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EDITORIAL

The political and economic transformation
of the formerly commumist societies of Cen-
tral and Eastern Europe have implied sub-
stantial changes at all geographical scales
from the national to the local. However, the
collection of papers in this volume is prima-
rily focused on problems these countries are
curremtlly facing at the regional level. To this
end, three papers deal directly with the is-
sues of regional development, albeit from the
different perspectives of foreign economic
relations (Michael Bradshaw), innovation
(Zoltan Gal) and regional disparities (Jiri
Blazek). Further articles are concerned with
rural regions of Romania (David Turnock)
and the model of the regional economy of
Donetsk in Ukraine (Hans Van Zon). Fi-
nallly, Bolestaw Domaifiski carries out analy-
ses of the varying performance of national
economies in Central and Eastern European
countries (CEEs).

The six different countries whose prob-
lems are discussed in this volume represent
various forms and stages of the ‘tramsition’ to
democracy and a market economy. The re-
gional questions in Russia are hardly compa-
rable to those of the other countries due to
the sheer size of the country, its specific his-
tory and the path of development it has been
taking since the early 1990s. Ukraine may
show some similarities to Russia, though its
cultural and political character is distinct.
Romania followed a road of its own under
communism, but is now on the verge of join-
ing the European Union. Hungaty, Poland
and the Czech Repulblic are already mem-
bers of the EU; the last of the three boasting
one of the two most advanced post-commu-
nist economies.

The authors writing here are acknowl-
edged specialists on Central and Eastern

Europe from the British universities as well
as academics from the studied region. De-
spite the fact that the particular problems
addressed by the authors of the individual
papers are different, all the texts contribute
to a broader debate on the current changes
in Central and East Europeamn societies and
economies.

There is a fundamental issue of continu-
ity and change in relation to the communist
and pre-commumiist pasts of the countriies in
this part of Europe. Bradshaw raises this in
the context of the relationships between for-
eign economic activity and regional develop-
ment in the Russian Federation. He poses a
question as to whether a shift in the locus of
economic decisions towards the regions and
private companmies in the wake of the collapse
of the Soviet system, has resulted in changes
in core—perijphery relationships between
regions of the country. The reliance on ex-
ports of Siberian and Far Eastern natural
resources marks a continuiity with the Soviet
era, while FDI influenced by the consumer
market in the European regions is identified
as a new phenomenon.

Other papers also explore the way in
which the past affects contemporary process-
es and the future. Turnock begins his study
of poverty in rural Romania by defining the
problem as ‘a historic one” arising from the
fact that the country has never been able to
convert its large peasant population engaged
in subsistence farming into diverse rural
communities. The goal was left even further
distant by the post-1990 land restitution re-
forms and drastiicallly reduced employment
opportumities for rural dwellers. The Donetsk
model of the economy examined by Van
Zon is in turm deeply rooted in the former
Tsarist and Soviet monopolization of power,
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patron—client relations and an aversion to
transpanenyy. Blazek shows that diversified
metropolitan regions have generallly per-
formed better than non-metropolitan, old
industrial and rural regions; thereby repro-
ducing some eatlier spatial structures, but at
the same time indicating some clearly-new
ones. Gal finds significant continuity in the
spatial patterns for innovation in Hungary.
Initial social and cultural atteibutes of CEE
societies are also argued to affect the eco-
nomic performance of the entire countries
(Domariski). All things considered, both el-
ements of continuity and change ate evident,
though it seems that some sort of continuity
often prevails, This may lead to the question
of path dependence, as is explicitly raised
by Van Zon, who questions the explanatory
power of the ‘virtual economy’ and partial
teform equilibriush approaches to blocked
teforms iA Ukraine and Russia in general.

If local history matters, it inevitably
means that geograpihy matters too. There
is obviously no universal tramsition on the
national or regional levels. A more general
problem is how much this could entail deter-
ministic interpretation of the future based
on history and geograpily. None of the au-
thors contributing to this volume tends to
favour such an interpretation.

There is a related issue of wnderstand-
ing the post-commumist transformation as
a ‘transition’. The latter concept suggests a
relatively short period of time, which ends
with the achievement of a certain pre-de-
fined state. It is a much narrower concept
than ‘transformation’ or ‘development’. One
may ask in this context whether an end to
transition is reached at a certain point. If
a transition is understood in terms of the in-
stalling of bagsic political and economic in-
stitutions and mechanisms, then the answer
has to be positive. From this point of view,
the Czech Republic, Hungaty and Poland
have already become ‘post-tramsition coun-
tries’. This by no means suggests that the
transformation processes of these socletles
and econornies have ended and/or reached
some final stage. What It rathet means Is that
the ‘post-tramsition counteies’ face new chal-

lenges, different from those of, say, Ukraine
or Russia, and may need different policies.

Another problem is the importance of
actors and public intervemtiom on various
geographical scales from the supra-mational
(including the Europeam Union), via the
national to the regional and local. It is very
interesting that the role of regional and lo-
cal activities and actors, denied under state
socialism, is explicitly undetscored in each
papet of this volume. Moteover, the au-
thots lay stress on the significance of social
conditions as a prerequisite for sustainable
econormiic development and strengthening
of weak regions after perhaps inevitable
preoccupation with econommic structures
and techmiicall Infrastructure in the 1990s.
Turnock expresses this explicitly: ‘at the end
of the day the future lies with communities
and the way they manage their affalrs’. Lo-
cal capadiity, especiallly of local gouernments
and NGO, has to be enhamced if the pover-
ty In rural regions in Romania s to be over-
eorme. For Gal, the vital element of Hungas-
1an policy should be augmented endogenous
eapacities for regional innovation. Blazek
argues that leeal initiatives and the guality
of humamn resourees, ineluding abilities to
eooperate and generate an atmesphere of
eommitment and optimisen, are erucial as:
sets in loeal and regional develepment in the
Czeeh Repuliic. These assets ate immebile
ahd dependent en Bettem-up ﬁEﬁf@ﬁéhe&
Diseussing prospects for a Breaking-up ef
the fMeneplistic ecenemic and pelitieal
pewet of finaneial-industrial graupings in
the Deneisk regien, Van Zom peints 8 fet-
werks of eitizens and institutions pressing
for ehange. ‘The embryenie eivil soeiety’
might provide the impetus for the abelish-
ing of Hee-patrimnial seeial practiees and
institutional struetutes, that stand in fhe
way of & meve iewards a mere apen seeiety
and pelity:

At the same time, there is no doubt about
a need for strengthening state institutions and
for a proper state intervention policy. This in-
cludes democtatiic and transpaient public in-
stitutions, which are particullzilly emphasized
in the case of Ukraine and Romania.
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One may find a discussion of some per-
ennial geographicall dilemmas in the histori-
cal and spatial context of post-communist
Central and East European countries. The
problem of dealing with regional disparities
comes to the fore here. It does not appear
as a major concern in Russia. In the Czech
context, Blazek regards them as a quite nat-
ural phenomenon related to specialization
and efficiency, and an incentive stimulating
growth and changes. Gal finds regional in-
equalities in the sphere of innovation a more
troubling issue, which has to be handled
by national and regional policy. Turnock Is
less concerned with regional Inequalities in
genetral, focusing on internal rural peripher-
ies as deprivation areas, In which poverty Is
hidden. He polnts to the dilemma of ‘find-
Ing resources to relieve poverty while at the
same time investing in restructuking and
modermization without whieh jobs eannet
be created”. On the whole, it seems that the
‘winners’ (both the regions and entire coufi=
tries), have now to pass the tests of viability
in the ‘pest-transition’ decade, whereas the
‘losers’ fieed to find ways of ‘catehing-up’,
something which dees fiot necessarilly mean
imitating the paths of the fermet.

There are also methodiologicall lessons
to be learnt here. It is evident that a long-
term perspective is needed if complex and
sometimes contradictory processes are to
be disentangled. The discussed regional
problems did not begin with the collapse of
commumisen, somethiing which is especially
strongly stressed by Bradshaw and Twrnock.
It is also importamt to avoid the trap of
evaluating the economic performance of
regions (e.g. Dontesk in Van Zoms paper)
and countries (Domanskii's article) simply
on the basis of current political stability and
economic growth. They may prove to be a
relativelly short-term, non-sustainable phe-
nomenon, counterpiodhniive to soeial and
economic development in the long run. Af
inslght into structural characteristics of the
reglonal econoitiy, society and pelities is cet-
tainly necessary. Last but not least, impor-
tant measuremenit problefms afe discussed by
several of the authors.

I believe that the papers in this volume
constitute a valuable contribution, that bet-
ters our understandiimg of some of the con-
temporaty economic, social and political
processes ongoing in the countries of Cen-
tral and Easterm Europe, if mostly in terms
of their regional dimensions.

Bolestaw Domaliski
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FOREIGN ECONOMIC RELATIONS AND REGIONAL DEVELOPMENT IN RUSSIA:
CONTINUITY AND CHANGE

MICHAEL J. BRADSHAW

Department of Geography,
University of Leicester,
University Road,
Leicester, LEI 7RU.
E-mail: mjb41@Ile.ac.uk

Abstract: During the Soviet period, central control over foreign econommic relations enabled for-
eign trade to address national econornic problems. In geogeapihical teems, funds generated by
Siberia’s resource exports were used to finance imports of westeen technollogy and agricultural
products that were largely consumed in the European regions. In the post-Soviet period the level
of central control is much reduced, but there is continuity in terms of the commodiity struciure
of Russia’s exports and the geographiical consequences of foreign trade and Investment activity.
Now, as in the Soviet period, Russia’s foreign economic relations seeve to reinforce domestic
patterns of regional development, in particulae the core-peripheiy relationship between the Eu-

ropean and Siberian regions of the country.

Key words: Russia, foreign econornic relations, regional development.

INTRODUCTION

During the Soviet period analysis of patterns
of regional development was hindered by the
absence of data; now there is no shortage of
information, but the discontinuity between
the centeallly planned economy and the con-
temporaty market-type economny makes study
of continuiity problesmatiic. As a result, there is
a tendency to treat 1989 and/or 1991 as year
zeto and to consider the economic map of
the post-commumist states as a tabulk resa,
a blank sheet on which the spatial imptint of
the Sovlet system has been erased from the
landseape. Cleailly this is not the ease and the
geographical legaeies of the Seviet system,
patticullailly in the states of the former Seviet
Union, eentinue to ifipaet up coniemperary

processes of regional development. Thiss paper
reports on over 20 years of research into the
relationship between foreign economiic activ-
ity and regional development in the Russian
Federation. The collapse of the Soviet Union
and the subsequent liberalization and privati-
zation of the national econamiy, coupled with
a re-working of the federal system has result-
ed in a change in the scale of decision-mak-
ing. No longer are all the key decisions made
in Moscow, though under Presidemt Putin
there has been a degree of re-centralization,
teglonal governments and private companies
are now Impott actors In the forelgn trade of
Russia and foreigh companiies are aetively
Invelved in inward Investment. Deeisions are
now made at the scale of the region and the
company and corporatien:
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This paper examines if this change in
the locus of decision-making has changed
the relationship between foreign economic
activity and regional development in Rus-
sia. The paper is divided into two major
sections. The first section considers the
situation in the late Soviet period, focusing
on the geograpihy of exports to the West and
the geographical dimensions of East-West
technology transfer. The second section
focuses on the current situation and exam-
ines the geograpiy of foreign trade and the
regional distribution of foreign direct invest-
ment (FDI). The final section compares
the relationship between foreign economic
activity and regional development in the late
Soviet period and now and identifies aspects
of continuity and change.

FOREIGN ECONOMIE ACTIVITY
AND REGIONAL DEVELOPMENT IN THE LATE
SOVIET PERIOD

From the early 1970s onwards foreign eco-
nomic activity came to play an increasingly
important role in Soviet economic perform-
ance. Shemelev and Popov (1990: 22-23)
have suggested that in 1970 foreign trade
activity accounted for about 8% of Soviet
national income (about 4% of GNP using
Western methods), by the mid-1980s that
share had increased to 25% of national in-
come (12-15% of GNP). In fact, had it not
been for this increase in economic activ-
ity associated with the expansion of foreign
trade then Soviet economic growth would
have ground to a halt well before the 1980s.
Two processes were behind this expansion
of foreign econornic activity: increased eco-
nomic integration within the framework of
the Council for Mutual Econorniic Assistance
(CMEA) and the expansion of East-West
trade made possible by improving political
relatlons during the period of detente and fi-
nanced by windfall profits accrued from raw
material exports in the late 1970s and eaty
1980s. During the 1970s Soviet economic
policy sought to use imports of Western
technology and foodstuffs io compensate fior

the failings of the domestic innovation proc-
ess and the inefficiencies of the agricultural
sector (Hansom 1981). It has been suggested
that the Soviet leadership recognized that it
was much easier to produce more crude oil
to pay for grain imports tham it was to try and
solve the problems facing Soviet agriculture
(Vanous 1982). Increased economic integra-
tion within the CMEA was not as profitable
for the Soviet Union, but it served critical
ideological and strategic ends. The fact that
the Soviet Union was able to use its foreign
economiic relations to further its foreign
policy goals and address domestic economic
shortcorings was entitelly due to the fact
that the central planning system had a mo-
nopolly over foreign econornic activity.

In a centrally-plannedl economy it was
necessary to control foreign economic activ-
ity, export production and import utiliza-
tion needed to be integrated into domestic
economic planning and should serve the
needs of national economic policy. In the
Soviet Union this foreign trade monopoly
was exercised by a complex administrative
structure with the Ministry of Foreign Trade
at its heart (Gardner 1982). This system was
introduced in 1922 and remained virtually
unchanged until 1987 when Mikhail Gor-
bachev introduced reforms in a last ditch
attempt to modernize the Soviet economny.
Before that the Ministry of Foreign Trade
setved to integrate the foreign economic
policy dictated by the Politburo and orches-
trated by Gosplan (the State Planning Com-
mittee) with the operations of the indusirial
ministries and their associated enterprises.
The priorities set by the central planners
shaped the Soviet Unions involvement in
the global econoify; hence the tendemey to
see the Soviet Union as the 'USSR Inc¢. a
huge economi¢ entity that operated some-
what like a multinational corporation. The
Ministry of Foreign Trade caried out Its op-
erations through a systes of Foreign Trade
Organizations (FTOs), which, for the mest
part were organized by industeiall sector so
as to dovetail with the system of secioral
ministries. Thus, for example, ARSPOH,
dealt with the export of cars. There were two
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FTOs that had a regional role, Leniineéreg in
the NortthiWest and Dalinttang in the Far East,
but their activities were restricted to a mod-
est amount of local coastal trade. All the
important decisions concerning export and
import activities were taken in Moscow.

It was not only plan coordination that
required this degree of centralization, the
Soviet domestic curtency, the Rouble, was
not convertible and domestic pricing was not
attuned to the world price of commodities
and goods. As a consequence an elaborate
pricing system was devised to enable foreign
econorniic activity. In the traditional Soviet
system any good traded on a foreign market
had at least three prices: first, the price paid
of received for that good on the world mat-
ket in the relevant foreign curremcy (usually
$ US); second, the same price converted iito
foreign-trade roubles at an official exchange
tate (that always evef-valued the rouble);
ahd third, the domestic price paid to the
preducer of an expert item or paid By the
feeipient of an imperted geed (Bradshaw
1991,168). Te make a eemplicated situation
even fere eamplex, there were abeut 10,600
‘differentiated foreign exchange ceefficients’
u§86 te caleulate the demestic value of

mperts and experts (Shemelev and Pepev

0: 229) A separate §y§ism based 8 the
s6-ealled ‘transferable rouBle’ was used i8
manage infer-CMEA trade. This elabsrate
system allewed the eentrah gevernment 8
eolleet the Rard cHFredey FEVERHes gener
ated By export activity and then 18 Hse them
t findnee IMPAFS that furthered thelr &eg:
Hemic and strategic geals. it alse served {8
iselate domestic SHIEE?E&%@% fram the global
ECORRMY 2Ad Meant that any forelgn Busk:
HEss sEE iﬂ% 18 48 BUSIASS With HISSR 1AE:
Regd gnly VISl the 4 &ES?HQE% FT0 1A Mas:
g8W. ThiY, te IRIernatianakization g fHe
SBYJel 888% IRateateq B¥ tHe Fising &f@
8t I8elg H % ¢ 1 §8¥18 &3 87@% E
g HSE E%%% ate 1At IH8¥8%§8 &c3n8H!
[RIeFacton BeRveen EhS{H ANEY QE

gviet ERter FPri3es: %

?m%% & & e 1tan
gtten 4338t

as f

and an appreciation of global competitive
standards.

The anallysis that follows is concerned
with the direct impact that the increase in
foreign economiic activity from the mid-1970s
onwards had on the regional developmeni of
the Soviet Union. It focuses on the impact
of what was then known as East-West trade
and techmollegy transter that is trade with the
industrialized West. A consideration of the
spatial impact of Increased CMEA integra-
tion is beyond the scope of the paper and
an anallysis can be found in Shabad (1979).
In simple tefms, we can conelude that trade
with the CMEA favoured the development
of the mere European regions of the Soviet
Unien ahd promoted the expamnsion of frans-
pott infrastrueture links frem these regions
te Eastern Eurepe. For the rest of this see-
tien eur eeneern is with the Seviet Unien’s
‘Rard eurreney’ trading Eaﬁ%&% prine gpally
Western Europe, Nerth America an
pan. The researeh reperted an this seetien
18 the result ef fwe 3]§€§§r first my PRB
gntitled ‘EanicYest Trade and the Regisnal
Bevelopment ot Siberia and the Seviet Far
East’, eompleted in 1987 at the University
gt British ealumbia (Bradsiaw 19§7a and
$6E6RM, & sHBsequent projeet frnded By the
Pi's Ecanemic and §eeial Researeh €8HR:
€l that was entitled “West-East T@EHHB!B%
Transfer and Sviet Regional Bevelspment
cenducted at the U%‘é%"r%ﬁly of §HHHH§H§{H
Between 1988 and 1969 (Bradshaw EHH
shaw 1981, i@@% I 4 lSH%%H Bg Sid
the suBjeet, NIt (188 ?SEHHES fe d fSE
IMpAct 8F Saviel f8f81gﬂ rade achvity 4
E gSIment 1A Mjnes and Feigres, and [

éﬁ% it IE [ASHHEHIE §8Wiﬁ { 8

A 8r gL 18 ERanIe HHem 18 &XB8
88% 'HlB E8¥y nﬁ%%%& 8 s8
&3 es § ¢ I8 i?m% m ac 1 AR
ﬁ)orélw1 §§ a sQ OInEe((i1 0 me
I ) also poin u
re apon i Be een reqional gevelopmen
rélationshjp .bétwéeén régional developmen
and exports is circular. The regiona ICIES
and exports 15 ¢iréutar, The régional policiés
and prac I.CESE atta eci expo oge 1al are
nd practiceés that art€ct éxport,poténtial aré
enselves cnan ing~ under the” mijuience
émselvés changing undér thé influénce

I North also identified a series of indirect impacts,
but they are beyond the scope of the present analysis.
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of new foreign economic policies, including
policies designed to expand and restructure
exports.” In essence, our research in the
1980s sought to address two specific ques-
tions: first, what impact did the expansion
of hard curremcy exports to the West have
upon the development of Siberia and the
Soviet Far East; and second, what was the
regional impact of East-West technology
transfer? The following section addresses
each question in turn and then presents a
simple model that relates the two questions
to the process of regional development; how-
ever, before presenting the findings of this
research it is necessaty address matters of
data availability and methodology.

When discussing data issues in relation
to the Soviet economy it was customaty to
talk about availability and accuragy, to which
I want to add the issue of comparabillity. The
standard line seems to have been that there
was never sufficient data available and the
data that were published were not reliable. It
is certaiinlly that case that detailed informa-
tion on regional econonic activity in the So-
vlet Union were very hatd to obtain and much
that was published was of limited use. Simi-
lady data were published on foreign trade at
a natlonal scale, but there were no data on
regional participation In foreign trade and

detailled information on key aspects such
as gold and diamond sales were considered
a state secret. Thus, the data needed to an-
swer the two questions presented above were
not available. The issue of comparability
was importamt because Western countries
and international organizatioms, such as the
IMF and OECD, did publish data on their
economic relations with the Soviet Union.
However, these data were not comparable
with the data in the Soviet Foreign Trade
Handbook, which recorded values in Rou-
bles using ‘official’ exchange rates. No data
were made available on the destinatiom of
Impofted machinery and equipment, but
the Western business press did report major
business deals. Consequasiiily, to answer the
guestions posed above required a great deal
of detective work.

In the case of assessing the role of the
regions of Siberia and the Soviet Far East
(hereafter SIBFE) in exports to the West,
this required using OECD data to obtain
the commodiity structure of Soviet exports
(Table 1). Once the key commodiities had
been identified it was then necessary to de-
termine SIBFE's share of national produc-
tion of those commodiities. In the absence of
information on regional foreign trade par-
ticipation, it was then assumed that SIBFE's

Table 1. Key Soviet natural resource exports to the OECD, 1970-1987 (Million USS$)

Commodity 1970 1975 1980 1985 1987

Cork & Wood (SITC 24) 474 930 1653 873 1448
Coal (SITC 32) 177 535 555 427 593
Oil & Oil Products (SITC 33) 659 3782 13450 13368 10718
Natural Gas (SITC 34) 15 266 2778 2453 1835
Diamonds (SITC 66) 24 113 470 371 609
Non-ferrous metals (SITC 68) 292 465 813 561 1197
TOTAL 1,641 6091 19722 18053 16400
% of total exports to OECD 64.2 n 82.9 85.4 778
Gold Sales n/a 725 1580 1800 3500

Sources: OECD (various years), and CIA (1990).
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Table 2. Siberia and the Far East’s estimated contribution to Soviet exports to the OECD,

1970-1987 (Million US$)

Commaoxdiity 1970 1975 1980 1985 1987
Cork & Wood (SITC 24) 236 490 864 428 614
Coal (SITC 32) 43 161 119 198 298
Oil & Oil Products (SITC 33) = 1153 7084 8288 7138
Natural Gas (SITC 34) - 36 1028 1447 1158
Diamonds (SITC 66) 23 110 475 37 609
Non-ferrous metals (SITC 68) 115 232 527 348 732
Others* 56 93 166 171 342
TOTAL SIBFE EXPORTS 473 2275 10263 11251 10891
Total Exports to OECD 2555 8493 23789 21143 21081
SIBFE Exports to OECD as % 18.6 26.8 43.1 53.2 51.7
Fuel 17 159 346 47.0 408
Non-fuel 16.9 109 84 6.2 109

* Comprised of 40% of Soviet fish exports (SITC 03) and all of Soviet fur exports (SITC 21) to the OECD.

Sounees': OECD (various years).

share of exports to the West of a particular
commaodiity was equal to its share of national
production of that same commodiity. Not
an unteasonable assumption given that the
high level of self-sufficiency in these sectors
meant that directly or inditectlly thete was a
clear relationship between the share of do-
mestic consumption and the generation of a
‘surplus’ for export. Thus, It SIBFE contrib-
uted 66% of Soviet oil production in 1987, its
share of Seviet ol exports to the West was es-
timated at 66%. This exercise was repeated
for all the majer commoditiies to arrive at an
estimate of SIBFE's conttibution to exports
to the West. This exereise was repeated ever
a number of years t6 get a sense of the dy-
namies at play (Table 2). The situation with
imperts of Wesiern teehnIRpy, embedied if
imperts of maehinery and equipment (that
varied iR seale frem individuah maehine
tepls i6 entire turdiey ehemical ﬁi;ﬁﬁﬁ?;
Was even mere preblematic as there simply
were ng data. The selutien was faund via an
exhaustive survey of the Wesiern Business
press; particuiatty that which speeialized

on East-West trade, such as the Economist
Intelligence Unit’s Busiiasss Fastenm Europe.
The net result was the constructiom of a
computer database that contaimed informa-
tion on over 2,500 contracts, with locational
data for about 1,800 contracts or 70% of the
data. The use of a computer database made
it possible to generate both regionall and
sectoral summaties of the distribution of
these contracts. However, because data on
the value of each contract were net available
the anallysis was restricted to the number of
eontraets rather than their total value. The
results are presented in Tables 3 and 4 and
diseussed belowv. The database earfied de-
tailed textual infermation en each €sntraet
that made it possible te determine what rele
teehnology transfer was fglayiﬂg iR a partieu-
|aF regieR. The results of these analyses lesk
rather medest when presenied in {abular
fermat, a8 one cannet appreciate the ameunt
ot effort required t8 piece tagether all this
1?fgfmaﬁeﬂ,, sieh was the naturg of Seviet
studies.
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Table 3. Regional distribution of industrial employment and turnkey contracts

Industrial Turnkey
employment contracts Location
Economic region (% of USSR) (% of total) Quotient
North 2.6 29 11
Nortihwvest 3.6 5.4 15
Centre 136 10.6 0.8
Volga-Vyatka 4.2 30 0.7
Central Black Earth 29 2.7 0.9
Volga 71 15.9 2.2
North Caucasus 4.9 3.6 0.7
Urals 9.5 74 0.7
West Siberia 5.6 9.7 17
East Siberia 32 4.4 14
Far East 2.7 9.8 36
RSFSR Total 59.9 75.4 13
Rest of USSR 40.1 24.6 0.6

Sourcz: Bradshaw and Shaw (1992:114).

THE ROLE OF SIBERIA AND THE SOVIET FAR
EAST IN EXPORTS TO THE WEST

Rather than try and assess the role of ex-
ports to the West across all the regions of
the Soviet Union, it was decided to focus on
SIBFE because the expansion of East-West
trade coincided with the rapid development
of the resoutce economies of SIBFE. The
development of the West Siberian oil and
gas fields was central to this process. Si-
beria’s share of Soviet oil production rose
from 9.6% in 1970 to 66.1% in 1990 and its
share of gas production from 5.3% in 1970
to 66.1% in 1990 (Bradshaw 1992: 15). Si-
beria’s dominamce in the production of the
key commodiities that comprised expotts to
the OECD also explained why the Russian
Federation, of the RSFSR as it was then,
deminated Seviet exports. According to
Goskomstat RSFSR, in 1988 the RSFSR
aceounted for 71% of Soviet foreign trade
(te all destinations), ineluding 89% eof oil
and gas experts, 77% of non-ferrous met-
als exports and 95% of forestty exports
(Bradshaw 1992: 79). Furtheimore, the
commodities listed in Table 1 and 2 ean be
linked to particular regions in SIBFE. Fef

example, Tyumen Oblast dominated oil pro-
duction, and still does today, non-ferrous
metals included aluminium produced in the
southerm regions of East Siberia in places
such as Krasnoyarsk, Sayan and Bratsk. In
1991 the southerm regions of East Siberia
produced 91% of Soviet aluminium ingot. It
also included the nickel and platinue group
metals produced in Norillsk and the gold
produced throughout the Soviet Far East.
The only soutce of diamomnds was the mines
at Mirnyy in Yakutia (how the Republic of
Sakha). The southetrn regions of East Sibe-
fia and the Far East were major producers
of forest products, much of which went to
Japam. Thus, this anecdotall evidence based
oh a detailed knowledge of the economic
geography of SIBFE served to reinforee the
anallysis presented in Table 2. The conelu:
sieh is elear, durimg the 1970s and 1980s
the expansion of Soviet exports to the West
was Made poessible by inereased resouree
production in Siberia and the Seviet Far
East. The anallysis suggested that SIBFE's
shate of Seviet exports 6 the OECD rese
frem 18.6% in 1970 te 51.7% in 1987. First
and foremest this served ie place added
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Table 4. Sectoral distribution of technology transfer by key region

Central Volga
Sector USSR Region Region SIBFE
Oil and Gas 129 0.6 5.8 335
Other energy 25 10 0.0 8.2
Forestry 8.0 2.2 0.8 14.9
Chemical 20.6 131 26.7 120
Metals 55 13 16 6.1
Machinery 32 438 12 0.8
Automotive 14.4 14.6 57.2 0.3
Transport 4.7 1.0 0.0 14.6
Food 6.4 7.0 0.8 5.9
Textiles 7.3 9.2 25 11
Light Industry 7.0 159 21 13
Other 75 29.3 12 13
TOTAL 100 100 100 100

Souwvez: Bradshaw and Shaw (1992: 115).

pressure on the oil and gas fields of Tyu-
men (fuel accounted for 78.9% of SIBFE's
exports to the OECD)), but it also promoted
the development of key resource sectors in
East Siberia and the Far East. Put different-
ly, had Moscow not seen the oppottumity to
export resources to generate hard currency
to finance technology transfer and the im-
port of agriculturall products from the West,
there would have been far less pressute to
develop the areas to the east of the Urals.
In his anallysis, North (1983, 101) concluded
that Inereased foreign economie aetivity had
provided a ‘stimulus te primary éxtractien
in the east—farthet east than heme demand
weuld requite.’

EAST-WEST TECHNOLOGY TRANSFER

AND SOVIET REGIONAL DEVELOPMENT

The consensus opinion reached during the
1980s seems to have been that while the
overall share of imported Western equip-
ment in total Soviet equipment investment
was very modest, on average about 7.2%
during the period 1980-84, the fact that
it was concentrated in a small number of

key sectors amplified its significance (see
Hansom 1981, and Hollidzy 1984). In some
circumstamees, such as in the automotive
and chemical industries, the large-scale
importatiom of Western equipment, often at
the scale of entire plants, provided a rapid
improvement in industrial performamece. In
other areas, such as the importaition of large-
diameter gas pipeline, imports compensated
for specific weaknesses In Soviet industey.
The literature distinguished between proe-
ess techmollogies that conveyed the capaeity
to produce goods (such as a fertiliser plant
oFf ah autometiive production line), and prod-
uet technollogies where a patticular level of
technological capacity was embedied iR an
imperted product, But iis impertion did
fiet eoRvey the eapacity to reptodue itself
8F anether produet. Large-diameiRt pipe
i§-an exampie of sueh a ?P%@%ft feehne\-
ogy; the demestie steel ing ustey laeked the
technetegical eapacity to produce the Righ-
guality pipe needed o eORSiUE: HfaRsEBA:
tinental gas pipelines. The impert of pipe
did net e8RvRY the eapacity 18 produce mere
pipes. &iven the strategic significanee of
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some of these technologies the West care-
fully monitored techmology tramsfer to the
Soviet Bloc through a rather secretive or-
ganization called CoCom (the Coordinating
Committee) that maintained extemsive lists
of technologies and products that could not
be sold to the Soviet Union. The case study
literature on East-West technology transfer
suggests that the sectors that benefited the
most included the automotive, chemical,
oil and gas and forest industries. In our re-
search in the late 1980s we were interested
to see, given the high level of industtial spe-
cialization at a regional scale, if technology
transfer not only benefited certain sectors
of the econaitiy, but also certain regions. In
other words, we sought to examine the re-
latlonship between technology tramsfer and
reglonal development. The Initial project
focused on the role of technology transfer
in Siberian development, but this was later
broadened to inelude all regions of the So-
viet Unien.

The sectoral structure of our contract da-
tabase, as described above, closely matched
the results of previous research. Of our 2,500
contracts, the chemistry industry accounted
for 20.6% of contracts, the automatiive for
20.6%, the oil and gas industry 12.9% and
the forestry industty 8.0%. This match gave
us some confidence in the representative-
ness of our contract database. Out specific
concern was with the regional distribution of
technology tramsfer. Tables 3 and 4 present
the results of our anallysis, based on the 1,700
contracts that we had locationall information
for. The distribution of contracts is com-
pared to the distribution of employment in
1985 using the location quotient. A measure
of greater than one indicates a region whase
shate of techmolilogy transfer is greater than
its share of industtial employment. The af-
eas within the Russian Federation that have
high Lecational Quetients are the North
and and Northwest, the Volga and SIBFE.
By comparing the regional disteibution of
technology tramsfer if speeific industries
with the everall pattern it was then pessible
to diseerd which industries were aceouht:

ing for the overall pattern. For example, the
regional distribution of technollogy transfer
into the chemical industry favoured the Vol-
ga region, as did the autometiive industry.
The forestry industry favoured the North-
west in European Russia and East Siberia
and the Far East. The oil and gas industry
favoured West Siberia, though the import of
equipment to built oil and gas pipelines ac-
tuallly benefited the European regions as it
allowed valuable energy resouices and feed-
stock to be moved to established centres in
such regions as the Volga, rathet than hav-
ing to relocate chericall complexes and oil
reflneries to the harshef eavironmemt of
Siberia. A closet examination of the exact
nature of the contracts reveals that most of
the progess oriented impotts were destined
for the established industiial base in the Eu-
ropean regions of the Soviet Union, while
the bulk ef the product imports were used
to sustain resource production ih SIBFE
and enable there export to fereigh markets,
the mest obvious case being the pipelifes.
Theke were sofe exceptions, sueh as equip-
ment for the pulp and paper industty IR
East Siberia and a limited ameunt of ehemi-
eal and petrochemicall equipment. Surpris:
ingly, very little eguipment seems to Have
been imperted te enhatee the efficiency
of il production. In suf, in the Eurepean
Fegions the reseurel-prResNiGE ARd Many-
faeturing industries benefited the mest frem
imperts of Western teehRirgy while east of
the Urals the emphasis was Upen reseuree
exiraetion and transperialiem with a limited
eMpRasis BN reseurcR-REsaing. Thys, the
patter of teehnoiegy transfer served e re-
Infereg the eore-peripheny relationship be:
tween the Eurepean eore regiens and the
SiBerian reseurce perd . Put 2nsther
way, the expansion 8F EavieWest trade dug:
ing the 19763 and 19803 served I8 amphity
domestic regional development trends fhat
favoured the medernizaiidn of the EHFe:
pean regiens (a factor reinforeed By EMEA
IRIEEration) and that aggravated the Aarew
pattern of Fesauree-Based development east
of the Hrals:
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EAST-WEST TRADE, TECHNOLOGY
TRANMSFER AND SOVIET REGIONAL
DEVELOPMENT

The first that should be made clear is that
the spatial impact of East-West trade and
techmollogy transfer is best understood as
the unplanned spatial consequences and
macro-economic and sectoral decisions
made in Moscow, rather tham the outcome
of a coherent regional developmenit strat-
egy. For the most part, the Soviet Union
was not planned and developed on a re-
gional basis. The process described in Fig-
ure 1 ijstHeeressaulkt off 2 ottty reed | sestl
in the 1970s and 1980s as a result of high
global resoutce prices, patticuladly for oil
and gas. This presemted the Krermlim with
an opportumity to use it resoutce wealth to
compensate for the failings of the domes-
tic econodhy through the expansion of trade
with the Industrialized West. The need to
impott technology and foodstuffs created
a demand for hard curiemey, this demand

was met principallly via the export of natu-
ral resources, the spatial impact of which
was felt through an increased demand for
resource production in SIBFE and through
the need to develop a transpottaiiion in-
frastructure, particulanly transcontinental
pipelines, to get the resources to market.
The income generated by these exports was
then used to pay for imports from the West.
The bulk of these impotts were utilized in
industries located in the European regions
of the county. A smalll amoumt of technol-
ogy transfer was also aimed at maintaining
resource production and transpertation,
but the maim spatial impact was to contrib-
ute to the renovation of the established in-
dustriiall econ@my west of the Uralls. Thus,
Siberia’s resoutce wealth was mortgaged {o
sustain the faillng econommy of the Eurepe-
an USSR. This transfer of resoutice rent was
onlly made pessible by the eentrall planning
systern and the state monaopdly ever foreigh
economie aetivity. That was them, what ef

L]

[ ]

Figure 1. Regional Development in the late-Soviet Period.
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the situation now? The centrall planning
system is gone with it, but has the relation-
ship between foreign trade and regional de-
velopment changed?

FOREIGN TRADE, FOREIGN INVESTMENT
AND REGIONAL DEVELGPMENT
IN CONTEMPORARY RUSSIA

Considering the relationship between foreign
economic activity and regional development
in the Russia Federation we will focus on the
situation after the financial crisis in 1998. The
reasons for this are two-fold. First, economic
crises from the early 1990s to 1998 are now
seen a distinct period of tramsitional reces-
sion during which the vestiges of the centrally
planned economiy influenced the economic
and political fortunes of Russia. During
that period the bulk of the Russian economy
was privatized and the state withdrew from
the day-to-day running of economic affairs.
However, the collapse of the old system was
net wedded to the emergence of a sustain-
able econormiic system, this was latgely due to
the Ineffectiveness of the Yelisin leadership
and constant conflict with the Russian Par-
liament over that direction economiic policy
should follow. In retrospect, it Is elear that

the 1998 financial crisis dealt a deathblow to
those practices and interests that had been
hindered reform. By 2000, when President
Putin came to power, a new, potemtiizllly more
sustainable, economic model was developing
in Russia; but as we shall see, a major source
of that sustainaility is derived from windfall
gains from oil exports and the resource econ-
omy now plays an eve greater role in Russia
tham it did in the late Soviet period.

THE GEOGRAPHY OF RUSSIAN FOREIGN TRADE
This anallysis is confined to Russia’s trade
outside the members of the Commonwealth
of Independent States (CIS), this is as close to
the notion of trade with the ‘West’ as one can
get in the post-Soviet world. In 2002, 85% of
Russia’s exports were to non-CIS states and
80% of imports came from non-CIS states,
with the European Union being the most im-
pottamit trading partner (Goskomstat 2003a).
In 2003, 35% of Russia’s exports went to the
EU and 38% of imports came from the EU.
In the first half of 2004, 81.3% of Russia’s
foreign trade was with non-CIS states and
40.1% was with the EU (Goskomstat Rossii
2004a). Figure 2 shows the dynamiics of Rus-
sian foreign trade duting the period 1995 to
2002. The impact of the 1998 financial crisis
is elear to see, but trade levels soon rebound-

Figure 2. The Dynamiics of Russian Foreign Trade 1995-2002.
Sowrce: Goskomstat (2003a)
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ed with exports growing faster than imports,
which resulted in a growing trade surplus and
improved balance of payments. Recent stud-
ies by the World Bank (2004) and the OECD
(2004) have examined the components of
Russia’s post-1998 economic recovery and
concur, as does the Russian government, that

Others

8%

Food and Raw matenais
3%

Manufactured goods
16%

Non-ferr&z metals

Iron and Steel
7%

2000 and 2003, the volume of oil exported
increased by 30%. The dramatiic growth has
not been matched by increased imports. Two
items dominate the commodiity structure of
Russian imports: consumer goods and food-
stuffs (23.9% in 2003) and machinety and
equipment (38.7%). The latter includes items

Pet{%e‘;nm

Figure 3. The commeodiity structure of Russian exports in 2003
Source: QHECID(Z0A4).

rising oil prices have been the major factor
promoting Russia’s recovery. Not only has
the price of oil increased, but also post-1998
Russian oil companies have significantly in-
creased the volume of oil they have exported,
so much so that further increases are con-
strained by pipeline capacity. According to
the World Bank (2004: 5), in the five years
following 1998 the Russian economy grew
by 38% and the rate of growth is expected to
continue in the near term at least. Not all of
this growth is attributable to high oll prices,
but the World Bank notes that: ‘growth rates
of 5% or higher have been realized in Rus-
sia only at times when the oil price increased’
(World Bank 2004: 11). Figure 3 shews the
commedity structure of Russiah exporis
in 2003, energy and natural reseurees pre-
dominate. As neted abeve, it is net just high
ol priees, but inereased volwmes—between

such as imported cars. A cursory examination
of a more detailed breakdown of the structure
of the category ‘machinery and equipment’
shows that it is as much consumet goods, such
as mobile phones, as equipment to modernize
Russian industry. Furthermore, the invest-
ment data for the economy as a whole stggest
that the oil industey is the major custormet for
imported equipement. Thus, thefe are echoes
of the past, but with a greater emphasis on
satisfying consumer demand. Table 5 lists the
top 10 exporting and immporting regions, wikile
Figure 4 and 5 map the geographicall distribu-
tlon of exports and imports. These data must
be treated with caution.

On the export side there are problems
as a result of ‘tramsfer pricing’, the practice
whereby the resource extraction companies
do not record the value of the trading as-
sociated with their production, this is passed
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Table 5. Exporting and importing regions in Russia, 2002

Exports Imports

Region Milon ot Rewon milion ool
Moscow 22946.8 25.12 Moscow 14732.6 41.06
Khanty-Mansi 14528.3 15.61 St Petersburg 4731.7 13.19
Irkutsk 3631.9 3.98 Moscow Oblast 2803.5 781
Samara 3166.3 3.47 Kaliningrad 1544.2 4.30
Sverdlovsk 2763.0 3.02 Leningrad 967.7 2.70
Tatarstan 2595.6 2.84 Krasnodar 872.7 2.43
Yamal-Nenets 2227.0 2.49 Primonsikii 754.7 2.10
Bashkortostan 2202.7 241 Samara 659.6 1.84
Leningrad 2111.8 2.31 Ekatetiinburg 487.9 136
Perms 1930.2 2.11 Nizhnii Novgorod 4419 123
TOTAL 58103.6 63.36 TOTAL 27996.5 78.02

Souvez: Goskomstat (2003).

on to a subsidiary ‘trading compamy’. That
trading compamy is often located in Moscow
rather than the resource-producimg region.
Furthermore, that trading activity is recorded
as a service activity (see OECD 2004: 20 for
a further discussion). The impact of transfer
pricing is quite clear in Table 5, where Moscow
accounts for just over 25% of Russia’s exports,
but the major oil and gas regions are Jocated
in Tyumen Oblast (West Siberia). In fact, with
the exception of Moscow and Leningrad, all
of the other top ten regions have some degree
of resource specialization. The problem with
the import data is a more general problem in
that it does not identify the final region where
imported goods were utilized. Thus, the top 10
reglons contain all of Russia’s major port re-
glons, plus the Moscow reglon, and one of two
fajor Industiial centes. Consequriilly, the
geography of exports and imports are differ-
efit. The exporting regions are predominantly
i the Volga-Urals region and Siberia, while
the imperting ones are the port regions in the
nierthwest, south and east, plus the majer uk-
ban agglemerations i Europeam Russia and
soffie resouice-ich regions in Siberia. Howev=

er, viewed across the entire 89 regions there is
actuallly a close coincidence between import-
ing and exporting regions. The correlation
between the two data sets mapped in Figures
4 and 5 is actuallly 0.8, this is likely because the
greatest number of regions have a low level of
involvement in both imports and exports. As
Table 5 shows, the top 10 regions account for
63.4% of exports and 78% of imports, but only
three regions appear on both lists. So we can
conclude that Russia’s exports are predomi-
nately generated by the natural resoutces from
regions in the Volga-Urals and Siberia and the
imports are principallly aimed at satisfying
consumer demand In the major urban agglom-
erations and sofme resouice-rich regions. So
what of foreign direct Investiment, Is that also
replicating the relationship between foreign
econoimiic agtivity and regional development
that emerged in the late Soviet period?

