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Part |
System change

One feature of the history of old Russia was the continual beatings she suffered
because of her backwardness.... All beat her because of her backwardness,
military backwardness, cultural backwardness, political backwardness, industrial
backwardness, agricultural backwardness.... That iswhy we must no longer lag
behind.

Joseph Stalin (1879-1953)
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1
| ntroduction

From plan to market

| ntroduction

By the end of the Second World War, and most certainly by the end of the 1940s, the ‘command
economy’, based on the ‘Soviet model’ (see Kaple, 1994) had been implanted in a wide range of
countries, with a combined population of over one billion people around that time, in the name of
Karl Marx.

Up to then, the ‘planned economy’ had been de rigueur since the 1917 Revolution in Russia and had
been partially copied in Fascist states like Italy from the 1920s and Germany and Japan in the 1930s,
for example. Even Allied governments had introduced an element of planning to advance the war-
effort. The Cold War had seen the apogee of the Soviet model. The system became elaborated in
different national guises across the continents of Europe and Asia and elsewhere. But by the late
1960s, cracks began to appear in the edifice and weaknesses reveal ed themselves. Experiments and
reforms came to light in a number of countries and by the 1980s, the ‘transition’ asit cameto be
known, was well under way.

In this book, we intend to discuss how economies in general and their managementsin particular
have evolved in the above mentioned ‘transitional economies’, defined as those moving from “plan to
market’, many of which were in mostly former state socialist countries, al of which stretched from
what was the old Berlin Wall to the even older Great Wall of China. In particular, in those countries
that made up the former Soviet Bloc, as one source put it, ‘we have witnessed the collapse of state
socialism. One after another Communist Party lost power and the nascent democratic regimes that
replaced the old party states struggled to make transformative economic reforms’ (Wu, 1994:1). The
economies concerned are thus often described as ‘transitional’, as they are deemed to be ‘on the road’
from or in ‘transition’ from communism to capitalism but in reality only afew may have, it seems as
yet, fully made the journey. In terms of ‘ideal types’, it may be said, it is probably unlikely that some
ever will in any absolute sense, athough a number will come closer to the market-driven model than
others.

It is aso worth making clear at this point that we do not see the status quo ex ante, that is to say
‘communist’ economies as a homogeneous entity, either
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conceptually or empirically, any more than the ancien régime was before it was abolished. It isalso
likely to be the case that the transitional economies are differentiated, although they may have strong
aswell asweak ‘family resemblances’. We will focus in this book on the ‘transition’ by looking at
how institutional change (see Scott, 2001) has been introduced and how country and cultural
differences have been prominent (see Warner, 2003).

The term ‘emerging’ economies is sometimes employed but often has been used to apply more to
formerly ‘statist’ regimesin less developed (as well asin non-communist) countries. We restrict our
coverage here not only to ex-communist ones but also some that still remain ‘red’ (as communist
party states, that is) officially at least. Additionally, both capitalism and communism as systems have
moved on in turn and what economies may be in transition to, may not be what it was when the
changes got under way.

The demise of the ‘command economies’, we must note, predates the fall of the Berlin Wall by some
years. The roots of the gradual transition from planned economies to market reforms go back to a
number of pragmatic experiments amost three or so decades ago. In fact debates about improving the
system began in Central and Eastern Europe (CEE) in the 1950s, shortly after the introduction of the
Soviet model. But Marxist economists, even before the Second World War had produced
decentralized models and a number midway during the Cold War years. The seeds of globalization
may even have been planted when economies were in the Council for Mutual Economic Assistance
(COMECON) viatheir international trade links and where the first international joint ventures (I1JV's)
between state enterprises and foreign corporations, in what were to become transitional economies,
were started. For ageneral chronology of the Soviet model and its variants see Figure 1.1.

The major communist economies that were set to experience large-scale economic reforms were
Russia and the People’s Republic of China— we will call it China hereafter (Nolan, 1995; Buck et al.,
2000). The other countries in CEE aligned with the former Soviet Union (FSU) were less well-
endowed in resources and popul ation. Russia and Chinawere probably quite similar in a number of
ways in that they were both geographically extensive, with large markets, cheap labour, etc. Both had
aMarxist—Leninist ideology, command economy and management legacy. Both had swollen
government expenditures, over-manned state enterprises and so on, with resultant low productivity.
But the destinies of these two economic systems were to prove very different as one, Russia,
embarked on a ‘shock therapy’ (see Peng, 2000) in the early 1990s, while the other had earlier
followed a ‘gradualist’ path in the early 1980s en route to ‘transition’. The key dates to have to note
were of the death of Mao Zedong in Chinain 1976, followed as it was by Deng Xiaoping’s reforms
in 1978, much before the break-up of the former Soviet Union and Mikhail Gorbachev’s emergence
as leader in 1985.

The way each evolved was dependent on their respective history; the social scientists call this “path-
dependence’ (see Stark, 1992). The deep-seated,
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Figure 1.1Chronology of the Soviet model and its variants.

underlying cultural characteristics of each country help shape the way institutions are shaped and
how the path of transition is constrained. Even within the ‘Soviet model’, there was room for
deviation and variance. Managerial structures and behaviour have been found to differ between many
of the countries of CEE and the FSU, for instance (see Kiezun, 1991). If we have an overarching
theoretical framework in this study, it is the ‘institutionalist’ approach in both economics as well as



management, relying on country or societal culture asamajor theoretical variable (see Maurice et al.,
1980; Warner, 2003).
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The institutionalist approach allows us to conceptualize the transformation as a complex process of
ingtitutional change in which formal and informal institutions interact with, influence and are
influenced by the overall process of change. Within this the broad process of change can be sub-
divided into three constituent processes of de-instutionalization, re-institutionalization and transition
management (Clark and Soulsby, 1999).

To quote Lang and Steger (2002:281-82),

Institutions consist of institutional elements such as formal laws and rules, as well as
informally reproduced social patterns like behavioural codes and norms, professional
standards, roles, symbols, interpretative schemas, classifications, means, tools and
procedures for categorization and classification.

While formal institutional elements may be relatively easily and rapidly changed, it may take longer
periods of time for such new institutions to be generally accepted and effective. In particular,
informal institutions may be especially resistant to change and undermine the introduction of new
formal institutional elements (see Maruyama, 1993).

Transforming economies may thus be considered as sites of interplay between old and new
institutional elements, with companies and their managements ‘trying to understand how to react
under two systems: the declining socialist system and the evolving market system’ (Fogel, 1994:232)
(Figure 1.2).

The destruction of the formal institutions of the former system (de-institutionalization) may be

carried out relatively quickly. However, the

Socialist system
and its legacy

System

Market
system

/,/

Tima

Figure 1.2 Starting points.
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elimination, or reform, of informal institutions (re-institutionalization) may prove particularly
intractable. Institution building grosso modo, moreover, is not a quick process (van Brabant, 1998)
and requires more time than either ‘Big Bang’ or gradualist approaches to transformation predicated.
The easiest way to approach the problem is historical but this may be seen as merely descriptive, if
highly useful. It isrelatively easy to set out an account of formerly recognizably Marxist economies
and their management and how these have changed over the last few decades. But it may be facile to
merely say that one event or policy followed another in time. A narrative account, although
sometimes helpful, is not sufficient. In order to fully come to terms with what has happened, we also
must have an analytical approach. We present later (in Figure 1.3 on p. 11), our own schema, using
two dimensions of ‘marketization” and ‘ownership’ respectively, in the first instance (see Wu, 1994
for an earlier use of asimilar schema). But it is worth noting that the discussion of alternative paths
of organizing economic life had been going on for some decades preceding the start of the so-called
‘transitional’ process.

Indeed, the New Economic Policy (NEP) and the resultant debates in the Soviet Union after 1921
have been held up for comparison with later reforms (Wu, 1994); additionally, the ‘socialist market’
concept had been set out in the 1930s by economists like the Polish Marxist theorist, Kalecki for
example, around the same time as Keynes was writing his ‘General Theory’. Other contributors to the
debate were the English democratic socialist economist Durbin as well as a number of contemporary
economists like Lerner (United States), then Lange in Poland, Landauer (Germany) and Dickinson
(UK). But the ‘socialist market” model was not introduced in practice until much later and well into
the post Second World War era.

Early period

Among the first economiesto introduce ‘socialist market’ reforms, before the big communist
countries did so, was Y ugoslavia as early as the 1950s. This experiment had a significant impact
upon both theory and practice in the area of comparative economic analysis, aswell as no mean
political impact on socialist thinking. Much was spoken of in terms of a ‘Third Way’ between
capitalism and communism with regard to the development of self-management and worker
participation. After this came Bulgaria and the German Democratic Republic in the early 1960s,
followed by Czechoslovakia and Hungary in 1968. Over the period, Poland also played its part in
initiating experiments that helped this process along, first in de-collectivizing agriculture in 1956 and
with the price reforms of 1970. These Polish, Hungarian and Y ugoslav economic experiments above
al others were to influence both the rest of COMECON and the Soviet Union, as well as reputedly
having an impact on the Chinese reformers (see Edwards and Lawrence, 2000; Peng, 2000). But it
would be rather hard to disentangle the weight of these influences and their ultimate effect very
precisely.
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Middle period

As Edwards and Lawrence (2000:1) point out: ‘1989 was a watershed for the countries of Central and
Eastern Europe (CEE) and subsequently for the countries of the former Soviet Union (FSU), asthe
all-embracing system of state socialism collapsed’.

The policy of decentralization had been encouraged in Russia, particularly by economists like
Lieberman and others, before the transition took off (see Nolan, 1995:31, 32). But significant reforms
had only first occurred under Gorbachev, who launched his gradualist reforms from the earlier 1980s.
Even so, from 1965 onwards, a significant degree of decision-making space had been left to
enterprise managements. There was also a growing degree of informal market activity but the magjor
reforms (see Hertz, 1997) were not to be clearly seen until the early 1990s when Gorbachev
attempted to implement his ‘500-day programme’, albeit with little success (1997:23). It was not
until Yeltsin came to power in 1991 that we saw the onset of substantive liberalization.

China, somewhat earlier, had launched its economic reformsin 1978 under Deng Xiaoping’s
|eadership and these continued for the next two and a half decades. China, unlike Russia, had a
sizeable agricultural sector and it was here that major reforms were to be introduced in the form of de
facto ‘property rights’. But even in the industrial sector, reforms were at hand quite early, indeed as
early as 1978, in the form of the ‘Open Door’ and ‘Four Modernizations’ (of Agriculture, Industry,
Science and Technology, and Defence) policies that tried to confront the inefficiencies of key parts of
the economy. In Vietnam, also a predominantly agricultural economy, the reform policy of doi moi,
introduced in 1986, weakened central planning and sanctioned market-type relations, including small-
scale private enterprise (Williams, 1992). Asin China, Vietnam’s agricultural sector took on a major
and pioneering role in the transformation process. The pragmatic strategy behind these policy
Initiatives, if indeed there was one formally, was to shape the Chinese as well as the Vietnamese
transitional process up to the present.

L ate period

The late period of economic transition was concerned with ‘deepening’ the reforms that had already
taken place or implementing these where there had been superficial compliance but no robust
application. In many cases, in most transitional economies, ‘institution building’ had been incomplete
and organizational inertiacommon. Some institutional change allowed new forces to be unleashed
but sometimes they enabled older ones to reassert themselves. A number of writers (see Buck et al.,
2000) have pointed to pre-reform characteristics in communist economies, for example, that may
underlie economic life in a particular country such as its base culture which may have facilitated the
change process and allowed market forces to successfully reappear.



Page 9

However, the base culture may also contain elements that impinge on the change processin
unexpected and detrimental ways (see Maruyama, 1993; Edwards, 2002). The consequences of the
changing institutional context and its interrelationship with the base culture of a particular country
may be either positive or negative. In some instances a country’s cultural resources may support the
process of transformation, whilst in others they may slow down or amend the achievement of
outcomes. In the worst scenario elements of the base culture may be dysfunctional under the new
circumstances and consequently outcomes may be unsatisfactory in terms of the transformation
process.

Many other economies, including non-Communist ones, started to move from a state-directed model
to a more market-based one in the 1980s and 1990s. Countries like Argentina, Brazil, Ghana,
Indonesia and so on launched structural reforms. ‘Structural reform’ was the order of the day from
the International Monetary Fund (IMF) and the World Bank.

Defining ‘transitional economies’

We now have to pose the critical question — ‘transition from what to what?’ Each of the so-called
transitional economies and their managements would have been evolving anyway, as they adapted to
changesin their internal and external economic environments. Child (1994) argues that the final
destination of the changing economy cannot be known a priori, hence the term ‘transformation’
should be used. We thus have to try to define ‘transitional’ and the ‘transition’ from the status quo ex
ante to the one ex post as carefully as possible.

Asthe World Bank in its World Development Report 1996 points out, there are three central issues
for economies in transition to confront:

1 liberalization, stabilization and growth in the economy concerned,
2 property rights and economic reform to be achieved there;
3 socia policiesto alleviate the transition for citizens adversely affected.

These issues impinge on our earlier analysisin anumber of interesting ways, as follows.

» Liberalization and so on pointsto the ‘marketization” dimension by which decision making is
decentralized to enterprises, to be discussed shortly.

* Property rights and economic reform suggests the ‘ownership’ dimension which we will deal
with soon.

« Social issuesimply the creation of a ‘safety-net’ for those who are disadvantaged in the change
process, which we will cometo later.

We can see that the World Bank sees these as final goals that may be achieved by the transition. So in
terms of the schema we have set out above, we
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could score economies and managements by the progress they achieved along each of three such
directions.

At what pace?

In this section, we look at how fast change may be accomplished along the dimensions we might
choose to measure transition.

The pace of change has varied from ‘evolution’ to ‘big bang’. Some changes have been from ‘first
principles’ and others ‘pragmatic’. While some regimes experienced the ‘big bang’ in Eastern
Europe, China by contrast explored a gradual, adaptive path, proceeding by trial and error. There was
no ‘shock therapy’ as advocated for the Soviet economy, with the projected dismantling of the Soviet
planned economy in the shortest time possible. In the FSU, the communist state has mostly gone but
in Chinaand Vietnam with ‘reform from above’ it remains. The upshot was a smoother transitionin
China, compared with the economic and psychological collapseinitially experienced in Russia: ‘It
involved, too, the deepest sense of national humiliation in this country, which for most of the
twentieth century considered it to be the leader of the world’s socialist nations’ (Nolan, 1995:19).
We could range the countries involved along the time dimension vis-a-vis the pace of change or rate
of so-called transition. But faster change may not have resulted in better economic performance.
While Chinawas to evolve pragmatically through the 1980s and 1990s, it proved to have the faster
economic growth rate.

Which countries?

Some countries that underwent transition were Communist or Socialist but others were not, being a
variety of developmental states with avariety of nationalist governments. However, in this book, we
cover only most of the countries of Central and Eastern Europe, Russia, the People’s Republic of
Chinaand Vietnam, that is, those which were formerly Communist and have mostly now formally
shed thistag, as well as those that have stayed within the fold, focusing on China and Vietnam. We
will deal with their past, present and future in terms of the transition process at both the macro- and
micro-levels. We do not, on the other hand, include a number of other economies like the Baltic
states (for example, Estonia, Latvia and Lithuania) nor those of Central Asia (for example the
member nations of the former Soviet Union, nor Cuba, North Korea, the Ukraine and the Y ugoslav
republics other than Croatia and Slovenia— except in passing — partly due to the restrictions of space,
aswell asthe relative competences and expertise of the co-authors of the book.

Which regions within countries?

In many cases, the main reforms took place in the larger cities and/or in the central regions. We will
largely concentrate on these. In some, like China, the
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changes were much slower in the inland provinces. Similarly in Russia, the pace of transformation
was fastest in Moscow, S Petersburg and afew other areas, with some areas seemingly intent on
resisting the implications of the system change.

Which sectors?

In some cases, the reforms were in the state-owned sector that was based on heavy industry. In other
cases, the reforms started first in agriculture. It isinteresting to note that Poland had retained private
agriculture to a considerable extent; the Chinese and Vietnamese had also introduced the de facto
liberalization of this sector early in the transition.

Characteristics of transitional economies

It is hard to generalize about ‘transition’ across the board. The historical and structural and
institutional contexts of different national systems have varied from country to country and period to
period. But there are some common features of the changes we have noted. For example, in the
experiments in what were later to become known as transitional economies, it is clear that moves
towards ‘marketization’ preceded those involving changesin ‘ownership’, the two most important
dimensions of transition as we shall make clear below.

‘Marketization” aswell as ‘ownership’ changes may range from low to high in degree, as can be seen
in Figure 1.3. In both dimensions of ‘marketization” and ‘ownership’, we may measure changes
across a scaled spectrum ranging from alow to a high degree of change. Both dimensions measure
movement over time towards a point where the transition has been completed from low x to high x,
low y to highy.

Systems that were state-Socialist, for example, had already experimented with new structures of
‘marketization’ (in the form of devolved decision making) in the post-Stalinist period, ranging from
those that were modest as were even seen in the former Soviet Union (Nolan, 1995), to those much
bolder ones such as those in the Hungarian economy in the late 1960s (Kornai, 1992).

MARKETIZATION
Low High
Low (—1-) (—1+)
OWNERSHIP
High (+-) (++)

Figure 1.3 Dimensions of marketization and ownership.
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Figure 1.5 The marketization dimension over time.
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Figure 1.6 The diversification of ownership dimension over time.

Discussion

We must not, however, assume all change is uni-directional or uni-dimensional. Some books have
been misleading such as Fukuyama’s (1992) The End of History awork that argued that all
economies were moving towards the ‘free market” model. The ‘globalization’ thesisis equally
simpliste. Change is complex and often piecemeal. Systems, nations and economies evolvein “fits
and starts’.

Nonetheless, the march towards WTO membership status for a host of countries clearly impliesa
movement towards a set of criteriathat have to be met for inclusion and that these are ‘market
oriented’. Also the work of the World Bank and IMF seeks to impel economies and their
management systems towards the ‘Washington Consensus’ as Stiglitz (2002) points out.

Theinterim, let alone ‘final’, outcome, may be a pragmatic compromise, more often than not. But the



people of CEE and the FSU have concluded that the system change isirreversible and have found a
way of accommodating
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grosso modo to the transition (Edwards and Lawrence, 2000:131). In China, too, the reforms have
been digested and accepted by most managers and workers but there are also losers as well as
winners such that social discontent has been growing, especially with downsizing and the resultant
unemployment (see Warner, 2003a).

We must be cautious in generalizing from a heterogeneous set of examples. Nonetheless, we will
attempt to show how sets and sub-sets of country systems have experienced ‘transition’ in both their
economies and management.

Here too, there are winners and losers and the metaphor of the ‘Valley of Tears’ (Peng, 2000)1
vividly illustrates the position some transforming economiesin CEE and the FSU find themselvesin
(Figure 1.7). Following the system change and the introduction of economic reforms all the former
socialist economiesin CEE and the FSU experienced a substantial drop in output and GDP.

The various economies were able to deal with this decline in output and GDP in various ways, more
or less successfully. The more successful economies were with varying passages of time able to arrest
the decline and regain and surpass the output and GDP levels pertaining at the beginning of the
transformation process. In contrast, the less successful economies, even when arresting the decline,
remained stuck at levels of output and GDP which were often considerably lower than those from
before the system change.

The macro-economic context of the transitional changesis largely treated as background in this book
but we will try to understand which kinds of macro-level policies are more likely to help micro-level
change. The main emphasis throughout this book will mostly be at the micro-level, particularly the

F Y

Output/
GDP

System
change

¥

Time

Figure 1.7 The ‘Valley of Tears’.
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management level. We hope to look at the way in which management has been reformed, new
management institutions and norms have been created and how a new breed of managers has
evolved. We will set out in fuller detail alittle later below the detailed agenda for this discussion.

We shall ask which kinds of management institutions and practices are appropriate to the ‘transition’
processes we have highlighted above. Additionally, we shall explore how different kinds of
functional management are affected by transition.

To start with, management reforms are often likely to be related to changes in the external economic
environment, as well as the internal consequences of such changes. With more open foreign trade,
barriers against imports will fall in the transition period. This act will stimulate competition and
enhance the linkages between the external economic environment and the internal one. The variable
stimulating the latter may thus be dubbed exogenous. The second set of management reformsis likely
to be related to major changes in the internal economic environment itself over the coming decade.
Anincrease in internal competition may lead to reform in how enterprises respond to both demand
and supply factors. This variable may be labelled endogenous. The third set of management reforms
islikely to be linked to changes in business goals and how to achieve them, thus may be seen as
strategic, that is, mainly changing organizational strategy and structure within enterprises themselves.
The effect of the external and internal economic changes will most likely lead to a decisive shift from
astrategy that is ‘reactive’ to onethat is ‘proactive’, although thisis not to say some firms and their
managers do not already adopt the latter stance already. The fourth is the effects of the above on
enterprise managers and the devel opment of a managerial culture at the level of the firm that may be
initially ‘transitional’ after the initial wave of economic reforms and partly performance-based,
evolving to one that is significantly performance-based. We may call this impact behavioural.

The changing roles of managements, in particular senior managers, have been explicated by Lang
(1998), based on the work of Marr (1994) who applied Mintzberg’s (1973) concept of managerial
roles to different economic systems, namely the planned economy, the market economy and
transformation. Although critical of some of the detail of Marr’s exposition, Lang supports the
genera presentation of the evolution of managerial roles from the planned economy through
transformation to the market economy. Without going into the detail of Marr’s schema, in the
planned economy managers had relatively few significant roles, of which the predominant one was to
act asresource allocator. Thisis understandable in the context of resource-constrained economies.
The system change and ensuing transition increased the importance of management in general and of
anumber of rolesin particular. While all of Mintzberg’s roles were now significant, the pre-eminent
ones became the interpersonal roles, the decisional roles (apart from resource allocation) and
information monitor. With the achievement of functioning market
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economies, Marr reaffirms the importance of al managerial roles but identifies the particular
significance of the leadership, information monitor and spokesman roles.

What Marr’s application of Mintzberg’s managerial roles indicates is that the demands on managers
arefirstly considerably higher in amarket economy than in a planned economy and managers
consequently suffer from ‘overload’. More importantly, in the context of this book, the demands on
managers involved in the transformation process are, as might be expected, even higher than in an
established market economy. The system change and transformation thus placed particularly high
demands on the capabilities and skills of managers in the former state-run economies.

These four factors — changes in the external economic environment, changes in the internal economic
environment, changes in organizational strategy and structure, and the effects of the above on
enterprise managers — may be seen as interrelated in a diamond-shaped relationship (see Warner,
2003a) and may have interactions with each other (Figure 1.8), perhaps mostly one-way in that the

economic environmental changes will tend to be the independent variables. In the background of the
diamond, we have placed the key influences of Tradition (encompassing Culture), Society (including
Values), Economy (both External and Internal) and Polity (with the State/ Party). Although we
emphasize economic environmental changes as the main

POLITY ECONOMY

IORGANIZATIONAL STRATEGY/STRUCTURE

INTERNAL EXTERNAL
ECONOMIC ECONOMIC
ENVIRONMENT ENVIRONMENT
MANAGERIAL CULTURE
TRADITION SOCIETY

Figure 1.8 Relationship between external and internal economic
environments, organizational strategy, structure and managerial culture.
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drivers of organizational and managerial behaviour, we do not underestimate the role of particularly
the State/Party influence as the ultimate lever of macro-level policy, given the way some national
systems like China’s are still governed. Even in the transforming economies of CEE and Russia the
Government/State decided on the nature and process of the transformation, selecting, for example,
the mode and pace of privatization. The effects of changes in the respective main dependent variables
in the diamond, such as organizational strategy and structure (we postul ate the latter follows the
former) as well as managerial culture, will not however be felt immediately but will occur over time,
often unevenly. Similarly, there may already have been influencesin train that have been causing
change for some time. The external economic environment was becoming more ‘open’ anyway; the
internal economic environment was already undergoing structural reform; the managerial culture had
been evolving in order to adapt to the market forces that has been unleashed since the late 1970s. We
hope to explore these themes in greater detail below.

There are anumber of changesin the internal economic environment, we believe, that will affect
management in the transitional process. One important strand, we would strongly argue, has been the
‘marketization’ of these economies. Most factors of production are now responsive to market forces
to a degree unimaginable in the early days of the reforms. Broadly speaking, managers now have to
respond to ‘market signals’. Second, the extent of structural reform in many of the transitional
economies has also been remarkable by any measure, although there still remain ‘grey-areas’. Even
so, much of the loss-making state sectors have been reformed and pruned but thereis away to go yet
on this point. By and large, since the late 1970s, many have pursued an industrial policy of phasing
out the ailing SOEs (the word ‘privatization’ had been used vis-a-vis CEE and the former Soviet
Union but in China has been more or less taboo until recently) and have been able to hold their own
in the global market. Third, the optimist would further point to the ‘degpening’ and ‘widening’ of the
economic reformsin the last decade. Not only labour- but also factor-markets have been made
responsive to market forces. ‘Market efficiency’ must now take precedence over political
considerations — the role of the Party has been eliminated in many countries (or reduced asin China)
in enterprise-level decision making — but even here not afew managersin the state sector still livein
aworld of government support and state direction. To beat the system, ‘bureaucratic entrepreneurs’
have set up new businesses to find new sources of revenue.

Next, the diversification of ownership in the economic structure has made a critical impact on both
enterprises and their managers, through their business strategy, structure as well as their manageria
culture. The state sector in Chinafor instance underwent amalgamations in the 1990s, holding onto
big firms but letting go of small ones. This policy was directly bound up with changing ownership
structure. As aresult, thereis now avariety of new, often
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‘hybrid’, ownership forms. In CEE and Russia, the state sector only accounts for a minority and still
shrinking proportion of GDP, asit similarly doesin China.

But in many cases, especially in the former COMECON states, the ex-managers of state firms
acquired the ownership rights of the newly privatized enterprises, viathe ‘inside track’, constituting a
new phenomenon of ‘“Nomenklatura Capitalism’. Here, managers were often seen as ‘feathering their
own nests’ (Edwards and Lawrence, 2000:38). The result was a reaction against privatization in a
number of countries. The state, asin Poland or Russia, often retained a ‘golden share’ of such
enterprises to keep strategic control and to appease public opinion. In China, a number of giant state
firms have been floated on the stockmarkets, both locally and abroad, as ‘red chips’ but the
government has kept the lion’s share of the controlling shares.

Human resource management (HRM) practices, in line with decentralized decision making processes
in reformed enterprises, have day by day been slowly evolving towards something similar to thosein
Western firms, at least in large ones during this transition process; equally, the changing level of
employee ‘trust” within such firms may also depend on the nature and quality of these firms’
reconstituted ownership. Last, the degree of competition in the internal economic environment may
also be amajor determinant not only of the firm’s strategy and structure but also of managerial
culture. More competition means managers have greater challenges in both manufacturing sector
firms, aswell asin the service sector, as this means more foreign businesses entering their markets.
The main effect of changes in both the external and internal economic environments on management
will be on the latter’s strategy, as well on its culture. Asthe new economic environments become
more competitive, we can expect thisto be mirrored in strategic responses at the enterprise
management level. As organizational strategy — and no doubt structure — shift, firms and their
managers may be under greater pressures to adapt better to the new market forces and to improve
their performance.

In the trangition, functional rolesin the enterprise also change, as the internal environment of firms
evolves, leading to accounting and finance becoming more important and as the change in the
external environment of the enterprise requires greater emphasis on marketing and sales. With greater
internal and external complexity, formalization, standardization and decentralization with amore
systematic approach to transmitting and sharing information also have to become de rigueur.
Organizational development has to be encouraged in order to build an appropriate corporate and
managerial culture. Management has to become more professionalized, with greater management
training and development a priority.

The post-reform strategy of enterprises will be more proactive than in the pre-reform ones but this
may vary according to the ownership dimension (see Warner 2003a) (Figure 1.9).
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Figure 1.9 Proactive and reactive strategy in transitional firms.

Strategy, structure and managerial culture may also be mutually interactive, in that a change in the
former may affect the latter and even vice-versa (Figure 1.10).

The main effect of changes in both the external and internal economic environments on management
will be arecognizable shift from a culture that was not individually performance-based, to onethat is
ostensibly decidedly so. But this change may have already started earlier as we suggested above. We
believe that there will be a spectrum of change over time, such that there will be the pre-reform
model at one extreme and the post-reform one at the other, with one or more ‘transitional’ stages in
between (Figure 1.11). The number of firmsto be found in each category will depend on the rate of

change and also the degree of organizational inertia. Thereis clearly also aneed to evolve new
institutional normsin both economy and management (see Scott, 2002).

STRATEGY

STRUCTURE

MANAGEMENT CULTURE

Figure 1.10 Interaction between strategy, structure and management culture.
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MANAGERIAL CULTURE

PRE-REFORM  TRANSITIONAL POST-REFORM

Plan-constrained Market-constrained
Ideological mativation Performance-driven
Collective responsibility individual responsibility
Operational decision-making Strategic decision-making
1970s 2000s
Time

Figure 1.11 Changes in managerial culture in transitional economies over
time.

Empirical propositions

From the above, we can derive the following empirical propositions.
The greater the degree of transition:

1 the greater the degree of marketization;

2 the greater the diversification of ownership; [as well as]
3 the greater the salience of accounting;

4 the greater the salience of business strategy;

5 the greater the salience of finance;

6 the greater the salience of HRM;

7 the greater the salience of management devel opment;

8 the greater the salience of marketing.

Structure of the book

Each chapter will attempt to follow the following format, covering the main headings and



subheadings we set out below.

Introduction to the region/country, the key issues related to theoretical debatesin ‘transition’ theory,
then the research questions individual chapters set out to tackle (in relation to the context of both
country and theoretical debates).
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Historical background, including the main historical influences of the economiesinvolved, the
ideological debate that occurred in different stages of transition and so on.

Cultural background: the main features and influences of the national/ societal culture of each
economy; the implications for management and management practice, the mixed characteristics
between cultural tradition and current political and economic systems.

General background: the development of each of the regional/national economies since the system
change took place, including regional and global linkages, and economic development patterns.
External/macro issues/factors influencing organizations such as globalization (international) and
economic reform (domestic) as well as changesin the institutional framework, government policies
relating to privatization, restructuring and foreign direct investment (FDI); macroeconomic policies
relating to the monetary system, prices, the labour market, foreign trade, industrial policy and small
firms’ development.

Internal/micro issues/factors influencing organizations and management — such as ownership and
control, business strategy, and other functional areas, such as accounting, finance, HRM, marketing,
operations and so on, as well as acceptance of and resistance to change, downsizing and the like;
similarly, the impact of specific local conditions.

Outcomes and performance: corporate transformation and implications for management, that is,
strategy development, organizational structures, managerial cultures and styles, management
development; profitability, market orientation and sales; productivity and employment; as well as
employee relations.

Empirical evidence relating to enterprise and managerial behaviour, based on research the co-authors
may have carried out or which they have drawn on from secondary sources.

Evaluation and discussion of developments since the system change and possible future
developments, responding to the theoretical debates mentioned earlier.

Conclusions

The chapter order of the book is as follows. Chapter 1 presents the main themes, historical,

theoretical and empirical appropriate to the transitional process (mainly Warner). Chapter 2 deals
with evidence from Central and Eastern Europe (mainly Pucko), as does Chapter 3 (mainly Edwards).
Next, the case of Russia and the Former Soviet Union is dealt with in Chapter 4 (mainly Polonsky).
Thisisfollowed by an account of the transformation in the People’s Republic of Chinain Chapter 5
(mainly Warner and Zhu) and in Chapter 6 Vietnam (mainly Edwards and Zhu). The final chapter

attempts to sum up the findings of the contributions to the book (mainly Warner). Last, the Statistical
appendix provides data on recent economic facets and, to some
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extent, an indication of developments since the early 1990s. The data on the countries studied in this
book are complemented, for comparative purposes, by data on the United States and the United
Kingdom.

Conclusions

There has been enormous interest since the fall of the Berlin Wall in 1989, in the economic
transformation of the former state-run economies of Central and Eastern Europe and the Former
Soviet Union. Additionally, the Chinese economic reforms of the ‘Open Door’ Policy, initiated in the
late 1970s, have attracted considerable attention. While 1989 was certainly a watershed for the
countries of CEE, it would be wrong to regard 1989 as the starting point of transformation, evenin
CEE. The roots of transformation go back almost to the very beginning of the establishment of the
command economies (indeed way back to 1917) as a consequence of the interplay of and friction
between theory and practice. There is a need therefore to consider transformation in its broader
context, in the attempt of seeking to understand the phenomenon as an ongoing process rather than a
one-off event. At the same time the study of transformation would benefit from integrating the
experiences of CEE, the Former Soviet Union and affected Asian countries, in particular China and
Vietnam.

Much research and debate have already taken place regarding this topic. However, many studies in
this area have of necessity been descriptive and partial. One aim of this book is therefore to make a
contribution to the theory of the transformation, in particular with regard to transformation
management. There is hence afocus on analysing and integrating insights from the various countries
under study in the form of concepts and conceptual frameworks.

In terms of theory, the institutionalist approach has underpinned our analysis and interpretation of the
range of studies comprising this book. The institutionalist approach allows us to deal with both
formal and informal institutions, thus affording us insights into practices that may be masked by
excessive focus on formal institutions. At the same time the institutionalist approach allows us to
portray and analyse the transformation as a process of de- and re-institutionalization. This process of
destruction and creation does not consist of discrete, sequential entities. Both destruction and creation
of formal and informal institutions occur simultaneously, albeit with mismatches and time-lags, as
ingtitutions of the old system are destroyed, yet also survive, even if in amodified form. New
ingtitutions are created but often take time to establish themselves and become effective. They may
even fail. Moreover, institutions predating the command economy may re-emerge in either weak or
strong forms.

