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Industrial Restructuring in the Baltic Countries:
Large-scale Privatisation, New Enterprise Networks and
Growing Diversity of Corporate Governance

CHRISTIAN VON HIRSCHHAUSEN & WAN-5ZE HUI

Lithuania, Latvia and Estonia—generally refeired to as the Baltic countries—are
attracting increasing interest in the international economic and research comoumity.
A5 the first countries of the former Soviet Union to leave the ruble zone, they all
rapidly resstablished links with the Western world, while trying to maintain close
econatnic integration with Russia, Belanes, Ukraine and other CIS countries. The
macroeconomic 'snccess story’ of the Baltic countries, and in particular of Estonia,
has been widely documentsd recenily (Barnett, 1993; Lainela, 1993: Satela &
Lainela, 19945 Kuklk, 19953 Yet this is only half the story, The other half is to
understand how these countries have approached industrial restructuring and the
perspectives of the micro-underpinnings of the reform process. The analysis of
statistical data on privatisation is insufficient to provide a clear picture of the results
of industry ceform. MNow that the macroeconomic patterns have been identified, the
industrial econemics parspective can provide new ingight mto the complex reform
process in the Baltic countries, and in post-socialist economies as a whole,

In this article’ we analyse the strategies of industry restruetaring that sach of the
Baltic countries has adopted, and identify achievements and obstacles. The ang-
imality of the approach is threefold: first, we do not assume the existence of an
‘optingal’ reform path that the countries more or less follow; instead, we pot
emphasis on the positive analysis of the process of refarm. Second, we adopt an
industrial economics approach to analyse the meso-level of reform, in between the
macroeconamic and basiness admnistration levels. Third, we base our analysis on an
extensive series of case-sindies, carried oot within the indosteial sites, those former
‘forhidden cities” of socialism; this hands-on approach is necessary to link theory to
real-life developments in industry.

The plan of this article is as follows: first, we propose a conceptual framework
of analysis. The starting point of industrial reform is the former socialist industrial
units, whose activities were coordinated in the form of networks, We consider that
these socialist networks of production disappear imeversibly with the end of social-
ism, and that there is no way to restructure them graduoally. Instead, entirely new
enterprises and enterprise networks emerge which work under budgetary constraints
and whose exchange relations are predominantly monetarised. The issue of ndustry
reform, ther, is not only corporatisation and privatisation, but also the creation of an
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ingtitutional framework conducive to accelerating the emergence of new enterprise
stuctures. We then examine the patterns of industry restructuring in Lithuamia,
Latvia and Estomia. Lithuania carried oot the most rapid mass privatisation pro-
gramime in Eastern Europe; this programme has brought about the ereation of 1
unigue instibtion, the “post-sacialist industial holding company”, that might become
a major actor in the post-privatisation phase.

The case of the Lithuanian electronics industry provides an example of the
functioning of such holding companies, which emerge primarily in countmies that
have applied mass privatisation. In Latvia, a broad range of iostitutions were
developed to deal with restructuring, among them a comiplicated voucher-campen-
sation scheme, two state property departments and a short-lived Ministey of Eeon-
omic Reform; yet the fundamental problemn of efficient corporate povermnance in
newly created state enterprises was not resolved unti] early 1994, Since then, an
atternpt has been made to ‘privatise the privatisation’, in order to accelerate restiuc-
turing. The case of the large minibns factory, once sopplier of the entire Soaiet
Union, shows the difhiculty they have in establishing new industrial networks after
the breakdgwn of the socialist ones. Esionia certainly adopted the rmoost drastic
approach to restructuring: the Estonian Privatisation Agency became the major
administrator of privatisation, wheieas restructuring was the responsibility of private
owners, Today, domestic financial institutions are the driving force behind new
enterprise creation. The case of the largest wood and formitre combine shows the
speed that has been imposed on industrial restructaring by the BEstonjan shock
therapy.

From Socialist Industrial Networks ¢o New Enterprise Networks

The Disappearance of Socialist Networks and the Emergence af New Enterprise
Mapwarks

The productive system of any industrialised countey 15 made up of a large number
of production sites that are connected with each other in the form of netwotles. In the
socialist countries these networks worked w4 very particular manner, as socialism
was ar attampt to coordinate production without any reference to monetary values,
under the sole direction and eontyol of the pary-state (Bownsel & Roovez, 1995; von
Hirschhausen, 1994, 19495). First, socialist indostrial units did not work onder any
budgetay constraint, even a soft one; they were entirely subordinated to the rules of
the pariy-state. Thus they obeyed different requirements, procduction of poods not
necessarily having priority over, say, the social services provided (housing, hospitals,
kindergartens, nurseries, schools) or the tight political and eivie cantrol over
individuals (exercised through the party administration, the trade union, socialist
youth and ealtoral organisations, in some cases even prisons), Second, not only did
production on local industrial sites escape rational planning, but the same wag even
more the case for the spatial coordination of productive activities among different
soclalist industrial units, organised in the form of non-monetary networks of pro-
duction. The knots of the networks were the industial combines, between which
produocts, energy. and information circolated without any corresponding monetary
flow.* The Communist Party was the sale organiser of the networks. In designing
them, monetary, geographical and even technical factors were subordipated to the
palitical goal: a forced coherence among the industrial units within each country, and
alsp across countries, according to the ‘socialist international division of labow”,
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Figare 1, Netwaork of Socialist Industrial Units Governed by the Party-State,