THE GEOGRAPHY OF FOREIGN DIRECT
INVESTMENT IN RUSSIA

The previous section demonstratedl that very
little has changed in terms of the interrela-
tionship between foreign trade and regional
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Figure 4. Exports from Russia’s Regions in 2002 (to non-CIS countries).

development. Foreign direct investmenit rep-
resents a close proxy for our earlier study of
technology transfer. The greatest difference
being, as noted in the introduction, that un-
der the Soviet system the process was orches-
trated by the central state, in Russia today
it is individual companmiies, both foreign and
domestic, that are the principal deelsion-

makers in the investment process. Has this
resulted in a different relationship between
foreign direct investment and regional devel-
opment?

In the previous discussion it was neces-
sary to guard against ascribing too much sig-
nificance to the impact of technology trans-
fer on the Soviet economy, so one must not

Figure 5. Imports to Russia’s Regions in 2002 (to non-CIS countries).
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see FDI as a major influence on regional de-
velopment in contemporary Russia. With a
population of 146 million, a large industrial
economy and substantial resource wealth,
there are good reasons to expect that Rus-
sia would have emerged as a major attrac-
tor of foreign direct investment. However,
this has not been the case. Relative both

of the investment environmemnt and the high
level of country risk resulting from political
instabillity (Westin 1999, Ahrend! 2000, Cor-
donnier 2002 and Europeam Business Club
2003). While the Putin era has brought rela-
tive stability, the actions against the oil com-
pamy Yukos and other events have under-
mined confidence in the securiity of property

Figure 6. The Dynamics of FDI inflow into Russia 199%-2003.
Sownze: Goskomstat Rossii (various years)

to other tramsition economies and to other
emerging market economies, Russia has
underperformed (UNCTAD 2003: 62). As
Ogutgu (2002: 3) observes: ‘the cumulative
figure for FDI in Russia from 1991 through
the end of 2001 represents $18.2 billion, or
only 5% of domestic fixed capital formation.
This performance may be compared with
FDI in China of $46 billion in 2000 alone,
and more than $2000 billion in the United
States in 2001, and a global total of $1,270
billion in 2000." In absolute terms Russia
Is compated well with the othet transition
economies, coming third in 2000 behind
Poland and the Czech Republic; but on a
per capita basis Russia is well down the list
(Bradshaw and Swain 2003: 61). The reasons
for this relative underperformance are well
understood and relate to the unstable nature

rights in Russia. A final indicator of a lack
of confidence, this time on the part of Rus-
sian investors, is that the level of capital out-
flow, or capital flight, continues to be higher
than the level of capital inflow. If Russians
lack confidence in the domestic investment
eavironment why should foreign companies
invest? As we shall see, some of this flight
capital is now retueming to Russia.

In the case of East-West technology
tramsfer it was acknowledged that while the
levels of trade were small relative to the do-
mestic economy, the fact that such activity
was concentrated in particular sectors and
regions increased their impact. Is this the
case with FDI in Russia today? Figure 6
shows the dynarmics of FDI in Russia be-
tween 1995 and 2003; during this period the
level of FDI averaged about $3.7 billion. The
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figure shows a distinct upturm in 2003, and
first half figures for 2004 show total FDI at
$3.4 billion, 35% higher than in 2003 (Gos-
komstat 2004b). Total foreign investment
in Russia is much higher as the statistics in-
clude portfolio investments and a category
called other, which is prirmariily credits from
internatiomall financial organizations, such as

the context of post-Soviet economiic transi-
tion provides a large number of new oppor-
tunities as new sectors of activity, such as the
service ecomomy, need to be developed and
the antiquated industrial base requires mod-
ernization if it is to remain internationally
competitive. Furthermote, the labour force
In most tramsition economies is well edu-

Figure 7. Sectoral Structure of FDI in Russia in 2003.
Sowmee: Goskomstat (2003)

the EBRD.2 On average, between 1995 and
2003, annual total foreign investment was in
the region of $13 billion, and FDI accounted
for ¢.37% of total capital inflow (Safronov
and Mel'nilkov 2004).

Elsewhere 1 have analysed the mature
of FDI in Russia in considerable detail (see
Bradshew, 1995, 1997 and 2002). Below I

preseat a summary based on that previous *

analysis, updated to include data for 2003
and the first half of 2004. The discussion fo-
cuses on three aspects of FDI inflows: the
sectoral structure of FDI, its geographical
origins and Its regional distribution. The
theories on the motives for FDI suggest a
number of reasons why a fereign company
might invest in a hest countiy. 1 addition,

£ The European Bank for Reconstruction and De-
velopment.

cated and labour costs are relatiivelly cheap
by international standatds. Conseguentily, in
East Central Europe in particular, investors
have set up production facilities to export to
third matkets; the automotive industty is a
case in point (Smith and Pavlinek 2000, Pav-
linek 2002, Bradshew and Swain 2003). The
sectoral structure of FDI in Russia suggests
two motives: market access and resource
developmenmt. In other words, the domestic
market of 146 million people and the Rus-
§la’s naturall resoufce wealth are the main
attractors (Mayer and Pind 1999). Produe-
ing manufacturing goods for exports to third
fatkets is net a faeter in Russiap FDI at
present. Prior t6 the 1998 finaneial erisis ihe
serviee seetor was the majer recipient of FDI,
pest-1998 industry has esme e predsminate
with the il and gas and feed industries re-
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ceiving the most investment. The sectoral
structure of FDI is illustrated in Figure 7. In
2003, the fuel industries alone accounted for
56% of total FDI in Russian industty (Sa-
fronov and Mel'nikov 2004). Figure 8 shows
the geographiical origins of accumulated FDI
in Russia at the beginning of 2003. The re-

where the best investmemt opportumiities are
compared to their foreign competitors.

Data on investment by sector and by geo-
graphiical origin suggest that returmimg flight
capital is aimed at the retail and service
sectors of the ecomomy, rather tham indus-
try (Goskomstat Rossii 2003). Data for the

9{&%“

Figure 8. Accumulated FDI by major investing countries (as of 1st January 2004).
Sowaree: llyukhina (2004)

suits may seem somewhat surprising; Cyprus
($5.1 billion) is the single largest investor,
followed by the United States ($4.3 billion),
the UK ($2.8 billion), the Netherlands ($2.8
billion) and Germany ($2.5 billion). Luxem-
boutg and the Virgin Islands also figure in
the top 10 investors, although they are not
shown on Figure 6, Japan, a major source of
EDI for the global econoiy, ranks 9th, with
an aceufulated investment $1.3 billien. Ob-
vieusly, the appearance of Cyprus, Luxem:-
boutg and the Virgin Islands in the top 10
tefleets the return of Russian ‘flight eapital’
ahd if a sense it is net ‘fereign’ investment.
Hewever, it dees suggest that Russian entre-
preneurs are inereasingly optimistic abeut
the prespeets for the Russiah econemy as
they are willing te invest funds effshere in
the demestic econemy. 1n additien, as ‘insid-
ers’ these investers are betier placed 8 knew

first half of 2004 (Goskomstat Rossii 2004b)
show even greater evidence of returning
flight capital, with Iran, Gibraltar and Libe-
ria figuring in the top 10, while the relative
status of the United States is much dimin-
ished. If one strips away the flight capital
elements of Russian FDI, thea the United
States and the core econommiies of the Euro-
pean Union are the major investors and the
curient dynaenics suggest an increasing role
for the EU relative to the United States. This
is certaiimlly the case when one looks at the
Russian oil and gas industey where compa-
fifes sueh as BP ahd Royal-Duich Shell are
substantilily inereasing their investment ae-
tivity in Russia.

The final section of this anallysis focuses
on the geographicall distribution of FDI in
Russia. Figure 9 shows the distributiom of
FDI by Russia’s seven federal districts, while
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Figure 10 maps cumulative FDI per capita
at the oblast level. Table 6 shows the top ten
recipient regions in the period 2000-2002,
plus accumulated FDI for the period 1995
to 2002. Because the total volume of FDI is
relatively small in any given year, it is pos-
sible for one or two projects to change the

1995 1996 1997 1998

Leningradl Oblast explain the relative sig-
nificance of the Northwest.

In the case of the Southern District,
FDI has beenm significant in the food indus-
try and there has been a constructiom boom
related the construction of an oil pipeline
from Tengiz in Kazakhastam to Novorossiisk

Far East

Siberian
Ural
Southem
Volga

Cemtral

North West

1999 2000 2001 2002

Figure 9. Distribution of FDI by Federal District, 1995-2002.
Sowree: Goskomstat Rossii, various years

regional pattern of FDI. There has been
one constant, the dominance of the Moscow
region (defined as Moscow city and the sur-
rounding Moscow oblast); however, in re-
cent years that dominance has dwindled. In
the mid-1990s, when the setvice sector was
the major recipient of FDI, well over half of
FDI was destined for Moscow city. Since the
1998 financial crisis, industey has attracted
the majority of FDI, and the share of the
capital city has declined relative to the sut-
rounding oblast. Since then, the majority of
FDI in Russia has been located outside the
Moscow feglon, although in 2002 the Mas-
cow region did reclaim jts dominant posi-
tion. At Federal Distriet level the changing
fortunes of the Centrall Distrigt are entitely
due to Meseow region. St Petersburg and

in Krasnodar Kray. The position of the Far
Eastern District is largelly explained by the
multibillion-dollar oil and gas projects off-
shore of Sakhalim Island. Figure 8 and Ta-
ble 6 illustrate that FDI in Russia is actually
concentrated in a relatively small numbet of
regions.

On average, the top 10 regions account
for well over 75% of total FDI in Russia.
Furthermonre, the list of regions appeat-
ing in the top 10 is relativelly stable. Given
that there are 89 federal subject or regions
within the Russian Federation, the majority
of Russian regions are untouched by foreign
investors. On the basis of previous research
it is possible to identify a number of different
types of region among the major reclpients
of Russia’s FDI (Bradshasw 2002: 38),
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¢ The Moscow region (Moscow city
and Moscow oblast) that serves as the pre-
mier entrepot and the control centre for the
national econanmy. Moscow is also a major
market in its own right.

¢ A number of regional iimdustrial/
financial centres that serve a regional mar-
ket; St Petersburg and Leningrad oblast
in the nortitwest, Krasnodar in the south,
Samara on the Volga, Ekaterinburg in the
Urals and Novosibirsk in Siberia.

s Regions that have a major port or
gateway function: St Petersburg and Len-
ingrad oblast act as Russia’s gateway to the
Baltic and northern Europe; Krasnodar
provides access to the Black Sea and also
acts as a tramsit route to Central Asia; and
Primorye in the Far East acts as the gateway
to northeast Asia and the Pacific.

* Regions that benefit from sufbstantial
mineral wealth and that have attracted foreign
investments, for example, Tyumen (the most
important oil and gas producing region in Rus-
sia) and Sakhalin (the location of the two larg-
est foreign oil and gas projects in Russia).

¢ Regions benefiting from the post-1993
growth of import substitutimg activity. This
activity, which is dimimishimg as the rouble
continue to appreciate, serves to reinforce
the dominance of the regiomal/industrial

Table 6. Top Ten Recipients of FDI, 199%-2002

centres located in the Europeam regions of
the country.

Thiis typology is based on over a dec-
ade of research into FDI in Russia, a more
quantitatiive anallysis has beem presented by
Broadmam and Recanatimi (2001: 2) who
use econometriic analysis to ‘unbumndle em-
pirically the determinamts of the regional
distribution of FDI within Russia.” The
anallysis concludes that market size, infra-
structure developmemt and policy frame-
work factors explain most of the observed
variation in FDI across Russia’s regions.
The results also suggest that post-1998 the
factors influencing FDI seem to be chang-
ing, but the anallysis has not been extended
beyond 1999. Without updatimg that analysis
it is difficult to test this conclusion; however,
the data on sectoral distribution do suggest
a shift towards industry post-1998, as well as
an increasing level of returm capital flight.
One could speculate, though the data are
not available to test it, that investment in in-
dustry is divided between that aimed at the
resource sector—ail and gas, non-ferrous
metals and forestry—and that aimed at the
domestic matket, particullanlly the food in-
dustry. These two investment streams have
quite different geographies—the resource
sector being predomimanilly in the northern

2000 % 2001 % 2002 % Total 1995-2002 %

Moscow 33.25 Moscow 29.01 Moscow 377 Moscow 39.62
Krasnodar 21.65 Krasnodar 17.24 Sakhalin 16.99 Moscow Obi. 9.40
Sakhalin 5.56 Sakhalin 9.41 Moscow Obl. 14.72 Sakhalin 8.64
Leningrad 4.64 Moscow Obl. 7.86 Tyumen 4.22 Krasnodar 8.12
Moscow Obl. 4.63 Leningrad 598 Leningrad 2.88 St. Petersburg 4.28
Novosibirsk 343 Samara 2.96 Sverdlovsk 2.49 Leningrad 341
Tyumen 3.34 St. Petershurg 2.87 Samara 2.44 Tyumen 2.51
St. Petersburg 331 Tyumen 2.77 Arkhangelisk 2.41 Samara 2.26
Volgograd 174 Sverdlovsk 2.55 Krasnodar 2.25 Novosibirsk 2.04
Kaluga 1.68 Novosibirsk 2.24 St. Petersburg 2.10 Sverdlovsk 185
Top 10% 83.23 Top10% 82.89 Top 10% 88.2 Top 10% 82.13

Sowmw: Goskomstat Rossii (2003).
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and eastern regions and the market-oriented
sectors in the major urban centres of Euro-
pean Russia. This is a pattern that is discern-
able in Figure 10 and Table 6.

The anallysis presented above shows that
FDI in Russia has been concentrated in a
relatively small number of regions. Broad-

can conclude that, like technmology tramsfer,
the pattern of FDI is serving to reinforce
centre-petiphery relations in Russia and
is conttibuting to the uneven pattern of re-
gional development. The significance of port
and gateway regions is one major departure,
and one that is amplified by the impact of

Figure 10. Cumulatiive Foreign Direct Investment (FDI) Per Capita in Russia‘s Regioms, 1995-2002.

man and Recanatimi (2001: 3-4) suggest
that,".... it is arguable that the unevenness in
the distribution of FDI to date is contribut-
ing to the skewed pattern of the countty’s re-
gional econoric development as well as oth-
er discrepancies between the regions.” When
we compate the interrelationship East-West
technollogy transfer and regional develop-
ment with that of FDI and regional develop-
ment we find both continuity and change.
Continuiity in the sense that the resouice in-
dustries of Siberia and the Far East are the
beneficlaries of sueh investment; change in
the sense that inflows of FDI are far more
governed by the weight of the consumer
matket than was the ease with teehnology
transfer in the late Seviet peried. That said,
the spatial impaet is the same, the majority
of this ‘market-oriented’ ifvestment i in the
European regions of the eauntiy. Thus, 6ne

foreign trade activity, and is a clear reflec-
tion of the geographiical impacts of interna-
tionaliization.

CONCLUSION

The anallysis presented above suggests that
when it comes to the relationship between for-
eign econormic activity and regional develop-
ment in Russia there is as much, if not more,
contiimuity as change. Those regions that are
most actively engaged in foreign trade today
ate largely the same regions as during the
Soviet period, namely the resouree-produc-
ing regions of Siberia and, to a lesser extent,
the Far East. This Is a reflection of the fact
that Russias global compaiative advantage
remaiins the export of natuial resources, of,
put another way, Russia remains uncompeti-

2727
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tive as an exporter of manufactured goods. In
fact, as a result of the transitional recession
of the early 1990s, the Russian economy as a
whole is far more dependemt on the resource
sector than it was during the late Soviet peri-
od. Much of the defence-related smokestack
industry that was favoured by Soviet planners
has not survived the tramsition to the market.
A recent anallysis by the OECD (2004) shows
that some 20% of Russia’s GDP comes from
the oil and gas industry and as, Figure 3 illus-
trated, the vast majority of Russia’s exports
are now accounted for by the resource sector.
Thus, if anything, the reliance on Silberian
resource production has actuallly imcreased
since the collapse of the Soviet Union. When
one considers the import side of the equation
there is no doubt that the process of inward
investment has dramafticallly changed. No
longer can the central state in Moscow use its
foreign trade monopally to confiscate export
earnimngs, though they are of course taxed, to
then use those receipts to suit their own pri-
orities. Instead, Russian companiies can im-
port equiprent, sell shares to foreigners and
create joint ventures, at the same time foreign
companies can create their own legal entities
in Russia. Interestingly, the geographical
pattern of inward investment is actuallly not
that much different, there is a clear divide
between Eutopeam Russia and Siberia, but
with a greatet share of FDI golng to resource
reglons such as Tyumen and Sakhalin than
would have been the case in the Soviet pe-
tlod; but overall, most investment Is attract-
ed to the major urban centres In European
tegions. The one big difference Is the role
played by porvgateway regions. During the
Soviet petiod potts were considered a strate-
gie asset and foreigners were not encouraged
to joutmey to them. Now, regions sueh as
Krasnodaf, St. Petersbuig and Vladivestok
are able to eash in on their strategic location
for eeonoftmic gain. Overall, one would have
t6 eonelude that new, as in the Seviet period,
invelvement in foreign economie aetivity is
serving te amplify the domestic forees driv-
ing regional inequality. Net surpiigly, the
regiens mest invelved in fereigh trade and
benefiting the mest of inwatd investment are

the most dynamic regions of the coumtmy. To-
day, the top 10 regions in Russia account for
51% of gross regional product, 63% of non-
CIS exports and 88% of FDI and a shortlist
of regions are to be found in all three lists. In
other words, Russia’s economy is now highly
concentrated into a few regions and these
regions are also major points of contact with
the global economy. This analysis has cast
the net wide and surveyed patterns across
all of Russia’s regions; what is now required
is more detailed anallysis of the processes of
development within those growth regions to
determine the role that is played by foreign
economic activity.
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Abstract: The paper is concerned with the role of innovation during the tramsitiom period. It
presents indicators of the national innovation syster and spatial impact of the economic trans-
formation on research and development. While in the early transition years, spatial differences
were largely determined by FDI in manufactuting, the new directions of innovation have recently
become the main driving force that differentiates economic space. Preconditions for the innova-
tion-led developmeni are to a large extent jeopardiized by the shallower innovation potential of
the regions and the dominant role of Budapest. The final section deals with the regional policy
implications, discussing the innovation-oriented regional policy approach.
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regional innovation policy.

INTRODUCTION

A great part of economic growth is attribut-
able to technological improvement and in-
novation in the wider sense, whereas capital
accumulation explains only a smaller fraction
of it. In the developed countries, 80% of the
increase in productiivity is due to some form
of innovation. Innovation is vital in increas-
ing the productiivity of compamies, improving
export capacity, creating employment, and
improving the level of services, in one word:
increasing econoriic competitiveness. We use
the term innovation to refer to the produeing
and transferring of new knowledge. Knowl-
edge and access to it has become the driving
force behind growth and competitiveness in
advaneed econoraies (Gal 2002).

Untiil the early 1990s, innovatiom and
technology policy was oriented towards the

national growth target. Spatial implications
existed only rarelly, in relation to the geo-
graphical distribution of public support. In
the era of the knowledge-basedi economy,
innovatiom (as one of the primary sources
of economiic activity) is no longer limited
to techmolegical innovations oaly, but be-
ing also linked to systemic and network
approaches that emphasize the importance
of spatial proximity and regionally-organ-
ized productiion (Koschatzky 2003). Recent
research on innovation systems focuses not
only on the techmological and socio-eco-
nomic dimemsion of |nnovation, but alse
on the spatial aspects of imnovation-related
interactions (Cooke et al. 1998). The signifi-
cance of space In innovation Is indicated by
empiricall research showing that the produe-
tion of new knowledge and innovatiom has a
predominani tendency te concentrate and
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cluster spatiiallly. Spatial concentrations in
innovation are more significant than those
in manufacturing (Varga and Szerb 2002).
Geographical proximity could be instru-
mental in facilitating knowledge flows and
face-to-face contacts among the actors of in-
novation networks, which can be observed at
various spatial levels. Supporting the argu-
ments of Camangi (1991), Cooke and Mor-
gan (1993) and Castells (1996), global, na-
tional and regional innovation systems have
been discussed in the literature (Braczyk
et al, 1998).

The research on innovation theory car-
ried out in the 1990s aimed at an exploration
of the close correlation between regional
development and technological change, and
the relations with regional innovation poten-
tial (Cooke et al. 1998, Todtling 1999). For
the generation of competitiveness in regions,
it is necessaty for knowledge and innovation
capacity to be transferred in a broad circle.
For backward regions, the utilization of the
fiew econoimiic possibilities offered by the
Infermatlon society can be a breakout polnt,
thanks to increasing innovation capacitles.
Both reseaich and development (R&D)
and high-teeh industeial activities are highly
concentrated in the cofe regions of the EU.
This reflects wide regional differences in ae-
cess 16 knowledge and the ability te expleit
it. Unless the differences ean be nariowed, it
will be diffieult te achieve the Lisbon strate-
gy ebjeetive entailing the UE'S Becoming the
mest dynamie khewledge-based eeonomy if
the wefld. Amswering this ehallenge, the EY
is assuming that R&D and innevatien have
{e Be embeaded in speeifie regisnal eoniexis
(Kesehatzky 2003).

The reality is that the economies of the
less-favoured regions suffer from being iso-
lated from the best international R&D net-
works and centres. SMES in these regions,
in particulat, have difficulties in accessing
the latest technological developments. This
feature appeats more striking in the case
of the new member states of East-Central
Europe, in which these disparities are not
only greatet but also very much influenced
by the socio-economiic transformation of

the former commumiist countries durimg the
1990s. The tramsition to a market economy
in the CEECs has had a strong impact on
both the enterptise sector and the innova-
tion performance of the countties. The re-
structurimg of the enterptise sector has been
led by foreign direct investment which cre-
ated a dual econoiny situation of highly-pro-
ductive foreign enterptises on the one hand
and domestic firms with less potential to in-
fiovate of compete on the other. The poten-
tial for their catehimg up on the basis of new
technoliogies is restricted severely by weak
demand for R&D on the patt of enterprises
at the beginning of the transition. The early
years of transformation were alse character-
ized By a deeline in reseakch infrastructure
ahd a mismateh of Aational infevatiens sys-
tems. Thus iAnevation cannot be examined
independridly frem the perfarmance of the
fransition and pest-transition eeeROMILS as
a whele (Inzelt 1998).

Nowadays, economic growth cannot be
sustained in these countries by the same
factors as applied during the tramsitiom pe-
riod of the 1990s. Recent trends in labour
prodiuctiivity suggest that the new member
states will only be able to sustain higher
rates of growth through increased techno-
logical change and innovation, rather than
theough non-iavestment factors. Now that
Humgaiy has successfully been transformed
Into a market economiy, the most promising
foute to further modernization Is to follow
the path of knowledge-based economic
development. For the post-tramition coun-
teies, the emergence of a knowledge-based
econofty means a double challenge: dufing
the tramsition, the additionall reguirements
of a knowledge-based seeiety must be taken
inte aceeunt while the widening of the ece:-
fnemic and regienal gap is at the same time
aveided. This raises a guestion as te what the
eapaeity of Hungarian seience and {eehnel-
egy is, the institutional sysiem of infevatien
§UPpert, and the enireprenewiship upen
which the e8uRthy €an build in the 16Ag FuR.
ARpther way entails an appropriate regisnal
policy that reduees the €dst of iRRevation
B inereases its diffusion, 6 as 8 diminish
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regional income disparities and increase the
growth rate (Lackenbauer 2004).

This paper deals with the Hungar-
ian experience as regards innovation during
the tramsition and post-tramsition periods,
demonstrating the overall impact of the
transformation on Hungarian innovation
performance and on the main statistical
(input) indicators as regards of the national
innovation system. As there are less reli-
able data available on R&D outputs, the
contribution of research achievement to the
competitiveness of the econormy is only par-
tially examinable. The paper also imtroduces
spatial disparities in innovation occuring at
different territorial levels. The final section
deals with the implication of regional policy,
discussing the conflict between growth and
balance-oriented policy approaches in the
innovation field.

THE NATIONAL INNGVATION SYSTEM
IN HUNGARY

Innovation is no longer an activity of lonely
inventors, but rather a collective process in
which different activities (R&D, innovation
at compamy level, technology transfer, etc.)
are interconnected. In the innovation proc-
ess, the science and technology (S&T) sec-
tor still plays a decisive role. In the course of
the 20th century, Humgatiam science made
a successful and umiversally-recognized
contribution to world science. Historical ex-
perience suggests that Hungary might have
a good potential in this respect, as imdicated
by the disproportiomzirdly large number of
Hungarian-borm Nobel laureates, or the im-
portant inventions developed by Hungarian
scientists. The former statement can be mis-
leading if we do not take into consideration
the fact that all of the Hungarian Nobele
prize winners made their scientific achieve-
ments abroad. The Hungatian R&D results
and the human background might be good,
and internationallly respected, but Hungary
underperforms thanks to the modest role
applied research plays in aiding economic
development (Tordk 2002).

Hungatian scientific life can be regarded
as one of Hungary’s principal competitive
advantages, and so one of the main sources
of growth. The considered productiv-
ity in terms of scientific publication ranks
Hungary better in terms of the number of
publications relative to R&D expenditure,
than when account is taken of the numbet of
publications per million head of population,
in regard to which Hungaty stands only in
23rd place within the OECD and in second
place among the CEECs (Table 1). In regard
to techmollogy productivity measuted by US
patent applications per million US$ R&D
expenditure, Hungaty imemediiaelly follows
the outperforming Scandinaviam countries,
Switzerland and Germamy, whereas accord-
ing to the patents relative to population is
in worse position (Table 1). We consider
that scientific productivity is stromglly cot-
related with overall levels of GERD (Gross
Expenditute on Reseatch and Develop-
ment), and the ratio of R&D personnel
employed. It should be noted that in terms
of produtiiviity, the Hungariam R& D system,
despite rapid decline eatly in the transition
and rather limited financial backing, is not
lagging behind—as was often assumed at
the outset of the tramsition. In international
compatison, Hungary’s overalll international
position of 26-27 in S&T, is still bettet than
the countrys position in the TOP-50 in eco-
nornic developrment (Torok 2002). This aver-
age in S&T is composed of good indicators
for human capital and bad ones for financing
(Table 1). Given the expendituie o R&D
and the number of reseakchers, the Huhgar-
ian R&D system is producing relative levels
of outputs exceeding those of the EU cohe-
sion countries! (Inzelt 1998).

Humgamy, like other CEECS, went
through economic transformation, experi-
encing heavy losses in R&D expenditure.
During the communmist era, research and
technologiicall development was given a high
political prioritty, particulatly in certain
special industrial sectors. R&D activities
were mainlly carried out in public industrial

' Greece, Ireland, Portugal, Spain
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Table 1. Innovatiom performance in Humgary and other selected countries

USA 594 52.8 309.1
OECD 406 — 83
EU—15 460 — 126
Germany 454 — 2293
UK 665 91.5 90
Finland 778 76.3 186.8
Austria 441 67.2 158.9
Ireland 327 — 66.4
Italy 297 — 1125
Spain 308 77.4 46.8
Portugal 151 — 88
Slovenia — — 98.7
Czech 195 68.1 222
Repuiblic

Poland 117 63.8 26.4
HUNGARY 195 107.2 298

270
2.24
188
248
186
3.37
180
126
104
0.94
0.75
152
135

0.70
0.90

2.04 27.3 68.2 18
1.56 289 63.9 —
121 35 55.5 —
1.69 30.7 66.9 21
122 289 493 38
2.18 26.2 70.3 17
128 40.3 40.1 —
0.84 218 64.1 69
0.56 53 41.7 25
0.46 386 49.7 1
0.17 69.7 21.3 18
0.68 40.0 53.3 —
0.81 4.5 51.2 29
0.31 63.4 326 —
0.28 495 378 79

Source: Author’s calculations based on the data from OECD STI Outlook, 2002,

research centres. Although the activities of
these research centres were dedicated to
the support of the development in specific
industrial branches, they resembled most
‘Fordist’ innovation systems, in that they
had little interactiom with industny. During
the transition, R&D activities have dimin-
ished significantly on account of both public
and private funding for R&D having been
reduced drasticallly. The number of people
employed in the sector decreased, following
the halving of the number of R&D units.
The dramatiic decline in markets and re-
structuring of large firms that were the main
customers for R&D led to a sharp decline
in business R&D expenditure (BERD). In
Hungary the past decade has brought, not
only the termimatiom of applied research
in large compamies, but also a substantial
decline in domestic solvent demamd for

modern techmology applicable in production.
This process was compounded not onlly by
the closure of the large industrial R&D in-
stitutes, but also by the restructuring of the
main profile of these institutes, as mamy of
them sought out new sources of revenue in
short-term services, rather than in long-term
research projects. Nevertheless, some sur-
veys indicate that the innovatiive capability of
the Hungarian economy has been weakened
to a lesser extent than has the ability of enter-
prises to utilize innovation effectively (Inzelt
2002). Despite the sharp decline in the in-
dustrial research institutes, the Hungarian
Academy of Sciences (the major autonomous
scientific public body) managed to maintain
its network of 37 reseatch institutes nurtur-
ing basic and applied scientific research.
These trends are illustrated by fluctuations
in R&D expenditure throughout the transi-
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tion period, showing a sharp decline until
1996. The highest level of R&D iimastment
relative to GDP was achieved in 1987 (2.7%),
only to decline rapidly to 1990 (by 161%),
with the lowest rate being reached in 1996
(0.67%). Since 1999, R&D expenditure has
stabilized and started to increase to the
point where Hungary had reached 1.01%
expenditure by 2002. This expenditure as
compared to GDP is about half the EU-15
average level, and is similar to levels in the
cohesion countries (though slightly better
than in Poland and Slovakia). Nevertheless,
it was lower than the figures for Slovenia
and the Czech Repulblic, which are mtuch
closer to the EU average (Table 1). Besides
the knowledge-creation indicators detailed
above, the transmmission of applicable knowl-
edge Is measurable by different figures. Flrst
of all BERD relative to GDP demonstrates
business activities in generation of applied
knowledge. In the developed countries, the
business sector dominates as a performer of
R&D. The percentage of GERD performed
by the business sector has reached 70% in
the OECD countries, exceeding the 60%
noted in the EU-15. Humgaiys shate ef the
BERD only accounted for 38 9% in 2002
after it had deelined from 56% pest 1990
(corresponding figures for i the Czeeh
Republic and Slevenia are 60% and 55%).
R&D investment relative t6 GDP funded by
the business seetor was alse lew (0.3%) in the
international esmparison (Table 1).
Innovation and technology transfer de-
pend greatlly on the willingness of companies
to innovate—somethiing which can be meas-
ured by reference to the shares of innovative
companies and of innovation expenditure in
sales revenue. There is a close correlation
between the innovative efforts and the in-
come-generating capabilities of companies
and the innovation performance of firms de-
termined primariilly by the efficiency of their
own R&D activities (Doty 2000). The share
of BERD Is lower than the EU average, but
Hungary still has an advantage regarding
its BERD relative to GDP, ii comparisen
with Portugal and Greece. Nevertheless, the
share of innovative companies (estimated at

22% in a survey of 1998) is found to be lower
than in Slovenia (Papanek et al. 1999).

The restructuriimg of the enterprise sec-
tor in the tramsition period was led by for-
eign direct investment. This created a dual-
economy situation of highly-productiive and
more innovatiive larger-sized foreign-owned
enterprises on the one hand, and domestic
firms with lower financial ability to innovate
struggling to remain compefiive on the
othet. The attracting of high-tech FDI in
firms could have been expected to increase.
The dual econormic character is cleatly indi-
cated by the highest share of multinational
companies in the national exports (65%),
patticullally in high-tech expott within the
OECD. Despite a relativelly highest share
multinationall companies took in the na-
tional export (65%), pakticuliaily in the high-
tech area in the OECD context. Despite a
relatively large share of employment being
in high-teeh manufactuting, and there being
average-to-good levels of ICT penetration in
the eeonomiy, the potential for catehing up
on the basis of niew technoliegies is severely
restricted by the weak demamnd for R&D en
the part of the the business seeter. Multina-
tionals relied on their Righer preductivity
and had ne interest in Hungarian R&D duk-
ing the eary transition. The R&D divisiens
of fereign eampaniies usuallly eoneentraied in
their heme eaunkiy. These companies tend
6 werk o the Basis of imperied deeumen-
tatien, with a fixed cheiee of base materials
aRd technollegies. This was the era ef the
‘imperted innevation’ eharacierized By the
fass ameunt of technolegy iMpert oA 8Ae
hand, and By the deeline of the Hungarian
R&D seetor on the sther. Howeven, the rela-
tively significant rele played By jndustry IR
the economy stggesis that kKnewledge-6rea:
tien via lﬂ_éi%%ﬂ%% R&D is erucial 18 future
technolegical Uupgrading and t8 elimination
of ases of lagging Behind (Inzeit 1999).

From the late 1990s on, a new form of re-
search-based investments appeated in Hun-
gary. Multinationaills, besides paying attention
to technology-transfer towards local subcon-
tractors, have been encouraging spillovers to
indigenous firms, and have established their
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first industrial R&D units. The companies
with foreign ownership have accelerated the
innovation-related knowledge flows in two
respects. First, techmology transfer from
other countries has gained in importance.
Second, mamy foreign companies investors
prepared to carry out research in Hungary
by setting up R&D divisions or outsourcing
R&D, something which, through the creation
of a new demand, helped in restructuring
business R&D activities. In Humgany, multi-
national companies increased their R&D ex-
penditure five-folds between 1995 and 2000,
while the share multinationals took within
BERD increased from 22% to 80% (Table
1). The R&D expenditure by foreign compa-
nies grew faster tham that by their indigenous
counterpakts (Nikodermus 2003).

There is a very disproportionate com-
position of R&D expenditure if we take
into account the fact that SMEs have only
a 10-12% share of the total (Mogyorosi et
al. 2003). It is obvious that the majority of
these firms are unsuited to carryimg out
independent research and development.
Available surveys lead to a conclusion that
the overwhelmimng majority of SMEs are
not undertakiing innovation. There are no
countrywide innovation surveys available
at the compamny level, but some regional
findings (e.g. in Baramya county) offert sup-
port for our previous agrument. Omnly 25%
of the surveyed SMEs were found to have
introduced products and technology in the
period 1998-2000 (Inzelt and Szerb 2003).
Despite policy expectations regardimg a shift
in the balance from large enterprises to new
infovation-oriented SMES, it is large firms,
that continue to engage in the majority of in-
niovation activities, although through supply
chain networks in certain sectors the share
of innovation-oriented SMES rises rapidly.
Hence, innovation policy needs to strike
a balance between state support golng to
SMESs and to large firms.

In Humgany, the three main elements to
the national innovation system (NIS) are the
enterprises implementing a growing portion
of innovation, the R&D units involved in the
generation of innovations, and the support

institutions participating in innovation trans-
fer. Beyond that is the science and technology
policy of the state, which regulate these activ-
ities. Where the third element of NIS is con-
cerned, it can be argued that the governments
of tramsition econormies had to withdraw from
their former omnipotent position as decision-
makers in the S&T policy and had to build up
their new sphere of intervention as facilita-
tors of innovatiom (Inzelt 2002). Although
Hungartian NIS still lags behind the most ad-
vanced EU systems, after the long adjustment
process of the tramsition it has taken a more
proactive approach to S&T policy, renewing
the institutional system and creating a new
legal framework for the NIS.

THE REGIONAL STRUCTURE OF INNOVATION

Over the tramsition period there has been a
rapid increase in the number of innovation-
oriented small and medium size enterprises,
which are less concentrated spatially and
haveir needs are not necessaniily concerned
with high-tech industty developments. These
new demamnds, and the change of innovation
paradigem, place greater emphasis on the es-
tablishment of a decentrallized institutional
network promoting knowledge and technol-
ogy transfer. Needed in addition to the revi-
talization of the traditional network of R & D
institutions is a multi-polat innovation system
with more actors, in which distribution-ori-
ented ‘knowledge bases’ cooperate in a net-
work. The types of resources involved in the
field of innovation can include specific assets
that are onlly available in a certain place and
these assets usuallly depend on spatial prox-
imity and concentiation. The regional level
Is patticullinlly appropriate for mobilizing a
eritical mass of partmers able both to promote
innovation and to Implement It effectively at
grass-roots level (Cooke et al. 1998). Synet-
gles, of an Innovative sukplus, can arise from
the shared knowledge of the local econormic-
soclal-culturall milieu, that promotes network
linkages (Todting 1994),

Several anallyses have been done re-
cently as regards inputs into and results of
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the Humgarian R&D sector, though very
few of them help us to examine the spatial
processes of innovation (Doty 2001, Gal
2002). In what follows, emphasis is placed
on territotial disparities as regards scientific
and technological development in Hungaty.
What is cleady seen from other European
countries is that R&D and innovation ac-
tivities are highly concentrated in the core
reglons. In the Eutopean Union, just elght
reglons account for over a guarter of R&D
expenditure, while thikty are respomsible for
half. As might be expected, there is a similar
concentration of patemts, as half of all high-
tech patents are being made granted in just
thirteen core regions (Europeam Commis:
sion 2004). Lecation factors of innevatien
proeesses have to a large extent an agglom-
eration-diiive character, varying in regard
to existing spatial economie struetures.
The presence of a ‘eritical mass’ of agglom:-
eration iR a metrepelitan area i§ regquired
if substantial eeonemie effeets of academie
researeh are i be expeeted (Varga 2003).
While ifl eentralized eeanemies, market-eFi-
efited industrial R&D aetivities are mainly
eonfined 8 a few urban agglomerations,
Bther eBuURtFies are eharaeterized By a mere
deeentralized disiribution of R&D aetivities
(Table 2). CountriRs=irRsprating of theif
spatial eharaciRiritics=NaNe gained {eeh-

nological competitiveness in certaim fields or
are paying the price of still-existing regional
inequalities. There are wide disparities be-
tween regions in terms of BERID, of greatest
relevance to the assessing of the contribu-
tion made by innovative efforts to achieve
competitivemess. The question is rather
whether economiies can succeed in flexibly
adjusting their spatial distribution of inno-
vation activities to the challenges that global
technologicall competition poses.

There is a similar tendemcy in Hungary
to in the EU, for the R&D expenditure is
disproportiionetedly concentrated in the most
prosperous regions. This is evident in the new
member states as well, where e.g. in Hungary
and the Czech Republic over 60% of spending
took place in the capital city and surrounding
region. The level of spending relative to GDP
in Central Hungary (in which Budapest is
locate), amounited to 1.75% (2% in Budapest
itself), and likewise Prague taken together
with Stredmy Cechy accounted for 2.5%, a
significantly higher propottion than In any
region of Spain of Italy.? However, In the
case of the new member states, the concen-
tration of GERD and reseaich employees if

2In Poland the expenditure in Mazowieckie
voivodship, in which Warsaw is located, amounted to
around 1.5% of GDP, over twice the level in any Polish
region, except Malopolskie voivodship.

Table 2. Spatial concentration of R&D in selected countries (at least half of the R&D employees can be

found in the following agglomerations)

USA 1995 Germany 1997 italy 1995 UK 1995 France 1995 Czech Republic Hungary 2000
New Jersey, Essex  Mumich 12% Milano London (South Paris (ile de Prague 32% Central Hungary
9% Stuttgart 12% (Lombardy) 33%  East) 41% France) 48% Sredmy Cechy 64%

Boston 8% Darmsatdt 9% Turin (Piemonte) East Anglia 11% Rhdme-Allpes 28% (incl. Budapest
Los Angeles 7% Rhine-Neckar 6% 24% 11% 59%)
Philadelphia 6% Berlin 4% Rome (lLazio)

Detroit 4% Diisseldorf 4% 10%

Chicago 5% Brunsswick 3%

New Yotk 4% Cologne 3%

San José 3%

Washingten 355

9 regions 8 regions 3 regions 2 regions 2 regions 2 regions 1 region

49% 53% 67% 52% 59% 60 % 64 %

Source: Koshatzky (2003) and the author’s calculations.
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the most prosperous regions owes much less
to the location of business spending (except
in Stredny Czechy). In Prague and Warsaw
(and similarly in Budapest) government
spending on R&D was much higher in the
capital city regions than elsewhere in the
countty, though in the two latter cases this
was accompanied by business spending that
was also high, if less so.

