entailed in the
transition to the new systems are considerable. They include adopting numerous new laws and
regulations; setting up independent regulatory agencies; training personnel; and introducing
new business concepts and practices, stranded assets, and protection of the poorest cus-
tomers.

Under a memorandum of understanding, which was signed in Athens in 2002, all SEE countries,
together with Turkey, have committed to undertaking steps toward opening their energy mar-
kets. These steps include adopting energy strategies; setting up independent regulators; un-
bundling industry; and developing grid codes, cross-border transmission pricing, congestion
management principles, and trading and commercial codes. Markets for eligible customers are
expected to be open by 2007.

Source: Adapted from Broadman et al. 2004.

proceeds from gas and power transmission privatizations. Transport
and water services privatization has generated the smallest revenues
for the Region in comparison with the other utilities sectors.

Further liberalization of access in telecom markets by foreign
providers of telecommunications services—especially through FDI—
would generate substantial gains for the countries concerned. Recent
analysis for Russia, for example, concludes that this could increase
Russian real consumption by 1.6 percent (see box 6.6). While private
sector participation is relatively developed in telecommunications in
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FIGURE 6.11
Utility Privatization Proceeds in the Region, by Sub-Region, 1992-2003
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Note: Includes telecom, gas, power, water, and transport proceeds from privatization.

FIGURE 6.12
Utility Privatization Proceeds by Sector for the Region, 1992-2003
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many transition economies, in the CIS, there is less progress in open-
ing the sector to private investors and in reforming the sector’s policy
framework. State control and monopolies still prevail in fixed-line
services in many of the countries in question. Where privatization of
incumbents has occurred, its objective has often been the maximiza-
tion of revenue. As a result, private investors were granted monopoly
status for significant periods of time. Armenia, for instance, provided
its Greek investor with a 15-year exclusivity clause.

International experience suggests that countries that have had the
objective of maximizing privatization revenues or a desire not to be
accused of getting a price that is “too low” have tended to grant whole
or partial monopoly privileges to new private incumbents. This can
come at the expense of future improvements in the network, as well
as high prices that over time will generate high profits for the owners
of the firms.8 Empirical evidence indicates that what matters most is
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BOX 6.6

The Gains from Foreign Direct Investment in Service Sectors

A growing body of evidence and economic theory suggests that the close availability of a diverse
set of business services (like telecommunications services) is important for economic growth.
Liberalization of barriers to foreign direct investment in services plays an important role in this re-
gard, especially in sectors such as financial services and telecommunications. The key idea is that
a diverse set (or a higher-quality set) of business services allows users to purchase a quality-ad-
justed unit of business services at lower cost. As services markets are opened to foreign entry
(FDI), domestic businesses and consumers will have improved access to services—whether they
are telecommunications, banking, insurance, transportation, or other business services. This will
lower the cost of doing business and increase the productivity of the economy.

Research suggests that liberalization of barriers to FDI in services may generate gains that sub-
stantially exceed those that come from merchandise trade liberalization undertaken in isolation.
In the case of Russia, for example, recent analysis concludes that opening access to services
FDI in the context of accession to the WTO will generate about three-quarters of the total gains
to Russia from WTO accession in the medium term—an increase in consumption of some 6 per-
cent —because the ad valorem equivalent of barriers to FDI is a multiple of the average tariff on
imports of goods. Estimates for Russia of the tariff equivalent of barriers to FDI in services av-
erage around 33 percent for nontransport services and some 80-90 percent for air and maritime
transport (Jensen and Tarr 2004).

Among the key restrictions against foreign telecom suppliers in Russia are that (i) Rostelekom
maintains a monopoly on long-distance fixed-line telephone services, (ii) affiliate branches of for-
eign banks are prohibited, and (iii) there is a quota on the multinational share of the insurance
market. The protocol on Russian accession signed between the European Union and Russia on
May 21, 2004, calls for the termination of the Rostelekom monopoly by 2007 and allows for an
increase in the upper limit of the multinational share of the Russian insurance market. Jensen
and Tarr (2004) conclude that elimination of barriers to FDI in telecommmunications alone will re-
sult in a gain in Russian consumption of 1.6 percent (conversely, if Russia were not to lower bar-
riers to FDI in telecommunications, the gains to Russia would be reduced by 1.6 percent of
Russian consumption). Thus, reduction of barriers to FDI in telecommunications is one of the
more important actions Russia could take in order to improve Russian real income.

Source: World Bank staff.

competition in markets and the incentives confronting management
of monopoly providers, not ownership. Indeed, countries that first
privatized network service providers (such as telecoms) and then
gradually opened up the market to competition saw worse perform-
ance of the sector in terms of service delivery—for example, the num-
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ber of fixed lines added to the telecom network—than that of coun-
tries that introduced competition immediately (Fink, Mattoo, and
Rathindran 2003).? The penetration rates in most of the CIS coun-
tries, as opposed to the EU-8, where privatization and market open-
ing were more synchronized, confirm this. In Latvia, the partial
privatization with exclusivity clause lasting till 2013 was therefore
converted into a faster market opening (2003 instead of 2013).

Regulatory Effectiveness and Rate Structures

The effectiveness of the regulatory process is critical when establish-
ing competitive markets. Another key aspect is the structure of rates
and other elements of the pricing schemes for the provision of the
services. Enhancing regulatory efficiency is uneven in the Region, not
only across the countries, but also among the sectors within a coun-
try. The literature increasingly focuses on several dimensions of an
effective regulatory system: coherence, predictability, capacity, inde-
pendence, accountability, and transparency (see EBRD 2004a). Table
6.7 summarizes achievements in regulatory effectiveness in each
country of the Region!® across four sectors (electricity, railways,
telecommunications, and water) along one of the dimensions of reg-
ulatory efficiency: establishment of an independent regulator. These
data suggest that the Czech Republic, Estonia, Latvia, Poland, and the
Slovak Republic have made the most progress in this area, whereas
many of the CIS countries have made very poor progress. The SEE
economies are somewhere in between.

Nevertheless, even with an independent regulator, the difficult chal-
lenge facing a national government is to endow that entity with techni-
cally competent people and give those people the authority and budget
needed to effectively implement the entity’s mandate—a problem com-
mon in many of the countries in the Region. In this regard, some case
studies are telling: there are only five employees in the recently estab-
lished electricity regulator in FYR Macedonia, compared with several
hundred in some of the EU-8 countries. Less than $100,000 was bud-
geted for the creation of an independent electricity regulator in the Kyr-
gyz Republic, in comparison with several million dollars in the EU-8.11
Thus, assessing overall regulatory effectiveness needs to take into
account the interrelationships among the various dimensions. The
EBRD (2004a) provides an assessment of the five other dimensions of
regulatory efficiency for these countries and sectors.

The eftective provision of regulated utility services also requires
the establishment of tariffs that both reflect costs and take into
account differences in value of service across customer classes (Vis-
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TABLE 6.7
Indicators of Regulatory Effectiveness in the Region, by Country, 2004
Electricity Railways Telecommunications
(year autonomous (autonomous (year autonomous Water

Country regulator established) regulator) regulator established) (decentralized)
Albania 1996 No 1998 No
Armenia 1997 No Planned Planned
Azerbaijan — No Planned Planned
Belarus — No — No
Bosnia 2004 No 2001 No
Bulgaria 1999 No 2002 Planned
Croatia 2002 Planned 2002 Full
Czech Rep. 2001 Yes 2000 Full
Estonia 1998 Yes 1998 Full
Serbia and Montenegro Planned No — Partial
Macedonia, FYR 2003 No — Partial
Georgia 1997 No 2000 Partial
Hungary 199 Planned 1993 Full
Kazakhstan 2002 Yes 2002 Partial
Kyrgyz Rep. 1996 No 2001 No
Latvia 1996 Yes 2001 Full
Lithuania 1997 No 2001 Full
Moldova 1998 No 2000 Partial
Poland 1998 Yes 2002 Full
Romania 1999 No 2002 Full
Russian Fed. 2004 Planned 2004 Partial
Slovak Rep. 2001 Yes 2000 Full
Slovenia 2001 No 2001 Partial
Tajikistan — No Planned No
Turkmenistan — No — No
Ukraine 2000 No — Partial
Uzbekistan 2000 No — Partial

Source: EBRD 2004a.

Note: — = not available.

cusi, Vernon, and Harrington 2000). There are two main regulatory
mechanisms—rate-of-return regulation and price-cap regulation—
for establishing pricing rules.!? The choice depends on a variety of
country and sector characteristics, including the quality of cost
accounting and auditing systems, the availability of economic and
technical expertise, the institutional checks and balances, and the
investment requirements of the regulated sectors.

In light of the scarce technical expertise and severe informational
problems in many of the Region’s countries, utilities must set up clear
regulatory goals and simplify administrative procedures as much as
possible. The role of the regulator can be limited to imposing floors on
prices to protect against predation and imposing ceilings on prices to
protect against monopolistic behavior. These floors and ceilings
should be based on an economic analysis of costs or on appropriate
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international benchmarks. In the final analysis, in order to ensure
that real sector businesses behind the border face “hard budget con-
straints” to foster efficiency, productivity, and international competi-
tiveness, in accordance with the discussion in chapter 4 and above,
prices charged to them for utility and infrastructure services generally
should be subsidy-free; at the same time, payments should be made
to the utility and infrastructure services providers in full and on time.

In many of the Region’s countries, cross-subsidization is evident in
the rates charged for various utility services. For example, local calls
are essentially free, while international calls are very expensive (by
international standards) in many CIS countries. Cross-subsidization is
also practiced among customer groups. For example, railway compa-
nies in Russia cover their losses from passenger traffic by using rev-
enues collected from freight customers. Figure 6.13 illustrates that
cross-subsidization in the electricity sector, for example, prevails in
about one-half of the countries in the Region. Generally, industrial
consumers, many of whom have the ability to switch fuels or operate
with interruptible service, should be charged lower tariffs in compar-
ison with their residential customer counterparts.!® This is not the
case in 13 of the Region’s countries.

Finally, there is the issue of rate setting for cross-border sales of util-
ity services. If the market structure for such utilities services is compet-
itive, then, ultimately, the utilities” international and domestic prices
would have a tendency to converge on a regional level, should the nec-
essary economic investments in transmission or transportation net-
works be undertaken and if prices are subsidy-free. In the case of

FIGURE 6.13
Cross-Subsidization in the Electricity Sector in the Region and Turkey
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Russia, however, dual pricing of natural gas might prove to be the most
beneficial option for the country as long as the internal domestic price
of natural gas is close to the long-run marginal costs and subsidy-free.
This has meant a doubling of the domestic price of natural gas in Rus-
sia. However, the export price of the country’s natural gas to Europe
was, up until recently, about five times the Russian domestic price, and
price convergence would not have been beneficial to the world’s largest
gas exporter. Taking advantage of its natural economic power on the
international gas market, Russia should be able to benefit from charg-
ing export prices on European markets that are different from its
domestic ones. Box 6.7 discusses the economics of gas pricing in Russia.

BOX 6.7

Dual Pricing of Russian Natural Gas

Within the context of Russia’s WTO accession, some WTO members had sought a commit-
ment by Russia to unify gas pricing—in other words, to align the prices charged for gas in the
domestic market and the prices charged to customers outside Russia. The World Bank under-
took an examination of the economic effects of gas pricing on Russia and on its major con-
sumers and concluded that it is not in Russia’s interest to introduce unified pricing of natural gas.

Russia is endowed with very significant natural gas resources. Its proved reserves of 47 trillion
cubic meters represent about 27 percent of the world’s proved reserves. Its 2003 production of
579 billion cubic meters (BCM) constituted 22 percent of world production and its reserves-to-
production ratio is in excess of 80 years, higher than any other major producer. Russia is also by
far the world's largest exporter of natural gas. In 2003, it exported about 134 BCM to Europe and
Turkey and about 40 BCM to CIS countries.

Itis in Russia’s interest to try to maximize the overall revenues associated with export volumes.
Russia can achieve this through a combination of prices and volumes. Two factors, however,
constrain the volumes that can be delivered to export markets. In the medium term, the primary
constraint is the availability of transportation facilities. This constraint provides a current incen-
tive for Russia to maximize the sales price to export markets. The transportation constraint can
be overcome, which would create increased capacity to deliver gas. However, Russia would
then run up against the second constraint, which is the absorptive capacity of the markets. Rus-
sia’'s proven reserves are sufficient to support a doubling, or even tripling, of its production ca-
pacity. In order to absorb this volume of gas, markets in Europe would have to increase dramat-
ically. As a result, Russia would not be able to sell significantly more natural gas in Europe
without applying substantial downward pressure on the price there. Russia would thus face a
trade-off between the added revenues from additional sales of gas and the lost revenue result-
ing from lower prices.
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Trade Agreements: EU Accession, Regional Cooperation, and
the WTO

The overall picture emerging from the preceding analysis is one of a
clear clustering of countries and sectoral reform progress, as well as
number of outliers. While sectoral policies are roughly equally
advanced in all EU-8 countries, the Baltics fare somewhat better in
horizontal policies relevant to foreign activity such as the bankruptcy
code (see annex tables 6.1 and 6.2); in some CEE countries, these
horizontal impediments contain the progress made in sectoral poli-
cies. In much of SEE, there has been less, but still substantial progress,

These two factors will effectively constrain for the foreseeable future the volumes of gas that
Russia can sell to export markets below the levels that Russia could potentially supply. The eco-
nomic value of gas in the domestic market therefore is dictated by the long-run marginal cost
(LRMC), not by export parity price levels. In Russia, Gazprom is likely to retain its monopoly pow-
er for some time. If the domestic price of natural gas is set above LRMC, there will be ineffi-
ciency from monopoly constriction of output. If the price is below LRMC, the product will not be
efficiently used, and production levels will decline from lack of investment.

The World Bank has estimated that the LRMC for natural gas is in the range of $35 to $40 per
thousand cubic meters (MCM). Domestic prices have been increasing and approaching the
LRMC levels. The average domestic price in 2004 was on the order of $28/MCM. In December
2004, the Federal Tariff Service approved increases of 35 percent and 21 percent respectively
for gas sales to households and to industrial customers starting on January 1, 2005. This will in-
crease the price to households to about $27.95 per thousand cubic meters and the price to in-
dustrial customers to about $37.15 per thousand cubic meters, and the average price will in-
crease to about $34 per thousand cubic meters, just below the LRMC range. At present rates of
consumption (about 400 BCM), increasing domestic prices by about $20/MCM would increase
the overall cost to consumers by about $8 billion per year. Consumption of natural gas, howev-
er, would be reduced and more efficiently allocated, generating a welfare gain to the economy.
Based on the assumption of a market elasticity of —0.5, this would generate a welfare gain on
the order of $1.25 billion per year.

The alternative of reducing export prices to LRMC parity levels would require a significant re-
duction in prices. In the first half of 2004, the export parity price averaged about $130/MCM;
thus a reduction on the order of $90/MCM would have been required, which would have trans-
lated into an annual loss of revenue on the order of $12 billion.

The WTO negotiators ultimately accepted that a dual pricing system makes economic sense in
Russia’s case and would not constitute an export subsidy for Russian exporters, provided that
domestic prices are increased to LRMC levels.

Source: Tarr and Thomson 2004.
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despite political tensions and military conflict. In the CIS, the picture
is far more mixed, if not sober. Belarus is an outlier in the sense that
its proximity to the EU has had no effect on speed of reform. In the
Caucasus and Central Asia, Armenia has made the most progress in
reform, while Turkmenistan and Uzbekistan have achieved the least.

Much of the enduring services policy reform that has taken place
in the Region during the transition has been and continues to be
implemented in the context of efforts to integrate into the EU—this is
the case for more than one-third of the countries in the Region. The
prospect and process of preparing for accession to the EU provide a
ready-made template for services liberalization. The EU is a common
market, and free trade and investment in services constitute a major
objective pursued by incumbent and aspiring EU member states.

Over time, a large number of directives and regulations and case law
that define the “rules of the game” for intra-EU competition in services
have emerged: these are contained in the acquis communitaire. The acquis
spans a large number of service sectors—that is, it contains specific direc-
tives that must be implemented by a member state. These cover sectors
such as financial services and telecommunications, as well as transport
and energy, to mention two important backbone services industries
(box 6.8). The acquis also involves a set of general obligations and disci-
plines that are aimed at ensuring that markets are contestable for other
EU (as well as non-EU) providers. These include the competition policy
provisions of the EU Treaty: provisions that discipline horizontal anti-
competitive practices such as market sharing and price fixing (cartels)
and that restrict the ability of governments to provide subsidies to
national incumbents and the ability of monopoly providers to engage in
cross-subsidization and abuse of a dominant position in a market.

The EU acquis “template” is largely nonnegotiable for accession
countries—there is some flexibility in regard to timing and sequenc-
ing of reforms, but there is a body of law with which all members
must conform. This clearly facilitates the design of policy reforms—
accession governments have simply to implement measures that will
satisfy the conditions laid down by the acquis. This is not to say that
the prospect/process of accession is a panacea. In the case of Turkey,
for example, accession was already being discussed in the 1960s. Very
little progress was made to converge toward EU norms until the early
1990s, and thus accession talks did not proceed very far (see box 6.9).

Countries that do not have any prospect of accession to the EU—
most of the CIS—do not have to adhere to the policy reforms set
implied by the EU template. This has potential benefits—there is no
need to undertake actions that may have little immediate payoff, and
the EU acquis extends far beyond economic policy narrowly defined.
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B0X 6.8

The EU Acquis Spans All Services

EU directives and regulations go well beyond the financial and telecommunications sectors, the
two industries on which most policy attention often focuses. For example, the acquis for the
transportation sector revolves around the EU’s common transport policy, which aims to develop
integrated transport systems based on advanced technologies that contribute to environmental
and safety objectives, improving the functioning of the single market and strengthening trans-
port links between the EU and third countries. A major emphasis is put on the strict application
of competition rules and state aid disciplines, with a recent focus on increased liberalization of
rail transport, landing rights/access to airports (allocation of slots), the abolition of the queuing
system for inland waterway markets, and enforcement of rules on work practices in the road
haulage sector. Public monopoly providers of port, rail, and other transport services must sepa-
rate out and report on the results of each of their activities (to identify cross-subsidies) and end
cross-subsidies from ports to rail or from freight to passenger traffic by shifting to a system of
direct subsidies to achieve social objectives such as universal service.

EU energy policy objectives include the improvement of competitiveness, security of energy
supplies, and protection of the environment. The energy acquis consists of rules and policies,
notably regarding competition and state aid (including in the coal sector); the internal energy
market (for example, opening up of the electricity and gas markets, promotion of renewable en-
ergy sources, crisis management, and oil stock security obligations); energy efficiency; and nu-
clear energy. There are five main challenges associated with adoption of EU norms in this area:
market opening, unbundling, third-party access, public service obligations, and regulation.

These two policy areas illustrate the primary objective of EU rules: to create a single market for
services. This is pursued through measures requiring member states to ensure that their mar-
kets are contestable for foreign service providers (the competition aspect) and requiring that
measures be taken to harmonize regulatory provisions so as to further integrate the market. Part
of the latter agenda revolves around setting standards to achieve easier interconnection—
whether of roads, rail, electricity grids and networks, or gas pipelines.

Source: World Bank staff.

In the environmental area, for example, there are numerous require-
ments, many of which necessitate large-scale investment, which may
not be a priority for some countries. However, it also has costs: the
burden of identifying policy reforms, sequencing them, and ensuring
their implementation and enforcement must be determined and car-
ried out by national governments. As a result, and because of politi-
cally strong vested interests that will oppose reform, there may be less
of a focus on taking actions to liberalize access to services markets.
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BOX6.9

The Incentive for Services Reform in Turkey in the Context of EU Accession

In 1999, the European Council officially recognized Turkey as a candidate state for accession.
Under an Accession Partnership, the EU works with Turkey on adoption of the acquis commu-
nitaire. A Department for EU Affairs was set up in 2000 to coordinate Turkey’s policies related to
accession. A Reform Monitoring Group chaired by the deputy prime minister supervises the re-
forms. Major regulatory reforms in the post-1999 period have covered several sectors, including
the energy and banking sectors.