From Siberia to Pomerania, the socialist networks spanned the entire oniverse of the
CME#. Figure 1 provides a representation of the structure of socialist industrial
networks. Three points are central: first, the links between the industrial units are
non-manetary: the physical flows between the industrial vnits are accounted for in
seriptural ‘rooney’ only, which is nothing but an accounting unit for balancing the
plans. Secoud, obtaiming raw materials is an exogenous factor for sach industiial site,
over which it has no contrel. Thied, the link between production and consumption is
also non-monetary; the wetwork structure is extremely inflexible to changes in
demnand.
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The representation of sccialist industry provides a clear-cut charactesization of
the link between socialism and post-socialism. The end of socialism corresponds to
the end of the non-monetary coordination of productive activities by the party-siate.
In other words, saciatist and the functioning of socialist industry end abruptly and
irreversibly with the mtroduction of money as a oniversal equivalent and a certain
price liberalisation, a step that we call monetarisation. Monetarisation inteoduces the
possibility of attaching monetary values to goods and factors of production, includ-
ing labour; thus, the fundamental pillar of socialism, the non-monetary reign of the
party-state over production, ends® With monetarisation, prices thar were absent
under socialism appear; transport, stocks, energy, social services, labour—all inputs
become real costs. Thus, maonetartsation causes the immediate implosion of the
socialist networks, where production was formerly non-monetary, questions of
liguidity and cash flow now dominate the management of production. We contend
that after the breakdown of socialism, there can be no gradual restructwring aof
individual industtial units or networks. Industrial production now has to finance
inputs and provide a profit margin from the proceeds of selling goods to solvent
demnand. Though the physical stucture of the industrial networls (buildings,
machines, people} remains identical, the very nature of the relations is radically
transformed. Therefore, the problem of industrial restructuring s not jost wo change
ownership of any given object; nor is "unbundling” the over-integrated structures a
sufficlent response (Aghion et al, 1993). Indeed, the very roijon d'@ire of each
production unit has to be redefined.

In this context, privatisation is a necessary but not sufficient insteument for
gething up new, competitive enterprises. No capitalist entrepreneur will ever be
interasted in taking over a former multfunctional combine, an indosteial “min’, as
such. The identification of new ownership rights is a first, unavoidable step.
Corporatisation—ie. creating ownership—has been earied ont rapidly thronghout
the countries (Frydman, Rapaczynski & Earle, 19%3), but privatisation—i.e. cieating
fnew private entrepreneurs—Hhas been an immediate snecess in small-scale operations
only. There are no established ways to reform, adapt or restructure former socialist
combines inio new viable enterprizes. We therefore propose to change the angle of
attack; instead of locking cnly at the aspeci of ownership right transfers, we shalf
analyse the process by which new enterprises cmerge in the post-socialist context.
Destruction of the old structores is one process: construction, from serateh. of new
capitalist enterprises the other. The central issue of post-socialist industey restructur-
ing is the creation of new viable enterprises, from the ruing of the socialist industry;
this we shall call the process of enterprisation (Bomsel & Rouvez, 1995), The debate
on how &0 conceive indusirial policies i favour enterprisation and the guestion of the
appropriate povernance structures have emerged as important issues of post-soeialist
industrial reform.

The End of Socialist Mdustrial Networks in Lithuania, Latvia and Estonia

Unti! 199] the industries of Lithoania, Latvia and Estonia were integrated—by their
historical fate as Soviet Republics—into the Soviet socialist netwaorks of production.
As an integral part of the nuble zone, the Baltic coumntries alse depended on the
socialist monetary and pricing policies controlled by the central authorities in
Moscow, Repeated attempts at ‘reform’ had already been made since the late 1980s;
in particolar, the parliaments of Lithuamia, Latvia and Estonia passed laws on
ownership reform in 1990 (Frydrman, Rapaczynski & Harle, 19931, Yet these reforms
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Figure 2. The Shock of Monetarisation on Industrial Production in the Baltie
Countries, Sources: EBRDY, National statistics.

eould only aim at improving the existing socialist system gradually, not abandoning
it. The end of socialism in the Baltic comntries corresponds to the end of socialism
in the former Soviet Union—-2 January 1992, the date when the dominant part of
price controls was abatidoned, itternal convertitality of the mible was introduced, and
thus money (the rubley became 4 real unit of value. This js what we have called
monetarisation,

Monetarisation led to the immediate collapse of the Soviet industrial networks.
The appearance of prices, in particular for energy and transport, made the integratian
of Baltic industrial sites into other former Soviet republics obsolete, However,
alternative networks conld not be created from one day to the next. Though several
factors were at play, the collapse of the socialist industrial networks is the decisive
factor behind the sharp drop in ;utput observed in 1992, We show this by analysing
the behaviour of putput in the Baltic countries between 1989 and 1994 (Figure 2).
it can be seen that during the last years of socialism {1989-21), qutput reductions had
already been observed. but that these were only gradual, The radical slump appears
immediately after the introduction of money and monetary constraints, following
Jamuary 1992, The decline continued in 1993, though much tnore gently. From 1994
ane observes the upward slope of a classic J-curve.