The process of transformation is thus complex as old and new institutions, both formal and informal,
interact in amultiplicity of ways and combinations. In this respect transformation management is one
such institution, drawing on
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and influencing the other institutions with which it interrelates. Management during the
transformation from plan to market is consequently both an integral and active element of the
transformation process as well as one of its outcomes.

A further aspect of our argument is that culture is a pervasive influence on the attitudes and behaviour
of individuals and formal and informal institutions. Culture, moreover, can influence the
transformation process in both positive and negative ways, in ways that, for example, facilitate and
support, but also in ways that frustrate, impede and work against the achievement of expressed policy
aims (see Warner, 2003b).

The pervasive influence of culture, in its various manifestations at the national, local and
organizational levels, interacts with other elements of the transformation process. In so doing, culture
too changes and devel ops, athough this generally requires the passage of lengthy periods of time.
Within the transformation therefore, there is also an interplay and sometimes clash of cultural
elements, as the new interacts with the old, resulting in new cultural contexts over time.

At this point, it would be appropriate to reaffirm our conceptualization of management in
transforming economies (see Figure 1.8). Management itself is at the heart of our conceptual

framework. It is most closely bounded by and interacts with the four elements of management
culture, organizational structure and strategy, the internal economic environment of the firm, and the
firm’s external economic environment. This interaction is contextualized within a setting comprising
the four key elements of the polity, economy, society and tradition. All the elements of this
conceptual framework influence each other, creating a complex interaction of factors whose
particular influence varies between countries and over time.

We argue, furthermore, that the transformation process has increased the significance of management
and managers, compared to the situation in the former command economies. The demise or even
relaxation of central planning has placed a greater onus on managements and this new responsibility
has been further increased by factors such as privatization. During the transformation managers are
subjected not only to more pressures than under the command system but also are relatively
‘overloaded’ compared to managers in the established market economies. This ‘overload’ isdueto a
range of factors, including the move from plan to market, corporate restructuring, the development of
functional specialisms, and so on. For many managers, the overall experience of transformation has
created many tensions between the old and the new, the certainties of the past and the insecurities of
the present and future. Moreover, it has put considerable pressure on managers’ existing knowledge
and on managers to acquire new knowledge.

In the preceding paragraphs, we have tried to develop a general schema of management in
transforming economies. What we wish to do through the chapters of this book isto explore the
conceptual framework we have developed in the context of various countries of CEE, the Former
Soviet
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implemented by the treaty of unification. A true shock therapy took place. The exchange rate of East
to West German marks was inappropriate, vastly overvaluing the East German currency. The East
German transition produced a quick and drastic improvement in the average wage and GDP per
capitalevel on the one hand, but on the other hand saw a deeper initial economic decline than in other
Central European transitional countries, the lowest GDP growth rate among transitional countries, a
very high unemployment rate (17.6 per cent officially in 1999; by adding persons on government
employment programmes and retraining it reached 25 per cent (Brezinski, 2001:9)) and an anaemic
growth of new enterprises.

Hungary started to implement transition quickly and rather successfully. A gradual but fully credible
trade liberalisation opened the Hungarian economy to foreign investors and provided restructuring
incentives without decimating the domestic manufacturing sector (Lieb-Doczy, 2001:151). Therefore
the first wave of privatization was heavily based on foreign direct investments. Hungarians also
achieved quite positive results in devel oping new small and medium enterprises. Hungary achieved
the highest growth of labour productivity and of industrial output in the nineties among all Central
European transitional countries. The Hungarian level of unemployment is the lowest among the
Central European transitional countries. It amounted to 5.8 per cent in 2002 (Cestat Statistical
Bulletin, 2003/4).

The Polish government adopted early in the transition a predominantly neo-liberal and laissez-faire
approach and policy (Gorynia and Wolniak, 2001:90). Market discipline was established for state
enterprises too, with sufficient transparency of corporate governance to prevent large-scale asset
stripping before privatization. Governments undertook needed structural reforms and generated an
investment climate favourable to the creation of new small and medium-sized enterprises. Polish
privatization was predominantly based on large-scale methods. The country did not achieve until
1995 a boom in domestic investment. Early transitional results were not linked to a huge flow of
foreign direct investment. The Polish unemployment rate was rather high and amounted to 19.9 per
cent in 2002 (Cestat Statistical Bulletin, 2003/4).

Sovakia became an independent country in January 1993. Her transformation in the early transitiona
phase had the same characteristics as were already described for the Czech Republic. The split of the
Czechoslovak Federation had more serious effects on the Slovak than on the Czech economy.
Slovakia changed the dominant mass-privatization method used in the privatization process after
becoming independent. The government did not implement hard budget constraints in the mid-1990s.
Therefore large enterprises did not restructure much. Porvaznik and Stanek (2001:132) states that
3,000 of the total number of 7,000 medium and large-sized companies in the country are still
unprofitable. The logical consequence was a big increase in Slovakian debt and adrastic jump in the
proportion of dubious and non-performing loansin the country (Pavlik, 2001:111). In spite of such a
policy, the Slovak unemployment rate reached nearly 18.5 per cent in 2002.
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Sovenia has been in the forefront of reforming its macroeconomic structures among Central
European transitional countries. Economic growth has been mostly due to the growth in foreign
companies and newly founded small and medium-sized enterprises (SMES). The rate of
unemployment according to the International Labour Organization (ILO) definition was no more than
6.4 per cent in 2002. The apparent weakness of Sloveniaisits high level of foreign indebtedness
which amounted to US$3,370 per capitaat the end of 2001 (see Table 2.1) which isthe highest level

among the Central European transitional countries (Cestat Statistical Bulletin, 2003/4).

Privatization

Governments in transitional countries created very different approaches to privatization. Croatia
started to privatize SOEs in mid-1991. Sales methods with the preferential treatment of privileged
buyers were the dominant approach. The transformation project included at the beginning 2,867
enterprises (Beni¢, 2000:32). The privatization of the large state-owned companies was carried out
more slowly than expected and more slowly than in other Central European countries.

During 1997, Croatia started the second phase of its privatization using a voucher method. Observers
of the privatization process reported that the state maintained share ownership in many of the
privatized companies, even retaining majority stakes (Collin and Cedljas, 2002:176). The large-scale
enterprises and state owned systems (like the energy sector, shipbuilding, some areas of metallurgy, a
major part of telecommunications, etc.) have remained unprivatized. They employ a great number of
workers and create mostly huge losses (Beni¢, 2000:34-5). Their privatization is being processed in a
case-by-case manner.

In the Czech Republic the large-scale privatization used several standard methods, but so-called
voucher privatization was the most important. This mass privatization affected about 1,800
companies and covered about 40 per cent of the book value of state property divested (Bornstein,
1997:334).

Table 2.1 Foreign direct investment and foreign debt position in 2001 (end of period)
of Central European transitional countries

Country  FDI stock (US$ Inhabitants (millons) FDI per capita Foreign debt per

m) (US$) capita (US$)
Croatia 6,398 4.4 1,069 2,572
Czech Republic 38,450 10.2 2,656 2,112
Hungary 30,934 10.2 2,293 2,412
Poland 33,563 38.6 870 1,857
Slovakia 4,728 5.4 876 2,053
Slovenia 3,209 2.0 1,604 3,370

Source: Cestat Satistical Bulletin 2003/4; www.hnb.hr/statistika, 23.7.2003.
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Investment privatization funds acquired more than 60 per cent of this value (Ondrcka, 2001:90).
Thirty-three per cent were privatized by ‘direct sales’ and management buy-outs (MBOs). The rest
was |eft for restitution (7 per cent) and competitive bidding (3 per cent) (Benacek, 2002:64).
Although much of the large state-owned or semi-state enterprises have been privatized, there remain
still several large SOEs, mainly in the energy sector, telecommunications, steel industry and coal-
mining, that need to be privatized and many even radically restructured (Pavlik, 2001:125).

East German privatization was completed by 1994. The Treuhand agency led the whole process. Asa
privatization method MBOs were hardly used. More than 60 per cent of enterprises were sold to West
German and about 10 per cent to foreign investors (Brezinski, 2001:7). Out of the 12,370 East
German SOEs 7,853 were fully privatized (i.e. 63.5 per cent of the total, 3,713 were closed (i.e. 30
per cent of the total), 563 were transferred to municipalities or majority private shareholding (i.e. 4.3
per cent of the total) and 268 remained (i.e. 2.2 per cent of the total) (Wei, 2003:105).

In Hungary, the privatization policy preferred real owners (Balaton, 2001:11). Therefore in the first
two years of transition, over 70 per cent of privatized property was acquired by foreigners (Bornstein,
1997:331). Small investors were able to buy on favourable terms shares of smaller state-owned
companies from 1992 on. This approach actually meant management— employee buy-outs. The
Hungarian government excluded from privatization a number of so-called strategic SOEs in the early
stage of transition. The result of the privatization processis that some 1,700 of 2,000 state-owned
companies were privatized between 1989 and 1999; another 44 were still on the list as candidates for
privatization at the end of the year 2000 (Illes and Pataki, 2001:407). Foreign owners control 90 per
cent of telecommunications, 70 per cent of financial institutions, 66 per cent of the industrial sector,
60 per cent of energy production and 50 per cent of the trading sector (Illes and Pataki, 2001:407).
The Polish privatization model was strongly influenced by the tradition of workers’ councilsin the
country (Edwards and Lawrence, 2000:38). In 1990, the state Law on Privatization of SOEs enacted
two main privatization methods: capital privatization (the commercial method) and ‘liquidation
privatization’ (Bornstein, 1997:328). The first method required an SOE to be transformed into a JSC
whose shares are sold to private investors through public offerings, tenders, or direct negotiation.
Workers got the opportunity to buy up to 20 per cent of the JSC’s shares at half price. The
‘liquidation’ method meant the liquidation of the SOE whose assets are |eased, sold or otherwise
‘contributed’ to a new private company. Leasing to management and employee buyouts (MEBOQOS)
was the mgjor form of liquidation (Bornstein, 1997:328). From August 1, 1990 to the end of January
2002, 2089 applications for direct privatization (i.e. capital privatization) and 1752 applications for
‘liquidation’ were approved (http://www.mst.gov.pl/en/ prywat/estat.htm). The share of non-
managerial employeesin ownership has
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steadily decreased in employee-leased companies, while the number of sharesin the hands of
outsiders (i.e. predominantly domestic investors) increased five-fold by the end of 1999 (Woodward
and Kozarzewski, 2003:83). Insider and dispersed ownership are not of great significance in Poland.
The first new independent Sovak government pushed the commercial privatization approach. It was
based on the possibilities of instalment-based sales. The Slovak banks supported purchasing of the
economic assets by private domestic investors and managers too. Domestic owners have been formed
in thisway. By the end of the year 1996, around 92 per cent of all Slovak manufacturing firms were
privatized. Foreign investors started to buy ‘majority stakes’ in privatized Slovak companies after
1995 (Djankov and Pohl, 1998:74). Therefore, the period 1995-98 is known as the second
privatization phase in Slovakia

Slovakiarecently privatized state monopolistic enterprises in the energy and telecommunications
sectors. The country is currently experiencing the privatization of its financial and banking sector
(Porvaznik and Stanek, 2001:136). Foreign banks will mostly overtake the Slovakian banks.

The Sovenian gradualist privatization approach was based predominantly on mass-privatization
approaches giving a certain advantage to internal forms of enterprise privatization. Employees and
retired former employees were eligible to sizeable discounts. By the end of 1997, 1,329 social (state)
enterprises were privatized out of 1,345 enterprises that were earmarked for privatization (Pu¢ko and
Edwards, 1999:73). At the end of the formal privatization process, 76.7 per cent of companies had a
majority of internal owners and less than a quarter of the privatized companies with predominantly
external owners held 56.3 per cent of privatized former social (state) capital. The energy sector,
telecommunications, the iron and steel industry and most other utilities have not been part of the
formal privatization process. They will be transformed into private ownership gradually on a case-by-
case basis. The financial and banking sector have also yet to be privatized. The biggest domestic
commercial banks started to be offered for sale from 2001.

New firm development

Whilst there are many similarities in the national SME development policies and their resultsin the
Central European transitional countries, there are many differences too. Some of the countries, like
Croatia, Hungary, Poland and Slovenia, had developed a certain SME sector already under the
socialist regime; on the other hand, Czechoslovakia started transition almost without SMEs. In spite
of the stated difference, nearly all countries met with an explosion of entrepreneurship in the early
stage of transition. In the mid-1990s, the number of SMEs somehow stabilised practically in all
countries.

Croatia had a dynamic growth of new small businesses in the first half of the 1990s. The SME sector
employed 54.9 per cent of the total workforce in the economy in 1998 (Beni¢, 2000:35). The Czech
Republic created a sizeable
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number of new small business firms by small-scale enterprise privatization at the beginning of
transition. By the end of 1994, an estimated 2,200 SMEs had been created as aresult of large
enterprise privatization and 23,000 from small-scale enterprise privatization (Fadahusni and
Smallbone, 1998:155).

East Germany gained most new business firmsin the first five years after the Berlin Wall had fallen.
During 1990-94 184,200 new firms were founded, and in the next five years an additional 110,600
firms (Brezinski, 2001:4). This achievement was still far from being able to compensate for the
decline of employment in former state enterprises.

The Hungarian experience was a dramatic rise in numbers of new small business firms—there were
more than 500,000 in existence by 1993. Poland was rather successful in creating new small and
medium businesses too. The number of sole proprietorships and partnerships increased by 42 per cent
in 1988-89 and 40 per cent in 1989-90 (Fadahusni and Smallbone, 1998:150). The number of SMEs
increased from 1.2 million to nearly 2.8 million during the period 1990-98. The ratio of SMEsto the
total number of economic unitsin Poland is comparable to that in the European Union now
(Smallbone and Rogut, 2003:209).

Around 50,000 small-sized enterprises were founded in Slovakia during the nineties, but they did not
have a significant impact either on employment or government budget revenues (Porvaznik,
2001:134). Small and medium-sized enterprises started to be rapidly founded in Slovenia from 1990
on too. At the end of 1996, there were already 35,655 such enterprises accounting for 99 per cent of
al businessfirms. In 1996 the SME sector aready employed 66.3 per cent of the whole workforce of
the Slovenian economy (Pucko and Lahovnik, 1998:40).

Small and medium-sized enterprises employed about 50 per cent of the workforce in 1998 in Croatia,
the Czech Republic, Hungary, Poland and Slovenia. Such alevel is quite comparable to that of the
European Union (World Bank, 2002:39). The respective East German and Slovakian achievements
were not so favourable in this regard.

Capital and labour

If ahigh level of egalitarianism among workers prevailed in the former communist countries, a
stronger support for strong trade unions and state intervention in the job market than in the Western
market economies might have been expected after the system change. Moreover, workers would be
inclined to active unrest and to support even more strongly their labour unions. In general, this has
not happened. Taking into account the strong tradition of workers’ self-management in Sloveniaand
Croatia, aswell asin Poland and to a certain extent in Hungary thisis surprising. The role of labour
unions in the management of firms and their involvement in the change process have been
insignificant. In the vast mgjority of cases, the former unified ‘socialist’ labour union split into a
number of labour unionsin the
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transitional period. Moreover, new labour unions were established. These new organization have
even initiated politically motivated tensions between themselves, but their main activities have been
limited to wage claims and very rarely have their representatives put forward serious initiatives
regarding the direction of the firm’s development (Stepien and Robinson, 2001:50). Labour unions
have generally co-operated with (or at |east tolerated) the transition process. Lieb-Doczy (2001:105)
found in her case studies that in 61 per cent of the East German companies and 54 per cent of the
Hungarian ones, the trade unions co-operated in the restructuring process. Co-operation was usually
broken only if local managers or investors did not behave in accordance with the agreements made
concerning investment or the firm’s restructuring plans.

Regional and global links

The reunification of Germany restructured completely and rather quickly all former East Germany’s
regional and global links. Other Central European transitional countries have also restructured their
political and economic relationships in arelatively short period of afew years. All became members
of the Council of Europe and the World Trade Organization (Croatia as the last one in 2000). All
except Croatia were members of the Central European Free Trade Agreement (CEFTA) already in
the 1990s. All except Slovenia and Croatia joined the Organization for Economic Cooperation and
Development (OECD). The Czech Republic, Hungary and Poland became North Atlantic Treaty
Organization (NATO) membersin 1999. The last three countries, Slovakia and Sloveniawere
accepted in the European Union in 2004.

Economic relationships of all Central European transitional countries have been radically remodelled.
The average East German state enterprise sold 85 per cent of its output on the home market and not
more than 2.5 per cent in the European Union in the 1990s. Its 1996 EU share already amounted to
32.9 per cent and the domestic market share was reduced to 61.6 per cent (Lieb-Doczy, 2001:166).
An average Hungarian enterprise exported 35 per cent of its output in the 1990s; 19 per cent of its
sales were achieved on Eastern European markets. Slovak enterprises sold 46 per cent of their output
on Council for Mutual Economic Assistance (CMEA) marketsin 1991 and 9 per cent in Western
Europe or other markets (Djankov and Pohl, 1998:77). Enterprises from other Central European
countries had a similar structure of regional sales. Already by 1996, the Czech Republic (35.6 per
cent of all exports), Hungary (29 per cent), Poland (34 per cent) and Slovenia (30.6 per cent) had
Germany astheir strongest export partner, while Slovakia had the Czech Republic (31 per cent of all
exports) and Croatia Italy (21 per cent) as the strongest partner. The import structure was also very
similar. Later in 2000 Slovakiajoined the group, which had Germany as the biggest foreign trade
partner. For Croatian foreign trade, the German market was still second by importance (Statistical
Yearbook on Candidate and South-East European Countries, 2002).
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Foreign direct investment

Foreign direct investment has been a key factor in the speedy transformation of economies and firms
in a number of Central European transitional countries. Because of the persistence of historical values
and other reasons all countries did not open themselves completely to FDI. Theoretical arguments
and empirical evidence support in general the thesis that companies with FDI out-perform those with
other enterprise restructuring strategies. Some researchers warn us that thisis not true in all countries
(Lieb-Doczy, 2001:123). Othersraise the issue of ‘national interest’ (Senjur, 2002:4), whichisa
concept not known in macroeconomics, but worth considering.

The behaviour pattern of FDI isfairly clear. Foreign owners usually implement a major investment
programme and transfer technology and commercial knowledge. They make considerable changesin
senior management structures and reallocate ‘creative’ business functions to more devel oped regions.
They open the access to markets (Carlin et al., 1995:449).

On the other hand, one should not forget that there is not an unlimited supply of FDI. Countries must
create a stimulating environment for attracting investors. A combination of all these factors (and
many more) might explain FDI’s achievements in the Central European transitional countries in their
first decade of transition.

If Hungary had the highest inflow of foreign direct investment from the very beginning of the
transition period, the Czech Republic held the second place in this regard (Holland and Pain,
1998:304), Poland and Croatia intensified such an inflow more recently. The Czech Republic
overtook Hungary in the extent of FDI per capitain recent years (Cestat Satistical Bulletin, 2001/4).
In the period 1995-2000, the Czech Republic attracted the most FDI per capita, with Hungary
following. Poland and Slovakia were the lowest achieversin thisregard at the end of 2001 (see Table

2.1, p. 34).

I nternal/micro issues/factors

Structural changesin the rules of the game as well asin parameters of the game meant aradically
new micro environment for the former socialist enterprises at the start of the transition period. They
met with akind of strategy shock resulting from:

» the withdrawal of protection for the domestic competitors in the home market;

» asudden loss of the markets of the former socialist bloc countries,

» the loss of the former big domestic market because of the split of the former socialist country
Into more new states (i.e. the Y ugodavia Federation, Czechoslovakia);

« the introduction of market criteriafor allocating resources.
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Enterprises were faced with new market institutions, which have beendeveloped, step by
step.

While confronted with the new macro and micro-environment ‘old’ enterprises’ survival depended on
their ability to adapt. A well-known principle that an enterprise has to be co-ordinated with its
external environment could not be disregarded therefore.

Corporate restructuring

The new macro and microenvironment demanded from the ‘old’ enterprises their restructuring.
Researchers of corporate restructuring in transitional economies classify it into two types: strategic or
deep (radical) and reactive or ambiguous (Lieb-Doczy, 2001:125; Stepien and Robinson, 2001.:40).
Strategic or deep (radical) restructuring isinterpreted as the devel opment of new capabilities and
final products, which improve an enterprise’s performance. It means that the enterprise will have
once again a sustainable competitive advantage. Reactive restructuring is generally seen as survival
oriented behaviour which aims at maximizing enterprise performance within its existing resources
and capabilities.

There have been ‘old’ enterprisesin the transition countries that went through a restructuring process.
Companies taken over by foreign direct investors carried out in the majority of cases a strategic
restructuring quickly. A foreign investor has usually provided additional capital, needed for new
investment in fixed and current assets, introduced new products and production methods, enabled
access to new markets and transferred managerial knowledge, which was lacking in the enterprise.
Thefina result isafinancialy well-performing company, which had been turned around in a
relatively short period.

Domestically privatized enterprises have been meeting with a shortage of needed additional resources
and managerial knowledge. Therefore, they intended to carry out strategic restructuring, but many
were forced to implement for quite a period a reactive restructuring before needed ‘fresh’ capital was
provided or created for making radical strategic changesin their product portfolio, fixed assets,
suppliers and customer networks, human resources, management systems, etc. The restructuring of
the enterprises in this group has usually required from five to ten years (Pucko, 2001:22; Stepien and
Robinson, 2001.:40).

The restructuring of unprivatized enterprises was mostly of the reactive or ambiguous type. It meant a
rather prolonged period of crisis management with the focus on enterprise survival and retrenchment
by reducing output, work force, cost, assets and asking for government subsidies. Such enterprises
have been finally sold to private owners or undergone bankruptcy. Some are still fighting for their
survival.

The vast mgority of ‘old’ enterprises were exposed to the corporate recovery process based on
domestic resources (combined in some cases with
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foreign consultancy services). Therefore, it isworth considering what characterized those corporate
recovery processes. Different authors who have been researching empirically the restructuring of
‘old’ enterprisesin Central European transitional countries suggest slightly different segmentations of
these processes. Edwards has identified two main stages: the inwardly directed as afirst stage when
managers implemented internal changes in their enterprises and the outwardly directed second stage
when managers started to make changes regarding the enterprise’s market and competition (Edwards
and Lawrence, 2000:39). Stepien and Robinson suggested the process as segmented in two main
phases: a phase of ‘rescue’ transformation (i.e. solving alatent or acute crisis situation) and a phase
of developmental transformation (Stepien and Robinson, 2001:43). Pucko developed a model with
four main stages of the corporate recovery process (2001:18-21). He argued that the typical
enterprise met with alatent or acute crisis at first. It required a crisis management approach.

The second phase is called revitalization. Firms started to implement mainly a consolidation strategy
at this stage. Most enterprises still operated at aloss but no longer with a negative cash flow. Their
debt level, because of a swap of debt for equity, improved. The duration of this phase varied in
different enterprises between one and three years.

The third phaseis linked to making real strategic changes in the enterprise. Firms become outward
directed. Some firms still implement a stabilization or consolidation strategy. Many firms choose an
external quality development strategy at this stage. The typical enterprise operates again with a
modest profit during this phase, which lasts typically from two to four years.

The fourth growth phase of corporate recovery begins at the moment when an enterprise has rebuilt
Its competitive advantage and is able to operate as a viable market unit again. Profitability levels
move in line with the owners’ demands. As many ‘old’ enterprises have not achieved this stage yet, it
Is not possible to give it any time dimension.

It isdifficult to explain al the specificities of the enterprise restructuring process in Central European
transitional countries with a common model. The output and workforce reduction in enterprises were
two of the main common characteristics of the early stages of the restructuring processes. The
intensity of workforce shedding was different in different transitional countries and periods.

Corporate strategies and alliances

According to the four-stage corporate recovery model described in the previous section, the most
frequently prevailing corporate strategiesin individual stages can be identified (Table 2.2). The most
economically important enterprise segment, i.e. domestically privatized ‘old’ enterprises, implements
typically such strategies. Certainly, no oneis able to argue that such an overview of corporate
strategies describes enterprises’ strategic
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Table 2.2 Typical corporate strategiesin individual stages of the corporate recovery
processin Central European transitional economies

Strategy
Stage I: Latent or Stage 11: Revitalization Stage 111: Strategic Stage 1V: Growth
acute crisis changes
Output reduction Focus on core business areas Product improvement  Growth
Work force reduction Divesting peripheral areas  Market development Product development
Finding new markets Product improvements Product development  Partner selection
Co-operation with foreign Marketing improvements Growth development
partners Subcontracting Stabilization and Diversification
Cost reduction Training consolidation Acquisitions
Management buy-out Productivity improvement  External quality Human resource
Joint ventures Assets divestment development development
Organizational changes ~ Organizational changes Co-operation Organizational culture
New recruitment Preparation for and TQOM development
privatization Generic business
strategies

Source: Pucko, 2001:19.

behaviour in each Central European transitional country perfectly. There have been too many
differences in the macro and microenvironments in different countries which have produced specific
features in implemented corporate strategies and which make any generalization difficult.

Pavi¢ and Viduci¢ (1999:29) assessed that many large Croatian enterprises were characterized by a
lack of aclear vision and blamed this fact for the poor achievement in Croatian corporate recovery.
The enterprise fragmentation strategy seems to be important in the Czech environment. Many
previously vertical Czech conglomerates were transformed into systems of satellite firms around a
new technological core, which were effectively re-integrated in an industrial conglomerate | ater
(Clark, 2000:178).

East German enterprises were forced to implement retrenchment strategies in the most direct way
among all Central European transitional countries. The fragmentation strategies were also very
popular in the German environment, but they did not result in systems of satellite firms. The majority
of the German firms that survived quickly adopted a product quality and a punctuality of delivery
strategy, trying not to compete on alow cost basis because East German wages had increased too
much after German unification.

‘Old” Hungarian enterprises mostly applied retrenchment strategies in the early stage of the
transition. Joint ventures and foreign-owned firms focused on realizing first mover advantage,
exploiting cheap but skilled Hungarian
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labour and being cautious in making larger investments. Private Hungarian enterprises already
implemented growth strategies based on innovation and diversification (Balaton, 2001:11). State-
owned firms mainly persisted in the latent or acute crisis stage, fighting for survival and preparing for
privatization.

‘Old’” Polish firms mostly implemented a ‘wait and see’, cautious strategic approach in the early stage
of the transition and then started to implement a proactive strategy in the second half of the 1990s.
Empirical research findings (Stepien and Robinson, 2001:37) show that FOEs implement product
development and market devel opment kinds of growth strategies most frequently in recent years,
domestically privatized firms apply mostly product development or product specialization kinds of
growth strategies while state-owned firms have been oriented to modernization and introduction of a
few new products as well asto a dlight expansion of their markets.

Foreign-owned and private Polish-owned firms invest much more frequently than SOEs. Therefore,
the first two groups of firms have aready reached the strategic change phase in the corporate
recovery process while state-owned ones are still mostly in the first or second stage (i.e. crisis or
revitalization phase).

Large Slovak firms have implemented mainly a product development strategy. According to Djankov
and Pohl’s (1998:79) research findings 35 per cent of all product lines were introduced in their
product range after 1991. Investment strategies were more in use in the second half of the nineties
while product quality orientations were evident mostly in the form of providing SO 9001
certifications in the mid-1990s. Large Slovak enterprises are more oriented to cost effectiveness than
product differentiation strategies (Slavik, 2001:76). The firms have implemented intensively in the
last part of the previous decade co-operation strategies. Thirty-six per cent of enterprisesin the
Djankov and Pohl sample were subcontractors of foreign partners.

The ‘old’ Slovenian firms mostly during the early stage of the transition also implemented crisis
management and a kind of corporate retrenchment strategy. The second stage started after 1993 and
lasted to the middle of 1997. It was the period of the ‘old’ firms’ privatization. The majority of ‘old’
firms started to implement a growth strategy again. Market development, market penetration and
product improvement strategies were the most frequently implemented in the enterprises. Product
development strategies were not much in use nor diversification and acquisition strategies until
recently (Cater, 2003:2264). It was noted that enterprises started to invest more in R&D activities
during this period (Pucko and Edwards, 1999:81), but R& D results were still very modest.

Most Slovenian firms compete on a product differentiation basis. Primarily by developing and
implementing collaboration strategies, they achieved a rapid market reorientation. Collaborative
strategies were already implemented by 65 per cent of the ‘old” Slovenian firms by 1996. This share
increased further later. The acquisition strategy became an interesting one for
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firms— at first domestic and then foreign — after the conclusion of the privatization process.

Functional strategies

It is evident that managerial attitudes and behaviour which had become established under the
communist system in the transitional Central European countries are still manifest in enterprises and
that the achieved quality levels of functional management differ significantly between individual
enterprises and not just between various groups (i.e. foreign-owned, private domestic and state-
owned enterprises).

Research findings (Pucko, 2002:78) offer evidence that among all enterprises newly founded ones are
the most market oriented in Slovenia. Foreign direct investments have not made a significant move
towards a marketing orientation, while ‘old” enterprises are the most lacking in a marketing
orientation. In marketing terms, enterprises are focused predominantly on products, offering ‘the best
products’, instead of on customers. Enterprises carry out mostly quantitatively oriented market
research and still neglect qualitative approaches. Enterprises still expect the market research to
produce an answer to ‘how much’ instead of the answer to ‘why”’.

Many similar characteristics have been identified in the enterprises in other Central European
transitional countries. Czech firms have not been able to shift fully to a market orientation and shake
off old practices (Savitt, 1998:347). Management frequently set up a marketing department, but it has
rarely become more than a staff department that collects and analyzes marketing data and prepares
sales forecasts. According to research findings (Sysko-Romanczuk and Lozano, 2002:1509). Polish
enterprises have concentrated on the expansion of their product range, promotion and advertising and
design of anew logo within their marketing. The majority of the Polish firms still do not segment
their markets and still generates ideas for new products within the company.

The production-focus approach is still strongly present in the mind of managers as their heritage from
the past (Edwards and Lawrence, 2000:29). The management of operationsis confronted with many
weaknesses nowadays. The enterprises’ restructuring processes made evident along lasting problem
of poor production capacity usage in many enterprises. Apart from alow volume of production,
production managers are meeting with too low a degree of automation. Information technology has
been penetrating the production management processes relatively intensively. In spite of this, the
production managers share the prevalent opinion of inadequacy of current information systemsin
production. There are many firms which have introduced 1SO standards and even total quality
management (TQM) approaches, just-in-time (JIT), business process re-engineering and
programmabl e, flexible automation, outsourcing, lean production, etc., but in the majority of cases
they have not yet had any significant achievementsin this regard.
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The area of financial management is probably one of the areas where the differences between the
quality level in the enterprises in the devel oped market economies and the transitional context are the
biggest (Pucko, 2002:79). There will be many financial expertsin transitional countries that will
never adapt to new demands. The main criteriafor financial decision-making are still not very clear
(it is still not the maximization of the owners’ value). Capital budgeting methods are in use, but
weaknesses are linked to neglecting the proper cost of own capital and not taking risk explicitly into
account in the relevant decision making. There are just afew enterprises that analyze the issue of
optimal capital structure. Financial planning in the firms still has serious weaknesses. Financial
managers are not very familiar with the analytical methods known in the financial management
theory and therefore they are not in use.

The HRM function has not yet been developed satisfactorily in the enterprises. One can till find in
the firms predominantly approaches to personnel management that consist of carrying out traditional
legal and administrative activities connected with employees, of developing traditional reward and
communication methods, of dealing with working conditions, and other tactical issues. It isfair to say
that elements of the leadership model are present too (Pucko, 2002:80). An orientation to leading,
solving work problems, productivity and training are emphasized in these approaches. The
enterprises, which are more market oriented, already try to implement reward systems based on work
measurement instruments. The approaches of rea strategic HRM which focus on strategic issues,
changes, comprehensive problem solving, developing different reward systems that stimulate
creativity and work performance, developing labour flexibility, and the individuals are still not a
management reality.

Sysko-Romanczuk and Lozano (2002:1510) found that Polish firms do not apply HRM toolsin the
majority of the firmsin their survey, while Stepien and Robinson (2001:51) found highly
differentiated HRM practices in various types of Polish firms. Differences exist in respect of
employee training, multi-skilling and the role played by employees within the firm. Foreign-owned
firms place a noticeably greater emphasis on regular and comprehensive staff training as well as
paying attention to the needs of employeesto feel valued and well-informed.

Organizational structures and cultures

Actual organizational change within enterprises in the Central European transitional countries has
been somehow limited. This statement is not valid for enterprises, which were taken over by foreign
owners. The main changesin ‘old’” enterprises were carried out by introducing hierarchical functional
organizational structures and by abolishing previous rather egalitarian structures. Firms most
frequently implemented modifications affecting the organization of work and adopting | SO 9000
system requirements.
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Research findings show us that functional organizational structures dominate in enterprises. Galeti¢
and Tipuri¢ (1999:151) found that as many as 73.1 per cent of large Croatian enterprises apply such a
structure and that 26 per cent of large enterprises had a completely unsuitable organizational structure
in terms of their strategy, which makes them slow and inflexible. Clark (2000:181) identified that
Czech managers still draw heavily on old practices and contacts, employ a ssimple functional structure
and ignore institutional pressuresto decentralize. The fragmentation of previous Czech vertical
conglomerates has contributed to a certain degree to less hierarchical relationships and a higher level
of decentralization.