In the area of energy, Turkey confronts five main challenges: market opening, unbundling, third-
party access, public service obligations, and regulation. The Turkish electricity sector has histor-
ically been dominated by state-owned enterprises that provide distribution, generation, trading,
and transmission services. Privately owned electricity firms have entered the industry through
build-operate-transfer (BOT) or auto-generator schemes. They account for about 21 percent of
electricity generation. In addition, competitive bidding for build-operate-own (BOO) contracts for
electricity generation has been occurring, and transfer-of-operating-rights contracts have been
awarded in a number of regions. Privatization of generation assets is envisaged to start in 2006
and be completed in 2011. All assets in the distribution sector will be divested by mid-2006. A
new Electricity Law, passed in 2001, provides for the establishment of an independent Energy
Market Regulatory Authority and the introduction of a market model that will transfer most of
the task of supplying and distributing electricity to the private sector, eliminate the need for ad-
ditional state-guaranteed power-purchase agreements, and minimize costs through competitive
pressures on producers and distributors. The government will largely withdraw from the elec-
tricity-generation and -distribution businesses; and electricity-generation companies will negoti-
ate directly with distribution companies, without government guarantees. The government'’s
role will be largely confined to determining sector policy, owning the transmission system, and
ensuring that the rules are respected and that prices are competitively determined. Once the
law is fully implemented, the regulatory and supervisory regime for the electricity sector will
have been brought up to the level of international practice in line with EU standards. The various

The distinct differences in depth of reform and service sector per-
formance suggest that the EU accession process played an important
role in promoting liberalization of services trade and investment and
in the subsequent trade and FDI inflow response. However, “initial
conditions” also have an important bearing on performance—the
CEE countries were almost all GATT (General Agreement on Tariffs
and Trade) members during central planning and were founding
members of the WTO. This implies that they had already made some
international commitments on services trade and investment policies.
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BOT and BOO contracts signed in the past imply that the establishment of a competitive envi-
ronment will take time, however.

A weak banking sector has been a cause of recurrent macroeconomic crises in Turkey. Govern-
ments have used state banks for noncommercial objectives such as agricultural support; income
redistribution; and industrial, urban, and physical infrastructural development. As a result, banks
came to confront unrecoverable costs from mandates carried out on behalf of the government
(so-called “duty losses”). Since 1999, Turkey has reformed the regulatory and institutional
framework of the banking sector and restructured both state and private banks. In 1999, the Par-
liament passed a new banking law, which called for the creation of an independent Banking Reg-
ulatory and Supervisory Agency (BRSA) to take over bank regulation and supervision responsi-
bilities from the Treasury and central bank. In the case of state banks, the Treasury issued bonds
(floating rate notes) to securitize their duty losses and strengthen their capital base. A law was
introduced that prohibited state banks from running more duty losses: that is, any support pro-
vided to the state banks will henceforth have to be budgeted. The regulation of all banks was
greatly strengthened. As of 2004, Turkish prudential requirements were in general in conformi-
ty with those in the EU regarding capital adequacy standards, loan classification and provision-
ing requirements, limits on large exposures, limits on connected lending, and requirements for
liquidity and market-risk management. A major remaining issue concerns the privatization of
state banks. In 2001, private domestic banks accounted for 53.6 percent of total assets of the
banking sector, with foreign banks’ shares amounting to only 2.6 percent. This compares with
77 percent in Greece, 31 percent in Spain, 61 percent in Hungary, and 51 percent in the Czech
Republic.

Arguably, everything that has been and is being done by Turkey could be done unilaterally. Many
of the benefits from reforms undertaken to date were undertaken autonomously—for example,
measures to strengthen the banking system. How much the templates provided by the EU
model helped is not possible to determine. Clearly, however, the prospect of accession helped
in the pursuit of many of these reforms.

Source: Hoekman and Togan 2005.

While in principle the EU accession process forced these countries to
do more as far as trade policy is concerned, much if not all of what is
required by the EU acquis can also be pursued unilaterally.

Moreover, even when EU accession is not a realistic prospect, inter-
national cooperation on services can be pursued through the WTO
and bilateral/regional trade agreements, both with the EU and with
neighboring countries (see chapter 3). Indeed, in many areas, regional
cooperation has the potential for supporting national reforms by
increasing the payoffs and reducing costs. The trade and transport
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facilitation program that has been put in place by the countries of SEE
is an example of such intraregional cooperation on services. As dis-
cussed in chapter 5, here the focus is specifically on international facil-
itation. Similar initiatives could be pursued in other areas of the Region
and in other sectors. As mentioned earlier, regional cooperation in the
area of energy is already being pursued (see box 6.5).

A number of countries in the Region acceded to the WTO after
1995 (that is, they were not GATT contracting parties). These include
Albania (which acceded to the WTO in 2000), Armenia (2003), Croa-
tia (2000), Georgia (2000), the Kyrgyz Republic (1998), and Moldova
(2001). Others are in the process of negotiating accession to the WTO.
In either case, this requires that commitments be made to liberalize
access to foreign providers of services, both cross-border and through
FDI under the General Agreement on Trade in Services (GATS) (see
chapter 3). There is, however, a major difference between the WTO
and the EU accession processes: the former does not require complete
liberalization of services trade and investment. Rather, the extent of
liberalization is the outcome of a negotiating process that depends in
part on how attractive the market is to potential foreign entrants and
on the preferences of the acceding government. A feature of the
WTO'’s GATS disciplines on services is that governments can decide
how much they want to open up—a so-called “positive list” approach
is taken to the sectoral coverage of commitments made by members;
see Broadman 1994.

One potential advantage of the WTO’s GATS approach is that the
process of expanding the access of foreign suppliers to services mar-
kets can be managed so as to increase competition gradually. This can
allow incumbents to improve their competitiveness and may create
alternative employment opportunities in the sectors concerned and
thus help mobilize support for trade liberalization more generally.
The mechanism that can be used in this connection is to precommit
to reforms over a period of time. Given the advantages of incumbency
in industries characterized by high fixed costs and with substantial
network externalities, the process of gradual introduction of compe-
tition can allow management of the public companies concerned to
improve productivity over a period of time, attenuating the social
impact in terms of the magnitude of possible layoffs, and increasing
the value of the firm as a prelude to privatization.

The countries in the Region that acceded to the WTO between
1998 and 2003 all made significant commitments on services. For
example, the Kyrgyz Republic made commitments in 11 out of 13
services sectors, compared with 5.7 on average for all WTO members.
The same is true for the other countries—specific commitments were
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made in all of the major services categories that are distinguished in
the GATS classification list. As a group, the Region’s countries stand
out as having made more commitments than either OECD or devel-
oping countries (figure 6.14).

However, these countries” WTO GATS commitments have not, for
the most part, translated into increases in services trade comparable
to those registered by the EU-8 countries. In part this may simply be
a reflection of time—all of these countries, with the exception of the
Kyrgyz Republic, have acceded to the WTO only recently. Geography
and other fundamental institutional factors play a major role as well.
But as can also be seen from figure 6.14, although the Region’s coun-
tries as a whole have made significant commitments under the GATS,
there is still much to be done with regard to making full liberalization
commitments and in the sense of locking in open market access and
national treatment, including for Modes 1 and 3—cross-border trade
and FDI, respectively.

The ongoing Doha Round negotiations—which span services—
offer an important opportunity to further enhance commitments in
those sectors and modes of supply that are most important for
improving the performance of the economy. They also offer an oppor-

FIGURE 6.14

WTO Market Access Commitments in Services Trade Liberalization, by Mode
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tunity to seek better access to export markets, including through the
temporary movement of natural persons supplying services. Indeed,
for those countries that are not on track to join the EU, the WTO is an
important instrument through which to seek to offset some of the
preferential access that has been granted to the new member states of
the EU from the Region. There will be a quid pro quo demanded for
such improved access, however. But as the experience of the Baltic
and CEE countries reveals, this quid pro quo—the opening up of ser-
vices sectors to foreign participation—can have significant payoffs
that are in the national interest.

The big difference between the EU accession process and the WTO
is that, while the latter is much less specific about how liberalization
will be achieved, the EU is much more prescriptive. This raises the
question of whether it makes sense for countries that have little
prospect of acceding to the EU to unilaterally adopt the “EU model”
(the acquis). A good case can be made for considering the implemen-
tation of specific aspects of the acquis, especially those parts that
revolve around the introduction of market disciplines, controlling
state aids, and encouraging competition from foreign service
providers on the domestic market. Integrating transport and energy
markets with those in neighboring countries also makes good eco-
nomic sense, as do measures aimed at increasing the contestability of
these markets and removing competition-distorting cross-subsidies.

This is not to say that the EU model in these areas is optimal. The
point is, however, that it is better than the status quo ante that once
prevailed in all of the Region’s countries, and that continues to pre-
vail in the CIS and some SEE countries. The EU acquis is a public
good in the sense that any country can avail itself of that body of
legislation and regulation. What matters is implementation, which
in turn requires commitment and that the relevant institutions
apply the standards. In the case of countries that have acceded or
are in the queue, the regular monitoring and interaction between
the European Commission and the partner government, facilitated
by the provision of technical and financial assistance, can do much
to help maintain progress. However, accession does not have to be
part of the equation for countries to obtain such assistance—a very
similar structure is available in the form of the EU’s Association and
Partnership Agreements that numerous countries have signed with
the EU. They also offer a model for implementation of commitments
under the GATS. That said, and as stressed in the analysis of behind-
the-border reforms in chapter 4, while trade-agreement-based com-
mitments of the type made in the WTO can be helpful, they are not
sufficient to achieve and cement far-reaching policy reforms and
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liberalization. What matters more is the overall investment climate
that prevails.

Services Reforms and Growth Performance

It is clear that many countries in the Region have implemented sig-
nificant services sector policy reforms. What matters of course is
whether these reforms are subsequently associated with better eco-
nomic performance. One method that can help determine whether
there is a positive relationship between reforms and performance is
the use of econometric evidence to assess the links between service
sector development and economic growth. Will cross-country growth
regressions, where the share of domestic investment in GDP is used as
the main explanatory variable for per capita GDP growth, reveal a lin-
ear, positive relationship between various measures of service sector
policy reform and per capita GDP growth?

To test this proposition, it is more appropriate to use the invest-
ment share in GDP as an explanatory variable in such regressions
than the usual set of control variables that measure initial income
because, even after controlling for policy variables determining dif-
ferent steady states (such as inflation, political stability, size of gov-
ernment, and so forth), it is likely that in transition economies, the
macroeconomic shocks incurred in the early 1990s were greater in
countries where initial income was lower because of the absence of
market institutions. Thus, use of initial income may bias results
because there is likely to be a correlation between income levels and
services sector development. Cross-country evidence generally sug-
gests that per capita income growth is strongly related to the (past)
investment share of GDP (for example, Levine and Renelt 1992). This
is not the case for many transition economies, reflecting the fact that
investment in centrally planned economies was often of poor quality.
To measure the quality of the service sector framework in the esti-
mated regressions, the three sectoral EBRD reform indexes for bank-
ing, nonbanking financial services, and infrastructure are used.
(Recall that the latter is a composite indicator of progress in five areas
of infrastructure policy reform: power, railways, roads, telecom, and
water services.) The variables are all averaged over the 1990s.

The regression analysis reported in table 6.8 (column 4) is consis-
tent with the literature in finding a positive relationship between
growth in per capita income and investment (statistically significant
at the 5 percent level). However, when the services policy reform
indexes are added as explanatory variables, this positive association
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TABLE 6.8
Results of Some Simple Growth Regressions
Gross EBRD EBRD
domestic EBRD nonbanking banking
fixed infrastructure financial sector
investment reform sector reform
Dependent variable Adj. R Constant (% of GDP) index reform index index
Per capita GDP growth 0.13 -11.3 0.41
(=2.7)%* (2.1)*
Per capita GDP growth 0.28 -16.1 0.32 4.23
(-3.8)*** (1.73)* (2.3)**
Per capita GDP growth 0.32 -14.4 0.1 5.65
(-3.8)*** (0.46) (2.65)**
Per capita GDP growth 0.42 -16.8 0.22 474
(~4.5)*** (13) (3.37)***

Note: Coefficients and t-values in brackets;

*HH

= significant at the Tpercent level; ** = significant at the 5 percent level; * = significant at the 10 percent level.

Number of observations: 23 for all equations.

gradually disappears. All three reform indexes are highly significant
determinants of per capita income growth, but most striking is the
performance of the banking sector variable. The model fit increases
from 0.13 to 0.42 in terms of adjusted R? as one moves from the first
to the last equation. These econometric results therefore suggest a
clear positive association between the adoption of policies that pro-
mote the efficient functioning of the service sector and economywide
economic growth performance.

The prominent role of the banking sector in this regard is note-
worthy. In those transition economies where financial intermediation
existed during the 1990s, the output collapse was much less pro-
nounced, and the subsequent recovery occurred at a faster pace. Cre-
ating confidence in the private commercial banking sector by means
of generating an adequate policy framework therefore is of great
importance. Indeed, in many of the countries in question, potential
depositors still shy away from banks, and credit remains influenced
by, or subject to, direct or indirect government control. Full compli-
ance with banking and securities markets best practices (as defined by
the IMFE, Bank for International Settlements [BIS], and the Interna-
tional Organization of Securities Commissions [IOSCO] and other
standards-setting bodies) and credible and effective implementation-
cum-enforcement are important dimensions of creating an independ-
ent and competitive financial sector. As discussed above, the policy
reform agenda in infrastructure spans many dimensions, including
procompetitive regulation of public providers (for example, taritfs
that reflect costs and provide incentives for efficiency improvements);
actions to increase the scope for private provision (including privati-
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zation of monopolies, ensuring access to networks, and interconnec-
tion on reasonable terms); and the development of effective, inde-
pendent regulatory bodies to establish and implement a coherent
regulatory and institutional framework.

Conclusions

Firms in the Region’s services sectors, such as finance, telecommuni-
cations, and transport, are major inputs into the production of goods
(and other services)—including agriculture as well as manufacturing.
The costs of these inputs can account for a major share of the total cost
of production and are thus an important factor affecting the competi-
tiveness of firms. Services are also important determinants of the pro-
ductivity of workers in all sectors—education, training, and health
services are key “inputs” into the formation and maintenance of
human capital. Thus, service sector reforms can help reduce the costs
of trade liberalization by assisting industry and agriculture in con-
fronting competition from imports through lower input costs and
higher-quality inputs. They can also play an important role in creating
the employment opportunities that are required to allow structural
adjustment to occur (and absorb new entrants into the labor force).

While trade and structural reforms must be tailored to national cir-
cumstances, efficient services—both public and private—are a vital
element of any successful strategy for attaining and sustaining high
rates of growth. A comprehensive behind-the-border policy reform
agenda focusing on services can help attract much-needed invest-
ment, both domestic and foreign, and in the process enhance the
benefits of merchandise trade liberalization. Inefficient and high-cost
intermediate “backbone” services are a burden on the economy
because they reduce the competitiveness of firms, thus impeding
trade expansion and investment.

Openness to foreign competition—through policies that permit for-
eign participation in domestic markets—is a key element of good ser-
vices sector policy. No good measure of the “multiplier” effect of
services openness is available. The experience of the EU-8 reveals
clearly that an open merchandise trade policy is important; the evi-
dence from these countries shows that liberalization of trade with the
EU and the rest of the world led to significant improvements in pro-
ductivity and trade performance. But merchandise trade liberalization
is not enough—services trade and investment policy are also impor-
tant. The limited stock of inward FDI in countries such as Turkey and
Central Asian economies is in striking contrast to the EU-8 countries.
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So is the overall economic performance of these different countries,
measured in terms of both average performance and its volatility. The
stark differences in the levels and sectoral distribution of FDI in ser-
vices indicate that foreign investors perceive the attractiveness of locat-
ing in many countries in the Region to be limited or that prevailing
barriers to FDI are prohibitive. Simulation analyses for countries such
as Russia also reveal the potential of liberalization of trade and invest-
ment in services—for example, Jensen and Tarr (2004) conclude that
services liberalization that allows FDI in all sectors would generate a
multiple of the gains that could be achieved through merchandise
trade liberalization.

Liberalization—greater participation by foreign services firms in
domestic markets—is of course not sufficient. Given the characteristics
of services and services markets—often characterized by asymmetric
information or high fixed costs and associated barriers to entry—there
is a need for effective regulatory supervision of both domestic and for-
eign operators. In an environment characterized by limited (if any)
competition in key network services industries (energy, telecoms,
transport), a weak financial sector, and limited fiscal discipline (and
thus extensive cross-subsidization and transfers), trade liberalization is
not enough. As discussed in chapter 4, it needs to be complemented by
measures to harden budget constraints and to ensure that markets are
contestable. Actions also will be needed to ensure that social (equity)
objectives such as universal service obligations are realized. Taken
together, this calls for a regime of procompetitive regulation.

To be sure, this is a significant reform challenge for many countries
in the Region. Given that the EU-8, and increasingly some SEE coun-
tries, offer relatively attractive policy environments for FDI and have
done much to converge on OECD (EU) regulatory standards in ser-
vices, the policy reform thresholds for the CIS countries are becoming
much more competitive. Institutional barriers to FDI, monopoly pro-
vision of services by state-owned enterprises, and slow privatization
all reflect political decisions. In the case of the countries that have
already acceded to the EU or are in the process of doing so, there is a
template for reform that all must satisfy. Although the experience of
Turkey and a number of the “second wave” of EU accession candi-
dates illustrates that progress can be slow, the fact remains that, by
necessity, much of the behind-the-border reform agenda must be
implemented for EU accession to become feasible.

In the case of countries that do not have a near-term prospect of
accession to the EU, the burden of liberalization, regulatory reform,
and strengthening of enforcement capacity falls squarely on national
governments. The prospect and process of accession cannot be used
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as mechanisms to push forward reforms by governments that desire
to deepen services liberalization and reforms. Other instruments do
exist, however: in particular the WTO, regional cooperation, and
association agreements with the EU. Trade agreements may help by
allowing gradual commitments to be made in a more credible man-
ner, but much depends on the substance of the reforms. For any inter-
national agreements (multilateral or regional) to be effective in
supporting reforms, there must be extensive coverage of services and
investment policies.

The ongoing Doha Round negotiations—which span services—
offer an immediate and important opportunity to further enhance
market access and national treatment commitments for all service
sectors, especially for those modes of supply that are most impor-
tant—cross-border trade and FDI. They also offer an opportunity to
seek better access to major export markets, including through the
temporary movement of natural persons supplying services. The
implication of this is that for those countries that are not on track to
join the EU, the WTO is an important instrument through which to
seek to offset some of the preferential access that has been granted to
the new member states of the EU from the Region. Signaling greater
openness through enhanced GATS commitments is not a panacea,
given that the new EU member states have already effectively made
commitments for complete openness vis-a-vis the EU and the need
for complementary efforts to improve domestic regulation. However,
making such commitments can not only have a powerful signaling
effect, it will also help ensure that the domestic policy efforts to put
into place the complementary regulatory framework are made.
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ANNEX TABLE 6.1A

Restrictiveness of Service Sector Policies in Transition Economies: Banktruptcy Regime and Telecom

Czech

Criterion of restrictiveness No. Republic Hungary Poland
Bankruptcy regime 1

Major post-1990 changes in bankruptcy law 1a 1993/1998 1991/1993 1998/2003

Length of process (years), high-income OECD=1.6 1h 9.2 2 14

Cost (% of estate), high-income OECD=6.8 1c 18 23 18

Recovery rate, high-income OECD=72.2 1d 16.8 30.8 68.2
Telecom sector general assessment 2

Infrastructure reform index 1995/2004 2a 3.3/4.0 3.3/4.0 2.7/4.0

(see EBRD Annual Report, 1 to 4.3=best)

Fixed-line (mobile) penetration rate 2003 2b 36.0(96.5) 33.4(78.3) 31.9(45.1)

Market access/national treatment 3

MA Trade: restrictions in (a) domestic and 3a na. n.a. n.a.

international leased-line/networks,
(b) third-party resale, c) connections of
leased-lines/private networks to PSTN

MA invest (fixed and mobile):

Fixed: 3b In 2001, fixed- In 2002 fixed- In 2003 fixed-
line market line market line market
was officially was officially was officially
opened; some opened opened
competition in
local services
before 2001

Number of firms in the market 3 n.a. n.a. n.a.

