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MEMORANDUM 
December 5, 1991 
 
To: Dick Judy, WG7 Members 
 
From:  Jim Wheeler 
 Vid Beldavs 

 
Subject:  WG7 report submission 
 
This memorandum serves as a transmittal for the documents which follow and presents ideas 
for the future of Working Group 7 resulting from discussions at the IBEC Conference. 
 
On the last day of the IBEC Conference Grigory Dragilev, Economic Advisor to Prime 
Minister Godmanis and WG7 member from Latvia suggested that a joint paper be prepared by 
the Baltic and foreign members of Working Group 7.  It is in this spirit that we submit our 
work.  Our hope is that the draft that we have prepared can be a stimulus to such a joint paper, 
or perhaps even its nucleus.  Our immediate recommendation to our Baltic colleagues is to 
respond sooner rather than later with a proposal for a joint paper. 
 
 
DOCUMENT LIST 
 
1. WG7 paper (DRAFT) - Structural Economic Problems: Aspects of an Action Plan for 

the Baltic States.   Annexes referenced in the draft follow this cover letter but may not 
be in the same order as referenced in the draft. 

 
Annexes: 
 

A. Working Group 7 Issue Overview and Preliminary Workplan (Briefing to foreign 
IBEC participants on 7/23/91.) 

B. Working Group 7 Work Plan (faxed and mailed to the Baltics on July 26, 1991.)  

C. Review of the Swedish Foreign Ministry's Economic Survey of the Baltic 
Republics 

D. Draft proposals for IBEC implementation 

E. Baltic - American Enterprise Fund 

F. International Baltic Business Council 

G. Telecommunications Advisory Group 

H. Utility Consortium 
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I. Food for Peace for the Baltics 

J. Banking Infrastructure Proposal 

K. Tourism Strategy Concept 

L. Working Group 7 Workshops, October 13-25, 1991 

M. Rural Telecommunications Proposal 

N. Proposal for the Development of the Gateway Vision 

O. Agriculture 

P. Foreign Assistance Programs and Priorities 

 

FUTURE OF WORKING GROUP 7 

Working Group 7 in the Context of the IBEC Project 

The future of Working Group 7 must be seen within the context of the overall IBEC effort, its 
original design and potential future. 

IBEC was formed as a result of an agreement signed between the Baltic Council and Hudson 
Institute on August 5, 1990 to "involve Western experts with Baltic counterparts to develop 
an action plan for the  transformation of the economies of the Baltic States to independent free 
market economies that are integrated with the world economy."  The following IBEC working 
groups were formed to address issues defined by the Baltic Council in a February 1991 letter 
to Hudson Institute: 

1. The Political and Economic Environment for Change.   This group will develop 
sophisticated and comprehensive analysis of likely scenarios in which the 
economic transformation of the Baltic States will take place. 

2. Government Strategy and Tactics.  This group will examine the optimal roles to be 
played by various agencies and governments in the Baltic States during the 
transition to a market economy, from the regional to the local level.  It will make 
recommendations for the reorganization of existing government entities and the 
creation of new ones. 

3. Legal and Legislative Processes.  This group will evaluate existing legal systems 
in the Baltics and develop recommendations for their improvement. 

4. Property Ownership and Entrepreneurial Activity.  The privatization of state-
owned property, the reorganization of monopoly sectors, the development of 
competitive private enterprise, and the encouragement of small and medium-sized 
business will be addressed by this group. 
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5. Market Mechanisms.  The experts in the group will review the full range of 
mechanisms -- including labor markets, rational price systems, and financial 
markets, etc. -- that must be created in the Baltic States before free domestic prices 
can be said to exist there. 

6. Monetary and Fiscal Policy.  This group will examine necessary steps toward the 
formation of national and inter-Baltic monetary, revenue and public expenditure 
systems. 

7. Structural Policies.  The transformation of agriculture and other key industrial 
sectors, the location of industry, the development of infrastructure, the regulation 
of migration, and the management of demographic and labor problems are among 
the key issues that this working group will analyze. 

8. Foreign and Inter-Baltic Relations.  This crucial working group will study the steps 
by which the Baltic States can achieve integration with the world economy -- 
including a viable place in the global division of labor, technological cooperation 
with other countries, and participation in international economic organizations 
such as IMF, the World Bank, GATT, OECD, and the European Community.  This 
group will focus as well on the benefits of integration among the three Baltic 
States themselves, providing recommendations on the structure and political 
implementation of a Baltic common market.  The group will evaluate the forms 
and quantities of foreign economic inputs (e.g., technical assistance, credits, 
development grants, and direct- foreign investment) that will be required for the 
long-term economic development of the Baltic States. 

9. Social Policy.  This group will address the broad portfolio of issues involved in 
providing unemployment insurance and other aspects of a social safety net for the 
Baltic populations, protecting the environment, and promoting public health, 
education, and culture in a market system. 

A tenth working group was anticipated but not formed -- Programs for the Future.  "this group 
was expected to exercise a strategic management function, using the results of other working 
groups to establish priorities for government actions necessary in the process of transition to 
the market, and highlighting problem areas that require additional expert attention.  This 
group will pay particular attention to the practical challenge and political sensitivity of 
reducing dependence on the central Soviet government." 

Clearly, all of the above problem areas are cross-cutting and ideally demand linkage among 
multi-disciplinary teams to address.   This was not a luxury available to the members of the 
IBEC team due to distance, communications problems and other difficulties.  Assuming that 
the project continues for its full 18 month duration some of these problems will sort 
themselves out as team members get to know one another better and telecommunications are 
improved.   Use of international electronic mail, as initially intended, would help.  Use of 
electronic mail, however, would require explicit attention to process.  Someone has to be 
responsible to make it work.   
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Discussion by the members of Working Group 7. 

Below are summarized various discussions among Working Group 7 Team Members, 
individually and together, about where Working Group 7 should go in the future. 

1. All agreed that the mandate is far too vast to be effective with current manpower and 
organizations. 

2. All also agreed that several targeted working groups be set up to deal with the unique 
characteristics of sectors, industries and special challenges. 

− These groups would have to have a strong implementation focus 
− These groups should still set within a cross-cutting, integrative structure to help set 

priorities and trade-offs. 

3. The Baltic team members have produced a memo that deals with some of these 
concerns.   We have discussed this memo, but I have not read a translation. 

4. This paper identifies some sectors/industries to focus upon, but does not focus on the 
key priorities for each group. 

5. It is important to task these targeted working groups with a short list of near term 
priorities.  Obviously, the experts chosen to man these various groups should develop 
their own medium and long term agenda. 

6. Further, an effort should be made to link, in some fashion, those working groups to the 
appropriate domestic authorities in each country and to the ongoing pan-Baltic 
cooperation efforts, such as under the Baltic Council. 