Previous East German enterprises have introduced more organizational changesin the sense of flat
structures and |ean organization than Czech or Polish enterprises because East German enterprises
were forced much more because of higher wages to find organizational solutions that reduce cost.
Hungarian enterprises also did not make radical organizational changesin the early 1990s (Edwards
and Lawrence, 2000:29), but they have changed later toward decentralized divisional structures
according to Balaton (2001:16). In Poland, firms modified their organizational structure, trying to
simplify communications’ channels within the firm and to decentralize management. In spite of these
changes organizational structures found are still in the majority of cases used asatool for the division
of authority, not as a mechanism of coordination and control (Sysko-Romanzcuk and L ozano,
2002:1509). Slovak and Slovenian enterprises do not differ much regarding organizational solutions
in the comparison with other Central European transitional counterparts.

Organizational culturesin enterprises have been transforming, but it is difficult to find many common
denominators. A great stress on individual rather than collective responsibility and on strategic
decision making, globalization and regional economic integration might be common change features.
Many specific characteristics of enterprise culturesin individual countries can be more easily
identified. Czech managers are inclined to take a short-term rather along-term view. They tend to
prefer self-sufficiency and passive resistance behaviour. They believe in a Czech approach in
management and they do not trust in superior foreign management expertise. They still strongly feel
their socia responsibility to the community (Clark, 2000:177).

Polish managers prefer formal organizational structures and systems. They show a marked tendency
to individualism combined with more egalitarian and paternalistic approaches than their counterparts
in neighbouring countries. Families and friends are important for Polish managers;, therefore they are
inclined to build on extensive informal networks. Because of predominantly historical reasons, they
lack an entrepreneurial tradition.

Slovenian managers are seeking a ‘middle’ way regarding organizational culture issues according to
Edwards and Lawrence (2000:139) among their counterpartsin Central Europe, while Croatian
managers differ the most in
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thisregard. In spite of the stated difference, managers in these two countries have a strong orientation
to Western European values.

Management styles

The old system of management has been swept away after the radical changes in socio-economic
systemsin transitional countries. It does not mean that all old management attitudes and practices
have been erased. The old authoritarian and paternalistic managerial approaches cannot be abolished
as long as the same persons hold managerial positions. The old technocratic and bureaucratic
management behaviour cannot be substituted in a short period of time with completely different
behavioural manners. The inclination to arather slow managerial decision-making and relatively a
high level of inflexibility, strong relationships with the local communities, alow degree of
managerial mobility and strong interpersonal ties are firmly rooted in the experiences of past
managerial behaviour. They cannot be simply substituted by taking away ‘the outmoded software
program’ and by installing ‘the most modern one’.

Czech and Slovak managers are characterized by three main features which are rooted in
Czechoslovak tradition: autocracy, atechnical bias and paternalism (Edwards and Lawrence,
2000:65). They are under the influence of the old successful experiences of the Bata management
system from the early part of the twentieth century. Czech and Slovak managers prefer to follow a
short-term orientation. Czech managers repeatedly refer to the uniqueness of their environment and
are not willing to accept support from foreign management consultants. The former Slovak
managerial elite has retained its power. Slovakian managers are inclined to use heavily family and
personal connectionsin achieving their goals. It iswell known that areal ethical crisis has developed
in the Czech Republic and Slovakia, which is characterized by a high level of corruption and even
criminal practices.

The managersin the former East Germany do not possess attitudes, values and |eadership styles,
which would be significantly different from those of their Western counterparts, but they are also not
promoters of new Western style management behaviour (Lang and Muller, 2001:401).

Senior Polish managers still have many attitudes and behaviours, which appear typical of the former
system. The co-existence of old and new management practices describes the recent Polish
environment the best. The enterprises whose ownership has passed into the hands of the pre-transition
top managers are still managed by ‘old-style’ managers. A paternalistic managerial styleis heavily in
use (Sysko-Romanczuk and Lozano, 2002:1510). Managers frequently demonstrate alack of clarity
of enterprise goals and strategic direction. Enterprises often do not have any serious control and
motivational systems which facilitate a continuation of a somewhat |aissez-faire approach to work
discipline (Robinson and Tomczak-Stepien, 2000:148).
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It seems that Polish firms plan strategically. Private firms have strategic plans which are often only
‘in the boss’s head’. Written strategic plans are found in almost all foreign-owned and state-owned
firms. In state-owned firms, however, strategic plans are simple extrapolations of past tendencies
combined with alimited amount of information regarding changes in the external environment.
Polish managers favour clear organizational structures, support formal systems and planned
approaches.

Western managerial approaches are not sufficiently ‘similar’ for the Hungarian environment (Lieb-
Doczy, 2001:123), but they could be sufficiently ‘similar’ to the Slovenian and Croatian
environment. The workers’ self-management system in the former socialist Yugoslavia, of which
Slovenia and Croatia were a part, contributed to the inherited slowness in managerial decision-
making processes in Slovenian and Croatian enterprises. In spite of that the overall quality of
management in Slovenian enterprises seems to be quite close to Austrian managerial practice
(Langer, 2001:1108). Top management teams practice strategic planning approaches in a great
majority of enterprises. Annual planning or budgeting is also well in use in the stated Slovenian firms
(Pucko, 2002:76).

Organizing as a management function is not a source of competitive advantage of Slovenian and
Croatian enterprises. Modern organizational structures are applied in a marginal number of larger
companies. It seems that managers often still lack managerial knowledge in this management field.

L eadership has changed significantly in spite of the fact that managers’ value systems have been
changing constantly but slowly and they still differ noticeably from the value systems of Western
European entrepreneurs and managers.

Controlling as a management function is not neglected in enterprises. According to research findings
nine tenths of the top management teams in Slovenian enterprises use a certain system of tactical
feedback control and a quarter even the feed forward type of control. Fifty per cent of large Slovenian
firms have a controlling (in the German sense) department (Pucko, 2002:78). However, their control
systems are till not timely. They are frequently not based on the responsibility centres concept and
only aminority of firms has defined so called controllable variables in the existing responsibility
centres.

Management development

Central European transitional countries inherited a magjor part of their managers from the previous
communist system. The majority of those managers had a university education mostly in various
technical fields. The transition to a market economy confronted managers with radically new
demands like business opportunity seeking, risk-taking, bearing individual responsibility, possessing
knowledge of modern management concepts and techniques, having entrepreneurial creativity and
capabilities for political lobbying, etc.
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The new political elitesfelt aneed to install their own cadres in the executive positionsin SOES
because they did not trust the ‘old” managers (i.e. those that had already held managerial positionsin
the previous system) and their abilities to adapt to new demands. The Czech government even passed
the so-called Lustration Act in 1992 to get rid of ‘old’ managers. In reality, the Act had only limited
impact. Between a quarter and athird of managers gave up their positions after 1989 in the Czech
Republic according to one assessment and that was due to various reasons, not just because of the
Lustration Act (Edwards and Lawrence, 2000:68-70).

Similar political pressures, but not supported by any legal act, have been present in other transitional
countries. ‘Old” managers that “survived’ the socio-economic system change still represent an
important share of the new managerial elite. Their skills and experiences have simply been needed, as
new political elites were not able to find many new ones for the demanding job of management. New
managers — in the majority of casesthey were relatively young — have been taking over executive
posts in many ‘old’ enterprises. Foreign-owned firms brought foreigners or expatriates into executive
positionsin enterprises, at least for a certain period of time.

Kozarzewski (2001:2059) found that 74 per cent of the executive board membersin his sample of
Polish enterprises had already worked in managerial positions before firm privatization. On the other
hand, foreign ownersincluded in almost 80 per cent of the enterprises which are under their control at
least one member of the executive board with experience of working abroad (K ozarzewski,
2003:2233). Therefore new, younger managers, many aged between 30 and 35, have found business
opportunities for themselves, mainly in newly founded enterprises where they predominate (Edwards
and Lawrence, 2000:40).

The restructuring of Slovak enterprises was not led by many new, better skilled managers, but by the
‘old” nomenklatura (Djankov and Pohl, 1998:75). Slovenian managers had been in the forefront of
introducing Western-style management in the Central European transitional countries. Bodenhofer
and Stanovnik (Edwards and Lawrence, 2000:120) investigated already in 1992 how Austrian
investors viewed the capabilities of Slovenian managers. They found that their respondents
acknowledged the higher level of management abilities of Slovene managers, when compared with
those of other transitional countries. A mgjority of respondents believed that most Slovene managers
in Austrian direct investment projects were as capable as managers in Austrian enterprises. Langer
(2001:1108) obtained similar resultsin his 1998 research, which was dedicated to differences
between organizational culturesin Slovenian and Austrian enterprises.

There were no systematic, politically forced changes in the top manageria positionsin the ‘old’
Slovenian enterprisesin the early transition period. Nevertheless, changes in executive positions were
guite extensive. According to one survey (Pucko, 2001:15) 80.8 per cent of them were replaced in
Sloveniain the period 1990-93 in medium and large-sized ‘old’ enterprises,
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which fell into crisis, and arather high 65.5 per cent on average regardless of their enterprise
situation in the period 1990-93. These changes contributed to a significant rejuvenation of the
Slovenian managerial class. In 1997/98, fewer than 10 per cent of the top managers were in the over
56 years age bracket (Pucko and Edwards, 1999:76). Most top managers were in the age bracket
between 36-45 years. Research results (Jakli¢ and Zagorsek, 2002:17) show that Slovenian managers
are extremely powerful in their environments because they are able to disregard enterprise owners.
Croatian managers had very similar historical roots to Slovenian ones, but they have come to differ in
their attitudes and values from their Slovenian counterparts in the transition period because of the
different macro environment in which they have lived and worked. Case studies show (Collin and
Cedljas, 2002:181) that the Croatian managerial elite iswell educated. Their starting point appears to
be the University of Zagreb, and especially the Faculty of Economics withinit.

An enormous volume of managerial learning has taken place in Central European transitional
countriesin the last decade. Managers and woul d-be managers have been ‘hungry’ asfar as
management knowledge and skills are concerned. This has changed radically the level of relevant
managerial skills when comparing the recent position with the level existing at the beginning of the
transition. Despite that, managers are still lacking in relevant education and training.

Outcome and performance: empirical evidence

As discussed and noted in the preceding sections there has been extensive empirical evidence on
developments at both the macro and micro level in the region. An interesting feature of this evidence
is the considerable diversity in approaches and outcomes both between and within countries.

This diversity reflectsin part the different initial positions in the respective countries following the
collapse of the former regimes, variations in policies at the macro level and different approaches at
the micro level. Such factors have interacted to allow different outcomes and types and levels of
performance to emerge, for example, with regard to company survival and restructuring.

Overdl, it could be argued, much has been achieved and much still remains to be done. Clearly,
foreign ownership and competition have been driving forces but the countries of the region have also
demonstrated considerable energy, for example, in the area of new firm development. The drive to
join the European Union has, moreover, proved to create an impetus to transform the institutional
framework and improve organizational efficiency.

Evaluation and conclusion

The Central European transitional countries have been among the most successful in implementing
transition with as few painful effects for their
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inhabitants as possible. Many of them have already almost arrived at a point where they will start to
say that their transition is over.

The privatization of the state-(or socially-)owned enterprisesin Central Europe has been basically
completed. It has enabled a new enterprise governance system to be now in place. Its influence on
enterprises’ performanceis still ambivalent and depends on a set of factors (Kozarzewski,
2003:2223). In spite of thisfinding, the new governance systems potentially mean that a new system
of economic motivation isnow in place and that the possibilities for higher economic efficiency are
present. The private ownership of the means of production is still quite dispersed, but the ownership
concentration process has already been evident for afew years. There is no doubt about the intense
need to develop and strengthen further legal and regulatory institutions to oversee the transfer of
private ownership and corporate governance rights.

The birth and growth of new small firms have been of utmost importance for the successful
transformation of the Central European transitional countries. New firms have created economic
growth and new employment. All transitional countries will have to continue demolishing existing
obstacles in order to promote awell performing SME sector.

Sectoral and regional structures of Central European transitional countries have been adapted to new
realities and the demands of market economies. However, a dightly larger regional dispersion of the
transitional countries’ foreign trade will still be needed in the future.

Foreign direct investments and raising foreign debt have been very important sources for financing
investments in the Central European transitional countries in the past decade. The Czech Republic
and Hungary have preferred foreign direct investments. Slovenia and Croatia have financed
investments much more by raising foreign debt. Some reversal of this behaviour should be expected,
most probably in the current decade.

‘Old’ enterprises have already adapted to the new macro and micro-environment in the majority of
cases. The exceptions are most probably Croatia and Slovakia. Unemployment levels, especially in
Croatia, former East Germany, Poland and Slovakia, are unacceptably high socially. Policies for their
effective improvement will probably be in the forefront of economic policiesin those countriesin this
decade. Inflation is still a problem in the Central European transitional countries, but one must
recognize that its trend is encouraging and rather promising.

Half of the transitional countries analyzed here have met with awidespread moral and ethical crisis.
It is most pronounced in the Czech Republic, Slovakia and Croatia. The assessments of the quality of
judicial systems show that Poland and Slovakia are the worst achieversin thisregard. Their
governments will not be able to disregard these weaknesses much longer. Enterprises as state
monopolies still exist to aminor extent but their destiny will finally be, in the majority of cases, a de-
monopolization and privatization.

‘Old” East German and Slovenian firms have typically implemented mainly product differentiation
strategies, Slovak and Polish firms have been more
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inclined to implement a cost effectiveness strategy. Such differences will persist in the near future
too, despite a recent tendency that domestically privatized enterprises have begun to pay even more
attention to factors of total quality management. Enterprises in the region will be forced not just to
export but also to develop higher forms of internationalization if they want to compete successfully
with foreign competitors.

Enterprises will still have to learn how to upgrade their marketing capabilities. The clear perspective
of these enterprisesis that they will have to increase radically their R&D and marketing outlays if
they intend to compete successfully with their foreign competitors. The financial managerial
capabilities are still on arelatively low level and they can be changed only gradually over the long
term. The human resource management area has been changing radically and has been moving away
from predominantly legal and administrative approaches, but it still has along way to go before aredl
strategic HRM will be introduced in enterprises.

Actual organizational change within enterprises has been somewhat limited. Organizational structures
in medium- and large-sized enterprises will demand radical adaptationsin the near future.

Enterprise organizational cultures have been transforming continuously during the transition.
Individual s have been taking on even more individual responsibilities, strategic decision-making and
international (global) thinking, which may be considered as very positive changes. On the other hand,
there are many specific national characteristics present, from preferring self-sufficiency and a
nationalistic orientation to more open and international inclinations, from preferring formal
organizational relationshipsto informal ones. Differences in managers’ values and attitudes also
persist even though they are tending to diminish constantly but slowly.

In spite of radical changes in management styles that have been implemented in the last decade, a
number of pre-transition management features continue to be present and influential in organizations.
Authoritarian and paternalistic styles, technocratic and bureaucratic management behaviour, arather
slow managerial decision-making, relatively inflexible behaviour, alow degree of managerial
mobility, the practice of intensively using interpersonal ties and contacts have still not completely
disappeared. A lack of management knowledge has been significantly diminished, but it has not been
abolished. Strategic managerial thinking still does not prevail. Business ethics has been heavily
disregarded in many environments. Western managerial approaches are not attractive to all managers
in the region. Polish, Slovenian and Croatian managers seem to be much more inclined to the
American management model than Czech, Hungarian and Slovak ones.

Planning and control as management functions are rather well in use in Central European transitional
countries and their quality is not unacceptably poor. On the other hand, organizing and leading as
management functions, despite having changed significantly, still display many weaknesses, mostly
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based on the lack of appropriate managerial knowledge and the persistence of old managerial values,
stereotypes and mentality.

The transition has apparently produced a significant rejuvenation of the managerial classin the
Central European transitional countries. It means that, even though less managerial experienceis
present in the region, there is a greater potential for learning, creating and innovating. In spite of the
enormous volume of managerial learning that has taken place in the analyzed transitional countriesin
the last decade, managers are still not so well equipped with managerial knowledge as their Western
counterparts. They will still have to ‘run behind’ their Western colleagues and try to close the
relevant gap in the future.
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3
Central Europe 2

‘Valeysof Tears’

| ntroduction

South-Eastern Europe comprises the countries of the Balkan peninsula that were historically part of
the Ottoman Empire and whose populations adhere predominantly to the Orthodox and Moslem
religions. The following countries may be considered as constituting South-Eastern Europe:

Romania, Bulgaria, Serbia and Montenegro (the two remaining components of the former

Y ugoslavia), Bosnia-Herzegovina, the former Y ugoslav Republic of Macedonia (FY ROM) and
Albania. Internal and external conflicts have seriously hampered the transition process in many of the
countries of the former Y ugoslavia and have also influenced developments in neighbouring countries.
Overal, the outcomes of transformation have been slow to materialize so that the countries of South-
Eastern Europe are generally regarded as slow achievers in effecting the transformation of their
economies from a command to a market system.

The transformation of the former communist economies of Central and Eastern Europe (CEE) has not
involved a uniform experience. The collapse of the communist regimes presented the successor
governments with arange of problems and, in some respects, opportunities which varied in their
nature from country to country. Within CEE, Albania, Bulgaria and Romania can be considered as
belonging to a group of countries which experienced a high degree of difficulty in facing the
transformation process. Exploring the nature of and reasons for this difficulty is one of the objectives
of this chapter. One perspective, ‘path dependence’ (Stark, 1992), places particular importance on
inherited factors and the starting position of countries at the beginning of the transformation process.
Another perspective (World Bank, 2002) highlights concepts such as discipline and encouragement
(contrasted with protection and discouragement) as underlying principles of the transformation
process, with discipline and encouragement contributing to positive developmentsin the countries
concerned. The introductory section of this chapter, moreover, investigates similarities and
differences between the three countries as a basis for understanding their post-communist

devel opment.
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Historical background

Following the partition of the Roman Empire in 395, South-East Europe (often referred to as the
Balkans) became part of the Byzantine Commonwealth, aterm used by Obolensky (1971) to denote
the area of Byzantine political and cultural influence. This area stretched beyond the Balkans to
include Romania, the lands on both sides of the middle Danube and Russia. For over a thousand
years, Byzantine influence predominated although it was challenged both in the religious and
political spheres, for example by Bogomilism in the case of the former and the First and Second
Bulgarian Kingdoms (852-1018 and 1185-1396) in the case of the latter.

Byzantine rule was ultimately broken with the Fall of Constantinople to the Ottoman Empirein 1453
and the advance of the Ottomans into Europe was not halted until 1683 at the gates of Vienna. The
subsequent period up to the early twentieth century in the Balkans was marked by Ottoman
domination and the attempts of various territories to extricate themsel ves from Ottoman rule.
Romania had been ruled by the Ottomans from 1526, even though this rule was mediated in the
eighteenth century by Phanariots, Greeks loyal to the Ottoman Empire. An independent Romanian
state did not emerge till 1878.

Bulgaria had become part of the Ottoman Empire in 1396. It was only in 1878 that Bulgariagained a
measure of independence by becoming a principality subject to the Sultan, although even then
southern Bulgaria (Eastern Rumelia) remained an Ottoman province. Full independence was obtained
in 1908. Albania was occupied by the Ottoman Empire in the latter part of the fifteenth century and
did not become an independent state until 1912.

The period after the First World War confirmed a reduction in the presence of Turkey, the successor
to the Ottoman Empire, in Europe to asmall area around Istanbul and raised the profile of the other
states in the Balkans. Romania benefited in particular from the defeat of the Austro-Hungarian
Empire and Russia’s capitulation. Its territory expanded to include Transylvania (from Hungary) and
Bessarabia (from Russia) and nearly one quarter of its population consisted of other nationalities
(Wiskemann, 1966:267).

The countries of the region were strongly influenced and affected by the rise of Fascism and Nazism.
Albaniawas annexed by Italy in 1939, although the country succeeded in liberating itself in 1944
under the leadership of the communist Enver Hoxha. Romania and Bulgaria, in contrast, were
occupied by the Soviet Union and were incorporated in the so-called Soviet bloc. For a chronology of
developments since the 1940sin the region (Figure 3.1).

Cultural background

The Byzantine heritage and Ottoman rule had a profound and lasting influence on culture in the area.
However, the context in which culture operates is extremely complex. Even today, the pattern of
cultureis characterized by
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1944 Liberation of Albaniafrom Axis forces by communists under Hoxha

1948 Albania seversties with Yugoslavia

1954 Zhivkov becomes First Secretary of the Bulgarian Communist Party

1961 Albania severs ties with USSR

1965 Ceausescu becomes General Secretary of the Romanian Communist Party
1977 Albania seversties with China

1980s  Ceausescu’s ‘shock therapy’ to repay foreign debt

1985 Death of Hoxha

1989 Zhivkov deposed; Ceausescu executed

1990 Collapse of communist régimesin Bulgariaand Romania

1991 Collapse of communist régime in Albania. Bulgarialaunches ‘shock therapy’
1992 Start of reform processin Albania; Black Sea cooperation in form of 100se association
1996-97 Economic crisisin Albania, Bulgaria and Romania

1997 Collapse of Albanian pyramid schemes

1998 Black Sea Economic Cooperation Organization (BSEC) established

Figure 3.1 Developments in the region since the 1940s.

great variety. For example, while states differentiate themselves from each other by reference to
ethnic and historical origins, thereis still considerable internal diversity both in terms of ethnic origin
and religion, although ethnic diversity has tended to diminish (see Magris, 1997). Romania, for
example, has a sizeable Hungarian minority and Bulgaria a Turkish minority. While predominantly
Muslim, Albania has Orthodox and Catholic communities. Furthermore, the Jewish and Protestant
communities had also influenced the cultural situation of the region. Ethnic and religious differences
often, but not always, align.

Furthermore, the countries of the region were until the middle of the twentieth century largely
agricultural and relatively poor. Cultural values were thus also influenced by economic activity.
Largely agricultural communities, characterized by arelatively high degree of religious and ethnic
diversity and having experienced centuries of occupation, tended to display ‘Gemeinschaft’ values
(Tonnies, 2001 [1887]) which were focused on circles of family and close friends. The legacies of the
Orthodox Church and Ottoman rule have supported autocratic, patriarchal styles of leadership, which
were often consonant with the style of management adopted by the communists after the Second
World War.

General background

Whilst Albania, Bulgaria and Romania may be regarded as laggards among CEE countries
undergoing transformation, each country has had its own distinctive experience of post-communism



asit had of the communist era. Albaniawas for decades one of the most idiosyncratic and reclusive
communist



Page 57

regimes. Albania managed to form close relations and then break with a series of communist states:
Albania abandoned its links with Y ugoslaviain the late 1940s; the Soviet Union in 1961; and China
in 1977. Albania was a totalitarian regime which after the break with China became aimost entirely
introspective and autarkic. Bulgariain contrast was the Soviet Union’s most loyal and placid ally and
a ‘byword for acquiescence and conformity with the Soviet model’ (Crampton, 1997:241).
Throughout the communist period, Bulgaria gave the Soviet Union very little cause for concern.
Romania, on the other hand, while remaining a member of COMECON, pursued nationalistic
policies not always approved by nor agreeable to the Soviet Union. Especialy from the late 1960s
under Nicolae Ceausescu, Romania pursued foreign policies which challenged the demanded sub-
servience to Moscow, for example, by cultivating closer links with the West and China. In the
economic sphere too, Romaniaresisted Soviet proposals to remain predominantly a producer of
agricultural products and created its own base of heavy industry. Moreover, in the 1980s Romania
pursued a policy of repaying al its foreign debts which caused considerable hardships to the
Romanian population. Not surprisingly at the beginning of the 1990s, Romania was one of the most
impoverished countries in CEE, although not as poor as Albania.

In spite of differences in the nature and orientation of the respective regimes, Albania, Bulgariaand
Romania under communism underwent similar processes of economic change involving such factors
as the imposition of the pre-eminence of state-owned property and assets, the collectivization of
agriculture and the promotion of heavy industry. All three countries exhibited the general features of
a centrally planned command economy, with economic decisions taken by governmental bodies
responsible to the leadership of the respective communist party.

All three countries were also characterized by continuity of political leadership. Enver Hoxha ruled
Albaniafrom 1944 to his death in 1985. After 1985 Hoxha’s policies were maintained by his
successor Ramiz Aliaand Hoxha’s widow (Brogan, 1990:182). In Bulgaria, Todor Zhivkov had been
the de facto ruler from 1954 until hisremoval in a ‘palace coup’ in late 1989, whilst in Romania
Ceausescu had been in power from 1965 until his execution at the very end of 1989. It was not until
December 1991 that the communist regime in Albania actually collapsed. Even in Romania and
Bulgaria, the demise of the regimes did not occur until 1990. In this respect the three countries were
very much late adherents to the transformation process.

What was the legacy of the communist regimesin Albania, Bulgaria and Romania? The economic
policies pursued under communism had left Albania and Romaniain particular severely
impoverished. All three countries, moreover, showed signs of distorted economic structures. The
push for industrialization in countries which had been overwhelmingly agricultural before the
communist take-overs often led to the creation of industries and enterprises with a political rather
than an economic justification. Policies of
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full employment, moreover, encouraged an inefficient use of human resources. Signs of a
fundamental economic crisis began to emerge in the 1980s. In Albania, economic difficulties were
aggravated by lack of investment, reliance on outdated technology and a backward agricultural sector
aswell asthe overarching isolationist position of the regime (Kume and Llaci, 2000:106).

Bulgaria, among the CEE economies, was the most highly integrated within COMECON. Aswell as
being amgjor supplier of food products, Bulgaria also specialized in the production of items such as
fork-lift trucks and some computer products. Overall, Bulgaria was a major beneficiary of the
mechanisms developed by COMECON, including its specialization schemes. According to official
statistics, Bulgariain the late 1980s was reported as having the third highest GDP per head in CEE
after the former German Democratic Republic (GDR) and Czechoslavakia (Lavigne, 1999:48).
Whilst, at least for the first 25 years of its existence, it iswidely accepted that the regime improved
the living standards of the vast mgjority of the population, this was achieved by strict adherence to
the Soviet model. Unlike in other COMECON countries, such as Hungary and Czechoslovakia, there
was little experimentation with economic reforms. Considerations of the increasing decentralization
of industry were dropped following the crushing of the Prague Spring in 1968. Proposed enterprise
reforms in the 1980s, involving workers’ self-management and the election of directors, caused only
‘massively destructive dislocation in economic administration’ (Crampton, 1997:213).

The communist regime transformed Romania from an agricultural to an industrial economy and by
the 1970s the population enjoyed relative prosperity. The economy, moreover, had been a net
exporter of raw materials and energy. The situation changed dramatically with Ceausescu’s decision
to pay off all of Romania’s foreign loans by increasing exports. The ‘export drive’ of the 1980s
required the import of raw materials and energy in order to meet industrial demand. At the same time,
domestic demand for products and energy was strictly rationed in order to maximize exports. This
policy placed the population under considerable hardship and the 1980s have been described as the
decade of Ceausescu’s ‘shock therapy’ (Shen, 1997).

At the time of the collapse of the communist regimes, the economies of Albania, Bulgariaand
Romaniawere already experiencing considerable difficulties. These difficulties would, moreover, be
exacerbated by the change of system. Neither the national-communist policies of the Albanian and
Romanian regimes nor the heavy reliance on COMECON of the Bulgarian economy represented an
adequate basis for the change to a market economy.

Exter nal/macro issues/factors

Economic policy and structural reforms

Following the collapse of the communist regimes and the consequent change of system, all countries
implemented policies to develop market economies.
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Such policies included policies relating to prices, competition, trade, public spending and monetary
policy. Key issues related to the speed of implementation of these policies, i.e. whether the country
should be subjected to ‘shock therapy’ or a more gradual transformation, and the sequencing of
particular aspects of the policies. Irrespective of these issues the system change in itself represented a
kind of shock therapy as the fundamental elements of the command economy were abandoned and a
market system was introduced.

The stabilization packages introduced in CEE to carry out the transformation comprised a number of
elements including the liberalization of prices and domestic trade; balancing of the government
budget; arestrictive monetary policy; an incomes policy; and aliberalization of foreign trade
(Lavigne, 1999). Price liberalization was intended to introduce transparency of costs and eliminate
subsidization and cross-subsidization of goods and services. The aim of balanced governmental
budgets was to contain inflation and promote efficient administration. Through restrictive monetary
policiesit was intended to re-establish a positive real interest rate, while incomes policies sought to
inhibit wage inflation caused by employees resisting the establishment of market wages. Finally,
foreign trade liberalization was proposed as a means of promoting competition and engaging in the
international economy; furthermore, it assisted the determination of real exchange rates, generally by
devaluation of the domestic currency (Lavigne, 1999:115).

In Bulgaria, a ‘shock therapy’ approach was introduced in early 1991 but implemented inadequately.
In spite of a stringent monetary policy, fiscal policy lacked consistency. While many prices were
liberalized in early 1991, the prices for energy and housing were still being controlled in 1993-94.
Romania, on the other hand, adopted a more gradualist approach, possibly because further ‘shock
therapy’, following the sufferings of the 1980s, would have been politically unacceptable. This
approach, initiated in November 1990, resulted in ineffective credit and fiscal policies. While prices
were liberalized in three stages between November 1990 and July 1991, price controls were re-
imposed in 1993. Nevertheless, by 1995 all prices except those for energy had been liberalized.

With regard to the exchange rate, this remained to al intents and purposes regulated in Romania until
1997, while Bulgaria pursued a ‘managed float” regime (Lavigne, 1999:131). Incomes policiesin
both countries, moreover, involved wage bill taxes complemented by tripartite negotiations
(Romania) and collective bargaining (Bulgaria). In spite of the incomplete implementation of the
adopted transformation strategy both in Bulgaria and Romaniareal interest rates were positive by
1994,

In Albania, the reform process did not begin in earnest until 1992 following the election victory of
the Democratic Party. In a one-year programme between 1992-93 comprehensive price and exchange
system reforms were implemented, coupled with fiscal and monetary control This one-year
programme was followed by a three-year programme (1993-96) of further reforms.
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The impact of the system change and stabilization packages manifested itself in arange of economic
indicators. In all three countries GDP and industrial output fell, while consumer prices and the rate of
unemployment rose. By 1995, GDP in Bulgaria and Romaniawas only 76 and 85 per cent,
respectively, of its 1989 level. In both countries, gross industrial output had fallen to 57 per cent of its
1989 level. Moreover, consumer prices had undergone considerable annual increasesin the early
years of the system change, peaking at almost 340 per cent in 1991 in Bulgaria and 296 per cent in
1993 in Romania, subsequently falling to around 30 per cent in both countries by 1995. At the same
time, unemployment had risen from zero to around 10 per cent of the total labour force.

The situation in Albania was somewhat different. Although Albaniafaced many of the problems
experienced by Bulgariaand Romania, the collapse of industry drove many Albaniansinto
unemployment or back into agriculture. By 1993, 40 per cent of the labour force was unemployed
and 10 per cent of the population had emigrated (Goldman, 1997:72). However, the reform packages
appeared to be working effectively and the country was regarded as one of the success stories of the
East European transformation (Kume and Llaci, 2000:108). From 1993, GDP began to grow and
inflation declined to 6 per cent in 1995. Nevertheless, Albania remained the poorest country in
Europe.

The conditions in the three countries, however, became critical in 1996-97. Bulgaria experienced a
two-year crisiswith falling GDP and soaring inflation. Lavigne (1999:141-42) explains the Bulgarian
crisisin terms of the impact of weaknesses insufficiently counterbalanced by assets which might have
had a mitigating effect. Bulgaria’s liabilities included the devastating impact of the dissolution of
COMECON which resulted in Bulgarialosing most of its traditional markets; the enormity of its
foreign debt burden estimated at $12 billion (Crampton, 1997:217); the legacy of SOEs which were
not privatized in order to safeguard employment and continued accordingly to be subsidized by the
state-owned banks; inconsistent implementation of macro-economic policy, in particular regarding
the base interest rate which resulted in a push to inflation, alossin public confidence and arun on the
Bulgarian currency.

The situation in Romaniain 1997, while not as drastic asin Bulgaria, displayed many of the
symptoms of the Bulgarian crisis, with declining GDP and rising inflation. Even more dramatic in
some respects than the Bulgarian events was the collapse of the Albanian pyramid schemesin early
1997. While pyramid schemes were not a purely Albanian phenomenon, by 1996 they affected the
whole country and accounted for 60 per cent of GDP (Kume and Llaci, 2000:116). The numerous
pyramid schemes sucked in the population’s savings, assets and remittances from abroad. The
massive expansion of these schemes was fuelled amongst other factors by the general poverty of the
population, lack of knowledge of the market system and insufficient measures by official bodies to
counteract the influence of the schemes. The collapse of the pyramid schemes resulted in many
Albanianslosing all their savings and investments and the country came close to a state of complete
socia breakdown.