Competition in sector (local, domestic long- 3d na. n.a. n.a.

distance, international, data, leased lines)
(a) monapoly, (b) partial, (c) full competition

Percentage of incumbent privatized investors 3e 49, mainly to 100, German 4757 France
Telsource (Ned) Telecom and Telecom, also
Swisscom, Ameritech, rest Polish investors
AT&T, currently publicly traded
51% for sale state: 1 share

Mobile:

Number of firms in the market 3f 3 4 3
Competition in sector: 39 (b) partial n.a. n.a.
(a) monopoly, (b) partial, (c) full competition
Percentage of incumbent privatized investors 3h 49(1996), now 49 Deutsche 34 France
100 % owned by Telecom, 51 Telecom, rest
Cesky Telecom fixed incumbent fixed incumbent
NT trade: Call-back services allowed ? 3i na. n.a. n.a.
NT invest: % of foreign ownership allowed in 3 na. n.a. na.
competitive carriers (a) fixed, (b) mobile
Licensing discrimination (mobile) 3k n.a. na. n.a.
Regulation 4
Regulator independent (since) ? da yes (2000) yes (1993) yes (2002)
Quality of independence 4b 1997 extended

Sources: EBRD; OECD; World Bank; Contessi, Cukierman, Miller, and Neyapti 2001.

Note: n.a. = not available.
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Slovak Bosnia &

Republic Slovenia Albania Herzegovina Bulgaria Croatia
1998/2000 1994 1995/2002 2003 1994/96 1997/99/2003
47 36 4 33 3.3 3.1
18 18 38 8 8 18
39.6 236 246 32.1 34.2 26.1
2.3/3.3 1.0/3.0 1.0/33 1.0/3.3 2.3/3.3 1.0/33
24.1(68.4) 40.7(87.1) 8.3(35.8) 22.5(27.4) 37.2(50.0) 43.3(58.4)
n.a. n.a. restrictions restrictions restrictions na.

in(a)and (b) in(a)and (b) in(a)and (b)

In 2003 fixed- End of Monopoly in There are three End of In 2003 fixed-
line market monopoly in 2004 operators, but monopoly line services
was officially 2001 eachisa in 2003 were opened
opened monopoly in to foreign

aregion competition.
Croatian
Telecom had
n.a. n.a. 1, 2 for local 3 1 transition
na. na. (a) Monopoly Sprske (a) (a) Monopoly period until
(b) Partial in Fed. (c), but end of 2004
local services (a) for intern.
na. By 2001 33.5% 0 na. 65 (2004) 51,35(1999),
had been sold Viva Ventures 16(2001),
to Slovenian (Austria) German Telec.,
private remaining 7%
investors to be sold
n.a. 3 2, 3 as of 2005 2 3 2, third to be
tendered 2004
n.a. n.a. (b) partial (b) partial (b) partial (b) partial
n.a. 100% owned 85 (2000), na. 100, 60 of them 35(1999)
by fixed-line Norw./Greek Austrian, rest 16 (2001)
incumbent consortium international
na. na. no no no na.
na. na. (a) 100 (since (a)100, but no (a) 0 before na.
2003), (b) 100 FDI, (b) n.a., 2003 (b) 100
FDl'is 49%
na. na. no no no na.
yes (2000) yes (2001) yes (1998) yes (2001) yes (2002) yes (2002)

Limited
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ANNEX TABLE 6.1B
Restrictiveness of Service Sector Policies in Transition Economies: Bankruptcy Regime and Telecom

Russian
Criterion of restrictiveness No. Estonia Latvia Lithuania Belarus Moldova Fed.
Bankruptcy regime 1

Major post-1990 changes in bankruptcy law Ta 1996 1996 1997/2001 1991 2001 1998/2002

Length of process (years), high-income OECD=1.6| 1b 3 11 12 5.8 28 15

Cost (% of estate), high-income OECD=6.8 Tc 8 4 8 4 8 4

Recovery rate, high-income OECD=72.2 1d 40 85 52.4 19 29.3 484

Telecom sector general assessment 2
Infrastructure reform index 1995/2004 2a 3.0/4.0 2.7/30 1.0/3.3 1.0/2.0 2.0/23 2.3/30
(see EBRD Annual Report, 1 to 4.3=best)
Fixed-line (mobile) penetration rate 2003 2b 33.9(72.3) 28.3(52.9) 25.3(66.6) 31.1(11.3) | 16.3(8.2) 26.0(25.0)
Market access/national treatment 3
MA Trade: restrictions in (a) domestic and 3a (b)n.a. (b)n.a. Restrictions n.a. Restrictions Restrictions
international leased-line/networks, (a)and(c)no | (aJand(c)no | in(b)likely infa)and(b) | in(b)and(c)
(b) third party resale, (c) connections of restrictions | restrictions
leased-lines/private networks to PSTN
MA invest (fixed and mobile):

Fixed: 3b Market was | Fixed-line Market was Fixed-line | Privatization De facto
opened to monopoly opened to services still| of national monopoly in
competition | established in | competitionin| operated by | monopoly not | international
in 2001 1994 as joint | 2003 national successful so | and long-

venture, to monopoly | far; bids have | distance calls,
last until 2013 been rejected | also local
Number of firms in the market 3c 3 1 1 1 1 na.
Competition in sector (local, domestic long- 3d (c) full (c), monopoly | (c) full n.a. (a) monopoly | (c)for data
distance, international, data, leased lines) competition | expired 2003, | competition lines, (a) rest and leased
(a) monopoly, (b) partial, (c) full competition not 2013

Percentage of incumbent privatized investors 3e 73, 49 of them | 49(1994), sold| 90 0 0 62
sold to Baltic | to consortium
Tele AB of European
(Sweden, Fin.) | operators

Mobile:
Number of firms in the market 3f 3 2 4 2 2 More than 3
Competition in sector: 39 (c) full (c) full (c) full (c) full (b) partial (b) partial
(a) monopoly, (b) partial, (c) full competition competition | competition competition competition
Percentage of incumbent privatized investors 3h n.a. 100 100 n.a. 90 100
NT trade: Call-back services allowed ? 3i Yes No No n.a. No Yes
NT invest: % of foreign ownership allowed in 3 (a)and (b) 100 | (a)and (b) 100 | (a)and (b) 100 | n.a. (a)and (b) 100 | (a)and (b) 49
competitive carriers (a) fixed, (b) mobile
Licensing discrimination (mobile) 3k n.a. n.a. n.a. na. No n.a.
Regulation 4
Regulator independent (since) ? da Yes (1998) Yes (2001) Yes (2001) No Yes (2000) Yes (2004)
Quality of independence 4b

Sources: EBRD; OECD; World Bank; Heritage Foundation.

Note: n.a. = not available.
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Kyrgyz
Ukraine Armenia Azerbaijan Georgia Kazakhstan Rep. Tajikistan Turkmenistan | Uzbekistan
2000 1995/1997 1994/1997 1997 1997 1997 na. 1992 1994/1996
26 19 2.7 32 3.3 35 na. na. 4
18 4 8 4 18 4 n.a. na. 4
255 39.6 332 204 134 244 na. na. 125
1.0/2.3 20/23 1.0/1.7 1.0/2.3 1.0/2.3 2.0/3.0 1.0/2.3 1.0/1.0 1.0/2.0
224(134) 14.8(3.0) 11.8(13.0) 13.3(10.7) 14.7(9.4) 79(1.2) 3.7(0.7) 7.7(0.2) 6.7(1.3)
na. na. na. n.a. n.a. na. na. na. na.
National National Fixed-line n.a. State mono- State mono- na. na. National
monopoly monopoly services still poly in long- poly in long- monopolist
long con- sold to foreign |largely under distance and distance and has exclu-
sidered as investor with | state control, international international sivity rights
strategically | exclusive entry only fixed-line calls | fixed-line calls for inter-
important, now| rights through joint to expire 2005 to expire 2003 national
privatization venture, fixed-line
is on the many small services
agenda state-owned till 2006
na. 1 companies, n.a. na. na.
n.a. (a) monopoly | one major n.a. (a) domestic (a) domestic
until 2013 public fixed- long-distance long-distance
line network
na. 90(1997) n.a. na. na. na. na. na.
OTE (Greece)
Morethan3 |1 2 joint ventures | n.a. n.a. n.a. na. 2, exclusivity | n.a.
with ministry rights till 2004
n.a. (a) monopoly | Further n.a. n.a. n.a. na. na. n.a.
until 2013 privatization
is under way
na. na. 64.3(1996) na. na. 51% (2003) n.a. 49 na.
na. na. na. n.a. n.a. n.a. na. na. na.
na. na. na. n.a. na. na. na. na. na.
na. na. na. n.a. n.a. n.a. na. na. na.
No No, but planned [ No, but planned | Yes (2000) Yes (2002) Ues (2001) No, but planned | No No
Limited Limited
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ANNEX TABLE 6.2A
Restrictiveness of Service Sector Policies in Transition Economies: Banking
Czech Slovak
Criterion of restrictiveness No. Rep. Hungary Poland Rep. Slovenia
Banking sector general assessment 1
Banking sector reform index 1995/2004 1a 3.0/3.7 3.0/4.0 3.0/3.3 2.1/3.7 3.0/3.3
(See EBRD Annual Report, from 1 to 4.3=best)
Financial sector restrictiveness index 1995/2005 b 1.0/1.0 3.0/20 3.0/20 3.0/1.0 n.a./3.0
(from 1to 5, 1=free, see Heritage Foundation)
Credit to private sector (% of GDP) 2003 Tc 34.0 43.0 29.0 33.2 438
Policy framework and outcome in a nutshell 1d High degree of | High degree of | High degree of | High degree of| Concentration
openness and openness and | openness and openness and | and restrictions
privatization privatization privatization privatization | persist
Restrictions on commercial presence 2
Allocations of new banking licenses? 2a Sector is liberal. | Foreign Sector is liberal. | n.a. Sector is very
(a) no, (b) up ta 6, (c) yes Largest banks participation is concentrated,
Licensing discrimination 2b are owned by very high, total | Penetration of and state still
Maximum equity share in domestic bank (%) 2 foreign inves- foreign owner- | foreign invest- holds a large
Market entry through joint venture required? 2d tors, range of shipisabout | ment very high, stake in some
J.\.(a) not allowed, (b) required, (c) possible financial 60% of total | especially in important banks
Possible forms of establishment? 2e products has capital, foreign | large banks
(a) Subsid, (b) branches, (c) represent. offices increased to know-how Foreign share
Foreign staff entry possible? 2f standards of helped modern- is not as high
(a) no entry, (b) entry up to 3 or (c) 5 years or more other market ization of many as in some other
Staff: exec., senior managers, and/or specialists economies banks countries
Other restrictions 3
Can banks raise funds domestically? 3a n.a. Regulation was | Regulation was | n.a. Regulation is
(a) no, (b) restricted, (c) yes brought roughly | brought roughly almost fully in
Restrictions on lending? 3b in line with in line with line with EU
(a) no, (b) some services, () no domestic clients EU standards | EU standards standards
Can banks provide non-banking services? 3c
(a) no, (b) restricted, (c) yes
Restrictions on number of banking outlets? 3d
(a) yes (1), (b) no
Temporary entry of foreign staff allowed ? 3e
up to (a) 30, (b) 60, (c) 90 days or more
Staff: exec., senior managers, and/or specialists
Foreign/private market share 4
Number of banks (foreign-owned): da
1995 55(23) 4321) 81(18) 33(18) 39(6)
2003 35(26) 38(29) 58(46) 21(16) 22(6)
Asset share of state-owned banks: 4b
1995 176 49 ni 61.2 ni
2003 3 14 25.7 15 128
Regulation 5
Enactment of central bank reform ba 1991 1991 1997 1992 1991
Subesequent degree of legal independence 5b 0.73 0.67 0.89 0.62 0.63
(0 to 1=highest, Germany 1980s=0.69)
Capital adequacy ratio 5¢ 8% 8% 8% 8% 8%
Deposit insurance system 5d Yes Yes Yes Yes Yes
Secured transaction law 5e Yes Yes Yes Yes Restricted
Securities commission 5f Yes Yes Yes Yes Yes

Sources: EBRD; OECD; World Bank; Heritage Foundation.

Note: n.a. = not available.
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Bosnia & Macedonia, Serbia &

Albania Herzegovina Bulgaria Croatia FYR Romania Montenegro
2.0/2.7 1.0/27 2.0/3.7 2.7/40 3.0/2.7 3.0/3.0 1.0/23
3.0/3.0 na./2.0 3.0/2.0 na./2.0 na./2.0 3.0/3.0 na./na.
18 42.1 25.8 55.2 194 9.0 na.
Open, but still Confidence is High degree of High degree of Weak sector, Weak sector, Inefficient with
rudimentary, increasing, weak openness and openness and many bad loans, but openness weak capital
cash economy capital base privatization privatization but improving is improving base, closed
(c) Yes, new (c) Yes, new (c) Yes, new (c) Yes, new (c) Yes, new (c) Yes, new No foreign
licenses issued licenses issued licenses issued licenses issued licenses issued licenses issued entry
No No No No No No n.a.
100 0 100 100 100 100 100
(c) Joint venture | (c) Joint venture (c) Joint venture (c) Joint venture |  (c) Joint venture (c) Joint venture Privatization is
possible possible possible possible possible possible more advanced
(), (b), (c) are (a), (b), (c) are (a), (b), (c) are (), (b), (c) are only (a) and (c) (a), (b), (c) are in Montenegro
all allowed all allowed all allowed all allowed are allowed all allowed than in Serbia
(c) Foreign staff (b) Foreign staff (b) Foreign staff (c) No time limit | (c) Foreign staff (b) Foreign staff Foreign share
entry allowed entry allowed entry allowed on foreign staff entry allowed entry allowed smaller than in
up to 5 years up to 1 year up to 3 years entry up to 5 years up to 1 year other countries
(c) Yes (c) Yes (c) Yes (c) Yes (c) Yes (c) Yes na.
(a) No (a) No (a) No (a) No (a) No (b) In some na.

services, yes

(b) Restricted (b) Restricted (b) Restricted (b) Restricted (b) Restricted (b) Restricted na.
(b) No (b) No (b) No (b) No (b) No (b) No na.
restrictions restrictions restrictions restrictions restrictions restrictions
(c) More than (c) More than (c) 90 days (c) 90 days (c) 90 days (c) More than na.
90 days 90 days 90 days
6(3) n.a. M(3) 54(1) 6(3) 24(8) 112(3)
15(13) 37(19) 35(25) 1(19) 21(8) 30(21) 47(16)
945 n.a. n.a. 519 n.a. 84.3 9.7
519 52 0.4 34 18 40.6 341
1992 na. 1991 1992 1995 1991 na.
051 na. 0.55 0.44 0.4 0.34 na.
12% 12% 12% 10% 8% 12% 8%
Yes Yes Yes Yes Yes Yes No
Yes No Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes Yes
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ANNEX TABLE 6.2B
Restrictiveness of Service Sector Policies in Transition Economies: Banking
Russian
Criterion of restrictiveness No. Estonia Latvia Lithuania Belarus Moldova Fed.
Banking sector general assessment 1
Banking sector reform index 1995/2004 Ta 3.0/4.0 30/3.7 3.0/3.0 20/1.7 20/2.7 2.0/2.0
(See EBRD Annual Report, from 1 to 4.3=best)
Financial sector restrictiveness index 1995/2005 b 2.0/1.0 na/2.0 na./1.0 3.0/4.0 5.0/3.0 3.0/4.0
(from 1 to 5, 1=free, see Heritage Foundation)
Credit to private sector (% of GDP) 2003 1c 36.0 39.6 20.6 120 204 20.9
Policy framework and outcome in a nutshell 1d System sound, High degree of | High degree of | Inefficient and Moderately Capital base is
open, efficient. openness and | openness and | largely state- restricted, weak, sector is
No. 1in Baltics privatization privatization owned sector officially open rather closed
Restrictions on commercial presence 2
Allocations of new banking licenses ? 2a (c) Yes, new (c) Yes, new (c) Yes, new Sector is highly (c) Yes, new (c) Yes, new
(a)no, (b) up to 6, (c) yes licenses issued licenses issued | licenses issued | distorted: licenses issued | licenses issued
Licensing discrimination 2b No No No four of the main No No
Maximum equity share in domestic bank (%) 2c 100 80 100 banks remain in 100 100
Market entry through joint venture required? 2d (c) Joint venture | (b) Joint venture| (c) Joint venture| public hands (c) Joint venture|  (c) Joint venture
J.V. (a) not allowed, (b) required, (c) possible possible required possible until 2010; possible possible
Possible forms of establishment? 2e (a), (b), (c) are (a), (b), (c)are | (a), (b), (c)are | directed credit only(a)and (b) | (a), (b), (c)are
(a) Subsid, (b) branches, (c) represent. offices all allowed all allowed all allowed programs allowed all allowed
Foreign staff entry possible? 2f (c) Foreign staff (c) Foreign staff | (b) Foreign staff | and interest rate | (c) Foreign staff |~ Substantial
(a) no entry, (b) entry up to 3 or (c) 5 years or more entry allowed entry allowed | entry allowed | ceilings still in entry allowed limitations on
Staff: exec., senior managers, and/or specialists up to 5 years upto5Syears [upto3years | place up to 5 years foreign staff
Other restrictions 3
(Can banks raise funds domestically? 3a (c) Yes (c) Yes (c) Yes Central bank (c) Yes (b) Restricted
(a) no, (b) restricted, (c) yes contiues to
Restrictions on lending? 3b (a) No (a) No (a) No strengthen its (a) No (a) No
(a) no, (b) some services, (c) no domestic clients Supervisory
Can banks provide non-banking services? 3 (b) Restricted (b) Restricted | (b) Restricted | policies (b) Restricted (b) Restricted
(a) no, (b) restricted, (c) yes
Restrictions on number of banking outlets? 3d (b) No (b) No (b) No (b) No (b) No
(a) yes (1), (b) no restrictions restrictions restrictions restrictions restrictions
Temporary entry of foreign staff allowed? 3e (c) 90 days (c) 90 days (c) 90 days (c) 90 days Substantial
up to (a) 30, (b) 60, (c) 90 days or more per 6 months limitations on
Staff: exec., senior managers, and/or specialists foreign staff
Foreign/private market share 4
Number of banks (foreign owned) 4a
1995 19(5) 42(11) 15(0) a2(1) 25(n.a.) 2297(21)
2003 714) 23(10) 13(7) 30(17) 16(9) 1329(41)
Asset share of state-owned banks 4b
1995 97 99 61.8 62.3 n.a. na.
2003 0 41 0 637 15.5 na.
Regulation 5
Enactment of central bank reform 5a 1993 1992 1991/96 1992 1991 1995
Subesequent degree of legal independence 5b 0.78 0.49 0.28/0.78 0.73 0.38 0.49
(0 to 1=highest, Germany 1980s=0.69)
Capital adequacy ratio 5¢ 10% 10% 10% 10% 12% 8%
Deposit insurance system 5d Yes Yes Yes Yes Yes Restricted
Secured transaction law 5e Yes Restricted Yes Restricted Restricted Yes
Securities commission 5f Yes Yes Yes No Yes Yes

Sources: EBRD; OECD; World Bank; Heritage Foundation.