7. Some of the specific working groups discussed include: 

− Agriculture 
− Energy 
− Transport and distribution 
− Telecommunications 
− Environment 
− Various specific industry groups 

8. Others that should be added in addition to those discussed include: 

− Research, Development and Technology as a Source of Baltic Comparative 
Advantage 

− Enterprise Formation 
− Perhaps, Credit Delivery Systems 

9. In all these areas, not including the environment, the Working Group 7 Working Paper 
provides a series of implementation recommendations and priorities. 

10. Although specific expert groups need to be tasked to address defined issues, somekind 
of overall framework such as Working Group 7 needs to be retained to address cross-
cutting structural issues that affect many of the specific discipline or industry areas 
outlined above. 
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I. INTRODUCTION 
 
 In a remarkably short time since the aborted coup, Estonia, Latvia and Lithuania 

have joined the world community.  They are now members of the U.N., C.S.C.E., the 

International Olympic Committee, the World Radio Conference and numerous other 

organizations.  This very rapid series of developments, however, has left largely untouched 

the core problems that they face, to transform their economies to reliance upon private 

enterprises and to reengage with the economies beyond the borders of the former Soviet 

Union.   This is the problem that the International Baltic Economic Commission (IBEC) 

was formed to solve. 

 Facing the newly independent Baltic States is the economic crisis resulting from the 

collapse of the Soviet Economy.  They are still in the economic space of the worthless 

wooden ruble.  The coming winter will be challenging, if not desperate, although starvation 

is not expected.  This brave new world has removed the uncertainties concerning 

independence from the design of the IBEC project and replaced it with an imperative.  Solid 

recommendations are needed that can be acted upon immediately by the governments of the 

Baltic States. 

II.  MISSION OF WORKING GROUP 7 

 Working Group 7 has been formed to deal with structural economic policies -- the 

longer term strategic planning component of the IBEC project's focus on the problems of 

the transition of the Baltic States to market economies.  As requested by the Baltic Council 

and documented in the IBEC proposal, this mission was defined as follows: 

The transformation of agriculture and other key industrial sectors, the 
location of industry, the development of infrastructure, the regulation of 
migration, and the management of demographic and labor problems are 
among the key issues that this group will analyze. 

 

 As stated, this mission for WG7 subsumes not only the entire economy and its 

transformation, but also includes consideration of some of the more difficult structural 

problems facing the Baltics that are independent of their transformation to the market.  

Demographics pose some of the most difficult problems for the Baltics.  Perhaps these 

questions are most difficult in Latvia with its nearly 50 percent non-Latvian population.  

The bulk of the work forces of many all-Union enterprises is comprised of people from  
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Russia and other parts of the former Soviet Union.  Many of these enterprises were formed 

in the Baltics with no consideration for economic factors.  Labor and other factors of 

production were imported from other parts of the Soviet Union.  Often the products 

produced by these enterprises are worth less than the materials used to produce them.  

Survival of these enterprises under market conditions at best will be difficult.  This raises 

the specter of massive unemployment compounded by a disproportionately severe impact 

on the non-native segment of the work force.  Further complicating the already extremely 

difficult problem of making the transition to normal economies is the fact that the 

population includes a very high percentage of pensioners.   In Latvia, at present, the 

percentage of pensioners is nearly 25 percent, while in the US it is only 10 percent.  While 

we have not ignored the demographic problems facing the Baltics, at this stage in the IBEC 

project we have chosen to concentrate on structural policy issues that most directly bear on 

the transition to a market economy.  In this paper we have chosen the following points of 

focus: 

1. The major structural problems of the Baltic economies in transition. 

2. Near term, high leverage opportunities available to the Baltic governments 

to address these problems.  Our emphasis is on initiatives that the 

governments of Estonia, Latvia and Lithuania can undertake with resources 

available to them within the next six months to a year. 

III. APPROACH 

 Our approach is predicated on a joint foreign and Baltic working group with each 

side contributing their perspectives, skills resulting from their work experience, and 

relevant contacts with government, industry and research institutions.  WG7 work in this 

first six month phase began in April and terminates with the October conference with the 

following tasks: 

1. Fact-finding 

2. Briefing of foreign IBEC participants (July 22-24 meeting at Hudson).  The 

central recommendation of the WG7 Briefing (see annex A)1 was that IBEC 

 

                                                                 
1 Annexes are separately bound and available upon request. 
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must be adapted to be much more implementation oriented than in the 

original design of the project. 

 

3. Preparation of reports according to the July 26th work plan sent to the Baltics 

(See Annex B).  We perceived that the events of August radically changed 

the ground rules for WG7.  Suddenly, substantial technical assistance efforts 

loomed on the horizon for all areas of our work spanning infrastructure, 

agriculture, other critical sectors and structural problems relating to 

uneconomic large state enterprises.  In response, we saw a need to expand 

WG7 into several working groups to credibly attack the range of problems 

within our mandate from IBEC.  We prepared the following: 

a. A review of the Swedish economic study of the Baltic States at the 

request of the Lithuanian delegation (see Annex C). 

b. A draft proposal for an IBEC implementation focus for WG7 that 

would be involved in proposal development for infrastructure projects, 

privatization and restructuring, and related assistance to the 

governments of the Baltic States (see Annex D). 

c. A draft proposal for a Baltic enterprise fund modeled on the Hungarian 

- American Enterprise Fund and other funds enabled by Support for 

Emerging European Democracies Act legislation (See Annex E). 

d. A proposal to form the International Baltic Business Council to involve 

major international businesses with Baltic enterprises (somewhat 

similar to the US-USSR Trade and Economic Council - Annex F). 

e. A Proposal to form a Telecommunications Advisory Group (see Annex 

G). 

f. A proposal to form a Baltic - Western utility consortium to deal with 

the energy issues and economic development (Annex H). 

g. A proposal for a rural development program funded through Title 1 of 

the Food for Peace Program (Annex I.) 

h. Banking infrastructure proposal (Annex J). 



 

- 4 - 

i. Tourism strategy concept (Annex K). 

4. Planning of meetings and workshops for WG7 Baltic members in 

Washington, D.C. and elsewhere, dealing with issues central to the mission 

of WG7 (Annex L). 

This paper attempts to summarize the work conducted so far by WG7 covering 

principal findings and highlighting action items. 

IV. FINDINGS 

 In June, 1991, the IBEC WG7 international members visited Estonia, Latvia and 

Lithuania to establish working contacts with Baltic WG7 members and to assess major 

structural policy issues facing the Baltic States.   The intent was to identify high leverage 

opportunities for long-term structural change that the Baltic States could undertake 

immediately with resources available to them. 

 In June, the future of Estonia, Latvia and Lithuania was clouded with all of the 

uncertainties facing the collapsing of the Soviet Union.   In retrospect, prior to the 

independence achieved as a result of the aborted Soviet putsch, our main contribution was 

laying the foundation for independence.   Baltic independence poses the challenge for the 

International Baltic Economic Commission to help fulfill the mandate of the August 1990 

Agreement with the Baltic Council to develop an action plan to transform the economies of 

the Baltic States to market economies that are integrated with the world economy. 