Much has bean said on the macroeconomic reforms that have followed the end
of socialisin, Monetary and macroeconomic stabilisation has succeeded rapidly in all
three Baltic countries (Lainela, 1993; Sutela & Lainela, 1994; Kukk, 19935 Logus &
Hachey, 1995). Tn Table | we simply sommanise the main parameters of this
stabilisation, which places the Baltic conntries among the macrogconomic success
stories of Central and Eastern Burope (CEE). The trajectaries of macroeconomic
refarmn in the Baltic countries are consistent with patterns observed in other CEE
countries (EBRD, 19947, Significant differencas between the three countries appear
on the micro-level when we analyse the patterns of industry restricturing.
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Lithuania: Emergence of a New Institution of Enterprisation: The Post-socialist
Industrial Holding Company

The Most Rapid CEE Privatisation Programme and the Emergence of Post-socialist
Industricl Holding Campaniey

Lithuania was the first CEE country to carry out a very awbiticus programme of
privatisation. Tt saw mass privatisation—distribution of vouchers to employees and
the population as a whele—as an “efficient and fair” way to get 1id of the socialist
system of ownership. As early as Qetober 1990, Sajudis {the political ‘movement for
restructnring') prepared a privatisation programme that became the December 1990
‘Law on the Aecurmulation of Private Capital of Employess in State Enterprises’; this
law became the basis of the July {991 “Tnitial Privatisation Programme’. While the
Polish government was failing to implement its Sectoral Privatisation and Mass
Privatisation in 1990-92, and while Czechoslovakia was stifl giving the first thoughts
toy thass privatisation, Lithuania went ahead with a complete programme as early as
1991 (Frydman ef ab., 1993; Samonis, 1994; Maldeikis et al., 1995 Table 2
provides some guantitative evidence on the achievements of the Lithuanian mass
privatsatich programime.

Curiously, it may be precisely that eacly haste that has forced the new Lithuanian
state to play a long-lasting, active tole in restructuring, Its determination to push
thraugh privatisation as quickly as possible has prevented the government from
contiolling the process properly. Several decisions show an incomsistency of ap-
proach: thus, having refused to define an initial regulatory framework for mass
privatisation, the government spent the following theee years trying to establish this
framework ex-post, always one step behind developments. Having refused to define
the criteria it sought to apply to the restructuring of former combities—elther
state-owned or mass-privatised—it was forced to bail out all 260 bankrupt combines
in 1994, Having refused to define the end of the voucher pragramime precisely. it is
now facing a situation in which 309 of the vouchers are still in the hands of
individuals; thus, instead of simply closing the voucher programime in late 1994, the
povernment must search for alternative solutions.”

Al this does not imply thai the mass privatisation has not triggered off a unique
process of setting up new enterprises; on the contrary, the distribution of vauchers
and the absence of a bankmuptey procedure have brought about the creation of a
patticalarly striking institution of enterprisation: post-secialist industrial holding
companies. White 5% of the newly created investment funds may be characterized
as small or medium-sized, abomt eight of therm—holding 52% of the invested
vouchers—taday domminate the programme. The structwe of these funds stretches
way beyond what was initially expected: thus, each of them genevally controls a
commergial bank, one of more insuranee companies, dishibution networks and trade
organisations. Generally, the post-socialist industrial holding compamies have spe-
vialised in the sector of origin of the owners or managers of the eompany. Table 3
gives a list of major post-socialist indnstrial holding companies in Lithuania, the
share of vouchers they have received and their major fleld of activity. The specific
feature of this kind of holding company is that, with the smallest possible amount of
capital, a small investment fund can become the majority owner of a large network
of enterprises, Similar cases are observed in other countries that have initiated mass
privatisation, most notably in Rossia.

The absence of clear-cut regulation of mass privatisation has lacgely favoured the
dominant position of the helding companies. Indeed, Lithuania had not initially
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Table 2. Results of Mass Privatisation in Lithuania {January 1995)

Authorized
capital of % of mntal
Numbet of privatised capital of
privatized % of all EHLEMUEsas privatized
Sectagr ENfCIprizes CHEenprises (million L.TL) efferprises
Indusery 6i]1 TE 2397 a5
Transpott 143 76 13a 25
Cronatruction 334 85 440 &r
Trade and catering 1624 i 274 £
Utilities 52 0 i T2
Services T4 bl fill 83
Totalfoeighted
average 4253 &0 3335 45
Relative
Muimber of OF which weight of
Methors of umits to be privatisation  privatisation
privanzation privatized achiieved methads {50
Aycticn 2073 2607 31
Tender [core invesions) t.a. n na
Sold for convertible
cufrency M. 40 1
Public subscription {mass
privatisalicn} n.4. 247D 48
Other na. n., th.a.
Tatal {large and
stnall-scple
privatization) 8338 5127 [an

Shate of prjvate sector in GDP: & 50%
{rough EBRID estimate]

Senrze: Lithuanian Miniztry of Economy, as cited in Maldeikis er af., 1995,

planned that investment funds should become an insttument of mass privatisation,
and they did not figure on the agenda for privatisation. However, in order
to speed up the process, the December 1991 ‘Amendment to the Initial
Privatisation Law' opened the way for the creation of ‘investment stock
corporations’. The first investment funds were set up in February 1992; by
Novermber 1992, only nine months later, 325 of them existed, a number
that grew only marginally afterwards (Maldeikis ef of, 1995). The resulatory
framework  was  practically non-existent: no  limits were defined on  the
composition of assets, or on the creation of multiple funds by the same people.
MNeither the Central Privatisation Cormission, the Securities Exchange
Commiission, nor the State Price and Competition Office had significant insight
or contrp]l of what exactly happened during these nine months of ‘unleashed
capitalism’, that laid the foundations of the Lithvanian economy for years to
come.
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Table 3. The Dominant Posi-sociaiist Industrial Helding Companies in
Lithuania, 1993

Share of
Watne vouchers {5 Iain incuserial activitics
East-Baltic State West EBSW* 12 Blcctronics
Inbustas” 10 Canstrnction
Hertiis 2 Banking, constraction
Invalda® 3 Fumiture, light indusicy
Cottcern Agroinvest B Apriculture, food processing
Western Corpovation Klaipeda® 3 Wond processing
Coarporation Listvarislas 3 Wood processing
Gabina i Trading, warehouses
Taortal 52 ’