Note: n.a. = not available.
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Kyrgyz

Ukraine Armenia | Azerbaijan Georgia Kazakhstan Rep. Tajikistan Turkmenistan| Uzbekistan
20/23 20/2.3 20/2.3 20/27 20/30 20/23 1.0/2.0 1.0/1.0 171
3.0/3.0 na/1.0 n.a./4.0 na/3.0 n.a./4.0 na./3.0 na./5.0 na./5.0 n.a./5.0
24.6 6.0 6.7 8.8 228 49 16.4 na. na.
Capital base is | High degree of | Sectorisweak, | Some progress,| Strong state Sector is weak Inefficient and Inefficientand | Inefficient and
weak; strong openness and cash economy, but still weak, | influence, but though open, largely state- largely state- largely state-

state influence

privatization

state prevails

cash economy

sector is stable

cash economy

owned sector

owned sector

owned sector

Ukraine has one | No retrictions Establishing Foreign High degree of Sector open na. No formal Foreign entry
of the most on establish- a foreign bank investment in concentrationin | to foreigners restrictions free since 1996
liberal regimes | ment of foreign{ involves lengthy | amounts to the sector; since 1993; na. na. Most assets are
of the CIS; owned resident |  procedures, about one-third |  no private/ no private/ Below 50 % 35% concentrated in
foreign banks as long restrictions on of total assets, | foreign equity foreign equity System is very Government asingle state-
penetration is as licenscing obtaining but consists limits; limits, but underdeveloped | influence still owned bank
slow, however | and prudential | licenses persist, | essentially of only (a)and (c) sector remains and capital base | prevails; little Only c)
requirements limit on foreign | minority share- |  allowed small and is weak private and allowed
are met; high bank ownership | holdings competition underdeveloped; foreign n.a.
foreign share increased from comes from weak capital participation
in the system 30 to 50% foreign banks base
na. Central bank Capital base is Capital base is | Regulatory Regulatory Regulatory Regulatory Regulatory
contiues to weak; super- weak, super- framework framework is framework is framework is framework is
strengthen its visory policies visory policies | has improved; still insufficient; still insufficient | still insufficient|  still insufficient
supervisory need further need further substantial legal situation,
policies strengthening; strengthening | amount of political
privatization consolidation interference and
still in early lack of deposit
stages insurance
undermine
confidence
230(1) 35(3) 180(5) 101(3) 130(8) 18(3) 18(n.a.) 67(3) 31(1)
158(19) 19(8) 46(4) 24(6) 36(16) 21(7) 11(1) 13(4) (in 2002) | 28(5)
na. 24 80.5 486 243 69.7 na. 26.1 384
98 0 55.3 0 5.1 7.2 6.1 95.7 (in 2002) 91.0
1991 1993 1992/9 1995 1993/95 1992 1993 1992 1991/95
042 0.3 0.22/0.25 073 0.32/0.44 0.52 0.36 0.26 0.41/0.56
10% 12% 12% 12% 12% 12% 12% 10% 8%
Yes in 2005 No No Yes No No No Yes
Yes Yes Restricted Restricted Yes Yes Yes Restricted Yes
Yes Yes Yes Yes (notindep.)| Yes Yes Yes No Yes
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Endnotes

10.
11.
12.

13.

Output data are measured in constant 1995 U.S. dollars, as reported in
the World Bank development indicators.

. This is also the case for FDI. However, because of the increasing preva-

lence of FDI in services, the convention has emerged that the sales of for-
eign affiliates in a host country are regarded as trade in services for the
purposes of trade agreements.

. Aggregate data on FDI inflows are available for a wider set of countries,

but these are not broken down across services sectors. The missing coun-
tries account for about 90 percent of the total stock of inward FDI in the
Region.

For an overview of the problems, see EBRD (2004a).

. The index comprises the following components: electric power, railways,

roads, telecommunications, water and wastewater (EBRD estimates).
In terms of actual reform measures, a few examples are worth mention-
ing. Estonia, for instance, has fully privatized its railway system. Net-
work maintenance is carried out privately in the Czech Republic,
Kazakhstan, Poland, and Romania. Passenger services are not profitable
in many transition economies and are in general subsidized. In the Czech
Republic, Latvia, and Romania, the operation of some passenger services
has been handed over to private companies. In Kazakhstan, Poland,
Romania, and Russia, private rail freight services have developed follow-
ing gradual liberalization in this area.

See chapter 7 for more details on FDI.

Granting monopolies to new private owners (restricting competition)
generally does not stimulate investment. A monopolist’s market power
makes it less, not more, likely to undertake a given investment, because
monopoly profits are typically obtained by providing lower quantities of
the good or service at higher prices. A firm with a guaranteed monopoly
is also likely to invest less because it does not have to worry about more
efficient competitors stealing market share. The mere threat of entry—
which is typically the situation when reforms are introduced—can be
enough to induce the incumbent to invest (see chapter 4).

. In a sample of about 20 countries that privatized their telecommunica-

tions firms, Wallsten (2000) found that private investors were willing to
pay more for an exclusivity period, but that telecom investment was
substantially lower in countries that granted such exclusivity periods.
These data exclude Turkey.

For more specific details, see EBRD (2004a), chapter 3.
Fixed-rate-of-return or cost-plus contracts offer no incentives to firms to
reduce costs because any variation in cost is appropriated by the regula-
tor (and through the regulator, by the government). A fixed-price con-
tract induces the right amount of effort because the regulated firm
appropriates any reduction in cost. The enterprise is the residual claimant
for cost savings.

See World Bank 2004h.



CHAPTER 7

Linkages between
Foreign Direct Investment
and Trade Flows

Introduction

The increasing globalization of the world economy and the fragmen-
tation of production processes have changed the economic landscape
facing the nations, industries, and individual firms in Europe and
Central Asia, as they have in the rest of the world. Multinational cor-
porations have been key agents in this transformation by creating
international production and distribution networks spanning the
globe and actively interacting with each other. The result has been
the growth of intraindustry or increasingly intraproduct trade at the
expense of traditional interindustry trade.

This chapter analyzes the participation of the countries of Eastern
Europe and the Former Soviet Union in this process. After a brief
review of characteristics of “buyer-driven” and “producer-driven”
networks, the chapter first discusses the degree to which countries in
the Region have been involved in network trade. The buyer-driven
supply chains examined encompass the apparel, furniture, and dia-
mond sectors. The analysis of producer-driven supply chains focuses
on the automotive and information technology sectors.

Several stylized facts emerge from this discussion:

¢ While the eight countries of the Region that joined the EU in 2004
(EU-8) and Turkey have been heavily involved in network trade,
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many—but not all—of the other successor countries of the Former
Soviet Union—the CIS—have been left out of this process. The
extent of participation in network trade by the countries of South-
eastern Europe (SEE) lies in between.

e Seven countries of the Region, namely, the Czech Republic, Esto-
nia, Hungary, Poland, the Slovak Republic, and Slovenia, and
Turkey (referred to as “High Performers” or the HP-7, hereafter)
have become very successtul in network trade.

¢ In the initial phase of the transition process, the HP-7 had relied on
unskilled-labor-intensive exports associated with buyer-driven
production chains in clothing and furniture. However, rising wages
prompted these countries to shift toward skilled-labor- and capital-
intensive exports conducted through producer-driven networks
encompassing automotive and information technology industries.

e Foreign direct investment has been instrumental in the shift to
producer-driven networks. Countries that experienced the largest
FDI inflows have also seen the largest increase in exports of net-
work products and parts.

e Several of the SEE economies, as well as some CIS countries, have
been active in buyer-driven production chains, but have not man-
aged to make a transition toward producer-driven supply chains. The
CIS members of this group include Armenia (which is engaged in the
diamond supply chain), Belarus (which participates in the furniture
network), and the Kyrgyz Republic, Moldova, and Turkmenistan (all
of which are still heavily involved in the clothing network).

¢ The remaining CIS countries have largely remained outside net-
work trade.

The second part of the chapter examines how the differing per-
formance of the countries of the Region in terms of network trade can
be attributed to the large variation in the amount of FDI they have
attracted. The heterogeneity of FDI inflows observed across the coun-
tries is largely determined by the quality of the domestic business cli-
mate and related “behind-the-border” institutional conditions
discussed in chapter 4. Building on that analysis, the discussion here
focuses specifically on investment climate characteristics vital to
attracting FDI and facilitating a country’s participation in interna-
tional production and distribution networks.

The chapter closes with lessons drawn from the experience of the
HP-7 that can be useful for other countries in the Region, particularly
those left outside the international fragmentation of production.
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International Production and Distribution Networks

Links between Trade and FDI

While the theoretical literature examining the determinants of multi-
national corporate investment often assumes that firms choose
between supplying a foreign market through exports or establishing
production facilities in a host country, the empirical evidence is less
clear-cut. A few cases of “tariff-jumping” FDI aside, empirical studies
find that affiliate sales are positively correlated with exports at the
aggregate country or industry level. Similarly, firm-level studies point
to the complementarity between FDI and exports.! An exception is the
product-level analysis performed by Blonigen (2001), who finds evi-
dence of both substitution and complementarity effects between affili-
ate production and exports of Japanese auto parts for the U.S. market.

The increasing complementarity between FDI and trade has been
the result of the growing fragmentation of production combined with
the creation of distribution networks spanning across continents. The
information revolution and new technologies have made it possible
to divide an industry’s value chain into smaller functions that are per-
formed by foreign subsidiaries or are contracted out to independent
suppliers. While producers from developing and transition economies
may not possess intangible assets or services infrastructure developed
at a level sufficient to have a comparative advantage in the manufac-
turing of final goods, thanks to production fragmentation, they are
able to join the production chain by specializing in the labor-intensive
fragment of the manufacturing process.? Production fragmentation
not only enables firms from less developed and transition countries to
access foreign markets without large outlays on advertising and mar-
ket research, it also may lead to an additional benefit in the form of
knowledge spillovers, which is discussed later in the chapter.

Global diffusion of productive activity leads to an increased inter-
national trade in both final goods, and parts and components. Thus it
comes as no surprise that about one-third of world trade consists of
intrafirm trade, that is trade among various parts of a single corpora-
tion, and that the importance of intrafirm trade has been growing
over time. Estimates also suggest that about two-thirds of world trade
in the latter half of the 1990s involved multinational corporations,
including both intrafirm trade and arms-length transactions (UNC-
TAD 2002b).

As observed in the World Investment Report, “the issue is no longer
whether trade leads to FDI or FDI to trade; whether FDI substitutes
for trade or trade substitutes for FDI; or whether they complement
each other. Rather it is: how do firms access resources—wherever
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they are located—in the interest of organizing production as prof-
itably as possible for the national, regional or global markets they
wish to serve? In other words, the issue becomes: where do firms
locate their value added activities? . . . Increasingly, what matters are
the factors that make particular locations advantageous for particular
activities, for both domestic and foreign investors” (UNCTAD 1996).

Fragmentation of production offers a unique opportunity for pro-
ducers in less developed and transition countries to move from serv-
icing small local markets to supplying large multinational firms and,
indirectly, their customers all over the world. This phenomenon is
accompanied by an evolution in the nature of competition, with its
growing emphasis on customization of products, rapid innovation,
flexibility, and fast response to changes in demand. In many cases,
managerial and technological skills required to successfully compete
in global markets make it impossible to rely on the resources of one
country. Under these circumstances, integration into the production
and marketing arrangements of the multinational corporations,
rather than the pursuit of an autarchic national development strat-
egy, has become the most efficient way of taking advantage of growth
opportunities offered by the global economy.

Fragmentation of production, however, also means that the multi-
national corporations have become more sensitive to changes in
investment climate. They can relatively easily shift their production
from one geographic location to another in response to changes in
the cost of production, market access, regulatory conditions, or per-
ceived risks. Relocation is easier to accomplish in labor-intensive
industries, where low capital investments are required, and thus dis-
investment does not represent a large loss for the investor, but the
ability to shift production tends to diminish with the technological
intensity of exports. This difference in the ability to be footloose is
clearly visible in a comparison of buyer-driven and producer-driven
value chains, which is the issue to which we turn next.

Buyer-Driven vs. Supplier-Driven Value Chains

The term international production and distribution network, also known
as a global commodity chain, refers to the whole range of activities
involved in the design, production, and marketing of a product. For
the purpose of our analysis, it is useful to utilize the typology pro-
posed by Gereffi (1999), which distinguishes between buyer-driven
and producer-driven commodity chains. The former denotes the case of
global buyers creating a supply base upon which production and dis-
tribution systems are built without direct ownership. The latter refers
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to vertically integrated arrangements (that is, common ownership of
successive stages of production under one corporate entity). While
the differences in terms of foreign ownership are less clear-cut in real-
ity, the two network types exhibit different geographic and temporal
patterns in the Region.

Buyer-driven commodity chains tend to exist in industries in
which large retailers, branded marketers, and branded manufacturers
play the key role in setting up decentralized production networks,
usually in developing or transition economies. Such networks are
prevalent in labor-intensive, consumer goods sectors, such as apparel,
footwear, and furniture. Production is generally carried out by tiered
networks of contractors in developing countries, which export fin-
ished goods made to the specifications of a foreign buyer. Many coun-
tries in the Region have been actively participating in such networks,
particularly in the apparel and furniture sectors. The diamond-cutting
network—Armenia’s specialty among countries in the Region — also
falls into this category. However, in contrast to a “typical” buyer-
driven commodity chain, it is associated with foreign direct invest-
ment and, unlike apparel outward processing, requires relatively
skilled labor.

In producer-driven supply chains, the production process tends to
be coordinated by large multinational corporations. Such networks
are mainly present in capital- and skilled-labor-intensive industries
such as automobiles, computers, semiconductors, and heavy machin-
ery. A classic example of a producer-driven supply chain is the auto-
mobile industry, which encompasses multilayered production
systems involving thousands of firms, including parent companies,
subsidiaries, and subcontractors.?> Automobile production networks
centered around multinational corporations have played a prominent
role in shaping trade of the HP-7 economies.

According to Geretfi (1999), while the multinationals in producer-
driven chains often belong to global oligopolies, where there is only a
handful of competitors, buyer-driven commodity chains are charac-
terized by highly competitive, locally owned, and globally dispersed
production systems. Their profits derive not from scale, volume, and
technological advantage, as in producer-driven chains, but rather
from a combination of high-value research, design, sales, marketing,
and financial services. This combination allows the retailers, branded
marketers, and branded manufacturers to act as strategic brokers in
linking factories abroad with evolving product niches in the main
consumer markets. Developing and transition countries initially start
participating in buyer-driven networks as subcontractors, involved
solely in simple assembly operations for which they receive all of the
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necessary inputs from the buyer. However, with time, some of them
manage to move up in the value chain by taking on the responsibility
for sourcing materials and some design activities.

Network trade has been the driving force of several of the Region’s
economies’ integration into global markets, as evidenced below. The
HP-7—the most developed of the Region’s economies, as well as
Turkey—have moved through two stages. In the first stage, buyer-
driven network exports served as a major vehicle linking them to
external markets. The second stage has been participation in
producer-driven networks. Not all countries, however, have
embarked on this path, and it remains to be seen whether all will fol-
low the same pattern. Only a few countries among CIS economies
have become part of network trade. The exceptions are Armenia (dia-
monds), Belarus (furniture), and the Kyrgyz Republic, Moldova, and
Turkmenistan (apparel). On the other hand, all EU-8 economies
appear to be moving along the same path, albeit at different speeds.

In fact, the link between FDI and network trade seems to be ubiqui-
tous for producer-driven networks. The entry into producer-driven net-
works is rather inconceivable without FDI. Two of the Region’s countries
who are the largest recipients of FDI—the Czech Republic and Hun-
gary—have also been the best performers in producer-driven network
exports. On the other hand, although participation in furniture or cloth-
ing global chains does not necessarily require foreign investment, it is
often associated with FDI. A good example is Romania’s clothing sector,
characterized by relatively high foreign penetration (Hunya 2002). A
large number of small Italian firms appear to dominate both clothing
and leather industries in Romania (Kaminski and Ng 2004).

Participation in Buyer-Driven Value Chains:
Clothing, Diamonds, and Furniture

Clothing (and to a lesser extent) furniture have been the quintessen-
tial engines of export growth for many EU-8 countries during the ini-
tial stages of the transition. They accounted for a considerable share
of value added and manufacturing employment, with significant
implications for poverty reduction. With increasing wages in the more
successful reformers, many outward-processing operations in the
clothing sector have been shifting to economies less advanced in the
transformation process, to take advantage of lower labor costs.

The pace of transition to competitive markets, which is correlated
with success in attracting FDI inflows (see chapter 4), has shaped
developments in buyer-driven value chains. For countries that moved
fast in both stabilization and structural reforms, clothing ceased to be a
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major engine of export growth by the mid-1990s. This observation

applies to five EU-8 countries, including the Czech Republic, Estonia,
Hungary, Poland, and Slovenia (see table 7.1). In Poland, the first
country to implement a radical stabilization-cum-transformation pro-

gram, the share of clothing in manufactured exports peaked in 1993,

or four years into the transition. In the Slovak Republic, clothing

exports did not reach their peak until 1997, but the Slovak Republic

lagged on structural economic reforms and privatization until 1999
(Kaminski and Smarzynska 2001). While not a transition economy,

TABLE 7.1

Share of Clothing in Exports of Manufactured Goods, Excluding Chemicals, 1992-2002 (%)

Share in 2003

Average annual

Peak Share in or latest Index, 2003 | growth rate

year peak year available Peak=100 1996-2003
Countries that shifted out of the clothing network
Hungary 1992 212 41 20 38
Slovenia 1993 138 35 25 -1.5
Poland 1993 189 52 27 -19
Czech Rep. 199 38 18 46 22
Estonia 1995 141 73 52 8.4
Slovak Rep. 1997 13 39 54 14.7
Countries heavily involved in clothing network trade
Croatia 1997 258 155 60 -09
Serbia & Montenegro 1998 18.7 145 78 442
Albania 1998 485 1 85 172
Latvia 1999 20.4 16.0 78 9.7
Lithuania 1999 217 16.6 60 120
Romania 1999 328 298 9 185
Turkmenistan 2000 244 244 100 na.
Bulgaria 2002 348 340 98 27.08
Macedonia, FYR 2002 46.4 449 97 13
Moldova 2002 524 49.1 9% 213
Kyrgyz Rep. 2003 12.6 126 100 8.6
Countries outside clothing network trade
Kazakhstan 1996 08 0.1 15 -200
Georgia 1996 46 28 60 19
Azerbaijan 1997 13 02 3 =317
Armenia 1999 9.4 05 5 -22.78
Belarus 1999 7.0 6.0 86 -13
Russian Fed. 1999 2.3 0.9 4 14.7
Ukraine 1999 5.4 48 89 10.92
Bosnia & Herzegovina n.a. na. n.a. na. n.a.
Tajikistan n.a. n.a. n.a. n.a. n.a.
Uzbekistan n.a. n.a. n.a. n.a. n.a.
Turkey 1995 40.3 26.3 65 73

Source: Authors' calculations based on national trade statistics reported to the UN COMTRADE database.

Note: n.a. = not available.

a. Armenia: data available for 1997-2003; Bulgaria, Serbia and Montenegro, and Ukraine have not yet submitted 2003 trade data to the UN COMTRADE database.

Their respective data are for 2002.
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Turkey has shared a similar experience, with the export share of cloth-
ing peaking at 40 percent in 1995 and then falling to 26 percent by
2003. These seven countries (the HP-7) have managed to make a tran-
sition from clothing to producer-driven networks in automotive and
IT sectors, as discussed below.

The SEE countries, the remaining two Baltic states, and the Kyrgyz
Republic, Moldova, and Turkmenistan became involved in the
apparel network later than the HP-7. Clothing and textile exports are
still an important foreign exchange earner in that group. Their share
of manufactured exports ranged from 13 percent in the Kyrgyz
Republic to 34 percent in Bulgaria and 49 percent in Moldova in 2003
(see table 7.1). While SEE and Baltic firms have been involved in out-
ward processing for EU customers, this probably is not the case—
given their remote location—for Kyrgyz or Turkmen firms, which
serve mostly CIS markets; see chapter 2.

The demise of clothing has been taking place in both groups—on
average, the share of clothing in manufactured exports in 2003 was 5.8
percentage points below its respective peak level. This, however, should
not suggest that the clothing sector is going to disappear completely,
because some of these countries have moved or probably will move to
higher value added operations, where higher labor productivity and
flexible production arrangements could offset higher wages. Contrast,
for instance, Bosnia and Herzegovina and Slovenia, the latter having
one of the highest wage rates in the Region. The unit value of Sloven-
ian exports of clothing was on average three times higher than that of
clothing exports from Bosnia and Herzegovina (World Bank 2004a).