 The findings of this report relate directly to the mandate from the Baltic Council.  

Our emphasis, at the conclusion of this first cycle of the IBEC project, is on actions that can 

be taken during the next six month cycle of the IBEC project which addresses longer-term 

structural problems.  Issues that demand more resources than are presently available to the 

Baltics, or that require in depth analysis, which was not possible within the resources 

available to IBEC WG7 also are identified.   The most critical of these longer-term issues 

are highlighted. 

The imperative to rapidly complete the transition to market based economies and integrate 

into the world at large faces an array of special problems.  Polish Senator Jersy Dietl, with 

reference to the countries of Eastern Europe, also could have been discussing the Baltic 

Republics when he pointed to the five major gaps that need to be addressed. 
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• "the structural gap, which is the result of economic and social resources having 

been allocated without considering market forces for the past 45 years; 

• the technology gap, which is due to the decline in innovative ability and which 

expresses itself in the difficulty products from Eastern Europe have in competing in 

Western markets, as well as how badly they are adapted to meet the demands and 

aspirations of people in the post-communist societies; 

• the organizational gap, resulting from the absence of the proper infrastructure and 

of the social awareness indispensable to a modern market economy; 

• the social gap, which is due to the creation of the collective man, the homo 

sovieticus, who is passive and has an insufficiently developed entrepreneurial spirit; 

• the ethical gap, in the sense of socially accepted codes of professional behavior, 

based on competition, the operation of market mechanisms and the decentralization 

of social and economic life."2 

Specific major challenges include dealing with: 

1. Linkage with the former Soviet Union / isolation from the rest of the world. 

2. Irrational prices. 

3. Massively uneconomic industry structure. 

4. Inadequate infrastructure 

5. Lack of market related skills and general mismanagement. 

6. Lack of convertible currency. 

7. Lack of world class technology embodied in the industrial base. 

8. Few natural resources. 

 

                                                                 
2 Senator Jerzy Dietl presented to a roundtable discussion at a parliamentary colloquium, Europe in Transition 
- From Cooperation to Integration, organized by the EFTA, February 4-5, 1991. 
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9. Abused environment. 

The transition to market economies inevitably will require painful adjustments.  Past 

Soviet economic policies have crippled industry and trade by creating vast distortions in 

structure.  Only by explicitly addressing longer-term economic development issues 

concurrently with the design and implementation of transition policies can economic 

progress be enhanced and the costs of adjustment reduced.  Even with a well thought out 

economic development strategy, the process of freeing prices, privatizing ownership and 

adopting other market reforms will be destabilizing and painful.   Without a strategy the 

cost be so high as to create serious political backlash. 

Thus, a central goal of WG7 is to help the democratically elected governments of 

the three Republics to develop appropriate tools to enhance the effective use of in place 

strengths and assets of their respective economies and to deal with gaps and problems, in 

pursuit of the goals of creating new production, employment and wealth.  In terms of basic 

economic resources it is easy to identify some of the Baltic States' principal assets/strengths 

(+) and their associated liabilities/weaknesses (-): 

1. Human capital. 

Æ Literacy levels are comparable to the advanced European countries 
and Japan. 

− Few English speakers. 

− Education emphasizes relatively narrow skill areas rather than broad 
conceptual skills. 

Æ Highly trained workforce.  This is one of the most intensively 
industrialized regions of the former Soviet Union. 

− Isolation.  Relatively little exposure to Western methods and 
technologies. 

Æ On a per capita basis among the highest numbers of scientists and 
engineers in the world.  In some fields, particularly those serving 
Soviet military demands, labs are fairly well equipped. 

− Narrow training of scientists, poor exposure to Western literature and 
developments in many fields. 

Æ Living memory of market institutions and democratic governance. 
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Æ In the lead of economic and political change while still part of the 
former Soviet Union. 

− Thinking patterns, government structures and approaches have been 
thoroughly Sovietized.   Crisis apparently necessary to force change.  
System prevents thiking way out of systems crisis. 

Æ Strong traditional work ethic. 

− Lack of incentives and bureaucratic disincentives have weakened 
work ethic -- "We pretend to work and they pretend to pay us." 

2. Geostrategic location. 

Æ Westernmost reach of the former Soviet Union.  Most Westernized 
region that was integrated with Soviet economic system. 

Æ The major ice free ports between Western Europe and the Soviet 
hinterland. 

− Free access and use of ports remain a key priority to Soviet military. 

Æ Optimal location for air transport hub to take advantage of 
circumpolar routes to the Western Hemisphere and the Far East. 

Æ Traditional ties to West, particularly to Sweden and Germany and to 
cities on the Baltic Sea that had been part of the Hanseatic League. 

3. High technology/high skill industrial structure. 

Æ Soviet planners located many of their more sophisticated 
manufacturing operations in the Baltics - machine tools, electronics, 
etc. 

Æ Research institutes and academies of science are among the best in 
the Soviet Union. 

− R&D heavily focused on defense. 

− R&D not geared to wide scale, rapid dissemination into 
manufacturing enterprises. 

4. International commerce. 

Æ Relatively high engagement with the West -- in Soviet terms. 

Æ Significant engagement with diaspora communities worldwide. 

Æ Estonian exposure to Finnish culture and broadly the West through 
Finnish TV. 

 



 

- 8 - 

− Limited range of "competitive products." 

− Limited network with the global industrial and commercial 
infrastructure. 

5. Infrastructure. 

Æ Relatively good infrastructure -- in Soviet terms. 

Æ Ports and West-East transport links to serve the Soviet hinterland are 
in fairly good shape. 

− North-South transport links connecting Estonia, Latvia and Lithuania 
are in relatively poor shape. 

− Telecommunications network imposes serious business bottleneck. 

− Energy systems require major restructuring, capacity more or less 
adequate, highly dependent on East. 

6. Well-developed agricultural sector. 

Æ Not a developing country in agriculture.  Considerable infrastructure 
is in place.  High levels of training.  Relatively well-developed 
agricultural extension. 

Æ Agriculture privatized ahead of trend in former Soviet Union. 

− Heavily dependent on imported animal feed. 

− Major potential Western export markets are heavily protected (dairy, 
beef). 

− Major shortage of agricultural implements is impeding the pace and 
potential success of privatization. 

− Poorly developed markets for agricultural inputs and products. 

7. Water, forests and other natural resources. 

Æ Water resources excellent in all three countries. 

Æ Forest resources are relatively well-managed with considerable 
export potential to the convertible currency region.  High potential 
for value-added forest products production. 

− Very limited other raw materials and energy products. 
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8. Relatively highly industrialized. 

Æ Good workforce for industrial operations. 

− Industry structure highly irrational. 

Æ Existing facilities could be adapted to other industrial uses. 

9. High engagement with Russia and other republics of the former Soviet 
Union. 

Æ Wide potential markets to the East. 

Æ Baltic enterprises have operated through the region of the former 
Soviet Union with good, long-standing established relationships. 