Page 61

As adirect consequence of the events of 1996-97, the three countries re-intensified the
transformation process. In Bulgariaand Romania, price liberalization was completed in 1997.
Moreover, the currency was more closely aligned to international exchange rates, with Bulgaria
linking the lev to the German mark and Romania letting the exchange rate float (Lavigne, 1999:131).
In Albania, in order to strengthen control, the government tightened monetary and fiscal policies and
proceeded with structural reforms. The GDP rose again in 1998 and inflation was brought under
control, although unemployment remained high. The economy, moreover, continued to benefit
extensively from the remittances of Albanians working abroad.

Thefirst decade of transformation had proved extremely challenging for the three countries. The
initial system shock had been followed by abrief period of recovery. The crises of 1996-97 served as
reminders that transformation needed to be carried out profoundly and consistently and, since the
crises, there is some evidence of improving economic performance. However, Bulgaria and Romania
were still along way off achieving the level of GDP registered in 1989 (in 2000 in Bulgaria GDP was
70 per cent of that of 1989, in Romania 77 per cent (EBRD, 2001a:167)). Albania, whilst having
achieved the 1989 level of GDP, remained the poorest country in Europe. A further consequence of a
decade of transformation was the massive shrinking of the industrial sector, accompanied by an
expansion of services. The situation was particularly striking in Albaniawhere agriculture overtook
the industrial sector and in 2001 accounted for 49 per cent of GDP (World Bank, 2002).

The implementation of new economic policies following the system change also involved a range of
structural reformsin order to create the framework and conditions for a market economy. Of
particular significance were previously mentioned policies on prices, wages, interest and exchange
rates as well as competition policy and laws on foreign direct investment. A further significant aspect
of the reforms was the restructuring of the banking system to create a two-tier system. In Bulgaria
and Romania, banking reform was undertaken in the early 1990s. Further developmentsin the
financial sector included the establishment of stock exchanges in Sofia (1992), Bucharest (1995) and
Tirana (1996), although the volume of their activity remained discrete.

The issue of monetary policy and banking reform were in many respects pivotal to the transformation
process. The maintenance of traditional relationships between enterprises, banks and government
generaly resulted in the continuing subsidization of inefficient SOES by state-owned banks drawing
on the resources of public finance. The failure to eliminate ‘soft budgets’ (Kornai, 1992) was a
primary cause of the Bulgarian and Romanian crises. The need to contain public spending and use it
efficiently and effectively has, moreover, had to be balanced against other requirements such as the
provision of social welfare, even if only at arelatively low level. Strict monetary policies were
clearly difficult to implement in conditions of a shrinking, or only slowly growing, economic base
and substantial external
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debt. Even though Bulgariais an extreme case, in 2000 the total national debt was equivalent to 86.5
per cent of GDP (World Bank, 2002).

Privatization

The privatization of state-owned assets has been considered the primary mechanism for achieving the
transformation from a command to a market economy (Lavigne, 1999:162). In Albania, Bulgaria and
Romaniathe process of privatization has been slow, influenced in part by the legacy of large and
inefficient SOEs. Whilst some legislation was passed in the early 1990sin al countries, even the
privatization of small enterprises proceeded at a slow pace in Bulgaria and Romania (Lavigne,
1999:123). In Albania, while privatization in agriculture, housing and the SME sector made rapid
progress, this was not the case with the SOEs (Hashi and Xhillari, 1997).

Nevertheless, the private sector soon out-performed the state-owned sector in terms of contribution to
GDP. By 1997, 75 per cent of Albania’s GDP, 60 per cent of Romania’s and 50 per cent of
Bulgaria’s originated from the private sector. However, these figures are as much areflection of the
decline in output of SOEs as of the growth of the private sector. Certainly, by 1997 small-scale
privatization had been virtually completed in all three countries (in Albania the process was actually
completed). However, the privatization of large-scale enterprises remained problematic. Albaniawas
still very much at the beginning of the process, while in Bulgaria and Romania less than 50 per cent
of state assets had been privatized. Where privatizations had occurred there was substantial insider
ownership and ineffective corporate governance mechanisms (EBRD, 1998). Large-scale
privatization was also impeded by the limited interest on the part of potential foreign investors.

In all three countries, the process of large-scale privatization was revived and intensified after the
1996-97 crises. In 1998 the Albanian government initiated a large-scale privatization programmein
the telecommunications, el ectricity, petroleum, gas, transport, banking and insurance sectors. Some
successes have been registered with a Greek—Norwegian consortium acquiring Albanian Mobile
Communications and V odafone obtaining a second licence. Moreover, a Turkish bank acquired a
majority shareholding in the National Commercial Bank (Studio Legale Tonucci e Economisti
Associati, 2002). In spite of these acquisitions large-scale privatization remains problematic.

Similar difficulties face Bulgaria where the relative smallness of the market as well as the kind of
industrial assets available for privatization had not tended to be particularly attractive for potential
investors. Asthe Bulgarian general manager of a Bulgarian-foreign joint venture commented: ‘The
atmosphere is difficult, you must be very brave and tough to invest in Bulgaria’ (Koparanova,
1998:38).

In Romania, the privatization process, even after 1997, has been beset by lack of clarity between
coalition partners. Even though the process was speeded up and some significant privatizations
occurred in the telecommuni-
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cations and banking sectors, little progress was made in privatizing the large state monopolies, the
regies autonomes.

New firm development

The development and, in particular, the creation of small businesses have been considered as central
elements of the transformation process (Bateman, 1997:222). The development of small businesses
was seen as a means of counteracting the preponderance of the large SOEs, fostering more flexible
markets and creating employment opportunities.

As mentioned in the previous section, small-scale privatization was to al intents and purposes
completed by 1997 in Albania, Bulgaria and Romania. However, continuing high levels of
unemployment indicate that the growth of small businesses has been insufficient to absorb employees
shed by large enterprises. Small firm development appears driven, nevertheless, more by the decline
of established companies and the consequent rise in unemployment (the so-called Birmingham
model) than by entrepreneurs responding to opportunities created by the system change (the Budapest
model) (Bartlett and Prasnikar, 1995). Certainly, small businesses and entrepreneurs have not been
encouraged by bureaucratic inflexibility, lack of finance, difficulties with property acquisition and
limited government support.

The European Commission (Commission of the European Communities, 2001a, 2001b) has noted the
ongoing difficulties experienced by SMEs in Bulgaria and Romania, whilst acknowledging that the
situation has improved. Nevertheless it reports that there are still significant administrative barriersin
Bulgariato SME creation and management. Moreover, the business environment in Romaniais
described as hostile and unfavourable to SMEs (Nicolescu, 2001). Not surprisingly, considerable
business activity is conducted in the informal sector.

As Kume and Llaci (2000) have noted with regard to Albania, greater state intervention isrequired to
support new firm creation and development, including financial support; organizational support in the
form of training and consultancy; and institutional support through establishing a positive legal
framework and infrastructure.

Capital and labour

The relationship between capital and labour evolved as a consequence of the system change. Under
the communist regimes the trades unions, as representatives of the labour force, had been closely
linked to the ruling communist parties and involved in the development of policies and enterprise
management. Proposed reforms in Bulgariain the 1980s had included workers’ self-management and
the election of enterprise directors. Ideo-logically at least, labour, the working class, was considered
the pre-eminent social grouping in the communist regimes.
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Privatization, obviously, saw the re-emergence of capital as a significant economic and social force,
even though the outcomes of privatization included widespread examples of insider buy-outs
involving both managers and employees. In Romania, for example, management and employee
buyouts were in theinitial years of transformation the most common form of privatization.
Consequently, labour issues are not always necessarily clearly polarized between capital and |abour
as both parties had a common interest in extracting as much financial and other support as possible
from governmental sources. In addition the representatives of the employer associations often failed
to establish a united approach. In Romaniaincomes policy allowed for tripartite negotiations on
nominal wage levels and in Bulgaria collective bargaining (Lavigne, 1999:131). Nevertheless, there
have still been substantial company closures and job losses. In Bulgaria, for example, these have been
particularly high (Edwards and Lawrence, 2000:97).

The system change in the respective countries witnessed the establishment of independent trade
unions. In Albaniatrade union activity has been limited historically and was subservient politically to
the communist regime. There are now approximately 50 trade unions. Around half of the unions are
members of three trade union confederations, of which the Union of Independent Trade Unions of
Albania (UITUA) and the Albanian Trade Union Confederation (ATUC) are the largest (Llaci and
Kume, 2002). In Bulgaria most trade union members belong to CITUB (Confederation of
Independent Trade Unions of Bulgaria), the former communist trade union. The CITUB clamsto
have around 3 million members (The Europa World Year Book 2002, 2002).

There has been a greater fragmentation of trade union membership in Romania. The largest union is
the Nationa Trade Union Bloc, established in 1991 with ca 3.4 million members (The Europa World
Year Book 2001, 2001). Other unions with sizeable membership include Alpha Cartel, established in
1990 and with 1.1 million members and the Confederation of Democratic Trade Unions of Romania,
established in 1994 and with 640,000 members.

Although the trade unions, particularly in Bulgaria and Romania, have been able to exert acertain
political pressure and mitigate somewhat the impact of the system change on their members and the
population in general, the unions have not been able to resist the pressures of the system change,
including increasing unemployment and declining real wages. According to Martin (1999:130) the
relationship between capital and labour has been characterized to alarge degree by ‘labour
guiescence’.

Regional and global links

The system change and collapse of COMECON have resulted in the development of new global and
regional relationships. Romania’s independent foreign policy had caused it to join the WTO in 1971
and the IMF in 1972. Bulgaria, because of its acquiescence to Soviet dominance, joined the IMF
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only in 1990 and subsequently became a full member of the WTO. Albania meanwhile joined the
IMF, World Bank and the European Bank for Reconstruction and Development (EBRD) in 1991.
The main aspiration of Bulgaria and Romania, however, isto join the European Union. Both
countries signed association agreements with the European Union in 1993 but are not among the first
group of former communist states to gain accession. Nevertheless, both countries are working
towards meeting the comprehensive conditions considered necessary for EU membership. The
significance of EU membership for these two countriesis indicated by the extent of trading relations
between the respective countries and the 15 member states of the European Union. By 1997 trade
with the European Union accounted for 56 per cent of Romania’s exports and 52 per cent of its
imports (Commission of the European Communities, 1999b). In the case of Bulgariathe figures were
43 and 37 per cent, respectively (Commission of the European Communities, 1999a).

As both countries are unlikely to be granted accession in the near future, other closer relationships are
of significance. Romaniajoined CEFTA in 1997 and Bulgariain 1998. Membership of CEFTA
liberalized trade between the two countries and former members of COMECON in Central Europe
(CEFTA was founded in 1991 by Poland, Hungary and Czechoslovakia).

Bulgaria, moreover, has entered into bi-lateral trading agreements with neighbouring countries such
as Turkey and Macedonia and has been, with Romania, a keen promoter of a Black Seatrading area,
of which Albaniawas also afounder member. Although the countries have not found it easy to
establish new regional and global links since the system change, the reorientation of trade provides
substantial evidence of changing relationships. To take the case of Bulgaria, in 1990 trade with the
former USSR accounted for 50 per cent of trading turnover (Kolev and Pencheva, 2001:379). By
1999, 50 per cent of Bulgaria’s trade was with the European Union (Kolev and Pencheva, 2001:386).
In comparison to Bulgaria and Romania, Albania’s economic position has been extremely precarious
and the country has depended considerably on financial support from the IMF, the European Union
and the United States. Since the mid-1990s imports have been far in excess of exports and the
balance of payments situation would have been far worse had it not been for the substantial
remittances of Albanians working abroad. These remittances annually exceeded the value of
Albanian exports over the period 1995-2001. Albania’s main trading partners are Italy and Greece
which accounted respectively for 72 and 12 per cent of exports and 33 and 29 per cent of importsin
the first nine months of 2001 (Studio Legale Tonucci e Economisti Associati, 2002:5).

Foreign direct investment

Foreign direct investment has been regarded as one of the key drivers of post-communist
transformation as it brings in capital, a wide range of expertise,
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broader management skills. Not surprisingly, Michailova and Hollinshead (1998) found that HRM
practices in a Bulgarian enterprise they investigated were ‘amosaic of policies, some of which were
established in the previous era, sometimes masgueraded in a more modern guise, and others
representing pragmatic adjustment to the new situation’. Moreover, Vatchkova (2002) found that the
adoption of HRM practices has not been consistent and there has even been aregression in some
areas.

Marketing

The development of marketing has not proved an easy process. In Romania, for example, marketing
and sales have been regarded by managers as |low-status activities (Lascu et al., 1997:188) whilein
Bulgariathereis evidence of a certain resistance to marketing (Kozminski and Yip, 2000).
Nevertheless, a more modern approach to marketing has been driven by the presence of foreign
companies on the respective national markets.

Operations

Production was regarded as the major function under the former system and continuesto play a
significant role. Many managers have atechnical background and are regarded as possessing good
technical skills. Bulgaria, moreover, inherited a strong base in information technology as a result of
the division of labour within COMECON. This foundation in technical skillsis, however,
undermined by the widespread incidence of obsolete technology, although many companies have
attained various | SO certifications, while those companies undertaking sub-contracting work for
multinational companies have had to meet even more stringent requirements.

Finance

The development of financial strategies has been held back by the slow pace of transformation. In all
countries, soft-budget constraints persisted throughout the 1990s. As a consequence of poorly
developed financial and equity markets, lax bankruptcy legislation and the persistence of practices
such as inter-enterprise debt, financial discipline has in many instances been weak and has hindered
the development of what might be considered real financial strategies.

Research and development

General conditions have not encouraged development of R& D except in cases of considerable
external pressure such as the need to meet sub-contracting obligations and raise product quality.
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Organizational structures and cultures

There have been some general trends in the development of organizational structures. First, there has
been increasing decentralization and fragmentation as central planning authorities relinquished their
grip and large SOEs were ‘unbundled’, normally prior to privatization. As has already been
discussed, this process has been relatively slow. Second, enterprises have amended their traditional,
predominantly functional structures to incorporate new marketing and sales departments.

The development of organizational cultures has to alarge extent paralleled the privatization and
corporate restructuring process. Where companies have continued to be shielded from the impact of
market forces, with state subsidies and other forms of governmental interference, the corporate
culture has changed little since the system change. In companies exposed to market conditions and
competition, a more dynamic, market-oriented culture has emerged. According to Kelemen and
Hristov (1998) only a small number of Romanian companies had enacted some form of cultural
change, while Dumitrescu’s (1997) study indicated that pressures for culture change were more likely
to be present in companies run by foreign managers. In Bulgaria, Todeva (1996) found that privatized
companies and new entrepreneurial companies were increasingly driven by the profit motive, whilst
the cultures of SOEs were influenced more by the security-seeking behaviour of managers and
employees.

Management styles

In all three countries, management styles are predominantly authoritarian and autocratic. These styles
reflect both the legacy of communism but also aspects of the respective national cultures. Michailova
(1996) refers to atraditional Bulgarian characteristic of an inflexible attitude to power. Several
authors (Michailova, 1996; Todeva, 1996; Koparanova, 1998) have exemplified thisinflexibility by
reference to managers’ views and use of information. Information had been a key source of power for
communist officials and remained so for managersin all types of enterprise after the system change.
Moreover, managers both retained and manipulated information resulting in a management style
which was authoritarian and, at least to a degree, manipulative (Aaby et al., 1997). However, while
the autocratic style of management is generally accepted by older employees, younger employees
expressed a preference for a more consultative and consensual style (Reeves-Ellington, 1998).
Thereis, however, evidence that management styles are becoming more differentiated according to
company type (Todeva, 2000). Managers in state-owned companies have remained generally passive
and reserved, even if more adaptable. In contrast, managers in privatized companies have frequently
developed more entrepreneurial attitudes and patterns of behaviour and,
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compared to their counterparts in the state sector, are likely to be more dynamic, proactive and risk-
taking (Aaby et al., 1997).

In Romania too, management style tends to be autocratic, with superiors expecting obedience from
their subordinates and stifling individual initiative. This approach is particularly pronounced in
private companies where owners, who are often also the managing director, exert their personal
power and authority (Catana and Catana, 1996). Kelemen (1999), moreover, paints a picture of
Romanian managers needing to know and control everything. Not surprisingly, Romanian managers
are perceived more as leaders than professionals and consequently are expected to meet their
employees’ expectations in areas such as providing job security for employees and employment for
family and friends (Gehmann, 1996).

There is some evidence, however, that the management style is beginning to change. Olaru (1998)
has identified a group of managers who are more conciliatory in their approach, even though they
could be tough and inflexible if the need arose. Change was also noted among Romanian managers
working for foreign companies as they responded to the expectations of their employers (Dumitrescu,
1997).

Few data are available on management in Albania. Nevertheless, there are grounds for assuming that
the management styleis, asin Bulgariaand Romania, predominantly autocratic because of the
experience of communism and the influence of the traditional hierarchical and strongly patriarchal
structure of Albanian society (Doja, 2000), although managersin the old SOE investigated by Lee
and Luthans (2000) expressed a preference for a democratic style.

Management development

All three countries faced a manifest managerial deficit as a consequence of the system change.
Managers tended under the former system to be well educated, but largely from atechnical
viewpoint. In Romania, for example, 68 per cent of managers were qualified in engineering and a
further 21 per cent in economics. Moreover, as noted by Dumitrescu (1997), managers attached a
greater importance to knowledge than to skills.

There was a substantial need for managerial training and retraining in the 1990s, especially in areas
related to the new market environment. Part of the ‘knowledge gap’ was filled by individual initiative
but much was provided and supported from outside the countries themselves, for example, by the
European Union and other international bodies as well as by foreign universities. In Bulgaria, for
instance, new private universities were founded such as the American University and the New
Bulgarian University, providing franchized courses from the United States and Western Europe
(Kozminski and Yip, 2000). Similar developments have taken place in Romania, where around 20
private universities, such as the Romanian American University in Bucharest and the Danubius
University in Galati, are in operation. In
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Albania, where there are as yet no private universities, management devel opment has been
spearheaded by foreign providers such as the University of Nebraska-Lincoln (Lee and Luthans,
2000; Lee and Trimi, 2001).

The process of developing a sufficient cadre of well trained managersislikely to require substantial
investment and time. Many managers in these countries were educated and trained under the former
system and the general experience since the system change has been characterized by a widespread
persistence of traditional attitudes and behavioursin the political, economic and social spheres.
Catana and Catana (2002) have indicated that there has been little progress in management
development in Romania since the system change and that Romanian managers pay little more than
lip-service to the concept of market orientation. Such factors, irrespective of the volume of advanced
Western management education provided, slow down the development of what may be regarded as a
modern managerial group.

Outcome and performance: empirical evidence

As the previous sections have argued, the transformation of the economy and of management has
been relatively slow, especialy when compared with that of the countries of Central Europe and the
Baltic states. Nevertheless, there has been development with regard to privatization and corporate
restructuring, the establishment of new firms, FDI and integration into the regional and global
economy and management styles. The internal drive to achieve such changes has, however, been
relatively limited.

The evidence in fact suggests that change is more likely to result from external pressures, such as
foreign ownership of companies, and the aspiration to join the European Union, with countries
responding to externally set targets.

Evaluation and conclusion

Albania, Bulgaria and Romania are representative of a group of countries which have experienced
severe problems in the process of transition to a market economy (Kraft, 1999). Developments since
the collapse of communism have been uneven, athough there has been evidence of an increased
urgency to undertake and implement reforms since the 1997 crises. One contributory factor for the
severity of the problems has been the initial conditions prevailing in the countries concerned,
supporting Stark’s (1992) concept of ‘path dependence’. A combination of rigid economic structures
and limited exposure to reform created a legacy of national economies with considerable distortions
from an economic point of view. These unfavourable initial conditions were not assisted by a general
policy direction of protection and discouragement (World Bank, 2002) which held back the
privatization of SOEs and the imposition of overall financial discipline. At the same time, insufficient
encouragement was given to new and privatized enterprises to operate effectively under competitive
market conditions.
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The development of the economies of the three countries was further hampered by events outside
their control such as the conflicts engendered by the collapse of Y ugoslavia which deprived the
countries of trading opportunities with part of their natural hinterland. In Bulgaria’s case, the
situation was further exacerbated by the Gulf War, as aresult of which Bulgaria sustained
considerable financial losses as Iraq had been a significant trading partner.

Furthermore, economic policy has not always been appropriately defined or implemented and
necessary structural reforms have evolved only slowly. Privatization of SOEs has till to be
completed and has detracted attention from supporting new and privatized companies which
represent the more productive sectors of the respective economies.

Conditions in the three countries have consequently been generally unattractive for foreign investors.
Voinea (2002) has argued that FDI has had only alimited impact on the Romanian economy and, as a
result, the Romanian economy is insufficiently globalized (Postelnicu and Postelnicu, 2002).
Mocearov (2001) and Bodea et al. (2002) have also commented that Romania and Bulgaria are no
more than members of a peripheral ‘club’ of the European Union. The above comments apply more
or less equally to the countries studied in this chapter, with the further observation that Albaniais
overwhelmingly dependent on economic links with Italy and Greece and on the remittances of
Albanian emigrants often working illegally in these two countries. The degree of extroversion of the
respective economies, already high in the case of Albania, islikely to increase if domestic
opportunities fail to materialize. Emigration, however, is just one facet of the social problems— to
which unemployment and poverty must be added — affecting these countries. Even though the
European Commission has mooted 2007 as a possible date for Bulgaria’s and Romania’s entry into
the European Union, this appears optimistic in view of the economic situation in these countries (The
Economist, 22.11.2003). For example, GDP per head is considerably lower — at below $2000 — than
that of other prospective entrants and way below the EU average of $21,675 (Evans-Pritchard, 2002).
At the enterprise level, moreover, much still needs to be done to establish efficient and competitive
companies. Until competitive markets are brought about, companies will be able to continue resorting
to uncompetitive and, in some cases, corrupt behavioursin order to survive. Within companies, too,
numerous issues still need to be addressed, including that of corporate governance and transparency
of conduct and operations. Referring to Bulgaria, Peev (2002) has described the situation as ““‘crony
capitalism” characterized by alack of appropriate capital market institutions and ownership
objectives and behaviours inappropriate to a market economy’. More generally, mentality barriersto
change need to be overcome (Muco, 1997).

Will the combination of initial conditions and subsequent inappropriate and ineffective policies
condemn the respective countries to remain in the so-called ‘Valley of Tears’ (Peng, 2000) noted in
Chapter 1, that is, in asituation
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which, according to the statistical evidence, has not yet recovered to the position of 1989-907? Is it
possible to conceive of failure within the transformation process? A more optimistic view would be
that, in spite of the relatively slow pace of transformation in the three countries, progress has,
nevertheless, been made but that the process of transformation needs to be accelerated. There is some
evidence that this has been happening following the 1997 crises, for example in the area of
macroeconomic stabilization, even though devel opments have still been slow. It could be argued
furthermore that the initial conditions were so unfavourable that the transformation achieved so far,
albeit limited, has been considerable.

A further positive sign has been the moves to increase regional cooperation through organizations
such as the Black Seatrading area and the cessation of hostilities in the former Y ugoslavia could give
greater impetus to such a development. Regional cooperation could stimulate not only the respective
economies but also counterbalance over-reliance on the European Union.

All inal, however, after a decade of transformation, the evaluation of developments so far is hardly
glowing. Considerable reforms are still required to develop competitive markets and, more generally,
social infrastructures and mental attitudes to support such markets. With the collapse of communism,
high expectations were raised which, unfortunately, have not yet been fulfilled for the vast majority
of inhabitants. This does not mean that they wish to return to the former system but that the
experience of post-communism has been a difficult experience. Thereislittle indication, moreover,
that future developments, at least in the medium term, will result in the general fulfilment of the
expectations which emerged with the system change.
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4
Russia
The hard road from perestroika

I ntroduction

Russia, measuring just over 17 million square kilometres, stretches from the Arctic in the north to the
Kazakh, Mongolian and Chinese borders in the south, from the Baltic enclave around Kaliningrad in
the west to around 100 kilometres from both Alaska and the northern Japanese island of Hokkaido in
the east. Russia thus covers extensive areas of both Europe and Asia.

Transformation of the Russian economy turned out to be a much more difficult and painful process as
compared to other Eastern European countries. Russia has had to go through not just one
transformation but three: the country physically has changed with the collapse of the USSR, with the
other 14 republics leaving the common economic and political space; the country’s economic system
had to be changed from a centrally planned to a market economy; and the political system had aso to
be changed from an authoritarian communist system to a democratic one.

It looks now that the easiest part of this complicated three-dimensional process was to change the
political system. The belief that the communist system could deliver the prosperity that had been
promised for more than 70 years, died some time under Brezhnev’srule. Even though thereis still a
strong communist party, the general feeling in society isthat thereis no real alternative but to follow
the path of market reforms.

The collapse of COMECON and disintegration of the Soviet Union had a more profound and long-
lasting impact on the Russian economy. Divided between different countries, mostly monopolistic
producers found themsel ves without their traditional markets and suppliers. The reorientation of
industries to the western markets was impossible due to the low competitiveness of the Russian
products and the total absence of a system of credits. The situation has not changed much since the
early 1990s and the Russian Federation’s main exports now, as aways in the past, are raw materials.
Another factor which made the Russian transition more difficult than in other East European
countries was that the Russian economy was structured in much more complicated ways than the
economy of other countriesin transition (Poletaev, 1998:19). This difference is most obviousin
industry,
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where three sectors could be identified: civil manufacturing of industrial products, export of raw
materials and the military industrial complex, including scientific research. These sectors entered
transformation with different markets, different sources of finance, and different ideas about the way
aliberal economy should look. The civilian industries were hit hardest by the opening of the Russian
economy, as they were the least competitive. Production by the military industrial complex also
shrank six-fold.

Historical background

The origins of a Russian state date back to the latter part of the ninth century, with its capital in Kiev,
and had been preceded by a process of conversion to Byzantine Christianity (Obolensky, 1971:180—
4). By the early thirteenth century, the state had declined and succumbed to the Golden Horde of
Genghis Khan. The Mongols ruled Russia for around 150 years before Ivan | was able to free the
country from Mongol rule. In the fifteenth and sixteenth centuries the centre of power moved to

M oscow.

Under Ivan Il in the sixteenth century Russia expanded eastwards, taking Kazan and Astrakhan, and
into Siberia. The founding dynasty of the Ruriks was extinguished at the end of the sixteenth century
and from 1613 Russia was rules by the Romanovs. Under Peter the Great (1689-1725) and Catherine
the Great (1762-96) Russia continued to expand and experienced a process of modernization. Peter
the Great gained access to the Baltic coast and built the new city of St Petersburg, using European
expertise and skills and moving Russia’s centre of power away from Moscow. Catherine the Great
promoted education, agriculture and commerce and brought the Crimea and parts of Poland under
Russian control The Napoleonic Wars and their aftermath confirmed Russia as a leading European
power.

Russia in the nineteenth century was a vast empire characterized by extensive poverty and inequality.
Serfdom was not abolished until 1863 and the nineteenth century saw the rise of various movements
aimed at overthrowing the tsar. Although large, Russia also had fundamental weaknesses which were
made manifest by Russia’s defeat in the Russo-Japanese War of 1904-5.

Continuing domestic unrest, limited reforms and participation in the First World War created
circumstances seized by the communists under Lenin to depose the tsar in 1917 and set the
foundations for acommunist state. In 1922, the Union of Soviet Socialist Republics was formally
established.

The Soviet Union (as its predecessor the Russian Empire) was a multi-ethnic, multi-religious state
although Orthodox Russians represented the overwhelming majority of the population. However,
nationality itself was not a significant issue (Stalin and numerous other leading figures of the Soviet
Union were not ethnic Russians).

The communists, first under Lenin, then under Stalin, transformed the Soviet Union with great
brutality into a politically and economically highly centralized state. Thisincluded the abolition of
private property,
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collectivization of agriculture, central planning and a one-party system. Massive projects were also
undertaken to industrialize and modernize the country.

The outbreak of the Second World War found the Soviet Union unprepared for large-scale hostilities
and it signed a non-aggression pact with Hitler’s Germany. However, Germany’sinvasion in 1941
was vigorously resisted and the Soviet Union made a mgjor — if not the major — contribution to the
defeat of the Third Reich.

The Soviet Union emerged from the Second World War as a superpower and amajor challenger to
the United States, particularly in the military and political spheres. Its sphere of direct influence
spread into Central and Eastern Europe as a consequence of the war and subsequently spread beyond
Europe.

Following Stalin’s death in 1953, the Soviet regime became less overtly brutal, but there was always
afine line between liberalization and retrenchment. Spectacular successes, such as in the space race,
were later followed by widely publicized defeats in Afghanistan (1979-89). A succession of aged
leadersin the 1970s and early 1980s seemed unable to deal with the political and economic problems
facing the Soviet Union.

The election in 1985 of Mikhail Gorbachev to General Secretary of the Communist Part of the Soviet
Union was intended to bring to an end a period of stagnation and uncertainty. A policy of uskorenie
(acceleration) of the Soviet Union’s socio-economic development was declared. Acceleration,
however, did not progress far beyond glasnost (openness) and perestroika (restructuring). Glasnost
reveal ed the shortcomings of Soviet developments and strengthened criticism of the system, while
perestroika was intended to introduce structural and organizational changes.

Gorbachev’s election set in train a series of fundamental reforms which included economic reforms
such as the sanctioning of private entrepreneurship, the creation of a state based on legal principles
and the emasculation of the Communist Party, proposals which ultimately led to the collapse of the
communist regimesin Central and Eastern Europe and the demise of the Soviet Union itself at the
end of 1991, even though over 70 per cent of Soviet citizens had voted for preserving the Union
earlier in the year (Edwards et al., 2000:41-4).

Since the sixteenth century at least, Russia had acted as a great imperial power, spanning both Europe
and Asia. Furthermore, following the Second World War, it had acted as the leader of the not
inconsiderable group of communist states. The period between 1945-90 was very much characterized
by the ideological and military competition between the superpowers of the Soviet Union and the
United States.

The Russian state, in its various guises, has also always been governed by autocratic rulers, from tsars
to leaders of the communist party. It could be argued that this autocratic tradition has persisted with
the presidents of post-communist Russia. It could also be argued that the conditions of the state, for
example, its geographical scale and diversity, call for a strong hand.
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The history of Russiais also characterized by extremes, extremes of wealth and poverty, power and
powerlessness, self-sacrifice and brutality, great scientific achievements and empty shelvesin the
shops.

The collapse of the Soviet Union was perceived by many Russians in away which was different from
that of the countries of Central and Eastern Europe. For many Russians the transformation signified a
loss of status and prestige, areduction in global standing. From being leadersin the political and
economic spheres, many Russians regarded themselves as being diminished (and to a certain extent
humiliated) through the collapse of the Soviet Union. For a chronology of the reforms implemented
in the Soviet Union and later Russia (Figure 4.1).

Cultural background

The culture of Russia has been strongly influenced by the Orthodox religion and the century-long
tradition of autocratic rule, which have mutually reinforced each other. Politics and religion
combined to create a context for the imposition and acceptance of strong rule (on the richness of
Russian cultural identity, see Figes, 2003).

Russian society has historically displayed strong collective characteristics. Smith (1976:375) noted ‘a
kind of primeval sense of community’. Communism reinforced (and to a degree perverted) this sense
of community by subordinating the individual (and individual desires and aspirations) to the needs of
society and the Party. However, collectivism predates communism. The novelist Vladimir Makanin,
referring to events of the mid-nineteenth century, records ‘the moment when conscience was
delegated to the collective, and divine retribution to a group of human beings’ (Makanin, 1995:97).
According to Maslow (1998:31) a community-based model of economic activity evolved in Russiain
the nineteenth century. Thismodel stressed the role of the community rather than the individual, with
decisions being taken on a consensual basis. In Maslow’s view, this community-based model displays
aclose similarity to economic organization in Asian countries such as Japan, South Korea and
Taiwan. Hosking (1997:xxvi), however, distinguishes between the egalitarian, communal values of
the peasantry and the hierarchical, cosmopolitan values of the nobility.

The rapid transition from communism to capitalism has created a situation in which the new
economic relationships are neither sufficiently tried nor trusted. New institutions and new
commercial practices have yet to establish themselves. There are numerous cases where trust and
property have been abused. In such a general context of uncertainty and apprehension, it is not
surprising that family members, friends and personal contacts, rather than institutional mechanisms,
play asignificant role.

Clearly such personal relationships have both positive and negative characteristics. On the positive
side, they permit the conduct of economic transactions in a climate of relative uncertainty, providing
reliable information and access
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1985 Mikhail Gorbachev elected General Secretary of the Communist Party of the Soviet Union
(CPSU)
Central Committee of the CPSU announces uskoremie(accel eration) policy including
glasnost(openness) and perestroika(restructuring)

1986 Third Party Programme of CPSU comprising legislation on leasing, co-operatives and joint
ventures
Law on working collectives establishing self-sufficiency of enterprises

1988 Law on Private Activities sanctions private entrepreneurship in arange of economic activities
1989 XIX Communist Party Congress announces establishment of a state based on legal principles

1990 Third Congress of People’s Deputies revokes clause of the constitution which declared the
CPSU to be the core of the political system of the USSR

1991 Dissolution of the USSR
Gorbachev retires and is replaced by Boris Yeltsin

1992 Launch of radical economic reform programme by Gaidar with aim of creating market
economy
Programme for the Deepening of Economic Reforms in Russia (privatization of almost all
state-owned enterprises)

1996 Y eltsin re-elected President of Russia
1998 Economic crisis (financial crash of August)
1999 Vladimir Putin appointed Prime Minister
2000 Putin elected President

Figure 4.1 Chronology of reformsin the Soviet Union/Russia.

to trustworthy expertise as well as to other resources. On the negative side such relationships can
create new forms of dependency and abuses of political and economic power, increasing corruption
and undermining the development of an open market economy.