Increasing labor costs in the EU-8 have prompted relocation of the
clothing value chains farther East. However, the performance of CIS
countries in this activity, other than those mentioned above, has been
neither spectacular nor uniform. During 1996-2003, exports of
apparel networks were on the rise in absolute terms in Russia and
Ukraine, although they declined in relative terms in both countries.
During the same period, clothing exports almost completely disap-
peared in Armenia, Azerbaijan, and Kazakhstan. The performance of
Belarus and Georgia has been modest. Thus, by and large, CIS coun-
tries have failed to take advantage of the clothing network as a poten-
tial engine of export growth.

Their proximity to Western Europe places the EU-8 at a great
advantage and makes them primary candidates for becoming rapid-
response suppliers to apparel retailers throughout Europe. Moving up
this route requires investment in both physical and human capital,
yet it is certainly not beyond the reach of local companies. This is,
however, a less viable option for most CIS countries, given their geo-
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graphic location. The only way to overcome the geographic disad-
vantage is to compensate with improvements in business climate and
transport infrastructure.

One of the CIS countries has, however, found a unique specializa-
tion niche. The combination of unequaled skills and commercial con-
tacts that had been developed before the demise of the Soviet Union
has been responsible for Armenia’s participation in the diamond value
chain. As a result of FDI inflows, Armenian diamond-polishing facto-
ries are firmly entrenched in a global diamond value chain, not only
in commercial links but also in equity (box 7.1).

In contrast to the apparel value chain, which often involves only
simple cut-make-trim operations applied to fabrics supplied by buyers
and thus boils down to the use of only local unskilled labor, the fur-
niture network is more diversified and complex, requiring a larger
local input of skills and investment in capital assets. Similar to cloth-

BOX7.1

The Diamond Global Value Chain

Exports of diamonds have shaped Armenia’s overall export performance to an even greater ex-
tent than clothing has in some other transition economies. They accounted for more than 40
percent of total exports and almost two-thirds of all manufactured exports (excluding chemicals)
in 2002.

Armenian diamond-cutting firms are tied to value chains ending in Belgium and Israel. One of
the largest factories, “Lori,” is owned by Belgian investors, whereas the Israeli-based Lev
Leviev Group, which—in contrast to the Antwerp-centered link—specializes in all stages of dia-
mond production, owns “Shoxakn,” the largest company in Armenia. Belgium remains a major
supplier and recipient of diamonds, accounting for 55 percent of Armenian exports and 51 per-
cent of imports of diamonds in 2002. However, there was a major shift toward Israel in
2001-2002, with its share on the import side rising from 1 percent in 2000 to 30 percent and 48
percent in 2001 and 2002, respectively. The share in exports grew from 10 percent to 28 per-

cent and 43 percent over the same time.

While a high dependence of the Armenian export performance on cut diamonds is beyond
doubt, this does not appear to be a major threat to Armenia’s external position. In fact, diamonds
seem to be less vulnerable than other “single crops” to international supply or demand volatili-
ty for two reasons. First, Armenian firms are foreign-owned and deeply embedded in diamond
global value chains. Second, despite the 42 percent fall in the value of diamond exports in 2001,
the value of total exports contracted 10 percent, indicating that other exports expanded.

Source: Kaminski 2004b.
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ing, furniture producers operating in a global value chain supply
products according to specifications provided by large multinational
retailers. They also tend to be locally owned. However, the relation-
ship between supplier and multinational retailer frequently reflects a
complexity of tasks involved. In consequence, the relationship
between buyers and suppliers is based on a more long-term mutual
commitment, with multinationals often providing assistance in tech-
nology development, production management, and personnel train-
ing (box 7.2). Skills acquired in this way can be used to develop a
specialization in activities going beyond mere assembly operations to,
for instance, production of specialized parts or higher value added

B0OX7.2

Case Study from the Furniture Network

As the case of Vilniaus Baldu Kombinatas (VBK) demonstrates, establishing commercial ties
with a multinational corporation may be a successful strategy for integrating into a global distri-
bution network.

VBK had been established as a small workshop in 1883, and since then it has become one of the
largest furniture producers in Lithuania. The company produces both home and office furniture.
Because the Lithuanian furniture market is too small to support a company the size of VBK, the
firm has to rely on exports. About 95 percent of VBK production is exported to Belgium, Cana-
da, France, Great Britain, Italy, Japan, the Netherlands, Sweden, the United States, and other
countries. About 90 percent of output is sold to the Swedish company IKEA, which in 1999
named VBK as its best supplier in the Baltics.

The relationship between VBK and IKEA began in 1998, and the cooperation between the two
companies has remained very close. IKEA has provided support to VBK in terms of technology,
production organization, and personnel training. VBK is connected to IKEA's computer system,
through which invoices and payment and delivery information are processed. VBK has upgrad-
ed its computer system so it is able to receive information on sales of its products in IKEA stores
abroad and new orders on daily basis. While relying so strongly on one customer may be per-
ceived as a risky strategy, VBK is not very concerned, because it is one of the top 25 IKEA sup-
pliers out of some 2,000 companies producing for the Swedish concern. Moreover, closer tech-
nological integration with IKEA will make VBK more competitive relative to other IKEA suppliers.

The strategy chosen by VBK appears to have been successful. The company increased its sales
from 4.5 million euro in 1998 to 24.2 million Euro in 2002. During the same period, its employment
almost doubled, and the value of its exports increased more than tenfold. In 2001, the company
was awarded the ISO 9001 quality certification and currently it is working toward the ISO 14001.

Sources: World Bank staff; VBK Web site.
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furniture. As a result, the furniture network is less sensitive to the rise

in labor costs and creates more opportunities for knowledge transfer

and productivity spillovers.

The furniture production chain has been an important driver of

manufacturing exports in the Region, as well as in Turkey, but, again,

not all countries have tapped into this network (see table 7.2). Eight

CIS countries have not been engaged in the furniture value chain

(and they are not listed in table 7.2). Among CIS countries, only

Belarus, the Kyrgyz Republic, Moldova, Russia, and Ukraine have

been involved. But in two of them—the Kyrgyz Republic and

Moldova—the importance of network exports has significantly

declined, and high import intensities (imports of parts as percentage

of network exports of parts and final products) suggest that participa-

tion of local firms in the network has been limited. Exports within the

furniture network, driven mainly by parts, from Russia and Ukraine

recorded significant growth, especially in 2000-2003, albeit from a

TABLE 7.2

Evolving Significance of Furniture Network Trade: Share in Manufactured Exports

Excluding chemicals

Share of network
Exports in exports of Index, Share of parts Index Import
($ millions) manufactured goods 2003° in network’s exports 2003° intensity®
2003 1995 1999 | 2003 |1995=100 | 1995 1999 2003 | 1995=100 | 1999 | 2003

Poland 3,902 9.2 101 9.7 292 12 17 31 805 9 10
Lithuania 366 39 5.8 9.2 192 10 36 21 2,080 9 6
Slovenia 881 6.9 9.1 9.0 194 46 64 67 284 1 13
Latvia 135 10 9.3 8.9 289 38 45 31 285 9 10
Estonia 308 6.7 14 8.1 448 23 37 45 883 8 5
Romania 789 9.7 6.9 5.8 153 3 10 16 840 3 5
Slovak Rep. 859 3.3 24 48 446 13 36 24 853 30 25
Belarus 218 n.a. 3.6 44 168 n.a. 5 12 431 3 5
Serbia & Montenegro 35 6.2 4.2 3.2 1 12 " n 126 15 28
Czech Rep. 1,297 2.6 35 3.1 323 37 62 68 587 23 20
Bulgaria 131 17 2.1 30 368 14 20 22 578 18 1
Hungary 829 33 2.8 2.4 356 H 3 76 663 19 23
Albania 6 11 18 15 399 79 74 56 283 194 69
Macedonia, FYR 5 6.5 1.0 0.6 13 9 17 17 26 22 43
Russian Fed. 144 0.4 04 0.6 196 24 32 37 296 25 49
Moldova 1 42 1.5 0.5 12 2 50 31 376 58 | 112
Kyrgyz Rep. 1 0.7 0.2 0.5 62 34 49 21 115 886 | 128
Ukraine 56 0.3 04 0.5 210 9 18 19 456 30 2
Turkey 457 0.5 0.7 12 605 24 22 23 568 33 19

Source: Authors’ calculations based on national trade statistics reported to the UN COMTRADE database.

Note: a. Index refers to the change in value of furniture network exports.
b. Index refers to the change in value of exports of furniture parts.

c. The ratio of parts imports to total network exports.

n.a.=not available.
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low base. This, together with low network import intensities, suggests
that Russian and Ukrainian firms have entered furniture supply
chains. Considering Russia’s endowment in wood, the current level
of involvement in the furniture supply network (at 0.5 percent of
manufactured exports) remains well below potential.

On the other hand, exports within the furniture network by other
economies in the Region have largely kept up with the growth of
exports of manufactured goods. Two exceptions are FYR Macedonia
and Serbia and Montenegro, where furniture exports practically dis-
appeared by 2002, suggesting the demise of production links inher-
ited from the former Yugoslavia.

The shift toward specialization in furniture parts has been significant
for most countries, indicating overall progress in industrial restructuring.
While in 1995, only Slovenia—one of the most industrialized EU-8
country and an important supplier to EU-15 furniture producers—and
(to a lesser extent) Hungary specialized in furniture parts, the situation
changed by 1999. In fact, parts have become the driver of furniture net-
work exports in Croatia, Estonia, FYR Macedonia, Poland, Romania,
and the CIS countries included in the table. In Albania, on the other
hand, the share of parts in network exports declined, probably resulting
from the fall in import content of production by substituting domesti-
cally produced parts for previously imported items.

Producer-Driven Chains:
Automotive and Information Technology Networks

Worldwide, the combination of advances in technology and creation
of business-friendly environments has spurred a new global division
of labor. Tts trademark is dividing up the value chain into smaller
components and moving them to countries where production costs
could be lower. Production fragmentation in vertically integrated sec-
tors is behind producer-driven network trade. It differs in several
important respects from traditional, buyer-driven global value chains.
It includes two-way flows of parts and components for further pro-
cessing and development across firms located in various countries.
Outside of the Region, a historical example of production fragmenta-
tion at a regional level is the Canada-United States Automotive Prod-
ucts Agreement of 1965, which, followed by the significant reduction
in trade barriers, led to an expansion of trade in auto parts (Jones,
Kierzkowski, and Lurong forthcoming). Production fragmentation
has also been prevalent in East Asia (see box 7.3).

In both the IT and automotive sectors, the pressures on a global
basis of technological change have led to a practical disappearance of
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BOX 7.3

Production Sharing in East Asia

Production sharing in East Asia experienced remarkably high growth during the last decades,
much higher than either in Europe or in North America. “Production sharing” refers to trade in
parts and components and entails the development of specialized and frequently labor-intensive
activities that take place within vertically integrated international manufacturing industries. A
study by Ng and Yeats (2001) analyzed the evolution of international trade in parts and compo-
nents in machinery, transport equipment, and miscellaneous manufactured articles in East Asia
during 1984-96. The results of the analysis showed that:

e Exports of parts and components of Asian countries increased more than 500 percent during
1984-96, as compared with a 300 percent increase in total exports.

e Trade in parts and components recorded the fastest annual growth rate in both regional and
global exports, exceeding by 5 to 6 percentage points the export growth of all other goods
and significantly increasing in relative importance.

e Parts and components accounted for approximately 20 percent of the region’s total exports
and imports of manufactures in 1996.

Source: Ng and Yeats 2001.

“one-stop shop” industrial structures.* Miniaturization, as well as
exponential growth in information processing and storage capacities,
combined with integration of Internet and imaging technologies,
have been the major driving forces behind transformation of both
auto industry and IT sectors worldwide over the last two decades.
Large multinationals, which have traditionally coordinated produc-
tion and marketing activities across the globe and dominated both
sectors, have undergone dramatic changes over the same time period.
Their common denominator has been increasing geographic disper-
sion of the production process. Thanks to new technologies that make
it possible to trace parts and components moving through chains of
production spread over several countries and continents, vertically
integrated firms have been replaced by structures connected through
complex, borderless supply chains. These chains include not only
product manufacturing but also the front-end customer contact and
support services and consist of several layers, including parent com-
panies, subsidiaries, and subcontractors.

With the liberalization of foreign trade regimes and reduction of
barriers to FDI following the collapse of central planning, the indige-
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nous IT and automotive sectors developed earlier in the Region’s
countries had no chance of withstanding international competition
unless they were taken over and restructured by foreign investors.
Where soft budget constraints and high barriers to import competi-
tion remained, post-Communist supply chains had survived. Belarus
manufacturers of automotive parts could continue feeding plants in
Russia relatively safely behind high tariff and nontariff barriers. IT
producers from Bulgaria and Latvia could do the same.

Not surprisingly, these activities turned out to be neither expand-
ing nor sustainable. Once reforms began to take hold in CIS countries
and their markets became less distorted, they had to face competition
from other suppliers. The IT sectors in Estonia and Lithuania, on the
one hand, and in Latvia, on the other, offer two contrasting develop-
ments showing the importance of FDI. Both countries inherited from
the Soviet era a relatively well-developed IT industry that used to
work for both the civilian and military sectors. However, while the
Latvian electronic sector has not done well, electronic products in
Estonia and Lithuania, where local firms have successfully integrated
into global IT networks, have been among the best export performers.
Success in the IT sector hinges critically on the presence of multina-
tionals. Again, the evidence is overwhelming. Firms such as Nokia,
Thomson, Siemens, Philips, IBM, General Electric, and their suppliers
have driven modernization and development of IT sectors in all coun-
tries that have attracted sizable FDI inflows (FIAS 2003).

While the IT network is of a more recent vintage than the auto-
motive sector (and indeed provides input into many other sectors,
including the automotive network), both networks share an impor-
tant characteristic: their development in a local economy requires
foreign capital and know-how, because both networks are capital-
intensive and, especially the IT network, knowledge-intensive. Build-
ing a competitive IT or automotive sector from scratch, without
external involvement, is almost impossible today.

Developments in the automotive sector show that, without the
involvement of multinational corporations, local firms are likely
doomed to failure. Before the collapse of Communism, many of them
produced motor vehicles mostly on the basis of licenses (for example,
Fiat-Lada in Russia, Polish Fiat, and Renault-Dacia in Romania).
Czechoslovakia, with a strong tradition in automotive manufacturing
going back to the beginning of the last century, produced an array of
motor vehicles. So did the former Soviet Union and Yugoslavia. The
Czech Skoda, Yugoslav Yugo, Polish Fiat, Romanian Dacia, and Soviet
Lada (a modified Fiat model) were marketed in Western Europe with-
out much success, despite their low prices. Except for Lada or Volga in
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Russia, they are no longer manufactured. Skoda flourishes as a brand
name, but as an integral part of the Volkswagen Group.
Multinational corporations have been responsible for restructuring
companies and subsequently engendering impressive performance in
the automotive network. Examples abound. In the Slovak Republic,
Volkswagen (automobiles), Siemens (cable harnesses, lights), INA
Werke Schaffeler (ball bearings), and Sachs Trnava (coupling assem-
blies for passenger cars), just to name a few, have become household
names. Piston engines for VW-Audi automobiles assembled in Hungary
have set the stage for Hungary’s spectacular entry into supply chains in
the automotive sector. Skoda Auto of the VW Group and other car pro-
ducers in the Czech Republic have attracted large international firms
specializing in automotive parts and components (see box 7.4).

FDI: The Driver of Network Trade Expansion

There is abundant evidence suggesting strong links between FDI and
the scope of incorporation of local IT and automotive manufacturing
capacities into global production networks. Hungary, the largest
exporter of network products and parts among the Region’s coun-
tries, accounting for 27 percent of the Region’s total network exports
in 2003, was the first to open up and actively seek FDI. Hungary’s FDI
stock, accumulated mainly in 1990-95, amounted to 40 percent of
the total FDI stock in all transition economies by the end of 1995. By
1997, the list of the top 100 Hungarian companies was filled with eas-
ily recognizable names of subsidiaries of multinational corporations.®

Although a relatively small economy, Hungary surged ahead of
other former centrally planned economies in attracting large inflows
of FDI during the early stages of the transition. In 1990-93, Hungary
absorbed 45 percent of total FDI inflows to 25 countries of the Former
Soviet Union and Central and Eastern Europe. Its share in these flows
subsequently fell during 1994-96, once other transition economies
had become attractive to foreign investors. Yet, over the whole
1990-96 period, almost one-third of total FDI flows to the Region
were directed to Hungary.

The question is why? The pace of moving away from central plan-
ning and macroeconomic stability provides a good explanation of
why the EU-8 economies performed better than the CIS economies in
terms of attracting FDI, but it fails to explain the variation within the
EU-8. After all, these countries had many similar features, including
the speed of liberalization, endowments of production factors, and
proximity to EU markets. Why, for instance, did the Czech Republic



352 From Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in International Trade

BOX7.4

Automotive Components Clusters in the Czech Republic and
the Slovak Republic

Thanks to a long tradition and successful privatization of Skoda (which in 1991 became part of
the Volkswagen Group [VW]) and other automotive state-owned enterprises, the Czech Repub-
lic is the largest producer of cars in the Region. The $2.6 billion in VW investments in Skoda Auto
has provided a stimulus to the expansion of the automotive industry and attracted other global
motor vehicle producers (including PSA Peugeot and Toyota). Large international firms special-
izing in automotive parts and components have quickly followed either through purchasing and
modernizing local firms to perform multiple operations or through undertaking greenfield in-
vestments. As of 2002, there were 270 firms operating in the Czech Republic, representing 45
percent of the top 100 world suppliers of automotive parts and components.

Geographical proximity to Germany, Hungary, and the Slovak Republic meant that auto parts
producers operating in the Czech Republic became suppliers to auto manufacturers in many Eu-
ropean countries. Their clients, however, are not located solely throughout Europe. VW's Beetle
plant in Mexico uses wiper systems manufactured by PAL Praha, a subsidiary of Canadian multi-
national Magna.

The proximity and links to the German automotive industry explain the largest presence of Ger-
man-based firms in the sector. Such brand names in automotive components as Robert Bosch,
employing around 5,000 workers in its Czech subsidiaries, or Siemens, with about 10,000 em-

attract less FDI in 1990-95, despite lower inflation and debt stock? Or
why did Poland, with much stronger GDP growth performance,
attract less FDI than both Hungary and the Czech Republic?

The short answer is that Hungary was immensely successful in
turning its liabilities into assets. First, Hungary was saddled with a
huge international debt at the outset of its full-fledged transition to
competitive markets, but, in contrast to Poland, it had never sought
rescheduling nor had it defaulted in its payments to private or public
creditors. Therefore, its creditworthiness was high.

Second, earlier dealings with the international financial commu-
nity had helped Hungarians develop considerable financial manage-
ment and negotiating skills. Therefore, despite heavy indebtedness,
Hungary was perceived as a reliable and creditworthy partner. How-
ever, sustainability of capital flows requires sustainability of reform
efforts. Without continued liberalization, the virtuous circle would
have come to a screeching halt. Privatization policy and measures
aimed at deepening the financial sector created a favorable environ-
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ployees, continue to expand their activities. So do firms not only from other EU countries (es-
pecially Italy and France) but also from other countries, including the United States, Canada, Ko-
rea, and, more recently, Japan.

The Slovak Republic’s impressive performance in the automotive network has also been driven by
multinational corporations, such as Volkswagen, Siemens (cable harnesses, lights), INA Werke
Schaffeler (ball bearings), and Sachs Trnava (coupling assemblies for passenger cars), just to name
a few. Siemens has ownership shares in 14 Slovak companies, which employ more than 8,900
people. Two-thirds of the total of SKK’s $16 billion revenues in 2002 came from exporting.
Siemens’ subsidiaries have been involved in a variety of export activities, all centered around pro-
viding inputs into global networks of production and distribution. Osram Slovakia (part of Siemens
group) contributed to the growth of exports of electrical lighting and signaling equipment, which is
being sold to the EU-15 countries and the Czech Republic. Siemens has also been the driving force
behind exports of pumps—one of the fastest-growing product categories exported to the EU-15.