− Vulnerable to economic crisis in East, loss of both imports and 
markets 

These findings are not surprising, generally well known, and largely 

noncontroversial.   The key challenge is how to blend the strengths in such a way as to 

offset, compensate for, or eliminate the weaknesses, in order to achieve rapid economic 

success.    

As WG7 addresses the economic development of the Baltic States, individually and 

as an economic region, we have and must continue to address problems inherited from the 

Soviet period as well as the challenges of competing in the world market.  While there is a 

considerable literature on various aspects of making the transition to a normal market 

economy, there is little research relating to structural economic policy planning in 

economies being transformed from Soviet Socialism.   This presents WG7 with two 

potential challenges: 

1. To deal with those sectors and industrie s that require special structural 
policy attention; and  

2. To help the Baltic States develop an economic development process that 
interacts with and builds upon the policies of transformation. 

Some of the Characteristics of such a process include: 

a. Defining an active, but limited role for the State in economic development 
planning in economies making the transition to the market; 

b. Provision for analysis, implementation and evaluation of economic 
development plans through an iterative process, communicating across 
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organizations and policy areas and within specific ministries and 
organizations; 

c. Designing a means for the 1) formulation of an overall strategic vision for 
economic development, 2) identification of policy objectives and policy 
tools instrumental to the realization of the strategic vision. 

V.  THE FOUNDATIONS FOR ACHIEVING PROSPEROUS ECONOMIES FOR 
ESTONIA, LATVIA AND LITHUANIA. 

 This section will attempt to set forth some priority elements required for a Baltic 

economic takeoff.  A logic for each element is set forth as part of the Action Plan. 

A.  Strategic Vision. 

 The Baltic countries are small, with limited resources.  They can afford few major 

mistakes.  They must, however, somehow foster a risk-taking, thinking-doing mind set in 

their business communities.  A strategic vision developed with the full participation of 

industry and government can be a powerful impetus for action offering guidance and 

support without limiting entrepreneurial initiative. 

 Each of the major success stories of nations that managed to leapfrog into dramatic 

economic growth in the second half of the 20th century did so within the framework of some 

sort of unifying vision.   Each case differed, reflecting unique social, political, and 

leadership characteristics.3  None of these visions were highly precise.  Indeed, a fairly 

broad level of generality provided critical implementation flexibility.   Rigid planning is 

invariably detrimental to progress.    The key is a process that requires the testing of policy 

actions and government investment decisions against a small number of clear criteria -- of 

course they have to be good criteria.  For the Baltics, the core criterion must be 

achievement of economic progress.   There are a vast array of other political and social 

issues that must be dealt with.  However, economic progress must have such high priority 

that efforts to respond to these other pressing needs are tested against their impact on 

progress.  A policy example from recent Japanese history is illustrative. 

 In the 1950's, Japan built a pervasive national commitment to economic growth.  

Due to Japan's limited resources, such a commitment was implemented through a vision of 

                                                                 
3 Here is not to review these experiences in detail.  Details on Japanese, Korean, and Taiwanese economic 
development is provided in J. W. Wheeler and P. L. Wood, Beyond Recrimination: Perspectives on U.S. - 
Taiwan Trade Tensions. (Hudson Institute: Indianapolis, Indiana), 1987. 
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Japan as a competitive exporter of manufactured products.  While pursuing this objective, 

Japan permitted the emergence of various health threatening environmental problems.  By 

the late 1960's, fixing these environmental problems became critical.   Of course, 

retrofitting a large, in place industrial structure to be less polluting is frightfully expensive.  

Rather than just impose strong regulations forcing the private sector to adjust, the Japanese 

initiated a policy process with a focus on how to introduce world-class environmental 

standards with 1) minimal damage to Japan's export competitiveness and economic growth; 

2) lowest government budget consequences; and 3) maximal reliance on private actions and 

decision-making.  Business, government, unions, academia, local communities, and other 

interested parties were involved in the process.  The policy mix that resulted, adopted as or 

more stringent standards than existed anywhere in the world at that time, combined with tax 

incentives to support the needed R&D and investment, privileged access to lower cost 

credits, programs to help disinvestments in these activities that could not be brought up to 

global standards at reasonable cost, the initiation of joint government-business research 

consortia, and an intense global search for the best available supporting activities.  The 

outcome was rapid and successful improvement in environmental conditions, with limited 

impact on economic growth. 

 Without a creative guiding vision as a policy imperative, responses to the need to fix 

the worst of the environmental problems could well have greatly weakened the nation's 

economic health -- more like the outcome in the United States.   Here stringent 

environmental regulations were adopted with relatively little attention to cost, despite much 

public debate and confrontation.   Once the real costs became more evident, at least some of 

the policies went back through a confrontational process of revision.   The Baltics cannot 

afford this years- long process of political infighting.   The process of transformation to a 

market system, integrated into the broader world economy, is upsetting a vast array of 

deeply entrenched interests.  Without a solid basis for rejection of claims, accommodating 

these entrenched interests could well prevent success, and most certainly is impeding 

economic progress. 

 A strategic vision has not been fully articulated by any of the Baltic countries, but 

elements of such a vision are embodied in the major policy statements of the leadership 

from all three.  The overarching theme of Gateway or Hong Kong is the most dominant.   

Such a vision is intuitively evoked by simply glancing at a map.   Estonia, Latvia and 
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Lithuania possess five major ports serving the Eurasian hinterland from Europe.   As the 

successor states to the Soviet Union begin to join the world economy, these ports take on an 

extraordinary importance.  Arguably, they have the potential to carry more than half of the 

foreign trade from the former Soviet Union.   There are few other Baltic resources with 

comparable economic potential.    Building a vision around a major economic resource is 

one important element of success. 

 However, just focusing on the ports, related transport, and other infrastructure 

needed to transship trade misses most of the power and payoff from the use of an integrated 

strategic vision.  A vision must cut broadly across the policy spectrum and present not only 

where the nation is going but also how it intends to get there.   In the case of Estonia, Latvia 

and Lithuania the vision also must not only mobilize national energies within each country 

but also must provide a basis for Pan-Baltic cooperation. 

 Elements of a Potential Strategic Vision 

 Our review of the strengths and weaknesses of the Baltic States evokes a 

multifaceted strategic vision central to which is the linking of the East and West through the 

Baltic States: 

• Gateway -  Ports, transport links, transit trade, trade, educational and cultural 
ties to the West through the Baltic diaspora and to the East through the 50 
years of Soviet experience. 

• Bridge -  Supporting structures and systems for East - West economic 
engagement made possible by the Geostrategic location of the Baltics - 
marketing, distribution, banking, technology transfer.  Cooperation, linkage 
of R&D. 

• Catalyst -  Stimulus for positive change in the former Soviet Union and 
Eastern Europe.  To date the Baltics have lead in the arena of political 
change.   Their challenge is now to lead the former Soviet Union in economic 
transformation. 