Uneven spatial development is a basic
concept in regional studies. Duriimg the
transition years, territorial differences in
regional conditions and their consequences
appeared in various forms. New trends
emerged in the national economy that stim-
ulated the rise and expansion of new ‘core’
regions and also reinforced spatial dispari-
ties inherited from the former system. Thus
unevenness is caused, not so much by differ-
ences arising from local/regional conditions
creating a rather polatized spatial fabric,
as by the accumulation and long-term per-
sistence of disadvantages in some regions.
While, in the eatly years of the transition,
reglonal differentiation was spurred by the
factors of economic crisis and decline, since
1996 the spatial structure has been formed
chilefly by the factors of dynamisem resting
on econoriic restructutihg. Disparities In
innovation, measurable by different indica-
tors have emekged and created a new spatial
arrangement. 1n the eatly tramsition years,
disparities alongside the traditional East-
West division were determined lakgely by
the directions of diffusien of innovatien.
Budapest, as the bridgehead for inneva-
tion, and North West Hungary became the
fajor gateways for manufaeturing-related
FDI, whieh was the major transformer of
the economiic space. By the late 1990s, the
traditional East-West division Rad been
replased By newly emerging nnevatien
zones and ‘iselated’ innevation centies, as
the diffusien ef different ferms of inneva-
tien extended tewards the eastern paris ef
the esuRtny, and lecated near the regisnal
university eentes (Reehmitzer 1993). In the
pest-transition peried, new direetions te the
diffusion of innevatien are the main factors
differentiating eeenemic Spaee, as knewl-

edge-based economic developmemt became
the most promising way to modernization
and catch up (Rechmitzer et al. 2004).

In studying the territorial structure of
innovation characterized by the main R&D
indicators during the tramsitiom period, we
can note the dominamce of a dual effect,
namelly decreasing demamd and declining
financial resources for R&D. Research and
development fell into crisis in the earlly 1990s
as a consequemnce of a decline in government
spendiing on the sector, and particulanly be-
cause of the disintegration of large compa-
nies which had conducted theit own research
activities (Papanek et al.1999). The difficul-
ties of the sector are reflected in the changes
in the number of employees. The nurmber of
employees in R&D institutions peaked in
1986 (at 48,745) and then declined sharply
to have more than halved by 1995. Recently
It has stabilized at aroumd 23,000. The ratio
of reseaich staff relative to the active labouf
force reduced from 0.94 to 0.55% between
1988 and 1996, and has slowly risen back to
0.61% (by 2002). The national average fof
the number of researchers per 1000 head of
the labour foree is 3.9, 1.e. below the corre-
sponding EU and OECD figures (of 5.5 and
6.3) (OECD 2002). When the geographieal
distribution of R&D employees is taken ifito
aceount, the predominatce of Budapesk is
appatent, with its eoncentiation of 59.3% of
all R&D staff. The provincial R&D centres
of higher edueation (Szeged, Debreeen,
Pecs, Gyer, Miskele and Veszprem) tegether
aeesunted for enly 26.8% of all empleyees.
Budapest and the Centiall Hungariah regien
tegether aeeeunted for 64.1% of researeh
statt (Table 3). It is fellowed, with a large
gap, by the regiens of the largest university
eentres (Seuth Great Plains, Nerth Great
Plaing). The fererunner epunties of Western
Transdanibia la%Behm@ in these terms and,
paradidieallyy, the Nerih-Easierh regien,
the ene mest seriewsly hit By the struetural
erigis, has mere R&D empieyees due e the
Rﬁf@%@m@ ot the eriginatly enginesring-pased

iskele University and researeh Rk iR
ehemical industy. The territerial ditferene:
88 afe mere visible if we take the eaunty level
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Table 3. Selected innovation indicators of the Hungariam regions, 2002

No. of Share in R&D
Share researchers national expenditure as
Share in in R&D per 1000 R&D percentage of Share of HE
Regions R&D units employees  labour force expenditure  regional GDP students
Budapest 429 59.3 125 64.8 2.04 373
Rest of country 57.1 40.7 31 35.2 0.60 62.7
Central-Hiungmny 50.2 64.1 83 69.6 18 47
(with Budapest)
Central 7.0 5.6 17 6.6 0,72 7.2
Transdanubia
West Transdanubia 6.7 4.0 14 32 0,34 74
South Transdanubia 79 45 L7 3.7 0.56 85
North Hungary 5.6 44 13 22 0.29 59
North Great Plains 10.5 83 24 6.8 0.74 11.5
South Great Plains 12.0 9.1 26 79 0.90 12.3

Source: Author’s calculations based on the data from Regional Statistical Yearbook, 2002, Hungarian Central

Statistical Office.

into consideration. In this respect, counties
in which the largest universities are Jocated
(Csongrad, Hajdu-Bihat, Baranya) are fol-
lowed by counties with significant numbers
of R&D employees in the foreign-owned
manufacturing sector (Gyor-tMeson-Soprof,
Pest). The remaining fourteen counties have
only 16.1% of the national R&D weorkferee
can be found in. The number of research-
ers per 1000 head of the labour force varies
markedly from region to region. The figure
is 12.5 for Budapest, While the rest ef the
regiens is below the national average, with
only the twe Plains regions being at areund
2.5 (Table 3). Figures en the regienal distfi-
butien of R&D employees as a pereeniage
of all empleyees demenstrate a similar tfend
with pigues at 1.9 for Budapest and 1.28 fer
Central HuRgary and the seeend H:gghé‘s‘t
figure to be found in the Seuth Great Plains
fegion (6.44), and the lewest in West Trans-
danubia (9.22):

The number of research institutions has
fluctuated during the transition period, as a
result of structural change. Until the mid-
1990s, the number of R&D units of higher

education stagnated at around 1100. It then
started to rise gradually due to the expan-
sion of expenditure on university-conducted
research, reaching 1613 university-based
units by 2002, The industrial R&D units,
being heavily hit by economic crises (there
were 100 of them in 1993), increased sig-
nificantly in number, reaching 670 In 2002,
Looking at the regional distribution of the
R&D institutes, the share of the capital city
is the largest (42.99%) but is less dominant
than in the case of employees. Centfal Hun-
gary, with its 50.2 9 shate, was followed—
distantly—by the Seuth and Nerth Great
Plains. The distribution of R&D institutes if
the Transdamubian regiens has been evened
Up By the larger share of business units. The
fewest units operate if North Hungany, the
fegien Rit serionsty By the need for industrial
restrueturing (Table 3).

The shift from the centrally-planned
to the market economty, and especiallly the
transformation of enterptises, had a dramatic
impact, not only on R&D infrastructure,
but also on innovation finance, as clearly
measurable by the cycles of R&D expendi-
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ture. R&D is funded by various sources. The
major division exists between the public and
private funding. OECD classifications use
four funding sector categories: governmen-
tal, business, non-profit and foreign. The
government sector becomes the leading fin-
ancier of R&D in those countries in which
industry has been weakened by economic
transformation; the role of other sectors is
salient. It can be observed that the funding
role of the Hungarian government sector has
increased since 1990, although expenditure
has decreased in real terms (Inzelt 2002).
In 1990, the governmental share in R&D
financing was 28.9%, a figure which had al-
most doubled by 1995 and had reached 59%
by 2002. In patalliel with this trend, the share
taken by the business sphere in R&D has
been diminishing. The propoktion of busi-
fiess R&D expenditute was 70.1% Iin 1990,
deelining sharply (1991: 56%, 2001: 37.8%)
to reach only 29.7% in 2002 (Table 1).
Business expenditute declined faster than
goevernmental expenditure grew. The level
of econemic development as measurable
By the proportion of business enterprises
as finaneiers/performers of R&D, whieh
inereasingly esfrelates with GDP per eapita.
The prepertiom of Businesses as %éff@ffﬂéﬁ
of R&D was 43% in 2001, reughly deuble
the level in Portugal and Greeee, and higher
than in Peland (at 36%), But it lags behind
the figures for €zeehia and Slgvenia (abeve
60%). The ratie of R&DP funding frem
abread—maimly through invesiment 8n the
part of multinationals—has experieneed the
mest rapid growth during the {ransferma:
fien BEHSQ:_ Rilg the shate of foreign fund-
ing was 18 in 1596, it new exceeds :

In terms of the spatial breakdowmn of the
Ré&D expenditure within the country we can
see a similar geographical distribution trend
as is observed in the case of employees. The
predominamce of Budapest in funding is even
higher (65%), indicating a strong concentra-
tion of innovation resources in the capital
city. The significant share of expenditure is
to a large extent reinforced by the Budapest
Science Park investment aiming to encourage
strong relationship between enterptises and

the research universities. As a consequence
of innovation development concentratiimg into
Budapest and the central region the propor-
tion of Central Hungary in the expenditure
accounted for 70% (Table 3). After a large
gap, it is succeeded by the South and North
Great Plains, with their higher absorption
capacity due to local universities. Only the
Central Transdanwbiam region could ap-
proach the easterm regions, owing largely to
a strengthening of activity in business found-
ing. Natunallly the absorption capacity of the
structuiallly-backwaid North Hungaty results
In the smallest share In expendituie. Para-
doxicallly, West Transdamubia, in the van-
guard in high-tech manufacturing theough Its
attracting of FDI, was one place before last in
terms of GERD. Enotimous regional dispari-
ties ifn innovation finanee highlighted almest
9-fold differences between the central region
and the mest advantageous provincial region
(the Seuth Great Plains) and alse an almest
4-fold difference between the most- and the
least-developed provincial regiens (Nefth
Hungaky) (Table 3). Taking inte aceount the
distribution of R&D expenditute at eoufty
level, we ean see eounties in leading pesitions
with Righer edueation eenire (Csengrad,
Hajdu-Bikar, Veszprem, Baranya), aRd with
sironger agglomerations of Business R&D
RS _gﬁ%%, Feier, Gyer-Moson-Sepren):
The ditferences In expenditure breakdewn
abserved at eeunty level are mere strik:
ing Between the cBuRties performing Best
(Esengrad) and werst (Negrad) (133-fsld),
than Between Budapest and Es6RAgrad e8URtYy
(11-fod): This highlights the fact that the
Inierregional differences are mueh greater
than the gap Between Budapest and the rest
of the county, making clear the ensrmous
InErease in pravingiah fevel disparities within
the CoHRtrY:

The figure on R&D expenditure as a
percentage of regional GDP is one of the
most reliable elements of appraisal. Only
the central region (including Budapest) is
above the national average (1.8). This fig-
ure for Budapest exceeds 2%. This strong
agglomeration of R&D activities into the
capital city can be explained partly by the
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spatially-concentratedl character of innova-
tion in scale economies and partlly by the
longstanding tradition of scientific life in
Budapest. Following the central region, the
next largest figures can be found in the plains
regions, which incorporate the largest tradi-
tional university centres (figures of 0.74 and
0.9). The rest of the country carries out very

regions. In these latter regioms, R&D po-
tential is distributed more evenly among
research bases, including a higher number of
business units among those. This difference
lays in the origins of funding. While public
spending dominates in the eastern regions,
in the more-developed western regions
BERD is matkedily higher.

Table 4. Gross Domestiic Expenditure on R&D/GDP dynamics in the Hungarian regions (1997-2002), %

GERD/GDP
% increase
Regions 1997 1998 1999 2000 2002 1997-2002
Central Hungary 121 115 109 1.29 175 44.6
Of which Budapest 140 134 128 15 2.04 46
Central Transdanubuia 0.44 0.33 0.29 0.36 0.72 64
West Transdanubia 0.26 0.27 0.25 0.20 0.34 Kl
South Transdanubia 0.29 0.27 0.29 0.41 0.56 93
North Hungary 0.19 0.28 0.18 0.23 0.29 52
North Great Plains 0.60 0.71 0.59 0.64 0.74 23
South Great Plains 0.56 0.56 0.63 0.65 0.90 61
National average 0.74 0.70 0.68 0.82 101 36.4

Souwrcz: Author’s calculations based on the data from the Hungarian Centrall Statistical Office.

little R&D activity (Table 3). The dynamics
of the growth measured in the last 5 years
were highest in the relatively-underdevel-
oped South Transdamuibia, as a direct conse-
quence of the growth in public expenditure
allocated to the universities. The growth
rate was also high in Centrall Transdanubia,
mainly due to business performance (Table
4). Taking the coumty and the settlement
level into account, the striking differences
in R&D expenditure/GDP are more vis-
ible (Figure 1). The highest figure for R&D
expenditure, measured at county level, can
be found in those eounties in whieh regienal
university eentres are loeated. Among these
the figure for Counity Csongrad, in whieh
the University of Szeged is situated, is eof-
parable te that of Budapest. Neveriheless,
territorial differenees in the eastern regions,
due te the greatet R&D esneentrations, are
matkedlly larger than in the Transdanubian

Territorial innovatiom activity can be
measured by other indicators, namely the
number of R&D units per 1000 companies,
the number of R&D employees per 10,000
persons, the numbet of scientists with doc-
toral qualifications per 10,000 persons, the
number of patents per 10,000 persoms, the
number of R&D employees and R&D ex-
penditure pet 1000 petsoms, and National
Technical-Dewelopment Fund expenditure
pet capita. Reseatch using these indicators
distinguishes between different types of
area as regards innovation activity (Dory et
al. 1998). Budapest as the core of innovation
was followed by the innovatiom poles and
knowledge centfes growing near the pro-
vineial universities. Areas with significant
innovation aetivities, which can bBe feund
in the nortfrwesteih and eentral paris of
the country are charaeterized By a balanee
between the business-efiented and the uhi-



42 Zottdn Gdl

Statistical & Planning-Réegions of Hungary

| Central Hungary

Il West Tramsdanubia
il Central Tramsdanubia
IV South Tramsdanubia
V  South Great Plain

VI North Great Plains
Vil North Hungary

VAS Counties

R&D expenditure,
as percentage of GDP, 2002

Figure 1. R&D expenditure in the Hungariam counties compared to the counties’ GID¥, 2002.
Sowrce: Author’s calculations based on the data from the Hungariam Centrall Statisticall Office,

versity-related R&D activities. There are
also large areas without innovation activity
(Figure 2). Innovation is almost exclusively
an urban phenomenon and one of the ma-
jor factors determining urban competitive-
ness (Lengyel and Rechnitzer 2000). R&D
expenditure is characterized by large-scale
spatial concentration in larger cities, but is
almost insignificant in small and medium-
sized towns. Researchers have studied the
ifinovation potential of the Hungariam urban
fietwork (Rechmitzes et al. 2004). They ar-
gue that, while during the tramsition period
the transformation of the urban network was
to a large extent deterrnined by the tradi-
tional econowmic funetions and institutional
baekground, newadays business serviees and
knowledge mediators play an important role
in the new ecomomiy. The strongest correla-
tion with innovatiom petential was found for

higher education, R&D and human back-
ground. The urban network was divided into
five groups by innovation capacity. The three
cities as primaty knowledge centres (Szeged,
Debrecen, Pecs) were exclusively identical
with the traditionall university centees, in
which all the determinimg factors show a fa-
vourable condition. At the same time, 70%
of the urban netwoik is chafactetised by a
complete lack of R&D and tertiaty eduea-
tion.

Besides the statisticallly well-established
input indicators less reliable data is available
in the field of R&D outputs (e.g. SMEs inno-
vating in-house, SMES’ innovation expendi-
ture, sales of new-to-market products, new
capital raised/GDP). The output indicators
demonstrate the contributiom of research
achievement to the competitiveness of the
econaity. The number of patent applications
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Figure 2. Spatial distribution of innovation activities in the Hungarian countiies, 1996.
I—core area of innovation and scientific research, 2—poles of innovation activities,
3—knowledge centers, 4—areas with significant business innovation,
5—areas with modest innovation performance, 6—areas with a lack of innovation.

Source: IDany et al. ((E8H).

per 100 full-time researchers was 3.1 and in
terms of the application per 1000 imhabitants
Hungary was situated in the last section of
the list of OECD countries in 2002. If we
take applications by institutional branches
into consideration, university-based R&D
units are found to be less efficient In the
utilization of basic reseaich findings, since
1756 R&D units in higher education and
public research institutes produeced oally 93
patent applications, In comparison with 225
produeed by 670 business R&D institutes.
These outputs de net justify the reeent trend
in Humgany, differing from the developed
eountries in that the propertion of basie and
applied research grew faster in the expenses
of business-related teehnology develop-
fAents Bver reeent years. On the ether hand,
the universities have a sirenger pesitien in
terms of the number of publications, as they
are respomsible for almest thres-quarters

of all scientific publications. However, if we
take the number of publications of R&D
units into account by settlement type, spa-
tial inequaliities are cleadly visible. The share
of Budapest based on artiicles published in
scientific jourmalls abroad has reached 56%,
while the figure of 37.5% of the total is noted
in the provincial university towns.

Higher education, which placed among
the R&D performing sectors, is very much
in the national interest as it plays a sig-
nificant role in innovation processes. Due
to their integeation into the national and
internationall knowledge pools and scien-
tific netwotks universities are a potential
knowledge source for companiies located in
their geograjphiicall viecinity. The econormie
attractiveness of the regions and spread of
knewledge depend largely on a spatiallly- bal=
aneced netwoik of university-based reseateh
facilities, with speeial regafd to their relation
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to companies (Gal 2002). The Act on higher
education defined the tasks underpinning
a dual transformation of the uwniversities
o0 that research might be returned to them
and traditional universities transformed
into research ones. The spatial structure
of innovation is very much determiimed by
the transformation of the universities. The
rapidly-growing numbet of university-based
R&D units (to reach an owerhelming two-
thirds propottion of the total by 2002),
was paktlly the consequence of the collapse
of other state-owned reseatch institutions
(Inzelt 2002). However, most of the univee-
sity-based reseaich units are too small to be
effective in terms of beth share of research-
efs and overall R&D expenditute. Despite
the cooperation betweeh universities and
the private seetor, and patticipatiom in mul-
tilateral seientifie programmes, the R&D
Budgets of univetsities ate largely dspendent
B8R gevernmentall subsidies. Although the
seurees of higher education Rave inereased
Fapidly iR the past few years, its shate ef
total R&D expendituie did Ret gf@w 88
§i§ﬂiﬂé§ﬂﬂy (it inereased frem 20.3% te
27% between 1961 and 2002). Neverthe-
less, R&D seurees of the URIVErsities have
staried to aeeelerate sinee 2002 sueh fhat,
for example, the budget of the Highet Edu-
cation Reseaich Fund increased €. threeteld
Between 3662 and 2604 (from 3.7 18 9.3 mil-
1i8a EUR):

Higher education has a potential influ-
ence on regional development, not only
because of its place in the R&D sector, but
also because of its dominant position in the
training of the experts respomsible for pro-
ducing techmollogicallly-developed products
and competitive services. From this point of
view, the rapid development of higher edu-
¢cation, especiallly outside Budapest, plays a
balancing role. The number of students has
been growing rapidly since 1990, especially
in the newly-established provincial tertiary
education centtes. The Aumber of full-time
students in 2002 (194 000) was higher by
2809 than the figure for 1990. Nevertheless
the higher-education prefiles with repard
to the distribution of diseiplines reeord

differences among the Humgariam universi-
ties. In general, there is a relatively smaller
portion of science and techmollogy graduates
in universities, accountimg for only 13% of
all graduates in 2002 (in compatisom with
the figure for the Czech Repuibliic of almost
30%). Moreovet, 80% of technology stu-
dents (whose share of all students in tertiary
education Is 15%) are concentrated in Buda-
pest. Consegjuritily, even the large provineial
university eentres (Pecs, Szeged, Debrecen)
have a relatively weaket representation In
the techmical sciences, whereas smaller uni-
versities in Northiwest Hungary have higher
fepresemiaition of this (especiiallly In the fields
necessafy as background to technology
ehange (e.g. micro-electionis, informaties,
auterhation). Universities therefore need to
improve their potemtial to effestively assist
with the eRange in technelegy):

In line with the spatial breakdowm to
the number of studemis, the concentration
in Budapest is of 37.3%, less than with the
other R&D indicatots. Among the regions,
Centrall Hungaty is followed by the South
and Notrth Great Plains (123-11.5%)
and—with a certain gap—Iby South Trans-
danubia. The rest of the regions have a
lesser higher-educatiion potential (Table 3).
The reeent regional struetuie to highet edu-
cation eonsidering the weight of the regienal
University eenttes Is still below optimal. 1a
spite of seme progress having beea achieved
in the field of equall educational OpportuRi-
ties throughout the eountry (as is cleaty if-
dicated by the rapid inefease in the number
of students in the provineial wniversities),
the shate taken By the feur largest previfeial
uRiversity eentres after Budapest, IR terms
of AumbRL of students, still represents eply
a guarter of the tetal. This figure is equal {8
halk F & third in Eurepeam eountries that are
similar iR pepulation size (Hervath 2003).
The strueture regarding Righer edueation
iR regions other than Budapest is mere
traditionah, and the lack of reputed fechni-
eal faeulties in Seuth Transdamupia and {he
Breat Hungariam Blains can be eonsidered a
Barrier t0 regional development. The share
higher education takes in R&P expenditire
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is similar to the Europeam average, but a
major problem derives from the low level of
business R&D, as well as the weak universi-
ty-industry links. (The preponderance of the
central region was even more striking in the
area of business-related research, absorbing
80% of expenditure and 75% of employees,
according to the latest statistical sutvey car-
ried out for this segment in 1994).

With regard to the geographicall distribu-
tion of the R&D expenditure, the share of
Budapest has been decreasing only slightly
since the early 1990s, stagnating around
2/3 of the total. Thus, the absorption ca-
pacity of the provincial university centres
has increased modestlly from 17.4 to 21.3%
between 1990 and 2002, The reseakch bases
of Szeged, Pecs, Debiecen and Miskole offer
favourable circumstances for the creation of
Innovation centres satisfying reglonal needs.
Universities and R&D institutes are, due to
their integration into the national and inter-
national knowledge poels and scientifie net-
weorks, potential khowledge sourees for eoi-
panies located in their vielnity. Hewever,
they are generallly less integraied inte their
tespective regions, sifee they have mainly
natienal and interhational eeeperalive part-
Rers, and it i§ alse argued that seienee-led
initiatives premeting netwerk-Building are
Farely sueeessful: Reeent surveys shew the
impaet of universities en firms’ iAnevatieh
aetivity, whieh is mere limited than generally
agsumed By many of the f@%l@ﬂéi €OREEPLS
(Kesehatzky and Steraberg 2000). OBvieus!
small firms €80perate ie a lesser extent wit
HRiversities, but If they de $8, they maialy
interaet with URiversities and researeh in-
stifutes loeated geographically closer. On
the ther Rand, uRiversities aet aecarding {8
their own Fules, which are diffieult {8 adjust
18 the geals of Business acisrs. Universities
and fHrms follow their swn different ogie
10 EXpress thelr cultural and strdetural 8B:
stacles, 8ffeR making iRferaction dtHcult:
@8:8%%%%8% Betweeh the [WB SEEIBR i {A:
teFmitient, and any §H8H_888€EF%E&8B H_§Hﬁll¥
SEFVES 18 H_HFFSV% the HAancial §HH?HBB 8
the HRIvERIHEs _FQIHSE than fhe geve 8ngSHI
gt the RAGVAtISR ERalR: bRiversttiey stll

have a stronger focus on teaching and basic
research than on applied research for busi-
ness purpases, something which is a general
barrier to knowledge transfer.

The Humgariam Academmy of Sciences’
performance is more decisive in the field
of basic reseatch. Its share in Hungatiam re-
search capacity in terms of the total number
of R&D units is less thaan 10%, and within
the R&D institutes slightly more than 25%.
The Academy’s share in the numbet of total
R&D petrsonmed is almost 16% (within the
R&D institutes neatlly 50%), and its propot-
tion In R&D expendliures Is equal to 17%.
Nevertheliess, the tetritorial breakdown of
Its research Instltutes shows a mueh greater
concentration than noted for the universi-
ties, since 81% of its institutes (31 eut of
38) are located in Budapest, strengthening
spatial imbalances in research and develop-
fent capacities. Therefore it can be argued
that, despite the revitalization of its Righly-
eoneentrated institutional Retwerk, the
Acadenmy plays a less impertamt rele in the
develspmeni of regisnal #nevatien.

A NEW TOOL FOR SPATIAL BALANCE:
THE INNOVATION-ORIENTED REGIONAL POLICY

The terms of ‘regional innovation’ and ‘in-
novation-oriemted regional policy’ are often
used synomymeusily, although regional inno-
vation policy represents the spatial dimen-
sion of the application-oriented research
and technollogy policy. The main objective
of the regional innovation policy is the pro-
motion of innovation-generated demands,
something that is greatly influenced by the
different capacities and performance of
various regional economies (Koschatzky
2003). However, each region cannot be as-
sumed to have the same chanees of starting
conditions in innovation competition. There
Is a harmonRation conflict between spatial
balanee-ofinied regional policy and overall
efficiency of the regionally-efiented inneva-
tion poliy. It has to be guestioned whether a
preference is to be given t6 the development
of competifive regions, with the pessible
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consequence of an increase in regional
disparities, or else to broad promotion of in-
novation in a multiplicity of regions and con-
sequent reduction of national technological
competitiveness. This conflict makes it ob-
vious that regional innovation policy has to
adjust to the broader field of structural and
balance policy.

To overcome the conflicts existing be-
tween balance-oriented regional policy and
growth-oriented innovation policy, the EU
has launched new initiatives supporting
R&D and innovation at regional level. These
incorporate the new priorities in the promo-
tion of innovation into the existing cohesion
policy, the aim being to strengthem the inno-
vation potentials of regions (pattiicullanly in
the peripheral areas), and to reduce regional
disparities. Despite policy progress, 85 times
more Is still spent on physical infrastructural
projects in the EU, than on Innovation. This
is a more striking feature in the CEECs,
where the infrastructural investments will
temain of utmost importance for years,
something that might have disedvantageous
consequences. Expendituie on education as
a share of GDP is mere than 30% lower in
the new member states than iR the EU-1§,
ahd expenditure e R&D mere than 5-6
times Righer in the EUr1S than in the Viseg:
fad Ceuntries (Lackenbauer 2004).

There are differences in individual
concepts featured in the literature, when
it comes to the explanation of innovation
and regional development. The new growth
theoty and spillover studies emphasize that
a ‘critical mass’ of agglomeration in metro-
politan areas is requited to concentrate re-
sources (proper funding, efficient research
units and synergies) among institutions in
R&D fields. According to the literature,
large clties with 3 million inhabitants are
able to provide infrastructure, highly-
skilled labour, and technoliogy and business
serviees for efficient R&D (Varga 2002).
Other interpretations (such as the network
and milieu-oriented theory), emphasize the
impertance of development of decentralized
regional innovation networks and clusters
(Todtling 1999). However, it is diffieult to

decide the seemimglly rhetorical question
of whether a highly- or lesscomosmtrated
distribution of R&D potentials or to put it
another way, the centralized or decentral-
ized systems are more efficient. It is rather
more important how econormies can succeed
in flexibly adjusting their spatial breakdown
of innovation activities to the challenges of
global techmoliogical competition. In the
case of Humgany, it is obvious that the Bu-
dapest agglomeration can provide a certain
critical mass of economies of scale In the
conecentration of R& D activities, and Its pre-
dominant role can not be questioned (Table
2). Nevertieless, if preference is given to the
developiment of competiiiive regions and di-
minishing dispatities, ahd when the natienal
innevation centre is uhable to support the
fieeds as regards techmoliogicall change in the
regions and to establish a localized technel-
egy paradiigem, a shift towards the preferenee
fer regionallly-eriented regional pelicy meas:
ures is needed (Kesehatzky 2003).

We argue that the present regional
structure of R&D in Hungary does not fully
meet the criteria for regional competitive-
ness, so significant decentrallization and an
increase in the diffusion of innovation are
needed, patticulianlly towards the Jargest
provincial centres. The traditionall predomi-
nance of Budapest in the economy has not
diminished. Indeed, it has grown considet-
ably since the change In regime. During
the tramsition, Hungariah growth has been
agglomeration-diivenh. The cOURtFyS very
high agglomeratiomelasiitiity of growth Is
embodied by the absolutelly dominanit role of
the capital eity as the centre of innovation.
Budapest s eharacteriized by peed infra-
strueturall links, massive inflows of FDI and
by a great number of joint ventures whieh
aet as connections to international netwerks
(Bachtler et al. 1999). Budapest has basi-
gally attracted serviee aetivities, ineluding
innevation serviees. Duking the transitien,
the eapital eity was nist enly able te retain its
advantage ever the rest of the eauntny, but iR
faet further inereased it: Budapest beeame a
Bridgehead of Hungariah innevatien, whieh
pverwhelming deminance in the iARevatien
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field is shown clearly by the main innovation
indicators (Figure 3). There are several ar-
guments concerning the predominamt posi-
tion Budapest holds within S&T. The key
role of Budapest as the centre of innovation
in economic transformation was rooted in
the traditionallly-centraliizedl (path-depend-
ent) structure of Humgarian science. It is
based on its dispropottionate size of ag-
glomeration and reinforced by the lack of
the autonomous and regionally embedded
innovation centres outside Budapest. The
geographiical structure is a barfier, as in-
novation actlvities are highly concentrated:
large gaps occur between Budapest and the
countryside, between the Budapest-Vienna
axis and the regions lagging behind, and also
between the largest knowledge centies and
the remaining settlements.

Conditions for change in the technology
sphere are still more unfavourable in the
regions outside Budapest. The changes ex-
perienced during the tramsition threatened
the appearance of a new kind of depend-
ence of the regions on the capital city: the
‘filter’ model still exists. Budapest and the
central region, using advantages of their Jo-
cation, filter out the most valuable econom-
ic activities (reseaich and development,
financial services, higher education, the
building of internatiomall market relations
etc.) and diverts the traditionall, less prof-
itable branches of production towards the
peripheries. Accokding to the decentralisa-
tion-oriented regional poliy, as discussed
by Hoekvath (2003), the Huhgatian regions
will enly be able to modernize their strue-
tures, increase Aumbers in employment and
imptove the situation as regards income by
sirengtheniing their economic ifndepend-
ence. Others argue, that earried te an
extreme, a spatial equity-eriented regienal
innevatien peliey in Huhgary might be
tantamounit t6 a reRBuncement of a higher
overall growth rate, and Renee an impedi-
fment 6 the proeess of eatehing up (Laek
enbauer 2004). 1t is all the mere true, sinee
we ean find a strong eorrelation between
the struetural ehanges that Rave securred
aRd a single metrepotitan egnAcentration of

R&D. The renewal of the Hungarian spa-
tial structure during the tramsition period
was not bound up with the characteniistics of
R&D and higher education. These factors,
outside Budapest, did not determime the
selection of entrepreneutiizll locations for
foreign direct investment and did not play a
very importamt role in the structutal change
until recemily. Nevertheless, strict separa-
tion and conflict betweem the growth- and
balance-oriemied policies quite often de-
fuses ltself, since each region should pursue
a growth-oriented strategy which also takes
endogenous potentials and structufal tar-
gets into account. Despite some negative
experiences, a skilful combination of these
polieies ‘reduces the cost of innovation of
inereases the diffusion of innovation, re-
duees regional income inequaliity, agglom-
eration and increases the natiomal growth
fate’ (Lackenbauer 2004). If this develop-
et takget is t6 Be achieved, it is net oaly a
eertain decentralization that is Reeded, But
alse a stronger distribution of innevatien
potential within the esuntry.

The dominamce of the capital city must
be reduced in the medium term. It is cer-
tainly true, on the one hand, that the quali-
tative tramsformation of the R&D sector
in Budapest could strengthem the interna-
tional position thereof. On the other hand,
however, the interests of Hungary require
that new developments be irmplemented
primarilly in the regional centres of inno-
vation, i.e. the university clties of Szeged,
Debrecen, Pecs, Miskolc and Veszprém.
These flve cities accoumnt for approximately
another 20-23 % of all R&D employees
and almost a quarter of the expenditure
(Horvath 2003). Reseaich bases that have
to be established offer favourable ¢ircum-
stances for the creation of regional krewl-
edge centres responsible for the harmeniza-
tion of R&D activity and the development
rieeds of lecal industry.

As regards the regional distribution of
innovatiom activities, a spatial contradiction
exists. The Nortih-west Hungary is charac-
terized by a high level of industrial produc-
tion, GDP per capita and business-oriented
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Figure 3. Share taken by Budapest in selected research and development indicators, 2000.
Seuee: Edited by the author.

innovation, but at the same time university-
based R&D activities are rather weak. Its
basic R&D indicators are not only below
the national average, but they are shallow
even in compatison with the less-developed
eastern regions (Dory 2000). Paradoxicallly,
West Transdamutbiam region, while in the
vanguatd of econommic development through
the attraction of FDI, has weaker than ex-
pected R&D performance (especiallly in
terms of input indicatoes) and iinstitutional
framework for reseatch (lack of traditional
universities). Although it is true that the
strong FDI presence has not been accom-
panied by statistieally-sighificant R&D ae-
tivities in Nort-west Hungary, the industrial
and innovative traditions, the concentration
of multinationals inte the high-teehnology
sectors (especiallly the automotive industry)
and the formation of one of the first high-
teeh elusters in Hungary (Pannen Autome-
tive Cluster) have inereased the innevation
petential of the regien. Leeal initiatives with
gevernmentall suppert have expanded the re-
gien's higher educationall capacity iR reeent
years, with a view te its eateRing up in the

field of research and prospering cooperation
with industry (Grosz 2003).

The developmemt of indigenous innova-
tion capacities has to be enhanced, by in-
volving enterprises, R&D institutions and
regional authorities in an effort to develop
regional innovation networks that contribute
to the competitiveness of the Hungariam re-
gions (Gunther 2002). Most Europeam sur-
veys have concluded that promotiom of inno-
vation by both the private and public sectors,
in the less-developed regions (patticulkaily in
the accession countries) has beem imadequate
to meet their econormic demand and poot in
terms of the adaptation to specific regional
needs and conditions, something which con-
tributes to the widening developmentall gaps
between reglons. The practical way to han-
dle this problem in the less-developed re-
glons is to develop regionall innovation strat-
egies which aim at promoting public-private
partheiships and initiate coopetative link-
ages. In the developed regions where there
is FDI, the laek of higher edueation makes
techmollogy transter diffieult, even if foreigh
companmies were given aeeess 6 innovatien
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(Lackenbauer 2004). In regions lagging be-
hind, the lack of FDI-promoted development
requires that an endogenous approach to re-
gional innovation policy be taken, in which
endogenous capacities have to be enhanced
so that technological disparities between
multinationals and indigenous SMEs might
be reduced.

CONCLUSION

Innovation is crucial to the integratiom and
modermization process in Humgamny. One of
the biggest systemic failures of the transfor-
mation economies of East Central Europe
was the mismatch between the different
components of the innovation system, result-
ing in a rapid decline in government support
and industrial research during the transition
period. The failure of the cemtrally-planned
model of innovation had been dissolved and
the econommic environment during the tran-
sition did not favour the structural re-organ-
ization of the system. The modernization of
the NIS has created a good framework for
the development of coopetation between the
different spheres of innovation, but still fails
to handle the problems of regional inequali-
ties. While during the transition, spatial
development was latgelly determined by FDI
in manufacturing, in the post-transition pe-
riod this main factor was augmented by new
directions in innovatiom as an immportant
factor differentiating economic space. The
future success of Humgaty depends greatly
on regionally-based, Kknowlkedige-oriented
economiies, perhaps the most promising way
to achieve modermnization and catch up. The
preconditions for the creation of this are to
a large extent jeopatdized by the shallower
innovation potential of the Hungariam re-
gions outside Budapest, resulting in large
geographical differences. Development of
regional innovation poliicy will be of decisive
importamee ifi the modetimization of the spa-
tial structute of Humgaiy, the improvement
of regional competitiivemess and the foster-
ing of re-industrialization. The construction
of a regional institutionall system capable

of developing the techmological level of
the regions is a prerequisite for imtegration
into the globallly- and regionally-erganized
knowledge economy.
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Abstract: A serious poverty problem arises from the fall in salaried employment combined with low
wages and an inadequate social security system. But the situation is patticulatly difficult in rural ar-
eas because the commuting workforce was laid-off disproportionzirdly and while land restitution has
provided smallholdings for most rural dwellers, coping strategies that focus quite nati@wlly on sub-
sistence farming are unable to generate capital to launch new businesses. Since foreign investment
goes almost entirely the larger towns, rural developmenit is heavilly dependent on programmes to
improve infrastructure and encourage diversification. Although there are sharp regional contrasts,
considerable progress has been made in identifying the problem areas.
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INTRODUCTION

According to the United Nations Develop-
ment Programme (UNDP 2005), Romania
is one of the poorer countries of Eutope oc-
cupying the 64th position in human develop-
ment in 2004 which means that it is one of
87 states with ‘medium human development’
and falls just below the 57 states with high
human development which Includes most
European countries. However Romamia’s hu-
man development index of 0.79 in 2003 s an
improvement over the 0.77 level maintalned
during the 1990s. At the same time there
are substantiall jnequaliities which mean that
poverty is a very serlous problern in Romania,
as it is In the other tramsition states (espeeially
those in South Easterh Europe and the Cen-
federatlon of Independent States) (Milanevie
1996). A poverty level indieted by 20-30% of

the population subsisting on less than $4.0
daily places Romamia on the same level as
Bulgaria, Latvia and Ukmaine, though much
better than the Russian Federation (53%)
and Moldova (82%) while no data is available
for the five West Balkan states. The problem
lies essentiallly in a difficult tramsition from
central planming—given Romamias vulnher-
ability to the shock of openimg up to a global
market economy—wihich complicates the
building of a fully inclusive society (Kligman
1990). Salaried employment declined each
yeat from 8.00 million in 1989 to 4.62 millien
in 2000—a loss of a guarter of the totall jobs
even allowing for the Increase Ia the number
of entrepteneurs and self-employed people
with a slight recovery to 4.65 in 2003. Mean-
while the unemployment rate inereased pro-
gressively from 6.0% in 1997 to 7.1% in 2000
and 8.4% In 2002 before falling baek slightly
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to 7.0% in 2003. Adult equivalent consump-
tion fell by a fifth during 19555-2000—though
the poorer income distribution quattiles were
hit relatiivelly less and inequaliity therefore de-
creased (Te§liuc, C. et al. 2003)—im addition
to the economiiic cost through the rising share
of GNP needed to suppott the unemployed
and provide retraining in line with changes
in industrial structure and techmollegy. But
unemploymenit figures understate the prob-
lem since they do not include people who have
not registered and those who leave the register
after receiving social assistanee (usuallly for a
maxlmum of 12 months). Fuitheimwie, the
faet that millions of country people are tied
to small restitution holdings means that a very
large population is norminllly employed but
festricted to a very low ificome that ean easily
fall below the peverty life. The paper reviews
the poverty problem with particular reference
te the rurall component arising from the resur
genee of small-seale subsistenee farming. It
gees en ie review remedial aetions in the fofm
of saeial assistanee, agrieultural restrusturing
and rural and regional develepment pelicies
for job ereation: indeed all the prineipal ‘axes’
of the 2000-200% develspment ?laﬂ &umula-
fively address the peverty preblem threugh
feeus on polieies for soeial seeurify, E66ROMIE
restruetuiifng, regional development and rural
areas (ANDR 2000a; 2600B). The paper 4lss
fefers to the overlapping aetivities of varigus
ageneies, ineluding Rational and leeal goverh-
ment, the European bmish (EV), UNPR
Warld Bank and NGO such as the Eentre f6r
Economic Bevelopment But d8es nst seek {8
3336ss the eohesion Between tem:

RESEARCHING POVERTY

Poverty was not adequaittlly recognized under
commumism although the wide availability of
salaried employment and the support pro-
vided through cooperative farming system
contained the problem, along with President
Ceaugescu’s superficial advice on ‘rational
eating’ and the wearing of additional cloth-
ing to cope with inadequate winter heating.
It should be stressed at the outset that pov-
erty was not conceived merelly as a problem
with futrition, although it affects 35% of the

poor—pantizuibrtly in urban areas: indeed it
also affects 14% of the non-poor, although
of course these people have the choice as to
whether or not they fall below the minimum
caloric intake! Rather, poverty was revealed
through household durables and facilities,
with much higher levels of availability among
the non-poor. For example, over 70% of the
poor lack access a bathroom: a situation com-
mon enough in rufal areas, but not in the
towns where—as with flush toilets and hot
water—deprivation usuallly arises through
inability to pay and consequerit disconnection
from compumall schemes. On this basis, the
start of the tramsition saw reseaich on social
Issues based at the Rommamiah Academy’s
newly-established Quallity of Life Institute
iy /mmmiicev.ro> where poverty guickly
emerged as a major concerh (Puwak 1992).
Reseaich was alse undertalken direetilly by
the governmenit after 1996, through a unit
opefating in the prife ministers office,
whieh sifiee the eleetion in 2000 has grewn
inte a Commiksion for Poverty Alleviatien
& Prometion of Seeial Inelusien (CPAPSI)
< /Moo epapsi.ro>. Theie has alse been
mementu from external stifuli, Aokl the
Covneil of Europe that deeided i 2000 te en-
eBurage member states i formulate anti-pev-
erty and seeial inelusion strategies in 2001
Remania approved sueh a sirategy iR 2002;
invelving eaunty EBMMIRSIOAS that were set 4
to produee plans for the shert term 62@@2—4§
and the mediurh term (26004-8) with the Relp
of specialists in §8El6!8@g a3 indieated By the
EASPIS websiie; while Baseline 2ssessments
are alse needed 8 guide the programme of
internatienal agencies already referred 8.