SAS Automotive, formed in Bratislava in 2000, has been very closely integrated for their cus-
tomers, as well as for their suppliers abroad. It supplies VW with completely assembled cock-
pits. Modules consist of dashboards, electronic components, air-conditioning, airbags, steering
rods, and pedals. The module must be assembled error-free and delivered directly to the pro-
duction line of the specific car within two hours of receiving the order. Logistics ensure the sup-
ply of more than 100 parts from various European countries and their effective storage and re-
moval from the warehouse.

Sources: The Auto Parts Market; U.S. and Foreign Commercial Service; U.S. Department of State, Washington, DC, 2002;
Kaminski and Javorcik 2004.

ment for FDI. So did an active policy of selling firms to strategic
investors on a case-by-case basis.

Third, high indebtedness, combined with a policy decision not to
reschedule the debt, brought about a quick change in policy attitudes
toward FDI and gave an extra incentive to establishing a relatively
transparent legal system, with the privatization policies favoring sales
to the highest bidder, no matter whether domestic or foreign. There
were no lengthy national debates over the alleged dangers of foreign
penetration (as in the Czech Republic or Poland), and Hungary was
the first to open the so-called strategic sectors (banking, telecommu-
nications, energy, and utilities) to foreign investors.

Last but not least, Hungarian firms had had a history of direct links
with Western firms. They had been involved in subcontracting since
1968. This had created a good foundation for foreign investors want-
ing to respond to new opportunities created by the collapse of Com-
munism and for Hungarian managers wanting to seek foreign
partnership. Investments by large multinationals paved the way for
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TABLE7.3

other investments. These would include investments made by com-
peting multinationals in similar lines of products and subcontractors
following major multinationals in purchasing their products.®

The massive entry of multinationals dramatically affected Hungary’s
trade in general and network trade in particular. Both network imports
and exports skyrocketed in 1995-99, recording average annual growth
rates of 32 percent and 52 percent, respectively (table 7.3). However,
despite FDI stocks that were almost twice as large as those in the Czech
Republic, the value of Hungarian exports of automotive and IT parts
and products in 1996 stood at 34 percent of Czech exports. By the fol-
lowing year, it was already 49 percent higher, despite very impressive
growth of Czech exports. While the value of Czech network exports
rose from $3 billion in 1996 to $3.7 billion in 1997, Hungarian network
exports jumped from $1 billion to $5.5 billion during the same period.
By 1999, their value had doubled, and Hungary accounted for more
than one-third of the Region’s network exports.

Differences in FDI inflows appear to explain differences in the
dynamics of network trade among countries in the Region. The other
members of the High Performers group (HP-7) also witnessed
stronger export performance after attracting FDI inflows in the sec-
ond half of the 1990s. As happened earlier in Hungary, subsidiaries of
large multinationals proliferated and served as an engine behind the
growth of network trade. The Czech Republic, Estonia, Poland, the
Slovak Republic, and Turkey had average annual growth rates of net-
work exports at double-digit levels throughout the 1995-2003 period,
but—except for the Slovak Republic—they were significantly higher
in 1999-2003 than in 1995-99. Automotive network exports have
been responsible for a significant share of Turkey’s exports.

Dynamics of Producer-Driven Network Trade and Its Share in Manufactured Goods, Excluding
Chemicals of HP-7, 1996-2003 (%)

Average annual rate of

growth of network Share in manufactured goods
Exports Imports Exports Imports

1995-99 [1999-2003 | 1995-99 |1999-2003 | 1995 1999 2003 1995 1999 2003
Czech Rep. 16.8 217 59 134 155 243 344 222 24.1 313
Estonia 14.6 175 8.8 8.6 25.1 278 299 301 279 315
Hungary 52.1 125 319 79 18.1 52.2 53.8 226 39.0 M8
Poland 17.0 22.7 203 2.0 1.9 195 26.2 216 312 192
Slovak Rep. 293 25.0 153 139 1.2 305 405 240 310 347
Slovenia 2.3 8.1 33 -8.0 197 215 22.0 3138 321 28.0
Turkey 18.0 242 173 6.6 8.0 139 216 194 346 318

Source: UN COMTRADE database.
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Considering the Region as a whole, one finds a strong positive cor-
relation between FDI stock in manufacturing and producer-driven
network exports. As can be seen from data in table 7.4, there is a full
correspondence between ranking of the Region’s economies in terms
of network exports per capita and FDI stocks in manufacturing per
capita. Further down the ladder, Belarus and Bulgaria are outliers,
albeit for different reasons. Belarus’ network exports are significantly
larger than FDI stock would suggest, whereas the reverse is true for
Bulgaria.”
This, however, does not change the overall conclusion about a
strong predictive power of differences in FDI in manufacturing to
explain the variation in network export performance. The value of
the correlation coefficient for FDI stock in manufacturing per capita
(end of 2003) and producer-driven network exports in 2003 is 88
percent (figure 7.1). The value of the correlation coefficient between
TABLE 7.4
Overview of Trade in Producer-Driven Networks in 1996, 1999, and 2003
% and $ millions
FDI'stockin |Networks'| Share Share of Share of
manufacturing | exports | inECA | networksin networks in exports
per capita per  |networks'|manufactured| Index of manufactured goods Import
< capita ($) | exports imports 20032 (chemicals excluded) intensity
2003 2003 2003 2003 1995=100( 1995 1999 2003 1999 2003
Hungary 1,694 1,847 274 418 1,463 18.1 52.2 53.8 56 49
Czech Rep. 1,338 1,391 20.8 313 579 155 243 344 46 43
Slovak Rep. 624 1,339 10.6 34.7 1,102 112 305 40.5 59 49
Slovenia 824 1,094 32 28.0 165 197 215 22.0 56 48
Estonia 548 844 17 315 442 251 218 29.9 67 54
Poland 547 275 154 30.2 608 119 195 26.2 17 52
Lithuania 314 220 11 26.5 349 185 13.8 191 75 42
Belarus 54 127 18 155 151 n.a. 32.1 25.3 29 29
Croatia 694 69 0.5 27.9 205 5.7 5.5 8.0 136 146
Romania 262 59 19 188 609 4.1 5.7 9.7 149 90
Latvia 230 32 0.1 254 101 109 3.3 49 432 261
Bulgaria 428 22 0.3 25.2 112 16 49 39 197 226
Serbia & Montenegro 217 15 0.2 26.5 158 105 12.8 11.2 116 155
Russian Fed. 75 15 3.1 248 93 127 8.9 9.4 60 89
Macedonia, FYR 60 11 0.0 28.0 50 6.9 3.2 24 160 208
Ukraine 43 9 0.8 23.0 66 8.3 5.8 4.0 81 109
Kazakhstan 74 4 0.1 23.3 100 38 2.9 3.0 436 669
Kyrayz Rep. 3 3 00 26.0 163 67 25 | 111 155 | 225

Sources: Trade figures: UN COMTRADE Statistics. FDI figures: cumulative net FDI inflows 1990-2003 calculated on data from IMF International Financial Statistics,

combined with information on the shares of FDI in the manufacturing sector taken from various national sources.

Note: Table includes countries with the value of networks exports exceeding $10 million in 2003.
a. Index in terms of value of exports of producer-driven exports.
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FIGURE 7.1

FDI and Exports of Producer-Driven Network Products ($)
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Sources: Trade figures: UN COMTRADE Statistics. FDI figures: cumulative net FDI inflows 1990-2003 calculated on data
from IMF International Financial Statistics, combined with information on the shares of FDI in the manufacturing sector
taken from various national sources.

the share of producer-driven network exports in exports of manufac-
tures (excluding chemicals) in 2003 and the FDI stock in manufac-
turing (end of 2003) is slightly higher, at 90 percent. Considering that
several countries in the Region—Poland, Romania, Russia, and
Ukraine—have relatively large domestic markets, this is a rather sur-
prisingly strong positive correlation between FDI inflows and exports
of network products.

There are stark differences among countries in the Region, as well
as Turkey, in the extent of participation in these two networks. On
the export side, the HP-7 plus other new EU members accounted for
92 percent of the Region’s total network exports in 2003. Adding Bul-
garia and Romania, which are EU accession countries, raises the share
to 94 percent. With a share of around 4 percent, CIS economies are
yet to become involved in intraproduct trade. On the import side, the
EU-8 and Turkey took 82 percent of network imports into the Region
in 2003, while the corresponding figure for the CIS was around 13
percent.

IT Final Products and Automotive Parts: New Drivers of
Networks’ Exports

In line with global trends, trade in IT network products has displayed
stronger dynamics than that in the automotive network. The share of
IT network exports in producer-driven supply chains increased in
most countries in the Region. Most spectacular was the increase in
Czech IT exports, which grew from $0.7 billion to $5.1 billion
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between 1999 and 2003. This was still, however, around 50 percent
of the value of Hungarian IT exports, which accounted for 45 percent
of the Region’s total IT exports in 2003, down from a peak of 54 per-
cent in 1999. Around two-thirds of the Region’s IT exports have orig-
inated in these two countries since 1999. Except for several CIS
countries and Albania, network exports grew at double-digit rates
over 1999-2003. Strong growth in the automotive network has been
responsible for the fall in the share of IT products and parts exports
from the Slovak Republic and Turkey. Note that IT exports from both
countries grew at a hefty annual rate of around 25 percent. By any
standards, this has been an impressive growth performance.
TABLE 7.5
Trade in IT Network in Comparative Perspective and Exports of Autometive Parts in 1999
and 2003 (%)
Memo-
randum:
Average
Share of ITin annual
producer-driven Share of parts Share of parts growth
network inIT in automotive rate of IT
Exports Imports Exports Imports Exports Imports Exports
1999 | 2003 | 1999 2003 | 1999 | 2003 | 1999 | 2003 | 1999 | 2003 | 1999 | 2003 |1999-2003
Hungary 52 58 52 57 30 21 52 57 Il 79 66 58 19
Czech Rep. 13 36 45 52 56 26 45 52 47 57 59 59 65
Slovenia 9 12 27 26 35 25 21 26 37 47 4 42 18
Croatia 33 61 28 35 37 49 28 35 9% 84 15 14 40
Slovak Rep. 14 12 31 27 46 44 31 21 30 37 68 72 26
Estonia 80 72 62 53 58 54 62 53 52 45 26 21 19
Poland 30 22 43 38 40 42 43 38 Iy 66 60 Iy 20
Bulgaria 28 64 38 39 49 4 38 39 66 60 20 18 43
Lithuania 57 41 41 34 73 73 41 34 28 14 21 17 25
Romania 42 43 70 54 78 19 70 54 83 89 59 36 40
Latvia 58 61 47 40 57 25 47 40 62 56 25 21 29
Serbia & Montenegro 3 9 37 45 46 34 37 45 80 85 20 24 56
Russian Fed. 37 22 50 Iy 54 43 50 4 50 43 45 24 -2
Kazakhstan 49 4 36 33 17 15 36 33 21 24 17 26 10
Macedonia, FYR 7 14 30 52 26 63 30 52 70 86 19 23 19
Albania 47 57 29 33 10 54 29 33 21 73 16 16 -3
Belarus 9 9 34 37 36 31 34 37 31 29 60 57 3
Armenia 15 69 48 50 76 83 48 50 79 90 14 15 18
Ukraine 29 24 40 30 51 43 40 30 78 66 34 30 -2
Moldova 67 29 56 35 17 36 56 35 16 34 34 26 | -12
Azerbaijan 32 14 53 32 42 29 53 32 4 4 26 43 | 17
Kyrgyz Rep. 8 3 46 30 26 40 46 30 53 57 49 43 | -24
Georgia 19 29 44 38 20 62 44 38 15 13 8 21 3
Turkey 30 24 52 37 6 5 52 37 47 34 48 50 25

Source: UN COMTRADE Statistics. For Ukraine and Serbia and Montenegro, available data are for 2002.
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Two different patterns of specialization appear to have been emerg-
ing. While most of the Region’s economies that got involved in auto-
motive networks moved toward specialization in automotive parts,
participation in IT networks has relied more on assembly operations.
For the major IT producers in the Region—the Czech Republic, Esto-
nia, and Hungary—the share of final products in IT exports has sig-
nificantly increased, indicating the shift toward final production.
Countries that succeeded in expanding exports of final products have
also increased imports of IT parts. On the other hand, countries that
remain outside IT supply chains (that is, CIS and SEE) tend to spe-
cialize in parts production.

Producer-Driven Network Trade and Reintegration of EU-8
Countries

Given geographical proximity, it comes as no surprise that around
three-fourths of producer-driven network trade is with the EU-15.8
However, while the share of the EU-15 continued growing and the
network trade of CIS economies almost disappeared, there are signs
that some of the Region’s countries, all former CMEA members,
increasingly trade among themselves and that the most successful
among them increasingly rely on supplies from the Region.

“Reintegration” varies in scope and intensity across networks.
Although the share of the Region’s economies in total trade of
automotive parts of the Czech Republic, Hungary, Poland, and the
Slovak Republic—which account for more than 80 percent of the
Region’s trade—declined between 1999 and 2003, the value of this
trade was more than 50 percent above its level in 1999. “Regional”
imports of parts of such countries as Hungary or the Slovak Repub-
lic at least doubled in terms of value. The rebound of trade in parts
between the Czech Republic and the Slovak Republic augurs well
for future growth. There are no signs, however, of any increase in
network exports between the EU-8 and the CIS. The share of the
CIS in automotive parts trade with the EU-8 fell from 2 percent in
1999 to 1.8 percent in 2003 in exports and from 1.2 percent to 0.8
percent in imports. Increasingly, however, motor vehicles manu-
factured in the EU-8 are sold in markets within the Region. The
share of these markets in total Czech exports of motor vehicles was
21 percent in 2003, up from 16 percent in 1999.

Interestingly, IT network trade displays a much stronger bias in
favor of local suppliers and consumers. It appears that some produc-
ers in these countries have become part of supply chains feeding parts
for further processing in Hungary, a regional powerhouse in IT man-
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ufacturing that accounts for almost half of IT exports from the Region.
Hungary has emerged as a focal point using inputs manufactured in
other EU-8 economies. Its rise to prominence in this new role has
been not only swift but also spectacular. In 2002, Hungary accounted
for 40 percent of intra-EU-8 IT imports, up from 5 percent in 1995.
Hungarian IT network imports from other EU-8 economies increased
from $66 million in 1999 to $436 million in 2002. Its imports from
the Czech Republic increased from $5 million in 1999 to $200 million
in 2002, from Poland from $20 million to $125 million, and from the
Slovak Republic from $7 million to $23 million. Parts were dominant
in these imports, with the average share of Hungary’s imports from
the EU-8 amounting to 62 percent in 2002: they accounted for 79
percent of imports from the Czech Republic, 38 percent from Poland,
and 93 percent from the neighboring Slovak Republic.

Two-way trade in IT products has picked up also in other country
pairs, but not with or among CIS economies. Trade in parts has been
a driver of a rapid expansion in intra-EU-8 trade in the IT network.
EU-8 markets took almost 10 percent of their own total exports of IT
parts and accounted for 6 percent of their imports in 2002. Consider-
ing that the respective shares were at around 4 percent three years
earlier, this is a significant change. Trade in parts between the EU-8
and the CIS is practically nonexistent, although the EU-8 share in CIS
total imports of IT network products increased from 4 percent in 1999
to 5.2 percent in 2002. However, this is not two-way trade and, there-
fore, does not indicate a network-type arrangement.

Producer-Driven Network Trade and Twin Gaps:
Factor Content and Trade Balance

Network trade appears to have profoundly affected factor intensities
of exports as well as trade balance. Countries whose firms have
become parts of a new division of labor based on producer-driven
network trade have also experienced the shift toward capital-inten-
sive and skilled-labor-intensive products. In addition, they have wit-
nessed closing the gap between network product imports and exports.
Despite their endowments of educated and skilled labor, expansion
in unskilled-labor-intensive products has characterized the adjust-
ment in foreign trade flows following the implementation of stabi-
lization-cum-transformation programs in many of the Region’s
transition economies. Some countries have witnessed a closing of this
gap: others” exports are still heavily tilted toward unskilled-labor-
intensive products (for example, Uzbekistan) or dominated by natu-
ral-resource-based products (for example, Russia).
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It appears that countries that became part of producer-driven net-
works are those where skilled labor and capital-intensive goods
account for the largest share of total exports. The value of the corre-
lation coefficient between network exports per capita and the shares
of skilled labor and capital-intensive products in total exports of 81
percent in 2003 is high. Furthermore, economies with higher net-
work trade per capita have also registered a stronger growth in skilled
labor and capital-labor-intensive exports. The correlation between
the change in the value of these exports between 1995 and 2003 and
network exports per capita is positive at 74 percent. Finally, as illus-
trated in figure 7.2, countries with larger FDI stocks per capita are also
those with a higher share of skilled labor and capital-intensive prod-
ucts in total exports.

The networks’ export orientation appears to be increasing. The ini-
tial participation in network trade is associated with increased
imports. However, with time, successful entry into networks has led
to falling growth rates of imports and strong growth of exports. As
evident from table 7.6, each of the HP-7 economies had “network
trade deficits” before FDI in these sectors resulted in restructuring or
setting new production activities. Each HP-7 economy ran also sizable
“deficits” in network trade in both 1995 and 1996, with imports four
times (Turkey) or more than twice (Estonia, Hungary) the value of
exports. With time, these deficits turned into surpluses for most HP-7
economies: Hungarian exports exceeded imports in 1997, Czech in
1998, Slovak a year later, and Estonia’s in 1999. The remaining HP-7
economies remain in “the red,” but exports have grown faster than
imports. Except for Poland, IT imports have been responsible for these
countries” deficits.

FIGURE 7.2
FDI Stock per capita and Share of Skilled Labor and Capital-Intensive
Exports in 2003
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Hence, “network firms,” once firmly established, have become
mostly net foreign currency earners, not only through their own for-
eign trade activity but also by attracting other foreign investors or
developing backward linkages with local producers. Because foreign-
owned firms do not operate solely in network sectors, an important
question to which we now turn concerns their overall impact on
trade balance and economy.
Foreign-Owned Firms and Trade Balance
The presence of foreign firms has a profound effect on a host coun-
try’s participation in international trade, because it is often associated
with an increase in both exports and imports. Empirical evidence sug-
gests that firms with foreign capital tend to be more export-oriented
than domestic firms and are responsible for a larger share of exports
in many transition economies; see chapter 4. The contribution of for-
eign firms to host-country exports may not be immediate. A surge in
FDI inflows frequently results in a spike of imports because multina-
tionals bring capital equipment for their newly established produc-
tion plants. Because it takes several years to establish links with local
suppliers, in the initial period of operation, they may also rely on
imported intermediate inputs before switching to local sourcing.
TABLE 7.6
Producer-Driven Networks’ Exports of HP-7 in Percentage of Imports of Networks’ Products,
1995-2003
1995 1996 1997 1998 1999 2000 2001 2002 2003
Total “producer-driven” networks
Czech Rep. 66 65 83 109 108 107 115 139 123
Estonia 55 4 55 63 70 12 87 70 66
Hungary 61 43 106 116 124 123 118 121 124
Poland 46 37 34 38 40 59 69 74 78
Slovak Rep. 60 63 67 86 107 119 9 104 135
Slovenia 69 75 75 78 66 71 83 88 85
Turkey 33 26 19 26 34 25 73 83 72
Total Region and Turkey 47 44 48 58 65 68 78 85 83
Automotive networks
Czech Rep. 112 108 128 170 169 176 m 187 164
Estonia 58 48 4 32 37 39 4 39 40
Hungary 68 53 113 119 125 129 136 129 123
Poland 68 49 40 43 49 87 9.8 97 9
Slovak Rep. 103 74 93 109 132 150 122 131 164
Slovenia 81 85 88 3 82 97 100 109 101
Turkey 47 32 20 26 50 31 106 13 87
Total Region and Turkey 66 59 55 68 81 83 97 102 95

Source: UN COMTRADE statistics.
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While the imports take place straightaway, there may be a delay in
exporting, leading initially to a (possibly) sizable trade deficit associ-
ated with FDI. However, from the point of view of the balance of
payments, this initial deterioration in the current account position is
offset by inflows into the capital account.