• Model -  as the most Westernized region of the former Soviet Union the 
Baltics can provide models for change or even be a nucleus of an evolving 
new order. 

• Platform -  The Baltics can be a platform to serve not only the market of the 
former Soviet Union but also the EC market. 
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Implications of the Gateway Vision 

The implications of a Gateway Vision include engagement with both the East and 

West.  Deals can be cut in Tallinn, Vilnius or Riga involving parties from Siberia, 

Tajikistan and Azeirbeijan.  Russians and others not native to the Baltics living in Estonia, 

Latvia and Lithuania can become assets for economic progress.  Below are only a few of 

the ideas that come to mind. 

1. The Baltics become centers of information and contacts for Western businesses 

seeking to do business in the east, and Eastern businesses seeking to do business in 

the West.  At present this is done through informal networking, through channels in 

the diaspora, or networks throughout the former Soviet Union.  In the new 

environment it may prove beneficial to organize this process.  One possibility is to 

open a marketing information center that would have information on products and 

services available throughout the region of the former Soviet Union that can be 

serviced through the Baltic Gateway.  Such a center could also be a source of 

information and contacts for enterprises in the region seeking to penetrat3e markets 

in the West.  It seems that both Western and Eastern firms as well as cities would 

find it advantageous to provide information to such a center, and support its 

successful operation.   The initial steps here could be done with relatively little 

funds, perhaps even from a foundation grant.   Subsequent funding for such centers 

should be self-supportive or financed in part from income related trade services such 

as port fees.  In this way, the marketing of the ports would be done by providing 

information services, not simply by outlining the excellence of facilities in the 

Baltics.  If such information centers are included as part of international trade 

centers in each country, then related exposition facilities could be used to show 

products produced throughout the former Soviet Union.   Product/technology 

focused expo centers could evolve as a result of a number of successful trade shows 

such as the environmental technology trade show being planned for Riga in early 

1992. 

2. Tallinn, Riga and Vilnius attract Japanese and other investment to build housing and 

other facilities ot attract communities of foreign business people interested in 

serving the Russian market but desiring to live in a more European setting.  Golf 

courses, sports clubs, and other amenities including Western shopping would 



 

- 14 - 

eventually be part of such facilities.  A very warm welcome with clear ideas about 

future development could leverage the investment required from wealthy countries 

seeking to do business in the former Soviet Union. 

3. National priority must be placed on developing banking and other critical services 

for transit trade, marketing, and distribution to the regions adjoining Estonia, Latvia 

and Lithuania.  Once these services are developed they need to be actively marketed 

to potential customers both in the West and the East. 

4. Educational programs need to be fostered in the public schools, as well as 

universities and special commercial schools that internationalize the perspective of 

residents not only to the West but also to the East.   The emerging states to the East 

will cherish recognition of their national sovereignty and identity by the Balts.  

Cooperation could be stimulated on the basis of mutual interests and mutual respect.  

Ties formed in the era of the Socialist brotherhood of nations could prove not only 

practically useful, but may provide windows on cultural diversity and perspectives 

that could enrich both parties.   It may prove advantageous to open cultural centers 

for various nationalities such as Ukrainians, Georgians and others in the Baltic 

capitals. 

The Strategic Vision as a Driver of Economic Transformation 

 A strategic vision can mobilize national energies to achieve policy objectives.  A 

strategic vision can evoke in general outline the kind of economy to build for long term 

prosperity.  More immediately, a strategic vision can mobilize the national will to succeed 

in dealing with the immediate challenges of avoiding economic collapse and successfully 

making the transition to a normal market economy.   

 The strategic vision can articulate concepts of quality, productivity, economic 

efficiency, and innovation achieved through individual opportunity and responsibility 

joined with effective group cooperation.  At this point, the industrial sector is relatively 

weak and the government is the locus and source of change through its role in privatization 

and economic restructuring.  Government must be designed to minimize bureaucracy and to 

maximize support given to wealth and job creating business.   Where possible, government 

must provide effective one-stop shopping with a minimum of impediments to 
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entrepreneurial energies.4   Government organizations should develop institutional 

philosophies consistent with the national strategic vision in order to enable them to 

effectively implement the national strategic vision at all levels.   Western organizational 

development consultants have the skills that can help implement such organizational 

effectiveness measures in government.   Specific recommendations include: 

1. Articulate the strategic vision at the national level in order to evoke 

consensus among the elites in government, industry and institutions. 

2. Encourage government ministries, industry and institutions to develop 

institutional philosophies that identify the sources of excellence of each 

organization and how it intends to fulfill its mission relating to the strategic 

vision of the nation.   In Japan the corporate philosophy is developed by 

involving the entire organization at all levels.  Such institutional 

philosophies can be stated in very specific operational terms.  An example 

could be that all paperwork involved in the formation of a new business 

must be completed within a set period, say two weeks.  In the present 

environment this will be difficult to achieve.  Success of economic 

transformation will, however, depend on the effectiveness of government 

and other institutions.   Organizational tools should be used by the Baltics 

that have proven successful elsewhere.   In the Soviet period change was 

attempted through campaigns.   In the new era, change must be 

institutionalized in the behavior of individuals.  Institutional philosophies 

and other organizational development methods have proven effective in 

improving organizational effectiveness. 

3. Co-location of all Western aid and assistance organizations in the same 

facilities would foster cooperation.  Ideally, these organizations should also 

articulate their institutional philosophy in terms of how they expect to 

contribute to helping to achieve the strategic vision of the nation that they 

have been formed to serve. 

                                                                 
4 Singapore has developed this concept of one-stop shopping to perhaps the greatest extent of any other 
country in the world  The Economic Development Board is an extraordinary example of how governments 
can organize to help business.  
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Mobilization of National and Pan-Baltic Energies 

 Much of the success of Estonia, Latvia and Lithuania is the restoration of their 

status as fully sovereign members of the world community of nations was dependent on 

cooperation against their common adversary and to gain international visibility for their 

cause.   The outside world saw three countries struggling together to be free.  Now that 

independence has been achieved, however, it is clear that in many areas that Estonia, Latvia 

and Lithuania will evolve into natural competitors for investment and trade.  Their 

industrial bases have more similarities than dissimilarities.   Estonia will naturally turn to 

the North and Lithuania to the South.  Horizontal connections linking London and Moscow 

through Tallinn, Riga or Vilnius may often be stronger than vertical ties connecting these 

capitals. 

 Nevertheless, there are many synergies.  At this point, there remains much ot be 

gained by presenting a united front to the world.   It is likely that more aid can be secured 

from more sources through a coordinated approach than through a go it alone strategy.  

There are many opportunities for economies of scale in the delivery of technical assistance 

relating to economic transformation.  More competent experts can be involved for longer 

periods of time if they are addressing highly similar problems in three small neighboring 

countries rather than one.   Problems remain with Moscow where pan-Baltic approaches 

have a greater chance of success.   If Estonia, Latvia and Lithuania succeed in forming the 

Baltic Common Market, this could be a strong inducement for greater investment in the 

three countries, as well as for the formation of more effective economic links with other 

successor states to the former Soviet Union. 