General background

Russian managers’ experience of the collapse of the communist system in the early 1990s has been
particularly acute for anumber of reasons. The Soviet system of economic management had since
1917 functioned as the model of organizing economic activity in the socialist states. By the end of the
1980s, when the communist regimes of Central and Eastern Europe began to collapse, the Soviet
model had been in place in the Soviet Union for over 70 years. There were therefore few people still
alive with any memory or experience of pre-1917 forms of economic organization. Russia, moreover,
had changed substantially from a predominantly agricultural and in many respects despotic state to
one which had developed a significant heavy industrial and military base.

By the mid-1980s, it was evident that only aradical transformation of Russia’s political institutions



could remedy the failings of the economic system. The growth rates of national income had been
declining since the
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capitalism develops, so called oligarchs, leaders of the largest businesses, start to play a more positive
role in the country’s economic development. However, Putin has also acted against the enormous
power held by the oligarchs. Media interests had been taken back into state control and from the
summer of 2003 the oil giant Y ukos attracted the increasing attention of the prosecutor general’s
office (The Economist, 9.8.2003 and 8.11.2003).

Regional and global links

The collapse of the Soviet Union severely changed the pattern of relationships between Russia and
the rest of the world. Almost overnight, removal of often-imposed friendship on COMECON
countries as well as former Soviet republics created centrifugal tendencies. Sometimes even logical
economic ties were abruptly broken and sacrificed for closer co-operation with the West.

Eastern European countries were convinced that diminishing trade and other economic relations with
Russia would strengthen their co-operation with the West and secure their political and economic
independence from an insecure and unpredictable Russia. For example, purchasing Uzbek cotton
became easier viathe British market than through the bureaucratic and corrupt direct links between
Russia and Uzbekistan. Thus, Russian trade with former Soviet republics went down twelve-fold
from 1991 to 2001. Similarly, trade with the Eastern European countries diminished substantially.
The loss of Eastern European partners and the problematic rel ationship with the Commonwealth of
Independent States (CIS) countries made Russians |ook to the West for closer economic
relationships. European Union countries became Russia’s main trading partners. A policy of
strengthening ties with the European Union was declared by Y eltsin and materialized into practical
steps under Putin. This approach contributed greatly to closer Russian integration with the European
Union and world economy. In 2000, 36 per cent of Russian exports and 33 per cent of registered
imports were traded with the European Union. However, the European Union and Russia are still
very unequal partners, with alarge degree of asymmetry. Russian GDP expressed in purchasing
power parity (PPP) amounts to less than 13 per cent of that of the European Union. Moreover,
Russia’sreal GDP per capitais just one third of the European Union average (Havlik, 2002:2).

The commodity structure of Russian exports and imports differs hugely. European Union exports to
Russia consist only of manufactured goods, whereas around one half of Russian exports to the
European Union consist of energy and raw materials. This situation is unlikely to change much in the
future. In the light of the above, Russian accession to the European Union is very unlikely in the near
future.

Russia’s economic relationship with the world is progressing slowly. However, based on ongoing
consultations with the European Union and the United States, Russiais lowering and streamlining its
imports tariffs. Support of the US policy towards terrorism gained Russians American support for
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WTO accession. In spite of the numerous US and EU import restrictions and anti-dumping
procedures against some Russian exports such as textiles, steel and nuclear fuel, in May 2002 Russia
was recognized as a country with a market economy. Furthermore, even if the prospect of full
Russian integration into the European Union seems to be unlikely, the creation of a Common
European Economic Space, which tops the agenda in the EU- Russian dialogue, seems very feasible.
This could not only positively affect Russian economic growth but could also create conditions ‘for
acceleration of sustainable growth and higher productivity’ (Samson, 2002:7). Russian integration
into the Common European Economic Space, however, requires Russian WTO membership.
However, according to Maxim Medvedkov, the Deputy Minister of the Economy, the major obstacle
isthe WTO’s request to harmonize Russia’s internal and world prices on energy, whichis
unacceptable to Russia. ‘We are not going to buy aplacein WTO at such aprice’, said Medvedkov in
an interview. This leaves the question of Russian integration into WTO problematic as, according to
WTO experts, Russian energy prices are much lower than world prices, giving Russia an unfair
advantage (Profit, 14 July, 2003:32).

Foreign direct investment

Until recently, FDI was perceived in Russia as a panacea for the current investment crisis. Foreign
direct investment has been widely regarded as a vitally important source of new technology and
managerial know-how. It was supposed to provide much needed access to Western capital markets,
considered critical for the restructuring of obsolete Russian industries. There were strong beliefs that
Russian companies would gain access to western markets via FDI. It was also widely believed that
FDI would help in de-monopolization, boosting competitiveness, the development of the private
sector and creation of the new economic and democratic system.

After more than 10 years of transition, the expectation of attracting a large share of the world’s FDI is
much more modest. Thisis quite obvious when we compare in relative terms the Russian share of

FDI and some other post-communist countries (Table 4.1).

A structural overview of foreign investment in Russia, including portfolio investment, can be seenin
Table4.2.

According to official Russian estimates, the most attractive industries for foreign investors for the last
six years have been petroleum, trade and catering, construction, wood and paper, machinery and
fabricated metal products.

The flow of FDI into the Russian Federation differs considerably from region to region. The factors
most affecting distribution of FDI are: diversity of political, cultural and climate conditions and

devel opment/under-devel opment of infrastructure. These factors created conditions in which
investment risks vary significantly between different economic regions. The current Russian
government policy of strengthening its vertical power and
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Table 4.1 Foreign direct investment, 2000

$ billion % GDP
Russia 3.3 1.7
Czech Republic 51 9.6
Poland 7.4 4.7
Hungary 2.0 4.1
Romania 1.0 2.8
Bulgaria 0.8 6.5
Latvia 0.35 6.7
Lithuania 0.49 4.6
Estonia 0.3 6.0
Ukraine 0.5 1.6

Source: American Chamber of Commerce and Expert Institute (2001:14).

Table 4.2 Structure of foreign investment in Russia

Total ($ billion)  Direct (% of total)  Portfolio (% of total)  Other (% of total)

1997 12.3 43.4 55 514
1998 11.8 28.6 1.6 69.8
1999 9.6 44.6 0.3 55.1
2000 10.96 40.4 13 58.3
20012 9.7 30.0 3.0 67.0
Source: Goskomstat.

Note

aJanuary—September 2001.

increasing the role of the centre over the regionsis gradually eliminating this difference. Northern
Russia and Siberiain particular have attracted the largest share of FDI, mainly due to their relative
stability, favourable attitudes of the local authorities and richness of oil and gas resources. Siberia has
70 per cent of Russia’s il resources, 90 per cent of its gas, amost al of its metals, diamonds and
timber, plus awell-educated labour force.

The central regions, including Moscow and St Petersburg, have awell-developed industrial base with
arelatively developed infrastructure. Together with their relative geographical proximity to Western
Europe and better-known business climate and business culture, these regions are of great interest in
terms of Western investment projects. Moscow and the Moscow region are natural leadersin
attracting more than 70 per cent of the total number of foreign investment projects undertaken since



1991.
Forms of market entry have changed greatly over the years, moving from joint ventures, which

represented more than 80 per cent of market entriesin 1992, to wholly-owned companies, which
accounted for 75 per cent of entriesin 2001. Thistrend is quite natural. Western companies are now
familiar with the Russian business and market environments and do not need the help of alocal
partner. Another factor which explains the large share of wholly-owned
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subsidiaries in Russiais that Russian legidlation does not discriminate in favour of joint ventures as
compared to wholly-owned companies, thus providing no incentives for the Western company to
form ajoint venture with Russian partners and renouncing alarge element of control.

Overdl, the investment climate is gradually improving. New legidlation actively put forward with
obvious help from Putin, tighter control over economic and political activitiesin the Russian
provinces, a certain political stability and active steps undertaken by the Russian government in its
fight against crime, corruption and money laundering make Russia more attractive to FDI than ever
before. According to official statistics, foreign direct investment in Russia last year amounted to
$19.7 billion. Thisincludes|oans and credits. Long-term loans and credits account for the largest
portion of thisfigure. In comparison, capital flight reached $19.9 billion, mainly in direct investment,
although slowing down (AmCham News, March-April 2003:8).

I nter nal/micro factor s/issues

Organizational restructuring

Restructuring was identified as the central and necessary element of the general economic reform and
acondition for economic growth (Nekotorye primery uspeshnoj restruktualizacii predprijatij,
1997:2). According to research conducted during 1996-99, the aims and methods of restructuring
often conflicted with the interests of different groups who in fact prosper on enterprise inefficiency;
these groups pay lip-service to the restructuring process but do everything possible to slow down and
block the process when their interests are threatened (Polonsky and Iviozian, 2000:231).

Among these influential groups one can find enterprise owners, top management, regional authorities,
banks and criminal groups. The general manager and the enterprise owner can be corrupted or
incompetent or both. Often large amounts of unregistered cash flows drain with differing intensity
from the enterprise into manageria pockets. The regional administration has its own interestsin
enterprises. On the one hand it wants to see an enterprise as a constant source of taxes for the regional
budget. To achieve this, all other considerations, such as enterprise well-being and long-term
considerations, are often ignored. Interestingly, the restructuring which resultsin a reduction of the
taxes paid by enterprises conflicts with the interests of the administration and local tax authorities. On
the other hand, the administration is very much concerned about the reduction of social tension in the
region. One of the ways to achieve this can be by keeping jobs at any cost. In this respect the
administration’s interests coincide with the interests of trade unions. The third reason explaining why
the local administration is extremely interested in preserving its control over enterprises situated on
itsterritory is politically motivated. The controlled enterprise is sure to provide needed votes during
election campaigns.
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Banks, which are often owners of companies, use their enterprises as a source of additional income
for their financial operations. As arule, when conducted under bank supervision, restructuring results
in the cash flow of the enterprise being centralized under the control of the bank or its representative
at the enterprise. The latter often does not understand the sector in which the enterprise is active and
the peculiarities of the production process.

Widespread criminality isaknown fact of Russian life. Even according to the official figures
criminal capital controls more than one third of enterprises, banks and financial and industrial groups.
Often the criminal s themsel ves become owners of the enterprises. The purpose of this ownership is
not restructuring or long-term investment but to use the enterprise as a milk cow, pumping out the
financial resources of the enterprise and using it as a convenient source for laundering its criminal
capital. In fact, their activity often resembles bank behaviour. In controlling the company’s outputs or
inputs, they dictate prices of raw materials or the distribution of production, thus making the
economic performance of the enterprise unprofitable.

Russian legidation is another factor, which makes corporate restructuring problematic. The Russian
tax system, which unintentionally creates situations where the restructuring is optimal from the
viewpoint of enterprise strategy, management and enterprise economics, actually increases the
already heavy tax burden on the enterprise and turns out to be pointless and often harmful to the
financial well-being of the company. Under the current Russian tax legislation acompany isliable for
VAT on all of its purchases and should charge VAT on all of its sales at the standard statutary rates,
unless exempted. The VAT on purchases may be offset against the VAT payable on sales. However,
once restructured, the separate business units will be liable for VAT on their purchases from the
business entities and will be obliged to charge VAT on sales to other business entities. Although the
additional VAT charges can be offset in the books of the business units, the payments of VAT will
increase the cash flow deficit and will force the company to resort to loan finance at prohibitively
high interest rates (20-30 per cent per annum in 2003).

Under the current accounting and tax framework, business units cannot offset their profit or loss
against the profit or loss of another business unit within a group. The limited opportunities provided
by current legislation for offsetting losses against profits of other units mean that the quick and
efficient restructuring of enterprisesis problematic. In order to avoid the problems imposed by the
legislation, companies choose to retain the existing structure although it may be inefficient or resort
to manipulation of figures, tax arbitrage, tolling schemes or simply do not register their turnover,
increasing the extent of the shadow economy.

In spite of the above mentioned obstacles, the restructuring process is gradually gaining momentum.
Substantial changes have taken place in enterprise structures. The role and activity of planning,
production and R& D departments has declined, with increasing importance being attached to
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accounting, finance, marketing and logistics. The structure of enterprises has become simpler and
more transparent. The implementation of new structures has, however, been hampered by areliance
on hierarchical flows of communication and the difficulty of finding employeesto fill newly created
roles in areas such as marketing. Nonethel ess, more and more companies are finding real owners and
managers who see their future in the future of their companies.

Corporate strategies and alliances

Ten years of the Russian economic reform, with its ups and downs, shaped today’s companies’
corporate strategies and their ways of forming alliances. Companies’ corporate strategy has gone
through dramatic changes. If, at the beginning of the reform process, survival was the major task,
now many companies have much more ambitious goals. According to a survey of 150 Russian
enterprises during 1999-2002, the majority, about 45 per cent of all companies located in the central
regions of Russia and Moscow, aready have a strategy which has atime horizon of at least 3to 5
years. More then half of the requests which came from Russian companies to the European Union’s
TACIS-TERF restructuring programme came from companies which wanted to improve and often to
be helped to identify their marketing strategies. About 60 per cent of the companiesinvolved in the
TACIS project started a cost reduction process, 30 per cent undertook organizational restructuring,
about 20 per cent downsizing and new product development (Polonsky, 2002).

If in thefirst years of the reform companies saw their survival in re-establishing old ties and chasing
up ‘old specia relations’, now they are more focused on positioning their products, developing an
efficient market strategy and looking not for favours based on who knows whom, but rather on
working business aliances. There are still thousands of companies though, which see their survival in
their general manager being elected to the regional administration or Federal Duma or in the amount
and value of presents delivered to afriendly bank manager somewhere in Moscow. But thisistrue
mostly of the companies in the Russian provinces where market relations are still emerging and, even
then, at much slower pace than in Moscow.

The turbulent time of the first years of reforms, when company alliances were more of a ‘gangster’
nature, is gradually disappearing. There are numerous mergers and acquisitions and property rights
are at least formally respected. Alliances are most evident in the metallurgical, gas and oil sectors. It
Is almost impossible nowadays to find a company producing fastenings, which does not have alarge
metallurgical plant in the background, supplying steel. Diversification initiated by the general market
instability is another reason for company alliances. The relative weakness of the Russian institutions
in ensuring fairness in the market place allows numerous cases of vertical and horizontal integration,
which would not be acceptable in the more developed marketsin Europe.
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The process of redistributing assets is becoming more intensive and civilized. More and more cases
go through arbitration courts instead of showdowns, which were common during the first years of the
reform. For instance, the number of petitions for bankruptcy filed with arbitration courts against
debtors was greater in the first half of 2001 than for the whole of 1998.

Functional strategies

Human resource management

Itisstill very common to find the old ideas of personnel management mixed up with the HRM
concept. It isamatter of curiosity but in the first years of reform HRM issues were in the hands of
old companies’ communist party bosses. The logic of thiswas: who knew more about company
employees than the former party boss? In spite of the fact that thislogic is becoming more and more
obsolete, there are still many companies where the HRM function is performed by aformer party
leader. The major issues which are on the agenda of Russian companies are training and downsizing.
The latter is often called socially responsible restructuring. Motivation of personnel isless of an issue
as having ajab, even if badly paid, isin many areas of Russiamotivation in itself. Thisis especialy
true for 25 million people (one sixth of the total population) living in 1,500 single company towns all
over Russia

Overstaffing as aresult of the necessity of cutting production volumesis the major issue for HR
managers. Even in the absence of strong trade unions, it is almost impossible for managers in a small
provincial town to make his workers redundant, partly due to the fear of being hated by one’s
neighbours and partly due to inherited social and paternalistic concerns. Training and learning new
ways of managing the business are the major tasks for Russian managers. Thisistrue not only for the
staff but for the company owners themselves. Most of them feel that the knowledge to run a company
under the new conditions of a more developed market is not the same as when they were acquiring
state property through suspect privatization schemes. Many Russian businessmen believe that they
possess incredible business skill, but in fact all their successes were due to the old boys’ network or
similar schemes.

To entrust management of the company to professional managers is a dangerous businessin Russia,
as the owner can find him/herself without a company. Thus, the only way to manage the company
efficiently is through education and acquiring new skills oneself first. As aresponse to this demand
there are many distance learning MBA programmes with weekend classes aimed at young and
wealthy manager-owners. Education of the personnel is also an important issue. It is a known fact
that the genera level of education was very good in the former Soviet Union. However, the skills
required in the market economy were obviously either non existent as in the case of marketing,
organizational development, HRM, strategic planning or substantially underdevel oped asin case of
operational planning and accounting (Polonsky
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and Clark, 1997). The understanding of this deficiency is widespread among Russian managers and
this could be a good sign that, based on the good general education, these missing skillswill be
gradually acquired.

Marketing

The development of marketing was fast and furious and very uneven. From almost total absence of
knowledge of marketing in the past, one can nowadays find quite sophisticated marketeers. Thisis
mostly true for new companies led by young and as arule well-educated managers. At the same time
there are still companies, mostly run by former Soviet directors, who do not really understand the
marketing concept. Very strong marketing capacities can also be found in Russian consultancies. In
fact in most of the donor-funded projects in which Polonsky (2002) took part, Russian marketing
consultants demonstrated excellent professional knowledge and skills. International marketing is
obviously more of a problem. However, the presence of Western companies and the extensive
international exposure of Russian companies are gradually remedying this deficiency.

Operations

‘Gigantomania’ inherited from the Soviet past is still a problem in Russian companies. The huge
areas on which companies were built, complicate the production process. Many companies,

especially those situated in expensive urban areas, are renting out their premises in order to improve
their finances. There are numerous companies in Moscow which receive more revenue from this sort
of activity than from their core business. The fashion of obtaining 1SO certificates, which was
widespread in the 1990s, bore fruit in terms of better logistics and quality, even in companies, which
had not yet obtained the certificate. Plant and machinery are obsolete and major companies, as well

as the general public and government officials, are worried about the af ore-mentioned problem as due
to the lack of investment in maintenance, equipment is becoming unreliable and even dangerousto
use.

Finance

The development of financial strategies was probably the most difficult process for Russian
companies. An enormous volume of barter, due to inconsistent government monetary policy and a
general lack of stability in the macroeconomic environment, was a distorting factor for the
development of companies’ financia strategies. The crisis of August 1998 bankrupted almost 90 per
cent of Russian banks, which in their turn dragged down thousands of Russian companies. Emerging
legislation on bankruptcy and taxation and development, albeit slow, of equity and financial markets
stimulated the formulation of short, medium and, in some cases, long-term financial
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strategies in Russian companies. This processis heavily dependent on general economic and political
stability in Russia.

Financial issues were therefore a priority area and the role of finance departments had become critical
and had changed enormously. Previously such departments had merely produced reports of the
current situation. Now finance departments are actively involved in accounting and financial
management, seeking out sources of finance, pressurizing debtors and identifying new ways of
clearing mutual debts and credits. One manager described the finance department as ‘the heart of the
enterprise’ on which the company depended for its well-being (Edwards et al., 2000:142).

Research and development

The total collapse of the Soviet system of networking between industrial companies and R&D
institutions, mostly because of the poor state of government finances, negatively affected company
development. In spite of the fact that thousands of R& D institutions were not really productive and
were serving as artificially created institutions in which people were pretending to work and the state
was pretending to pay, there were some real theoretical and practical research results which were
passed on to companies. Recently, research activity at the state level is almost non-existent, apart
from some small funding going to the defence sector. Lack of capital and the necessity to struggle to
meet market demand give Russian companies little chance to develop their own R& D capacities. The
huge brain drain of the 1990s, when almost 100,000 well educated people left Russiain thefirst years
of reforms, was another negative manifestation. However, large cash-rich companies, mostly working
in the gas, oil and aluminum sectors of the economy, understand the necessity of having their own
R& D department, if they want to stay competitive.

Organizational structure and culture

More than ten years of fundamental system change could not but affect the organizational structures
of companies. Understanding the necessity of having separate marketing and sales departments with
independent heads, changed companies’ structures. Many companies separated their often large, non-
core business activity into special independent departments with their own marketing, sales and
product development facilities. There is also atendency to isolate in independent departments
companies’ social infrastructure with their own deputy directors.

The internal management of organizations is generally characterized by traditional autocratic and
hierarchical relationships and by a general climate of paternalism. Organizations continue to be
structured in alargely hierarchical fashion, with vertical lines of communication. Some of the
managers interviewed in Volgograd commented that there was a clear need for more
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effective communication across functional areas aswell asfor greater informal interaction. One
manager noted: ‘We still do not communicate well with each other. We are good at receiving orders
and passing them further down, but we do not know how to talk about our common tasks to our
colleaguesin the parallel structures’ (Edwards et al., 2000:139).

The problem of communication appeared to be exacerbated by the autocratic behaviour of managers
and of owner-managersin particular. The traditional autocratic style of management, based on
superiors issuing orders and subordinates carrying out instructions, had been reinforced by the
unwillingness of individuals to assume personal responsibility and the weakness of employee
organizations. These aspects are reinforced when senior managers are synonymous with company
owners.

What seems to have developed in many enterprisesis akind of paternalism where employees [ook to
the managing director to safeguard their interests and the senior management team continues to
express a genuine responsibility towards the body of employees. This paternalism is exemplified by
the experience of enterprise demanning where job cuts, even when massive, are proportionately less
than might have been expected, taking into account the actual decline in sales volume. Any cuts that
are made thus appear to have been ‘forced’ upon senior management.

Organizational culture can be positively affected by the introduction of the so-called corporate code,
which sets the framework for corporate governance. By 2003, only two Russian companies have
adopted corporate management codes. They are two giants: Sibneft and UCOS. The largest Russian
oil company, LUKail, is at the final stage of introducing the corporate code.

The code does not differ from the similar codes of corporate governance used by Western companies.
The Russian code expects companies to do business openly: use of insider information is strictly
forbidden. Real financial information should be available to al and the relationships between
companies and shareholders, including the government and employees, have to be ethical and clean.
According to a survey conducted by the Russian Institute of Directors (RID), which regularly
monitors and analyzes Russian corporate government practices since 1999, Russia has achieved
significant progress in several areas but most visible is greater disclosure and transparency. In mid-
2000, Tempex Consultants of the UK conducted a survey of the quality of investor relations policies
in 27 emerging market countries. Russian oil companies like Sibneft, Surgutneftegaz, LUKoil and
TNK, for example, ranked highly on 11 of 13 criteria, including depth and clarity of information
provided to investors, quality of information provided at one-to-one meetings and quality of
information provided through corporate websites. However, according to Igor Belikov, Director of
RID, despite these achievements, the Russian corporate community still faces the need for dramatic
Improvements in a number of very important areas, such as disclosure of ownership structure, clear
rules for mergers and acquisitions, reorganizations, dividend payments,
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board composition, independence and effective practices (AmCham News, March—April 2003:17).
Changes in organizational structure, due to the acceptance of the corporate governance code, are
making Russian business more acceptable to Western partners. However, often the idea of making
companies accept corporate governance enters the minds of the heads of corporations, only when the
rel ationships between the company and aforeign investor become difficult, or as in the case of
UCOS, the company wants to launch its shares on Western stock exchange markets.

There are cases when a professional and well-motivated group seizes the entrepreneurial function.
When thisisthe case, the company is successful and business devel ops steadily. However, as redlity
shows, this happens quite rarely.

The search for the Russian type of corporate model is still ongoing. The recent failure of the Anglo-
Saxon model, strongly suggested by Western consultants to ensure proper corporate control, makes
this search even more important.

Management styles

The traditional Soviet management style is still widespread. It is a style, which developed over more
than 70 years under communism. The Soviet-type managers are authoritarian and assertive. He (they
are overwhelmingly male) is expected to exercise his authority with firmness and frankness. It is
expected that the manager not only tells you how to do certain things, even of atechnical nature, but
alsois actually able to do them himself. The role of manager is still perceived as of a paternalistic
nature and defender of his labour collective. In the majority of casesit isamost impossibleto
criticize the general manager without falling into the category of an enemy. Criticism of opinion is
still considered as a criticism of the person.

The authoritarian management style is generally more accepted by older workers and much less so by
younger employees. According to the main author’s observations, one of the main reasons for leaving
the company after young Russian managers have spent three months abroad working in EU
companies in the framework of the TACIS education and training programme, M TP, was a rejection
of the existing management style, which had been quite acceptable before going abroad. Following
experience of amuch more consensual management style, the present management style became
unbearable. Moreover, form of ownership heavily influences the management style. Asarule,
privately-owned companies are much more dynamic, entrepreneurial and more willing to adapt to the
changing market environment and take necessary risks.

One also can find companies with the appearance of a Western organizational culture, however, the
Western organizational culture which existed somewhere at the beginning of the twentieth century.
Absence of trade unions, poor legislation aimed at protecting employees and the general manager’s
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overwhelming uncertainty in decision-making and asymmetry in information flows (Rosser,
2002:446). It seems obvious that notable divergences exist among the former socialist economies,
even though they all face the need to adopt a strategy of economic growth and development, likely to
promote their economic recovery and technological and social progress.

The literature on the process of economic transition, we may see, spans the debates on the speed of
transformation and draws generalizations from empirical country studies. The most contentious issue
regarding the methods of transition has been the division between ‘shock therapy’ (or the so-called
‘big bang’ approach) and ‘gradualism’ (in other words as ‘reform sequencing’) in terms of economic
policy and institutional changes (Kumssa and Jones, 1999). Although people have different views on
the rationale of the effective reform processes (Aslund et al., 1996; Fischer et al., 1996; Montes,
1997; Rosser and Rosser, 1996), the evidence shows that most post-socialist countries suffered major
declinesin their GDP and industrial output at the onset of the transformation by following ‘shock
therapy’, but China and Vietnam being exceptions as following an alternative model of ‘gradualism’.
Thislatter model has also been interpreted by Lau et al. (2000) as a ‘dual-track’ approach to
transition, based on the continued enforcement of the existing plan, while ssmultaneoudly liberalizing
the market (see also Jin and Haynes, 1997). This specific method makes implicit lump-sum transfers
to compensate potential losers of the reform (Lau et al., 2000:120).

Such debates lead to a consideration of the changing role of state and the policy implications.
Generally speaking, for transitional economies to succeed they need to adopt comprehensive, well-
designed and executed reform policies that will enable them achieve higher economic growth with
equity (Kumssa and Jones, 1999:198). Key reform policies have been highlighted by Kumssa and
Jones (1999) such as price and trade liberalization, encouraging the private sector into the market,
relaxation of state controls over the economy and microeconomic restructuring, stabilization of the
economy and the enactment of liberal investment laws to encourage the inflow of foreign investment,
and so on.

Another area of the economic transition debates focuses on the human factors that play adecisive
role in any economic process. One writer, Papava (2002:801), claims that fundamental changesin the
society rely on the behaviour of a human who undergoes the transformation from homo sovieticus
(onewho istotally oppressed by and totally depends on the state), formed under the conditions of the
command economy, into homo economicus (one whose motivation is based on either getting
maximum benefits (in one’s household), or maximum profits (in one’s company)), atype of human
being that is allegedly characteristic of the market economy. Non-successful economic performers
certainly do not have the social and economic environments that allow individual people and
companies to fully transform themselves.

In contrast to these former socialist economies in Eastern Europe, Chinais still nominally a socialist
régime, as noted earlier, but initstransition to a
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hybrid form that their planners denote ‘the socialist market economy’. Furthermore, the transition has
been relatively peaceful and politically stable (despite some worker-unrest), although at times fitful
(for example, after the 1989 Tiananmen Square Incident). As the economy is still significantly
agricultural and in some cases at subsistence level — unlike the industrialized Eastern European
counterparts — the negative impact of structural reform on people’s ability to support themselves has
been muted. In other words, reform has offered a better standard of living for enough Chinese
peasants and workers to keep the majority on board the reform bandwagon.

The theoretical and empirical devel opments consonant with transition provide both the justification
of and the space for this chapter. The literature about transition is heavily weighted towards Europe
and the former USSR (as have been the chapters thus far in this book) and with far less attention paid
to Asian developments. The literature about the labour process and management is similarly weighted
towards Europe. Therefore, it is crucial that this chapter tackles these issues by invoking the case of
an important transitional economy in Asia, namely China. The central tasks of this chapter are thus,
asfollows:

1 identify the evolutionary path of reform in China from the respective historical, cultural,
political and economic perspectives;

2 explore both the role of the state and the resultant policy implications, on the one hand, and the
human factorsin terms of individual human beings’ and organizations’ survival strategies,
behaviour and the performance outcome, on the other;

3 evaluate the so-called ‘uniqueness’ of the transition process vis-a-vis Chinese management
systems and to respond to the theoretical debates in the area of economic transition.

In order to achieve the above tasks, we must look at the underlying historical foundations of the
Chinese system, both in terms of its recent past and its much longer tradition. We feel that these
factors play a particularly significant role in shaping the way the Chinese economy devel oped, how
modernization occurred and why the transitional process differed from that of other economies.
Although China experienced comparable Soviet-style institutional changes imposing a planned
economy, as did the CEE countries, both sets of cases following the ‘Soviet model’ plus or minus, it
did so in rather distinctive ways and it was able to shed these institutional featuresin its own way, as
we shall shortly see.

Historical background

We now turn to China’s recent history in order to elucidate the nature of its reforms. The Chinese
transition-path started in the late 1970s, after experiencing several decades of isolation and ten years
of the ‘Cultural Revolution’
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between 1966-76. After Mao Zedong died and the ‘Gang of Four’ fell in 1976, both the régime and
peopl e faced tremendous pressure both politically and economically (Riskin, 1988). Theincrease in
population that had occurred during the Cultural Revolution, combined with areduction in the
production of consumer goods, resulted in shortages of food and clothing (Zhu and Warner, 2000a).
The economic gap between China and other devel oped economies and Asian newly industrializing
countries (N1Cs) became even wider, in spite of the most popular slogan under Mao’s leadership
being about ‘catching-up’ with the British and American economies (ganying chaomel).

Mao’s successor, Hua Guofeng, announced new changes based on the initial model designed by
former premier Zhou Enlai, and introduced the Four Modernizations — of industry, agriculture,
defence and science and technology — which became the new national goal until the year 2000 (Zhu
and Warner, 2000a). However, political and ideological struggles continued among the party
leadership, between the extreme left wing led by Hua and the reformist one led by Deng Xiaoping
after regaining his power in 1977. Huainsisted on the “principle of two principles’ — everything that
Mao said was ‘truth’ and everything that Mao did was ‘right’. This principle blocked any attempts to
break away from the then existing systems. Deng, however, believed that Mao had made a
tremendous contribution to the liberation of China but recognized he had made a great mistake in the
Cultural Revolution. According to Deng, the ratio of Mao’s mistakes to his contribution was 3:7. For
the Party and the people, the principle was ‘seeking truth from facts’ (shishi giushi) and ‘liberation of
thought’ (jiefang sixiang). This new belief led to a search for a new direction in economic
development. The outcome of the struggle was that Deng’s ideology gained the support of the Party
and the people (Zhu and Warner, 2000a:120). Eventually, his reform agenda and ‘Open Door’ policy
were formally adopted at the Third Plenary Session of the Chinese Communist Party’s (CCP)
Eleventh Central Committee in December 1978 as the central Party policy (Korzec, 1992).

Reform of the economy initially started in rural areas, as the responsibility system replaced the
People’s Commune system (Hsu, 1991; Riskin, 1988). Then, the fiscal system was reformed from the
earlier state controls on enterprise investment and profit taking, to adopt greater enterprise autonomy
of decision-making on investment and after tax profits (Wong, 1995; Blgjer, 1991; Li, 1991). A new
banking and financial system was introduced with the goal of establishing a commercial banking
system (including a central bank, commercial banks, investment banks, financial companies and new
local money and share markets) (Y ang, 1995; World Bank, 1988). Meanwhile, the economy was
opened up in order to stimulate international trade and foreign investment in China by establishing
Special Economic Zones (SEZs), Open Cities and Open Regions. This step led to all the east coast
regions, and finally the entire country, being opened up to trade and foreign investment being
encouraged (Lardy, 1994; World Bank, 1994; World Bank, 1997; Sheahan, 1986; Kleinberg, 1990).
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The reform philosophy followed Deng’s pragmatic approach described as ‘crossing the river by
feeling the stones’ (Zhu and Warner, 2002). Hence, a market-determined price system was gradually
introduced into the traditional central planning system through a period during which there existed
‘dual-systems’ of plan and market between the 1980s and the early 1990s.

Certainly, political events such as the 1989 Tiananmen Square incident blocked further reforms until
1992, when Deng went to visit the SEZs in the South and pushed for further change under the banner
of the so-called ‘socialist market economy’ (Lin, 1996; Goodman and Segal, 1996). Given this
ideological ‘green-light’, more drastic reform initiatives were set in motion, such as the reform of
SOEs, developing stock markets, opening up the price system based on market-criteria, new
legidlation to allow mergers, corporatization/privatization, as well as bankruptcies, more favourable
regulations and physical environments for foreign investment and trade, and eventually further
opening up the entire country to the global economy by joining the WTO as finally occurred in 2002
(see Figure 5.1 for achronology of events).