Receiving foreign investment often helps local companies become
exporters. Entering foreign markets is costly because potential
exporters are initially disadvantaged relative to indigenous firms
because they have to bear transport costs and overcome tariffs, and
they are less familiar with the tastes of local customers and local reg-
ulations. Thus, only firms with above-average productivity are able
to compensate for this disadvantage and successfully make sales in
foreign countries (Clerides et al. 1998, Bernard and Jensen 1999).
The ability of the firm to export is likely to increase with foreign
ownership, even without any changes in technology or organiza-
tion. This happens when foreign ownership offers access to market-
ing and production channels of a parent company. Because
establishing a presence in foreign markets requires not only market-
ing skills but also considerable resources, foreign ownership
increases prospects for exports. In addition, change of ownership
may be a necessary condition for a firm to become a supplier in a
global production and distribution network.

The data confirm that firms with foreign capital tend to be more
foreign-trade-oriented than domestic enterprises and are therefore
bound to make a relatively larger contribution to integration of a host
country into the world economy. As illustrated in figures 7.3 and 7.4,
foreign firms exported on average a larger share of their output in each
year during the 1995-2001 period in the Slovak Republic and the
1996-2000 period in Lithuania. These two countries are no excep-
tions, as a similar pattern was observed in many other EU-8 countries.
The difference in export intensity between domestic and foreign firms
may be partially the result of the fact that foreign investors acquire
more productive and successful local companies, which tend to be
exporters. However, even if this is the case, this usually does not
impede the capacity of the acquired firm to export. To the contrary, it
usually makes it even more competitive in both domestic and external
markets. For instance, an econometric analysis of Indonesian data sug-
gests that a foreign acquisition of a local plant leads to an increase in
the share of output exported by between 10 and 20 percentage points,
depending on the industry and the time period considered. This
increase in the average export share is a result both of increased export
intensity of previously exporting firms and of acquired firms entering
foreign markets for the first time (Arnold and Javorcik 2004).
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FIGURE 7.3
Export Intensity of Domestic and Foreign Firms in the Slovak Republic,
1996-2001
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FIGURE 7.4
Export Intensity of Domestic and Foreign Firms in Lithuania, 1996-2001
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As noted, the initial spike in imports associated with FDI inflows
tends to disappear over time as multinationals develop linkages to local
suppliers in a host country. The Czech Republic may serve as an exam-
ple. The results of a World Bank survey suggest that multinationals
operating in that country were actively engaged in local sourcing in
2003 and expected this trend to continue in the future. Ninety percent
of interviewed multinationals reported purchasing inputs from at least
one Czech company. Czech companies constituted the most important
supplier group, followed by other European suppliers (located in the
EU-15 or the EU-8) and other multinationals operating in the Czech
Republic. When asked about the share of inputs purchased from each
type of supplier (in terms of value), the multinationals indicated sourc-
ing on average 48.3 percent of inputs from Czech enterprises, as com-
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pared with 33.3 and 12.6 percent from firms in the EU-15/EU-8 and
foreign firms located in the Czech Republic, respectively. The share of
inputs coming from the other regions appeared to be negligible (Javor-
cik and Spatareanu forthcoming). Besides having positive implications
for the trade balance, local sourcing undertaken by multinational com-
panies may bring an additional benefit in the form of technology
spillovers to domestic producers (see box 7.5).

Why Some Countries Got Involved and Others Are Yet to Tap
into Networks

The preceding analysis suggests that (i) participation in international
production and distribution networks has been an important way of

BOX7.5

Empirical Evidence on FDI Spillovers

Spillovers from FDI take place when the entry or presence of multinational corporations in-
creases productivity of domestic firms in a host country and the multinationals do not fully in-
ternalize the value of these benefits. Spillovers may take place when local firms improve their
efficiency by copying technologies of foreign affiliates operating in the local market, either based
on observation or by hiring workers trained by the affiliates. Another kind of spillover occurs if
multinational entry leads to greater competition in the host country market and forces local firms
to use their existing resources more efficiently or to search for new technologies (Blomstrom
and Kokko 1998).

When local firms benefit from the presence of foreign companies in their sector, we refer to this
phenomenon as horizontal spillovers. To the extent that domestic firms compete with multina-
tionals, the latter have an incentive to prevent technology leakage and spillovers from taking
place. This can be achieved through formal protection of their intellectual property, trade secrecy,
paying higher wages, or locating in countries or industries where domestic firms have limited im-
itative capacities to begin with. Recent economic research based on firm-level panel data, which
examined whether the productivity of domestic firms is correlated with the extent of foreign
presence in their sector or region, however, casts doubt on the existence of horizontal spillovers
from FDI in developing countries. For instance, Aitken and Harrison's analysis (1999) of Venezue-
lan data, work by Djankov and Hoekman (2000) on the Czech Republic, and Konings' (2001) study
of firms in Bulgaria, Romania, and Poland in the early 1990s either fail to find a significant effect
or produce the evidence of negative horizontal spillovers. An exception is a study by Javorcik and
Spatareanu (2003), which finds positive intraindustry spillovers in Romania in the late 1990s. The
picture is more optimistic in the case of industrialized countries, as demonstrated by Haskel,
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entering foreign markets for the Region’s countries and that (ii) FDI
has been the driver behind the Region’s involvement in international
production chains. Indeed, the data presented indicate that countries
heavily involved in network trade are the countries that have received
large FDI inflows. Thus, examining the reasons why some countries
have not been successful in attracting FDI can explain why they have
been left out of international production and distribution networks,
particularly because many determinants of FDI inflows also determine
the country’s ability to participate in international trade.

The cross-country differences in the amount of FDI received over
the past decade have been startling. According to the data presented
in table 7.7, while Tajikistan received only $11 of FDI per capita as of
end-2003, the corresponding figure for the Czech Republic was 342
times larger, at $3,771. All of the HP-7, with the exception of Turkey,

Pereira, and Slaughter (2002) and Keller and Yeaple (2003), who give convincing evidence of pos-
itive FDI spillovers taking place in the United Kingdom and the United States, respectively.

While foreign affiliates may want to prevent knowledge leakage to local firms against whom they
compete, they may have an incentive to transfer knowledge to their local suppliers in upstream sec-
tors. The phenomenon, referred to as “vertical spillovers,” can take place through several channels.
Multinationals may transfer knowledge about production processes, quality control techniques, or
inventory management systems to their suppliers. By imposing higher requirements with respect
to product quality and on-time delivery, they may provide incentives to domestic suppliers to up-
grade their production facilities or management. The pressure from multinationals is often the driv-
ing force behind obtaining the quality certifications, as 17 percent of Czech companies surveyed by
the World Bank reported getting an ISO certification in order to become suppliers to multinationals
(Javorcik and Spatareanu forthcoming). Finally, the increased demand for intermediate products re-
sulting from multinational entry may allow local suppliers to reap the benefits of scale economies.

The case study of a Czech producer of aluminum castings for the automotive industry may serve as
an illustration. WWhen the company signed its first contract with a multinational customer, the staff
from the multinational visited the Czech firm’s premises for two days each month for an extended
period of time to assist with the quality control system. Subsequently, the Czech firm applied these
improvements to its other production lines (not serving this particular customer), thus reducing the
number of defective items produced and improving its overall productivity (Javorcik 2004a).

The evidence consistent with the presence of spillovers taking place through contact between
multinationals and their local suppliers has been found by Schoors and van der Tol (2001) in Hun-
gary and Javorcik (2004a) in Lithuania. The magnitude of the effect is economically meaningful,
because a one-standard-deviation increase in the foreign presence in the sourcing sectors is as-
sociated with a 15 percent rise in output of each Lithuanian firm in the supplying industry.

Source: World Bank staff.
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have been very successful in attracting FDI inflows. The Czech Repub-
lic, which topped the list, was closely followed by Hungary. Estonia
received $3,013 in FDI per capita, while Slovenia received $2,028.
The Slovak Republic’s inflows of FDI, which only recently became
very sizable, have been catching up fast. Among CIS countries, only
Azerbaijan and Kazakhstan managed to attract significant foreign
investments, albeit mainly in oil sectors, which accounted for 98 and
66 percent of total inflows, respectively. None of the other CIS coun-
tries have performed well in this area.

What explains success or failure in attracting FDI inflows? An
obvious critical factor is political stability. Its absence almost always
discourages FDI inflows, all other things being equal. For instance,
until around 1995-97, the politically unstable Caucasus, not to men-
tion the former Yugoslav republics, attracted very little FDI. Lack of

TABLE 7.7
Stock of Foreign Direct Investment per capita, end-2003 ($)
IMF EBRD UNCTAD
Czech Rep. 3,771 3,939 4,022
Hungary 3,697 2,335 4,241
Estonia 3,013 2,027 4,823
Croatia 2,147 1,712 2,547
Slovenia 2,028 1875 2,184
Slovak Rep. 1,647 2,161 1,904
Latvia 1,461 1,461 1,430
Poland 1,431 1,166 1,365
Lithuania 1,091 1,184 1,436
Azerbaijan 1,049 934 1,049
Kazakhstan 1,001 1,078 1,178
Bulgaria 824 676 650
Romania 482 455 572
Macedonia, FYR 476 505 500
Albania 343 351 344
Bosnia & Herzegovina 280 258 279
Armenia 2719 283 275
Georgia 261 222 202
Russian Fed. 223 67 366
Belarus 180 222 192
Moldova 156 227 186
Ukraine 131 115 144
Kyrgyz Rep. 95 84 9
Turkmenistan 44 280 270
Tajikistan " 32 35
Serbia & Montenegro n.a. 260 410
Uzbekistan n.a. 42 36
Turkey 216 n.a. 234

Sources: IMF International Financial Statistics—cumulative net FDI inflows 1990-2003; UNCTAD FDI database—fFDI
stock end-2003; EBRD Transition Report Statistics—cumulative net FDI inflows 1990-2003.
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political stability may also explain the poor performance of Turkey in
attracting FDI. However, political stability is not a sufficient condition,
as the example of many countries show. Belarus and the Kyrgyz
Republic enjoyed stability, but no significant FDI inflows.

Empirical studies of capital flows seem to agree on two observa-
tions: official flows lead or stimulate countries’ reform efforts,
whereas private capital flows, with FDI as their most important com-
ponent, follow or respond to reform measures. Empirical research
shows that liberal reforms provide a more powerful explanation of
variation in FDI flows to former centrally planned economies than to
other developing countries, although there are many other factors
involved, as the early success of Hungary illustrates.® Indeed, leaving
aside investment in nonrenewable natural resources, which are partly
(albeit not fully) immune to the nature of economic regimes, there
has been a rather strong positive relationship between the size of FDI
inflows and progress in dismantling central planning.

Structural reforms and sound macroeconomic fundamentals are
also clearly necessary conditions for attracting flows of foreign direct
investment. Among various determinants of FDI examined in empir-
ical studies, the strength of macroeconomic fundamentals as meas-
ured by GDP growth or low inflation has been found to be
consistently important.

Macroeconomic stability alone, however, is not sufficient to attract
foreign investors. The critical variable is institutions or, more specifi-
cally, the pace of progress in establishing market-supporting institu-
tions that assure protection and enforcement of property rights
(which were discussed in detail in chapter 4). The empirical research
supports this observation. Garibaldi et al. (2002) show that the qual-
ity of institutions explains the variation in FDI flows to transition
economies. In a similar vein, in the econometric analysis of factors
affecting the decision of multinational firms to establish a presence in
transition countries in the first half of the 1990s, Javorcik (2004b)
demonstrates that greater progress in the reform process, higher
effectiveness of the legal system, and a lower level of corruption all
encourage FDI inflows.

In order to capture the impact of political (in)stability and the qual-
ity of institutions, we plotted indicators of governance, derived from
the World Bank database, and cumulative net FDI inflows per capita.
The quality of governance is defined here as an average value of the
indicators of political stability, government effectiveness, and regula-
tory quality. These three aspects of the business environment are crit-
ical to FDI inflows.!9 The indicators pertain to 1996, 1998, 2000, and
2002, and range from -2.5 (lowest score) to +2.5 (highest score). The
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rationale behind averaging over the seven-year period is that a good
climate has to exist for a sufficiently long time to affect investors’
decisions.

The variation in the quality of governance corresponds very closely
to the variation in cumulative FDI net inflows per capita over
1990-2003 (figure 7.5). There is a strong correlation between cumu-
lated net FDI per capita and the aggregate measure of the quality of
governance, with a value of the correlation coefficient of 83 percent.
The EU-8 and Croatia both have FDI per capita exceeding $1,000 and
positive values of the quality of governance. The quality of governance
is in the negative territory, that is, below 50 percent of the best-qual-
ity governance for all other countries. Investments in the oil sector
explain the high FDI stock per capita in Azerbaijan and Kazakhstan in
relation to their relatively low scores in quality of governance.

Although the quality of governance matters less for countries that
happen to be amply endowed in natural resources, especially oil and
natural gas, the exclusion of FDI in extractive industries does not sig-
nificantly change the overall picture. The value of the correlation
coefficient increases from 83 percent to 85 percent. Taking into
account only FDI stock in manufacturing lowers the correlation coef-
ficient to 78 percent, which may be explained by the fact that
investors in services are sometimes lured not by an attractive business
environment but by arrangements granting them exclusive rights.
The examples include privatization of telecommunications in Albania
and Armenia (see chapter 6 on the services sectors).

It may also suggest that considerations other than the quality of
governance in a host country may be more important in manufactur-

FIGURE 7.5
Quality of Governance over 1996-2002 and Cumulative FDI Inflows in
the Years 1990-2003 ($)
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ing than in services. Proximity to markets, which is strongly related to
geography, may explain a relatively larger FDI stock in manufactur-
ing in some countries than the values of governance indicators might
imply. Examples abound. Armenia is ranked roughly on par with
Albania, but the latter has accumulated a 25 percent larger FDI stock.
While the values of the governance indicator for the Kyrgyz Republic
and Moldova are roughly the same, the latter’s FDI stock in manufac-
turing is 17 times higher, while the total is less than three times
higher. These deviations notwithstanding, the power of governance
to explain the variation in FDI inflows is strikingly high.

Geographical disadvantage may be overcome in two ways. First,
good governance can compensate, although not fully, for distance to
major markets. Thus, the only way for landlocked, remotely located
countries to attract larger FDI inflows is to improve the quality of gov-
ernance and cooperate on arrangements that would reduce the trans-
action costs associated with moving shipments through their
respective territories. Second, acceding to regional trade agreements
may increase the size of the market. Ireland’s impressive growth per-
formance, which raised its GDP per capita from 64 percent of the EU
average in 1983 to 122 percent in 2002, can be attributed directly to
sound macroeconomic policies and its ability to act as a magnet for
U.S. investment, thanks to a friendly business environment and duty-
free access to the European Union market (Barry 2000).

Trade transactions costs associated with FDI also depend crucially
on the trade-facilitating infrastructure, such as the performance of
the customs administration and the quality of transportation and
communications networks. Long delays at the border and high vari-
ance in clearing times make it difficult for potential foreign investors
to commit to a particular delivery time. Corruption at border cross-
ings increases the costs of doing business, thus lowering the competi-
tiveness in world markets of locally produced goods. The poor
condition of transport networks increases the cost and time needed
for shipping goods. High costs of communications, whether through
fixed-line telephony, cellular network, and Internet increase the costs
of doing business (see chapters 4 and 5 for more details).

The quality of services infrastructure is another crucial component
of a business-friendly climate that facilitates both FDI inflows and
participation in international production networks. Well-designed
liberalization of services sectors can lead to higher competition,
greater range of services available, and more efficient services provi-
sion, which in turn decreases the costs of doing business and attracts
new entry by both domestic and foreign entrepreneurs (for more
information on the role of services, see chapter 6).
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Many other factors may influence attractiveness to FDI. For instance,
investors operating in high technology sectors may be looking for avail-
ability of skilled labor and protection of intellectual property rights.
Those interested in simple labor-intensive assembly operations will be
more sensitive to labor costs and labor market flexibility.!!

Lessons for Countries Left outside Global Production Chains

The experience of countries that have successfully taken advantage of
opportunities offered by global markets suggests that two elements
have to be in place—successful implementation of first-generation
reforms (liberalization of prices, foreign trade, and exchange regimes)
and consistent movement toward a rule-based institutional regime
with the capacity for their enforcement. The former is relatively easy
to implement, provided there is an absence of political opposition,
whereas the latter requires advanced institutional capacity of the
state, as discussed in chapter 4.

What other policies could be used to facilitate participation in inter-
national production networks? Three policy options are possible: (1)
export processing zones (EPZs); (2) duty drawbacks or other systems
offsetting import tariffs; and (3) economywide trade liberalization
combined with trade facilitation measures. The problems with EPZs
are threefold: first, many countries have established them, but only a
few have succeeded in encouraging exports. Second, EPZs are not
amenable to horizontal and vertical spillovers. Last but not least, EPZs
signal to international investors a weakness in the business climate;
see chapter 4.

As to the second option, although elaborate systems including
effective implementation of duty drawbacks may offset the bias in
favor of production for domestic markets, they require sophisticated
administrative capacities. These are lacking, as demonstrated by
almost universal complaints across CIS about delays in rebates of VAT
and duties. Hence, the best option is economywide trade liberaliza-
tion, combined with trade-facilitation measures. Establishing a busi-
ness-friendly and efficient services environment can be facilitated by
either adopting reforms that would have the additional benefit of
speeding up accession to the WTO or, for WTO members, leveraging
their obligations under WTO rules to accelerate reforms.

Locking in the reform path through international agreements
has helped EU-8 countries achieve these goals. First, in order to
become eligible for accession to the EU, they had to remove, albeit
gradually, barriers to their trade with the EU, including behind-
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the-border measures, and they had to introduce trade-facilitating
measures, such as reforms of customs administration, as well as
other reforms, to converge to the acquis communitaire. Taken
together, these measures have contributed to the emergence of
well-functioning services blocs and a business-friendly environ-
ment, which are a necessary condition—though not a sufficient
one—to participate in a fragmentation-induced division of labor.
Thus, it is no surprise that all HP-7 countries, except for Turkey,
have recently acceded to the European Union. The absence of com-
mitment to reform had slowed down the reform process of Bul-
garia and Romania and adversely affected FDI inflows into their
economies, hindering their integration into international produc-
tion and distribution networks.

Second, in addition to the EU accession process acting as an anchor
of domestic institutional and policy reforms, the emergence of a “Pan-
European” free trade area for industrial products—encompassing the
EU-15, EFTA, EU-8, and Turkey—has been a magnet for FDI and has
created enormous opportunities for industrial exchanges (Kaminski
2001 and 2004a). The Pan-European Cumulation of Origin Agree-
ment, which went into effect as of January 1, 1997, has allowed for
“diagonal cumulation” of rules of origin (parts manufactured in any
of the participating countries count as local input in entering any of
these markets) across all participating countries. It has also acceler-
ated and coordinated the schedule of removing tariff rates on indus-
trial products.

What lessons can be drawn from the EU-8 experience for countries
that have been left outside the global production chains? The first les-
son is the need for combining a strong commitment to reform with an outside
mechanism that will enhance the credibility of the governments introducing
domestic structural reform and provide an external stimulus to the process.
WTO accession, which is at various stages in Azerbaijan, Belarus,
Bosnia and Herzegovina, Kazakhstan, Russia, Tajikistan, Ukraine,
and Uzbekistan, can be used as such a commitment-creating device.
However, domestic reforms alone will not be sufficient to increase the
integration of geographically disadvantaged states. Even if a land-
locked country had a world-class customs service, its trade flows
would still be impeded by the necessity to ship products through
neighboring countries with slow and corrupt border controls.