 Cooperation is likely to expand in many highly practical areas.   For, example, 

electrical power reliability is managed across the three countries through the Northwest 

powergrid which is headquartered in Riga.  The professionals involved with the electrical 

power industry in all three countries clearly perceive the necessity of a high degree of 

cooperation.  A vision of Pan-Baltic cooperation needs to be articulated that is consistent 

with efforts in each of the three countries to mobilize their national energies for their own 

benefits. 

 In the analysis that follows, the general strategic vision of Gateway is applied to 

some of the key structural problems facing the three Republics in the context of lessons 
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drawn from modern economic success stories.   This analysis does not pretend to be 

comprehensive, nor to have all of the answers.   Rather it poses critical questions and arenas 

of inquiry and, where possible, offers specific recommendations for implementation. 

B. Implementation of a Strategic Vision 

 At the heart of the it the process is very simple -- evaluate every major plan, policy, 

program, draft legislation, etc. according to an agreed upon set of criteria, and recommend 

adjustments and changes.  In practice, of course, this concept is difficult to implement.  

Nevertheless, if such an approach is agreed to in principle, then exceptions and 

complications to the general rule must be explicit and therefore reasonably transparent.  

Below we provide a preliminary list of potential evaluation criteria organized into the 

following groups: 1) Strategic Vision; 2) Policy Objectives / Approaches; and 3) Special 

Problems/Constraints. 

 Preliminary Economic Development Process Evaluation Criteria 

1. Strategic Issues/Vision 

1. Gateway 

2. Low Cost Labor Provider 

3. Processing Center (Add value) 

4. Foreign Investment Haven 

5. Science/High Technology/Innovation Center 

These five strategic concepts tend to encompass the range of planning thinking in 

the Republics.  For political and, indeed, policy development purposes it is far better 

to focus on a single simple concept -- folding complex reality into implementation.   

Since, in fact, these various concepts do not have to be seen as mutually 

incosisistent, it is possible to fold them together under one umbrella.  As discussed 

above, we tend to prefer the Gateway concept, as the most flexible, highly 

consistent with political rhetoric, and potentially offering the greatest economic 

payoff.   The key issue here is that a strategic vision has a powerful impact if it is 

used to guide policy evaluation.   Without a consensus vision much synergy is lost 
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and policy initiatives become unfocussed, usually ending up sending conflicting 

signals. 

2. Policy Objectives/Approaches 

• Enhance economic growth/productivity 

• Create a market economy (able to function in the world marketplace) 

• Decentralization of authority/decisionmaking 

• Enterprise formation 

• Flexibility 

• Privatization 

• Monopoly control 

• Export (both East and West) 

• Price liberalization 

• Stabilize relations with the Republics and central government to the East 

• Reduce economic dependence on the East 

• Increase inter-Baltic cooperation 

• Stabilize input supplies. 

The point here is to assess how any specific plan, policy, law, or action, whether 

focused generally or on a sector or industry: 

n specifically addressing these goals (positively or negatively), 

n directly or indirectly affects these goals,  

n can be used to achieve these goals in implementation, and  

n offers alternatives and interactions for achieving the various goals. 

3. Special problems/Gaps/Constraints 

• Political uncertainty 

• Economic uncertainty 

• Unviable all-Union enterprises 

• Brain-drain 

• Excessive energy consumption 

• Ownership/control of enterprises and assets 

• Financial intermediation (lack of S&L, Giro bank, etc) 
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• Some forms of Capital shortage through at least the year 2000 

This section's purpose is similar to that above, but permits bringing together special 

industry and sector specific issues with crosscutting goals.  The lists both here and above 

need to be reviewed, moved, added to, deleted, or modified. 

Once this criteria list is agreed upon, it can be viewed as a policy review checklist.  

This list, with appropriate backup explanation, can be used to assess, indeed to structure, 

policy actions, projects, even ministries to meet national priorities in an integrated fashion 

without an elaborate bureaucratic process.  Examples range from tax law, to special 

national projects, to the budget plans of the Academy of Sciences, to Joint Venture/foreign 

investment legislation, to the restructuring/privatization plans for a specific industry or 

firm. 

The overall scheme presented above involves a) the formulation of an economic 

development strategy that deals with the structural policy concerns of the Baltic States; b) 

the development of an economic development planning process adapted to the needs of 

economies in transition to the market; and c) the evaluation criteria for that process. 

Below we address specific analysis areas that appear most useful for current policy 

formation.  In addition, the subsequent analysis identifies two additional categories: a) 

policy initiatives within which new programs would be defined addressing the problems 

and opportunities and b) need for foreign assistance being as specific as possible. 

 

 

 

 

 

 

VI.  INFRASTRUCTURE AS A KEY TO THE GATEWAY VISION 
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A.  Overview 

 Infrastructure became an important focus of WG7 because of its role in supporting 

economic growth, its direct and indirect leverage on other aspects of economic activity and 

the extremely high investment costs of most infrastructure projects.   With tight budgets and 

limited hard currency high payoff and avoidance of major mistakes became the central 

priorities for guiding infrastructure planning. 

 For a variety of reasons it is important to quickly put together an integrated Pan-

Baltic approach to infrastructure planning.  However, the ultimate economic structure 

evolves, it will be highly sensitive to the support or impediments created by the domestic 

infrastructure.  Moreover, infrastructure is an area where considerable foreign expertise, 

technical assistance, and capital can be drawn upon.  Raising the short-term planning 

imperative is the fact that tentative World Bank plans have an infrastructure/urban problems 

team scheduled to visit the three Republics in late January 1992. 

 Action 

 We strongly recommend that IBEC organize a series of specific task forces to work 

with the Baltic Council Working Groups and the cognizant state level officials to prepare 

background information and a series of well thought out proposals in advance of the 

proposed visit.  Not only will this help shorten the long review cycle of getting money from 

the World Bank, but it would help in dealing with the flood of other assistance agencies and 

private companies sweeping across the Republics since August.   Some specific priority 

areas are discussed below. 

B.  Ports and Railroads 

 As noted above, Estonia, Latvia and Lithuania have at least four and potentially five 

major ports to serve the Eurasian hinterland -- Tallinn, Riga, Liepaja, Ventspils and 

Klaipeda.  Potentially, these ports could account for over 50 percent of trade from the 

former Soviet Union with Europe and North America.  As the successor states of the former 

Soviet Union rejoin the world economy, international trade will take on an increasing 

importance.  For the Baltic States, they will represent on of the most important sources of 

hard currency, even without change in focus.  Today they are mainly in the business of 

physical transshipment with no commercial focus, or indeed, commercial infrastructure. 
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 However, the ports are in a severe state of disrepair.  Ventspils, which is the major 

port for export of chemicals and petroleum from the former Soviet Union, must have its 

facilities rebuilt.  Much of the railroad base serving these ports is in a dangerous state of 

disrepair.  If the ports and supporting rails systems are not upgraded -- computerization, 

modern loading facilities, repair and upgrade of rail lines, expansion and automation of 

warehousing, etc.  -- then the economic development of the hinterland served by these ports 

-- Russia, Ukraine, Byelorussia -- will be retarded, the potential earnings for the Baltics 

depressed, and the opportunity to develop an unique comparative advantage potentially 

ceded to others. 