*Listed an the sock exchange.
Sogree: Maldeikis eral, 1995

Case-Study: A Posi-socialist Industrial Helding Company fn the Lithugnian Elec-
tromics Industry

The Lithuanian electeonics industry, and in particular TV-set production, is a striking
example of the immediate destruction of a former socialist industrial network and the
emergence of a dominant post-socialist industrial holding company resulting from
mass privatisation.” The Lithuanian electromics producers were entirely integrated
into the Soviet networks; thus the production of TV-sets and other eleetronic Foods
depended 70-30% on deliveries from the Soviet Unios. In the late 1980s Lithuania
had two large producers of TV-gets, called TV-1 and TV-2, with a combined
production of over 300 000 sets per year.” Among their damestic suppliers were the
following combines: SCREEN (screens, tubes, plastic frames), TUBE (special parts
for cathode tubes), CHIP-1 {microchips, plates), CHIP-2 {microchips), SCHEME
fdefinition of micro schemes, R&D), BROAD {broadcasting equipment), and RES-
DEV {microchip R&D, special applications). They employed 50 (0, 30-90% of
their production was shipped to Soviet producers and eonsumers.

Monetarisation of the economy in early 1992 and the breakdown of the Soviet
production network meati a radical cut in demand for the output of all Lithuanian
electronic producers. TV producers from abroad {South-East Asia, China, Western
Europe) started to fload the former Soviet Union. The sales of the largest Lithnanian
preducer, TV-2, fell by 65% in three years. The sitvation of the others was ne better;
having lest their main customers, in Lithuania and in Russia, their production and
sales shrank by 50-80%. In 1994 the electromics industry combines practically all
made losses and they had to ke integrated into the government's ‘Teseue 260
programme’. In the wmeantme, all the former combines had participated in the
pragramime of mass privatisation through public subscription, and the shares of mast
of them had been distributed. Benefiting from the lack of regulation in 1992, one
investment fund, EBSW, pursued a very straightforward policy to obtain control of
the entire branch. EBSW was in fact largely owned by the managers of the
electronics mdustey jtself. The fond immediately bought 40% of the shares of TV-2,
30% of the shares of TV-1, and equally important stakes in the other enterprises. The
managers also acquired personal shares in their own enterprises: in the case of TV-1,
managers rapidly owied 30% of the shares directly, in the case of TV-2 it was 25%,
etc. In ather words, the managers of ihe former combines, who held ownership rights
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Figure 3. Structure of the Post-socialist Industrial Halding Company in the Lithnanian
Electronies Industry,

indirectly theough EBSW, and directly through their personal shares, now controlled
dominant stakes acenss the entite branch. A typical post-socialist industrial holding
company had been created. Once established as the dominant actar in the electronics
industry, EBSW intensified the development of the new network, this time among
domestic enterprises only.” The cross-participation that started in early [992 was well
established by 1994, The Lithvanian combines, having lost their former supply
networks, had created their own national network (see Figure 3).

In 1994 the holding company started to implement a joint eommercial and
investment strategy for its subsidiaries. TV-1 and TV-2 agreed to reorganise the
market shares they still held in the small and large-diameter TV-set market. As
Russia undoubtedly represents the market of the foture, the Association of the
Eleetropies Tndustry is trying to push the government to eonclude commercial
agreements with the CIS, in order to reestablish old production and trade eonmec-
ttonis. The setting-up of EBSW also allows the definition of a long-term investment
strategy. The production activities of the former combines will gradually be coneen-
trated: TV-production (between TV-1 and TV-2), broadcasting equipment (between
TV-2 and BROADY, wicrochips (CHIP-1, CHIP-Z, SCHEME, RESEARCH) and



Industrial Restructuring in the Baltic Countries 431

fundamental research will 2ach be limited to a single site. A common strategy for
attracting foreign investment is being prepared.

What Role for the Post-socialist Idustrial Holding Companies?

After the rapid campletion of mass privatization and the success of macrosconomic
adjustment, Lithuania now has w define what should happen to those fonmer sacialist
units that have nat yet been restructured, are facing financigl difficulties or for which
mvestment has oot been Tound; abowut 150200 of them fall into the latter category.
A general moratorium or cancellation of debts would be as inefficient a measure as
continmed debt forgiveness for all enterprises alike. A topic that is gaining partionlar
relevance is privatisation through liguidaiion. An increasing wumber of holding
compamies afe trying to ‘solve’ the bad debt issue by privatising the greatest possible
number of subsidiaries. The debts of the former unit then belong entirely to the
halding company, which can then be liquidated, while the subsidiaries are cleared of
debts. Tt is not certain whether this method is sufficient to reestablish the new
enterprises on a sound basis. or whether it is a pure accouniing mangenvre.

Another question concerns the furure regnlation of the investment funds. Tf the
funds, and in particular the eight to ten post-socialist industrial holding companies
remain closed-ended—with very limited control over entry and exit to and from the
fund or over its activities—their investthent in any one enterprise will be severely
restricted, and thus the role they might play in the restructuring of their enterprises.
The open-ended option, transforming the jnvestment funds into open stock compa-
nies cantrolled by the Securities Commission, might allow them to play an important
roe in the setting-up of new, independent enterprises. The central question will then
become: who controls the holding companies that congrol industry? Given the
openness of markets in Lithuania, it is much less price control than cantrols an
financial and investment flows within the post-socialist industrial holding comnpanies
that industry needs,

Latvia: Institutional Diversity with Little Control on State Enterprises
Hesitation between Ceniralisation and Decentralisation

In Latvia the legacy of Soviet indostrial development is the heaviest: Latvia, the most
industrialised of the Baltic countries, suffered particularly from the collapse of
socialist networlks, While some branches have switched their trade flows to the West,
most tndusteial enterprises are stuck in former supplier—client relations that are only
cradually being monstarised. This situation makes the Latvian case particolarly
relevant to other post-socialist republics of the former Soviet Union. It was only 1a
15994 that attempts to streamline government control over restructuring led to a more
promising approach.