In continuing consultation with the World
Bank, CPAPSI perfected the methodullogy for
identifying poverty which is now based on an
absolute thresihold: a food basket representing
the ‘minimum food products—2,550 calories
per day for adulits, costing 0.87 million lei in
December 2002—callculated on the basis of an
‘alimentaty baseline’ reflecting the nutritional
patterns of quintiles two and three of the pop-
ulation (who actuallly consummed 2,610 calories
per capita in 2002), with non-food items and
services added. Extreme poverty is calculated
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by adding the food component of the poverty
line to non-food consumption and services
typical for people who consume the basic ca-
loric intake, i.e. necessities that people would
still need to secure—even at the cost of reduc-
ing caloric intake below the poverty line: this
was established at a cost of 1.06 million lei in
December 2002 (whereas the standard poverty
line allows a broadex definition of non-food ne-
cessities to bring out a total cost of 1.54 million
lei in December 2002). The present method al-
lows for compatalbiility through time and space;
it also includes a system of adult equivalents to
take care of children and allows for economies
of scale In large farnilies. According to this
method the poverty headeount increased from
25.4% In 1995 to 35.9% in 2000 and then with
the returh of economie growth it fell back to
30.6% in 2001, 28.9% in 2002 and 25.1% in
2003. However the total headeaunt Masks ma-
jor differences between urban and rural areas
and the rural fate in 2002 was 42.4%, mere
thah doeuble the urban rate ef 17.6%.

WHO ARE THE POOR?

It is conventional to stress the problem of
the high unemploymemnt although this is
much too simple, despite its obvious validity
in urban areas (Mete 2003). Mamy people
with regular incomes suffer poverty. 14.6%
of the poort are employees in work (43.9% for
the non-poor) at the start of the milkennium.
There are some thiee million salaried work-
ers on low incomes—for skillked-uniskilled
differentials have iaieased—highlighting
the jmportance of education in escaping
from poveity. 12.3% of the poot are pef-
sioners (though they a comprise a higher
percentage of the nen-poeir: 18.29%). Many
of them obtain small incomes from agricul-
ture: Hence the over-658 (Sverwhelmingly
low-skilled) eomprised 8.2% of empleyed
population in 1996 but 10% in 2001. 10.4%
of the peer are students (11.8%) (ibid p.88).
Thete are alse thought te Be mere peer
wormen than men. This refleets the problem
of single methets aliReugh statistical eaver:
age is inadequate on this peint. Finally, the
highest fisk of peverty is ameng children
espeeialiy the 15-24 group: ‘this has partly

to do with the high depemdleny rate among
this group and partlly to do with the fact that
poor paremts have more children’ (Ibid p.
11). Famiily size is importamt because two
thirds of families with six or more members
are poot, including some families of skilled
workers and intellectualls (although poverty
is more deep-~seated in large families headed
by farmers and unemployed people). Con-
sideration of childtem should not overlook
an estimated 1,500 street childrem in 2003
(400 in Buchatest) and 43,000 childeem in
public/private placememt In 2002 (some of
whorm have to refnain Institutionallized after
reaching the age of 18 because they have
newhere to go and loeal authofrities have 1o
meney to support them). As regards the re-
gional patterh in 1995-7 the Notth East was
the wotst affected with 25.0% of the poverty
headeount whieh is 1.46 times the populatien
shate; fellowed by 1.16 in the Seuth, 1.14 in
the Seuth East, 1.12 in the Seuth West, 0.85
in the Centre, 0.79 in the Netth West, 0.77 if
the West and 0.40 in Buechatesk-Yifov:
Cruciallly however, mamy country people
are underemyployed on small restitution hold-
ings. 45% of unemyployed adults are poor but
so are 56% of self-employed adults in agri-
culture (Mete et al. 2003 p. ii). Put another
way 29.0% of the poor are self-employed in
agricultutre compated with 8.8% for the non-
poor (5.05% compared with 2.76 for the non-
agricultural self-employed and 10.7% com-
pared with 6.3 for housewiives). Agaim, poor
households supply more unskilled workers
occupied in agriculture and construction
while non-pooi households are relatively
more promiment in white-collar jobs in
state (eivil service) employment—reflecting
higher levels of education and skill (Chireca
and Tegliue 1999: 34). Employmment In agri-
eulture (with forestry and fishing) went up
from 34.4 to 41.4% during 1995-2001 while
shates fell for Both industiy (28.6 to 23.2%)
and serviees (37.0 to 35.4%)—a very disap-
poiRting trend when the nermal euteome of
struetural referm is a redeployment t6 A6A-
agrieulturall jobs (although there has been
pesitive ehange sifee 2000, for in 2003 the
pereentages were 35.7 for agrieulture, 25.2
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for industry and 39.1 for services). This has
produced a situation where the gap between
agriculture’s employment and GDP shares
widened dramatiically (GuremNWNica and
Roznovietchi 2002). In 1989, agriculture
accounted for 7.5% of salaries, 11.3% of
national income but 16.8% of investments
and 27.5% of the occupied workforce. But
in 2000 agticulture accounted for 7.5% of
investment, 12.0% of GDP, 16.3% of fixed
assets and 45.2% of employmeiit. Indeed the
foles of agriculture and industry-construec-
tion have been reversed almost exactly since
the latter accounted for 45.1% of employ-
feat in 1989 but 27.3% in 2000 (with tetal
employment falling abselutelly from 10.95
fillien iA 1989 te 8.63 millien iA 2000).
But while employment in agtieulture has
inereased relatively—and abselu®ly frem
3.01 te 3.52 million—proeduction actually
deelined, fof livestoek comprised 15.8 mil:
lien units in 1989 (reekening each head of
eattle, pigs, sheep/goats and powltry at 0.84,
6.3, 6.14 and 0.04 units respRGiRlY) But
aily 7.54 in 2600. This amounted 8 5.34
livesiele HRits per agrieultural werker iR
1989 and 2.4 in 2600. 10 view of the Righ
level 8f Hpderemp l%Y/%%'i‘x‘t IR agricukture
it IRieresting 8 ABIE that there IS AIMGst
exactly 4 56:39 split natignally Between éég
agricyliurah workers apd the whRemploye
and B those engaged In the sECORdary
angd {EE far 88{8E§18 Between the Broadly
HAErempRved (It very faw salaries) apd
the fﬂll 4eHve BBE& $3laried popuiRlion. 1A
EHE8 8 B SHAtSHES f8f 38 R8Mania
HBE He ESHIS WItR H%H Aest fevel
EE %’ﬁ 11 & IEH {HE% Foached
PH E9I0H3 E%%%% E33ter
“”% %C%E gvess are 8
C,

, ﬁ%“%%w fw

THE RURAL PROBLEM
The problem that is central to this paper is
a historic one arising from the large mumber

of peasamt farmers with a primary interest in
subsistence, along with predomimantly infor-
mal activities (Golibrzuch 2002; Stinculescu
2002; Stinculescu and Ilie 2001) which
means that much of the land canmot be used
for commencial agriculture. The communist
era engineered a decisive shift but could not
complete the job (Kideckel 1982). A rural
revolution was envisaged by CeauSescu’s
‘sistematizare’ programime for the 1990s but
there has now been a relapse through the de-
cline of salaried employment in other sectors.
Peasamt farming has always involved pluriac-
tivity, but whereas the typical country dweller
peeviously commuted dailly to salaried non-
agrieulturall erployment and worked a plot
a8 a Spare-time occupation, the restituted
heldihg fiow beeomes the maih job out of
necesyiity. This will continue to be the case
until further reorgamizaiiion of agriculture
on the basis of improved secial secutity fof
alder farmers and altermmiive employment for
yeHRger people Whe eurienly see farming as
the ‘emplewer of last resert. This i tueh will
reguire a mueh improved rural infrastructure
and greater Spending power, as diseussed if
the seeand halt of the paper:

Millions of coumtry people are tied to
small restitution holdings sustainimg very
low incomes that cam easily fall below the
poverty line (Cartwniight 2001; Kideckel
1993). In 2003 51.3% of the 3.56 million
people occupied in agriculture (all but 0.27
million in rutall areas) were self-employed
while 42.0% were contributing family work-
efs with 6.1% employees, 0.5% cooperative
workets and 0.1% employers (Dumiitiu et
al. 2004). Agriculture accounted for 37.8%
of the working popullation but omly 3.0%
of salaries. Spontaneows privatization after
1989 meamnt that legislatots in 1991 ‘had no
option but to issue a land law that sanctiened
the eaklier spontaneous repossession’ and
disselve eoppemdives R jur (Chifea and
Tedlive 1999: 37; Negiesew 1999). Henee ‘by
aegi%ﬂ” the restitution ereated a rural lass
of elderly landewners beeause mest of the
heirs whe inherited theit parents’ fermer
lahd were new urbah dwellers, for the fu-
fal pepuiation deelined frem 12.16 millisA
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(76.6%) in 1948 to 10.60 million (45.7%) in
1990 and 10.26 (47.3%) in 2002. ‘Young and
middle-aged rural households who depend
on land for their living and who will have to
make up the core of the future farmer popu-
lation lost out in the distribution of land in
the wake of de-collectivization® (Ibid: 38).
Moreover, a ban on land transactions after
the revolution effectively blocked access to
land for younger farmers for almost seven
years: so, ‘with a sticky land sales market
and insecure land leasing arramgements it
is very difficult to match the surplus land
they [the prineipal restitution beneficiaries]
own and the surplus labour of the younger
farmers’ (Ibid: 33) othet than through land
assoclations which are most common In low=
land areas specializing In arable farming.
Land leasing was made lawful in 1994 but
the provisions were considered insecure fof
the leaseholder: hence informal sharecrop-
plng was often preferable, albeit without
legal protection. Thus mest farmers became
locked inte a regime of agricultural work
with insufficient land and livestoek as well
8s inadequate equipment that made them
dependent oA the new-privatized maehifie
stations or ‘Agremees’. 1A 2000 there were
4.26 millien individual farms with an aver-
age area of 2.36 ha and a tetal landhelding
of 10.05 millien ha while seme 4,370 as-
sociatiens farmed 2.24 millien ha with aA
average of 512 ha each. This shews seme
deterioration from 1993 beeause while the
average individual helding was smaller (2.14
ha) there were fewer individual farms (3.42
millien, werking 7.33 millieR ha) beeause
maRy mere families were participating in
asseeiations: 18,030 sueh srganizations fhen
werked 3.67 millien ha—an average of 190
ha (Bumittu &t al. 2004). Paverty was hardl

alleviated By depressed markets foF agrieul:
tural eBmmodities sineg éBHBF {8 i@@?’g fixed
priees fof meat, milk ana wheat teek privaie
eempetiters out of the Basic commadity 2nd
storage markets. Sinee then the situation has
impraved But small producers are stil at a
disadvantage beeause In 2001 it was dacided
that enly commerciah farms wodld Benefit
frem goverAment aid foF AgHCHHE:

So mamy rural inhabitamts who formerly
commuted to salaried work now find them-
selves largely excluded from the salaried
labour matket and ‘pushed into less onerous
activities in farming, non-agriculturall self-
employment or unemployment’ (Te§liuc et
al. 2003: 137). Given the prominence of the
self-employed and unpaid family workers,
formal employment in rural areas accounts
for onlly 26% of working people, compared
with 90% in urban areas (Mete et al. 2003:
2). Curiinifly a thied of rural income comes
from informal earnings—from small-scale
agriculture (though much food may be given
away e.g. to children who may be students),
land leasing and agriculturall seasonal work
(enabling Itinerant teams of landless labour-
ers to go home with produce)—compared
with less tham 20% Iin utbam areas. Thus
Chirea and Tegliue (1999, p. 30) assert that
‘those whe work as sole entrepreneurs in the
Fukall area are eursed to be poor”: agriculture
is fiot a seuree of prosperity and it is not seen
as a source of economic growth. Underem-
pleyment on small farms alse affects many
people of pensionable age: indeed 90%
of the empleyed eldedly live in rural areas
where they make up 18% of all rural empley-
ment; while Manomneli et al. (2004) ealsulate
that the ever 555 aeeaunt for 30% of all rural
agrieultural werkees (0.60 millien frem a
study of 2.02 millien). As neted abeve for
2002, with 42,4% ef rural peeple peer but
enly 17,6% fer the Urban seetor, 68 of the
fAatien’s peer then lived in rural areas: a de-
teriorating sifuation beeause despite seme
abselute deeling if paverty levels sinee 2006,
the urban areas Rave gained from econemie

rewth, while the rural peer have been
argely exeluded. tndeed the 1aBour shakeaut
from state enierprise eORtiAURS ‘PeopIR afe
still moving tewards ecupational caiegsries
With increasin aBBV&fE —rradaliy agriel-
tuEe (Batti 2003: 73). 1A regional terms FHFal
peverty I3 El'dii% gvenly spread By Eé}fﬁeﬁﬂ%ﬂ
with the tetal HE%QEB_HB ) BHEI the Nerth East
Ras mere tham iis ‘fair share’ with & ratie of
137 times the total FUral popuiatien share,
follewed By the Seuth East (1.12) and the
eentre (1:.61): The other regions are Belaw
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parity but by small margins: South West
(0.95), West (0.92), South (0.90), North
West (0.89) and Bucharest-Iifov (0.88). The
unfavourable position of the North East
arises from the fact that rural employment
is overwhelmiimgly agricultural with 84.0%
in Botogani and 80.2% in Vaslui compared
with the national average of 69.0% (Sandu
2003). At the other extreme a group of coun-
ties (Arad, Covasna and Mute$ have only
31-32% in agriculture followed by Bragov
with 20.8%, Prahova with 12.4% and Ilfov
with onlly 8.7%. Although it might be sup-
posed that poverty would indicate extremely
high levels of intensification on small farms
to generate the surpluses that would genet-
ate higher incomes this option Is restricted
by the shortage of land and thetefore foddet,
given that farm efficiency and the market
stimulus is ot sufficient te justity the puf
chase of inputs.

ADDRESSING THE RURAL POVERTY
PROBLEM

Social policies are clearly needed to provide
welfare and some 10% of GDP was redis-
tributed through social protection during
1995-2002 with the highest levels in 1998
(10.5%) and 1999 (10.8%) (Te3liuc, C. et
al. 2001), although the burdem has been
progresssivelly decentrallized with the share
of local budget finance rising from 16% in
1995 to 31% in 2002. Unemployment ben-
efit— admiimistered by the National Agency
of Employment—was rationalized through
new legislation in 2002 on the basis of 75%
of the gross minimurm wage for 6-12 months
dependimg on length of service (l.e. the
social seeurity payments made). Graduate
allewanee for vocational integration—i.e.
for graduates without jobs and these com-
pleting militay serviee whe eanmet get
jobs—amounts to 50% of the minimum
wage payable for six fonths. Sewerance
payment (whieh provide signifieant eapital
feseurees in the ease of siate-owned ehiek
prises) has been reeonsidered under a 2003
agreement berween gevernment and the uh-

ions: it now stands at 20-24 average monthly
wages plus two at the time of dismissall, plus
micro-crediit programmes in mining areas.
Reference should also be made to the pro-
gramme of social aid conceived in 1995 and
administered by local authorities to provide
modest assistance in returm for community
work. It was complemented by a broader Na-
tionall Poverty Allleviation Strategy launched
in 1998 with the help of the UND®P under a
cooperation agreement of 1997-9 for pov-
efty alleviation and sustainable development
which addresses the problems of poor Infra-
structure In rurall areas (see below). And the
scherme was relaunched In 2002 thiough the
allocation of 0.4% of GDP to fight poverty
through minifmumh income guaramies. How-
ever because of the role of loeal authorities,
any of which are peoly resoureed, people
in fukal areas do net always get their faif
share. Referenee should alse be made o
heating allowanees for lew ineeme families
as well as pensions and family allewanees;
although the rates are lew.

DEVELOPMENT OF AGRICULTURE

The neglect of rural areas evident under com-
mumnism continued into the 1990s for although
land restitution greatlly increased the area of
land in private hands beyond the 15% level
in 1989, there was delay in the issue of legal
titles (one third of owners were still without
them in 1997) and the development of a land
market was frustrated. The state continued to
control most of the infrastructure (inputs and
marketimg) while intervention to boost the
food supply favoured only the state farms with
an average of 19.2% of budgetary expenditure
during 1992-6. Indeed Spiridion (2005) sug-
gests that the continued inefflciency of state-
managed agriculture made life difficult in
the towns and forced the pooter elements to
feturn to coumitiyside which saw a pesitive mi-
gration balanee towards the end of the decade
(Retariv and Mezei 1999). But this overlooks
the economic downturn that brought higher
unemployment and the rise In migratien
abroad (Grigerag 2001 ; Sandu 2000). Alid was
fedueed in 1997 but with a widet distributien
while priee eantrols were remeved and private
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sector involvement increased. Meamwhile the
state sector has been restructured through
land concessions to private businesses while
some farms have been liquidated and 110 re-
main to be disposed of. But cruciallly in 2001
it was decided that only commercial farms
would benefit from state support so that the
millions of semi-subsistence farms were ef-
fectively been cast adrift in the run-up to EU
accession (Davidova & Thompson 2003).
The government is now concerned essentially
with 169,300 viable farms : 47,800 for arable,
30,300 for livestock and 91,000 for mixed
farming (leaving some 200 for fish farming).
743 are over 1,000ha, of wWhich 142 are larger
than 5,000 ha (Dumniteu et al. 2004).

The state has taken a strong lead through
a National Plan for Agriculture & Rural De-
velopment (NPARD) which brings together
the ministries concerned with rural develop-
ment, while multidisciplinary research on
rural problems—triggered by the PHARE-
sponsored Rural Development Project
(Guveraull Romaniei §i Comisia Europeané
1997)—gave rise to a plan for an integrated
and dynariic rural econaity, based on the
development of agricultute and agricultural
services, along with the rationalization of
holdings on the basis of plutiactivity; im-
proved living conditions and infrastructure;
conservation of culture and patrimony
through approptiate modetniization of vil-
lages; demographiic reinvigoration with
skills training and stimulation of business;
and environmentall protection through re-
afforestation, water management and meore
sustainable agriculture (Government of
Romania & Ministy of Agtieultuie 1999).
Farming has been aided extermallly By the
Agrieultuie Seetor Adjustment Lean—ene
of a series of Warld Bank Programmaitic Ad-
justment Loans te Suppert aceelerated re-
ferm—and even mere substantiplly threugh
the targets fer the EU's 2002-8 Speeial
Accession Programme for Agrieulture &
Rural Develepment (SAPARD), based of
the werk of ah inter-ministerial commitiee
(Guveraul Remamiei 2000). Puring 2003
grants were made in suppert of e8-funded
prejects IR €ategery One which seeks iff-

proved processing and marketing: involving
new buildings; treatment and recycling; use
of by-products; and monitoring and control
systems. Funds are being allocated to milk
and dairy products (25%); meat, meat prod-
ucts and eggs (23%); vegetables, fruit and
potatoes (17%); cereals (13%); wine (9%);
fish (6%); sugar (4%) and oilseeds (3%).
So the bulk of the funding has gone to firms
based in the towns (see below). Meanwhile
there has been much funding under Cat-
egory Two which covers rural infrastructure
(examined below), with funding divided
between roads, water and sewerage: reflect-
ing the EU CAP emphasis on rural develop-
ment thiough ‘second pillar’ measuies. And
with the necessary admimistiative capacity
available, investment started in 2004 in Cat-
egory Thiee covering agricultukal heldings:
eguipment for the modernization of holdings
(tractors, harvesters, irtigation); rehabilita-
tion of orchatds and vineyards (replacing old
vifies and hybrids By neble varieties on exist-
ing surfaees witheut inereasing total area);
medernizing and extending buildings (with
water, electriicity and drainage); modernizing
greenhouses and installing few enes; acguir
iig pedigtee stoek and impteving buildings
e.g. Milking halls.

This will help agriculture as a whole
to secure stronger market-orientztion and
more value-added through food processing
which is burdened by obsolete technology
and surplus capacity. Increased productivity
on small farms also depends on reduced frag-
mentation, improved agricultural extension,
better matketing and associations, a better
environment for land tramsactions and the
enforcement of business contracts (Mete et
al. 2003 p.v) which can all make for a more
efficient business. Despite low labour costs
only parts of the agriculturall sectof ate com-
petitive—wheat and sunflowers, and possibly
aize and pork—in contrast to beef, chicken,
milk products and sugar beet suffering badly
from imports. There is obviously a case for
efficiency and high ylelds in lowland areas
where soffe foreighn investment atises frem
Europeam agribusiness backed by medern
tefrigerated transport. Gemagricola (part of
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the Italian Generali Group) has purchased
20,000 ha in the Timi$oara area and imtends
to buy several thousand hectares for vineyards
in Cara§-Severin. Spanish interests are active
in Banat in sunflowers and the oil extraction
business. Romamniams are also well organized,
as in the case of the highly mechamnized Cut-
tici farm association near Arad which covers
2,500 landownets and 5,000 ha.

RESTRUCTURING SMALL FARMS

But it now widely believed that imtervention
is necessary to encourage transfer to non-ag-
ricultural employment where their marginal
productiivity is zero or near-zero and therefore
help to address ‘the vicious circle of subsistence
farming’ (Chirca and Tegliuc 1999:42). A mod-
el based on 20-40ha family farms with capital-
intensive production technologies could mean
potential unemployment for 2.5 million people
over five to ten years. Following the clear lead
in 2001 in respect of commeircial farms, it has
been argued strongly that steps must be taken
to encourage restructuting among small farms
60 that older farmers retire and in order to
provide small family holdings fer younger
farmers (Rarmiiceann 2004). This appreach
has bBeen operationalized in detail by Maneleli
et al (2004) whe proppse—over a period of five
years—to take 2.0 ha frem each ot 0.60 illief
farmers ever 5§ years of age in erder to make
120,000 ha available for eenselidation ini6
10 ha heldings fer yeung farmers, with some
25,000 ha re-alleeated each year. The eest
wauld arise largely threugh enhanced pension
payfents {6 the eldery and weuld gradually
tise from €169.1 millien in the first year and
846.5 in the fifth: The swners weuld need 8
Be wen over By eareful persuasion BE%H?}H
mind that 1and is a ‘symbel of freedem and iA-
dependence’ while peer market prices fof 1and
(away from the rural-urban fringe) encourage
BWREES 18 hold o 18 their 1and even if they 48
Aet cultivate It: THE plan was warked 8t 8A 2
fegional Basis 16 give more atiention I8 €oM:
MURites in counties like Bacaw and Boissan}
Where there are thrge 18 foHr peopie smployved
i ngiEH_l{Hfs Ber i6ha Whereas at the ofher
&xHEME 1A counties ke Brasoy and Prahova
84Ch BErIoh WArkS 26-300a 81 Average:

Amguablly there may be an alternative
because pluriactiivity is now appreciated as ‘a
consciously constructed nexus that allows on
the one hand the continuation of farming and
on the other hand makes for the reproduc-
tion of other economiic activities that would
be impossible if they had to be grounded on
stable and full-time employment relations’
(Van Der Ploeg and De Rooij 2000: 46).
There is scope for eco-farming given demand
in the EU andl also potemitial for rural toutism
(given the counmtiys biodiversity resources
and a good range of locally-produced food);
while 2.5 million ha of degraded land—with
7 million ha susceptible to erosion—provide
opporttunities 1n afforestation. Indeed, It is
thougfit likely that in the EU mermber states
pluriaciiivity will become more important,
making heterogemity intrinsic to rurality.
It may therefore be a mistake to regaid the
agfieulturall sectors of ECE inevitably as
‘the fiew hinterlands of Westetn Eufepean
agribusiness’ (Ibid: 52) and ene appreaeh
to the peverty problemh may ifvelve rufal
diversifieation ineluding sustainabie oufism.
The Ministry of Agrieultuie provides help
Ehf%%h some 540 adviee eentres whieh sup-
ply informatien en harvesting prospects and
ﬁ_&%’i‘k%&'i?%; help plans fer farm mederniza-
tion and the extension of pluriklivity ifte 18-
eal industry and foad processing; and previde
limited eredit t6 meet the €83ts of plotghing,
seeds, chemicals and machineny. THeiR ar€
gesd ?E%F%E‘t% fer fruit growing on the Ba-
$Is BF Igeal assaeiations like the Bne staried
at CanieRt (Pambovid) IR 3001 it has 368
MEmbers 26r83S the PambRVa fruit-grawing
region (and Beysnd) and HAks with VajResH
research statioh and the natienal 45961atn
8F frutt %f%\?é%% a3 Wwell as I8eal agHeuirral
adviSBEs [Mihal 2661

RURAL POLICY: OVERCOMING COMMUNITY
POVERTY

Developmemt of agriculture must clearly be
complemented by widespread diversification
of employmenmt, which in turn requires that
the bartiers standing in the way of rural de-
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velopment must be addressed: lack of capital
(linked with high unemployment and poor
agricultural markets) as well as inadequate
information, plus a lack of transpatency in
local government and trust in public institu-
tions—including managets of agricultural
associations, for few existing/potential busi-
nesses think the official agricultural advisoty
service would be an appropriate organization
to support them. But there other fundamen-
tal issues concerning education and health,
transport and water supply that give rise to
problems of comemumity poverty which Is a
quite different concept from consumption
poverty and can be approached In a variety of
ways as indicated by the papets of D. Sandu
(1998,1999, 2001; Sandu et al. 2000).

For three-quarters of the rural population
education has been limited to the maximum
level of compulsoty provision (while a third
attended only primaty level schools and 7.4%
have had no formal education at all). While
rural areas account for 46% of the school-age
population, the share is only six percent for
secondaty school students and one percent
for graduates of higher education. Mean-
while agricultural education is very poosly
developed in relation to its econommiic impor-
tance: all this Is seen as one cause fof the lack
of economnic diversification and agricultural
efficlency. There was a higher level of nof-
attendance at schoel in rukal areas in 1995:
8.2% of 7-17 yeats olds compared with 5.7%
in the towns. And achievement levels were
lower beeause in 2000 enly 36% of rural siu-
dents taking their ‘capaciiate’ examination at
the end of compulsory education seered ‘very
good’ in their native language test compared
with 719 in the tewns. There are alse seeial
prejeets for speecific deprived groups sueh as
the Refma whe are assisted by varieus initia-
tives ineluding a eentributien frem YNDP
for Rema seeial suppert eentres: a pilet in
Maragesii Ras Been fellewed By eentres in
Betagani and @fﬁlﬁg eeunties 2005 with three
fere e fellew in 2006 (Anastaseai & Tar-
fevsehi 2001). The UNDP is alse assisting
6ver eMpewerment for Fural wemen:

In mamy other respects the rural areas
are at a disadvantage. There is poot do-

mestic hygiene which aggravates mortality.
In most communes only primary sanitary/
medical services are available and quality
is reduced by the poor condition of build-
ings and the inadequacy or mon-existence
of the equipment. Furthetmote resources
are limited to curative action: preventive
and proactive campaigns are limited to
vaccination programmes and some mother
and child services (there is little promotion
around the theme of water and sanitation).
Avallability of piped water and sewerage
is relativelly poor: in 1992, 81.8% of rural
dwellings had kitchens but onlly 11.4% had a
piped watet supply, while a tenth had sewage,
elght percent had a bathrooi, six percent a
flush toilet and 4.4% had centrall heating.
The better conditions were more evident
among ‘gated eommunities’ on the edge of
large towns where migration controls were
in foree before 1989. Water guality is alse
a consideration for while widespread o¢-
eurrence of shallow (15-30 m) and reliable
aguifers faeilitates a water supply for many
individuall heuseholds, it is one that is eftef
unaceepiily pelluted through nitrate 68h-
tamination and bacteria lifked with live:
stoek and Rousehold pit-latrines; eausing
Righ merialiity ameng the under fives.
Transport is often difficult because
few local roads have a bitumem surface:
unmodermized roads provide poor riding
quality through the use of extremelly coarse
gravel while earth roads are almost always
in a poor condition and are often impass-
able dutimg the raimy season. Poor roads
hinder villagers taking goods to market or
visiting social and health services; prevent
some secondaty school students commut-
ing dailly; impede access for the emergency
services; and increase operatimg costs for ve-
hicle owners whose trucks are ‘desttoyed’ by
bad roads. Finallly, the rural commumnes are
alse matginaliized by the slow pace of fiseal
decentrallization; whereas the town coungils
gained consideraitlly In 1998 through control
over their own revenue collection. The local
budget process constraing commune capae-
ity building because they are heavilly de-
pendent on transfers from the state budget



62 David Turnock

and a third to half of each curremt year will
usuallly elapse before revenue or expendi-
ture respomsibillities are fully kaown. Thus
the commumes adopt a largely passive stance
and there is no established cultute of citizen
participation in local governmeiit, especially
in rural areas.

There are vast differences betweem in-
dividual villages since poverty shows a bias
towards small settlements that also have few
non-agricultural work opporunities. Infant
mortallity is higher in small villages with low
human capital and remotemess from com-
mune centres. And piped water is particularly
limited in small villages—with implications
for their sanitary condition, ineluding the
handling of milk in good conditions of food
securiity. Stdnculeseu et al. (2004) highlight
the plight of 1,303 small isolated villages ly-
Ing more than 32kms from the neakest town.
They have a total papulation of 260,000 and
a relatively high ineidenee of individual ¢on-
Sumption poverty, With progissinely lewer
levels of peverty in sther small villages that
afe eleser to the tewns and the larger vil:
lages, especiallly these that aet as commune
eentres. Large villages tend ie have three
times mere salaries (per unit of population)
than small villages and they have alse seen an
improvement iR Business and serviees sinee
1989, based on ‘a renaissanee of individual
initiative* (voR Hirsehhausen 1998: 261).
Hewever, when the sitiatien was generalized
B8R & COMMuURR Basis Bg the Romanian §8:
eial Pevelopment Fun éﬁ%%, $e8 Belew)
with a prime fecus 8f distance, MoUALaiA
E8MmuHiRs Were Hsuatly pester Hhan theif
16wlang coHRterpats. But the sifuation was
FEVErset WHen HOusing quatity was 190sred
SinEe ROwses Bl 8F ‘ChIFpSEE (Mud _gli&ﬂ
18 Wasden {EEHWSE’% are gf%%‘_i?l%% 11 fhe
[8w2Rds aRd tend 18 EBrielate With past ﬂ?z
%EHE and Righ {Afant moralsy, sspeciatly

fien the RHABEY SF FOBMS I8 sHall:

Hemee, it is usual to calculate indexes
using several criteria including household
consumpitiom, migration and fertility indi-
cators and accessibility that seem to corre-
late with population, employmenit and com-
munity education stock. Figure 1 combines

two surveys of commumity povetty. The
first is based on Chitca and Te§liuc (1999:
133-42) and reflects World Bank criteria
with respect to commumal services, acces-
sibility and demogiaphy. By using scoring
systems it is possible o put commumes in
rank order and locate the bottom 20% of
commuies: the poorest 10% with scores be-
tween 21.8 and 29.6 and the next 10% with
scores ranging from 19.2 to 21.9. A second
study by Lazaioiu et al. (1999) takes a more
limited range of factors: demegraphic de-
pendence (young and old in relation to the
aetive popullation); the level of eonscentra=
tion (indieated by the size of the largest vil:
lage eompared with the others); edueatien
stoek; employment in agrieulture; BiFth
fate; emigration BE_\@ temporary Absenees:
137 eammunes are identified as the pesrest
with anether 227 ‘at rigk’ while at the 6ther
exireme 203 are ‘most develeped’ and 208
have ‘high develapment petential: the fe-
maining 1,914 are average. The twe exereis:
&8 shew esnsiderabie eorrelation while the

roblemh areas in the North East and Ssuil

ast are emphasized:. The First seurce alsg
EONSIARIS Urbam POverty with respect {8
four eriteria—trReionmH:, IRFFastFUEUre,;
Ruman capitah and demagraphy—and HAds
the regionah distriduiion Much 1638 HASVER
altheudh the Rumber oF towns which fall
{R18 tRE BOLIBM Quintite [ FeSpect 8k at least
tw8 8F the FSHF EHIBHA AUMBEY 37 8k WhIEH
43 818 IA the SBULH BAYy, SBuUth, SOHEA West
and West these Hgﬂ}%i 4138 Feveal 4 ﬁ&f@
HEBAN- LAY COREARE | EBMMUNYY p8Vert
WitRiA the Notth east:

RURAL ROADS

Partiiculkanlly since 1996 great efforts have
been made to improve rural roads amd wa-
ter supplies as well as education and medi-
cal services. Work has been planned by the
state with the help of foreigh loans (Droge-
anu 2000) but there is also a major contri-
bution from the UNDP and World Bank.
Thete afe also funds that attraet appliea-
tions oh a compritiiive basis. The RSDF
(noted above) was set up in June 1998 {o
make grants to relieve poverty by stimulat:
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Figure 1. TWo surveys of communiity poverty.
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ing partiicipatiom and cooperatiion within
commumities to improve living conditions
for people in disadvantaged categories in
poor villages; also to develop initiative and
capacity in conmectiom with decentraliza-
tion (Stanculescu et al. 2000). There is
provision for small infrastructure projects
of up to $75,000 (with a local contribution
of at least a tenth of what is sought from
the fund)—although it can consist of ma-
terials, equipment of labour and not nec-
essarilly momey. The selection process has
been designed to ensure that the project
reaches relativelly poor regioms, counties,
commumes and households—ulldimatedly 250
commumes and 15 ecounties should benefit
from help to Improve goverhamce and de-
cisiofi-making plus investremt grants for
infrastruetute. The three stromgest regions
(Centrall, Buehamestlifov and West) have
been left out in favour of pilets in the 6th-
er five where competition has produeed a
pregramme embracing 20 communes IA the
eeumnties of Botosani (Nefth East); Calarasi
(Seuth); Deolj (Seuth West); Salaj (Nofth
Wem% and Tuleea (Seuth Easb). The RSDF
has $2.0 millien to address the preblems
of poor villages and marginal groups, i.e. a
‘window’ fof Communiy Based Ofganiza-
tiens. While a few NBR-pBOT EBMMUNLS 48
iReltded t8 allow comparisons and &ress:
EBMMmuAR learning, most of the communes
afe deprived areas where peer/remete vil-
lages ahd marginal groups will Be identified
$8 that Fepresemaliives €an Be drawh iRis
esnsultation and decisien Making proe:
gsses. The Ministry of Public AdmInistra:
tien fas alse funded rural iRfrastryctyre
FBIGES, Mostly IR the South and Seuih
&3k, Bt SHeedva county iA the North East
has dBRg very Well In aftracting fuRding for
SHEE% EEE%EEE éfHEIHE_ilH% 4 $338 millisA
PanRh Gredit) Which will BERg the EQuRLYS
diifities and ERVIFSRMERtal StARdard clgse
{8 E'ﬁrr%%%%‘ﬁ IEVe)s, BHt 1 IS evident that 4R
gveq a136atian 8t FHAAS I3 COMBIOmIRey BE
1pageatate 4 EhEQHB% ArUng HOM 8 136
8F l_SEa\il SVEIRMERt SE?%%% B pré Bflﬂg
BEGecEs AR aFed IR WRICR SHEEAVA CSURt

evidemtlly excels). The same situatiom ap-
plies in the case of SAPARD Category
Two involving some 860 approved projects
for road and water supply improvements in
2002 with a total cost of €680 million. In
this instance North East was the leading
beneficiary with €172 million, followed by
the South (€143 million), North West (€100
million), South West (€98 million) and
South East (€88 million).

RURAL FINANCE AND BUSINESS

Finzllly, there is a considerable literature
on the need to improve finance for pri-
vate farming first raised by Hare and Dav-
ies (1997) with subsequent contributions
by Davies and Gabunci (1999) and Hei-
dhues and Schrieder (2000). The situation
has beem improved by the privatization of
Banca Agriicola in favoured of Raiffeisen
(Austria). In addition, Popov and Lubi-
eniechi (2001 p.v) recommended commune
developmeit plans aided by business devel-
opihent suppoit and more organizations—
wormen's groups and buslness/farming clubs
to help with marketing and traiming; alse
‘partmerships among groups of communes
with common problems wheie these can
be addiessed more effeetively at a larger
seale tham the individual commune’. There
has to be a rediscoveny of identity and all
areas need eneeuwragememt to Relp ihem:-
gelves. Nationall programmes fof small and
mediuArsized enterprises (SMES) have
been exiended through private projeets e.g.
during 1999-2002 the Centre for Ecenomie
Pevelepmeni (2 member of the Seres Open
Netwert) sueeessfully implemenied micre-
Eredits granted in 36 rural areas in Calarasi,
Pambeyita, 1adi and Prahova—par of a
tetal porttelio of 1,800 sueh eredits worth
$0.9 millien altegether. EMmpiaats is placed
B8R agriculure gBEBEHE%%%'Ht B seeds, fer-
tilisers and fuel) But alse handieratt wark-
SHBPS and services IRelHding Fural fGuFISH.
However all FoFMmS 8F BHSINESS Aave I8 £9me
18 terMs With Ihe [RAdeaUATRS BF FUh iA:
frastruetdre that I3 evident In Mesk areas
away frem the Hrban fringes:
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REGIONAL DEVELOPMENT:
TOWARDS A S8PATIAL CONCEPT FOR RURAL
DEVELOPMENT

Further approaches to the rural poverty prob-
lem may be made through spatial planning
related to the country’s eight development
regions introduced in 1998 in connection
with Romamia’s approximation of the Euro-
pean ‘acquis’ (Turnock 2001). Although not
specifically geared to areas of high poverty,
regional employment prospects have been
enhanced by the creation of free zones (with
a prime focus on Danube and Black Sea
ports) to attract foreigh investment along
with the best-located cities inland (Guran-
Nica 2002). However some matginallized ru-
ral areas stand to benefit from cross-border
cooperation (CBC) that has been a force for
development sinice 1989 although initially
the benefits arose through new housing fi-
nanced through petrol smuggling actoss the
Danube following the UN embargo against
Serbia in 1992 when a growing numbet of
filling stations in the border provided a cov-
er for petrol deliveries. However mote pef-
manent relations are arising eut of Roma-
nia's invelvement in the EU INTERREG 11
programee (1994-2000) and the previsien
of PHARE CBC funding (frem 1997) fer
projects aifing at good neighbeuHiness and
social stability ii border regiens; especially
for better Border eressing peints and control
of floads and dreughts. Mest aetivity has tak-
en place on the Huhgatiam Berder: thretgh
business zenes and industeial parks as well
as the Csenger innevation eentre and animal
husbandry prejeet to suppert eattle farmers
and previde a medel farm with dairying and
meat proeessing (Pal 2000). The Aatienal
plan for 2000-200%, whieh esrrelates with
INTERREG; 111, sees appertuniy for €BE
sinee (a) growth is spilling ever from Hun-
gafy; But alse (b) areas berdering Bulgaria,
Maldeva and Ukraine are ameng the mest
disadvantaged: 6 =§ﬂmﬁl@uﬁ% EBE projects
eould fepresent an BppertHity foF €66HBM:
ie development iR these regigns if a faveur
able envirenment is found In parther E8HA-
tries’ (ANPR 3080a: 122). The Timi§oara

Chamber of Commetce has fostered a Ro-
maniam-Humganian business partnership
for the production of medical equipment,
ready-madies, food, building matetialls, spare
parts and reconditioned buses. In 2000 an
economic-culturel] partmetshiip for coopera-
tion betweem Szabolcs-Szatmar-Beieg and
Satu Mate (also Ukraimiam Transcarpathia)
was set up in Nyiregyhaza to develop tout-
ism and also to cope with problems of flood-
ing and pollution and toutism (2000). Thus
there is deepeniimg cooperatiion overcoming
suspicion and the constraimts atising through
language and different adeainistration. A
flood-momitoring GIS systern is developing
across the Tisa basin while US Ageney for
International Development (USAID) alle-
cates $3.0 million for environmentall protee-
tion with emphasis oh cross-border pollutien
ifi the Cri§ basif.

In respomse to restructuriing various pro-
grammes have been made available, notably
the Programme of Industriall Restructuring
& Professional Reconversion supported by
international financial institutions (Figure 2).
Amd on a smaller scale USAID have given
financial support to local partmetships work-
ing to create jobs in small towns. Meanwhile
the Romamiiam government recognized Less-
Favoured Areas (LFAs) in the dormaiin of
unemplloyment arising from the mine closure
programime launched in 1998-9 to reduce
the losses of the state coal mining compa-
nies based in Petro3anii and Ploiesti and the
metalliferous ore producimg compamies in
Baia Mate and Deva. Thetre was grave cofi-
cern over the danger of social untest, given
the history of the Petro%ani minets in using
their industrial musele (evident in theif ehal-
lenge of the Ceau3eseu regime in 1977 and
several direct intefventions in Bueharest if
the eailly 1990s). Hence the observatiom by
Kideckell et al. (2000 p. 154) that ‘a concerted
effort in jobs and job retraimitg, health care,
infrastrueture, is abselutelly eritical’ in this
area. After Hunedoaka coumnty (within whieh
PettoSanii lies) sought fiscal ineentives for
the area in 1997, the governmenit launched
a natienwide programme the following year
offering special regimes for the areas with



Figure 2-Aspects of regional development.
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unemployment more than 50% above the na-
tional average; a mono-industrial structure;
and collective redumdamcies above a quarter
of employees (Iano§ 2000). There are tax
concessions for investors (including those
already underway) according to levels of job
creation, while the population in general
would benefit from discounts on transport
tariffs and agriculturall revenue taxes.