 Recommendations  

 Conduct a comprehensive study of the Baltic ports and related surface transportation 

infrastructure to identify critical bottleneck areas requiring upgrade, identification of world 

class port infrastructure and up and down stream commercial linkages against which to 

compare and design, and develop an overall plan for policy change and investment that will 

enable the Baltics to build toward the Gateway strategic vision. 

 Several specific issues must be addressed in this analysis/planning effort. 

1. It must not be just an engineering study.  Dealing in a realistic way with the 

market potential (both domestic and to the East), with the goals and 

strengths of potential competitors, and with the technologies of the 21st 

century, are all critical. 

2. Recognition that government planners cannot and should not be the only, or 

indeed, the principal actors in the review/planning effort.  Foreign experts 

and funding institutions (e.g. the World Bank, the Nordic Development 

Bank, USAID, etc.) of course must be involved, but it is critical to involve a 

wide range of private concerns, both domestic and foreign -- shipping 

companies, shipping service providers, trading companies, ship repair and 

support, etc. 

3. A well-developed plan for attracting foreign investment to support the 

resulting goals.  Capital, skilled managers, links to foreign commerce, etc., 

are far too limited in the Baltics without foreign participation. 
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4. A hard look at impediments to and requirements for the emergence of 

private firms to provide the wide array of up and down stream economic 

activities that are critical to a successful world-class commercial port 

facility. 

C.  Airports and Air Transport 

 The Baltic States have military airports and relatively well-developed civilian 

airports in or near the capital cities of Tallinn, Riga and Vilnius as well as other major cities 

such as Kaunas.  Until recently there was virtually no international traffic to these airports.  

They are not equipped for significant air freight volumes or for wide-body passenger 

planes. 

 Recommendations  

1. As above, it is critical to conduct a comprehensive study of the Baltic airport 
infrastructure, its strengths, weaknesses, and potential.   Only with such an 
assessment can investment planning take place.   There  will be natural 
competition among the three Republics, but working arrangements and 
specialization would limit harmful rivalry and almost certainly would be 
more attractive to foreign investors and sources of assistance. 

2. Specifically build into the planning maximal privatization of air related 
services and support. 

3. Begin negotiating among the three Republics a common, basic body of law 
and regulation governing domestic and international civil aviation.   
Essentially, target Western European standards as a medium- to long-term 
planning goal. 

4. Begin to negotiate international connection arrangements, reserving the 
ability to allocate access to future landing rights in foreign cities.  
International air travel is not a free market and it is important to go into these 
negotiations with first class preparation.  The goal must be to get the best 
deal possible in return.   

5. Strongly consider adopting an open skies policy regarding commercial air 
transport in the Baltic States. 
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D.  Road Transport 

Socialist economies, particularly the Soviet economy, have an intensity of freight use per 

dollar of GNP that is a multiple of market economies such as the US.  Recent data 5 show 

that the U.S.S.R. uses seven times as much transportation per unit of GNP as Canada and 

the U.S. which are approximate counterparts in terms of geographic size and distance of 

haul. 

Transport Tonne-Km per $ of GNP (1988)* 
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* 1988 GNP is purchasing power Adjusted. 
Source: World Bank, Issues in Central and Eastern European Land Transport, June 1991 

                                                                 
5 World Bank, Issues in Central and Eastern European Land Transport, June 1991 
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 The major reason for excessive Soviet freight intensity is attributed by the World 

Bank to be a substantially greater role for heavy industry in the soviet economy.   

Inefficiency of the Soviet surface transportation system due to poorer roads and lack of 

effective scheduling and automated warehousing also contribute to the problem.  The 

seven-fold higher consumption of transportation services by the soviets result in an inability 

to be competitive in many industries and much higher levels of energy consumption and 

pollution than would result from comparable levels of economic activity in the West.  It is 

likely that the freight intensity of the Baltics is not nearly as bad as for the U.S.S.R., but 

nevertheless, the data for the Soviet Union are indicative of a major opportunity for 

improvement. 

 First, we see the opportunity to reduce the demand for transportation services by 

shutting down facilities that are value subtracters, i.e., whose products are less va luable 

than the raw materials out of which they are produced.  This is a profound problem with 

which industrial restructuring must contend. 

 More directly, relating both to the potential to achieve the benefits from the 

Gateway Strategic Vision and to improve productivity in the Baltics is the need to develop 

private trucking, warehousing freight forwarding and related services.   A very important 

element of productivity improvement in transport is the need to have modern information 

services.  In the West information precedes the arrival of goods in a port, terminal or 

trucking bay.  Delivery times are getting increasingly tight with a significant and growing 

share of package delivery enjoying 24 hour service to major cities worldwide. 

 Recommendations  

1. Accelerate the formation of private trucking firms.  Private trucking can be 

built using several methods -- privatizing the fleets of existing large users of 

trucking services is an obvious example that should be encouraged on the 

part of every large state owned firm.  Another approach is truck leasing 

involving a Western truck leasing firm.   This has the advantage of enabling 

Baltic trucking firms to acquire the use of Western heavy-duty trucks that 

can travel throughout Western Europe due to the availability of parts and 

service and compliance with safety standards.  Service to Western Europe 

immediately opens the potential for hard currency earnings required to 
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payback the hard currency lease.   In a recent transaction, a Western leasing 

firm worked with an agrarian bank in Bulgaria to finance leasing of used 

U.S. heavy-duty trucks by Bulgarian operators.  This transaction supported 

the agrarian bank by giving it hard currency customers, it built a local truck 

leasing and maintenance operator and permitted several small trucking 

operators to get into business. 

2. Develop a national plan for the eventual automation of transportation related 

information through the use of EC standards for EDI and warehousing 

automation and vehicle scheduling.  Early planning is important so that local 

regulations and behavior slowly adapt to these standards, permitting easy 

introduction when the industry is ready.  It is possible that World Bank or 

other technical assistance funding may be available for this task.  The 

Transport Ministry in each country should have access to expertise to help 

the emerging private transport sector, as well as carriers that may 

temporarily remain under government ownership and control to avail 

themselves of such services. 