China had seen impressive economic growth since the mid-1990s under the leadership of now
outgoing Prime Minister, Zhu Rongji and retiring President, Jiang Zemin. The growth rate had stayed
high but alittle weaker than in the previous decade (it grew at nearly 10 per cent per annum on has
seen its ups and downs, with ongoing indebtedness, especially in the state

1976 The Four Modernizations

1976 Death of Mao Zedong

1978 The Open Door Policy

1979 Joint-Venture Law enacted

1980 Responsibility system in agriculture
1983 Profit-retention scheme for enterprises
1984 Enterprise management reforms

1985 Open cities established in fourteen locations
1985 Dual-price system introduced

1986 Regulation on labour contracts

1988 Contact responsibility system in industry

1989 The Tiananmen Square Incident; displacement of Zhao Ziyang by Jaing Zemin as Party
Secretary

1992 Deng Xiaoping’s Southern Inspection Tour and speech

1992 Enterprise decision-making powers enhanced

1992 The Personnel Reforms

1994 The new Labour Law

1997 Impact of the Asian financial crisis ably managed by Premier Zhu Rongji
1997 Hong Kong Handover

1998 State-owned enterprise reforms and lay-offs of employees
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2002 Chinasigns up tothe WTO
2003 New leadership of President Hu Jintao/Premier Wen Jiabao

Figure 5.1 A chronology of Chinese political and economic changes.
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sector and deflation in the marketplace, China has continued to grow faster than most of its Asian
neighbours, many of which have not fully recovered from the 1997 economic and financia crisis.
China’s economic record has been questioned by those sceptical of its official figures. However, in
terms of the official statistics, GDP per capitais now much larger than half a decade ago, if we take
the five years from 1998 onwards (Table 5.1). In this half-decade, the economy grew impressively.

Between 1998 and the end of 2002, GDP per capitawent up from just over US$750 to just under US
$1,000. The spending power of its citizens was boosted impressively. In 2002, for example, in
nominal terms, it was somewhat under US$1,000; it was much higher than thisin purchasing power,
possibly three to four times so, according to World Bank estimates (see World Bank, 2000). By the
beginning of 2003, the US$1000 per capita goal was achieved.

These bold changes appear in the last decade or so to have been associated with both positive
outcomes such as high economic growth, better economic and investment environments, firmer legal
frameworks, larger foreign currency reserves and FDI, higher national and individual incomes and so
on,

Table 5.1 The major economic indices in China since 1998

Items 1998 1999 2000 2001 2002
GDP (RMB hillion) 7835 8207 8940 9600 10240
GDP growth (at comparable prices %) 7.8 7.1 8.0 7.3 8.0
GDP per capita (RMB) 6307 6547 7078 7516 7972
GDP by sector
Primary Vaue (RMB hillion) 1455 1447 1463 1461 1488
Growth (%) 35 -055 11 -014 10
Secondary Value (RMB billion) 3862 4056 4494 4907 5298
Growth (%) 9.2 5.0 10.8 9.2 8.0
Tertiary Value (RMB hillion) 2517 2704 2988 3225 3454
Growth (%) 7.6 7.4 10.5 79 7.1
Per capita disposable income
Urban residents (RMB) 5425 5854 6280 6860 7703
Rural residents (RMB) 2162 2210 2253 2366 2476
Total trade Vaue (US$ billion) 3240 360.7 4743 5098 620.8
Growth (%) 04 113 315 75 21.8
Export Vaue (US$ billion) 1838 1949 2492 266.2 3256
Growth (%) 05 6.1 27.8 6.8 22.3
Import Value (US$ billion) 1402 1658 2251 2436 295.2

Growth (%) -15 18.2 35.8 8.2 21.2
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Savings deposits Value (RMB billion) 9570 10878 12380 14362 18339
Growth (%) 161 137 138 160 181
Exchange rate (US$1.00:RMB) 8.2789 82793 82781 82766 82773

Source: China Satistical Yearbook, 2000, 2001, 2002 and National Bureau of Statistics, PRC, 2003.
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as well as negative consequences such as increasing income inequality both at personal and at
regional levels, rising unemployment and insecurity among both urban and rural citizens (Khan,
1996; Long, 1999). The official rate of unemployment is now above 4 per cent but in reality is
probably more than double thisfigure in reality (see Zhu and Warner, 2004). Thereis avast |abour
surplusin agriculture as well as many aready displaced from the over-manned urban SOESs. The
latter are known as laid-off (xiagang) and retain their furloughed status for three years before they
become officially ‘unemployed’ (Lee and Warner, 2005, in press).

Those in urban areas have nonethel ess done better than those in rural ones; most urban workers have
benefited vis-a-vis most peasants. But ‘relative deprivation’ is now the operative concept in analyzing
the uneven welfare outcome. A ‘new middle class’ of consumers, possibly over 150 million, those
enjoying the fruits of the last two decades, is now visible in this scenario, particularly in Beijing and
Shanghai as well asin many of the big Eastern coastal towns and cities. Even within the cities, there
are more gains for some than others. Indeed, income inequality has been stretched and the ‘Gini
Coefficient’ (defined as the ratio of poor incomes to rich ones) is now bigger (between 0.40 and 0.45,
some say even higher) than it was under Mao (around 0.2) and apparently converging with that of
other East Asian countries (see World Bank, 2000). This negative outcome may lead to potential
social instability and the new leadership under President Hu Jintao and Premier Wen Jiabao now pays
particular attention to these problems.

Cultural background

L ooking deeper in the past, we now turn to look at the source of many of the values that long
underlay the mind-set of the Chinese nation and that now impinge on its ongoing reforms. Its cultural
tradition is indisputably rooted in philosophical thinking that can be traced back to the ancient China
of thousands of years ago. Chinais the state with alegedly the oldest continuous governance in the
world, some say over five thousand years.

During the period of Spring Autumn Warring States (770-221 BC), a number of different
philosophical schools made their imprint in an age when it has been suggested that long-standing
socia rules were collapsing (in the early Zhou dynasty eleventh century BC-771 BC) and the search
was on for new ways of thinking to help to explain the apparently resulting chaos (McGreal,
1995:62). It was to be seen as a momentous point in China’s long history. This mould-breaking era
has been regarded as of great importance and was even tagged as the ‘contention of a hundred
schools of thought” (Chu, 1995).

Four major streams, we may suggest, have long dominated traditional thinking but are today highly
relevant to management thinking in contemporary Chinese society, namely Confucianism, Daoism,
Yi Jing and War Strategies.
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Confucianism was developed by the ‘master’ Confucius (Kongzi, 551-479 BC) as a set of teachings
based on several principles, such asthree basic guides (that is, the ruler guides the subject, the father
guides the son and the husband guides the wife), five constant virtues (that is, benevolence,
righteousness, propriety, wisdom and fidelity), and the doctrine of harmony. Confucius believed that
Ren or human heartedness/benevolence is the highest virtue an individual can attain and thisisthe
ultimate goal of education (see McGreal, 1995). Putting it in its context, Ren may be perceived as a
strictly natural and humanistic love, based upon spontaneous feelings, cultivated through education.
According to Confucius, the right method of governing is not by creating legisation or by law
enforcement but through the moral education of the people (McGreal, 1995:6). The ideal government
for this thinker was a government of wuwei (non-action) through the solid groundwork of moral
education. This doctrine of appealing to the human heart is central to the belief-system proposed: self-
realization towards world peace (harmony) and a peaceful world and orderly society are the ultimate
goals of Confucianism (Zhu and Warner, 2004).

Daoismis another highly influential school of thinking that has shaped Chinese culture. The
philosopher Lao Zi (sixth century BC-?) inaugurated the idea of yielding to the ‘fundamental paths’
of the universe (Whiteley et al., 2000). Everything in the universeg, it is said, follows patterns and
processes that escape precise definition and imprecisely thisis called Dao, the ‘Way’ (McGreal,
1995:9). In hiswork entitled ‘Daode Jing’ (Classic of the Way and Its Power), Lao Zi argued that De
(virtue) cannot be striven for, but emerges naturally. The best ‘Way’ to act or think is wuwei
(effortless activity), by following the natural course rather than human intervention.

However, the most important element of Daoism is the ‘Oneness’ and ‘Yin- Yang’. In hiswork, Lao
Zi indicated that ‘Dao produces one. One produces two. Two produces three. And three produces ten
thousand things (i.e. everything). The ten thousand things carry Yin and embrace Yang. By combining
these forces, harmony is created’ (Daode Jing, verse 42). These can be understood as the
fundamentals of the universe that contains polar complements of Yin and Yang. Yin represents the
dark, recessive, soft, feminine, low, contractive, centripetal, short, hollow, empty and so forth, and
Yang represents the light, dominant, hard, masculine, high, expansive, centrifugal, long, full and
solid. Nothing is ever purely one or the other; rather all things are in flux between one pole and its
opposite (McGreal, 1995:14).

For Lao Zi, balance between the poles does not mean static parity but a dynamic process that
perpetually counterbalances all propensities towards one extreme or the other (Zhu and Warner,
2004). However, the world tends to privilege the Yang while ignoring or denigrating the Yin. Daocism
aims to re-balance this by emphasising Yin over Yang. In Daode Jig, Lao Zi claimed:

Human beings are born ‘soft and flexible’; when they die, they are ‘hard and stiff’. Plants
arise ‘soft and delicate’, when they die they are ‘withered
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and dry’. Thus, the ‘hard and stiff’ may be seen as disciples of death; the ‘soft and flexible’
aredisciples of life, later echoed in Goethe’s phrase ‘green isthe tree of life’. Aninflexible
army cannot be seen as victorious; an unbending tree will break.

(Daode Jing, verse 76)

Thus, Daoism shows us the path of clear enlightenment and to understand and follow the
fundamental cycle of the universe, in order to attain the balance between the poles.

Yi Jing (Book of Changes) is the ‘ever-changingness’ of that Oneness (Chu, 1995). According to
tradition, the book was composed in several layers over many centuries and it was initially a manual
of divination, but with the ‘“Ten Wings’ appendices attached, the resultant Yi Jing may be considered
awork of philosophy. As McGreal (1995:60) claims, the Yi Jing has provided the stimulus for some
of the most creative and useful thinking by Chinese seers and scholars, and in both its naive and its
sophisticated uses the book has intrigued the Chinese mind and definitively affected the Chinese
conception of the ‘cosmos’ and of the relations of human beings to the continuing changes that are
the foreseeable outcome of the universal interplay of opposing natural forces.

The major ideas of Yi Jing include the following issues (McGreal, 1995:60): hexagrams made up of
Yin and Yang lines can be used as the basis of prognostications; the Yang line denotes strength and
movement, the Yin line denotes pliancy and rest; there are eight basic tri-grams. earth, mountain,
water, thunder, heaven, lake, fire and wood (or wind); change is of two different kinds: alternation
(the reversal of polar opposites) and transformation (random change, or chance); the sequence of
hexagramsis a model of the cosmos.

As these programmes of thought were debated in the intellectual centres of the various kingdoms,
venerabl e texts such as the Yi Jing were reinterpreted. Confucian moralists concentrated on ethical
issues reflected in the social content of the text. Daoists and Yin-Yang theorists were interested in
cosmological issues suggested by the numerological and symbolic relations between the graphic
matrices (McGreal, 1995:63). Certainly, military strategists were interested in combining those
elements into the formation of military strategies— so called ‘Bing Fa’.

Bing Fa (War Strategies) isaform of strategic thinking that was first developed for military purposes
and has since been applied to aimost all human interactions. One of the famous Bing Fa works was
Sun-z Bing Fa, written by Sun Zi in the fourth century BC (Chu, 1995).

In hisbook Sun-zi Bing Fa, Sun Zi discussed the five e ements that must be considered in formulating
astrategy (Chu, 1995:25-30):

1 moral cause: the Dao addresses the morality and righteousness of a battle;
2 temporal conditions. heaven is signified by Yin and Yang, manifested as summer and winter and
the changing of the four seasons;
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3 geographical conditions: the earth contains far and near, danger and ease, open ground and
narrow passes;

4 |eadership: the commander must be wise, trustful, benevolent, courageous and strict;

5 organization and discipline: organization and discipline must be thoroughly understood.
Delegation of authority and areas of responsibility within an organization must be absolutely clear
(Zhu and Warner, 2004).

The harmony of the five elementsis of great importance to success in any endeavour (Chu, 1995:32).
These elements are intangible, spiritual, as well as psychological, and are more related to people’s
mindsets.

The implications for the Chinese management systems, both pre-transition and post-transition, of the
above schools of thought can be identified in terms of the fundamental and relational values that help
influence the formation of managerial knowledge in the society and are as follows (see also Figure

3.2):

1 The establishment of the fundamental virtue of good heartedness/ benevolence within the
organization. Under such influence, the concept of ‘workplace as family’ is widespread among
Chinese organizations.

2 Collectivism and interdependent relational value: it is awell-defined principle within
Confucianism that an individual is not an isolated entity. Therefore, the concept of family life as
the basic unit in society is emulated within the work setting and with it the broader societal values
that ensure social harmony and behavioural ritual are preserved (Whiteley et al., 2000).

3 The doctrine of harmony and the balance between Yin and Yang: the effort to achieve

harmoni zation of the workplace and maintain a dynamic process that perpetually counterbalances
all propensities towards one extreme or another puts the organization in a stable and sustained
position.

4 Bing Fa and the philosophy of Yi Jing lead to strategic thinking and strategic management. The
outcome of combining different philosophies such as Bing Fa provides the general guidance for
strategic thinking that hel ps organizations to form business strategies.

The virtues and quality of leadership emphasised by Confucianism were later adopted by current
management thinking in the area of leadership, it has been suggested: managerial leadership requires
the qualities of wisdom, trust, sincerity, benevolence, courage and strictness to carry out policies
(Chu, 1995:29).

These implications show that traditional philosophies have had a profound influence on the formation
and practices of modern Chinese managerial theory and practice, both under the planned economy in
perhaps a weaker form (see Zhu and Warner, 2000b) as well as vis-a-vis the market reform
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Workplace as Family Collectivism and Interdependence

Strategic Thinking

Emphasis on Harmony Confucian Leadership

Figure 5.2 Summary of Chinese management characteristics.

model in a stronger vein (reverting to older, pre-1949 practices, many of which are found abroad in
the Chinese Diaspora, asin Taiwan for instance), if in different and distinctive ways (see Child, 1994;
Douw et al., 2001; Noronha, 2001; Tang and Ward, 2003; Schlevogt, 2002). However, modification
of theory and practice does exist in different societies, in spite of their cultural affinities, in order to
make their management more relevant to their social, political and economic environments.

General background

Economic development in East Asia after 1945 was praised by many commentators and branded as
the ‘East Asian miracle’ (World Bank, 1993). The rise of Japan and the four Asian little ‘Tigers’ or
‘Dragons’ (Hong Kong, Singapore, South Korea and Taiwan) constituted a tremendous challenge not
only for the Western devel oped economies but also their own neighbouring countries, in particular
China. In order to catch up with these economies and develop more robust domestic political and
economic environments, within atwo decade-period (that is, from 1978 to 1997, before the Asian
crisis), China adopted economic reform and achieved remarkable progress, associated with arisein
real GDP per capita (Cheah, 2000:163). By 2002, its economic performance had achieved levels
unimagined when the reforms were first envisaged (see Table 5.1). A significant shift occurred in
economic structure from an agricultural to an industrial orientation, with a decline of the contribution
of agriculture to GDP from over 33 per cent in 1976 to just under 20 per cent in 1997, while
Increasing manufacturing sector’s contribution from just over 30 per cent to just under 40 per cent
over the same period (Cheah, 2000:163). The SOEs contributed over 80 per cent of industrial
production in 1978 but now thisis down to less than 25 per cent.

This step improved China’s ability to export and generate foreign currency reserves, such that today
they are so substantial that they underpin a strong, if over-valued currency. In fact, China has now a
significant global competitivenessin the export of lower-skilled labour-intensive products and has
become a ‘world factory’ producing manufacturing goods. This development may indicate that China
has more than the potential to catch up
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with her neighbours in the short term, and other developed economiesin the long term.

The major contributing factor for such changes can be traced to the pragmatic and entrepreneurial
strategies undertaken by the state, domestic entrepreneurs and foreign investors. Policies and reform
steps can be observed as the rationalization of SOESs, the growth of non-state sectors, including both
domestic private enterprises (DPES) and foreign-owned enterprises (FOEs) through product imitation,
subcontracting, incremental and evolutionary innovations, spatial arbitrage and production and
market diversification being claimed as an adaptive entrepreneurship (Cheah, 1993).

Therefore, China’s devel opment pattern has been seen by commentators as an ‘entrepreneurial state’,
with the tendency of ‘evolutionary innovation’ towards hybrid economic systems (Cheah, 2000; Zhu
and Fahey, 2000). Cheah (2000) claims that there are several significant features of this hybrid,
namely:

1 Authoritiesin Chinawill continue to retain partial or full control and ownership of a substantial
number of state sectors with strategic influences, even after SOE restructuring.

2 This new environment will enable the development of ‘governmental entrepreneurship’ (or
innovativeness) with a significant influence on corporate entrepreneurs, in both state and non-state
sectors.

3 This “adaptive entrepreneurship’ allows useful models to be borrowed and modified (for
example, the Singaporean development pattern being seen as amodel for China) as well as
accepting and implementing suggestions from civil servants, academia, professionals and business
people.

Exter nal/macr o issues/factors

The environment of entrepreneurship that has been gradually established in China provides new
opportunities for foreign multinational corporations (MNCs) to move into Chinaand using Chinaas
one of their global business strategic locations as well as for Chinese companies to move out to be
engaged in international trade and investment in other countries.

Under the ‘Open Door’ policy, adramatic change has been the increasing value of FDI and the
number of FOEs. In China, FDI comes in the following types: the equity joint venture (EJV),
contractual joint venture (CJV), wholly-owned foreign enterprise (WOFE), JSC and co-operative
development.

The growth of FDI in China over the past decade has been dramatic. By the late 1990s, for example,
Chinawas the second largest recipient of FDI in the world. Indeed it is currently estimated that
foreign-owned firms now account for more than athird of China’stotal industrial growth (Tse, 2000).
The rationale for FDI in China has been two-fold: first, to secure access to low-cost raw materials and
labour and, second, to penetrate alarge, and rapidly expanding, market.
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Firm Ownership  Age Location Size (no. of  Business Turnover  Market
(vears) employees) (RMB ml)
El SOE >30 Beijing 40,000 (in Bank 50,000 Domestic
Beijing)

E2 SOES/Group  >30/6 Nanjing 10,000 Manufacturing 4,800 Overseas
and trading of (75%)
machinery and Domestic
clothing, and (25%)
other businesses

E3 SOE/JSC >30/4 Nanjing 800 Wholesale and 2,600 Domestic
retail of
electronic
appliances

E4 SOE/JSC >30/4 Chengdu 550 Manufacturing of 300 Domestic
machinery

ES JV (Sino- 9 Shanghai 800 Manufacturing 1,000 EU and

Japanese) and trading of US (80%)
fax machines Domestic
(20%)

E6 WOFE (US) 9 Shanghai 1,600 Manufacturing 5,800 Domestic
and trading of
medicine and
equipment

E7 WOFE (Dutch) 9 Shanghai 7,000 Manufacturing 3,000 Domestic
and trading of hi-
definition TV
and DVD

E8 WOFE (US) 11 Beijing 700 Software R&D 5,000 Domestic
and marketing

E9 DPE 9 Nanjing 150 Software R&D 100 Domestic
and marketing

E10 DPE 12 Nanjing 1,000 (in Trade and 4,800 Overseas

Nanjing) 6,000 production of (10%)

(nationwide) electronic and Domestic
electrical (90%)
products,

automobile, and

real estate



E1l DPE

E12 DPE

5

9

Nanjing 1,900

Chengdu 850

Manufacturing 2,400
and trading of

DVD, telecom

and PC

Manufacturing 500
and trading of

animal nutrition

and agricultural

goods

Overseas
(50%)
Domestic
(50%)

Domestic

Source: authors’ survey, October 2002.
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Case E6 is one of the leading US-based MNCs operating in Chinaas a WOFE. It had adopted an
ambitious plan of production and marketing operationsin China. In turn, Case E7 is a Dutch-
investment MNC subsidiary with many branches in China, with its national HQ located in Shanghai.
It had ‘leading-edge’ technology and appropriate management expertise in China and most of the
employees were young and well educated. The management system, including HRM, was copied
from its Singaporean regiona headquarters and the HR manager was trained in Singapore. A
combination of Western systems, with some East Asian modification (certainly the influence of
Singaporean and Chinese management systems), was found in E7.

Case E8 is another leading US-based MNC operating in Beijing in the business of software R&D as
well as in marketing. The management system and key managerial postsin the firm were in effect
‘Americanized’.

The third group of enterprisesincludes four DPEs: two were large DPEs with 1,000s of employees,
one was a medium one with over 850 employees and the other, a small one with over 150 employees.
The management of E9 believed that both opportunities and challenges exist since China’'s WTO
accession and their policy was to develop their products and the company with unique characteristics.
The slogan of ‘open thought’ was in the company-booklets.

Case E10 isone of the leading DPEs in Chinawith its headquarters located in Nanjing and over a
hundred branches around the country. Its business had been enlarged from initially retailing
electronic appliances to awider range of businesses, including production of electronic and e ectrical
products, automobiles and real estate development. However, dueto its rapid businessincrease, HR
was far behind the needs of business expansion.

In Case E11 we find asimilar situation to E9 and E10. Its business had been increasing rapidly in the
past five years but HRM was neglected during this rapid growth period. Now further competition, not
purely based on price but on ‘know-how’ and human resources, intensified the need for improving
HRM policies and practices.

Case E12 was an example of a DPE that was located in the inland region to the west (Chengdu) and
was established by three brothers from one family to produce animal nutrition products for local
farmers. E12 did not have a HR department and personnel issues were handled in a traditional
Chinese family business manner, such that the boss (laocban) made all decisions.

From these empirical findings concerning the reactions of Chinese enterprises towards the challenges
of reform and WTO entry, we find a division between enacting active responses through innovative
strategies and new management practices on the one hand (described as ‘proactive’) and being
passive and less dynamic towards challenges on the other hand (described as ‘reactive’) (Figure 5.3).

The key variables that determine these different performance outcomes are ownership, location,
history, experience and sectors, but the size of firm and market orientation become less significant.
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VARIABLES
Ownership Location History Experiences Sectors Size Market
Proactive FOES/JSCs Coastal New Modern management  High- N/A N/A
Internationalization value/New
economy

MANAGERIAL

Reactive SOES/DPES Inland  Traditional  Planning system/ Low-value N/A N/A

Family Labour intensive

business

Figure 5.3 Enterprise managerial reaction.

Enterprises with foreign-ownership, or being transformed from SOEs to JSCs, are more likely to have
proactive management performance than SOEs and DPES; enterprises located in the coastal region
are more likely to have proactive management performance than enterprises located in the inland
regions; enterprises with weaker links with the traditional state planning system are more likely to
have proactive management performance than enterprises under the shadow of the past; enterprises
that have experienced the modern management system and internationalisation are more likely to
have proactive management performance than enterprises with experience of the planning
management system or the family business management system; enterprisesin high value-added
sectors and the new economy are more likely to have proactive management performance than
enterprises in low value-added and labour-intensive industries; and finally size and market orientation
become less significant.

The characteristics of enterprises with proactive management performance can be summarized as
follows.

Organizational strategic planning focuses on both short-term gain and long-term sustainability, a
sense of balance of duality. Enterprise autonomy and competitive advantages in the areas of
organizational structure, investment capability, know-how and personnel are crucial factors for these
enterprises to have the upper hand in the market competition.

Managerial culture and styles are consistent with international standardised practices, described in
Chinese as ‘connecting with the international track’ (yu guoji jiegui). A modern corporate governance
system is the foundation for implementing innovative management practices.

Human resource management and employee relations are part of their innovative management
practices by adopting new HR dimensions which are distinguished from traditional personnel
management (see Zhu and Warner, 2004). The major areas of HRM adoption thus appear to be in
teamwork, quality control, new technology, adherence to rules, common values and norms,
importance of line managers, harmonization of work conditions and in-house training (see Warner,
1995, 1999, 2003a).



Page 131

In contrast to the proactive model, the reactive model has a very different outcome of management
performance.

Organizational strategic planning mainly focuses on short-term survival rather than long-term
development due to the accumulated financial burden (i.e. SOES) or shortage of new capital funds (i.
e. DPEs) and an unclear future direction. The constraints still maintain in SOEs and DPEs though
with different perspectives. SOES’ constraints are more related to historical impact and government
policy and control, while DPES’ constraints are more related to lack of financial support from state-
owned institutions and shortage of new technology and experienced personnel.

Managerial culture and styles are under the shadow of either the planning system (i.e. SOES) or the
family business tradition (i.e. DPES). A certain sense of egalitarianism still influences people’s minds
in most SOEs. The latter are supposed to carry out many social welfare functions even after decades
of economic reform. The most important example is handling lay-offs and establishing re-
employment centres. Organizational structure and management styles are changing but not so
dramatically when compared with JSCs and FOEs. Personal and political connections are crucial for
managerial survival rather than predominately relying on a performance merit-based system.

On the other hand, DPEs are carrying on the family business tradition. Family members control the
strategic decision-making and organizational hierarchy is based on the Chinese boss (laoban)
phenomenon. Because of the lack of prestige in society, most DPESs are |ess attractive in terms of
obtaining capital funds and high-quality personnel, which may be the crucia bottleneck for their
future devel opment.

Human resource management and employee relations are predominately following the traditional
personnel management pattern for the SOES and irregular HR practices for the DPEs (see Warner,
1995a; Zhu and Warner, 2004). The major problem in SOEs s that personnel managers play a
passive role in HR planning and coordination. Due to historical reasons and surplus labour, the
function of HRM islimited to revitalizing employees’ potential. On the other hand, most DPEs do
not have a well-established HRM system. A common reason was given as a short organization
history and HRM has not been seen as a crucial part of their business success. Another practical
problem is the shortage of well-trained HR personnel available in the personnel market. Hence,
newly-established DPEs normally do not have awell-established HR policy and practical system.
Certainly, we are aware that the generalization we offered above hasits limitation. In reality, there
are exceptions, such as some SOEs and DPEs do embrace the modern management system and are
actively engaged in innovative management practices whereas some FOEs and JSCs have arelatively
poor management performance. However, the distinction is made based on a judgement of the
genera trend in the majority of enterprises with a distinct ownership system.
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Discussion and conclusion

Since China started its economic reformsin the late 1970s, it has changed dramatically.
Characterized by high economic growth over two or more decades, it has become a ‘magnet’ for
international production and investment. However, rapid change has also brought uncertainties and
anxieties for the average Chinese citizen, and thisis no less the case vis-a-vis WTO accession, as
joblessness and layoffs grow by the day.

The evolution of the transition process in Chinais based on the philosophy of Deng Xiaoping’sidea
of ‘crossing the river by feeling the stones’, a pragmatic and gradualist approach. Therefore, it is not
unusual to observe that many reform agendas were initially of an experimental nature, from
introducing foreign investment and the management responsibility system to ‘dual-track’ pricing
systems and |abour market regulations. When those policies were proved as useful and safe for the so-
called ‘Socialist Market Economy’, then such polices might be transformed into permanent policies
and regulations. However, if policies led to negative outcomes, modification and revision of policies
became necessary. The pattern of Chinese transition shows that there is strong leadership at the top to
drive the reform agenda, which may be different from other bottom-up models.

However, the top-down model does not mean that there is no initiative from below. In fact, the
remarkable success story of Chinese reform is that individuals (human beings or organization) may
benefit from the early reform and embrace the further reform process. Meanwhile, the transformation
of the human mind from homo sovieticus to homo economicus claimed by Papava (2002) is
significant among the Chinese. Travellers can see that even in asmall mountain village in Y unnan
province, villagers try their best to commercialize their products and maximize their income, for
example, by selling fresh vegetables and flowers to the Shanghai market through air transportation.
This entrepreneurship phenomenon sends a strong signal that, if individuals are involved in the
transformation actively, the reform agenda can be continued and sustained.

Now the focusis on the notion of a ‘Socialist Market Economy with Chinese Characteristics’. Is
Chinaindeed still a “socialist country’ and what is the meaning of ‘socialism’? Our observation is
based on the consideration of three major concepts, namely political, economic and cultural aspects.
Asfor the political consideration, the party-State does not want to lose power. In fact, ‘socialism’
aready lost its economic meaning such as a public ownership dominated economy and equal/planned
distribution system, but the political meaning is still important for maintaining legitimacy for the
Communist Party’s political control asits main social/political identity. Without the epithet of
‘socialist’, the political system could be easily changed from a single-party system into a multi-party
democracy.

As for the economic consideration, a market-oriented economic system had replaced the centrally
planned system and all kinds of market mechanism are
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playing a crucial rolein current Chinese economic life. The so-called ‘adaptive entrepreneurship’ is
the fundamental dynamism pushing for further market reform and competition (both domestic and
international).

Asfor the cultural consideration, the term ‘Chinese characteristics’ is used to reflect the national
identity vis-a-vis the challenge of globalization. Both the régime and social €lites (including scholars)
call for new moral standards and social valuesto guide the citizens’ behaviour, in particular in facing
the attraction of materialism and desire-driven social phenomena labelled by the government as
‘Westernization’. The ideological vacuum forces the elites to reintroduce traditional values and allow
Confucianism to play an important role for maintaining morality. Meanwhile, management behaviour
may fit well into such mixed systems by combining the advantages from both modern management
practices and traditional thinking and values. Another convenience for the régime is that anything
proved as useful and ‘good’, can then be claimed as a success with ‘Chinese characteristics’.
Otherwise, a ‘bad’ outcome certainly belongs to “Western pollution’. This exercise has a significant
political meaning that shows the leadership is on the right track towards future development and
gains certain propaganda effects, given the fact that both régime and people are not sure about the
future direction.

These considerations lead us to think about the future: isit inevitable that China be one of the
‘capitalist brothers’ sooner or later, or can China still continue as a different entity?

There is no explicit blueprint for the future reform however and nobody can clearly and adequately
predict the Chinese future. So far, we have observed a pragmatic and step-by-step approach towards
change and reform. Public debates on television and radio aso focus on the future of China, in
particular, in the wake of growing globalization. China has shown herself to be part of the global
community by joining the WTO. Commentators show an increasing confidence (it also represents
certain attitudes held by the leadership of the government and social elites) that Chinaisbig and
strong enough to play the double-edged sword of globalization well. Historically, China had
opportunities to open up the society to the international community. Openness and confidence were
interrelated in Chinese history. ‘Foreign cultures’ came to China and influenced Chinese thinking and
socia systems. Meanwhile, Chinese culture is mature and strong enough to learn from others and
modify other culturesinto their own systems. History isamirror here and the Chinese see hope for
their future. So far, we have seen that both the Chinese |eadership and her citizens are brave enough
to embrace reform and eventually realize their dream that, as the most ancient of civilizations, she
still can show an alternative way of social progress to the rest of the world.
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6
Vietham

A pragmatic hybrid model

| ntroduction

After Chinaand Russia, Vietnam, with a population of around 80 million in 2002, is the world’s third-
largest transforming economy. Furthermore, the fifty or so years of the post-colonialist period have
been strongly influenced by Vietnam’s relationships with China, Russia and the United States.
Vietnam’s transformation — just as China’s (see Chapter 5) — presents an alternative route to that
undertaken by the former command economies of Central and Eastern Europe and the Former Soviet
Union (especialy Russia and the Baltic states), where economic reforms have gone hand in hand
with the establishment of new, democratic political systems. In Vietnam, economic reform towards a
socialist market-economy has taken place within the context of acommunist political system. This
alternative approach is thus of academic interest and may also be relevant for other former command
economies where political transformation has not followed the democratic pattern (as, for example, in
the Central-Asian republics of the former USSR).

Since the beginning of doi moi (economic renovation), Vietnam has experienced economic growth
unlike that of the past (Fforde and Vylder, 1996). Real GDP growth rates peaked in 1995 with 9.5 per
cent according to official statistics (ADUKI, 1997). However, the 1997/98 Asian financial crisis
adversely affected the Vietnamese economy. Most economic sectors and regions in Vietnam reported
declinesin the rate of GDP growth, FDI, and international trade (Moreno et al., 1999). For instance,
GDP growth was only 4.8 per cent in 1999 compared to 8.1 per cent in 1997 (Table 6.1). The FDI

inflow to Vietnam has continued a downward trend since 1998, with only US$0.6 billion of
implemented investment, which was about 25 per cent of the FDI in 1997. The Asian financial crisis
was the main cause of the sharply reduced FDI inflow (Freeman, 1998; Le, 2000). In recent years,
FDI from Asian countries accounted for 70 per cent of total FDI inflow to Vietnam. In 1998,
however, FDI from those countries decreased to only 45 per cent of total FDI (CIEM, 1999;
Athukorala, 1999).