The second policy message is the need for adding both multilateral and
regional dimensions to the reform process. In sum, reforming countries
should rely on a two-pronged strategy encompassing improvements in both
domestic and external conditions by using WTO rules as a tool to leverage both
domestic and regional reforms.
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Indeed, governments should leverage their obligations under WTO
rules to accelerate domestic reforms. The credibility of government
actions is a crucial factor in stimulating adjustment at the micro level.
If firms do not believe in the permanency of liberalization or govern-
ments are pursuing other policies that make sustaining reforms diffi-
cult, firms may choose not to adjust. Instead, they are likely to devote
resources to lobbying for overturning the reforms. Tying the reform
process to a multilateral or regional agreement may also help imple-
ment reforms, thanks to lower period-by-period adjustment costs and
strengthening complementary institutions and policies by establish-
ing external (regional) checks.

Countries can make greater use of regional bodies to economize on
the costs of implementing WTO rules. For instance, many members
of the Eurasian Economic Community (EURASEC) or the CIS face
pressures to reform customs administrations and domestic standards
regimes.!? Seeking regional cooperation in customs administration
and in the dissemination of information about international stan-
dards and foreign governments’ technical regulations, will, therefore,
bring overall gains to regional partners.!?

The following areas lend themselves to regional cooperation:

e Border and customs procedures: The improvements in national
customs procedures, although highly desirable, will have a positive
but limited impact without similar improvements in neighboring
countries. Hence, there is the need for close cooperation. The same
applies to transit rules.

e Conditions of transit: Although transit has been a subject of bilat-
eral and regional discussions, the principle of national treatment
should be extended to all service providers and enshrined into
regional agreements.

e Technical standards: Each country should move quickly on its own
to establish a market-based system of technical standards. How-
ever, this will yield higher returns if other countries within the
regional grouping move in step and cooperate closely. Benefits of
such cooperation will be particularly visible in small economies,
which can substantially lower costs to domestic producers if, for
instance, a conformity assessment is provided on a regional rather
than national level.

e Services: Issues pertaining to services sectors should be addressed
in their entirety and brought under a regional umbrella. As a first
step, measures restricting market access should be listed and bound
(that is, subject to a standstill). This is a long-term objective, as it
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involves regulatory overhaul of sectors with often-powerful vested
interests.

Changes in regulatory policies in services sectors can potentially
have the largest positive impact on the reforming economy. Efficient
provision of services is not only a source of foreign currency earnings
and employment; their availability and low pricing also lower the
costs of exports and imports alike. Considering that services con-
tribute on average around 10-20 percent to the production costs of a
product and account for all trading costs (transport, trade finance,
insurance, communications, distribution, and services), savings
indeed can be substantial (Hodge 2002). So can gains in competitive-
ness in international markets of both services and goods. Moreover,
their supply is decisive for domestic firms to participate in the most
rapidly expanding division of labor based on fragmentation of pro-
duction, simply because without high-quality “service links,” produc-
tion will not be moved to a country.

Endnotes

—

. See Blonigen (2001) for a literature review.

2. For an extensive discussion of issues involved, see Jones and
Kierzkowski (forthcoming).

3. For instance, according to Hill (1989), the average Japanese automaker’s
production system consists of 170 first-tier, 4,700 second-tier, and 31,600
third-tier subcontractors.

4. Our definition of the IT network encompasses office equipment, telecom-
munication equipment, and electronics. It covers only trade in goods.

5. See the top 100 list in The Wall Street Journal Europe’s Central European Eco-
nomic Review (July and August 1998, Vol. VI, Number 6), compiled by
Dun & Bradstreet Hungaria, Inc. Among the 20 largest firms in terms of
sales, there were at least seven companies that were part of large multi-
nationals. These included IBM Storage Products (#2); Volkswagen’s Audi
Hungaria Motor (#6); General Motor’s Opel Hungary (#7); Philips (#12);
General Electric Lighting (#15); Lehel Hutogepgyar (#39), owned by
Electrolux; and Japan’s Magyar Suzuki (#16).

6. For more details, see Kaminski and Riboud (2000).

7. Both countries, however, had unimpressive growth performance. While
one may have doubts as to the sustainability of Belarus’ network exports
mainly directed to the relatively highly protected automotive sector in
Russia, Bulgaria’s prospects, mainly in IT networks, appear to be promis-
ing. Note that the share of network products in Belarus” manufactured
exports declined between 1999 and 2003 and that the share in Bulgaria’s
increased.

8. For a discussion of the role of MNCs and network trade in “reintegrat-

ing” the EU-8 among themselves, see Kaminski and Ng (2005).
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10.

11.

12.

13.

See, for instance, Claessens et al. (1998), Garibaldi et al. (2002), and
Broadman et al. (2004).

We exclude the indicators of rule of law, control of corruption, and voice
and accountability, because they are strongly correlated with the three
measures used. Hence, taking them into account in a single aggregate
indicator of governance would not bring new information. (See chapter
3 for further discussion of these factors.)

The results of Javorcik and Spatareanu (forthcoming) suggest that FDI
inflows are deterred by rigid regulations on hiring and firing workers.
The EURASEC members include Belarus, Kazakhstan, the Kyrgyz
Republic, Russia, and Tajikistan.

For a more extensive discussion along these lines, see World Bank (2005d).
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CHAPTER 8

Policy Agenda, Reform Linkages,
and Action Plan

Based on the underlying economic and political dynamics of the tran-
sition process that is still under way in the countries of Eastern Europe
and the Former Soviet Union, the opportunities for trade in the global
marketplace will continue to increase for the countries of the Region.
As the international economy continues to globalize, however, com-
petition from other regions in the world will only become stronger.
This poses a challenge to the Region’s countries’ abilities to use trade
and international integration as an engine for growth and the reduc-
tion of poverty.

The experience to date in the Region shows that success in this
environment requires a combination of not only implementing sound,
market-based trade policies and trade-related institutions but also
establishing a strong, complementary “behind-the-border” incentive
framework in the domestic sphere. The previous chapters developed
a detailed set of policy recommendations. Here, the principal recom-
mendations that deserve priority attention are outlined, as well as
linkages among the reforms and how they might be best sequenced
in their implementation. The “division of labor” for the responsibili-
ties of the various stakeholders with policy-making roles in furthering
the Region’s transition is identified, as is an action plan. A one-page
Policy Matrix that summaries this information is at the end.
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Priority Policy Recommendations

Priority Trade Policy Reforms

WTO accession is a critical policy objective for the 10 countries in the Region
that are not yet members. Many countries in the Region—especially
in the CIS and SEE—must address the challenge of how to rationalize
the large number of existing bilateral FTAs and to broaden them to include
such matters as trade facilitation as well as liberalization of services.

In a few countries—notably in the CIS—trade is restricted by high
average tariffs and nontariff barriers (NTBs). These should be appre-
ciably reduced over the medium term.

In several other countries, there is still a large gap between “bound”
and “applied” tariff rates: all tariffs in the Region should be bound closer
to the level of applied tariffs. Not doing so undermines the economic
effectiveness of commitments already made in trade agreements.

Tariff regimes also should be simplified and the structure of rates reduced
in dispersion. This will make customs administration more transpar-
ent and improve the predictability of the trade policy regime. It will
also reduce opportunities for discretionary behavior and incentives
for corruption.

Reforms are needed to reduce the bias in investment decisions across
sectors and reduce disincentives for greater product diversification.
To this end, the widespread practice of discrimination against export activi-
ties that exists in many countries of the Region should be eliminated.

To improve market access, reforms are needed in developed coun-
tries’ extensive use of “nonmarket”-designated antidumping actions against
the Region's economies, as well as in their protectionist agricultural policies.

Priority Behind-the-Border Reforms

Enhancing Competition and Governance

The Region’s governments should work toward eliminating fundamen-
tal economic and policy barriers to new business entry, especially structural
conditions that engender a lack of or weak competition among businesses.

Barriers to exit of commercially nonviable firms also need to be eliminated,
through reducing subsidies and eliminating the practice of tolerat-
ing arrears (with the government, banks, and among firms).

Competition authorities should be given greater authority and competen-
cies to assess, penalize, and, if necessary, remedy dominant firm structures,
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as well as other forms of restrictive business practices, such as collusion,
anticompetitive mergers and acquisitions, and predatory pricing.

Improving governance will require efficient institutions that facili-
tate effective resolution of commercial disputes. Policies aimed at the
simplification and cost reduction of formal legal procedures as well as bol-
stering out-of-court mechanisms will strengthen contract sanctity and prop-
erty rights and improve the level of investor confidence in the Region.

Sound governance will also require mechanisms to ensure greater
transparency and accountability of public officials’ conduct.

Improving Trade Facilitation

In trade facilitation institutions, the priority reforms are to improve
coordination among agencies, both within and across countries; simplify
customs procedures; make customs codes and associated requlations, rules-
based, transparent and commercially oriented, with proper incentives for
employees; and introduce the use of IT into customs systems.

As to further development of trade-related infrastructure, the crit-
ical areas for improvement are modernization of ports and IT capacity.
Meeting this challenge will require continued privatization or private-pub-
lic partnerships to entice new investments.

Liberalization of Services Sectors

Deregulation of services should be the rule rather than the exception,
and include the implementation of market-reinforcing reform of
regulatory procedures and rules, including rate levels and structures.
Where regulation is warranted, independent regulatory authorities with
the proper competencies and resources should be established.

Territorial restrictions or other artificial barriers to competition either
within a services sector or across services sectors, for example for intermodal
competition, should be eliminated.

Private participation in the provision of services, either through green-
field investment or privatization of incumbent providers should be
encouraged. This will require reductions in or elimination of limits
or prohibitions on trade and private investment (whether from
domestic or foreign sources) in network services.

Deeper cooperation between the countries in the Region, such as
in regional approaches to derequlation (or more efficient requlation) of
utility services, could help reduce implementation costs and increase
the overall benefits of regulatory reform.
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Enhancing Intraindustry/Network Trade through Greater FDI

e The policy regime governing FDI should be brought in line with inter-
national best practice, which typically includes (i) adhering to
“national treatment” for foreign investors; (ii) prohibiting the
imposition of new, and the phasing out of existing, trade-related
investment measures (TRIMs), for example, local content meas-
ures; and (iii) providing for binding international arbitration for
investor-State disputes.

¢ Actions should be taken that ensure transparency, predictability, and
consistency of the FDI policy framework across different levels of govern-
ment and different industry sectors.

Fostering Resource Flexibility in Markets

e To reduce poverty impacts from changes in prices and outputs
engendered by trade flows, measures should be implemented to
promote labor mobility (for example, enhancing wage differentiation
and adaptability and improving the effectiveness of social safety
nets) and to facilitate the reallocation of capital so as to encourage new
investment and job-creating opportunities.

Linkages Between and Sequencing of Reforms

e Many of the policy reforms are mutually supportive and reinforcing. Their
implementation should capitalize on these linkages. For example,
further tariff reform will enhance import competition, which in
turn improves efficiency and increases export penetration.

e Some policy actions can be done in the short term. These include, for exam-
ple, increasing Technical Assistance (TA) for institutional capacity
building in the poor CIS countries.

o Other reforms require balancing “winners and losers” or the marshaling
of significant resources. These necessarily can be implemented only in the
medium term. For example, a few powertul vested interests will
stand to lose from competition as liberalization in certain services
sectors takes place and these losses must be balanced against the
diffused gains enjoyed by the public. Investment in the modern-
ization of ports will require large amounts of capital resources.

o Sequencing of reforms can be critical, not only for their proper implemen-
tation, but also to build public support for the reform program and to main-
tain its momentum. For example, steps should be taken to enhance
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labor mobility and strengthen social safety nets while liberalizing
imports, or regulatory reform and strong competition policy insti-
tutions should be established as services sectors are liberalized.

Division of Labor among Stakeholders

What the Developed Countries Can Do

Improve market access for many of the Region’s countries’ agricul-
tural products through reform of the EU’s Common Agricultural
Policy (CAP) program and of other related Organisation for Eco-
nomic Co-operation and Development (OECD) programs; rational-
izing the Generalized System of Preferences (GSP) program.

Change the “nonmarket” designation for several of the Region’s
countries—primarily in the CIS—in enforcement of antidumping
(AD) policies to reduce excessive, protectionist use of AD procedures.

Facilitate WTO accession for current non-Members. The CIS coun-
tries have fewer trade preferences from the EU, for example. How-
ever, the solution is not enlargement of the number of such
preferences. Rather, it is for these countries to liberalize multilater-
ally through WTO accession and thus enjoy the benefits of “most
favored nation” (MFN) treatment.

What the International Community (Donors and International Organiza-
tions) Can Do

Many countries in the Region, apart from the EU-8 and the two
EU accession and EU candidate countries, are in need of technical
assistance and capacity building to strengthen trade-related insti-
tutions and policy implementation and management, for example,
in customs regimes; in WTO and EU accession; in the harmoniza-
tion of regional trade agreements (for example the 29 bilateral
FTAs in SEE); in competition policy; and in governance reform.

Special attention for TA should be paid to the poor countries in the
CIS, which “fall through the TA cracks.” Because they are neither
classified as “least developed countries” nor have realistic prospects
for EU accession, they are often overlooked in qualifying for such
assistance.

What the Region’s Governments Can Do

Virtually all of the remainder of the reform agenda will largely
depend on the implementation efforts of the Region’s countries
themselves.
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e In the area of trade policy, this would include tariff reductions; ter-
mination of NTBs; elimination of disincentives to exporting; pur-
suit of WTO accession; and rationalization, harmonization, and
modernization of existing RTAs.

e The more challenging tasks will be the vigorous implementation of
economywide behind-the-border reforms to: enhance competition
and governance in domestic markets and foster greater flexibility
in labor and capital markets; improve trade facilitation infrastruc-
ture and institutions; liberalize the services sectors and reform of
associated regulation; and improve the climate to attract FDI.
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SUMMARY OUTLINE OF PRIORITY POLICY RECOMMENDATIONS

Region’s REFORM AREAS
Subregion* |. Trade Policy Regime
Reform Principal Responsibility Term
EU-8  Aspart of EU WTO negotiation objectives, push proactively to reduce global trade EU-8 governments S/M
barriers in manufacturing, services, and agriculture in Doha Round
SEE Bosnia and Herzegovina and Serbia and Montenegro: pursue WTO accession vigorously BiH/SaM governments S/M
Bulgaria, Croatia, and Romania: align tariffs with EU/pursue EU accession vigorously BG/CR/RM governments S
Bind alltariffs at applied levels SEE governments S
Eliminate remaining NTBs; also policies that create anti-export bias SEE governments S
Rationalize, consolidate, and modernize 29 bilateral FTAs SEE governments, w donor TA S
Strengthen regional cooperation on Trade and Transport Facilitation (TTF) SEE governments, w donor TA M/L
utilization (for example, customs)
cis AZ,BEL, KZ, RU, TAJ, TKM, UKR,UZ: pursue WTO accession vigorously Named CIS gov'ts w donor TA SIM
Non-WTO members: appreciably reduce tariffs; bind at applied levels; simplify CIS governments S
tariff design; and reduce dispersion of rates
Eliminate NTBs; also policies that create anti-export bias CIS governments S
Rationalize, consolidate, and modernize CIS/CAR (Central Asian Republics) CIS governments w donor TA SIM
RTAs and bilateral FTAs
Establish mechanism for regional cooperation on TTF development and utilization CIS governments w donor TA M/L
Reform of nonmarket antidumping designation and reduce protectionist policies
(for example, in agriculture) EU, OECD, other governments S
II. Behind-the-Border Policy Regime
Reform Principal Responsibility Term
EU-8  Continue to strengthen competition policy agencies’ competencies and resources; EU-8 governments S/M
focus on anticompetitive conduct (for example, mergers, pricing)
Continue to improve judicial-legal institutions to protect property rights and EU-8 governments S/M
resolve commercial disputes and public administration reform to reduce corruption
Continue modernization of TTF infrastructure EU-8 governments S/M
SEE Increase removal of economic and policy barriers to entry and exit SEE governments S
(for example, subsidies; arrears)
Strengthen competition policy agencies’ competencies and resources; focus on anti- SEE governments SIM
competitive structures (for example., dominant firms) as well as on conduct (mergers; pricing)
Ensure public procurement is transparent and open to foreign competition SEE governments S
Improve judicial-legal institutions to protect property rights and enhance public SEE governments w donor TA S/M
administration reform to reduce corruption
Implement reforms for greater labor and capital mobility to enhance flexibility in SEE governments S
factor markets (for example, wage-setting rules/sacial benefits/pension and
corp. governance)
Further develop TTF infrastructure (esp. ports and IT applications to customs) SEE governments SIM
Cont. reg. reform, public-private partnerships, privatization/liberalization of services SEE governments S/M
Establish mechanisms for regional cooperation in infrastructure/services regulation SEE governments SIM
Improve FDI policy regime to comport w. int'l. best practice (for example, national treatment) SEE governments S
CIs Systemic removal of economic and policy barriers to entry and exit (for example, CIS governments S
subsides; arrears)
Establish modern bankruptcy/insolvency institutions, including judges, trustees CIS governments w donor TA M
Build independent competition policy agencies w. political teeth, legal basis, adequate CIS governments w donor TA M
competencies/resources: focus on anticompetitive structures as well as conduct
Establish judicial and legal institutions to protect property rights and resolve disputes CIS governments w donor TA M
Reform public administration system to reduce corruption CIS governments w donor TA M
Open up public procurement to competition—private domestic and foreign vendors CIS governments S
Develop and implement reforms for labor and capital mobility for flexible factor CIS governments S
markets (for example, reform wage-setting rules/social benefits/pension and
corp. governance)
Develop TTF infrastructure (esp. ports and IT applications to customs) and institutions CIS governments M
Establish independent regulatory agencies; liberalize/deregulate services sectors CIS governments w donor TA M
Privatize “nonstrategic” services sectors (for example, telecom, transport, energy, banking) CIS governments S
Reform FDI policy regime to comport w. int'l. best practice (for example, national treatment) CIS governments S

Note: * Summary policy recommendations do not necessarily apply equally to all countries in each group. S=short-term (1-2 yrs); M=medium term (3-5 yrs); L=longer term (5-10 yrs).

AZ = Azerbaijan; BEL = Belarus; BiH = Bosnia and Herzegovina; FDI = foreign direct investment; FTA = free trade agreement; IT = information technology; KZ = Kazakhstan; NTB = non-
tariff barriers; OECD = Organisation for Economic Co-operation and Development; RTA = regional trade agreement; RU = Russian Fed.; SaM = Serbia and Montenegro; TA = technical

assistance; TAJ = Tajikistan; TKM = Turkmenistan; UKR = Ukraine; UZ = Uzbekistan; WTO = World Trade Organization.
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rom Disintegration to Reintegration: Eastern Europe and the Former Soviet Union in

International Trade finds that, with the transition from Communism to capitalism
and the disintegration of the Soviet trade bloc, the Region is coming “full circle”—
albeit not ending up where it started—reintegrated into international commerce.
The Region as a whole has experienced rapid trade flows and now trades largely in
line with comparable regions in the world. But two "new" intra-regional trade blocs
are emerging, one tending toward the advanced countries in Western Europe and
enjoying relatively high national incomes, the other significantly poorer and pulling
back toward a Russia-centric sphere, still dominated by commodity trade and risking
nonparticipation in the modern international division of labor. As a result, much is
at stake for the prosperity of the hundreds of millions of people in the Region.

There is a way out: as elsewhere, countries in the Region that have liberalized trade
and judiciously implemented complementary “behind-the-border” reforms have been
more effective in leveraging international integration to raise growth rates. Virtually
all the countries in the Region need to pursue further trade policy reforms. The
larger unfinished agenda concerns behind-the-border reforms, which will necessitate
economywide efforts to boost domestic inter-enterprise competition and market
flexibility; strengthen basic market institutions, property rights, and governance
incentives; develop trade-facilitating infrastructure; deregulate the services sectors; and
attract cutting-edge foreign direct investment. Meeting these challenges will require
certain policy reforms by developed countries and assistance from donors. But the
lion’s share of actions will need to come from the Region’s countries themselves.
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