There were initiallly 25 such regions in
1998-9 but a further 13 regions were ap-
proved after coumty or regional council
recommendation in 2000-3 (Popescu et al.
2003). Many firms have moved into these
zones but the jobs created are not enough
to compensate for those lost and some fami-
lies have acquired houses in villages and
retreated into a life of subsistence farming.
Investment levels were highly varied with
€75.9 million in Commairsti and 0.4 In Rusea
Montana. Each of the ¢.40,000 jobs created
during 1999-2001 required investment capi-
tal of €9,014 and fiscal conecessions amount-
ing to €3,147 and some erities felt this dif-
ficult to justify when most of the country
was disadvantaged in sefie way. A particular
anorally arese in the case of meat proeess:
ing beeause subsidized imperts wndereut
producess autside LEAS whe were using Re-
manian meat and the Aational meat market
was upset as a result. Nevertheless, a range
of prejeets—eeneerned with retraining (e.g:
IT skills) and the eneouragement of SMES
(espeeciallly in serviee trades) as a reutg 8
diversification—have been implemented in
these areas. AliReugh & geed many 4rban
eefitres are ifivelved there are efien &xien-
sive Fural areas ineluded and in 12 eases the
the LFAs are entirely rural:

LFAs were criticized in Brussels since
fiscal concessions distorted the level play-
ing field for new business. With PHARE
assistance a broader system of restructur-
ing areas was devised in 2001 where the
emphasis was on imptoving conditions and
stimulating new SMES rather than maintain-
ing substantiall fiscal advantages. There are
11 Industrial Restructwring Ateas (IRAS)
covering groups of towns and imdustrialized
rural communes in specific zones cover-

ing parts of several coumties. All the eight
developmenit regions apart from Bucharest
have interests in these areas (two each in the
North East, South East and South West and
one each in the other four plus one shared
between the Centre and North West) where
substantial financial assistance became
available in 2003 for the development of
SMESs. However it must be emphasized that
this scheme does not exhaust the help given
to SMEs which benefit from a range of pro-
gramenes, usuallly affecting particular parts
of the countiy and not least the rural areas
which have been benefiting since 2003 from
SAPARD. Most of the LFAs designated by
the end of 2001 are now covered by the new
IRAs, although the handbook for applicants
seeking finanee for SMEs in the Restrue-
turing Areas is guite eategorical about the
LFAs having an extremelly difficult seeie-
eeonomic eonditions and the SWOT analysis
(identifying strengtns, weakmrsies, 8pportu-
fities and threats) for each IRA Righlights
the relevant LFAS as effering partieulary
attractive oppertumiies. Ag igdy, Aew
fules impesed in 2003 restrieted fiseal &6A-
eessiens o eustoms duties oA raw materials
%&X&ég& i the meat indusiny, already re-
rred i6) and remeved the eaneessions Sver
profits tax from new ventures. Furthermere,
the gualification for LFA status ehanged {8
fotal unemRYMeN: more than three Himes
the national average. O this basis a tatal of
13 ABR-MIRIRG areas %ﬁlﬂ%@l LFA status dur-
ing 26081-3, Bt BAly foF three years (except
foF the four designatiens in 2609 which have
g {en %‘ééf span—though five in the case of
Hunedaan).

The option of establishing industrial es-
tates to stimulate inward investment has also
been considered for some time. Valcea Coun-
ty Coumgiil were interested in a 50 ha techno-
logical park at Horezu where compamies and
educationall establishments could develop
technology (software, hardware or commu-
nications). Progress was anticipated during
1998-2000 but resources were lacking. How-
ever by 2002 legislation was available whereby
councils and other organizations could set up
industry and technollogy parks with the help
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of co-financing and some fiscal concessions:
relief from all taxes on imported machinery,
equipmemt, vehicles and raw materials; also
allowances against profits tax. The aim is
to stimulate regional and local development
through provision of attractive conditions for
private sector growth in priority economic
activities with preference for high technol-
ogy to provide jobs for the well-qualified;
also to maximise value added, reduce import
dependemnce and provide compeiiitive goods
and sefvices for home and world markets.
An ideal situation would be for parks to re-
develop detelict/ polluted sites but local au-
thorities don’t always own the land or possess
the resourees and henee partiishiips may be
approptiate. However, greenfield develop-
ments elese to airports of main roads are alse
likely. The eppertumity is available te provide
a geed envirenment for industry i Righ ua-
employmenit areas. Several parks are asseei-
ated with subsidiaries of the state armaments
fanufacturer Remath and they elearly make
a link with uhempleyment ifl ehe of Rema-
Ria’s problem indusiries; as dees the park es-
tablished in the mining area of Baraolt ASFiA
of Brayev. But eau%lﬂey Business interesis if
the growth areas esuld reinferee their advan-
tages as In Bueharest, SiBiu and Timi§oara
WHere investers appreciate quatitied 14b6ur
ana iHlfB?e?‘J'i%_‘t% 3EELSS 1B transport COFFiders:
Romanas first seientific/technolegical park
was ereated in seuinerh Bucharest Within fhe
Natignal fnstitte for Research & Besigh iA
Electrical Enginesting with plans for fuFtRer

arks 1A B %Ya,élﬁﬁﬁéﬁ%a; eraliova and

{Mis8ara. BRpie the UEBAR SMBRAIR {88
Greation Nas Felevancs 18 Furah areas Migtgh
the Fevival 8F COMmmuHRG I8 WaFk:

REGIONAL PROGRAMMES FOR RURAL REGIONS
Eanlly in the tramsition period the Carpathi-
ans were seen as a problem region on acoount
of the physical limitations on agriculture and
the lack of investment duting the communist
era in areas that had, in some cases for lo-
gistical reasoms, escaped collectivization but
without the capacity to expand on the basis
of private enterprise. At the same time there
were rural specialists close to the first post-

commumist (Salvation Fromt) gowvernment
familiar with the West Europeam mountain-
ology agenda concermed with family farm
modetmization and plurimdiivity. Prominent
here was the veterinaty specialist Radu Rey
who had published books in the communist
period (e.g. 1979) commendiing a more flex-
ible approach to rutal developmemt. A big
improvement in distributiom was called for,
ineluding better links with the food proc-
essofs and a stronger techmicall base for an
ecologicallly sustainable agricultuie. Assist-
ance was Initiallly provided in 1991—for all
but the fringe ateas of the Carpathians—by
a Commiision (later Agemcy) for Mountain-
ous Regions. The Comtision alse sentrib-
uted te a drive over agrotourisih because—
asseeiated with eraft industries=ii was seef
as a way of boesting pluriaetivity (Mitfache
1996). Complementing a West Eurepean
iRitiakive (Operiions Villages ReUMAIAS:
OVR) which 8rganized a Retwork ot pilet
prejeets in 1993, the Eomminsion &reated
mementurh By promoting Mol 4gf8teuris-
tieal farms, leading in 1994 ie the formatien
ot a national NGO for rurah and &calegieal
teurism (ANTRIE) for rural and ecslagical
tourism. At this stage PHARE sHpported pi-
8t prigets By Both ANTREE ana BYR 2hd
the W8 RetwBrks have continued 1o FIgUrish:
The HFst nationwide guideBook was pub:
lished IR 1988, the yeat that Senaie passed
legisiation exiending the programme Ratioh:
Wide Wilh Brovision FBF varos factlities from
8gal %8¥ AR a3 Well a3 18R YEars o fax
relick FOF HRN With NS MAre thaw (eh F8MS:
Meanwhie |t §Hi>\ﬁ'191 Be added [Aat 4 special
gL\ Be ARMRER M8P t]AS
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ary rights to statiom their carts on common
grazings. To encourage settlement there are
free allocations of timber for house building
for incoming professionals (doctots, priests
and teachers) and for young martied couples
alreadly living in the area. However, tourism
is not yet making a major contribution since
the infrastructure is poor (with a somewhat
‘inflated’ star classification for hotels) and
visitors stay for relatiivelly short periods.

But with an eye on the general election
due at the end of 1996, the Vacaroiu govern-
ment took further initiatives in rural develop-
ment in lowland areas with relatively few em-
ployment opportumities outside agriculture.
There was interest was takem in the Dan-
ube Delta through the conservation move-
ment and the need to protect communities
through a further phase of land use change.
Given that a biosphere research was being
established in the area, the governmenit was
keen to demonstrate that sustainable devel-
opment was on the menu for local communi=
ties. Here the special programme provided
for Investiment in road improvements to 2004
and beyond (as in the Apuseni) but alse the
restart of regular shipping services inelud-
ing local ferries across the Danube at Sulifa
and Tuleea (the latter serving Ukraime) and
the clearance of wreeks from the navigatien
channel. There would Be sustainable devel-
opment through a reiRvigerated ecsnomy,
including the reactivation of seean fi§hiﬂ$§
salary premiums for inesming professionals
as well as euts in leeal taxes and water and
enetgy eosts. Urban status was promised fer
Mahmudia aRd Unitea. But 6 a mueh Big:
ger seale, a speeial programme was drawh
up for Bote§ani, Vaslui and Giurgiu €6UR:
ties providing esneessions aver profiis tax
fer five years in respeet of investment 8 &re-
ate few jobs. There wauld Betier infrastrue:
ture—CQNREiMG telecommuniications and
foads as well a3 the Pangeni-Parabamii 4nd
Hat\aw-Famingi railways—and Free Zene
at Biurgiu. Several 1akes were {8 Be Built in
esfnectiom with the regulation of the Jijia
and other rivers, while gther works wadld
eetmbat seil eresion. Btner features inclyded
retraining (for 13,560 pesple andvwahy iR

Boto§ani and Vaslui), education and health
service improvements, cross-border cooper-
ation, help for SMEs and agricultural mar-
keting genetallly (with Nationall Bank cred-
its at half the normal rate of interest); and
tax concessions both for newcomers moving
into depopullated zones and entrepreneurs
investing in livestock farms and agricultural
processing and services. This represented
a substantial change away from a rather
opportumist mountain programeme to one
based on a study of poverty which was—by
the mid-1990s—beiing recognized as a ma-
jor political problem rooted in lowland agri-
culturall areas, rather than In the mountalns
where mining and forest exploitation were
still providing work.

The new centre-right governmemt which
gained power at the end of 1996 continued the
switch to lowland areas by temporaniily side-
lining the mountaim programme which was
left in the hands of a Federatiiom for Moun-
tain Developrment (an NGQ) concerned with
rural toutisim, marketing and the tramsfer of
relevant foreign experience on local develop-
ment in moumntaiih regions. Meamwhile a fin-
er focus was sought through identification of
extremelly less-favoured areas according to
relevant criteria such as Isolation, unemploy-
ment and poor Infrastructure (lamog 2001).
‘Regionall poliicy for the pooiest areas should
be eorrelated with agriculturall regional pol-
iey [for it] will be impessible to break the
poverty eirele in these areas is agrieulture is
fiet supperted to reeover’ (Ramibll Consul-
tamcy Group 1997 p. §). Less-favoured areas
were sought by researehers at the Minmistey of
Agrieulture and Urbanpioiect (Bordame and
Naneu 1999), refleeting the EU Objective 56
(aiming to reduce a high level of dependence
en agrieulture aleng with lew agricultural
inesmes and tendenicy to depopuliation) and
feeegnizing ‘peer’ regions whete agricylture
exeseded 60% of all empleyment. Researeh
By F. Berdane at the MiRistry ef Agrieulture
fof to establish a patterm of less-favoured
fufal areas shewe many similarities with
the zenes of ‘Righ peverty’ previeusly denti-
fied By Puwak %19 2 pp. 39-40) (Figure §?;
These may be esmpared with ‘underdeve
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Figure 3. Less favoured rural areas.

oped’ areas recognized by Nadejde (1999),
based at Urbanptoiect, who used 17 criteria,
arranged into four categoties (geography,
demogtaphy, economy and social issues), to
identify 15 rural regions where four or more
criteria apply: the great majority lie outside
the mountaiin zone.

It is quite clear that these areas are of-
ten extremelly deprived with high unemploy-
ment, out-rigration and an ageing popula-
tion often facing the additionall constraints
of poor infrastructure and unstable terrain
subject to erosion and landslides. Bordanc’s
latest formula (2003 personal communica-
tion) would recognize severely unfavourable
rural zones with dependence on agriculture
exceeding 80% (and a Word Bank index ex-
ceeding 19.19); unfavourable zones where the
respective criteria would be 15.31 and 60%;
compared with 40% and 11.41 fer moderately
favoured zones; and below 40% and 6.50 for

favoured zones. There would be cross-cutting
criteria regarding structural difficulty, tradi-
tions regarding family farms as opposed to
estate farms and levels of matket influence.
Thus a strong family farm ethos combined
with poor marketing structures produces
subsistence farms whereas better marketing
oppoftumities would open the way for family
farm enteepiiises. However this work has not
produced any officially-sanctioned scheme,
although the database has doubtless helped
fiational and leeal government to priofitize.
Seme further ad hoe approaches ean be
feund in the regienall plans (ANDR 2000a)
e.g. for the North East which highlights prob-
lern areas arising from severe peverty, Whem-
pleyment and industeial deeline, iselation and
jnadequate infrastrueture, water shertage,
landslides and flosds. Timi§ County has an
gven mere esmplRx system (Ceoifan 1999 pp.
123-36). Apart frem deelining industrial at-
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eas, there are economiicallly backward areas
(and some that were even backward agricul-
turallly); areas poorly integrated with county
and national road systems; areas with a poor
infrastructure concerned with electricity,
transport and water; heavily depopulated ar-
eas,; frontier zones; and areas eithet exposed
to environmental risk or of great importance
for conservation.

In the absence of an agreed set of less-
favoured areas, the government focused its
poverty alleviation strategy from 1998 on
lowland regions that were an extension of
those featuring in the previous gowsrmment’s
strategy. The $45 million RSDF (monitored
by the World Bank with finance by the In-
ternationall Bank for Reconstruction & De-
velopment, the Councill of Eutope Fund for
Social Development, the British Couneil
Know-Hew Fund, USAID and the Roma-
nian government) aimed to help with rural
housing, Infrastructure (eleetrigity, roads
and water) and social services (inchuding
comrmumiity centees) as well as job ereation in
agrieulture and food processing; with US$20
illien set aside for soeial suppett in the dis-
advantaged rural areas identified in eastern
Moldavia (Betodami, 1adi, Neawm}, Sueeava
and Vaslui esunties), the Danube valley
(ncluding Calara8i, Giutgiv, lalemita and
Telesfman), Olienia (Mehedinti-Goti-Olt)
afd Dobrogea (Constania). It was heped
that depepulation might Be eliminated and
young farmers established with finaneial sup-
port—and cOmpensatiom fof aged persens
whe wauld give up their 1and. There was alse
a gender EBH]EBB%BE thraugh fé%lSHﬁl gender
eRpewerment projects in rural areas, with
EXperiments In setting up pilet faad ﬁfBHHE
ten HRits Bperated By Women. The studies
Were cartied By the ifistitute for Saeial Sei-
enee & Reform in twe deprived areas: fhe
Buzau SuBearpathians and vasldi In Malda:
vid: The P8§§i ity BF PFBcEssing Mmeat, fruit
aRd vegetaples Was explored; a3 was 4 failsr:
i@ and KAttwear Workshep:

DEVELOPING THE CENTRAL PLACE SYSTEM
More rural enterprise is arguably depend-
ent on a more cohesive central place hierar-

chy. Cunremttlly there is dynamiism only in the
main cities, but interventiom has beem rec-
ommended in support of former county cen-
tres—like Lugoj and Medii@%, marginalized
under commumism—aomn the grounds that the
state should not stand idly by while the urban
system works through a phase of turbulence.
A revised admimisttafiive model would restore
the district (‘plasa’) level dormanmt since the
comrmumist ‘raioane’ were supptessed in 1968)
and create two new counties in Moldavia for
Romam and Tutova (Barlad) (Sageata 2003).
Transport costs to reach the large cities are
high and sefvices should be more highly de-
centralized. Considerable areas In Baragan-
Dobiogea, Moldavia, Olteniia and northwest
Tramsylvania lie 25-30kms from their nearest
towns—even further from ‘large’ towns with
a population exceeding 30,000—and mere
aeeessible centies for inter-eommumall servie-
85 are feeded. Local rural centres should be
fade mere attraeiive; ideallly gaining urban
status in the shert er medium term (Whieh
five plaees have sueceeded iR deing sinee
1989). Many rural seitlements have a Ristery
of eentrallity with respeet to markets and sthef
serviees for their surrounding distriets. €ase
studies are available (Muiea and Turneek
1997) while Tureanasu (1996) has propesed
3R extended urban netwerk for the whele of
Moldavia. in this Wﬁ¥ it weuld be powsibie {8
gRvisage prowth exfending threwgh a hier
arehy Of settlements and Hevelopment 2xes

‘eRRARcing COMPRYHOR ameng |8ealities for
strengihentng the abilities 18 make use of 18-
el EB&%%%& (VIaBete and Bapse 1999: 363);
Backed By a Betier-gualitied warkfaree, Eom:
EBH%% %?ﬁ:‘i?%’t‘i% ISt iFutional EBB%H
ties (NGBt helping Is forge puslic: BHVQ{S
EH%%E%*B' %%2 and H§ fainase 88%/8!859{}]%
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zone—gradimg through different levels of
association to ‘neo-collectives’ and informal
family associations—there are strong sup-
port structutes and people ‘in the mountain
communmiities with a tradition of independent
farms and a long history of operating inde-
pendent businesses are better able to develop
business plans and initiate new business activ-
ity’ (Popov and Lubieniechi 2001). With few
NGOs in the least-developed rural areas and
poor leadership afier decades of communism
with its urbamiizing-centralizing ethos, it may
be down to the small towns and the most dy-
namie Fural centtes to draw the surrounding
communes into district-level associations.

CONELUSION

Poverty in Romamia has not been created by
transition: it is endemic in a coumtty that has
never been able to convert its peasant agri-
culture into a diverse high output economy.
Despite the herculean efforts under commu-
nism and the full panojplly of a closed planned
econory to maintain labour intersive indus-
trial systems agriculture remained a sector
endowed with part-time workers and limited
mechaniical assistance. Now the dismantling
of the comemumist industeial establishiment
has created a large poel of unremipeyed peo-
ple while greatlly extending agfieultuie’s so-
cial funetion. Despite the euphoria of land
testitution millions are surviving with mini-
fal eash reseutees to provide eomferts and
virtuallly nething io cope with emergeneies.
A demoralized public can readilly suppese
that peliticians have ehesen the wreng read,
given the ‘tiowples and miseries of dasty life’
pereeived through individual experience and
fredia pertiayal. Yet the sifuation is arguably
the reverse with a reluctance te Spenser rapid
feferm that Mmight inerease deprivation if the
shert term yet 4 realization that ‘ne ehange’ is
Rat an eptiBp if grewth and investment is de-
sired: The dilemma is ope of finding ressure-
&3 18 religve poverty while at the same fime
{nvesting in Fesirueturing and Medernization
witheut Which new jebs £anRBt be created iA
significant RYMBErs:

The rural areas presemt a particularly
acute dilemma. The beneficiaries of restitu-
tion may settle for their subsistence holdings
after the ‘neo-serfdom’ of the commumiist col-
lective. Yet while it may be comforting that
rural poverty should become relativelly ‘in-
visible’ this is not a satisfactory resolution in
the context of an inclusive society and human
resources will continue to drain away through
the ernigration of the younger people. It Is es-
sential that a better business environment
should be created and the efforts of the past
eight years should bring some benefit. Yet at
the end of the day the future lies with commu-
fiities and the way they manage their affaits.
Commmumist destruction of civil society and
suppression of lecal initiative has perhaps
Been the mest damagimg aspect of Remanian
life during the late 20th eentury. For in a situ-
atien where the state is responsible and yet
8pen te eriticist for its interferenee, there is
ah ebvieus eppertwify for lacal government
and NEGOs te shew initiative. It I therefere
whelly appropriate that a majer plank in
any growth strategy linked with the reliek of
peverty sheuld seek to enhance ‘capacity’ if
Fural areas—a strong feature of Werd Bank
programmes especialily. THis needs t8 e buil
Hpen through further fiseal decentralization
ahd persibly By leeal %SVEFHEB%M referm 8
previde scope for district level hlts—tra-
ditional in Remania through the ‘Blﬁ%ﬁ" Bt
H%%Egm%'ﬁ%%% since the aBolition of the ‘faie:
ane’ 1n 1968: The Euroneah ﬁ%@ﬂﬁ% may well
gFfer a way forward—ettering the ?EB%B%%E 8k
femBersity |n 288%—But It Ras yet 18 engage
tHe Fur2h popuiatien {H%ﬁ%ﬂ fiore formal-
269 COMMY I [RvBIVEmERt 1A [Ae CoMpEH:
18R fF FESQHECES:
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Abstract: The regional economy and polity of Donetsk is monoypaliized by a coheremtt group of
financial-industrial groupings. These groupings operate in the context of a neo-patrimonial
polity in which clan loyalty is more important than formal rules. The dynamics of clan politics
provides the key to understanding the social and economic predicament of Doneisk, while the
‘virtual economy’ approach and the model of ‘partial reform equilibrium’ are not very helpful
in explaining the economic development of Donetsk. The questiom of the economic and social

sustainability of the ‘Donetsk model’ is addressed.
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INTRODUCTION

During Ukraine’s Orange Revolution
(November-December 2004) the ‘Donetsk
model’ figured promiimentlly because Viktor
Yanukowych, the official candidate who
lost the re-run of a fraudulent presidential
election after a popular revolt, originates
from Domnetsk. He petsoniified the Donetsk
model of governance during his tenure as
Prime Minister (November 2002-December
2004). However, this model was associated
by his oppomenits with authoritariamism, clan
rule and close links with Russia. The Orange
Revolution can also be seen as the end of the
attempt to supplant to the national level the
model in guestion, which entaills a merging
of political and econorhic power with total
suppression of dissemt and unbridled cof-
ruption.

In spite of these shortcomiings, the model
was interesting to mamy within the political
and business elite because it had apparently

led to political stability and strong economic
growth in its region.

This contribution therefore seeks to ana-
lyze the distinctiive features of the Donetsk
model and to question whether the strategy
of the Domettsk clan may lead to sustainable
economic development in the region, and to
what extent the Oramge Revolutiom has led
to an erosion of the distinctive features of
the Domnetsk model.

THE PREDICAMENT OF DONETSK

With 4.7 million inhabitants (14 February
2004) and 10% of the total population of
Ukraine Dometisk, in the centre of Donbass
(Easterm Ukuraine), is its most populous
province. It accounts for 19.4% of Ukrain-
ian industtial production, for 12.3% of
gross national value added and for 25.4%
of Ukraimiam exports (2004). Ome fifth of
all those employed wotk in coalmining.
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Heavy industry accounts for more than half
of industrial production. The overwhelming
majority of the population of Dometsk is
Russian-spealkiing, and the region has tradi-
tionally had strong links with Russia.

The end of Soviet rule saw the emergence
in Donetsk of clan networks that operated
partly legally and partily in the shadows. The
reforms under Mikhail Gorfbectiew, especial-
ly the new law on enterprises (1987), gave
opportumities for the upper echelons of the
party-state, especiallly the leaders of Komso-
mol (the comrmumist youth organiization), to
enrich themsslives. Satellite compamiies were
formed around large state enterprises while
trading with them. This was very profitable,
and even before the collapse of the So-
viet Union, fortunes were being made by the
squeezing of state-owned companies.

In Dometsk, the myriad of commercial
firms that emerged around large state en-
terprises were linked to these enterprises
through close personal ties. It was frequent
for the commencial firms providing services
to these state-owned companies, or purchas-
ing their products, to be headed by close rel-
atives of their directors. Indeed, sometimes
the directots themselves headed the com-
mercial companies. This squeezing of state-
owned enterpriises was overseen by the local
and provincial public authorities, especially
the secret services and the judicianry. They
were corplliicit in this state-mamnaged econo-
my and profited directlly from the plunder of
state-owned companies. State functionaries
were often involved in the commeicial firms
and without their apptowval, the squeezing
of state-owned enterprises would not have
been possible. The primafy accumulation
of capltal in Donetsk was thus based on the
plunider of state-owned compamies, with the
eomplicity of public authorities,

Following the independence of Ukraine,
the period of hyperinflation (1992-1995) saw
commercial firms boom as prices were freed
and opportuniities for speculation widened.
Huge fortunes were made especiillly through
energy trade and steel exports. In Donetsk,
the origins of mamy fortunes lay in coalmin-
ing. A very popular business was supplying

steel, equipment, conveyor belts and other
materiials to coal mines in exchange for coal
(especiallly coking coal), with its further sup-
ply to coke-chemical plants, metallurgical
enterptises and power plants.

Although coalmimimg was a loss-making
sector and dependemnt upon sizable state sub-
sidies, commenciiall groups were price-setters
and generated wide profit margins in trading
coal. Through their influence upon the pub-
lic authorities in Donetsk, they arramged for
themselves to be imposed as sole suppliers
upon enterprises.

Part of the profits of these commercial
firms disappeared into off-shore accounts,
while part was used in buying up other firms.
In the waves of privatizations commercial
firms acquired a broad range of enterprises,
not mainly manufacturing enterprises but
rathet, for example, the local football club,
hotels, shops, cafes and restauramts. Priva-
tization in Ukraine proceeded very slowly,
and the large strategic enterprises that are
dominating the economy of Dometsk were
privatized from the late 1990s onwards.

The first sign that commercial firms had
established themsellves politically came with
the appointmemit of Vladimir Shcherban as
head of the provincial council (July 1994).
He represented these commerciall groups.
In 1993 and 1994, the power of the Donetsk
clan was at its height. This was shortlly after
the miners’ strike (1993), that brought a
leader of the Dometsk clan, Efim Zviagilsky,
to the top of the government in Kyiv. Miners’
strikes were used by local politicians to their
advantage, in their negotiations with Kyiv.

After the tramsition started, former com-
munist leaders stayed in power, if gradually
being supplemented by represemtatives of
the new commencial groups and criminal
elements. Elections were manipulated and
the popular voice was hardlly representred in
the polity of Donetsk.

In the mid 1990s, clashes between
competing clans over the control of energy
supplies became very violent. Clashes over
resources led to Vladimir Shcherban being
removed as head of the provincial council
in 1996. Akhmet Bragin, at that time owner
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of the Shakhtyer football club and mentor of
Rinat Akhmetwy (born 1966), the present
most powerful tycoon in Donetsk, was blown
up with six of his bodyguards during a football
match. In November, Yevgeniy Shcherban,
a member of parliament from Donetsk, was
gunned down. In Spring 1996 two othet lead-
ing Donetsk businessmen were assassinated.

Outsiders, i.e. people from other regions,
were involved. Pavel Lazarenko, who was
Prime Minister in 1996-1997, is from a clan
based in Dnipropeimosxsk (to which ex-presi-
dent Kuchma also belongs), amassed a for-
tune by buying and selling natural gas from
Russia. He wanted to expand his business
empire by imposing himself upon steel en-
terprises in Donetsk. He wanted his United
Enefgy Systems to control the emerging
chain of gas-metal-gas pipes (Lyakh 2001:
9). To this end (accotding to the General
Prosecutor of Ukraiine), he ordered the kill-
ing of several leaders of the Donetsk clan,
The Dometsk groups lost the conflict and
thereafter concentrated on seizing control
of steel enterprises In Donetsk,

The years 1995-1997 brought the com-
mencement of the unification of fragmented
elite groups under the banmer of regional
autonomy. Politicians from Dometsk wanted
regional autonomy in order to control local
energy resources and maintain their freedom
to develop economic relations with Russia.
Groups that had previously been involved in
the shadow econormy also became active in le-
gal business. This period was also matked by
the criminalization of the political sphere.

In May 1997, the governor of Donetsk
Serhiy Polyakov (a Lazarenko protégé)
was replaced by Viktor Yanukowych. His
appointment was a compromise between
Donetsk and the authorities in Kyiv. He had
business interests in Donetsk and was close
to Akihmeimow, but was at the same time sup-
porting President Kuchma.

In the wake of the violent clashes, the
Donetsk clans built up their empires in si-
lence from 1997, without opemly challeng-
ing state power in Kyiv. A silent compromise
emerged between Kyiv and Donetsk: Donet-
sk organized support for the President,

guaranteeimg a majority for him in Donbass,
while Kyiv would let the Dometsk clan man-
age its own affairs. The device was “politics
is done in Kyiv and business in the Donbass’".
It meant that the Donetsk clan could consti-
tute its own fiefdom, with its own rules dif-
ferent from those in Kyiv, under the condi-
tion of loyalty to President Kuchma.

After the coal mines and coke factories,
the steel enterprises (most of which were
privatized from 1998 onwards) came under
the control of the major commendiall groups
These transformed into financial-industrial
groups that were so powerful, financially
and politiically, and so well organized, having
eliminated thousands of small commercial
competitors while forging umity among the
few remainiing holding companies), that the
takeover of the large enterprises in Donetsk
proved an easy task.

In 2000, privatization of machine-build-
ing enterprises started, and local financial
and industriall groups gained controlling
stakes in most of them. The Industriial Union
of Donbass (IUD) and the related grouping
ARS created Ukruglemash, which unifies
six local enterprises producing equipment
for mining and steel manufactuting (Salon
Dwaa i Baussa, 31 May 2001).

In 2001, Donbassenergo (the largest
energy distributor in Ukmaiine and owner
of several thermall power generating sta-
tions), also came under the conttoll of the
IUD after a shadow privatization. Like all
the regional energy distributors, Donbass-
energo was heavilly indebted. A commetcial
compamy linked to steel mills and under the
control of the IUD filed a suit against Don-
bassenergo in relatiom to a debt of 50 million
dollars, and the court in Dometsk declared
Domnbasseneigo bankiupt. Donbassenergo’s
assets were assessed by a compaiy that val-
ued Its propetty at approximaiedly 20% of its
maiket value, although the amoumt owed
to Donbasseneigo was valued at more than
285 million dollats, while payables were 415
million dollats. With the auction of Donbas-
senekgo, the IUD gained eontiol ovet by far
the largest power supplier of Dombass. How-
ever, the government and President Kuehma
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protested and tried in vain to have the court
verdict annulled.

It meamnt that the whole energy sector,
all of the basic industries plus the greater
part of machine-building in Dometsk came
under the control of the Dometsk financial-
industrial groups that cooperate closely with
each other. The Donetsk clan controls the
three most important production chains in
Donetsk: coking coal-coke-metall, energy
coal - electricity- steel and gas-steel-gas
pipes.Financial-industtial groups are inte-
grating production in Donetsk in a vertical
and horizontal way. Vertical integration of-
fers the advantage of value added tax in the
production chain being avoided.

Privatization was meant to create more
efficient economic structures and competi-
tion. Instead, it created a quasi monopaly in
Donetsk that controlled the whole regional
econonmy.

A redistribution of assets in 2001-2003
sought to streamline the portfolio of activi-
ties of the major groupings. Rinat Akhmetov,
the richest tycoon in Donetsk, heads Systems
Capital Management (SCM), while the sec-
ond most important group is the Industrial
Union of Donetsk (IUD), as led by Serhiy
Taruta. The process deptived the Donetsk
clan of some of the cohesiveness that made
it so strong in Kyiv. On the other hand, the
redistribution of assets made the core finan-
cial industeial groups more efficient, and
freed finances for further expansion beyond
the bordets of Donetsk. This first took place
in the borderimg provinces of Zapotizhzhya,
Dniproprifawsk, Luhansk and Crimea, be-
fore extendimg to Kyiv.

In 2003-2004, the IUD bought two steel
enterprises in Hungary and gained a 39%
stake in Uzbek Uzneftegazstroi. It acquired
a steel plant in Czestochowa (Poland) in July
2005 and showed interest in a Polish shipyard
(Zerfatto Nedhdl;, 20 Februaty 2004, Financial
Tiras, 31 May 2005). This fits in with the
strategy of controlling whole production cy-
cles. SCM also sought expansion abroad.

A conspicuous truth about the JUD and
SCM is that they owed little to former Presi-
dent Kuchma.

The Dometsk clan gained the energy minis-
try after Yulia Tymoshenko left the post (Janu-
ary 2001). In 2002, Mykola Azamwv, who had
formerly headed the Party of the Regions that
represented the interests of the Donetsk clan,
became head of the tax office, so making sure
that the Dometsk clan would not pay too many
taxes. On 14 March 2003, Medvedchuk’s man
in the state propetty fund was replaced by a
man from Donetsk (The Russia and Eurasia
Reviewy, 30 Aptil 2003). Henadiiy Vasylyew, the
former prosecutot in Donetsk oblast who over-
saw the gang wars in the province while not
managing to capture a single one of the assas-
sins of the dozens of politicians and gang mas-
ters that have been killed, managed to become
General Prosecutor. Even in his new post he
harassed jourmallists who tried to publish infoe-
fnation about his dealings with organized crime
(BBC Munilating Serviee, 22 December 2003).
With the Orange Revolution, the Domeisk clan
lest all these influential positions.

Did the consolidatiomn of clan structures
contribute to economic regeneration? To
answer that question emphasis is placed on
coalminiing and steel productiom that to-
gether accounted for about three quatters of
industrial output in Donetsk (2000).

COAL AND STEEL

Since the mid 1970s coalmining in Donetsk has
been in decline. Soviet planners shifted their
attention and investments to the exploitation
of coal reserves further east, which were richer
and easier to exploit. The costs of coalmining
in Domnetsk soared, not only in relation to dif-
ficult geological conditions, but also because of
outdated equipmenit and a lack of investment.
After independence, the decline in output ac-
celerated (from 80 000 tonnes in 1990 to 41.000
tonnes in 1997).

Since 1996 the output of coking coal has
been on the rise again. This is related to the
surge in steel production. The sale of coking
coal is attractive, because steel enterprises
who export most of their production can pay
with hard currenzy. In 2000, 80% of coking
coal was paid for, while onlly 43% of the en-
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ergy coal delivered to electric power plants
(Bogatov 2001: 3). Power plants often could
not pay for delivered coal, because their
customers in turn did not pay for deliveries.
Traders strengthened their grip on the state-
owned coalmines to such an extent that they
actually controlled the production process.
They delivered machinety and other inputs,
usually over-priced, while they bought up coal
on the cheap. It was often bartet schemes that
were involved, and as a consequence coal-
mines haedly saw any money. Traders prof-
ited from the fact that mines are state-owned,
because state subsidies filled the financial
gaps left by these traders once the mines
had been squeezed. State subsidies allowed
for the payment of part of a miner’s wages.
Losses were inflated in ordet to attract more
government subsidies, these actuallly slowing
down the proeess of restructuring of coalmin-
Ing. Although eoal production has stabilized
recentlly, the working conditions are still at-
chaie—96% of mines have net been restrue-
tured over the past twenty years. Twe thirds of
the maehinery needs ukgent replacement and
almest 60% of eoal is delved mamwallly, with
hammers. President Yushehenke maiftains
that mest state subsidies for the eeal indusiry
disappeat inte the peekets of imiermediaries
whe eperate inl the shadews.

It is feasible that the coal sector will trans-
form into a viable and profitable sector that
can function without government swpport.
Even the World Bank changed its stance and
acknowledged in 2003 that Ukraine jpossesses
a coal resouvee base of significanir value that
is capallz, undir the condilitvn of an effective
cormpliiifon of the secier restrueluingg pro-
grammee, of pioviding a corsiiiaiBte shaie of
the coal requived by the Ukrainiam eaiomy
and comibiliivg 1o the eounngs epeigy seel-
rity (Wotd Bank, 2003: 2). Lange patr of the
Ukrainiam eoal couldl be eost effectine in com-
pa¥izen With alternatine energy resouress, even
if the miess had 1o cover addliiens! expenses
for envivennesiakl preiesiiton and iwmproved
mine safely (p. 15). As major preblems the
World Bank mentions an inapprepiaiee Mix
ture of eominesriadl and pubifc Ineiests and
asset stripping (Wetd Bank 2003: 17). Ceal

production can become more profitable, es-
pecially if the prices of oil and gas remaiin at a
relatiively high level.

The Ukmainian government tried twice to
introduce genuine competition into the coal
market. When Prime Minister Fokin (1992)
made a speech about freeing up coal prices,
he had to leave office shortly afterwards, by
his departure from office, something that the
Director General of the Illich steel plant (Mar-
iupol) reminded Prirne Minister Victor Yush-
chenko in Januaty 2001 when he wanted to
do the same (BBC Summadyy of World Broad-
cast, Januaty 26, 2001). Yushchenko left the
prime ministerial office in Aptil 2001. The
reforms that Yushchenko iried to implement
would especiallly deprive the steel Industey of
Inputs of cheap coal. Steel entetpiises could
get coke for half the world market price (BBC
Suminadyy of World Broadiasi, September 27,
2001). Outsiders could de very little against the
monopolly exercised by the Donetsk €lan. In
Maich 2001 the Anti-Momeip@lly Comeittee of
Ukiaine started to investigate the eoking coal
fharket i Dometsk after eomplaints of enter
prises that afe Undet the control of the Denetsk
elan. After the ehairman of the Antimenepely
eemmittee was replaced in summer 2001, the
ifvestigation stalled (Begatov 2001: 9). Sinee
April 2001 reform in the ceal seeter has been
halted, while eress subsidies between etfigient
and ineffieient mines Rave beeh maintained.
Nevertheless, eeal production has stabilized
sifiee 2000. After the Orange Revelution, the
gevérnent ahnounced preparatiens for ihe
referm of the eeal seetor. But By mid 2008 liftle
Rad ehanged.

The same can be said of the steel indus-
try. Durimg the 1990s, financial-industrial
groups imposed themselves upon steel en-
terprises and graduallly acquired stakes in
steel enterpniies' Nowadays, most steel en-

! In 1998, the State Property Fund sacked the di-
rector of Azowstal (Matiupol) and nominated another
director. However, an intervention from the adminis-
tration of President Kuchma annulled this nomination
and the new director appointed immediaielly gave the
Industrial Union of Donbass the exclusive right to buy
steel from Azowstall. The profits made In trading steel
from Azovstal were subsequentlly used to buy up 38% of
the shares in Azovstal. However, niot all steel enterprises
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terprises in Donetsk are controlled by the
inter-linked Donetsk clans.

Steel production increased again after
1997, after a steep decline in the period
1990-1997. This was related to a major in-
crease in exports allowed for by low prices of
Ukrainian steel. Steel prices are low because
of low prices of inputs and tax rebates. The
energy bills of steel enterprises are often not
paid, and steel enterprises have only been
paying half of the 30% profit tax since 1999
(Kyiv Post, Januaty 24, 2002).

Recent economiic growth in Domnetsk is to
a large extent related to the situation on the
global steel market. Ukraiine has become the
second most importamt net exporter of steel
in the world, after Japan, with 24.4 million
metric tonnes in exports a year (2001), most
of it coming from Donetsk province (Inter-
national Iron and Steel Institute 2003). 46%
of steel is still produced in open-hearth fur-
naces (Mattim ovens) that were abandoned in
the Western world as long as several decades
ago (2002). No other country in the world
has such a high share of steel production by
Martin ovens.? Steel production mainly went
up through the taking up of previously un-
used capagiity, rather tham through any in-
vesting in new capacity.’

The steel output of Ukraine (two thirds
of which originates in Donetsk), increased
by 150% in dollar terms during 2001-2004,
and accounted in 2004 for 40% of Ukrainian
exports and 27% of Ukrainian industrial out-
put. However, output in tonnes only increased

are under the control of IUD. For example, the Wlich
steel plant is under the control of Vladimir Boiko, of the
Zviagilsky clan.

?1n 2003, Russia was second on the list, with 23.7
% of steel production in Martin ovens. China has no
steel production in Martin ovens (2003, World Steel in
Figures, 2004 edition, Internationall Iron and Steel In-
stitute). The share of steel produced in Martin ovens is
only declining slowly in Ukraine. It was 49 % in the mid
1990s. Globailly, 3.6 % of steel is produced in Martin ov-
ens (2002, was 6.6 % in 1996). The shate of Ukrainian
steel produced in electrie furnaces did not increase after
the mid 1990s (5.9% in 1994, 5.4 % in 2003; in 2003 32.6
9% of world steel was produced in electric furnaces).

¥ Substantial investments do take place. Fore exam-
ple, in July 2004 an international consortiwm decided to
floan 100 million dollars to the Azovstal steel mill in or-
der to moderniize the plant.

by 15% (from 33 to 38 tonnes in the same pe-
riod) (Financial Times, 31 May 2005).

The present economic structure of
Donetsk is very unfavourable and biased
towards heavy industry. Ferrous metals ac-
counted for 44.9% of industrial production
in Domnetsk, coalmimimg for 13.1% (2003).
The industrial structure deteriorated rap-
idly durinmg the 1990s. In 2000, the basic
industries accounted for 81.4% of all indus-
trial output, while 59% in 1990. The share
taken by light industry in industrial output
was decimated, declining from 7% in 1990
to 0.3% in 2000 and the share taken by food
processing decreased from 7.9% to 5.3% in
the same period. Onlly since 1999 have the
non-basic industries started to grow faster
than the basic ones.

Machine building suffered most during
the 1990s. Its share of industrial output de-
creased from 17% in 1990 to 8.6% in 2000
(12.0% in 2003). This should be seen in the
context of a fall in industrial output of 48%
in the years1990-2000 (43% in Ukraine as
a whole). It is noticeable that the high val-
ue industries, with which one might expect
Domnetsk to have a competiiiive advantage,
have seen the sharpest decline. Here the col-
lapse of Comecon and Soviet markets had a
tremendous impact, as well as the collapse
of dorestic demand related to the sharp
decline in investment. Only recemtlly did the
machinety industty start recovering again,
but it will take some time before the pro-
duction levels of the eatlly 1990s are reached
again.

AN INSTITUTIONALIST APPROACH

The situation in the so-called transition
economies is usuallly described from a deci-
sion maker’s or teleological perspectiive. It
is assumed that policymakers in transition
economies want a tramsition to a market
economy and parliamentarny democragy, as
well as progress towards tramsition, which is
measured using the yardstick of an idealized
version of a market ecomomy. The problem
with such an approach is that decision-mak-
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ers in Ukraine often declare contradictory
and incompatible goals, that what they say is
different from what they believe, and what
they do is again different from both of these.
In addition, government policies are often
not implemented. Gemenally, there is an ab-
sence of ideas among policymakers, let alone
blueprints.

Hellman (1998) tried to explain why so
many tramsition economies became stuck
on the reform path. His model describes
a partial reform equilibrium in which win-
ners of the first phase of the tramsition to-
wards a market economy can block further
reforms, and not the losers of reforms who
might block reform through their vote. The
model pretends to be universal for transition
economies.