International trade was also adversely affected by the influence of the Asian crisis. In 1998, for
instance, the growth in the value of exports was only 2.4 per


file:///C|/download/www.netlibrary.com/nlreader/15.06.2008/Management%20in%20Transitional%20Economies%20From%20the%20Berlin%20Wall%20to%20the%20Great%20Wall%20of%20China_9780415336703/nlReader.dll@BookID=127929&FileName=PAGE_107.html#P2000B3129970107001
file:///C|/download/www.netlibrary.com/nlreader/15.06.2008/Management%20in%20Transitional%20Economies%20From%20the%20Berlin%20Wall%20to%20the%20Great%20Wall%20of%20China_9780415336703/nlReader.dll@BookID=127929&FileName=PAGE_135.html#P2000B3129960135001

Page 135

Table 6.1 GDP growth, inward foreign direct investment and unemployment in
Vietnam since 1997

Year Nominal GDP(US$  Real GDP Inward FDI Unemployment rate (%)
bn) (%) (actual, US$ bn)
1997 26.8 8.2 24 5.9
1998 27.2 5.8 0.6 6.9
1999 28.5 4.8 0.6 7.4
2000 30.6 6.0 0.5 6.4
2001 32.3 6.0 0.8 6.3
2002 34.9 7.0 1.8 6.0

Source: World Bank, 1998; Vietnam Ministry of Planning and Investment, 2003; Business Monitor International Ltd,
2003; Vietnam Panorama — Vietham Economy News, 16 May, 2003.

cent, the lowest rate since 1991 (CIEM, 1999). Under this pressure, the government imposed
administrative measures to control importsin order to reduce trade deficits. As aresult, imports
declined by 1 per cent in 1998 (CIEM, 1999). Although the current account deficit was reduced, in
the long term this will have negative effects on domestic consumption and economic growth due to
the increase of the prices of imported goods needed for production (Ariff and Khalid, 2000).

The liquidation of SOEs and other so-called ‘production units’ and less foreign investment have led
to an increase in unemployment (Nguyen, 2000). In 1999, for instance, the official rate of
unemployment in the urban areas was 7.4 per cent, compared to 5.9 per cent in 1997 (Table 6.1).
There is atendency towards higher unemployment in large cities and industrial centres. In addition,
underemployment in the rural areasis serious. The internal migration from the rural areasto the
urban industrial areas also increases the pressure on the labour market.

Hence, economic reform created both achievements as well as uncertainties. The chapter addresses
the evolution of Vietnam’s economic reforms and the extent to which they have improved the
country’s economic performance. It aso deals with the dilemmas associated with the route to reform.
For a chronology of the key eventsin Vietnam since 1945 see Figure 6.1.

Historical background

Vietnamese national identity began to be formed in the period spanning the el eventh to thirteenth
centuries AD in contradistinction to Chinese culture and involved resistance to incorporation in the
Chinese Empire. Viethnamese independence ceased in the mid-nineteenth century with the
establishment of French colonial power over Indo-China. Practically, French domination came to an
end in 1954 with the defeat of the French forces at Dien Bien Phu. Key features of developments
since this time have been the division of the country since the defeat of the French forcesinto North
and South Vietnam, the former
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1945 Ho Chi Minh proclaims independent Democratic Republic of Vietham
1954 French colonial forces defeated at Dien Bien Phu

1956-75 Republic of Vietnam founded in south

1973 US troops leave South Vietnam

1976 Reunification under Socialist Republic of Vietham

1970s  ‘Bottom-up’ reformsin north Vietnam

1986 Sixth Congress of the Vietham Communist Party announces doi moi (renovation) policy
1987 New law on foreign investment; liberalization of internal trade

1989 Liberalization of foreign trade

1990 State-owned enterprise reforms launched

1992 Introduction of tight monetary policy

1993 New |abour law

1994 Lifting of US trade embargo

1997 Asian economic crisis

2002 First stock exchange founded

Figure 6.1 Key eventsin Vietnam since 1945.

linked to China and the Soviet Union, the latter to the United States; the establishment of a
communist state in North Vietnam; civil war with overt American involvement (1961-73); and the
military victory of North Vietham and its South Vietnamese supporters leading to the reunification of
the country in 1976. Relationships with the United States subsequently remained understandably
strained. Moreover, relations with China experienced a notable rupture in 1979 after Vietnam invaded
Cambodia to suppress Pol Pot’s Khmer Rouge regime. Vietnam consequently drew closer to the
former Soviet Union.

Vietnam’s history since the mid-1830s can be divided into overlapping periods, including French
colonial rule, the struggle for national independence and unity and the relatively short recent period
of national consolidation and development. The period since 1945 up to the early 1980s can
moreover be described as a period of almost continuous warfare, so that in the early 1980s the
Vietnamese economy bore many of the hallmarks of a socialist war economy. One of the features of
this war economy was that, although it was based on the Soviet model of the command economy, the
economy also displayed a considerable degree of decentralization as a means of responding to the
consequences of war. In this respect, the Vietnamese economy, even under communism, had its own
distinctive characteristics. The rationale of economic reform was based on the negative experience of
economic development in the post-Vietnam War period. The attempt by the government after 1976 to
unify the socialist northern economy and the hitherto capitalist southern economy in a national
socialist economy proved economically catastrophic. The process was marked by economic crises
and in 1985 there was widespread famine. One of the consequences of the poor economic
performance was the increase in demands within the communist party itself
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for economic reform. Following considerable and intense debate the policy of doi moi (economic
renovation) was officially announced in 1986.

Doi moi represented a recognition by the communist party of the need for economic change and was
at the same time an assertion by the party of its claim to control economic reform. As, for example,
Fahey (1997) and Griffin (1998b) have argued, economic reforms, especially in agriculture, predate
the announcement of doi moi. Following the economic crisis of 1978-79, there had been grassroots
initiatives involving ‘fence-breaking’, that is, introducing local reforms without official sanction
(Fahey, 1997). These initiatives were particularly prevalent in the agricultural sector where the
system of collectives was abolished and greater incentives were given for raising output and selling in
the free market. Furthermore, even SOEs were permitted to sell on the free market any output that
was additional to government-specified quotas (Griffin, 1998b). In fact, Fahey (1997) argues that the
Vietnamese state was in arelatively weak position and was actually endorsing reforms that had
already been implemented at the grassroots. In other words, the reform pattern can be described as
‘bottom-up’ reform initiatives.

Following official announcement of the doi moi policy, a series of reforms were rolled out, covering
arange of areas (for a chronology of the reforms up to 1992, see Griffin (1998b)). In addition to
reforms affecting the agricultural sector — the largest sector of the economy — and SOEs, internal
trade was liberalized from 1987 and from 1989 foreign trade was also increasingly liberalized. By the
end of the 1980s, many features of the command economy such as centrally administered prices,
consumer and exporter subsidies and central planning itself had been largely discontinued. These
actions were complemented by reform of the tax system and introduction of real interest rates
(Griffin, 1998a). In the 1990s, moreover, a process of reform of the system of SOEs began. This
mainly took the form of restructuring through merger, although a small number were privatized or
allowed to go bankrupt. The SOEs became subject to tighter financial discipline and to the same tax
regime as private companies. One consequence of the SOE reform was that the number of SOEs was
reduced from 12,000 to 6,000 (Griffin, 1998a). However, as noted by Mallon (1993) with regard to
the 1989 crisis, soft loans remained available for SOES when circumstances became particularly
difficult.

Reform of the agricultural sector and SOE reform were accompanied by a range of macroeconomic
reforms. In addition to the introduction of real interest rates, in 1989 the foreign exchange rates were
unified and the currency (dong) was closely aligned to the market rate. In 1992, in order to combat
inflation, atight monetary policy was introduced (Griffin, 1998d). The impact of the reforms
manifested itself in a number of ways on the Vietnamese economy. Output, efficiency and wages
rose. In fact, growth was rapid and widespread (Rondinelli and Litvack, 1999). Furthermore, macro-
economic stabilization was achieved by the mid-1990s (Griffin, 1998a). The state-owned sector was
moreover subject to greater financial discipline.
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A subsequent stage of reform included the establishment of independent commercial banks and a first
stock exchange (The Europa World Year Book 2002, 2002).

Parallel to and an integral part of the reform process were the rise of small-scale private enterprise
and the growth of alarge informal economy (Williams, 1992). Following the reforms of the early
1990s, SOE employment fell from 12 to 10 per cent of the working population (Rondinelli and
Litvack, 1999; Dollar, 1999). The non-state sector thus assisted the reform of the state-owned sector
aswell as contributing to output growth. The Vietnamese society has experienced a dynamic
transformation from war economy, through a period of having a centrally planned economic system
with obvious failure, to the current stage of economic reform. Compared with other transitional
economies in Russia and Eastern Europe, the Vietnamese transition has its own distinguishing
characteristics rooted in its cultural tradition and its political and social environments.

Cultural background

Vietnamese society has experienced many changes, from the early years of Chinese political and
cultural influence (111 BC-939 AD), French colonization, Japanese invasion, and American
occupation, to later communist rule and independence, and more recently economic reform and
engagement with the global economy. Therefore, there are tracesin Vietnamese society of al those
historical events. These influences have to some extent been mutually reinforcing. Traditional
Confucian values of harmony and saving face and a general predisposition to collectivism have
Interacted with established socialist values such as egalitarianism. Vietnamese culture has been
described as displaying high power distance, high collectivism, moderate uncertainty avoidance and
high context (Quang and VVuong, 2000). Nevertheless, individualism is increasing, although thisis not
necessarily at the expense of broader social values.

Fundamentally, the traditional thinking in Vietnam was influenced by ancient Chinese philosophies
(see Chapter 5), predominantly by Confucianism. Confucius (Kongzi, 551-479 BC) developed a set
of teachings based on absol ute respect for tradition (early Zhou Dynasty) on a carefully ranked
hierarchy founded on primary relationships between members of families and between the people and
their rulers (De Mente, 1994). It has been seen as a philosophy guiding people’s daily life. The
detailed description of Confucianism has been illustrated in the preceding chapter on China.
Confucianism came to Vietnam after 111 BC when the Chinese emperor colonized Vietnam and
brought important technology, including the water buffalo, plough, pig rearing, market gardening,
printing, minting of coins, silkworm breeding, porcelain manufacture and international trade to
Vietnam. In addition, a Chinese model of bureaucracy, judicial system and education system was
Implemented in Vietnamese society. Even the written language was based on
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the Chinese characters. These fundamental principles still influence current Vietnamese society (see
Zhu, 2003).

However, another most profound influence in the modern history of Vietnam was communism.
Several key issues are related to such influence. Politically, it emphasized Leninist democratic
centralism and proletarian dictatorship that legitimize Communist Party control. Economically, it
implemented for many years central planning in the economic system until the recent reform. The
state had control over planning, material allocation, production, labour and distribution systems. In
terms of socia relations, it believed in egalitarian principles and mutual respect. WWomen’s position
was improved under communist rule, compared to the ‘old society’. Wage differences were limited
and collectivism was extremely important.

On the other hand, private ownership and entrepreneurship did exist in the South before unification in
1975. A large overseas Chinese business community was very active in Saigon (the current Ho Chi
Minh City) until 1978 when the communist government wanted to take over the private sector in the
South. These phenomena show that a mixed and diverse cultural element was rooted in Vietnamese
society and a generalization of a homogenous cultural paradigm can be problematic. Thisis also the
case for corporate culture due to the diversity of the ownership system in Vietnam now.

General background

Following Vietnam’sinvasion of Cambodiain 1978 and China’s negative response, the country
became increasingly dependent on the USSR for aid and support. Vietham had joined COMECON in
1978. However, the reforms in the Soviet Union from the mid-1980s ended in the collapse of not only
the USSR but also its satellites in Central and Eastern Europe. With the demise of COMECON,
Vietnam was in danger of becoming even more isolated. However, a process of integration into the
global economy had begun from the mid-1980s, assisted by the reform of the trade regime (Khan,
1998). Vietnam after 1989 also sought out new trading partners (Griffin, 1998a) and the example of
the ‘Asiantigers’ served as amodel of how the Vietnamese economy might be developed. There was
asubstantial growth of exports and Vietnam became the world’s second largest supplier of rice and
the second largest producer of coffee.

The reform process, however, was driven by both external and internal causes (Fahey, 1997).
External causes, for example, the collapse of the Soviet Union, forced the government to find an
alternative way out. From the mid-1990s the relationships with China and the United States began to
show some improvement and Vietnam became a full member of the Association of South-East Asian
Nations (ASEAN) in 1995. Regionally at least, there was increasing signs that Vietnam was seeking
greater integration with the international community, as reflected by its membership of the Asia
Development Bank, Asia-Pacific Economic Co-operation and the ASEAN
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Free Trade Area (AFTA). Furthermore, in 1993, Vietnam resumed financing agreements with the
IMF and World Bank (The Europa World Year Book 2002, 2002). At the end of 2001 the US-
Vietnam Bilateral Trade Agreement came into effect. The extent of Vietham’s regional integration is
reflected in the flows of exports and imports. Over 40 per cent of exports go to Japan (18.1 per cent),
the People’s Republic of China (10.6 per cent), Australia (8.8 per cent) and Singapore (6.1 per cent).
Over 60 per cent of imports originate in Singapore, Japan, Taiwan, South Korea and the People’s
Republic of China, with Singapore alone accounting for 17.7 per cent (The Europa World Year Book
2002, 2002).

Exter nal/macr o issues/factors

Following the reforms, there was increasing prosperity and per capita income rose by 60 per cent
over the 1990s (Quang, 2001). The GDP increased at an annual rate of 7.6 per cent in the period
1990-2000. The GNP per head, low by international standards, reached $390 in 2000. In purchasing
power parity terms, however, it was considerably higher at $2030 (The Europa World Year Book
2002, 2002). The increasing economic stability was also reflected in the reduction of inflation.
Inflation peaked in 1986 at an annual rate of 487 per cent. By 1995, it had fallen to 12.7 per cent and
remained below 20 per cent (Griffin, 19983, 1998b).

In fact, the economic reforms were responsible for and accompanied a change in the structure of the
Vietnamese economy. In a context of general overall growth, the relative composition of output
changed, with agriculture, forestry and fishing decreasing, while the respective shares of industry and
construction and services increased (Griffin, 1998a). By the year 2000, agriculture, forestry and
fisheries accounted for 23.2 per cent of GDP and employed 62.6 per cent of the labour force. Industry
accounted for 35.4 per cent of GDP and employed 13.1 per cent of the labour force. Within this, the
non-state sector accounted for 22.4 per cent of industrial production. Finally, services amongst which
tourism plays a salient role, accounted for 41.4 per cent of GDP and employed just under 25 per cent
of the labour force (The Europa World Year Book 2002, 2002).

The process of privatization has been complicated by the tension existing between the urge to
Improve economic performance and a desire to retain state control over certain assets, especially
SOEs, and the genera operation of the national economy. Agriculture and retailing were effectively
privatized by the end of the 1980s, partly as a consequence of the 1988 crisis (Williams, 1992).
Privatization of SOES has in many respects been more contentious as the SOES remain the motors of
the Viethamese economy and the term equitization is generally used to describe the process of
transforming SOEs into ‘equitized’ companies. The process of equitization isitself slow because
SOEs see few benefits in equitization and by the end of 1998 only 116 SOESs had undergone the
process. The obstacles to equitization have included lack
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of clarity in the guidelines, general inexperience with privatization, problems of asset valuation, the
extent of inter-enterprise debt, the reluctance of potential ‘owners’ and resistance from SOE
managers and employees. Not surprisingly, internal buyout is the most common form of equitization
(Quang and Nhut, 2000).

At the same time, there has been instances of spontaneous privatization (Mallon, 1993; Rondinelli
and Litvack, 1999) and cases of SOE directors establishing parallel private companies (Fahey, 1997)
that then competing with the SOEs (Mallon, 1993). Interestingly, although equitized companies
making a greater use of incentives than SOEs, wage differentials are actually lower in equitized
companies than in SOEs where a culture of egalitarianism traditionally prevails (Quang and Truong,
2001).

The reforms of the 1990s placed increasing emphasis on commercialization and the regulation of
economic relationships via market forces (Fahey, 1997). According to Khang and Doan (2000) the
private sector was responsible for ca 60 per cent of GDP and 90 per cent of employment. New firms
played a key role in absorbing labour released from the state sector and in creating further additional
jobs. There was also aclose link between privately-owned SMEs and the informal sector of the
economy.

State support for the private sector and new firm development is evidenced by the Law of Enterprise
which was implemented in 1999. In the following year, around 500,000 new SMES were registered
and created over 0.5 million new jobs which helped to alleviate unemployment (Quang, 2001). A key
problem related to small firmsistheir relatively poor performance. For example, their contribution to
employment is far greater than their contribution to GDP. The owners of SMES, moreover, while
driven by a personal drive for achievement as well as money, tend to be reactive and lack
management skills and experience. These companies therefore tend not to be very competitive
(Swierczek and Binh, 2001). In spite of these weaknesses, small businesses, including family and
individual businesses, are a key component of the economy, especially in terms of employment and
facilitate awider distribution of the gains of economic growth made under doi moi.

The dynamic of reform is also related to the activities of FDI. Vietnam has had to compete with
numerous other potential recipients of FDI and overall the volume of FDI has been described as
disappointing (Griffin, 1998a) or modest (Khan, 1998). Following the 1987 Foreign Investment Law,
FDI experienced a continuous increase up to and including 1996. In 1996 the FDI inflow amounted to
USS$ 8,497 million, around US$ 110 per head of population (Quang, 2000). With the Asian crisis of
the latter part of the 1990s, FDI declined substantially and began to recover only in 2000 (Quang and
Hanh, 2001). Although Vietnam is regarded as having aliberal foreign investment code (Williams,
1992), foreign investors find many causes for opting out of promised investments. To quote Quang
(2000:4): ‘Inreality, most laws are still inactive due to lack of implementation as well as the limited
competence and cooperation between the administrative levels. Many foreign
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investors have complained about rampant corruption, harassment and inconsistency of regulations.’
Initially, FDI was directed predominantly at the oil sector, with Taiwan as the leading foreign
investor (Williams, 1992). Subsequently, there has been increasing investment in the tourism industry
(for example, hotels) aswell as in textiles and garments. There has also been a geographical
concentration of FDI. In the period 1988-95 54 per cent of FDI was located in the Ho Chi Minh City
(Saigon) area, with afurther 28 per cent in the Hanoi/Haiphong area (Khan, 1998). FDI has been
activated mainly through joint ventures with SOEs (Griffin, 1998a). One consequence of this
approach was that SOES competed with each other to attract foreign investors and often reduced their
labour forcesin order to appear a more attractive partner (Khan, 1998).

Thuy and Doan’s (2000) study of joint venturesin Central Vietnam highlights some of the difficulties
joint ventures face, in particular regarding the expectations of Vietnamese and foreign managers.
Vietnamese managers are reported as being more concerned with increasing export sales and
acquiring new technology, whereas foreign managers place greater emphasis on risk sharing, market
access, technology transfer and capitalizing on the benefits offered by the government. Not
surprisingly, these differences of perspective have had a negative impact on the relationship between
local and foreign managers and both parties expressed dissatisfaction with the economic performance
of the respective joint ventures.

I nter nal/micro issues/factors

Organizational restructuring

The transition of Viethamese management systems at the micro-level is represented by corporate
restructuring and it was one of the key planks of the economic reform policy. One of the aims of
economic restructuring was to improve the performance of SOEs that in 1997 accounted for 41 per
cent of GDP (Quang and Nhut, 2000). The sale of alimited number of SOEs was announced in 1992,
although thiswas initially limited to small or medium-sized, viable enterprises. So-called strategic
enterprises were, however, to remain in state ownership. The process was termed equitization (co
phan hoa) and was intended to impose hard budget constraints on companies, at the same time
relieving some of the pressure on the state budget (Griffin, 1998a). In this respect, Vietnamese SOEs
were similar to SOEs in China, Central and Eastern Europe and the Former Soviet Union. However,
Vietnamese SOEs differed in one significant aspect from their counterparts in other socialist
countriesin that they did not provide arange of social services (Griffin, 1998b).

Equitization involved selling enterprise shares to employees and outside investors. It appears that the
state was intended to retain around 20 per cent of the shareholding while employees were expected to
hold between 10-15 per
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Employment relations and human resource management

The most sensitive reform issue at the micro-level is the relationship between capital and labour. A
mixture of modern employment relations and traditional family businesses practices is widespread
and small businesses are generally run on paternalistic lines. A further determinant of the relationship
Is the extent of unemployment and the need for continuous job creation to counteract the possibility
of social unrest.

Overadl, unionization rates tend to be relatively low because of the predominance of the private sector
and, in particular, agricultural employment and the corresponding relatively low level of employment
in SOEs. The largest union, the Viet Nam General Confederation of Labour, has approximately 4
million members (out of atotal workforce of over 36 million in 2000) and the Viet Nam Agriculture
and Food Industry Trade Union just over 0.5 million members (The Europa World Year Book 2002,
2002). Most trade union members are found in the SOEs where participation rates exceed 80 per cent
(Zhu, 1998). In SOEs the trade unions regard themselves as owners of the enterprise and are
generally closely aligned with enterprise management. Under doi moi, with increased enterprise
autonomy, the role of the trade unions has been enhanced and they often fulfil a mediating role
between management and the workforce (Zhu, 1998).

Doi moi has also directly affected the role of trade unions. Whereas traditionally within the Soviet
model they acted as transmission belts for communist party decisions and distributed various forms
of welfare to their members, with economic reforms the unions are needing to consider more deeply
the ways they represent the interests of their members and of workersin general (Zhu and Fahey,
1999, 2000). However, labour legidlation is generally weak, although there is a Labour Code which
includes a limited right to strike. Outside of SOEs the bargaining power of workersis on the whole
very weak. More generally, the labour force is the key source of Vietnam’s comparative advantage
(Litvack and Rondinelli, 1999). As Griffin (1998b:13) has commented: ‘Vietnam possessed at the
outset of the reforms a skilled and healthy labour force that was able to respond quickly to economic
opportunities’.

The management of human resources still takes the form on the whole of traditional personnel
management in that it islargely administrative rather than strategic or developmental, although there
IS some evidence of change (Zhu, 2002). The relations between management and the workforce
continue to be strongly influenced by the socialist system so that egalitarianism and collectivism are
still prevalent values. These values are, moreover, consonant with traditional aspects of Vietnamese
culture. The perception of companies as ‘families’ is still widespread and is particularly manifest in
small and medium-sized companies. However, it is by no means inappropriate with regard to larger
enterprises.

Recent research by Zhu (2003) illustrated the following characteristics of Vietnamese HRM systems.
On the one hand, the influences of cultural
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Other values influencing organizational cultures include collectivism and egalitarianism. These
values influence attitudes to group work and incentives and militate against highly individualized
work and remuneration systems. These values are, however, evolving as aresult of the economic
reforms, for instance, the emergence of joint ventures and foreign-owned companies as well asthe
equitization process and redundancies. Zhu (2003) notes, for example, that especialy younger
employees are quite willing to change employer.

Management styles

In line with the preceding discussion of organizational culture management styles are strongly
influenced by Vietnamese cultural values. However, management styles also vary to some degree
between organizational types. In their study of management styles and organizational effectivenessin
state-owned, private and joint-venture companies Quang and Vuong (2000) found that SOEs were
characterized by amix of bureaucratic, familial, conservative and authoritarian styles, with an
emphasis on clear reporting relationships, formal communication and strict control, even though such
a style was not considered appropriate in Vietnam’s increasingly competitive environment. Private
enterprises, in contrast, were typified by afamilia style while joint ventures often displayed a
participative style which facilitated knowledge transfer. Both these approaches were considered
congruent with achieving organizational effectiveness.

Management development

The changes brought about and envisaged by the economic reforms have occasioned a considerable
need and demand for management development. Already at the beginning of the 1990s, foreign
expertise was being brought in to improve the delivery of management training (Mallon, 1993).
Furthermore, management training and devel opment needs are growing as the economy becomes
more competitive. Managers need to acquire more people-oriented skills in addition to existing task-
oriented skills. Moreover, industry-specific knowledge and skills are in need of updating (Swierczek
and Anh, 2000). Even though private and foreign providers are helping to augment the provision of
management development, Quang (2001) has argued for atotal rebuilding of Vietnam’s education
and training system in order to create the foundations of a modern knowledge economy.

Outcome and performance: empirical evidence

There is some evidence to indicate, as noted in the preceding sections, that enterprise and managerial
behaviour is beginning to change. This change is linked to the economic reforms and the aim of
improving enterprise
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performance, greater integration with the global economy and the influence, albeit limited, of joint-
venture partners.
A recent survey by Zhu (2002) draws on fieldwork research, including interviews with managers,
trade union leaders and workers’ representatives in seven manufacturing companiesin Ho Chi Minh
City.1 The city was chosen as the location because Ho Chi Minh City is at the forefront of economic
reform. The old city of ‘Sai Gon’ has been transformed into a new centre in terms of the development
of industry, commerce, finance and tourism since economic reform was implemented in Vietnam.
The transformation in Ho Chi Minh City can give an indication of development in Vietnam. These
seven cases provide a representative mix in terms of ownership, size, culture and history (Table 6.2).
Four of the companies (E1, E2, E3 and E4) are SOEs. Among them, one (E3) has completed the
transformation into ajoint stock company (JSC) and

Table 6.2 Company profiles

El E2 E3 E4 E5 E6 E7
Ownershipd  SOE SOE SOE/JSCP  SOE/Jsce WV WOFE (US) WOFE
(Holland, (Japan)
Singapore
and
Vietnam)
Foundation 1975 1975 1975/1999 1978/2000 1991 1995 1995
year
Size 750 350 1,000 440 520 295 2,752
(employees)
Sales 46 bn 7m (US$)e 2bn (Dong) 65 bn 1.5mhl.d 184 m (US$) 450 m (US$)
(Dong) (Dong)
Profit 1.5bn 70,000 (US N/A 5bn (Dong) N/A N/A N/A
(Dong) $)
Product Medium  High High High High Medium High
competition
Main product Wood Processed Soft drinks  Fishing line Beer Animal PCBA and
and business  furniture, seafood and and nets nutrition PWB
garments processed (AN) and computer
and food trade of components
footwear agricultural

goods
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Market 60% 99% 20% 20%
overseas Overseas — Overseas overseas
(EU, Asia (Japan, (China, US (EU and

andUS) US, and Japan)
Australia  Austraia)
and SE
Asia)

100% 100% 100%
domestic  domesticof overseas
AN Products (EU, US,
Japan and SE
Asia)

Notes:

aSOE: state-owned enterprise; JSC: joint-stock company; WOFE: wholly-owned foreign enterprise.

bSOE up to 1998, thereafter a JSC.
CUnder restructuring into a JSC this year.
dTotal volume of sale of beer.

eUS$1 = Dong 14,500 (March 2000).
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another (E4) is under restructuring to become a JSC. These cases represent the process of SOE
reform. The other three companies are FOEs: one joint venture (E5, between The Netherlands,
Singapore and Vietnam) and two wholly-owned foreign enterprises (WOFESs) (E6 with US
investment and E7 with Japanese investment). Each case study involved meetings with a senior
manager, the personnel manager and the union leader. Company documents were also collected.
With regard to managerial behaviour and management styles, Zhu’s survey found that since
enterprise management obtained greater autonomy, the quality of managers has become more
important for the survival of the enterprise in market competition. In fact, the criteria for managerial
selection have become more restrictive with an emphasis on educational background and experience.
In addition, managers have become much younger than the managers of the pre-reform period, and
nowadays most of them are in their forties (Zhu, 2002).

The survey aso shows that the realization of flexibility and competitiveness in enterprises depends
on the type of employment relations established and practised by the management (Zhu, 2002). There
isamixture of control and nurturing in the mgjority of the sample firms (Zhu, 2002). Most senior
management did demonstrate a more transformational |eadership, and the middle management and
the HR manager demonstrated a more transactional approach. In addition, in all respondent firms the
emphasis was placed on respect for rules. All of them emphasized personnel procedures and rules as
the basis of good managerial practice. This indicates that compliance with rulesis more important in
the sample firms than the flexibility model, suggesting that the aim is employee commitment (Zhu,
2002).

In addition, the survey also tested three key variables which determine the outcome of management
performance, namely ownership, size and market orientation of enterprises. With regard to
ownership, the data suggest that there are varieties of management policies and practices between
SOEs and FOEs, and aso between joint ventures and WOFEs. However, it is not always the case that
the greater the degree of foreign ownership, the more likely it was that formalized management
practices would be adopted. In fact, there is atendency to localization of FOES’ behaviour among the
sampled companies. Thisis aso related to the sectorsin which FOEs are involved. On the other
hand, the new JSCs which were transformed from old SOEs do adopt more formalized HR practices
compared with other SOEs. With regard to size, the larger the number of workers employed in the
firm, the more likely it was that formalized management practices would be adopted. The data
suggest that large companies had more complex, formalized management policies and practices than
small and medium companies. However, large companies may have higher transaction costs and
would be less able to respond rapidly to market shifts. With regard to market orientation, the data
suggest that the more oriented to the external market companies are, the more likely formalized
management practices will be adopted. Several cases show that where
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companies are involved in overseas markets, international standards of quality control and
management become important issues for their survival. Hence, market-orientation is a more
important factor than ownership for an organization to adopt more formalized management practices
among these manufacturing companiesin Vietnam.

Evaluation and conclusion

Vietnam has undergone a considerabl e transformation since the promulgation of the doi moi policy in
1986. The country has experienced substantial growth and achieved arelatively stable
macroeconomic environment. The economy, moreover, has become more open and competitive and
has achieved a degree of integration with the global economy. At the enterprise level reforms have
been instituted and have contributed to a greater concern for economic performance. The private
sector has also expanded and has been recognized as akey pillar of the Vietnamese economy. This
situation isin marked contrast with the situation prevailing in the first decade of unification that was
characterized by economic instability and crisis.

A key issue remains the goal and purpose of economic reforms and the relationship between the
political and economic spheres. The goal of the reformsis not to create a market economy but a
socialist market economy, with the communist party retaining overall control of the country. In this
respect economic reforms have taken place in a context of only limited political reforms. Evaluations
of the Vietnamese reforms, moreover, take different perspectives. On the one hand, it is argued that
the reform process has still much to achieve and thereis still a need to strengthen property rights,
accelerate state enterprise reforms and establish a more robust policy environment for private firms
(see Litvack and Rondinelli, 1999).

On the other hand, Fahey (1997:476) argues that ‘evaluation or description of the workings of
markets cannot be made independently of the social structure in which they operate’. Asin China, the
transformation began with microeconomic reforms and only limited, reactive political reform. Much
of theinitiative for and experimentation with economic reforms originated at the grassroots and was
only subsequently ratified at the government level, which represents a different, ‘bottom-up’ pattern
of reform from the Chinese version of ‘top-down’ reform. However, borrowing policies from China
and then modifying them in order to fit the Vietnamese situation is part of its reform process, which
can be observed during the transition period.

Vietnam has made considerable economic progress since the announcement of the doi moi policy in
1986. National prosperity has increased and has been distributed relatively widely. The government
has also been successful in achieving a certain degree of macroeconomic stability. Exports have
expanded as have arange of contacts with the international community and global economy. The
overall structure of the economy has evolved, with a greater emphasis on the service sector, although
agriculture remains very
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important, for example, for exports and especially for providing substantial employment
opportunities. Furthermore, there is a flourishing private sector, comprised of small and medium-
sized firms, which aso makes alarge contribution to job creation.

The areas, where progress has been much slower, have been in the equitization of SOEs and the
development of the institutional context. The SOEs are important because of their over-proportional
contribution to GDP and also politically. There has been some improvement in the productivity and
efficiency of SOEs but the transformation of the SOEs is by no means complete. Nevertheless,
management behaviours and attitudes are changing and there is evidence of knowledge transfer in
joint ventures. On the other hand, the domestic private sector and foreign companies make an
increasing contribution to the national economy and job creation. Localization of foreign
management behaviour is aso widespread due to the strong local culture and institutional factors. All
these changes interact with each other and with the institutional context, which, in the absence of the
kind of upheaval experienced in the former command economies of Central and Eastern Europe, is
likely to remain resilient and hence evolve relatively slowly. However, whether Vietnam can
continue pursuing its own path of reform, in the face of considerable global pressures, will remain a
matter of considerable interest for academic researchers and policy-makers alike.

Note

1 The fieldwork was conducted by the author in February 2000 with the assistance of the Vietnam
National University and Ngan Collins.
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Part |11
Synthesis and conclusions

To get richisglorious.
Deng Xiaoping (1902-97)
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7
Conclusions

Process and outcomes

| ntroduction

The Berlin Wall is no more; economic planning has gone by the board; managerial autonomy is de
rigueur. In this chapter, we try to sum up our findings on management in transitional economies. We
have approached the topic by looking at not only the macro-dimensions but aso the micro-economic
ones, as well as the management-level equivalents, of the changes both economies and enterprises
have experienced across the world during the transformation process, as they moved from a
command economy to a market-led one.

Aswell as examining the broader features of the economies, polities and societiesin Chapter 1, we
have also focused on management institutions and practices in the dozen or more countries concerned
over aperiod of two decades or so and dealt with them in some detail. Moving from west to east, we
have looked at three sets of economies: first, those in the Central and Eastern Europe in Chapters 2
and 3, then that of the former Soviet Union in Chapter 4 — al these being formerly in COMECON —
then turning to the People’s Republic of Chinain Chapter 5 and the Socialist Republic of Vietham in
Chapter 6. Thistour d’horizon spans awider range of economies and their managements than
previous studies in this genre have encompassed. We thus hope to have comprehensively covered the
changes involved throughout the hierarchy of levels, moving from macro to micro levels.

Many books have been written regarding the one level, that is the macro-, or the other, micro-
focussed one; we hope that our unique contribution has been to integrate both in this book. The links
between the various economic levels and those of the management functions are both complex, as we
have seen, and of course, highly interesting. In Chapter 1, for example, we attempted to set out
appropriate models that would assist this. We now attempt to review our initial notionsin the light of
the weight of empirical evidence we have presented in the chapters subsequent to the Introduction.