Initially, the government envisaged an ambitious programme of reform, ex-
pressed in the Privatization law of June 1992; it foresaw the classical two steps:
eorporatisation, i.e. transformation inko state-gwned etterprises, and then privatisa-
tion. But whereas macroeconomic reforms progressed systematically, stnetral
reforms were complicated by an increasingly complex institutional setting. Political
instability and the ahsence of established legislation on crucial issues such as land
ownership and restitution blocked the stroetural reforms between 1992 and 1934
{CGulans & Praude, 1995, Among the unresolved {ssues were the rale of the voucher
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programme, enmpensation and restitution, the evaluation of certain former producers
as ‘strategic’, and the control mechanisms imposed upon corporatised state enter-
prises. Consequently, restructuring of former combines was a rather hesitant, insider-
dominated process, the results of which have obstructed rather than favoured
enterprisation. The hesitation between a centralised and a decentralised approach was
another factor hampering economic eform and increasing instituticnal uncertaitty.
Though the legal framework of privatisation was established as quickly as in other
countries, the government’s capacity to control the process remained lirmited, Three
government changes caused as many profound rearganisations of the administrative
body in charge of corporatsation and restructuring ®

The issue of voucher privatisation, illustrates the permanent conflict between
efficiency and ‘political justice’ with which the government had to cope, Right from
the beginning of reform. the use of vouchers was constdered a “just’ way to ondo the
injustice of the socialist past. The 20 March 1991 Supreme Council decree stated that
vouchers would be used as a means of privatising flats and dwellings, as well as
small and large enterprises (Frydman et al, 1993). Vouchers were supposed to
represent approximately half the value of objects to be privatised. However, a real
process of voucher privatisation has still not taken off. First, becanse the complex
process of distributing vouchers has caused long delays.® Secondly, once distributed,
it turned out that peaple were mainly interested in purchasing their flats; no demand
developed for the industrial objects on sale. Henee, the trading value of the voucher
fell continuously,

One major result of the incoherent governance structures was the virtual absence
of large privatisation. Between 1992 and early 1995 only some 47 large editerprises
were entirely privatised. The remaining combines (e, 200) were all corporatised, i.e.
transformed into state enterprises, so-called ‘closed joint-stock companies’; yet the
state was often unabie to exercise real control over their actvities ar, alternatively,
ta close them down. In the absence of clear-cut privatisation, mixed ownership forms
emerged. ‘Leasing’ has been the major techpique in the restructuring process: private
individvals—most often manapgers—can agree long-term lease contracts with the
state, The financial obligations were often negligible: leasers can use vouchers and
obtait favourable payment conditions for cash transactions. For the time being, this
peculiar way of creating new enterprises has been the most efficient: 78% of all
privatisaticms have been carried out through long-term lease. Table 4 provides some
statistical data on large-scale privatisation im Latvia.

Cose-Studv: From a Socialist Network to a Monetarised Network in the Maotor
Industry

The case of the large minibus combine RAF in Jelgava (50 ke south of Riga) shows
that the disappearance of socialist networks of production completely alters the
eompetitive positioning of an industrisl unit. Until 1991 RAF was the only producer
of 12-seat passenger and ambulance vans in the Soviet Union, and was therefore at
the centre of a large socialist network to which about 10 major and 100 minor
suppliers of components and materials belonged. Only 10% of supplies catme from
Latvian producers, whereas 80% came from other Soviet republics, aften several
thousand kilometres away. The most strategic supplies came from Russian factaries:
powertrain, axles and steering uwits from the Gorky Awtomobile Company (GAZ),
and flat rolled steel for car bodies from the Novolipetsk steel plant; 93% of RAF
output went to customers in the Soviet Union,
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Monetarisation in 1992 meant the tmmediate breal-up of the network, Transport
and coordination eosts complicated the relation between RAF and most of its
suppliers; the latter now demanded advance payment that RAF could not always
guarantee, The demand for the 17 000 minibuses a year produced in socialist times
disappeared; in 1994 only a few thousand were sold. Last but not least, competition
becatne a central issue, Although RAF production costs are ewo 1o three tires lower
than the world average, Western car malkets started to investigate the markeats in the
Baldic countries and the CIS. Also, the former suppliers of RAF decided to start
minibus production themselves; at least three potential producers are investing
heavily in RA&D and ave preparing to bring new models to the market in 1996 or 1997
(GAZ, Bratsk, Ulivano).

One strenpth of RAF was its R&D capacity. which allowed # gradually to adapt
the existing model to new uses (commercial vans, pick-ups). Yet the itvestrnent
required for developing and assembling a new model was estimated at $500 million,
a sum that neither RAF nor its owner, the Larvian state, were capable of raising,
Thus RAF realised that its ghoet-term snrvival depended on the utilisation of existing
capacities. In arder to ensure input supply RAF decided o intensify relations with its
strategic supplier, GAZ. After intense debates, the Latvian government agreed in
Feburuary 1995 to offer GAZ a 30% share in RAF capital, in exchange for the regular
supply of power trams. Thus, RAF has hooked up to a new industrial network.
Figure 4 shows the new supplier—ustomer netwark of the minibus industry in the
former Soviet Union; formerly centred around BAF, the network s now centred
around GAZ and its large marker outlets.