This is valid for Donetsk in as far as it
explains that the major obstacle to further
reform is not the fact that the population
at large is anti-reform, but that the Donetsk
clan is the main protagomist of the current
situation. However, Hellman’s model does
not explain the circumstances in which the
winners of the first phase might succeed in
maintaining a distorted market econosny,
while blocking further reform. Hellman's
approach also suggests that there is a direct
correlation between more market and less
rent-seeking activity. Looking at the post-So-
viet area, one cannot say that the econoimy of
Russia, which is more market oriented than
that of Belarus, Is less rent-seeking than the
latter. Also, the centrallly-planned economy
was less rent-seeking than the transitional
economic systems of the post-Soviet area.
In the case of Donetsk, Hellman's approach
fails to explain the nature of rent-seeking
activities and the conditions for theit trans-
formatloen into productiive activities,

Hellmans approach also assumes an
initial desire on the part of policymakers to
make a tramsition to market economy, while
this project has been halted by the winners of
the first phase in the tramsition. This assump-
tion is not valid in the case of Ukuaine. Gen-
erally, a decision-makers approach focused
on the state is not very fruitful in a sitwation
in which state institutions are very weak.

In Donetsk, the level of decision-mak-
ing was importamt in seeing how inter-clan
rivalries in Dometsk were managed in a new
institutionall setting and how clan-coopera-
tion created new synergies with the aim of
capturing assets elsewhere in Uktaine. The
population at large hardlly had a voice in the
polity of Dometisk, either through elections of
theough interest-representimg organizations.
Dissent has always beem suppressed and
elections manipulatedi® Neverthelless, the
creation of consensus and cohesion has been
considered important and i 2001 governor
Viktor Yanulkewych created a broad front of
120 regional organizations, named ‘Fof Uni-
ty, Consent and Renaiissance”, aimed at forg-
Ing socletal suppokt for the elite’s strategy to
regenerate the reglon.

Gaddy and Ickes (1998) provided an al-
ternative model of a virtual economy that
traces patterms of value creatiom and value
destruction in the Russian ecomamy, pro-
viding an explanation as to how enterprises
are able to shield against matket forces. An
ecomamyy is emanging where piriasss are charged
whicth no one pays in cash, where no ore pays
amytthingg on times, where huge muited! debts
are created thatr also can't be priil! offf in rea-
sovailite peviatis of times, where wages are de-
clared and! notr prildl; and soown. . .(Whts orestes)
illusienaryy ‘virtuadl’ earmingss, whicth in furn
lead to unpaitld, of 'virtual’ fikcat! oBiligaiions,
(with bugsinasss cordiicteeld at) nonpabikler, oF
‘virtuallppierses. So far the description flts the
dominant economic relations ln Donetsk
very well. However, the model fails to iden-
tify what sectors might be value-subtraeting.
Vlad lvanenko showed that, in 1997, of 15
anallyzed sectoks in Russia, onlly 2 were value
destroying. He criticizes Gadidly and lckes,
saying that the argumenis thalr the difflerenees

4 For example, during the 1999 presidential election,
President Kuchma obtained 31% of the votes in Donet-
sk during the first round, the commumist Symonenko,
39.5% and other opponents of Kuchma the rest. Kuchma
won the second round with 53% of the vote. Duriing the
2004 presidentiall elections, no other province reported
as mamy violations as Domretsk. For example, through
fraud, turnout in Domnetsk increased from 78.1% of voi-
ers during the first round to 96.6% during the second
round of the elections.
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betweam manegy and barter prices amountdd to
an irplitiis sulbsiidiizdidon of nomvidbbde sectors
is not suttstaminitedd. Mittioogbh we fidd a few
value destoypiingg sectons, we prouviide alema-
tive explanatidoe s ffor their negative value edded
(Ivanenko 2004: 102). Other weak points
of the model are that it is economiistic while
abstracting from the social and political con-
text, and that it does not explain change.

The case of Donetsk shows that the virtu-
al aspects of the economy are just attributes
of a phenomenomn that lies at the core of the
regional ecomomy, namely the monopoliza-
tion of the main supply chains by a coherent
group of clans, held together by cross share-
holdings and led by the Industrial Union of
Donbass and System Capital Management.
Donetsk is a clan-based economy while the
defining moment in its economic behaviour
is rent-seeking.

Gaddy and Ickes (2001) modified their
position later with saying that bavter is nor the
essenee Of the virtuall ecomaryy. Bawtear is mot
the maiin proitibem of the Russiam: ecomarmyy; it
is a sympicom of the praifibrm. The essence of
the virtuall ecomamyy is entevpnitee bedhmviour
thatr exploitss what we have called! redlational
capiall to preirat: and maimain value destroy-
ing activilyysodift goods predictivon. Indeed,
the case of Donetsk shows that the decline
in barter in the regional economy since 2000
did not affect the mediiss opevandii of enter-
prises. Crucial to the econony of Donetsk is
the state-enterprises interface and, related
to it, the system of cross-subsidization.

In Dometsk, economic and political
power are so intertwined that their separa-
tion for analytical purposes is obfuscating.
Donetsk society and polity are patrimonial
and characterized by personal rule, patron-
client relations and endemic corruyption. This
is rooted in the Soviet and Tsarist past.

Much resembles the Soviet past. The
Donetsk clan has its own political party:
the Party of the Regions, founded in 2001.
It functions as the local Party of Power that
does not tolerate any dissent. Omlly decora-
tive oppaosition parties, like the Communist
Party, were tolerated up to the Oramge Revo-
lution. Domnetsk has been the most danger-

ous place in Ukraine for critical journalists
and oppesition politicians.

The economy is quasi-centrally-planned
with the role of the bramch ministries being
replaced at regional level by financial-in-
dustrial groupings. In Donetsk, the regional
clan-structure, composed of regional bu-
reaucrats, politicians and business tycoons,
decides for regional enterprises what to sell
or buy, how, and for what price, irrespective
of the ownership structure of the enterprise.
This mode of behaviour is most pronounced
in the energy trade. As eanlly as in 1996 Gov-
ernor Shcherban ordered all regional en-
terptises to break off relations with all gas
suppliers, except the Industrial Union of
Donbass (Sarna 2002). In 2001, President
Kuchma told the governmenit to consider the
idea of creating; an invegraied! fisd! and! energy
organizatiton ffar Donstekk withiin which prices
woulldl be fikeel! om special! termss (Satna 2002).
Thiis resembles Soviet times more than any
matket econorny.

The informal institutional environment
in Donetsk reflects Soviet social practices.
Economiic behaviour can be seen in the
context of these domimamt social practices.
Importanit elements are the insider-outsider
logic of clan politics in Dometsk. Insiders are
those individuals that are part of the clan and
therelby the power structure, having access
to resources. Rules of the game are differ-
ent for outsiders and insiders. For example,
insiders will obtain credit from local banks
that are undet the control of the local clans
undet much more favourable conditions that
outsiders. Eventurilly, outsiders may be co-
opted and become patt of the power struc-
ture. What is peculiat to the Dometsk clan
is that it makes foreign direct investment
even more difficult than is the case in other
Ukitaiihiah regions.

Other crucial elements in the set of dom-
inant practices are the cult of power and re-
lated practices demonstraiting reluctamce to
delegate competences, a lack of horizontal
cooperatiom and organizational differen-
tiation, an aversion to tramspanmenmy, corrup-
tion, distrust and deception. These social
practices are embedded in a belief system
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that is reminiscent of those in Soviet times.
This does not stop local tycoons replacing
old directors that survived the tramsition to
the new economic system with young and
much better educated managets that intro-
duce more efficient management systems.

There seems to be a hroadly-shared
consensus in Dometsk that heavy industry
should remain the basis of the regional
economty, and therefore protected and sub-
sidized. Underlying this consensus is the re-
jection of principles of econormic rationality
(even among economists), while most share
the belief that value subtractets are actually
value creatofs. A constituency for reform Is
not discernabie in Dometsk, unlike in Kyiv,
This does not mean that the elite is mono-
lithie. For instance, a growing paft of the
elite in Dometsk Is prepared to concede that
many coalmines have to be closed.

Consensus seems to exist with respect
to the neo-patrimonmial rule of society. Even
the leaders of independemt miners’ wnions
are very patrimonial in their world outlook,
trusting the local pattoms, including mine di-
rectors. In Donetsk there is widespread pride
in the region and in its roots in coal and steel.
The core of this identity s being an advanced
industeial reglon, producing real value,

A broad consensus also exists as regards
the restoration of the former division of
labour in the post-Soviet arca. Amomng the
62.3% of respondents to a survey in Donetsk
as regards who favoured the development of
economic ties with Russia, 27% favoured the
re-establishment of the Soviet Union, 28%
the conclusion of a political union with the
CIS and 12% a union with Russia. Ia 2001,
between 78 and 81% showed a positive at-
titude towards a possible unioh of Ukraine
and Russia with Belarus (Zimmer 2002: 13).

Local tycoons are not despised, and are
in some cases even quite popular. Rinat
Akhmetwx, the richest man in Donetsk and
Ukraine is popular, in part thanks to his fi-
nancing of the local football club. Although
there is widespread dissatisfaction with liv-
ing conditions in Dometisk, it is not the local
politicians and oligarchs that are wsually
blamed, but the government in Kylv, for fail-

ing to give enough subsidies. The rent-seek-
ing behaviour of local oligarchs is not denied,
but played down.

Rather tham implementimg a blueprint
for a market economy and parliamentary de-
mocracy after the attainmemt of imdepend-
ence, well placed members from the former
Nemeeklelwnara, criminal elements and some
new entrepremeurs used the institutional
void created by the dissolution of the party-
state to enrich themselves while using the
state apparatus.

According to Douglas North (1990), insti-
tutional change always creates opportunities
for those institutions that induce productivity
increases and those that reduce productiv-
ity. Institutional change in the imdependent
Uktaine and Dometsk can be said to have
increased the latter kind institutions greatly.
This is reflected in the spread of rent-seek-
ing in all sectots of the ecomomiy. Although
some econofmiic stability (e.g. monetaty sta-
bility), has supesficially been achieved, ifise-
cure property rights, pooily enforeed laws,
batriers to entiy and monepdiniic restrie-
tions have furthered shott time hotizons and
discouraged productive activities. IA Denet
sk, monopdlly rents are sgueezed frem most
industrial enterprises. Reni=seeking by the
Denetsk elan is faeilitated By its eapture of
the state institutions at the regional level.

There is the argumemt of the exhaus-
tion of rent-seekimg opportumities with the
graduall demise of coalminimg and related
state-subsidies, lessening oppottumiiies to
gain from gas trading and limitations of the
internatiomall steel market. However, this
does not necessatiily push the oligarchs of
Donetsk into abandoning their rent-seek-
ing activities. It seems that over the past few
years they are shifting their aetivities from
chanmelling momney abroad o using it for
conspicuous consurmption towatds expand-
ing their empite of entetpiises iAto new
sectors and new regions. Sinee 2000, some
flight eapital is used for this purpese, as is
teflected in the inereasing ifivestments frem
Cyprus, the Bahamas and other tax havens.

But what conditions might push Donetsk
on to another development trajectory?
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PROSPECTS FOR SUSTAINABLE GROWTH

Since 1999, a prolonged economic decline has
been followed by a renewed increase in out-
put in Donetsk, and in Ukraine as a whole.
Despite the stabilization of the econormic and
political situation in Donetsk, investment lev-
els are still low, and local clans have preferred
to use their financial power to expand their
empires by buying up enterprises everywhere
in Ukraine. Although investment levels
have risen recemlly, investments in Donetsk
province in 2003 were at only 38.3% of the
1990 level (27.1% In 2000; State Statlstics
Compmmittee of Uktaine 2004: 219). During
January-Maich 2002, the level of investment
in Dometsk, in relation to Industriall eutput,
was at 10.2%, while in Uktaine it was 14.7%
(Uksainizsm Econwnitic Trends, Makeh 2002).
1n 2001, the province of Donelisk accounted
for 11.1% of total eapital assets put into oper-
ation iR Ukraiine, although Domeisk accounts
for abeut 20% of industrial produetion. Ini-
tially, growth in eutput could be achieved by
using idle capaeities. However, investments
have sufged reeenddly, as iA Ukmine as a
whele, a faet exemplified by the strong grewth
of maehine building ameng other things. The
steel industey was werking at 95% ef iis ea-
paeity in 2003 and feeded investments {6
seeure further grewth.

However, recent growth in Dometsk has
been secured by several dozen large enter-
prises. In 2000 almost two thirds of regional
industrial sales were accounted for by 17
enterptises, 8 of which were steel plants.
Only 2 for 17 enterprises are not in heavy
industry. This means that recemt industrial
growth is based on sectors with a bleak fu-
ture. During Januaty-May 2005, industrial
output in Domnetsk was 6.1% lower tham in
the same period in 2004 (Ukraiimiam Statisti-
cal Office; for Ukraine as a whole there was
an increase of 6.2%). This might be related
to the fact that the Donetsk clan was ousted
from gowernment.

Export performance is seen to be fragile,
if one recalls that 70% of Donetsk exports
consist of steel and steel products (State Sta-
tistics Committee of Ukraine 2004, Table

9.4). However, local authorities see this as an
asset, and their regionall strategy is based on
further development of the basic industries,
while neglecting other sectors.

Anmn innovation in Donetsk was the crea-
tion of Free Economiic Zomes. Former Presi-
dent Kuchma supported this idea in 1999, in
exchange for election victory in Donetsk dur-
ing the presidential elections. However, in
the virtual world of Donetsk nothing is what
it seems. Free Economiic Zones were not de-
signed to attract foreign direct investment
througfh tax holidays, but to allow enterprises
of the Dometsk clan to organize tax evasion.?
Ex-President Kuchma decided not to abolish
these Free Econofmiic Zomes despite strong
criticis from the IMF and World Bank. Ac-
cumulated foreign investment in Dometsk in
2001 was 69 dollars per capita, cf. 91 dollars
pet capita In Uktaiime (State Statisties Com-
mittee of Ukraime 2002). In 2003, the inflow
of foreign direct Investment into Donetsk
provinee was 90.2 million dollar, l.e. 2.7% of
the FDI inflow inte Ukiaiime as a whole that
year (State Statistiecs Compnittee of Ukraine
2004: 279).

This all means that economic growth
since 1999 has had a rather fragile basis and
is very much dependent on trading conditions
on the world steel matket and state support.

However, Donetsk has some assets on
which to build. The most importamt seems
to be its human capital, in terms of the edu-
cational levels of the general population.
Despiite the dire econommic situatiom, more
students are going into higher education.

§ Foreign enterprises were not really welcome, as the
Donetsk clan did not want to share the assets of Donet-
sk. In the words of former President Kuchma, the Free
Economiic Zones had become semi-crimimal zones that
hardlly atteacted foreign direct investmemtt (Kyiv Post, 6
February 2003). He said that chictam legs andl Eiuropean
beef are impantaed into these zonsss fiam Euagee. They are
dunped ino our Free Ecantomitic Zantss tax fiese (Tl Rus-
sia ane! Ewasifn Revidaw, 30 Aprill 2003). The attitude of
the Donetsk clan very much recalls the situatiom in Rus-
sla, where, as a rule, local rulers are playing the politi-
cal-economic game amomgst themselves and consciously
sirategize to prevent newcomers from entering It. They
keep mueh of the Information about local affairs to
themselives, and have established an exclusionaty system
of elite politics (see Mendras, M. 1999: 304-306).
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At the same time, more graduates are em-
ployed below their level, not using their ac-
quired skills and knowledge.

Donetsk also has a high degree of social
and political cohesion, despite widespread
poverty. There is a high degree of trust and
cooperation within the upper echelons of
the regional elite, and thete is a highly-in-
tegrated regional econommic complex. How-
ever, It seems that Dometsk is locked into
atchaic institutionall structutes that were
relevant to an eatlier phase of economic
development but now constitute a batrier to
any move to a new development trajectory
(Hudsom 1994),

As argued before, the main bottleneck
is the monopolization of the major part of
the regional economy by a coherent group
of clans mainly interested in rent-seeking
and thus has a short time horizon. Their
rule is facilitated by a belief system and re-
lated social practices that help to perpetu-
ate dominamt social and economic relations
in Dometsk. Patermallist rule is partlly rooted
in large enterprises that take care of many
aspects of their wotket’s llves, while telling
them what party to vote fot. It should also be
recalled that, despite the high educatienal
level of the population of Donetsk, 96.3% of
the electorate voted for eandidate Yanuko-
vyeh in the relativelly fair re-rum of the presi-
dential elections.

The experience of a range of successful
East and South East Asian emerging econ-
omies shows that the transformation of a
(neo)patrimonial into a modern society and
economy requires a strong state and a com-
mitted elite.

According to Evans (1995), developmen-
tal states show that state institutions must
be embedded in a dense network of ties that
bind them to societal allies with transforma-
tional goals. It is the delicate blend of state-
autonomy and state-embeddediess that
makes the difference. Evans also argues that
political elites should share a commomn sefise
of purpose and direction, an esprt de coHps.
In this perspective the crucial problem in
Donetsk is that publie authorities are cap-
tured by local oligarchs. Mere genefallly, ex-

ecutive, legislative and judiicial powers have
merged in Dometsk (i.e. there is no separa-
tion of powers).

The population does not trust the insti-
tutions of the state. Corruiptiiom is omnipres-
ent and state institutions do not deliver. The
state has weakened, but has at the same time
remained over-powerful, because it is able to
control and block initiatives in society and
econoitiy. Entefpiises canmot do anything
without the suppott of bureaucratis. Increas-
ingly, Doneiisk in mamy ways resembles stag-
nating econoimiies from the developing world,
although recent economic growth suggests
otherwiie.® It can be seen, among others, in
an extreme centre-periphery dynamies.’

A breakthrough towards sustainable de-
velopment can only occur through a break-
ing of the power of the Dometisk clan, and of
the close links between clans and the public
authorities. There are no easy recipes, but
a precondition would seem to be a vigor-
ous civil society and the self-organization
of the population at large. The pati towards
sustainable development goes via a political
breakthiougth.

It could well be that the above account
does not do justice to the myriad of initia-
tives that are being taken on the micro level:
many pattmenships between educational and
other institutions in Donetsk and the West,
the Micro Bank that is helping mamy small

6 In developing economies, periods of boom are
regulanlly alternated by periods of bust.

7 Within the province of Donetsk, a similar centre-
periphery dynamiic to that in Ukraine as a whole is vis-
ible. Donetsk and Mariupol attract 90% of investments
within the province, although these towns account for 31
% of the total population (the province and city of Kiev
togethet attract 22% of all investment, while their popu-
lation accounts for 9.15% of the total Uktaimian popula-
tion, 2001). In the city of Doneisk, the trade turnover
in goods and services destined for the populiation Is ten
times higher pet capita (at 110 hryvaa) tham in towas like
Debaltseve (18 hiryvaa) and Debrepolle (29 heyvha), al-
though the average salaey in these small towns is higher
than jn Doneisk. But people in these towns can often
fet spend their meney in their ewn tBWAS, haviag (e go
te Denetsk. This in turn strengthens the cenire-periph-
ery dynamics. While the production index fer Danetsk
town ( in 2003, with respect t8 1990), was 1374, it was
§9.4 for Domeisk province (p. 9%3;. Dongtsk eily attracied
67.2% of aceumutated foreign direct Invesiment ia the
prévinee.
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entrepreneurs with credit, some small and
medium-sized enterprises that have become
successful despite existing outside the clan
structures, initiatives of local communities,
etc. This embryonic civil society might pro-
vide the impetus for a breakimg of the mo-
nopoly over political and ecomofmic power
that the Dometsk clan exercises.

THE DONETSK MODEL AFTER THE ORANGE
REVOLUTION

To what extent did the Oramge Revolution
(November/December 2004) change the
situation in Donetsk? President Yushchenko
noted, dutimg a visit to Donetsk on 15 July
2005, that very little had changed there so
far. Addmessing a hall full of local dignitar-
ies Yushchenko said The [Daneiskk] authori-
ties do nolr undbariandd theilr purgoste yet, they
are restoiiivg elans andl brirginge badk the livks
thait diseredlic all of you: (Eurepsaan Daily
Menitegr, 19 July 2005).

Nevertiheless, the new governmenmt under
Tymoshenko abolished some privileges and
abuses in Donetsk. Tax preferences in the
framework of the Free Ecomomic Zones
(these were being concentrated in Donetsk)
have been abolished, while gas prices and
rail tariffs for coal transport have gone up. A
gang based in Zaporizhzhya but headed by
criminals from Donetsk has been arrested.
It had dealt with widespread tax evasion, to
the amoumt of hundreds of millions of hry-
vhas a year (Zerkali Negtdli, 21 May 2005).
During 2004, companiies from Domnelisk paid
415 million hryvaas in value added tax but
received 625 million hryvnas of réeimbursed
VAT payments (Iweiheves, 6 June 2005).
This scam contributed to the Righ economie
growth figures fer Denetsk.

On the other hand, IUD director Serhiy
Taruta accompamnied President Yushchenko
on his visit to Germany (Matrch 2005) and
proclaimed that he had always swupported
Yushchenko. This seemed to reveal a split
in the until then cohesive Dometsk clan. It
should be recalled that Akhmesww profited
most from Viktor Yanukovych being Prime

Minister: during the latter’s reign, the SCM's
assets doubled in size (Ukrayimska Mrauda,
14 March 2005).

After the presidemtiial elections of 2004,
Akbhmetiov did not immediiztelly side with
Yushchenko, unlike Taruta of the IUD, and
Boris Kolesnikov (a close partner of Akhme-
tov and head of the regional council) was ar-
rested. Omly in Aptill 2005, after having spent
some weeks abroad, did Akhmetow make
some moves towakds the new governmemit in
Kyiv, and met with President Yushchenko.
Soon after this meetihg he announced that
he was cutting ties with Viktor Yanukovych
and stopping financing his pakty, the Party
of the Regions. Akihmiriew was the main fin-
ancier of this partyy. The new oppesition pat-
ties became almost parallyzed. Nevertheless,
the Genefal Prosecutor continued to target
Akhnriov and his elose allies.

It seems that Yushchenko’s main aim is
to normalliize the situation in Donetsk and to
make the regional budget and regional au-
thorities accountable to the state and not to
the Donetsk clan, as the jourmallist Pukish-
Yunko suggested (Vysakoyy Zameik wedisiits,
24 May 2005).

The situation changed after President
Yushchenko sacked Prime Minister Yulia
Tymoshenko and her governmemt (Septem-
ber 2005). After the split in the Oramge team
Yushchenko had to rely on support from his
former opponemtis. He signed a memoran-
dum with Viktor Yanukowych in exchange
for the support of the Party of the Regions
for the new governmemnt of Yekhanutawv.
Thiis implied, amomng othet things, the end of
‘political opptession’, the end of prosecution
of those who had committed election fraud
and Immunity from prosecution for depu-
ties 1n local coumcils. It also meant an end
to re-privatizations,, except for the re-priva-
tization of the huge steel mill Krlvorozhstal,
ewned by Kuchma's soh-ifr-law Pinchuk and
Althngdeov. 1t points te a new understanding
between the elites of Eastetn Ukfaiime on
the one hand and the elites of Central and
Western Ukraine on the other hand. It alse
ereates more opporiutiiies for the Donetsk
elan to rule their region as they waft.
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It seems that the Donetsk model of
governing society and economy canmot be
considered atavistic, it is even possible that
the Donetsk model will see a revival, if the
new power in Kyiv fails to turn the country
around, creating a state and society governed
under the rule of law.

CONCLUSION

Whereas Donetsk is formally part of a par-
liamentary democracy and has mamy formal
elements of a market econorny in place, the
actual functioning of the region’s polity and
economy recalls Soviet times. Neo-patrimo-
nial social practices that are rooted in Soviet
and Tsarist times are still dominamt, and
political and econoeniic power is highlly cen-
tralized and merged. A virtual institutional
landscape exists with banks, chambeis of
commerce, technology patks, casino’s ete.,
all giving the impeession of a thiiving mat-
ket econoitiy, but that Is in fact in function of
a clan econoitly. The informal imstitutional
environment has proved to be very resilient,
constltuting the basis for a resurrection of
Soviet econormic practices, albeit witheut
central planping. Crucial in the regienal
econowny is the monopliization of the econ-
omy affairs by a cohesive group of ¢lans that
prevents outsiders from aceessing resourees
on equal terms.

In this perspectiive the question of path
dependent path creating emerges, although
path dependence does not point to just one
scenario. Crucial in any reform scenario
is the strengthening of state imstitutions
through the creation of more transpateicy,
accountalbillity and the rule of law, there-
with ending the capture of state imstitutions
by the Donetsk clan. Strong and democratic
state institutions can onlly be envisaged with
a vibrant civil society that acts as a coufi-
tervailing power for the state and oligarchic
clans. Thus far a vibramt civil society has
not become visible, though it seems that
networks of cltizens and institutions press-
ing for change are emerging slowly.
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Abstract: The article identifies the main factors and trends to regional developmenit in the Czech
Republiic during the pre-accession petiod. The scale of regional disparities within the Czech Re-
public is compared with those of other EU counttiies. The paper starts with a brief elaboration of
the basic trends to regional development since the collapse of communmiisen, then proceeds to an
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INTRODUCTION: DIFFERENTIATION
AND SELECTION AS BASIC TRENDS

TO REGIONAL DEVELOPMENT

IN THE THE POST-COMMUNIST PERIOD

Differentiation and selection could be con-
sidered two general trends to regional devel-
opment in the the post-commumist countries
following the collapse of commumism. The
differentiation in regional performance is
in line with a generallly prevailing trend to-
wards increasing diversity since the begin-
ning of the tramsition in all major spheres
and among all major subjects—individuals,
the professions, industrial branches, munici-
palities, etc. The processes of differentia-
tion and selection were a consequence of the
re-introduction of market economty mecha-

* The article is an extended and updated wversion
of a paper published in Polish in Swdiiz Regginelne
i Lokatfme, 2004, 2, Warsaw University.

nisms and of a democratiic society in general,
as well as the resulting openimg up of space
to individual initiative. They were also the
result of the removal of the excessively re-
distributive policies and forced equalization
pursued under commumnism. It is necessary
to stress, however, that diversity or differ-
ences/dispaniiies cannot be considered an
altogether negative phenomenon since dif-
ferences also play importamt positive func-
tions in society and the econaiy (i.e. dispat-
ities contribute to greater specialization and
hence greater efficiency, see also Hirschman
1958). Moteawer, disparities also function as
a signal mechanisen for different subjects, in
that differences also function as an indicator
of potentiall or an incentive (for example to
move ok, more generallly, to make a change).
Consequesiitly, disparities are a quite natural
phenomena (ef. for example the develop-
ment of the settlement hieraichy exhibiting
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fundamental similarities in a vast majority of
countries (for more see Hampl 1999).

The second fundamental process has
been that of selection, by which exchanges of
position among leaders and laggards can be
described. Typicallly, the regions which were
strongholds of communmist heavy industries
and hence the subject of preferential treat-
ment under commumistm (e.g. bettet provi-
slon of consumer goods to modetate some
of the consequences of the ‘ecomomiics of
ghortage’ see Kornai 1979, and provision of
higher wages) were among the biggest los-
ers when their outdated econommiic base was
suddenlly exposed to internationall competi-
tion. On the other hand, mettopollitan re-
giens with diversified econorniies and a gooed
edueational structure of the labout force un-
derwent dramaitic restructuring when heavy
industties were swiftly replaced by ah ex-
panding service seetor, sueh that the pepula-
tien in the majerity of these regions enjoyed
abeve-average growth in salaries and a lewef
fate of Wnempleyment.

To sum-up, the relatively modest inter-
regional disparities the Czech Repuiblic in-
herited from its period of commumism (see
Fuchs and Demko 1979) have swiftly been
amplified during the tramsition. Diversified
metropolitan regions have generallly per-
formed better than non-metropalitam, old-
industrial and rural regions (Hampl 1996,
Bachtler et al. 2000).

FACTORS IN REGIONAL DEVELGPMENT

Several primcipal factors undempimmimg re-
gional development can be conceptualized.
According to Blazek (1999), the Czech Re-
public has been characterized by four main
factors of regional development:

* vertical and horizontal geographica-
lal positions of regions, whereby the former
can be interpreted as differentiation among
large cities/metropolitam areas and non-met-
ropolitan and rural regions, (also exerting a
strong influence on the level of infrastructur-
al endowment of respective regions); and the
latter described as a traditional West-East

gradient to the level of societal and economic
development in line with macro-regional dif-
ferentiation in Europe as a whole (for an ex-
ample of empitical verification of horizontal
geographicaliall position, see Table 1)

* economic structure and its diversity
(whereby more diversified regions usually
have better opportumities than namoally spe-
cialised ones)

* the quality of human resources (and
especiiallly of educatiom and the entrepre-
neurial tradition)

¢ the quality of the environmemt (in
that extensive devastatiom of that in several
regions hinders their future development se-
riouslly, not onlly on account of the costs of
remediing the situation, but also because the
devastated environment discourages poten-
tial inward investors).

Dostal and Hampl (2002) identified
three basic factors to regional development
in the Czech Repuibliic: vertical geographical
position (i.e. the disparity betweem the capi-
tal city and the rest of the countty), macro-
geographhicallall position in the sense of the
West-East gradiemt (horizontall geographical
position) and unfavourable specialization of
the economic base of the regions. The au-
thoks argue that the relevance of these fac-
tors differs according to types of reglons.
Wihille in the case of rural regions the macro-
geographicall position seems to domimaie, in
that of metropolitan areas as the mest ifm-
portant factor is considered to be the inher
ited unfaveurable economiie structure, albeit
with the macte-position alse significant.

The operation of these basic factors un-
derpinning regional developmemt can be
traced far back into histony. For example, the
relevance of horizontal geographiicall position
can be illustrated in the former Czechoslo-
vakia at the time of its creation in 1918 due
to its great length in a West-East direction.
Conseqjrnitly, the West-East gradient to the
level of development was of an extreme na-
tuke in those days, and was well captutied by
the first census of popullation in Czechoslo-
vakia which took place in 1921, According to
this eensus, the following rates of (pattial)
illiteacy wete recorded (Table 1).
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Table 1. The rate of (partial) illiteracy by historical lands comprising Czecheslovakia in 1921

Land Rate of illiteracy
Bohemia 24%
Moravia 3.1%
Silesia 3.7%
Slovakia 15.0%
Carpathian Ukraine 50.2%

Source: Gansus eff Repaitation 121

A similarly steep slope to the West-
East gradiemt was recorded in the struc-
ture of economiic activity of the population
by major sectors of the economy and many
other indicators. While the inter-war period
(1918-1938) brought no major changes to
the regional structure, the reverse is true
for the period of comrumisem started in
Czechoslovakia by commumiist coup in 1948.
The communiists applied a policy of extreme
equalization, to the point where several dec-
ades of the comeumist regime left the indi-
cators available in those days in a highlly ho-
mogeneous state (Fuchs and Demko 1979).
However, the costs of this equalization were
tremendous, as the country lost its interna-
tional competitiveness. This can be docu-
mented by referenice to 8 GDP per capita ifi
Czecheslovakia that, at 380 USD In 1948,
was practicallly the sare as in Austria (400
USD that year) (Gelb and Giey 1991, queted
in Svejnar 1997). Mekeewer, as the GDP of
the then Czeehoslovakia represented an av-
erage for the dispatate Czech and Slevakia
lands, it is likely that the GDP in the atea of
today’s Czeeh Repulblic was even Righer than
that of Ausiria. IR contrast, in 1989, when
the era of eammumisth ended, the per-eapiia
GDP of Czecheslovakia was only a fraetion
of that of Austfia.

Nevertheless, under a profoundly-
changed political, societal and economic en-
vironment, which also led to revitalizatiom of
the above-mentioned basic factors underpin-
ning regional developmenmt, the old regional
patterns soon emerged once more. However,
all basic factors of regional development

have to be considered as basic frameworks
onlly, in which different subjects capable of
making a difference (Sayer 1992) have to
operate. Therefore, obviousily, examples of
remarnikablly successful subjects located in
regions less well-endowed with the above
factors can be given, though these are still
rather in the nature of exceptions confirm-
ing the general trends.

REGIONAL DISPARITIES
DURING THE TRANSITION

UNEMPLOYMENT

As a consequence of the activation of the
above-mentiomed basic factors to regional
developmenmit at the beginning of the transi-
tion, the Czech Republic swiftly developed
into an almost textbook example of a West-
East regional pattern in good agreement
with the macro-regional differentiation of
Europe as a whole (similat conclusions for
Poland were artived at by Lodkovska et al.
1996, and Gorzelak 1996, while Barta et
al. 1997, Downes 1996 and Horvath 1997
proved the same for Humgary). This West-
East polatiity can be illustrated by the fact
that, in the flrst half of the 1990s, the rate
of unemploymemnt In Moravia (eastern Czech
Repulbliic) was neaflly twice as high as that in
Bohernia (the westerm patt of the country),
while the most affected region was Nerth
Moravia. Nevertheliess, since the mid-1990s,
this patterh has been sighificantly modified
By a rapid worsening of the econowmiic and so-
elal situation in the eld induskrial region of
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North Bohemia, the most afflicted Czech re-
gion in the second half of the 1990s. Another
distinctive feature of the recent regional de-
velopment has been a sharpening of inter-re-
gional disparities on a micro-regional level,
as a result of bankrupicies among industrial
plants. Thiis was quite a serious devellopment,
because it was accompanied by a rapid in-
crease in the average level of unemployment
(from 3.5% in December 1996 to 8.4 % in
March 1999—escalated by economiic crisis
in the yeats 1997-1999, and then a furthet,
though less steep increase in the unemploy-
ment rate up to around 10% during the years
2000-2003) (Table 2).

Empirical analyses of recemt trends to
regional development in the Czech Repub-
lic are provided e.g. by Hampl 1999, 2002,
Blazek 1999, 2002b, and Tomes 1996, 2002.
These analyses show a clearly accelerated
growth in inter-regional disparities since the
mid of 1990s. This can be most persuasively
illustrated by reference to the development
in the average rate of unemploymenit and of
its level in the most affected disttiict (usually
Most disttict) in contrast to best performing
district (Prague or one of its suburban dis-
tricts Prague-West or Prague-East).

The data provided in Table 2 reveal that
the period of an exceptionallly low rate of un-
employment in the Czech Repuibllic is definite-
ly over, and even the economic recovery since
2000 has not produced a sufficient number of
job opportumities. Likewise, the massive in-
flow of foreign direct investment has not con-
tributed significantly to job creation. While
positive impacts on job creation predominate
in the case of greenfield investments (leaving
aside some replacement effects), acquisitions
quite frequently entaiill the sheddiing of labour
as an element of restructutimg. Nevertheless,
even in the latter case, one can argue that
were take-overs by forelgn owners not to take
place, the very future of the companmy would
be in damger. The consequent conclusion is
that, without a vigoreus inflow of FDI, the
rate of unemployment would be even higher,
(For a detailed discussion of the positive and
fiegative effects of FDI in Cential Europe
see Pavlinek 2004).




Theondss 1to Regjionsl]| Digparitesniba GzebhRappbblic. 95

The rate of unemploymenit in several dis-
tricts has exceeded 15% since 1998, and even
20% since 2000, a serious cause for concern.
However, the roots of the regional problems
are not exclusively regional but relate also
to the overall economic and ethical situa-
tion in the Czech Repuiblic, born especially
by the wild way in which Czech privatization
was performed in the first half of the 1990s,
when the assets of privatized companies
were channellled by their managers into their
ptivate firms operatimg in the same branch
(for more see e.g. Mlcoch 2000). For this
widespread behaviour of managets a term
turnetlioge was Invented. Tunmelling became
a means by whieh te galn a substantial profit
and aceurnulate capital quicklly. This shori-
sighted behaviour led to a series of bank-
rupteies of former state companmies in key
jndustrial branches and had a devastating
effect on the stability of the banking sester,
whieh had to be supported by a huge ameunt
of publie money.

Unfortunettdly, these facts contribute to
a clear dominance of sectoral approaches to
the solution of regional problems, with the re-
sult that the room for implementing relevant
regional development strategies based on the
initiative of major subjects of local/regional
development is quite limited. The dominance
of sectoral approaches could also be illus-
trated by the fact that self-governing regions
were only reintroduced in 2001 and are from
the financial point of view fully depended on
transfers of state revenues and grants. Never-
theless, a positive recent feature of sectoral
policies in the Czech Republic is their ‘re-
gionalizatiom’, i.e. a differentiation of the in-
centives offered by sectoral policies accord-
ing to the conditions of partieular regions.
For example, the state offers investment in-
centives to large Investors (both Czech and
foreign), albeit with the key eligibility crite-
rion (the size of the invesiment in finaneial
terms) being differentiated aecerding to the
level of unemployment in the district in gues-
tion. Mote speeificallly, while an invester has
to invest at least 200 million CZK (6.8 mil-
lien EUR) te gualify fef ifnvestment ineen-
tives in ‘Retmal’ regiens, in regiens with Righ

unemploymemt this criteriom is softened to
150 million CZK or even to mere 100 million
CZK in the most affected districts. This pro-
vision effectively means that not only large,
but also medium-siize, investors are encour-
aged to invest into assisted areas with a high
unemployment rate.

JOBS

The highly differentiated rate of unemploy-
ment is closely related to the development
of the number of jobs in particular districts.
While the period between population cen-
suses brought a drop in the numbet of jobs in
the Czech Repuiblic of more tham half of mil-
lion (-12%), as a result of the dramwific so-
cial and economic changes, this decline was
highly differentiated regionallly (Figute 1).
Four districts even succeeded in increasing
their numbers of jobs in the face of general
decline. Two of the most successful districts
are Prague-West (+27.4%) and Prague-
East (+11.1%), whose relative performance
is attributable to unusuallly low numbeis of
job opportumities In 1991, and to an expan-
slon of hypermarieis, shopping centies and
some office developments, espediallly 1n the
second half of the 1990s. The thitd distriet
which countered the genetall trend is Mlada
Boleslav (+13.9%) with its expanding VW-
Skoda plant. Fimallly, a slight inerease even in
absolute terms has been recorded in Prague
(+1.69). Om the other hand, the biggest los-
ers have been distriets I old Industrial re-
gions of Notthern Bohermia (especiallly Most
with 25.7%) and Nertherh Metavia (8spe-
eiallly Karvina with 24.8% and Ostrava with
24.19%), that lest a significant propertiom of
their jabs.

However, methodologicall problems with
compatiibillity of data from the two censuses
(related to differences in definitions of cer-
tain categories like ‘women om maternity
leave’, ‘working students’ and ‘apprentices’,
but also to missing data—for more see Hampl
2004) make it more suitable to compare the
shares of individual districts accoumt for in
the Czech Republiic total for the numbet of
jobs (see Figure 1). Such a compatison of
data from the last two censuses of population
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reveals, not only several expected trends, but
also some surprises. Firstlly, the data con-
firm that the old industrial regions (in North
Bohemia and Moravia) are amomng the big-
gest losers. The greatest loser of all has been
identified as the North Bohemiam district of
Most, whose share in the countty’s numbet of
jobs decreased from 1.3% to 1.08% (index of
change: 1.08/1.3=0.83). On the other hand,
the performance of the districts sitwated
along the former Iron Curtaim (intentionally
matginalized under commumiiseh as a poten-
tial battlefield between NATO and the Wat-
saw Pact) was even better than expected. Be-
tween 1991 and 2001, these regions recelved
a significant share of the forelgn imuasiments
flowing into the Czech Republic and also re-
vealed themseives as quite attiactive to touf-
Ism. These factors contributed significantly
t6 an improvement in these regions (leaving
the index of change for Tachov distriet equal
te 1.12, that for Ceske Budejeviee 1.09, these
for Jihlava and Cheb both 1.08, and that for
Plzen-Seuth 1.67).

Gemenally, therefore, the South-Western
regions performed better than the North-
Easterm, something that is in line with their
horizontal geographicallall position. Surpris-
ing is the relativelly high degree of internal
differentiation of the Central Bohemia re-
gion, which includes the best performing dis-
trict of the Czech Republic—Prague-West—
which has increased its shate from 0.47% in
1991 t0 0.67% in 2001 (index of change L43),
while the performance in the eastern pakt of
Centiall Bohernia was rathef pootr. Neverthe-
less, the situation eould be Improved by the
new Toyota/PSA plant [n Kolin which staft-
ed up production in Februaty 2005 and will
probaiblly reach full eapagity (300, 000 ears a
year) in eatlly 2006.

WAGES

Average wages are another basic indicator
used to measure the economic performance
of particular regions, as well as the general
level of wellbeing of the populatiom. Though
there are difficulties with the calculatiom of

Figure L Shares districts take in the total number of jobs in the Czech Republic
(Indiex of change 1991-2001)
Source: Population Censuses 1991 and 2001 (adjusted according to methedhilogy applied by Harapl 2004)
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average wages by regions, due to relatively
frequent changes in methodology (in par-
ticular post 2001, when the employees of
the Ministry of the Interior and Ministry
of Defence were also taken into considera-
tion), the overall picture is quite clear (Fig-
ure 2). Spatial dispatities in average wages
(77 ol as NUTS 1V), regions (14 keaje as

that, under commumiism the wages in Prague
were not the highest in the country (Prague
was onlly in fourth place), while by 2000,
Prague and its suburban district Prague-
East were at the top. The second place of
Milada Boleslav is not a surptise due to the
huge VW-Skoda plant. More surptising is
the fifth place of Plzen where the traditional

year

Figure 2. Developmemt of disparities in average wages in terms of NUTS II, NUTS III
and NUTS 1V levels, 1989 — 2001. (Shares of maximum and minimum values)
Source: Czsch Sttatistical Offfies seeites Zamesinandiaanmazidoveppossteaiitey'(Empioyessaantiviggs))

NUTS 11I) and cohesion regions (8 NUTS
1I) have increased significantly since the
beginning of the tramsition. These dispari-
ties have increased significantly during an
economic crisis in the Czech Republic in
the years 1997-1999. However, it would be
too eatlly to draw generall conclusions. The
relationship between the increase in dispari-
ties (of wages) and the overall performance
of the econorny needs to be examined more
thoroughlly and in the comparafiive perspec-
tive of several counteies.