In the light of the exploratory remarks, we will also attempt to explain not only the general
phenomenon of transition but also the variations between the national experiences that characterized
the demise of the command economies and end of the Cold War. As set out earlier, we will adopt an
institutionalist
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focus throughout this comparative study (see Scott, 2001). This step will involve exploring how the
ingtitutional framework of planned economies, at both macro- as well as micro-levels, may have
changed into those appropriate for market-led ones, over the period in question (see Peng, 2000). For
each economy, it will be clear that there will be a point on a spectrum where a fully-fledged
command-economy characterizes the case at one extreme, to the one at the other end where the
market dominates, and a range of positions in between. How the specific national economies we have
covered moved along this spectrum and why this has been the case, constitutes the main theme of this
book.

Aswe noted in Chapter 1, the destruction of the formal institutions of the former system (de-
Institutionalization) may be carried out relatively quickly. Sometimes informal mechanisms may
compensate for institutional rigidities and allow firms to bypass barriers to change. One writer, Peng
(2000:277) defines de-institutionalization as ‘the erosion or discontinuity of an institutionalized
practice’.

In anumber of countries, many of the institutional edifices of the ancien regime were pulled down
relatively quickly, Hungary being a case in point. However, the elimination, or reform of informal
Institutions (re-institutionalization) may prove particularly intractable. ‘Institution-building’ grosso
modo, moreover, is not a quick process and may require more time than either ‘Big Bang’ or
gradualist approaches to transformation predicated. In Russia, between the mid-1980s and the present
day, there may have been at |east four stages involved, commercialization, privatization,
nomenklatura and statization (see Puffer and McCarthy, 2003). It still too early to see where thistrain
of eventsisleading but it isunlikely that President Putin is leading the system back to the communist
past.

We shall now sum up the main findings of the respective chapters that each deal with a major
geographical unit, be it a country or set of countries.

Sets of national economies

Central and Eastern Europe

We have dealt with, in some detail, the changes in Central and Eastern Europe in two sub-sets. In the
first one, we have included Croatia, the Czech Republic, Hungary, Poland, Slovakia and Slovenia; we
have characterized their economies as having problemsin the transition but these being less acute
than in the previous sub-set. The former East Germany also belongs to this group of countriesin spite
of the fact that it is no longer a separate sovereign state but nowadays a constituent part of alately
unified Germany. In the second one, Albania, Bulgariaand Romania are representative of a group of
countries we have characterized as having coped with very severe problems in the process of
transition to a market economy (Kraft, 1999). The reformersin these countries and their more
entrepreneurial managements faced the most
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difficult economic and political environmentsin the Eastern Bloc. The transition in these cases is still
unfinished.

Devel opments since the demise of communism have thus clearly been uneven across a wide range of
states and their economies, although there has been evidence of an increased urgency by several of
them to undertake and put in place reforms since the 1997 economic crises. A number of the CEE
states were ready to join the European Union proper in 2004, such as those in the second, above-
mentioned group of countries (Croatia apart), aremarkable case of ‘convergence’. Not only have they
emerged from the planned economies of their past days but they now meet the criteria of the
European Union, sometimes more so than some of the existing members.

One possible explanatory factor for the depth of the problems encountered in a number of cases had
been theinitial conditions prevailing in the nation states concerned, bringing to mind Stark’s (1992)
useful concept of ‘path dependence’. There were initial conditions that existed in the form of
institutions that had evolved over many years to channel economic activity in a particular direction.
The conditions accordingly affect the subsequent evolution of change in the transitional process. The
economies here, for example, had particular problems that needed to be confronted when they first
emerged from their state-dominated inheritance, such as underdevel oped financial institutions,
weakly-protected property rights and so on. A combination of rigid economic structures and limited
exposure to reform created a legacy of national economies with considerable distortions, at least from
an economist’s perspective. These basically unhelpful conditions were not assisted by policies of
‘protection’ and ‘discouragement’ (World Bank, 2002) that delayed the privatization of SOEs and the
tightening of financial discipline. In other words, the public authorities were not able or willing to
‘bite the bullet” and move on to appropriate transitional policies.

The seeds of globalization and possible convergence, as we noted earlier, may even have been
planted when economies were in COMECON viatheir international trade links and where the first
international joint ventures (1JV's) between state enterprises and foreign corporations, in what were to
become transitional economies, were started. Although the members of the socialist bloc might have
been regarded, and possibly regarded themselves, as a discrete entity and distinct from the capitalist
economies, there was, by the 1980s, considerable and increasing links, both commercial and
financial, between socialist and capitalist economies.

Taking those parts of the economies that had been “transformed’, insufficient encouragement was
given to newly privatized firms to respond to market signals and to operate effectively under
competitive market conditions. They were, to put it in plain language, at a half-way stage that was
neither moving them sufficiently closer to market signals nor at afast enough speed. Ambivalent
attitudes to entrepreneurship and, at times, bureaucratic hostility hampered the formation of new
business and held back the development of those that had been established.
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Thefirst sub-set of CEE transitional countries plus the former East Germany had progressed along
the path towards the market in various positive ways but only after the transformation of their
national economic, political and social systems. Apart from Croatia, they have all achieved relatively
comparable, if not optimal, transitional results. Moreover, they had all experienced one transitional
crisis or another, the result of which was an initially significant fall in production, consumption,
wages and salaries and the standard of living of the population. They have all already compensated
for this and moved beyond — with the exception of Croatia— the GDP level that they had had before
the transition. Here, Croatia and the Czech Republic were the only two examples that had seen
negative real growth-rates at the end of the 1990s, mainly because of macroeconomic policy
migjudgements.

Looking at CEE transitional countries entering the European Union in 2004 as a sub-set, we find that
they have been among the most successful in implementing ‘system-change’ with as few painful
effects for their inhabitants as possible, although the details may vary from country to country. The
former East Germany entered the European Union, in effect, with the advent of German unification in
October 1990. Others from the second CEE set, with the exception of Croatia, joined the European
Union in the first wave of enlargement. Many of them have already arrived at a point where they will
try to tell you that their transition is now over.

The privatization of the state(or socially)-owned enterprisesin Central Europe has indeed been
basically completed. It has enabled a new type of corporate governance system to be put into place
but one that has not been without its drawbacks due to an insufficient change in institutional
framework and value norms. These changes, however, do potentially mean that a new system of
economic motivation is now present and that possibilities for higher economic efficiency are
available. Private ownership of the means of production is still quite dispersed, but the ownership
concentration process has already been evident for afew years. There is no doubt about the intense
need to develop and strengthen further legal and regulatory institutions to oversee the transfer of
private ownership and corporate governance rights.

Management reforms across CEE states vary in their nature. In many cases, due to the role of joint
ventures and WOFEs, Western-style state-of-the-art managerial practices have been introduced. VW
soon took over Skoda, now aworld-class brand. Business schools too have become derigueur in a
number of capitals and major cities. The new generation of managersis likely to be well versed in
Western business knowledge and skills and may have studied and worked abroad. Many will have a
MBA degree.

Russia

The Soviet Union, asit appeared after 1917, was clearly unique asthe first ‘workers’ state’, so-called,
and provided the template for later communist entities and command/planned economies. Although
economic autarky had
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been seen in the running of the economies of the main adversariesin the First World War, the new
Soviet system created novel economic practices, although the role of the State had been long-standing
in Russian historical experience and the new regime, a ‘logical development’ (see Buck, 2003:303).
According to Pipes (1995), it was merely an extension of the older “patrimonial’ tradition.

But the former Soviet Union, as we have seen in Chapter 4, fell less neatly into the pattern set by the
othersin other respects. It had been the initiator rather than the initiated; the Soviet Union had built
up and consolidated a newly industrialized colossus. This apparent achievement seemed to admiring
outsiders ‘a success story’, especialy in the context of the depressed capitalist economies of the
1930s. The Russian ‘bear’, in turn, militarily ‘beat’ the Nazi German ‘beast’. Its armies had then
carried ‘system change’ to its neighbours’ lands and imposed such changes in the wake of military
and political hegemony.

Russia had had a distinct and well-documented statist history, as well as the first Soviet-style
institutions and planned economy. It may be characterized as ‘sui generis’, as we have pointed out,
but that may also be similarly true of Chinaand Vietnam. But Russia has in fact always been a
country, that was difficult, if not impossible, to categorize and label. Still, in assessing the economic
transition that has happened so far, the prognosis may be relatively optimistic. The country has gone
along way from being the ‘leading light’ of the communist world, to a country with an
internationally recognized market economy status, albeit with atarnished reputation.

Y et Russia moved along the spectrum of transitional change better than most observers would have
imagined, given its past. The swiftness of the privatization process has been surprising, according to
those economists who praise the ‘big bang’; many Russian firms are now ‘global players’,
particularly in the energy sector, like the oil giant Yukos. However, one can argue that there were
many flaws in the process and a small group of oligarchs became enormously rich, while many of the
majority of citizens found themselves facing hard times. Nevertheless, the ownership structure of the
country did decidedly change by the early 1990s, leaving little chance for the restoration of the old
Soviet-style ‘common ownership’ and thus a return to the status quo ex ante, although as Puffer and
McCarthy (2003) imply, the process of change was not exactly linear. Even after the 1990 Russian
new enterprise law, not enough encouragement was at hand until the later 1990s and even then the
new nomenklatura of business oligarchs were set to abuse power and impair appropriate corporate
governance (see Puffer and McCarthy, 2003). Also, on the negative side is the fact that after more
than 10 years of economic reform, it is still unclear who effectively, aswell aslegally, controls these
privatized assets, huge discrepancies exist in the distribution of wealth and income; large sums of tax
remain uncollected or unpaid. The state and especially regional authorities still have agreat deal of
patronage and influence over the newly privatized corporations.
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China and Vietham

Aswe have seen, the People’s Republic of Chinatwo decades or so ago set out on its reform path in
the late 1970sin a highly ‘pragmatic’ fashion. It had even been claimed that there was no clear
strategy behind its transition, for instance by Naughton (1995). But it had an original blue-print 50
years ago for its industrialization programme after Mao Zedong took power, even atemplate, in the
form of its Soviet ‘big brother’s’ achievements, whether or not the outcome was half-baked or
otherwise (see Kaple, 1994). The slogan in the early 1950s was ‘let’s be Soviet, let’s be modern’ (see
Warner, 1995a, 1995h).

Since China started Deng Xiaoping’s economic reformsin the late 1970s, it has changed
dramatically. Characterized by high economic growth over two or more decades, it had become a
‘magnet’ for international production and investment. It had the bulk of FDI in Asiagoing into its
economy; in 2002 this was US$52.7 hillion. Its foreign exchange reserves soared to US$356 billion,
the next greatest in the world after Japan. However, it has relatively weak banks, many inefficient
SOEs, inadequately developed financial markets and widening income inequalities. Rapid change has
also brought uncertainties and anxieties for the average Chinese citizen, and thisis no less the case
than vis-a-visWTO accession in late 2001.

The evolution of the transition process in Chinais based on the philosophy of Deng’s idea of
‘crossing the river by feeling the stones’, a pragmatic and gradualist approach (see Naughton, 1995;
Nolan, 1995). Therefore, it is not unusual to observe that many reform agendas had an initially
experimental nature, from introducing foreign investment and the management responsibility system
to “‘dual-track’ pricing systems and labour market regulations. Once those policies proved useful and
safe for the so-called “Socialist Market Economy’, then such policies might be transformed into
permanent policies and regulations. However, if policies led to negative outcomes, modification and
revision of policies became necessary. The pattern of Chinese transition shows that there has been a
strong ‘top-down’ leadership to drive the reform agenda, which may be different from other ‘bottom-
up’ models, such as some have said isthe case in Vietnam.

The degree to which Vietnam has evolved is afascinating case study in transition. Although closer to
the Chinese than the European and Russian experience of transformation, the Vietnamese process of
transformation has had its own distinctive characteristics. A key feature has been the implementation
and subsequent official acceptance of bottom-up reforms which preceded the launch of the doi moi
policy in 1986. This sanctioning or toleration of ground-level reforms was due at least in part to the
ongoing context of military conflict which lasted until the mid-1970s. The conditions of awar
economy necessitated economic decentralization which was used at the local level to initiate reforms.
The announcement of doi moi reform policy may thus be regarded as a move by the political eliteto
control and channel the reform process along a politically acceptable path (see Chapter 6).
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Nevertheless, privatization, enterprise restructuring and the rise of new private businesses have been
significant elements of the transformation process and the distribution and characteristics of firms
have changed substantially since the transformation process began. If enterprisesin the past have
been instruments for achieving the ruling party’s economic and, to a certain extent, its social and
political goals, we find that companies are now functioning as primarily profit-seeking institutions.

Enterprise managers

Enterprise managers too have been leading actors in the transformation process as they have to
transform their enterprises from operating in acommand economy to competing in a market
economy. Many managers were unable to cope with the considerable scale of change and |eft their
enterprises. It is difficult to generalize about those managers who remained. Many were young,
although many older managers adapted. Many were from former political positions and now applied
their knowledge and skills in the economic sphere. As discussed in Chapter 1, many of these

managers suffered from role overload as they tackled the challenges of the transformation process.
Dobék (2003) has presented a four-stage evolution of managers in a transforming economy, based on
the Hungarian experience. The first stage covers the period of the so-called ‘guided market economy’
up to the system change in 1989. In this period, managers need to be ‘Janus-faced’ asthey strive to
balance the demands of both bureaucratic and market mechanisms. The second stage is focused
primarily on company survival and privatization as the economy becomes predominantly market
oriented. At the same time there is an influx of foreign owners and managers. The third stageis
largely a continuation of the previous stage. However, it is characterized by areguvenation of the
managerial group and a heavy politicization of any remaining SOEs. The conclusion of the process of
managerial transformation, the fourth stage, is characterized by the accomplishment of afully fledged
market economy.

In Hungary, the above four stages corresponded respectively to the period up to 1989, 1990-93,
1994-99 and 2000 onwards. Obviously the actual duration of the various stages and their conclusion
vary from country to country. Dobék (2003) argues that Hungary has now reached the fourth stage
and such a conclusion may also apply more or less to the first wave of entrants to the European
Union. The situation in other countries of Central and Eastern Europe, Russia, Chinaand Vietnam is,
however, either not so clear-cut or different. In China, Vietnam and even Russia managers may need
to retain a ‘Janus-face’ in order to deal simultaneously with bureaucratic and market issues, whilst at
the same time operating in an increasingly market-oriented economy. Whatever the particularities of
individual countries, managers in transforming economies are facing inherently different challenges
from those they addressed 15 or even 20 years ago.

At thispoint it is appropriate to consider the issue of management
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development as managers have moved from operating under the conditions of a command economy
to operating in amarket or, in the cases of China and Vietnam, a socialist market economy. One
impact of marketization and privatization has been to change the composition and characteristics of
the management cadre. Inability to cope with the new pressures of the market system, in addition to
natural attrition, reduced the numbers of managers with experience of the command economy. In
some countries of Central and Eastern Europe, such as the former Czechoslovakia, this |oss of
command economy managers was increased by dismissals for political reasons. The quantitative
managerial deficit was made good by an inflow of managers from the advanced western economies
and arguvenation of the manageria group. Because of the system change in Central and Eastern
Europe this management transformation occurred relatively rapidly, athough unevenly, whilein
China and Vietnam change has been more gradual. In spite of these differences, the genera picture
has been one of command economy managers being replaced by managers with a market orientation.
Management development has played a significant role in facilitating this transformation. Former
command economy managers needed to acquire new knowledge and skills as did the new generation
of managers. There has thus been a proliferation of education courses and training targeted at
providing the requisite knowledge and skills. In-company training has also changed to meet the
requirements of the new operating environment. Foreign companies have also made a significant
contribution to raising levels of knowledge and skills in transforming (often in the foreign
companies’ home country) and acting as role models for domestic firms.

External/internal factors

This section focuses on the key external and internal factors which have had an impact on company
and management change. Among external factors are included globalization, FDI, international
ingtitutions, regional integration, national governments and civil society. The main internal factors
comprise the issue of ownership and control, corporate vision and strategy, the relationship of
products to markets, capital and labour and general company goals.

The transformation in former command economies has been heavily influenced by globalization, that
IS, by the development of an increasingly global economy, rather than aworld comprising discrete
national entities. This general influence of globalization is exemplified by the mobility and
transferability of capital, manifested by companies’ investment and location decisions. All the
transforming economies covered in this book have in varying degrees been affected, both positively
and negatively, by the implications of globalization which also includes global communication, for
instance, via satellite television and the Internet. A key impact of globalization has been to erode
belief in the feasibility of closed economies and closed economic blocs.
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Within globalization, FDI has been a major factor of change in transforming economies, both
conceptually and practically. The FDI has been primarily regarded as a mechanism for raising
economic standards in transforming economies, providing employment, knowledge and skills.
However, FDI has a so transferred the concept of FDI and transforming economies themselves are
also beginning to invest abroad. The significant impact of FDI can be seen in the countries of Central
Europe, Chinaand Vietnam. In contrast, Russia and the countries of South-Eastern Europe have not
been major beneficiaries of FDI and this has often been regarded as one of the causes of the relatively
slow transformation in these countries, although it could also be argued that these countries for their
part have been insufficiently attractive to foreign investors.

A further influence has been the role played by various international organizations such asthe IMF
and the World Bank, as well as more recently the WTO. These institutions have often provided
blueprints for the transformation and loans to individual countries that have generally been dependent
on accepting the respective donor’s criteria. International institutions have thus strongly shaped the
direction and shape of transformation in many countries. The early transformation in Russia and
Poland was particularly influenced by the role of international institutions. This does not mean,
however, that their influence was absol ute as the protracted negotiations surrounding Russia’s entry
to the WTO indicate.

A major goal of the majority of transforming economies has been greater regional integration. In
Central and Eastern Europe, this has signified accession to the European Union. EU membership has
been regarded as significant evidence of the transformation and a political and economic re-
orientation from the former Soviet Union. Those countries joining the European Union in 2004 can
be considered as having to a considerable degree affected the transformation from planned to market
economies and from one-party political systemsto democracy. For those countries not yet admitted to
the European Union, regional integration is still of importance as evidenced by the continuing
aspiration to enter the European Union. This aspiration is in the interim being mitigated by less
formal relationships with the European Union and membership of other regiona groupings such as
the Black Sea Economic Cooperation Organization (see Chapter 3).

The transformation in China and Vietnam was considerably influenced by the success of Japan and
the Asian ‘Tigers’ that represented both an example to be emulated and athreat. Through FDI and
resultant exports Chinais becoming increasingly integrated in the global and regional economies.
Thisissimilarly the case, albeit in smaller scale, with Vietnam that has become a member of various
regional and international bodies, such as AFTA.

It would be wrong, however, to portray transforming economies as subject solely to the influence of
foreign forces. National governments have played a considerable role in determining the direction
and scope of transformation and in implementing related policies. The preceding Chapters 2-6 have

given
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some indication of the roles played by national governments in the transformation. Governments
have varied in the degree of commitment they have shown towards transformation and also in their
overall approach, namely, the extent to which they have been concerned with the broad outline or the
detail of transformation. The general situation in Central and Eastern Europe has been that
governments have shown considerable commitment to the transformation and have created the
genera conditions for the establishment of market economies. Apart from privatization, companies
have largely been left to fend for themselves. The Chinese and Vietnamese governments have also
demonstrated considerable commitment to the reform process but have closely monitored the
transformation, retaining alarge degree of control over the detail of the changes. In contrast, the
governments of South-Eastern Europe have tended to vacill ate between commitment and
ambivalence. Consequently, the transformation has been relatively slow and piece-meal, as
governments failed to give the necessary direction and implement fundamental reforms. Finaly, in
Russia the position is characterized by the ‘big bang’ establishment of a market economy in 1992
which was, however, not supported by the appropriate implementation of further reforms.

Thefinal factor to be considered in terms of country- and company-level transformation is the nature
of the respective civil societies. The civil societies in the countries studied in the book have
distinctive historical and cultural traditions, have particular experiences of pre-communist regimes,
ranging from advanced democratic societies to |ess devel oped and authoritarian ones. The nature of
civil society isthus one of the influences on the transformation process and is reflected in dimensions
such as management style, attitudes to corporate governance, human resource policies and so on.
The transformation implemented the principle of private ownership of economic assets. Companies
increasingly, in some countries overwhelmingly, belong to private owners. Owners now determine
the overall purpose and scope of companies’ activities. The process of creating private owners has
varied between countries and has raised various issues relating to the open, ethical and legitimate
privatization of assets. Cases of misappropriation are common in some countries. Privatization
brought with it issues of ownership and control. In many countries employees became sharehol ders,
generaly in their own company, but control of company assets was frequently held by arestricted
group of top managers. Insider ownership has generally not been regarded as conducive to the
transformation process. In some countries, such as Chinaand Vietnam, but not exclusively there,
notwithstanding privatization, the state has retained a substantial interest in ‘privatized’ assets.

The transformation has also changed the relationship between companies and their markets. Whereas
under the command economy planners determined products and their output, under the market
system companies need to respond to customer demand with regard to products and product
characteristics. This fundamental change of emphasis, namely marketization, has
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initiated a major change in the way in which managers view the activities and operations of these
companies.

A further change has been the newly established relationship between capital and labour. Under the
command economy the interests of labour were subsumed in the operation of the socialist system and
trades unions were normally an element of enterprise management. In general, the influence of labour
has diminished in Central and Eastern Europe and Russia, and trades unions have relatively little
influence. In Chinaand Vietnam, moreover, unions have had to rethink their roles as ‘transmission
belts’ of government policy and seek to both represent workers’ interests and act as mediators
between capital and labour.

Finally, the essence of company goals has changed. Whilst primarily production unitsin the
command economy, enterprises were an integral part of the socialist system, serving political and
social aswell as economic aims. With the transformation, and privatization and marketization,
companies have become largely profit-seeking organizations. The extent to which this has actually
been realized varies from country to country. However, this change is by no means absolute and in
some countries the legacy of the former system and particular cultural values have resulted in
companies which are not solely profit-seeking, economic organizations and in company
managements that seek to maximize personal gain rather than company profit.

Functional areas

As companies in the command economy were predominantly production plants, operations and, to a
lesser extent, ‘purchasing’ were the key functional areas. For the first-mentioned reason the mgjority
of managers in many countries had degrees in engineering. The change to a market system required
managers to acquire not only new knowledge and skills but also a ‘restructuring’ of companies’
functional areas. The significance of operations declined overall but acquired a new focus on quality
issues (rather than output per se). Marketing and sales departments were set up or, where they already
existed, enhanced. The finance function was also strengthened and expanded as cost and financia
accounting and financial management became indispensable for company survival and growth.

The management of human resources now also became an area of major concern as under the
command economy many enterprises had suffered from overmanning. Labour needed to be assessed,
recruited, trained, developed and also made redundant when surplus to requirements. This changein
the attitude to labour required a shift from administrative personnel management to HRM.

Finally, an area of considerable deficit was R&D. It had frequently been located outside the
enterprise in state or industry institutes. In countries experiencing the system change funding for
these research institutes was
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generaly no longer available and many institutes closed. However, most companies lacked the
resources to set up substantial R& D departments.

The extent to which the ideal changes delineated above were actually realized varied between
countries and between companies. While there was widespread recognition of the need to change,
implementing change was more difficult and time consuming as it required not only the acquisition of
new knowledge and skills but also the acceptance of a new way of thinking, new behaviour models
and exposure to a new modus operandi. In many cases the old ways had been rejected (and then not
always) but the new ways of operating across the range of functions were not yet fully accepted or
adopted. Company ‘restructuring’ was in this sense under way, but not yet achieved.

Enterprise management

The development of enterprise management has been particularly influenced by the content in which
managers operate as indicated by the characteristics noted in Figure 4 of Chapter 1. The degree of

change has varied both between and within countries. Nevertheless, the overall trend has been for the
context of enterprise management to display many of the characteristics of the market system.
Economic criteria predominate whilst political and social criteria have on the whole diminished in
significance. Thistrend is especially evident in the countries of Central and Eastern Europe where the
transformation is virtually completed. In the other countries we have examined this conflict of
underlying criteriais still evident and there is a manifest tension between economic, political and
social criteria of transformation. However, privatization and marketization are without doubt driving
forces of the transformation. Managers are now more and more accountable to private owners and
shareholders, even though the owner may still be, at least temporarily, the state.

Enterprise management has also changed at the personal level as reflected by Dobak’s (2003)
typology. Managers have had to respond to the changing context (or retire). On the positive side they
have had to be proactive in acquiring new knowledge and skills, new attitudes and behaviour. Such a
change has benefited enterprise transformation, although on the negative side there is considerable
evidence of self-seeking behaviour such as in spontaneous privatization and personal enrichment to
the detriment of the enterprise, its shareholders and employees. In general, enterprise management
has been rejuvenated and revitalized by the transformation. Managers have also attained a new social
status as key playersin and beneficiaries of transforming and post-transformation societies.

The propositionsrevisited

In Chapter 1 we derived the following eight empirical propositions: the greater the degree of
transition:
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1 the greater the degree of marketization;
2 the greater the diversification of ownership;

[aswell as]

3 the greater the salience of accounting;

4 the greater the salience of business strategy;

5 the greater the salience of finance;

6 the greater the salience of HRM;

7 the greater the salience of management development;
8 the greater the salience of marketing.

Our study indicates that these propositions are generally valid and that, in the move from a command
to a market economy, the issues expressed in the propositions have gained in significance. Transition
has indeed been characterized by marketization and ownership diversification (even where the
political system is still socialist), by the increasing significance of business strategy, other functional
areas and management development. Furthermore, within the group of countries studied, the degree
of transformation experienced by individual countries (as well as within individual countries) is
reflected in the extent to which marketization and ownership diversification have been achieved. At
the enterprise level, the particular role and significance ascribed to business strategy, the various
functional areas and management development are clearly indicative of the extent of company-level
transformation.

Towards a model of transition

In this section, we will outline amodel of transition we have inferred from the preceding. It basically
sums up what we believe are the four phases of the transitional process (Figure 7.3).

These phases are common to all the cases we have examined in the book. We will now attempt to
deal with each of thesein turn.

Reforming

In this ‘reforming’ phase, the first steps towards the transition to the market are initiated and the
groundwork islaid for privatization. As Peng (2000:27) points out there were two paths to reform;
oneinvolved a ‘rapid, all-out program’, asin Central and Eastern Europe and the Former Soviet
Union; the other was ‘incremental’ and “partial’ as in the case of China, and later, Vietnam.

Storming

After the reforming phase, we move to the ‘storming’ phase, where conflicts occur regarding the
reforms, as now thereis a clash of interests among the
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FReforming

Storming

Marming

Parlorming

Figure 7.3 Phases of the transitional process.

actors and partiesinvolved. Here, thereis ‘institutional upheaval’, where there is anxiety and
uncertainty (Roth and Kostova, 2003:315).

Norming

In the ‘norming’ phase, institutional norms start to form and the dust beginsto settle. ‘De-
institutionalization’, as discussed earlier, begins to take root, as old institutions collapse or decay and
new institutions strive to become established. In this stage, the ‘old’ clashes with the ‘new’ and the
outcome of this conflict determines to a large degree the nature of further transformation.

Performing

In thislast ‘performing’ phase, rule-based market governance systems are now in place. Roth and
Kostova (2003:319) cite the cases of the Czech Republic, Hungary and Poland. Day-to-day
operations regarding business transactions are safely legitimized. In this phase, the institutional
transformation moves towards closure.

Discussion

As noted above, the divergences among these transitional economies can be reflected in their
economic performance and formed into different groups. Havlik (1996) and Rosser (2002) divide the
Eastern European economies into three groups:
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1 a “Western’ group with quick economic recovery and better performance, such as the Czech
Republic, Hungary, Poland, and Slovenia;

2 a“‘Central’ group experiencing political instability and still lacking popular support for reforms,
such as Bulgaria and Romania; and

3 a‘Depression’ group with political volatility, like many of the former Soviet republics.

To thiswe add:

4 a ‘i Generis’ group, such as the Russian Republic, which does not fit into any of the above
and perhaps even Chinaand Vietnam (Table 7.2).

In contrast to these former socialist economies in Eastern Europe, Chinais still nominally a socialist
regime, as noted earlier, but in its transition to a hybrid form that their planners denote ‘the socialist
market economy’. Furthermore, the transition has been relatively peaceful and politically stable
(despite some worker-unrest) although at times fitful (for example, after the 1989 Tiananmen Square
incident). Asthe economy is still significantly agricultural and in some cases at subsistence level —
unlike the industrialized Eastern European counterparts — the negative impact of structural reform on
people’s ability to support themselves has been muted. In other words, reform has offered a better
standard of living for enough Chinese peasants and workers to keep the majority on board the reform
bandwagon (see Warner, 2003a).

Table 7.2 A typology of transitional economies

Country Type
Western Central Depression Sui Generis
Baltic States X
Croatia X
Czech Republic X
Hungary X
Poland x
Slovakia X
Slovenia x
Albania X
Bulgaria X
Rumania X
Many FSU Republics X
Russia X
China X

Vietnam X
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Concluding remarks

Finally, we may conclude that there has been a process of convergence occurring but with divergence
in many cases. The mainstream theoretical position here hinges on the ‘convergence’ thesis, based on
the writings of US-based academics as far back as the 1950s. The core theory-based arguments
relating to how management systems may or may not be tending to look like each other, namely
‘converging’, with expanding globalization, have been summarized elsewhere (see Joynt and Warner,
2002). The concepts of ‘convergence’ or even possibly ‘cross-vergence’ (values overlapping between
cultures (see Ralston et al., 1997)) may be of interest here. However, both of these differ from the
main streams of conventional debate, namely, the convergence approach based on globalization/
universalism and institutional theory versus the divergence approach based on diversity (for the
details of these two positions, see Braun and Warner, 2002). We can argue for a possibly increasing
degree of ‘relative convergence’, which we might posit is based on a neo-Darwinian-like adaptation
to changes in the external environment, as market forces assert themselves.



Page 178

A4 GDP growth (annual %), 1998-2002

1998 1999 2000 2001 2002
Albania 8 7 8 6 5
Bulgaria 4 2 5 4 4
China 8 7 8 7 8
Croatia 3 -1 3 4 5
Czech Republic -1 0 3 3 2
Hungary 5 4 5 4 3
Poland 5 4 4 1 1
Romania -5 -1 1 5 4
Russian Federation -5 5 9 5 4
Slovak Republic 4 1 2 3 4
Slovenia 4 5 5 3 3
United Kingdom 3 2 3 2 2
United States 4 4 4 0 2
Vietnam 6 5 7 7 7
Source: World Development Indicators.
A5 GDP per capita (PPP US$), 2001

Bulgaria 6,890
China 4,020
Croatia 9,170
Czech Republic 14,720
Hungary 12,340
Poland 9,450
Romania 5,830
Russia 7,100
Slovakia 11,960
Slovenia 17,130
United Kingdom 24,160
United States 34,320

Vietnam 2,070




Source: UN Development Programme.

A6 GNI per capita, Atlas method (current US$), 1998-2002

1998 1999 2000 2001 2002
Albania 870 1,010 1,220 1,340 1,380
Bulgaria 1,270 1,450 1,590 1,670 1,790
China 740 780 840 890 940
Crodtia 4,730 4,560 4,500 4,410 4,640
Czech Republic 5,160 5,120 5,250 5,320 5,560
Hungary 4,480 4,620 4,710 4,830 5,280
Poland 3,860 4,060 4,230 4,340 4,570
Romania 1,520 1,580 1,680 1,710 1,850
Russian Federation 2,270 1,750 1,690 1,750 2,140
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Catholic 56
Ceausescu, N. 56, 67

CEE see Central and Eastern Europe
Central and Eastern Europe (CEE) 3, 23, 29ff, 156ff

Central Europe chronology 31

Central European Free Trade Agreement (CEFTA) 38
China 3ff, 11, 57, 107ff, 160ff

China, Great Wall of 3

Chinese characteristics, with 107ff

Chinese Communist Party (CCP) 111ff

Chinese history 110

chronology 5, 112

Cold War 3, 155

collectivism 80, 147

COMECON see Council for Mutual Economic Assistance
command economy 59ff

commerciaization 156

Communes, People’s 111

Communism 3ff, 8, 77ff, 80ff, 107ff, 134ff
communist economies 8ff

Communist Party 3

community 80

conceptualization 4, 24

Confucian 114ff, 133, 138

Confucianism see Confucian
Confucius see Confucian
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corporate restructuring 40
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Socialist Republic of Vietham see Vietnam
societal culture 5

society 17
Solidarity movement, Polish 161
South Korea 66
Soviet model 3
Soviet Union 77ff;

see also Russia
Stalin, J. 78
standardization 19
state 17ff, 78
state-owned assets 62
statization 156
stock exchanges 101, 123ff
stock markets 101, 123ff
storming phase 172
strategy 17ff
strong ruble 86
structural reform 9ff
structure of book 21-2
subsidy 85
successful transformation 30
un Zi (Bing Fa) 116ff
supportive tax system 87

Taiwan 120

terrorism 90, 106

theory 5, 23, 175

Third Reich 79

‘“Third Way’ 7

Tiananmen Square 174

Tito, J. 30

top-down 13

trade unions 13, 37, 64, 88ff, 93, 100, 123ff, 144ff
tradition 17

transformation see transition
transition:
model of 172;

typology of 174
transitional economies 3ff
transmission-belts 170;

see also trade unions
trial and error 161;

see also gradualism
Tsar 79
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