Towards ‘Privatisation of the Privatisation’?

All parties concerned agreed that during the first two years of post-socialism Latvian
industry was not able to benefit from liberalisation. With the arrival of the Birkans
administration in late 1997, a reorientation of industrial policy was decided om, with
a vigw to separating the tasks of restrocturing from those of privatisation. Two new,
largely independent organisations were set up, with a view to replacing the former
institutional diversity: the Latvian Privatisation Apency (LPA) was pot in charge of
implementing a ‘core investor’ privatisation, similar to the model applied by the
Estonian Privatisation Agency sinee 1993, On the other hand, the Latvian Develop-
ment Agency (LIXA) was supposed to identify these core investors and to accompany
the restruechuring process actively, The particular status of the two new agencies
indicates the change of philosophy the government has adopted: the LDA is a
privately owned, independent organisation that has strong incentives to develop the
largest possible number of new enterprises. Emplaying industry experts on a
trnover basis, the LDA 15 able to develop tailor-made solutions, something that
none of the former administrations had been capable of doing. The LPA worls
simifatly: as a pava-public crganisation, its staff depends on the surmber and the
volurme of transactions it hag actually carried out

Two issues way determine the success of the new Latvian mode] of profit-oriented
resticuring, One concerns the continuity of government support that the TPA and
LDA need to apply their concepts consistently. One vear of successful restructuring
has made the Latvian Development Agency an ohject of high prestige, but also
a playing field for political conflicts. In order to coakinne its work efficiently, the
LDA should be strengthened rather than cwtailed. Another issue is whether the
decentralised approach to conteolling industrial restructuring can be maintatned,
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Figuve 4. The Emerging Minibus Industiial Network in the Former Soviet
Union.

arnid increasing industry lobbying for public investment programmes and protection.
For the timme being, and after threc years of bickering between advocates of
centralisation and decentealisation, Latvia’s new approach is promismg. Maore con-
crete results will become visible in 1996, when the privatisations undertaken in 1993
are completedd. The effects will be most visible in the small and medium enterprise
soctors, where the LDA has already identified about 100 new projects. It is stll too
early to determine whether this original form of ‘privatising the privatisation” is afsa
a feasible stratepy for large-scale restructuring.

Estonia: Aceelerated Splitting-up of Induostrial Sites and Creation of New Small
and Large Enterprises

A Radical Approach and an Aborted Strategy to Emulate the German Trewhand-
arstaft Maodel

Estonia has certainly chosen the most radical strategy of structural adjustment of aii
post-socialist countries in Central and Eastern Europe and the former Soviet Union.
Beorween 1992 and 1993 the coonmy cacried out a vast programmme of liberalisation
and macto-stabilisation, #oing way beyond the Polish or the Czech propramme
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of economic reform. From 1992 to 1994 price liberalisation covered all products
except some mnpicipal services and housing. International trade was completely
hiberatised—including such sensitive items as agriculture, textiles and wood products
{Sutela & Lainela, 1994, ACE, 1995). Thus Estonia emerged—accarding ta the
Ministry of Economics—as the ‘most liberal and open economy in the world’. This
strategy had to have a profound impact on the process of industrial restructuring, At
the same time, the government gave practically no aitention to the obstacles to
Industry restructuring on the combine level, Both tendencies—liberalisation and
neglect of restructoring issues—may be brought into balance as the “window of
opportonity’ that has allowed the shock therapy seems to have been closing since the
March 1933 elections.

The Estonizn approach to privatisation has been compared—not least by its
own founders—to that of the Treuhandanstalt in Fastern Germany (Sutela, 1994).
However, it is today widely wnderstood that the Trevhandanstalt was anything
but & privatisation agency; on the contrary, the strategy apphed in Eastern Germany
was decentralised, active restructuring on the combine level {(von Hirschhausen,
i995). The conditions necessary for such a strategy did not exist tn Hstonia;
3% a consequence, the initial ‘Trevhandanstalt sicategy’ pursued by Estonla was
gradually aborted, and replaced by elements specific to the Estonian context.
Initially, the Estonian Privatisation Enterprise (EPE), set up in Augnst 1992,
was supposed (o become the centre-piece of indusirial reform. However, EPE
had largely underestimated the effects of the June 1992 monetary reform on
industry. that imposed an immediate liquidity squeeze on the former combmes,
& radical re-crientation of sales towards solvent eustomers took place in those
sectars that were relatively close to some kind of final demand and whose capital
needs were limited (e.g. furniture, clathing, transport). Other branches, characterised
by the production of intermediate goods andfor high capital Wtepsity, simply
collapsed, as was the case with the pelp and paper, chemical, engineering and metal
industries, as well as agriculmee. During the thiee years 1992-94 anly those former
industrial units that immediately hooked up to a new industrial network, mainly in
Western Burope, were able to continue production. The process of restructoring of
industrial eommbines was thus dominated by actors downstrear (teaders, distributors)
who alse accounted for & major share of the 2.6 billion BEE ($200 million) of
privatisation proceeds.'?