Table 3 illustrates the changeover of
leaders and laggards according to the level of
wages in the districts. While at the beginning
of the tramsition (in 1990), 4 out of 5 districts
with the highest wages were dominated by
heavy industry (coal mining and related in-
dustries in the case of Ostrava, Kladno and
Sokolow, and chemistty in that of the district
of Litomerice), none of those districts was
among the top-5 in 2000. It is also noticeable

engineering plants went through a deep cri-
sis, but the city authoriities succeeded in their
active policy aimed at attractimg new inward
investors by makimg use of both the favour-
able geographicallzl position and transport
connections (mototway and rail connections
to Getmamny and Prague). Plzen was the first
Czech city to develop at its own cost a large
industtiall zone with cleatlly defined rules
specifying the industeiall bramches of inter-
est and other conditions for localization. A
comparisomn of levels of wages in 2000 and
2004 (Table 3) shows a marked stability to
the performance of the top-5 districts. On
the other hand, the ratio of average wages
in the best and worst-performing district
reveals a slight modetation of the disparity
(1.62 in 2004 compated to 1.79 In 2000).

ENTREPRENEURIAL ACTIVITY
Since information about the registration
and deregistration of VAT-payers is not col-
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Table 3. Top-5 districts by level of wages, 1990, 2000 and 2004 (in Czech Crowns—CZK)

District 1990 Distriict 2000 District 2004

Ostrava 3905 Prague 18,865 Prague 22,433
Sokolov 3647 M. Boleslav 16,171 M. Boleslav 20,136
Kladno 3547 Prague-East 15,669 Prague-West 18,869
Prague 3517 Prague-West 14,633 Prague-East 18,692
Litomeérice 3510 Plzeii 14,216 Plzen 18,676
Index max/min 128 Index max/min L79 Index max/min 162

Source: Czech Statistical Office. Series ‘Zamdstmanci a mzdove prostrediky’ (Employees and wages)

lected in the Czech Republic, the most rel-
evant data characterizing entrepreneurial
activity are those on personal income taxes
paid by the entrepreneurs as physical per-
sons. The advantage of such information is
that the data are recorded by municipalities
as revenues from these taxes that constitute

municipall income. However, these data are
biased by the fact that taxes are collected
by reference to the permamenit adress of the
entreprenewr, while the location of his entre-
preneutial activity may be somwhere else.
Thete are also some other imperfections
of this indicator (the progtessiveness of the

Figure 3. Intensity of entrepremeuniail activity in the Czech Republic (revenues from personal income
taxes paid by entreprereussgilyyiall persoms), average values for 1999-2000
Dark colour depicts the 10% of municipalities with the highest revenues per capita,
the shadow—the 10% of muniicipalities with the lowest revenues per capita.
Source: data from Czech Ministry of Finance.
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Figure 4. Revenues from personal income taxes paid by entrepremewrs (physical petsoms), 2000
(100%= average for Czech Republic)
Source: diatafframCzeth Ndiiisky off Rinaree.

tax system and even the speculatiom of some
municipalities that are trying to motivate
entrepreneurs to move to their constituen-
cies formallly. As a reward the municipalities
promise to pay back a part of the tax in the
form of direct business support. Neverthe-
less, these data can be considered a valuable
indicator, which is, in addition, available in
large territorial detail (see Figure 3).

Figure 3 reveals a clear dominance of
Prague and of its suburban zone. The situ-
ation there is in marked contrast to the
second largest city, Brno, whose hinterland
does not exhibit any significant rate of en-
trepreneutial activity. This indicates the dif-
ferent scale of the suburbaniization process
in these two cities. The third largest Czech
city, Ostrava, even failed to qualify among
the top 10% of municipalities. A signifi-
cant rate of entrepreneuriiall spirit was also
recorded in the region of Liiberec/Jablonec
and Mlada Boleslav, where relatively high
wages paid at the Skoda/VW plant create a
strong demand to which local entrepreneuts

can respond. Also tourist destinations show
highest values. In contrast, both old indus-
trial regions—(Nortfimvesterm Bohemia and
North Moravia) exhibit a lower rate of entre-
preneuriiall activity. Nevertheless, the largest
concentratiion of municipalities with the most
limited entrepreneuniiall activity is recorded
on the eastern edge of the Czecho-Moravian
highlands, characterized by scattered settle-
ment structure and a strong dependency on
non-profitable agriculture.

Figure 4 captures the data on revenues
of personal income tax per capita paid by
physical persons who were entrepreneuts in
2000. In principle, the regional patterm to
entrepreneunriizll activity is in line with that of
Figure 3, which provided data at the munici-
pal level. The performance of the Eastern
part of the country (Moravia) is lower than
that of Western part (Bohemia). The lowest
level of revenues from this tax was recorded
in two district which could be considered an
internal periphety (Chrudim and Rakovnik)
and in the old industrial region of Most. On
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the other hand, the best-performing districts
are forming an axis running through Liberec
and Jablonec in North Bohemia via Prague
to South Bohemia (Pisek, C. Budejovice).

In comparison with 1994 (the time series
starts in 1993, but as the relevance of data
for this year was distorted by several meth-
odological problems, 1994 data were used
as a benchmatk), the old industtial region
of North Bohemia is cleatly lagging behind.
In contrast, some of the best-performing re-
gions have even strengthened their position
(Prague-West, Mlada Boleslaw, Jablonec).
Also surptising is the relatively poor relative
performance of Brno—the second largest
Czech clty.

THE SCALE OF DISPARITIES
WITHIN THE CZECH REPUBLIC
IN A EUROPEAN CONTEXT

For international comparisons of interre-
gional disparities the most frequemtly-used
data are those on unemployment and on
the regional distribution of GD®. For ex-
ample, the size of interregional disparities
in unemployment rate is usually measured
by EUROQSTAT by the weighted standard
deviation (WSD), as weighted by the size
of the NUTS II regions (which, in turn, is
measured elther by the size of the economi-
cally-active population of inhabitants). The
following formula was used in this paper:

WSD=W[E((x,~x)°n;/Zm]

where: x is the rate of unempioymemt in
region i, x is the average rate of unemploy-
ment, and n. is the size of the region expressed
in terms of the number of imhabitants.

Amzllogiclly, the WSD and coefficient of
variation were used as measures of interre-
gional disparities based on the regional dis-
tribution of GDP per capita.

Despite the fact that the Czech Repub-
lic, as compared with many EU-coumtriies, is
rather among the smaller ones, the inter-re-
gional disparities within it are not so small.
On the contrany, in terms of dispariities in the

rate of unemployment at NUTS II-level, the
Czech Republic would rank sevemth-eighth
in terms of the weighted standard deviation
(WSD) and fourth in terms of the coefficient
of variation (compared to the EU~I6 or to
candidate countries that are divided into at
least four NUTS II-regions). Accordimgly,
for interregional dispatities in GDP pet cap-
ita, the Czech Repuibliic ranks fifth for WSD
and third for the coefficient of variation.
Howevet, the scale of the disparities based
on regional differences In GDP per capita is
very much Influenced by the extreme value
for Prague (148.7% of the EUr25 average, if
a Czech average of only 66.5%). If Prague
were excluded (and the Czech average ad-
justed accordinglly), then the WSD would
drop from 29.6 to 2.5 and the coefficient of
vatiation from 44.5% to a mere 3.7%. If the
safe methodoliegy (i.e. exclusion of Prague
and corfesponding adjusiment ef natienal
average) were applied i6 measures of differ
entiation based on URemplloymenit rate, the
results weuld differ shamply. Namely, beth
indieaters weuld deerease slightly (the WSD
from 3.3 t8 3.0, and the eeeffieient of vafia-
tion from 45.7 te 41.7%). These diverging re-
§ults are in part due te an impreeise methed
of measuring regional GDP in the Czech Re-
publie, whieh sigifieantly everestimates the
value for Prague. IR eonsequence, the rate
of unemployment ean Be considered a mere
relevant indieater of the seale of regienal
disparities than GDP per eapita (at least fof
the €zech Republie).

As regards the look at other European
countries, it should be stressed that for 10
out of 16 investigated, variability measured
by the coefficient of variation is higher for
unemployment than for GDP (while in other
countriies it is vice versa).

OUTLINE OF EXPECTED CHANGES
IN TRENDS FOR REGIONAL DEVELOGPMENT
IN THE CONTEXT OF EU ENLARGEMENT

An extensive analytical effort (e.g. Bachtler,
Downes and Gotzelak 2000; Herpl 2002;
Blazek 1999; and Iliner 2001) makes it clear



Tremds to Regional Disparities im tine Czech Rgmiiic.

101

Table 4. Interregional disparities in the rate of unemployment and in GDP per capita by NUTS II regions

in the current members of the EU

Country Weighted Coefficient =~ GDP/cap. Weighted Coefficient
(Number Unemployment standard f variation  of EU average standard of variation
of NUTS II) in 2002 (in %)  deviation ?‘% in 2001 deviation (%)

Italy (20) 9 72 80.4 109.9 1116 1015
Germamy (40) 9.4 6.0 64.1 110.2 27.0 245
Belgium (11) 75 37 48.8 1173 435 371
Czech Rep. (8) 7.3 33 45.7 66.5 29.6 445
Austria (9) 4 L7 422 122.8 24.6 20.1
France (26) 8.7 36 41.7 115 325 28.2
Spain (18) 114 44 387 92.4 20.2 219
Hungary (7) 5.9 19 321 56.5 214 378
Finland (6) 9.1 29 313 1141 25.7 25

U. Kingdom (37) 5.1 15 29.7 115.7 42.6 36.8
Portugal (7) 5.1 14 26.8 71.6 193 24.9
Slovakia (4) 18.7 41 221 49 224 45.7
Sweden (8) 5.1 0.9 173 116.5 222 19.0
Poland (16) 19.9 33 16.7 449 11.2 25.0
Netherlands (12) 238 04 158 124.3 179 14.4
Greece (13) 10 L6 15.7 73.7 10.0 135

Source: The data on regional rates of unemployment and on GDP per capita were published in the 3rd Cohesion Report
(A New Partnership for Cohesion), Brussels 2004. Author’s own calculation of measures of variation.

Notes: Countries consisting of less than 4 NUTS 11 regions are not shown in the table; countries are arranged in de-
scending order by the coefficient of variation of the rate of unemployment.

that the basic factor in regional development
during the transition was the vertical geo-
graphicalal position, i.e. a qualitative hierar-
chy of regional centres. It seems realistic to
expect that the role of the vertical geograph-
ical position of cities and regions will contin-
ve to be a dominant factor behind regional
development after the accession also. The
strength of regional centres can be indicated
either by the location of headquarters of the
largest firms or by the concentration of pro-
ducer services (for the 200 largest firms and
selected business services in the Czech Re-
public, see Table 5).

The data in Table 5 are clear in showing a
strong concentration of headquarters of the
largest firms in Prague and other major cit-
ies, that is in line with the vertical geograph-
icalal position of the regions. Moreover, a
comparison of the data for 1994 and 2003
reveals a strenghtening of Prague’s position.
An interesting feature of the changes in the
regional distribution of headquarters (HQs)
of the largest firms is the gradual improve-
ment in the position of regions located along
the former Iron Curtain. Specifically, these
regions and especiallly their major cities (like
Ceske Bud8jovice and Jihlava) succeeded in
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Table 5. Location of headquarters (HQ) of largest firms in the Czech Repuihiiic in 1994 and 2003

(shares of different types of region in %)

HQ of 200 largest firms

HQ of 500 largest firms

Administratiive units

and their number 1994 2003 Index of change 1994 2003 Index of change
Prague (1) 335 435 1.30 25.0 28.6 114

Regional capitals (13) 29.0 25.0 0.86 27.0 23.0 0.85

District capitals (58) 15.0 12.0 0.80 21.0 20.4 0.97

Other locations 225 195 0.87 270 28.0 1.03

Total 100.0 100.0 - 100.0 100.0 —

Source:, atigptead! ff omDretomy (2000)).

attracting new HQs. This trend can be inter-
preted as a ‘correction’ of deformed devel-
opment under the commumist regime, when
major industrial plants were located as far
away from the Iron Curtain as possible for
geopolitical and military reasons. For de-
tailed anallysis of the time-series to the de-
velopmenit of regional distributions of HQs
of the largest firms, see Blazek 2002b or
Drobmy 2005.

By contrast, the role of the second type
of geographical position (the horizontal one
reflecting a traditional West-East gradient)
would rather be expected to weaken in the
future. The role of both types of geographi-
cal position can also be illustrated by region-
al differences in the location of foreign com-
panies as measured by the nurabet of foreign
plants relativized by population size of the
respective reglons. (In contrast, the volume
of invested capital reveals quite a different
pleture, as this depends mostly on the spatial
distribution of privatized companiies). Two

basic motives for FDI to locate in foreign
countries can be invoked (Dunming 1994).
The first is market penetration leading for-
eign companies to locate predormimetedly in
the regions with the highest market poten-
tial (high purchasing power, an pportunity
for contacts with the prime customet, and a
density of information), i.e. the metropolitan
areas. Thetefore, this motive mostly follows
the vertical geographical position of the cen-
tres and regions. Such a motivation usually
applies to the firms operating in the services
sectot. In contrast, the locationall pattetn of
firms guided by the low-cost motive is mostly
in line with the horizontal geographical po-
sitlon (Blazek and Uhliie 2002). A simplified
scheme of locationall preferences of foreign
companies is presented in Table 6.

The regional distribution of FDI in the
Czech Republic is depicted in Figures 5 and
6. The West-East gradient (horizontal geo-
graphical position) to the locational pattern
is clearly discerniible for foreign imvestments

Table 6. Simplified scheme of locatiomal preferences of foreign companies

Typieal loeation

Main metive Prevailing sector of ecanomy
Market penetration Services
Low eests Manufacturing

Metropolitan areas

Nen:-metropsilitan of periphsrial areas

Source: adapted from Blazek and Uhlir 2002
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in both manufactirung and the services sec-
tors. However, the vertical geographical po-
sition seems much more importamt in the
case of foreign investment into the services
sector, as Prague and Brno acquired about
2/3 of it. The year 1998 has been selected
to illustrate a gradual weakening of the role
of the West-East gradient during the transi-
tion. While in the first transitionall years, a
neatly textbook model of the West-East pat-
tern had been developed (for 1994 data see
Blazek 1996), by the end of the 1990s and
especiallly post-2000, the West-East pattern
had become less and less pronounced.

A strong concentration of foreign com-
panies in the manufacturing sector in the
Czech regions along the German (especially
Bavarian) and Austrian borders can be at-
tributed to a sudden opening of bordets be-
tween two systems operating on quite differ-
ent price levels. Investments are frequently
made by medium-sized or even small firms
that are making use of this one-off oppertu-

nity. Since an activity motivated by low cost
is predomimetedly of short- to medium-term
duration, it does not necessatiilly present it-
self as a good development opportumity for
these regions. (For locationall pattern of FDI
into other CCs see e.g. Gotzelak 1996 or
Turnock 2001).

CLOSING REMARKS

While the qualitatiive hierarcihy of regional
centres will most likely continue to be the
basic factor behind regional development in
the future, another factor of secondary sig-
nificance can be identified, i.e. a more pro-
found differentiation on the micro-regional
and local levels (Blazek 1999). This will re-
sult from the establishment of new spatial
forms of regional development such as the
development axis, clusters or even some-
times ‘non-spatial’ networks. The creation
of these new forms of spatial organization

Figure 5. Foreign firms and firms with foreign capital operatiing in the manufacturing sector
in the Czech Repuilic, July 1998
Sourece: Bhiazak19999.
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of production will depend primanily on the
initiative of local subjects in both private and
public sectors, but will also be influenced by
differences in the external conditions of par-
ticular regions and localities.

process) by the wide-spread use of modern
commumications technologies and by the
growing geographical mobility of people,
facilitated also by the constructiom of new
infrastructure. All these changes will facili-

i

Figure 6. Foreign firms and firms with foreign capital operating in the services sector
in the Czech Reputilic, July, 1998
Source: BBlazkkl 2999.

Therefore, variation in local initiatives
will—in combination with different starting
conditions—operate as a multiplier stimu-
lating more profound differentiation on a
micro-regionall level. The embtyonic forms
of the aforementioned new spatial patterns
are already identifiable in the Czech Repub-
lic, e.g. a cluster of some of the suppliers for
Skoda Auto in and near Mlada Boleslav. An
example of a non-spatial network might be
provided by the assoclation of elght histori-
cal Czeeh citles cooperating in the sphere
of cultural and congress tourisen and called
‘Czech Inspiration’,

The significance of these new forms
will be enhanced in the future (in particu-
lar within the framework of the integration

tate mutual contacts and enhance opportu-
nities for cooperatiom. The ability of local
subjects to form or join these new organiza-
tional structures will thus influence their fu-
ture trajectory of development significamiily.
While the development axes or clusters will
be embedded locallly, they will be more and
more connected to (or even integrated into)
internationall structures (Blazek 2002a).
From the policy perspectiive, it should be
stressed that a vital asset in the formation of
these new spatial forms will be the qualiity of
human resources, including the ability to co-
operate as well as the formation of an atmos-
phere of commitment, professionalism and
optimisen (see Hirschmam 1958, Krugman
1991). These assets afe in peinciple non-mo-
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bile, and are almost exclusively dependent on
the bottom-up approaches (see also Malmberg
1997, MacKinnon, Cumbers and Chapman,
2002). Thus, a new opportumity opens up be-
fore local and regional development strategies
in the Czech Rejputblic, strategies which have
up to now been one-sidedly oriented towards
constructing technical infrastructure.
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Abstract: A statistical analysis shows that, since 1989, the econornies of post-comeumiist countries
in Central Europe have experienced a narrowing of the gap as regards competitiveness and stan-
dard of living in comparison with the EU-13. This is In conitrast to many post-Soviet and Balkan
countries. These divergent trends may be accounted for by reference to early econornic reforms,
political stability and the old eultural divide in Europe. 1t is argued that foreign migrations and
publie attitudes to ehange have alse been impertant. On the whele, the ifitial level of economie
development has been less significant as a factor than Ieeal seeial and pelitical esnditions, both

pre-comrmunist and early pest-commuwMit 8Res.
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INTRODUCTION

It has been more than fifteen years since the
sweeping changes of the centralized com-
mand econories of Central and Eastern
Europe (CEE) began. Thete is continuous
debate on the natute of these processes and
the assessment of their econowic and so-
cial effects. The profound diversity of the
discussed countties makes this a difficult
task. At the same time, there Is a widespread
belief in the wisdom of treating them as a
group of ‘post-communmist’ countties that
share certain charactenistiics. Bradshaw and
Stenning (2004: 1) emphasize that the econ-
omies of Centrall and Easterh Europe are
united not just by their common herltage,
but very much ‘by a set of common develop-
ment challemges”. This makes a comparison

of their economic performance since 1989
even more interesting.

The tramsformation of Central and
Eastern Europeam societies is a multidi-
mensional process, the consequemces of
which are seen in all domaims of humanm life.
Sztompka (2003) writes about a shock of
multiple transformation, where people face
technological modernization and its social
effects in paralllel to the (re)introduction of
liberal demoanamy, the tramsition to a market
economy, globalization and, in some cases,
European integration. The main focus here
is on the economic dimemnsion of changes at
the national level, i.e. compatisom of coun-
tries. Two main aspects of the performance
of Central and Eastern European countries
are discussed: competitiveness and standard
of living.
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The primary aims of the paper are to
evaluate this performance and single out
salient factors and processes behind the re-
vealed differences. This is based on statisti-
cal anallysis of selected indicators and exten-
sive literature review.! Various categorties of
underlying factor can be distinguished in this
context. First, there are political, economic,
social, and cultural phenomena influencing
divergent performance of CEE countries.
Second, in line with an approach based on
the perspectiive of time of appearance, we
can identify: pre-compmumist, communist,
and post-compunist. Finallly, we may recog-
fiize loeal (national), Europeath, and global
factors in relation to the geographiical scale
6h whieh they operate.

There are some important limitations
to the statistical anallysis of determimamis of
economic performance of countties based
on regression models. There are only 18
countries considered, theit number being
even smaller in the case of some variables,
because of missing data.? It is not possible
to compile data for the same year for all the
variables and countries. As there are also
difficulties in satisfactory measurement of
some Importamt factors, dummmy variables
have to be used. Statistical anallysis Is here
carried out for selected determimamss, the
tesults of eatlier studies verifying the influ-
ence of certain phenomena are alse used,
together with other research coneerned with
the factors and meehanisms underpinRing
CEE transfermations:

The discussion of factors may allow fur-
ther questions to be considered. Firstlly, how
far can the transformation processes be con-
ceptualized as tramsition, modermizatiion or
Europeanmiizaion? Secomdlly, in the spatial
perspectiive, to what extent can the situation
be interpreted in terms of stable core and pe-
tiphery relationships, e.g. Western Europe vs
Cential and Eastern Europe, the ‘winners’

' An earlier version of this paper was presented at
the Fifth European Urban and Regional Studies Con-
ference Spaas, and filoves in the new Funapee at
Puttusk, Poland, in Septembet 2004,

% In addition, Bosnia & Herzegovina is taken into ac-
count in the case of three indicators of standard of living.

and the ‘losers’ among the latter. Here there
is an important further practical question re-
garding the role of local agency.

The paper is divided into three parts. In
the first, the dynamics to competitiveness
and the standards of living of post-com-
munist European countries since 1989 are
analyzed, and compared with the EU~15 on
the basis of a set of statistical indicatots. The
second part then focuses on a discussion
of various factors that may account for the
divergent performance of CEE countties.
The concluding section attempts to interpret
post-commumist tramsformation processes
and underllying factors in a broader perspec-
tive, as regards the nature of the processes of
change, the importance of economiic vs non-
eeonoriic factors, and external (global, Eu-
fopeamn) vs interhal (Rational) determinants
of transfermation.

COMPETITIVENESS AND STANDARD
OF LIVING COMPARED T6 THE EU-15,
1989-2004

The starting point for the transformation of
the commumist economies was a relatively
low level of economiic development and poor
standard of living vis-a-vis the rest of Eu-
rope. What is more importanmi, the countries
of Centtall and Easterm Eutope represented
unsustainaiblle economiic structute: they were
largely over-industrialized, energy-intensive,
techmollogiicallly backward, and marked by
a dominance of large state-owned entet-
prises and a limited number of SMES3, as
well as exports based on simple products
and widespread ecological disaster. A hige
agrieultural population was typical of many
eountries. They were also relatively isolated
from the broadet European economiy, SHow-
ing weak trade linkages with Western Eu-
tope. This was aceampamied By an edueation
Systerd oriented towards producing manual
werkers, limited tertiary edueational &p-
pertuniiies, deficient soeial institutions and
a laek of leeal and regional gowanment.
The economic and social trends in Central
and Eastern Europe since 1989, as presented
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Figure 1. Real Gross Domestiic Product of selected Central and East European economiies, 1989-2004
Sowrce: author’s calculations based on Eurastat, OECD and UN Statistic Division.

in the reports of internationall organizations
(OECD 1999; World Bank 2002; EBRD
2004), have been discussed by many authots,
e.g. Offe (1997), Dunford and Smith (2000),
Bradshaw (2001), Falcetti et al. (2002),
Turnock (2003), Gros and Steinhere (2004).
They are analyzed here using two groups of
statistical indicators: the first group of five
indicatots is meant to encapsulate the scope
of and structural components to change in
national economies, and may be described
as reflecting their broadlly understood com-
petitiveness; a further five variables are to
measure the standard of living, Tendencies in
post-commumnist economiies In terms of each
of the ten Indicators are compared with simi-
lar trends for the fifteen ‘old’ membess of the
EU,} whieh are used as a benchmark,

GDP per capita at purchasing power par-
ity is the most widely used measure of eco-
nomic performance. The ratio of the most to
the least developed Central and East Euro-

% Unless stated otherwise, all references to the EU
in the following anallysis refer to the EU-15.

pean economies in this respect exceeds 7:1.
Slovenia and the Czech Repuiblic represent
77 and 65% of the GDP of the EU-15 in
2004, Moldova and Bosnia & Herzegovina
only 11-12%.

Between 1989 and 2004, a real increase
in GDP per capita has been achieved by 11
out of 19 CEE countries. However, only Po-
land’s and Albania’s growth was faster than
that of the EU in this 15-year-period. All
the post-commumitt countries experienced
a considerable decline in GDP in the early
shock phase of the transformation (Figure 1),
followed by econormic growth, which is now
a universal feature in the region. One may
seek a J-shaped pattern of adjustment here.
The differences among the CEE countries
lie in how deep and prolonged the decline
was, when the econoily began to recover and
what the growth rate is (Table 1). If we com-
pare this rate with the compoumnd growth
fate in the EU 1991-2004 (2.0%), we can see
that It was higher in 7 CEE countries: Al-
bania, Poland, Slovenia, Slovakia, Hungakry,
Croatia and Estonia, in all of which growth
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Table 1. Gross Domestic Product and its growth in Central and East European countries, 1989-2004

GDP per capita Compound Compound

at purchasing Real GDP Year annual annual

power parity growth in 2004 Lowest GDP  of lowest % growth % growth
Country (EU-15 = 100) (1989 = 100) (1989 = 100) GDP 1991-2004 1995-2004
Slovenia 76.7 124 9 1992 3.06 3.69
Czech R. 65.3 111 87 1992 188 1.88
Slovakia 53.1 122 75 1993 2.98 4.23
Hungary 52.8 120 82 1993 2.70 384
Estonia 49.7 107 64 1994 2.03 5.45
Poland 438 142 82 1991 4.31 4.15
Latvia 40.2 86 51 1995 -0.52 5.99
Lithuania 40.1 88 54 1994 -0.30 5.09
Belarus 39.5 113 63 1995 1.16 6.59
Russia 36.4 81 56 1998 -0.98 3.36
Croatia 345 96 60 1993 211 4.04
Romania 319 100 75 1992 151 183
Bulgaria 278 90 67 1997 0.59 1.35
Ukraine 20.6 59 39 1999 -3.02 2.82
Albania 203 126 60 1992 5.26 5.07
Macedonia 19.7 84 7 1995 0.00 1.96
Serbia & 19.0 54 41 1993 -3.08 229
Montenegro
Bosnia & 115 n/a 12 1994 n/a 14.18
Herzegovina
Moldova 10.6 44 33 1999 -4.47 1.60
EU-15 100.0 135 100 1989 1.98 2.18

Source: author’s calculations based on Eurostat, OECD and UN Statistic Division.

began in the first half of the 1990s. In the
last decade 1995-2004, faster growth than
in the EU (2.2%) was found in the majority
of CEE counttiies, half of them growing at a
rate exceeding 4% annually.

The observation of changes in GDP has
to be augmented with an anallysis of other
measures, which reflect structural changes
in the ecomomy.* The share of machinery and

4 GDP figures underrate the economic activity in
countries with a considerable shadow econaiyy, which is
estimated to amount to 38% of the officially reported
GDP on average in tramsition economies, in comparison
to 17% in the OECD (Schneider 2002).

transport equipmemt in exports may indicate
capabilities as regards the manufcturing of
high value-added products. Since 1990 there
has beemn significant progress in this domain
in half of the CEE economies, most spec-
taculanlly in Hungaty and Slovakia. In these
two countries and the Czech Repuiblic, this
share exceeds the EU level now, while it is
close to this level in Poland and Slovenia (the
exports structure of Slovenia was similat in
1990). All these econormies are strongly inte-
grated with Westerm Eutope, to which their
exports are directed. At the same time, the
commnediity structure of the exports of Rus-
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sia, Ukraiine, Romamia, Bulgaria and other
Balkan states has deteriorated (Table 2).

If we take into account labour productiv-
ity in manufacturing as measured by value
added per employee, we can see an almost
universal improvement since 1992.3 Labour
productiivity has risen 2.5-fold in Poland,
Hungary and Albania, and has neatlly dou-
bled in Estonia, Latvia, Bulgaria and Roma-
nia. Slovenia remains the clear leadet in the
region. However, despite a vast increase in
productiivity in the post-comeaumist era, the
gap between East-Centiall and Western Eu-
ropean economies is substantial;® in the case
of Russia, Belarus, and especiallly Ukraine
the gap has widened.

While there has been negligible progress
with research and development (R&D) ex-
penditure as a percentage of GDP in the EU
since the early 1990s, most of the CEE coun-
tries have fallen behind even further. CEEs
are generallly characterized by a relatively
high share of agricultural employment, ex-
cept in the case of Slovakia, the Czech
Republic, Hungaty, Estonia and Serbia &
Montenegro. It has dropped in most of the
countries, while a different trend has been
observed in Romamiia, Bulgatia and prob-
ably some other Balkan states.

The end of comemumism brought unem-
ployment to the region. In the mid-1990s the
unemployment rate exceeded the EU level
in every second CEE countty. By 2004 it
had been reduced in the EU by one-fourth,
with only Slovenia, Hungary, Romamnia and
Belarus enjoying a lower level.” Joblessness
is a serious problem in some medium-de-
veloped societies with a relativelly young
population—Slovakia and Poland, and
even more so in the least- developed Bal-
kan countries, i.e. Bosnia & Herzegovina
and Macedonia.

§ Data for a few countries are not available.

© The contrast is smaller, if purchasing power parity
is used in comparisons.

7 The relatively limited unemployment in the for-
mer Soviet Union to some extent reflects retention of
labour in firms with low, irregulas pay and low produc-
tivity (Clarke 2002). Specificity of employmeat and un-
employment issues in the CEEs Is discussed by Rainnie,
Smith and Swala (2002).

The effects of the economic transfor-
mation can also be sought in the domains
of health, education and the ownership of
durable goods. An advance in life expect-
ancy and infant mortallity occurtred between
1989 and 2003 in most of the CEE region,
with the notable exception of Belarus, Rus-
sia, Ukraine and Moldova (Table 3). The
greatest improvement was experienced by
the more-dieveloped countries, especially
Slovenia, the Czech Repuiblic, Hungatry and
Poland, as well as two of the least-developed
ones: Albania and Macedoniia. Infant mor-
tality in Slovenia and the Czech Republic is
now below the EU average.

Since 1989, student enrolments in tertiary
education have grown faster in all the CEE
societies than in the EU, apart from Albania.
They have quadrupled in Humgany, Romania
and Poland, and tripled in Latvia, Ukraine
and Slovenia. This shows both the underde-
velopment of higher education under com-
munism, and the growing educational aspi-
rations in these societies. New EU members,
excepting the Czech Repuiblic and Slovakia,
have higher student enrolments than the EU-
15 now, and the same is true of Ukraine.?

There has been an all-embracing rise in
car ownership in the CEEs exceeding the in-
crease in the EU in the years 1989-2003. The
most conspicuous growth has taken place in
Romania, Latvia and Lithuamia. Still, the
number of cars per 1000 of populatiion is be-
low the EU average even in Slovenia.

To sum up, the comparisom of tendencies
in the post-commumist economies with the
EU-15 trends and levels reveals profound di-
vergence among the CEE countries. There are
six countriies that have achieved considerable
progress, as is shown by their better perform-
ance in relation to the EU trends since 1989
in the majority of the examined phenomena.

8 One should bear in mind limitations that stem
from the varying nature and different definitions of the
analyzed phenomena in particular countries, e.g. tertiary
education, unemployment and agricultural employment,
measurement difficulties and a certaiim unreliability of
data, especiallly in the eatly years of transformation.
1t is also easier to reach a high growth rate, when the
initial level is low, compared with countties, which have
achieved a better situation eatlier.



Table 2. Selected indicators of competitiveness of Central and Eastern European economies and their changes, 1989-2004

% machinery
% machinery manufacturing & transport manufacturing R&D % non-
& transport  value added R&D Real GDP equipment value added expenditure  agricultural
GDP per equipment per employee  expenditure % agricultural per capita in exports per employee as % of GDP employment
capita at PPP  in exports ('OOMIED) as % of GDP employment in 2004 in 2003 in 2002 in 2003 in 2003
in 2004 (3) in 2003 in 2002 in 2003 in 2003 (1989 = 100) (1990 = 100) (1992 = 100) (1992 = 100) (1992 = 100)
1 Slovenia 21 B3l 36.5 212 153 109 124 96 154 75 100«
2 CzechR. 18578 50.2 14.0 135 45 13 133 135 142 107
3 Slovakia 15 128 475 1.1 0.57 4.4 120 211 174 63" 106"
4 Hungary 15 035 60.8 16.9 0.97 5.8 123 238 246 92 106
5 Estonia 14148 29.2 11.0 0.77 6.1 124 147 193 133 11
6 Poland 12 472 377 138 0.59 184 141 144 265 9 109
7 Latvia 11444 9,0 9.6 0.39 134 99 60 192 66 108
8 Lithuania 11411 25.9 74 0.68 17.8 94 106 n/a 13t 104'
9 Belarus 11235 23.2 41 n/a 157 17 n/a 126 n/a 108
10 Russia 10 364 59 72 1.24¢ 9.7 84 72¢ 120 87 107
11 Croatia 9815 292 18.0 L1 165 122 161 n/a 104
12 Romania 9068 21.22 6.7 0.40 34.1 107 73¢ 192 82% 98
13 Bulgaria 7917 13,0 59 0.50 25.9 73 194 30 94
14 Ukraine 5871 12.3 45 126 188 64 84¢ 66 n/a 103
15 Albania 5770 35 9.4 n/a 57.0 133 250 254 n/a 131
16 Macedonia 5 @21 59 8.2 n/a 22.0 85 65 134 n/a n/a
17 Serbia 5 398 117 n/a 0.50" 35 53 47 nfa n/a 102
& Montenegro
18 Boshia 3285 nfa n/a n/a n/a n/a n/a n/a n/a n/a
& Herzegovina
19 Moldova 3022 6.0¢ 43 n/a 429 44 nfa n/a n/a n/a
EU-15 28 469 415 61.6 2.00 4.0 128 109 133 104 102

Natzzss»* 2002; * 20015 2000; *1590-2002; ¢ 1990-2000; * 1991-2002; €1993-2003;" 19941-2003; 1995-2003;* 1996-2003;1997-2003; © 1955-2003

underlined values indicate trend mote positive than the EU-15 trend

Sounasz: author’s calculations based on statistics from Eurostat, the OECD, the UN Statistical Division, the UNIDO and national statistics.




Table 3. Selected indicators of standard of living in Central and Eastern European countries and their changes, 1383-2004

Students
Students Infant in tertiary
Infant mortality in tertiary Life mortallity ducati M per
Unemployment Life per 1000 ducati M per Ui ploy expectagey per 1000 live  per 10000 1000 persons
rate expectamcy live births per 10000 persons 1000 persons  rate in 2004 in 2003 births in 2003 personsin2003  in 2003
in 2004 in 2003 in 2003 in 2003 in 2003 (1995 = 100) (1989 = 100) (1989 = 100) (1989 = 100) (1989 = 100)
1 Slovenia 58 76.9 4.0 437 446 78 105 49 286 154¢
2 CzechR. 8.2 75.3 39 281 362" 200 105 39 246 155:
3 Slovakia 16.9 74.0 79 294 242 129 104 59 248 jrvl
4 Hungary 6.1 72.6 73 385 274 109 104 46 405 163
5 Estonia 8.1 7.3 6.8 470 320 84 101 46 168" 227
6 Poland 181 74.7 70 519 294 136 105 44 390 231
7 Latvia 9.5 714 9.4 511 280 48 102 83 301 311
8 Lithuamia 9.2 72.2 6.8 378 336 54 101 64 202 280
9 Belarus 3.1 68.6 13.0 343 145¢ 115+ 96 108 201 259"
10 Russia 8.2 66.4 16.0 294¢ 140¢ gt 96 88 152¢ 237»
11 Croatia 19.2 741 7.0 274 291 109 102 60 188" 174
12 Romania 6.2 7.2 16.7 296 136" 78 102 62 417 302¢
13 Bulgaria 12.0 721 12.3 292 251 76 100 85 167 178°
14 Ukraine 9.1 68.2 15.0 511 106* 1635 97! 115 299 168"
15 Albania 14.6 76.0 18.0 139 43 111 10§ 58 139! 264
16 Macedomnia 372 73.9 1.3 234 148¢ 102 104' 31 180 130
17 Serbia 15.2 734 8.7 242¢ 202¢ 62" 102! 30 67" 162¢
& Montenegro
18 Bosnia 44.0* 74.0 140 n/a 31¢ 1% 103 92 n/a n/a
& Herzegovina
19 Motdova 8.1 68.1° 26.0 246 56 8™ 99+ 126 194 nfa
EU-15 77 78.7 4.4 361 498 76 104 58 157 134

Notes>2P003) b 2002;¢ 2001;¢ 1969-2002;¢ 1963-2001:;" 1990-2008;¢ 1990-2002;% 1990-2001;' 1998-200%;%1995-2003;" 1997-2003; » 1999-2004

underlined values indicate trend more pesitive than the EU~15 trend

Source: author’s calculations based on statistics from Eurostat,the OECD, the UN Statistical Division, the UNICEF and national statisties.
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The Czech Republic, which is ranked second
in the CEFs in terms of per capita GDP, sur-
passed the EU in most domaims, except for
GDP growth and the fall in wunemployment.
Also Poland outshone the EU in terms of 8
out of 10 indicatots, without R&D expendi-
ture and unemployment. Three other mod-
erately-developed economies: Humgaiy, ESs-
tonia and Slovakia, together with one of the
outsiders—Albania, outdid the EU in 3 orf
4 indicators of competitiveness and in 3 or 4
fheasures of the standard of living. The com-
mon features of these econemies are majer
pesitive ehanges in the siructure of experts
aRd 3 considerable improvement in 1aBeUF
produetivity iR manufacturing (altheugh at
a lew level in Albania). The c8RtiRUBUS £68-
RBmie growth exceeding the EVr-15 rate leads
te a nartowing of the gap in GPP per eapita
new, aliheugh, due 8 & deeling in the early
15565, 8aly twe eauntries—Poland and Alba:
Ria—have Managed 8 cateh HP iR COMPaFi:
$6A 18 the 1989 leve| &8 far:

Another group of four CEE countries
performed better than the EU trends in
terms of 5 out of 10 indicators. Slovenia
strengthened its leading position in terms
of standard of living, but showed moderate
progress in competitiveness, surpassing the
EU in labour productivity only (with nine
CEE counmtiies dolng better) and falling
down in exports strueture. Two other new
EU membeis—Laivia and Lithuania—be-
long to this group, along with Croatia. Eco-
fiemie growth started here later than in Slev-
enia, §e they are just reaching the GDP level
of 1989 new.

Other CEE economies have shown pre-
dominamilly negative tendencies in their com-
petitiveness. The commodiity structure of
exports detetiorated in all these countries,
and the increase in labour produeiiivity in
manufacturing did not match the EU trend,
except in the cases of Bulgafia, Romamia and
(partlly) Macedomnia. Several counmtries nave
retained a sizeable agricultural pepulatien.
GDP per capita is well below the 1989 levels,
in Ukeaine by as mueh as 36% and in Serbia
& Mertenegro and Meldeva by abeut 50%;
Belarus, Remania and Bulgaria are exeep:

tions here. An improvemennt in relation to the
EU has taken place in education and car own-
ership, but not necessatilly in health. Some of
these countries could be categorized as me-
dium-developed economiies at the beginning
of the transformation, e.g. Russia, Serbia &
Montenegio; otheis are among European
outsiders, e.g. Moldova, Macedonia and Bos-
fia & Hetzegovina. The new EU candidate
eountiies—Buligaria and Romania—mhane re-
centlly revealed more positive tendeneies.

FACTORS UNDERLYING DIFFERENT TRENDS
IN THE CENTRAL AND EASTERN EUROPEAN
ECONOMIES

We may now examine major phenomena and
processes which can account for the deep
differences in the economic performance
of the post-comrmwnigt countties. The dis-
cussion draws upon numerous studies, sup-
ported by multivariate regression anallysis
of selected Indicatois. Special ernplhasiis is
placed on factors, whese role Is In dispute of
played down. The discussed factors are pre-
sefited in Table 4. Economiic déeterminants
are considered first, followed by pelitical
and institutional faetors, and finally seeial
ahd euliural enes.

There is comtrowersy over the impor-
tance of initial ecomomic conditions, the
level of developmenit at the start of the trans-
formation in partiicular. The convergence
hypothesis suggests that the less-developed
econormies should grow faster. However, the
oppasite trend has been found among tramsi-
tion countiies (Campes 2001), especially If
25-27 post-commumiikt econormies, includ-
ing all the post-Soviiet states, are takem ifite
eonsideration: stronger economies perform
better. If anallysis is eonfined to 18 Eure-
pean countries considered in this paper, fiei-
ther initial per eapita GDP, ner any of ihe
diseussed sirueturall features of CEE gesne-
fies at the enset of transtermation, prove {6
be significant variabies in the medel &xplain-
ing 1989-2004 GDP growih. The picture is
still different when enly the 10 eauntries fof
whieh a complete set of data is available, afe
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Table 4. Potential factors underlying the economic performance of Central and Eastern European countries

since 1989
Domain Factors Time (origin) Geographiical scale
Economic initial level of development pre-cormmumistt local
economic structure pre-comimumist local
macroeconomiic stability commumist local
export orientation COMIMuAMiist European
economic linkages with the West COMImuImisH global
size of domestic market post-commumisit local
foreign direct investment post-commumitst global
growth of indigenous private sector post-commumiist local
Political and long-term democratic tradition pre-cormmumisit local
institutional relatively open/strict system under comMBUAIRE loeal
commumism
political breakup of the country post-commumiist local
military eonfliet post-communmist Eurepean
internal political stability and predictabiliy  post-Commumist lgeal
garty and therough institutional referm POsk-CommumS Igeal
EY aspirations and requirsments Bost:eommumi  Eurepsan
{ocaf government and NEOs oS- Communist 358
8ocial and cultursl  Wwork ethiss Pre-commumist Ioeal
Bube attitudes and activity Bre-commuRist iBeal
{RtFRAtIORA CORIASIS tRFOUSR MIBFRHGR  Bre-communiy global
cvet of sducation and labgur skitfs Commumst 062
ShireBrenssrshy post-eommunist o8
Eeographical proximity to the EY BOSt-EOmmUR Eurepean
Natural resources pre-communisit global

anallyzed]® Relatiively low GDP per capita in
1989 and R&D expenditure appear as signif-
icant determinants contributing to economic
growth (in congruence with the convergence
hypothesis), if manufacturing productivity
and the share of non-agricultural employ-
ment are controlled; the latter two reinforce
growth (Table 5).