Given its Imited financial and huipan resources, it quickly became evident that
the EPE woald not be capable of fulfilling the role of organiser of industry
restruciuting, Privatisation proceeded rather slowly between August 1992 and Tupe
1993 (Eetn, 1995). Realising the incompatibility between the initial concept and the
slow pace of privatisation, the government decided on two important reversals
1993 first, it abandoned the idea of the independent EPE as the organiser of large
privatisation and merged the EPE and the Department of State Property (DSP) into
one large body: the Estonian Privatisation Agency (EPA). Second, privatisation was
taken out of the hands of the Ministry of Economics and subordinated to the Ministry
of Finance. The EPA continued to play an administrative role in organising tenders,
bt it was henceforth the Ministry of Finance that decided on the criteria for the final
selection of investment proposals. Privatisation accelerated considerably in 1994,
Henceforth, two types of privatisation dominated: foreign investment privatisation,
and management buy-outs. Also, rapid decizions were taken to close down those
producers whose resteuctoring seemed hopeless. Table 5 providss some quantitative
data on large-scale privatisation it Estoria.
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Table 5. Resnlts of Large-scale Privatisation it Estonia (Fanuary [995)

Eelative

Mumbet of wedght
Methods of units to he Privatization of privatization
privatisation privatised achieved methads (5%}
Tendet {core imyestoTa) 260 126 17
Auction 3 2897 40
Filot privatisation 7 7 I
¥oucher privatization na. 3 7
Leasing na. RILY 4]
Wild privatisation LA, n.a n.a.
Total Tia 100
Total investment guaranteed 753

(EEK millin}

Tatal employment 23160

guaranrecd”

Shace of the private sector in GDP; ¢ 55%
frouph EBRD estimate)

*For investment by teddar only.
Sonrces: Kein, 1903 Bsonian dinists of Bconomics.

Case-Study: fmmediate Diversification and Rapid Restructuring in the Woodweorking
and Furnittire fndustry

The case of the Bstonian woodworking and furniture industry, and in patticular its
largest enterprise, Tarmeko, s an example of the almost instantaneous reorganisation
of production structures and nerworks in an industry close to final demand. In
socialist times the production of furnitore was organised in a few combimes that were
fully integrated and highly specialized in mass production of a Jmited number of
products. Thes, Tarmeko mainly mass-produced five different sizes or components
of ene single product: chipboard desks, for Soviet Union customers. The rupture for
Tartneko and for the Bstoniat woodworking and furnitre industry as a whole came
in 1992, when the introduction of real money—and thus the appearance of costs and
financial constraints—destroyed the former non-monetary networks. Upstream, the
supply of wood and oiher inputs (paint, glue, coatings, mechanical pieces, rubber)
from Soviet sources was largely cut off and had to be replaced with hatd corrency
purchases; downstream), the entire dishibotion system collapsed: within a couple of
months, the demand for the chipboard desks shrank from 500 a day to a couple of
dozen,

Under these conditions, one sarvival stratepy for Tarmeko was to diversify
production, develop new products, and hook up to existing distribution and sales
networks, primariiy in the West, Tarmeko rapidly commenced production of 4 vast
range of new products that international distributors were demanding, from very
simple products {waooden chairs, lacquered products) to very sophisticated products
{leather sofas, bent and venserad spare parts). From five, the nomber of produocts
rocketed to 150 in 1994, The quantity of mass-produced products had decreased by
66% (Hui, 1995); the small quantities of each produoct sold implied high capital cosis
for stocks., But it was thanks o this strategy that Tarmekn achieved a spectacolar
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reorientation of sales; whereas in 1991 %6% of its products had been shipped to the
Soviet Unjon, in 1993 Tarmeke sold 88% of its products to hard corrency countries,
mainly in Western Eupope.

All this has not necessarily meant that Tarmelo was able to acourmulate sofficient
funds for the invesiments necessary to re-specialise its product range. Whereas some
banter trade (prodacts against machinery} has helped to modernise equipment, na
investor—fioreige or domestic—has shown any interest in taking over the former
combing in itz present state. The official owner of Tarmeko, the Estonian Privatisa-
tion Agency, had refused to provide financial means. In accordance with its averall
strategy of rapid privatisation, the EPA then decided to pive away Tarmeko through
a management buy-out. In December 1994 six directors of the enterprise took pver
two-thirds of the property. For the time being, the EPA holds the remaining third, in
order to ensure that Tarmeke respects the pledged volume of new investment and job
guarantees. Figure 5 shows the emerging network structires around Tarmelo.

Towards Finance-dominated Restructuring

Four years after the end of socialism, and first monetary reforms, Estonia is
approaching the end of a period characterised by an ambitious and consistently
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pursued shock therapy, the results of which have emerged rapidly. The real induostrial
policy issue now is what to do with the stock of about 100 former combinegs that are
today run 45 “state enterprises” by local management, but in reality conirplled by
nobody. The government will have to decide who will be vesponsible for the
restructucing of these units into viable enterprises, and what criteria should be used
to split up the industrial structures that are, in most cases, no longer adequate. The
range of instnunents is wide: the transfer of ownership to the current management—
management buy-out (MBOY—s the easiest solotion, but it is not certain that the
managers always pursne a long-term strategy of indosteial development, Mass
privatisation—either through internal or open distribution of shares or vouchers—
might be considered a “falr’ solation, but it hardly resolves the questions of the
necessary splitting-up or of investment. Another solution—extended public owner-
ship—seems politically difficult at present but might be the least difficult solution in
the short term,"

Given the experience of neighbouring Russia and Lithuania with mass privatisa-
tion, Estonia seems to be too far advanced in the restructuring process for mass
privatsation to play an important role. Instead, the Ministty of Finance favours the
conversion of the vouchers already distributed into poverntment bonds or shares of
investment funds, thus transferring larger responsibility for restructuring to financial
markets, in particular the already existing investment funds (like EEIF, BBI, Scandia
SICAV-Hansabank, etc.} or new ones. The EPA, as the organiser of privatization,
could thus be rapidly replaced by an institotional setting where banks control the
restructuring of industry, As a result of the shake-up of the banking systern in 1993
and the strict repulation of financial activities, the Estonian banking system has
reached a state of maturity unmatched by other post-socialist countries. Togetber, the
state-run Compensation Fund, private investment funds and predominantly private
commerclal banks are emerging as the core institutions of the Estonian mode] of
finance-dominated restructoring.