If changes in the structural features since
1990 are treated as explanatory variables in
the model, progress in manufacturing pro-
ductivity becomes a major factor in GDP
growth, with moderate impact of improve-
ment in commodity structure of exports.

* They are seven new EU members, except for Lith-
uvania, together with Romanmia, Bulgaria and Russia.

This is even more evident in the model of
1991-2004 GDP increase,™ in which changes
in manufactuting productiivity and the com-
modity structure of exports are significant
factors (Table 5).

There are other economiic factors, which
may be put forward as determinamts of out-
put growth: the size of a domestic market
(measured by population or GDP), ex-
port orientatiion, foreign direct investment
(FDI), and local entrepreneunsthip. None of

# GDP trends 1989-2004 and 1991-2004 are closely
correlated, so the models of GDP growth in these two pe-
riods are genetallly similar and hence not reported here.
The distribution of GDP growth 1995-2004 differs, its cor-
relation with GDP change in the entire period 1989228504
is lowee (0.442), and fiot significant statistically.
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Table 5. Economiic determinants of GDP growth in Central and Eastern European countries since 1989

N  Dependent
Explanatory \  variable
variables N

Per capita GDP growth

1989-2004

Per capita GDP growth

1989-2004

GDP growth rate
1991-2004

GDP per capita
at PPP 1989

Manufacturing value added
per employee 1992

R&D expenditure
as % of GDP 1992

Share of agricultural
employment 1992

Change in manufacturing
value added per employee
1992-2002

Change in share of machinery
and transpott equipment

in exports 1951-2003
Constanit

Number of observations

F statistics

R-squared

Adjusted R-squared

-0.014 (0.002) 0

14.352 (1.403) 0

-28.559 (4.406) 0

-1.622 (0.385) 1

251.100 (20.257)
10

28.211

0.958

0.924

0.224 (0.088) 3

0.122 (0.075) 13

48.395 (13.315)
14

10.442

0.655

0.592

0.022 (0.008) 2

0.014/(0.007) 7

-4.003 (1.184)
14

13.864

0.716

0.664

Neotes:: standard errors in parentheses and significance levels (in percent) in italics

Sowre: author’s calculations.

them is found to be significant in regression
models here, which may stem from their
complex, non-linear nature or endogene-
ity. The size of a domestic market could put
such countties as Russia and Ukimaiime in a
better position in comparison with small
econorniies, but Poland Is probalblly the only
one which has reallly taken advamntage of
this factor. As regards exports, Mickiewicz
(2005) shews that initial trade dependenice
6n other commumist economies led t6 a
deepet transformational recession. At the
same time, the sueeessful expert expan-
§ien en Westerh Eurepean markets ef, for
gxample, Slevenia, the Czeeh Republie,
Hungary, and Estenia, has fesiered their
growih. Substanbiall investment By #raf-
Shatienal eerperations has wndeubiedl

EORtriBuUted e strueturah eRange and 6B

growth in several CEE countries. FDI as
well as the dynamics of indigenous private
enterpiises may be endogenous to econom-
ic growth. Eatlietr economic linkages of
the former Yugoslavia (especiallly Slovenia
and Croatiia), Hungary and Poland with the
West may have undetliaim FDI, smalll busi-
fiess development, and experts to the EU
after 1990. Some authois have tested the
influence of macroeconiic instability and
inflation at the onset of reforms (Betg et
al. 1999; Miekiewicz 2005). Cooley (2000)
finds ne eefrelatiom between levels of inter
nationall aid per eapita and the progress of
East European 866NBMIeS:

The economic performance of the post-
commumist countries has inevitably been in-
fluenced by political and institutional factors.
Eatlly and thorough institutional reforms are
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Table 6. Political and economic determinants of improvement in competitiveness of Central and Eastern
European economies since 1989

Dependent Change in share
variable Change in of machinety and
Per capita GDP manufacturing value transpott equipment Per capita GDP
Explanatory growth added per employee  in exports growth
variables 1989-2004 1992-2002 1990-2003 1989-2004

Political breakup -34.770 (13.846) 3  -79.161 (17.314) O -44.535 (27.470) 13 -18.663(10.015) 8

of the country (dummy
variable)

Time reforms imtroduced
relative to 1990 (years)

-4.143 (2.332) 10

GDP per capita
at PPP 1989

0.005 (0.003) LI
Democratiic tradition
(dummy variable)

Military conflict
(dummy variable)

-9.277(3.710) 3

-19.073 (7.063) 2

33.711 (9.358) 0

-25.308 (14.332) 10

Constant 103.885 (18.208)  253.477 (16.810) 203.006 (28.740) 102.116 (9.055)
Number of observations 18 15 16 18
F statistics 4.616 15.300 5.417 7175
R-squared 0.497 0.718 0.455 0.606
Adjusted R-squared 0.390 0.671 0.371 0.521

Notes:: standard errors in parentheses and significance levels (in percent) in italics.

Sounez: author’s calculations.

often regarded as a vital condition under-
pinning economic success of the post-com-
muniist societies (e.g. Berg et al. 1999; Fidr-
muc 2003; Mickiewicz 2005)."" Heybey and
Murrel (1999) emphasize two-way causation
between the speed of reforms and economic
growth, e.g. the latter makes reforms easler.
Aslund et al. (1996) and Krueger and Clolko
(1998) argue that the relationship between
liberalization reforms and growth becommes
insignificant follow the inclusion of dumemy
variables for the former Seviet Unioa and

" There is an extensive literature on the standard
reforms advocated by the World Bank (1996) and the
European Bank for Reconstruction and Development
(1996), their critique and actual reforms implemented,
e.g. Hausnerx, Jessop and Nielson (1995), Kornai (1997),
Blanchard (1997), Smith and Swain (1998), Jetfries
(2002).

military conflicts. This finds support in the
analysis carried out here.

The time of reforms'? appears as a signifi-
cant determimamt of GDP growth in a model
for 18 countries (Table 6). It is interesting that
the initial level of GDP in 1989 is another fac-
tor contributiing to growth here (i.e. more
developed economiies grow faster). Still, it is
the dummmy variable of political breakup that
comes to the fore. The impact of reforms on
change in 1989-2004 GDP seems especially
strong when 16 countries excluding Belarus
and Moldova are analyzed. Reforms and po-
litical breakup are also significant explanatory
variables In models of dynariics of 1992-2002

2 Thiis is measured as a number of years relative to
1990, when liberalization and stabilizatiom programmes
were introduced according to EBRD (average for the
two reforms); e.g. 0 for Poland and 5.5 for Bulgaria.



118 Boleslaw Dromariski

manufacturing productiivity and 193®-2003
dynamics of export structure. However, the
relationship between reforms and economic
growth proves insignificant, if democratic
tradition®> and military conflict durmmies are
introduced into the model (Table 6).

The political events of the early 1990s
resulted in the breakup of the Soviet Union,
Yugoslavia and Czechoslovakia. This en-
tailed various institutional and infrastructur-
al difficulties in the functioning of national
economies, and in the case of Yugoslavia
led to war and forced migrations. Thus, the
economiic development of the two mest ad-
vafieed post-commumist econormies, Slovenia
and the Czech Reputliic, has been hindered
By pelitieal factors to seme degree. General
pelitieal stability and predictaibiliity is eof-
fRenly emphasized by TNC managers as efe
of the majer determinamis of their ifvest
fment (Dematski 2008). 1t alse affeets losal
enterprises. A distinetion is often made frem
this peint of view between Eentral Eyrepean
eBURLHRS, the Baltie States and Sievenia 8
the ape HQBQ and the remaining pesi-Saviet
ahd Balkan states 8n the BiRer. The iMpeE:
tanee 8f war Ras Been g%%'ﬁﬁ%bﬁ tested earlier
B¥ Fidrmue (2883) and Mickiewicz @995)

There are contrasting views on the impact
of democracy on economic growth. Cheung
(1998) contends that the introduction of de-
moctacy duting a tramsition may lead to infe-
rior outcommes, Tavares and Wacziang (2001)
argue that its effects are moderaielly negative.
China, Taiwan and South Korea are given
as examples of fast growing non-democratic
countries. According to De Melo et al. (1996),
Dethier et al. (1999) and Fidriue (2003) de-
feeracy has an indirect pesitive effeet, as it is
pesitively coerfelated with pregress in imple-
fRenting market-ofiented reforms, whieh if
turn reinferee growth. What has been meas-
ured here is demeeratie tradition, rather than
éﬁﬂ)ﬁ reintroduetion of défﬂ%i«%@p analyzed

the authers queied abeve; the latier Aas
BE%B affected by the fermer €H8H§H

B Long-term democratic tradition has been as-
signed to Slovenia, Croatia, Hungany, Slovakia, the
Czech Repulbliic, and Poland.

The post-commumist societies differ
enormousdly in terms of long-term democrat-
ic tradition; some remained under the rule
of authoritariam regimes for several centu-
ries. Rodrik (2000) attributes the positive
effects of democray to the fact that democ-
racy lowers unceftaimnty and delivers better
Institutional outcomes In response to ad-
verse shocks. Stenning and Bradshaw (2004:
248-9) emphasize that ‘the uneven develop-
frent of capitalista i ECE and the FSU is
fiet simplly about uReven levels of ecenermie
developtment, of wealth, but alse abewt the
uneven develepment of institutions, sifue-
fUERS, eultuies, eie., which sUppert the re-
§H‘-U€EUH%@ of §9€i%&)y Thus, the funetioRing
state is a prerequistte for the funetiening
Mmarket eee . A transpaient and stable
legal sysiem an ‘reliable public institutions
FEBWH% the framewsrk for the effeetive fune:

i6Ring 8F market mechanams, the SHEEess:
ful adiHstment BF BRIRIRIRES, {H% £reation of
Aew FiFms and the [RFHx of fBF%iE]H capital. A
Braader [Asttutional setting. IREIHAIRG 1acal
ESV&HH{EBE% and Ngox, should pst Be |g:
BFed 43 hiS may §l§8 have some lHl %‘&E

the EEFEBFPHQ ¢e of the 860
gtﬂ EMBAINIE BR 1HE F3Ie 8 EHJ% lF%
F ROt 8% Rt §88l8ii%§ (ﬂ
'leﬁ% %l ﬁeme” d I&

In
r S some%
% or C OSGF |n een so

iéoo -—r—n—r—n—r—r

OWC ween SOIr'In'le
un CS an CS ern uro e

We should not forget about the differ-
ences in the nature of commumist regimes,
some of which were far more strict and rigid
(e.g. the Soviet Union and Czechoslovakia),
while othets tended to be relatively more
open (e.g. in Yugoslavia, Hungaty and Po-
land). The latter left some rooa for individ-
ual fermal and/or informal econommic activ-
ity, as well as contaets with Westera Etrope.
Blanchard and Kremer (1997) investigate
the role of centralization in industrial strue-
tures, Mickiewiiez (2005) the impact of the
Aumber of years uRder cOMMURISH.

Finallly, the phenomena of a social and/
or cultural nature have to be tackled more
closely. A higher level of education and skills
in certain Central European countties, Slo-

C._--
300
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venia and the Baltic States has been benefi-
cial for the economy. The positive impact
of secondaty school enrollment has been
verified several times (e.g. Denizet 1997,
Fidrenuc 2003). It is far more difficult to
encapsulate such elements as work ethics,
though it is generallly believed that nations
that were subject to the devastating impact
of the Soviet-style organization of work for
a shorter time were in a better position. It is
also not easy to explain differences in behav-
jour as regards entrepreneuiship among the
societies discussed.

One may point to the intensity of earlier
migration processes and subsequemt inter-
national personal contacts as a possible ex-
planation. People in Poland, Hungaty and
parts of the former Yugoslavia kept per-
sonal links with their relatives and friends
in Western Europe and North America
even under state communmiizim, which meant
visits, illegal work and further migration.
This inevitably affected the outlook, aspira-
tions and behaviour of many peoplie, which
could spread in society through the demon-
siration effeet.

In addition, there are deeper, pre-com-
munist cultural roots to differences in con-
temporary public attitudes, social activity
and institutions. They are often associated
with the old divide between Western and
Eastern Christendom and Western Christi-
anity and Islam, which also coineides with
the borders of the former Tsarist and Ot-
toman empires. ‘To the east of the border
there always had beem one exclusive over-
arching authofity. ... Nowadays, transitional
socleties west of the eivilizationall divide all
perform mueh better than these east of this
divide. The formmer are the ‘teansition Hope-
fuls’ (van Zoen 2005a: 210). This truth may
find expression in eivil aetivities and private
entrepreneurship on ihe ene hand, and in
traditionaliRt sentiments, Aeg-patrimenial
treRds and eerruptiom levels en the other
(Van Zon 20056).

“ See broader discussion of relationships between
international labour mobility, human capital and eco-
nomic development by Williams, Balaz and Wallace
(2004).

Prevailing attitudes to change at the be-
ginning of the transformation should be em-
phasized here. A deeplly ingrained belief in
the irreparable crisis of the ‘old” system, with
its shortages, low efficiency and lack of hope,
made some Centtal Eutopeamn societies more
open to radical changes in all spheres of life.
Whete people widely believed that vast and
clear changes were necessary and/or inevi-
table, they accepted major reforms intro-
duced at the early stages.™ This may also be
associated with a self-perception regarding
8 Western European identity. The readiness
to ehange in some places contrasted with the
societies which adopted a mete piecemeal
approach at that tifhe and henee did not start
off o the path to growth in the first half of
the 1990s.

Geographiical distance is often presented
as a salient factor explaining the differential
performance of post-comrmumist economies;
its influence has been tested by several au-
thots (see Sachs 1997; Fidrmuc 2003; Gros
and Steinhert 2004). The question is, how
is this impact interpreted? Is it treated as
an aggregate measute, which has to proxy
mamy othet factors, including historical lega-
cles, social and cultural traditions, or rather
as the aetual effect of the geographicall dis-
tance itself on the processes and factors of
economiic performance? On the one hand,
the former appreach may be suitable, theugh
it says little about the nature of phenomena
affeeting the eurrent development of CEE
economies. OR the ether, the geographical
proximity of seme eounties te the EU eauld
eertaiinlly faeilitate fereign invesimemt, ex-
perts and ather influenees; Revertheless it is
Reeessary to aveid some sort of gesgraphieal
determiniam, aecerding to which geagraphi-
eal leeation weuld deigrmine develepment
prospecis. Natural reseuress may alse eeh-
tribuie 8 experis and GBP grewth, theugh
gtryetural ehanges in the eeonemy may be
inhibited, as is evident in Russia:

' These attitudes were able alter a few years later,
when people realized that their high expectatioms were
not being met, adverse effects became evident, and un-
certainty and a lack of understandimg of social processes
appeated.



120 Boleslaw Domariski

In the case of standard of living, car own-
ership and life expectamcy show the closest
relationships with indicators of competitive-
ness. The correlation between car ownership
and per capita GDP in 2004 is particulatly
strong (0.850). At the same time, two diffet-
ent kinds of relationship between post-1989
changes in standard of living on the one
hand and competitiveness and political con-
ditions on the othet are identified. The first
is represented by the model of inerease in
ear ownership 1989-2003, wherein couniries
laeking long-tefm demociacy aRd shewing
high growth iR Manufacturing preductivity
manifest greater progress. This may be intet-
preted as a elassie eatehing up (@&ﬂVéi}géﬁéé)
Fattem,, in whieh seeieties starting frem a
aw level afe able i advanee at a fasier rae
(Table 7). A different patierh is observed iA
the ease of 15%9-2003 life expeetanfoy, with
whieh early refermers shewing fast improve-
Ment iR Manufaciuring productivity perfarm
signifieantly betier. Progress in tertiary edu:-
eation as well a3 ehanges iR Ynemplayment
£anRot Be explained statisticalhy By reférence
t8 the factars eBAsidered hefe:

If we take accoumt of the group of six
countries found to be most successful in
terms of improvement in competitiveness
and standatd of living in relation to the EU
(i.e. Poland, the Czech Repuidlic, Hungaty,
Estonia, Slovakia and Albania), we may
demonstrate what have been common and
distinet determinamits of their situation. The
common feature of these countries is eady
eeonomiic reforms (introduced by 1993 at the
latest). 1n addition, most have been eharae-
terized by a long-termn democratiic fradition,
positive public attitudes to radical ehange 6f
the onset of transformation, EU aspirations,
Substantial FDY ahd proximity to Western
European eountries. They differed in the
initial level of development, struetural guali-
ties of the economy and political unity and
stability. By eontrast, the least sueeessul se-
eieties of the former Saviet Uniem (Meldava,
Russia, Ukraiine and Belarus) and Yugesla:
via (Macedenia, Beshia & Herzegavina)
were slow reformers, lacked & ISHg-1efm
demeeratic tradition as well as political sia-
Bility, and sHffered pegative efecis of the
polificah Breakup 8f the faderal siate: Theif

Table 7. Political and economic determinamts of improvememt in standard of living in Central and Eastern

European countries since 1989

N Dependent
N. variable
Explanatory
variables N

Increase in car ownership
per 1000 persons I2HB-2003 1989-2003

Change in life expectancy

Democratiic tradition
(dummy variable)

Change in manufacturing value added
per employee 19%92-2002

Time reforms imtroduced
relative to 1990 (years)

0.487 (0.234) 6

-72.335 (25.196) 1

0.017(0.010) 11

-L022(0.239) 1

Constant 151.104 (41.225) 101.769 (2.197)
Number of observations 15 15
F statistics 5.160 18.447
R-squared 0.462 0.755
Adjusted R-squared 0.373 0.714

Notees'; standard errors in parentheses and significance levels (in %) in italics

Sours: author’s calculations.
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historical, cultural and migration linkages
with Western Europe and the US have gen-
erally been relatively weak. All this means
that there are mainlly non-econommic (politi-
cal and social) determinamts to their Jagging
behind the EU in terms of econowmiic pet-
formance and standaid of living.

CONCLUDING REMARKS

All things considered, the gap between
mamny CEE countries and Western Eutope is
relatiively narrow in health and education, in
compatison with the considerable disparity
regarding productiivity and material stand-
ard of living; the crisis of post-Soviet socl-
eties manifests itself in worse health condi-
tlons. Since 1989, significant and universal
improvement has taken place in CEEs in
relation to Western Eutope in edueational
opportuhiities and coRsumption of consum:-
er durables. Disappoimting perfermanee
has been obsefved especially i R&D de-
velepmeat and (in many of the countries),
in unemployment levels, whieh are gener-
ally poorly eofrelated with sther esshemie
trends. Profound disparities exist in levels of
and trends for manufacturing productivity
and the strueture of exparis of posi-commu:
Rist econemies. This demenstrates a desper
divergenee in the competitiveness 8f €EE
BeonoOmies, something that ean influence
their performanee in the future:

The analysis shows that trends for the
economic performance of post-communist
European countries have not simply fol-
lowed historical patterns of economic devel-
opment. On the one hand there is general
contimuiity, evident in the leading positions
of the Slovenian and Czech econornies and
the disadvantaged situation of Meoldova,
Macedoniia and Bosnia & Herzegovina. On
the other, new importamt differences have
emerged over 15 years of transfermation.
The Czech Republic has performed better
than Slovenia as compated with Wesiern
European trends in seme demains, theugh
Slovenias GDP has grown fasier. AmeRg
the medium-developedi CEE econemies,

Poland has achieved the most prominent
success in catching up with the EU 15;
Hunganmy, Slovakia and Estonia have also
shown remankable progress. At the same
time, Russia and Serbia & Montenegto have
cleatlly lost their positions. Negative tenden-
cies have also predominated in mamny other
CEE countriies, except for Latvia, Lithuania
and Croatia. Albania Is the only one of the
least-developed econornies that has shown
improvement.

There is nevertheless no doubt that proc-
esses of post-commumist transformation
are stromglly affected by the commumist and
pre-commumisst past, especially in long-term
democratic tradition and education levels.
Established international linkages have been
importanit: be these econormiic (related to ex-
ports and imporis), or even more so social
entailing long-term migrations. West-East
contacts, based on culturall links, give rise
to demonstration effects, expectations and
social activities.

Early post-commumist changes and
events had a particullarlly stromg impact on
subsequent tramsformation processes. The
experience of successful CEE economies
confirms that eatrly and thorough reforms
have been one of the essential preconditions
for econormiic growth and structural changes.
The expansion of indigenous firms and for-
eign Investment follows, facilitating further
development. Apait from the fundamental
economiic shift, several other successful re-
forms were vital: the introduction of trans-
parent and relativelly stable regulations in
various demains, effective public institu-
tions (ifeluding deroeratic state and local
geverfiment and courts, media and NOR-gov-
grnmental erganizations). This led te peoliti-
eal and economic stability and predictability.
The debate en ‘shoek therapy’ vs. ‘gradual-
ism’ has eften been ill-esneeived, if it missed
the Basic point as te what was altered. Peliti-
eal breakup and military esnfiets hindered
geonemic development. Saeial and euliural
faeters are not Iess impertani than the seope
ot referms ot eeonomit struetutes and peliti-
eal instirutions. They include varieus leeal
aetivities and public attitudes te change:
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All in all, there is a pervasive impact of
non-ecomomiic—paliiiical, social and cultur-
al— phenomena on econormic performance
and changes in standatds of living in the
CEE counttiies since 1989.

The anallysis carried out in this paper as
well as the compatison of findings of other
studies, demonstrate cleatly that the evalu-
ation of the role of various factors affecting
performance of CEE economies depends
on how mamy countries are actuallly taken
into consideration. The conelusions may be
notably different if we are coneerned with
all post-commmumist states, ineluding post-
Soviet Asian republies, if 18-19 Europeah
countries are analyzed, or if diseussion is
limited to Central and South-Eastetn ones
only. The faet that the geegraphical seope
of anallysis bears strongly on the results is
a efitieal methedelogieal issue, whieh is {60
eften ignered.

There is a question about the nature of
post-commumist transformation processes
in CEE countties. They are often described
as a ‘tramsition’ to a market econoiy. This
terea puts emphasis on a short-terea process
of radical shift, institutional in the main. It
also implies well-defined, pre-determined
outcomes of the process (Smith 2002).
Critics point out that the idea of transition
Ipniores, first the multiplicity of capitalist
forms of econoiy and, second, its evelution-
ary nature (Grabher, Stark 1997).® 1n faet,
transition constitutes a speeifie form of the
coneept of modernization.

‘Modemmizztion® represents a broader
view of development as progress. It appears
as teleological (aiming at a certaim known
end), uniform, linear, normalizing and in-
strumentall process. The ‘underdeveloped’
countries have to follow the path of the
‘developed’ ones, moving to higher stages
of development epltomized by the latter.
From the geographical point of view, the
process of development means becoming
similar to the areas regarded as ‘advanced’,

% A broader discussion of the concept of “transition’
can be found in Smith and Pickles (1998), Lyna (1999),
Lavigne (1999), Bradshasw and Stenning (2004).

In the context of post-commumist Europe,
this means catching-up by means of adopt-
ing the attributes of the Western part of the
continent.

The term ‘European’ has become a syno-
nym for post-commumiist modernizatiom and
normallizatiom, an adjective discriminating
between the processes, phenomena, people
and places evaluated positively and those
assessed negatiivelly. Thus, ‘Europeaniza-
tion’ is another form of modetnization per-
spective. !’ It substitutes for the communist
model of modefmization, which dominated
in the CEEs for several decades® Dings-
dale (2001) argues that Europe In general
can be understood as a moderniity projeet,
where the CEE region has repeatedly been
conceived as ‘marchlands’ of different mo-
dernities throughout Histopy. The current
transformation of CEES represents onlly a
fanifestation of the mest reeent ‘nee-libet-
alist project’ of the new Eurepe.

The problem with the interpretations
conveyed by the notions of transition, mod-
ernization and Europezniization is not that
they are totallly wrong, but that they offer a
pattiall, one-sided view of the transformation
of Centrall and Eastern Eutope. They may be
useful as long as they are not treated as gen-
eral models explaining chamges in the reglon.
There Is obviously an element of moderniza-
tion and there Is a process of becomimg more
similar to Western European countfies, but
(1) this is onlly paft of the story, (2) it does
fiot explain the realiity, i.e. it is deseriptive
rather tham explanatory.

Mamy processes are rooted in structures,
attitudes, practices and sequences of events
from the pre-commumsst and commumnist
era; hence they are in a broad sense path-
dependent. This means that current patterns

# See critique of modermiizatiiom and Europeaniza-
tion in Tucker (1999), Van Zon (2003) and Domanski
(2004b). We may point in this context to a discussion
on similarities and differences of CEE tramsitions to
demociacy and the macket econatiy to post-colonialism
and development of the South (Hamhm 2002; Stenning
2004‘%\

Baumam (1995) called communism ‘the last en-
trenchmemt of modermiity”, for Sakwa (1993) the Soviet
Union was ‘mismodernized’.
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and changes cannot be understood without
a broader historical perspective. One may
too easily fall into the trap of jumping to
conclusions on an ongoing, long-term proc-
ess on the basis of short-terta patterns and
trends. There is no single pre-determined
final stage and/or model to be achieved, the
transformation is not a process of nermali-
zation, which would simply lead to a copying
of the atteibutes of advanced Western Euro-
pean countries.

Greater progress has been noted in coun-
tries geographicallly closer to Western Europe,
which may mean that ‘a new Golden Curtain
of prosperity’ emetges (Dingsdale 2001:275).
The current divergence in econormic perform-
ance of post-communmist states by and large
corresponds with the old cultural divide into
Western and Eastern Europe, the paths of
development of many Balkan countiies and
post-Soviet states have been different.

Nevertheless, there is no reason to be-
lieve in fixed, perpetual core—periphery
relationships, neither between Western and
East-Central Eutope, nor between Central
and Eastern-Southerm parts of the region,
based on cultural (historical) determinism
or simple geographiical proximnityy.® Amy de-
terministic interpretation can be challenged
on the grounds that processes of post-1989
development could have taken a different
form in each of the post-commumist coufi-
tries. Factors rooted in history and geogra-
phy cannot easily be changed, but cultural
and geographical barriets can be everesme
In the long run toe. Ohe may point to the ex-
perience of South European counteies that
joined the EU. The poesitive tendenicies in
the Baltic States show that ceuntries mere
distant from the Western Eurepean eore are
fiet neeessariily natutal ‘lesers’. One of the
fest fascinating problems is hew West—=
East (pestSeviet) and Nerth—South fault
lines within Central and Easterh Eurepe
eould Be bridged in the future.

This brings us to the question of how much
transformation processes are determined

¥ See the critique of a simplistic interpretation of
the European core and periphery in Domanski (2004a).

by factors and agents beyond local control.
Transnatiional corporations, which operate
on the global scale, are exerting their influ-
ence on the region now. The impact of intet-
national organizations, including the World
Bank with the so-called Washington consen-
sus, the European Bank for Reconstruction
and Development and the Europeam Cof-=
mission in Brussels, Is often underscored.
Neverthless, the over-emphasis on the role
of a single model of mafket econoiy and
ready-made policy preseriptions imposed
frofm above may be as simplistic as the belief
in a singulak, linear ‘transition’.

The local (national) level has not been
just an obstacle and/or arena and receiver
respondiing to changes prescribed elsewhere.
On the contrany, there is copious evidence
that local activities have been vital. State poli-
cies adopted (institutional and legal changes)
in particular countries differed enormousily.®
In addition, individual and social attitudes
and activities constituted the basis for citizen
mobilization, self-government, enterprise
strategies, trade union and NGO actions and
consumer practices. Locall agency matteis a
great deal, to the polint that a transformation
impesed from outside hatdily works.

This is both an optimiistic and a pessi-
mistic conclusion. On the one hand, it means
that a system of functioning demowmaxy, a
successful market economy and prosperity
cannot be simply designed, imported and
implemented in a CEE state irrespectiive of
local conditions and activities. On the other,
despite the influence of historical conditions
and the path-dependemt natute of several
processes, change is possible. There is a need
to facllitate social mobilization and self-or-
ganization In each society. The economic
and political structures, which underlie the
econonmiic performance of post-communist
countries, afe built upon local soeial activi-
ties and institutions. They may be supported
by appropriate European policies.?

B See for example contrastimg approaches to priva-
tization (Williams and Balaz 1999; Jeffries 2002).

% See the debate on challenges faced by Europe
and its strategic choices, in two recent volumes edited by
Kuklifiski and Pawtowski (2005a,b).
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Hamithobk of Susttainuble Develypmeent Flan-
ning; Studlées in Maodkdlling anil Medision
Supgeot, edited by M. A. Quaddus and
M.A.B. Siddique, Edward Elgat, Chel-
tenham, UK; Northhampton, MA, USA,
2004, 360 pp.—MIROSLAW GROCHOWSKI

This book is a very special and useful pub-
lication, since it combines chapters present-
ing different approaches to the concept of
sustainable development and pointing out
various aspects of this concept of special
importance from the perspective of policy
and decision making.

While the concept of sustainable devel-
opment is being seen as a very promising
tool in managing development, there is a
lack of tested instruments and methods that
would allow the concept to be imtroduced
into the practice of strategic planning and
the day-to-day management of the develop-
ment processes. At the core of the decision-
makimg process is the need for qualiity infor=
mation that must be collected, analyzed, and
disseminated appropigisdly. One of the most
importamt sources of information is consti=
tuted by the outcome when model-based
decision-suppott-systeins are applied. The
authois of the book shew how modelling can
support planning for sustainable develop-
ment and provide speeifle and appropriate
information for the corresponding deei-
sion-making activities. The authets refer
to the three general types of model-based
decision-suppott systems: decision-support
sysiems (DSS), group deeision-support sys-
tems (GDSS), and ereative decision-support
systems (CDSS).

The book is in three parts. The first part:
Maodtitliing ffor sustaiimblde devellignaent, has
four chapters and deals with the concepts
underpinming the modelling of sustain-

ability from the planniing and development
perspectiives. In this part, the nature and
dimemsions of sustainable development and
the model-based systems by which it can
be planned for are examined. The second
part of the book: Case stdiéss, contains ten
chapters dealing with the application of
decision-supportt systems in: environmental
management, mining, enetgy management,
land and watet management, agriculture,
aquacultute and infrastructure. Part three
of the book: Futwe directiivas then offers
proposalls as regards the future directions to
modelling and decision suppott.

In the book, a reader will find an exten-
sive presemtaiiom of the curremt evolution of
the sustaiimedhillity notion. This is especially
interestimg, since it is done from the per-
spective of the role of model-based systems
in sustaimzble development planmimg. It is
pointed out that there is no single definition
of sustaimable development, and that plan-
ning is therefore very difficult, on account
of the shortfall when it comes to well-struc-
tured information and knowledge on what
has to be sustained and how.

Chapter 1 of the first part of the book
reviews the way in which modelling and de-
cision support activities have been applied in
sustainable developmemnt planmimg On mod-
elling type, the authors conclude that most
of the applications have been using quantita-
tive modillling. As regards the extent of DSS
use, about half the applications are found
to have used, or to have suggested using, a
DSS-type approach.

The lack of any rigid definition of sustain-
able development creates further problems
where achieving operationallity is concerned.
However, there is an opinion in chapter
2 which holds that researchers have been
making significant progress in receat years
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developing various models by which to plan
for sustainable development. Policy makers
have also come forward to develop strategies
that move societies on to sustainable paths of
development.

Chapter 3 focuses on the modelling
of long-term sustainahbillity, defined as the
economiic process of physical, social, and
ecological reptoduction. From the basic
macroecononmiic growth model, the author
develops a physical reproducibility model
adding in equations relating to capital depre-
ciatlon, non-remewaldle resource depletion
and raw materiial input. The authof (Kaoru
Yamaguehi) netes the continuous deple-
tion of non-remvable energies, even when
it is a steady-state equilibrium that is being
simulated. Twe selutions te the countering
of sueh depletion are offered: te invent an
efficient use of nen-renewable eneigy, and
to diseaver or develop substitutes. | €h8§é
solutiens are net found, twe self-regulatin
ferees will arise in the economy: one entail-
ing the regulation 6f NBA-FeRRWabIR éﬂ&fg@ié§
threugh increaseed priee, the BthRr & redue:
fien IR produciiviy as EHE depietion §8E§
in: These twa forees will aet negalingly 8
pepulation growth, and seeial repraducibil-
ity will N8 fanger Be sHstalned. The abiher
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able using non-renew € resources.

The last chapter of the first part of the

book questions the role of ecomomics as

1ev-

the bottom line for sustaimabiliity which is
generallly considered to depend on a capac-
ity of the curremt generation to leave all
components of the natural and cultural
environment in the best possible condition
for future generations. There are different
opinions as to how this might to be achieved.
Orthodiox economiists see an accumulation
of mam-made capital as the solution, while
fneo-Maillthusians foeus on the conservation
of natural resources and envirenmental
capital. The auther (Clem Tisdell) argues
that the eapitalist systefm favors the erthedex
BCONOMISS’ VIeWs guestioning economiics as
the bettem line for sustainatility and peint-
iAg But that econemie Systems ate embedded
in seeial and Aatural sysiems te the exient
that these systems are inderdependent.

The part of the book containing cases is
focused on the identification of model-based
systems utilizable as decisions are made in
the planning of sustainable development in
certaim critical areas. The most challenging
task for a sustainable-drwelopmenit planner is
to take into consideration the interests of all
the stakeholdets of a development. The more
the stakeholders are involved In planning and
deecision-makiing, the higher the guality of the
decisions made. The case studies offer some
examples of developed medel-based sysiems
aiming at the faeilitation of genuine sustain-
able development in selected areas.

In the case of environmenitzl management,
the authors of chapter 5 (Aybuke Aurum,
Melicha Handizic and Christine Van Toorn)
argue that disaster planning must form an
essential element of sustainable development
planmiing, but note at the same time that no
apptoptiate decision-suppokt tool has yet been
developed. The authots do develop a creative
decision support system (CDSS) to assist
planmifg, this being based on the assumption
that development, learhing and practice are
pessible, and that sueh ‘thinking applicatien’
ean be used io generate ideas. The CDSS is
then applied by the authers te bushfire plan-
ning in New Seuth Wales, Australia.

In the case of minimg, a hierarchical
framework for the evaluation of mine
projects for their sustaimaibidlity is presented,
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and applied to a real-world mine-evaluation
problem in India. The hierarchical model cat-
egorizes mine-evaluation for sustainability
in line with ‘internal’ and ‘external’ impacts.
The external impacts are brokea down by
reference to three sustainability critetia with
physical, economic and social dimensions.
These criteria are then further brokea down
into various specific sub-criteria. All those
proposed are then to be measured by stake-
holdets using an approach called the analyti-
cal hlerarchical process.

In the case of energy management, the
assumption presented in the book is that the
energy policies of a countey shoulid not be
confined to the supplying of the necessary
and increasing demand for eneigy, but should
also promote the sustainable consumption
of available natutal resources. The model
presented in the book: MDESRAP (Model
for Dynamiics of Electric Supplly, Resources
and Pollutlon) was based on system dynam-
ics (SD) methodidlgy, and applied to the
development of enetgy policy design for the
electricity supply in Pakistan. The medel is
organized into seven sectors: electiiicity de-
mand, investment demand, capital demand,
resoutce demamd, production demand,
envirenment demand, and cost and prieing
demand. it is elaifed that an SD medelling
approach to economy-wide eneigy pelieies
provides an adequate representatiom of the
Interplay between eneigy, the economy and
the environment.

For land and water management there
are two cases presented in the book. The
first is a system dynamic model developed
for policy choices as regards the need for
unfiltered water in New York City, and the
preservation of the environment and main-
tenance of socio-economic development in
the watershed regions. There are four maln
loops in this model: the watershed expaf-
sion loop, the consetvation loop, the land
consumption loop, and the water guality
loop. These loops give insight inte poliey
issues and show the complex and conflicting
relationships between the imierconnected
subsystems and priofities of the watershed
comrunities and ity of New York. The see-

ond case is an applied economic model used
in countries of Centrall Europe. The model
examines the key princiiples for setting water
prices, such as the furnishing of incentives
for the efficient use of water, the distribution
of costs in an equitable way, (taking into ac-
count social issues) and the maintenamce of
a pricing structure whose implamentation
is straightforward. Modelling proves that
increased water prices would reduce the de-
mand for water systems expansion and can
be used as a measufe upon which to attain
environmentall goals and ensure recovery of
the costs of water services.

The book states that the case of agri-
culture necessitates the development of an
approach in the decision-makiing process
that will help planners to achieve greater
sustaiimabillity through better management
of land, water and biodiversity. The case
of the Mediterraneam basin’s intensive ag-
riculturall systems is analyzed through the
combined use of dynarmiic system models,
environmental modelling and geographi-
cal information systems (GIS). The model
proposed addresses problems In regafds to
the production of residuals and consump-
tion of natural resouices In the context of
conditions that change over time but are at
the same time determimed by speeific loca-
tion. Maps produced using the modelling
procedure allow for the anallysis of past,
eurrent and potential conflicts in the sector
of agrieulture.

An especiallly interestimg case is that of
aquaculture. The book states that, even in
the absence of market failures, economic
agents may choose unsustainable income
paths instead of sustainaible ones. This
arises when private benefits from produc-
tion are higher than its social collective
benefits. It is noted that thete is no correla-
tion betweem the intemsity of aquaculture
and environmentall damage. Agquaculture
may have pogsitive, negatiive, ot even neutral
environmenital spillovers. Policies that can
be implemented to regulate those of an
adverse nature are In the three maim cat-
egories of control, prohibition and admin-
Istrative regulation involving alse prieifng
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and the market approach. Unfortunatelly,
experience shows that there is no perfect
choice of policy imstruments.

The last critical area, that of infrastruc-
ture, is addressed in the example of the DSS
model for ecosystems management (EM) in
the management of infrastructure in Hou-
ston, Texas, as regards transpotizition, water
supply, wastewater treatment and drainage.
A holistic ecosystem-based approach link-
ing human needs with social, economic,
and environmentall conditions Is essential to
achieving sustainable EM. The model devel-
oped integrates knowledge and information
from the diverse fields of the social and hard
scienees, as well as from the publie.

The case of the Houstom project helps
in an understandimg of how complex the
problems relating to EM and sustainability
are, and shows the way in which stakehold-
ers interact in order to solve environmental
problems. Infrastructural development is
seen as one of the necessary conditions
underpinning  economic  development.
However, in certain cases the development
of infrastructure may worsen income distri-
butien, something that affects swstainable
econommic growth and human seeurity in a
fiegative way. This is the ease in developing
countries where infrastructure develop-
ment pelieies lack awareness of the speeifie
gcenomic syster whieh prevails there. It is
argued that develeping esuntries feature a
dual ecenemie system eensisting of a profit-
Maximizing eapitalist sector and a consymp-
tion-maximizing self-empleyed seeter. it
is then essential that these planming infra-
siruetural develspment in these csuniries
take aecsunt of the dynamic relationships
gxisting Between these twa seeisrs:

The last chapter contains a presenta-
tion of views on the future of modelling
as a tool supporting sustainable develop-
ment planning. It is thought most likely
that recent trends in the developimg and
application of model-based systems will be
malntained. The scope of the models devel-
oped so far is limited, so more reseafch is
expected with a view to the attriibutes of the
existing models being further enhanced.

More research explorimg the application
of these models to other fields of sustain-
able development is anticipated, and one
of the great challenges to sustaimable de-
velopment planning is sueely going to be
the achievement of more of a social focus
where development Is concerned. The role
of a civils society In genetal, and NGOs in
patticulal, must be takem more seriously
by planners. Anotiher issue is good poveri-
ance: accountdillity and transpareiy in
beth the public and private seetor certainly
influenee the individual’s ehoice in the de-
gision-making process regarding sustain-
able develepment plannimg. Futuie astivi
ties undertaken by researchers will help in
averesming reuting thinking en planning
and the deeision-malking Proeess.

The book Handibokk of Stustaimable
Develbpmestir Plarmingg; Srudites in Maodelling
andl Decisiom Sugpeoott is perfect for read-
ers in different professions who deal with
planning and development managemenit. It
contains interesting theotetical considera-
tions, provokes discussion, and provides new
peispectives for the anallysis of sustainable
developrment processes. The cases presented
Illustrate the compliexity of the issues relating
to sustainable developmemt and show how
modelling ean support policy and deeisien
faking processes. The arguments advaneed
te suppert the beok’s eontentions ean serve
as a basis for further diseussion on both the
nature ef sustainaple development and en
medelling as a teel By which it ean be fes-
tered. Although the authers of the first part
present rather Bleak prospects for swstain-
able develgpment, they stll argue that i
aehievability te the highest pessible sxtent,
threugh proper and scientificatly-grovnded
%lﬁ_ﬂ'i‘l'i‘?’n% that applies medel-Based systems:

ik BBBk offers gasd evidence that they
are fight:

Mirostaw Grochowski
Warsaw University,
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