Conclusion

Asg in other post-socialist countries, industrial restructuring in Lithuania, Latvia and
Estonia is a complex process that has not always evolved as expected in the initial
reformn progranomes. Whereas macroeconomic stability was achieved rapidly, the
pace of mdustry restrueturing lagged somewhat behind, The transformation process
from industrial networks to networks of capitalist enterprises—the process that we
have called enterprisation—also depended on the institutional framework in which it
was taking piace. Different structores of corporate governance also had an impact on
the natore of industrial restructuring. Rather than one standard model, one can
observe an increasing vatiety of reform processes on the micro-leyel,

Wo have analysed this variety for the Baltic counties, although Lithuamia
achieved the maost rapid privatisation programmme of all CEE countries, it has not vet
defined clear-cut criteria poverning the restrecturing and closure of enterprises. The
Lithuanian case ig a ease in which impressive results of privatisation do oot
automatically imply an efficient resimcturing process. Latvia hesitated for a lang
titne between various institotions of enterprisation, without exercising significant
control over its state enterprises. [ts attempt to privatise the privatisation since early
1994 will accelerate restrocturing, though it might not be sofficient to overcome all
remaining obstacles. Estonia pursned a consistent strategy of manetary and structural
adjustment, without paying much attention to the different steps of restructating on
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the combine level. Restructuring is wow more and more controlled by the rapidly
developing financial institotions. Table 6 sumumarises the link between privatization
approaches and emerging governance structures in the Baltie countries. Post-social-
sm 1% not g pre-defined serles of reforms but an open process, the results of which
cantol be known in advance; the three cazes of Lithmania, Laevia and Bstonia are
appropriate to illustrate the diversity of post-socialist industrial restructuring,

Notes

L.

This article iz 2 result of the ACE-PHARE Research project on ‘Industrial Restructoring
in the Baltic States’, financed by the ELT Commission, GD-IT, and carvied oot mutoally
by the Economic Research Centre (Yilnius, Lithuania), the Institute of Econemics (Riga,
Latvia), the Institute of Beonmnics (Tallion, Bstonia), the Science Policy Research Unit
{SPRL} (Sussex, Grear Britain) and the Centre for Tndustrial Feonomics, CERNA
{Fariz) (ACE, 1995). We are grateful to the participants of the CEPREUBALT research
graup for scientific cooperation, furthermore to Rutger Wissels and Antonie Torres-
Lacaza at the EL-Commission and to Plerre-Nogl Girand and Olivier Bomse] at CERNA
for comments. The article was wrigten while von Hirschhausen was researcher ar
CERNA, The wsual disclaimer applies.

We use the term “socialist industrial wnits’, to desipnate the smallest administrative unit
with an individnal accounting and production plan; this corresponds to the predprivatie
in the former Soviet Union and the VER in the GDR,

For most CEE countries the date of mepetarisation can be easily identified, as it
coincides with the beginning of macroeconomic reforms: Poland (Januwary 1990,
Eastern Germany (Tuly 19900, Czechoslovakia (Janmary 1991), Enssia, Lithnania, Ezto-
nia (January 1992). In ather cases, it is move diffieult to identify a precise date, but e
year of qualitative change can be given: Hungary: 1990, or Romania: 1991,

Bince Tune 1992 ¢he womchers have been tradable at the Ceniral Privatisation Corrn-
mission; their price—nominally 4 Litas—has continually diminizshed, in late 1994 it was
between (107 and O Litaz,

The background material of the three case studies in this adicle was preparad by the
Economic Research Centre (Lithuania), the Institute of Economics (Latvia) and the
Tnstitnte of Economics (Estonia), respectively, who also parficipated with the anchors in
the feld work, We thapk the enterprises visited for intense and open discussions.

[n this case the names of the enterprises have heen modified.

For exampie, TV-1 took a 299 share in SCREEM, which, in turn, instalied one of its
tnanagers on the supervisory beoard of TW-1. TV-2 sold 49% of its shares to SCREEN,
in return receiving a long-term guarantee for the supply of screens and twbes, CHIP-2
was represented on the sopesvisory board of TV-2 and served as the head of the dewly
created Association of the Electranies Industry, the main task of which iz to lobby
Viloiug government offices.

A Mmisoy of Cwnership Reforin was created in 1991 and ¢losed in 1993, A Couneil
of Ministers for Economic Reforrn was set up in 1993, without concrete results, Within
the Ministry of Finance, the State Enterprise Department and State Property Faods
compeied for power.

Among the factors entering into the calenlation of voucher fghts were years of
residence, Latvian cidzenship, years of office in the Communist Pary, years spent it
political exile, etc.

Approximately F-1.5 billion EEK (e, $100-120 millien} of forsign investment was
channelled to Estonia through joint ventures, making Estonia the post-socialist coantty
wilh the third highest foreign investment per capita (behind Hungary and the Czech
Republic),

Cases in which the ough line of the dinistry of Finance has been softened are rare, ot
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they do exist, such as the Kreenholm testile combine in Narva, or the Sacial Bank
tescue. The pulp and paper industey might becotne a test caser onee u Aagship of
Estonian industry, integrated physically upstream in the timber industry, pulp and paper
is today about 1o disappear. as a resolt of the introducton of energy prices and
enviroumental standards. The government has signalled its willingness to beoome a
minotity oweer of ooe of the mills and to guarantee investment loans from international
banks, in order to favour the chances of a new network being developed in this branch,
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