Roads 

 We found roads in the Baltics to be in better shape than local opinion would 

suggest.  Local Baltic assessment of the conditions of the Baltic roads is likely to improve 

dramatically after direct experience with cavernous potholes in American cities.  The 

highway system in Lithuania was significantly better than in Latvia with major four lane 

highways connecting Vilnius and Kaunas, as well as much of the M12 from Vilnius to the 

Latvian border.  M12, the Via Baltica, is the highway linking central Europe with 

Lithuania, Latvia and Estonia and St. Petersburg and on to Helsinki.   Plans exist to 

improve this highway through the Baltics adding auto service, dining, and lodging facilities 

at strategic points adjoining the highway for an expected dramatic increase in both 

passenger and commercial traffic.  Of the road projects in the Baltics, the Via Baltica 

should receive the highest priority attention due to the high leverage this investment would 

have on economic development in Estonia, Latvia and Lithuania. 
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E.  Telecommunications 

 Telecommunications in the Baltics is very poor and a major barrier to international 

business.   With the exception of some cellular lines which are now being introduced, 

international communication is limited by 12 lines through Moscow.  Indeed, 

telecommunications is perhaps the most visible bottleneck to Baltic economic development.  

Although technical plans by the PTTs reflect sophistication, implementation of these plans 

in a market environment, serving the long-term economic development needs of the Baltics, 

appears to remain unsolved and to some extent ignored.   Legislation and regulatory 

structures are not yet in place to develop a modern telecommunications service. 

 Priorities 

1. Quickly enable ready international telecommunications service for business 
and government.  This could be via teleport, cellular or potentially even 
fiber.  The challenge is to enable the entry into international commercial 
relations. 

2. Establish a legislative and regulatory framework that enables the 
development of effective telecommunications service in the Baltics.  
Particular attention is needed to rational pricing of telephone service so that 
the telephone service is as good an investment in the Baltics as it has been in 
developed economies. 

3. Begin to build telecommunications infrastructure that eventually results in 
comparable service levels to the neighboring Nordic countries.  The Nordic 
Investment Bank has estimated that this would require at least $US 2.2 
billion. 

Regulatory Considerations  

A well-defined set of telecommunications goals is key to system planning and 

investment, regardless of the ownership and management structure of the provider.6  In the 

United States, the history of telecommunications regulation has shown that regulation 

works best when it creates sensible goals and then permits industry to work toward the 

achievement of those goals.  Perhaps the best example was the provision of universal 

service.  Here the goal was set, along with a series of decisions on how to cross-subsidize 

the high cost of its provision, and industry figured out how to achieve the goal. 

                                                                 
6 This section builds upon a briefing prepared by John C. Litchfield, Assistant Vice President, Ameritech, 
Telecommunications and the Role of Regulation, October 24, 1991. 
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In setting up the Baltic telecommunications system, it is important to recognize that 

some components of the system may still be natural monopolies.  Economies of scale often 

make any structure but a monopoly highly uneconomic.  Whether private or state-owned, in 

such circumstances regulation must become a substitute for the lack of a competitive 

market.   Such regulation must protect the customer from monopoly abuses, as well as grant 

the franchise protection required to encourage the investment required to maintain a quality 

system, especially if various social goals -- e.g., universal service -- require cross-

subsidization.  Moreover, the form of regulation is important.   Properly designed, 

regulation provides incentives to investors and encourages productivity gains, while also 

producing low cost quality service.  No regulation can be perfect, but some blending of 

price and rate base approaches can be tailored to local conditions. 

However, many network components may be served by competing entities.  The key 

test is whether competition leads to lower cost to users without needless duplicative 

investment.  At the same time, if regulators decide that a particular market should be served 

by competing firms, then they must permit the market to operate freely.  All too often state 

enterprises (or their private sector monopolistic counterparts) are given advantages that 

prevent real competition.   Examples of competitive components may include long distance 

service, maintenance and repair, equipment manufacture, and independent local providers 

that pay to use the national network.  Indeed, permitting relatively easy entry for small local 

providers may be the most effective way to stimulate the growth of rural service.   The U.S. 

experience is instructive here.  Many small telecoms emerged in local areas with 

independent investment funds.  A brief proposal for promoting such a development is 

provided in the Annex materials regarding rural telecommunications development (Annex 

M). 

Recommendations  

1. Form a telecommunications task force within the IBEC structure that: 

a. Jointly with Baltic counterparts develops specific recommendations 
for a body of telecommunications law covering competition, pricing 
of some services, system expansion and other matters.  This 
legislation would be coordinated across the three countries. 

b. Assist the development of a long range telecommunications strategy 
that considers technology, rural and regional development, linkage 
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with regional telecommunications networks, competitive advantages 
of indigenous manufacturing, and other matters. 

c. Assist with the development of policy approaches to attract foreign 
firms into the telecommunications sector, as joint venture partners, 
producers, suppliers, cus tomers, sources of technical advice, 
corporate mentors, etc. 

2. Form a Pan-Baltic project team to develop a banking and financial services 

infrastructure.  The development of a banking system and related financial 

services necessary to implement the Gateway Strategic Vision is critically 

dependent on the development of a suitable infrastructure for the banking 

system.  At the heart of this banking system is a telecommunications system 

that would permit comparable transaction efficiencies in the Baltics as in 

other comparable areas in the world that serve as gateways to hinterland 

regions.  WG7 has had discussions concerning a proposal to develop the 

requirements for a banking infrastructure in the Baltics.  It appears that there 

may be decided advantages to taking a Pan-Baltic approach to this problem, 

including the leverage that such an approach would give Baltic banking 

institutions with Moscow.  If the World Bank encourages the development 

of such a system for the Baltics based on Western EDI techniques and not 

the elaborate paperwork traditional to Soviet banking transactions, the 

Baltics could more readily shift to approaches comparable with world 

practice.  Otherwise, they would be forced to maintain two systems of 

documentation, one for Soviet institutions and the other for Baltic and 

international transactions.  A system such as that proposed would place the 

Baltics in the lead in banking modernization within the former Soviet region 

with decided advantages to the development of the Gateway Vision.  (See 

Annex N.) 
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VII.  TECHNOLOGY: A POTENTIAL SOURCE OF COMPARATIVE 
ADVANTAGE FOR THE BALTIC STATES 

R&D, particularly the relatively large number of qualified technical people, is a 

major asset of the Baltic States.  Potentially, it could serve as the basis for new business 

formation, attract foreign investment and lay the foundation for new comparative 

advantage.  We now see a crisis in the Baltic research and development systems.  Budgets 

are reduced.   Demand has collapsed from enterprise customers in the Soviet Union.  These 

pressures have weakened networks and expanded the potential brain drain.  Failure to deal 

with this problem threatens the potential to achieve Western Europe economic levels in the 

foreseeable future.  Since this problem is not limited to the Baltic States, solutions could be 

transferable further East. 

Long-term problems endemic to Soviet science and technology include: 

• Separation of research from production and teaching by the Academy of 
Science system 

• Training too narrow and structured 

• Isolation from the West -- technology, knowledge, people 

The immediate crisis is caused by the Union-wide S&T system linking all-Union/Republic 

institutes.  Moreover, hard budget constraints facing the all-Union enterprises has resulted 

in large cuts in research work that formerly were contracted to Baltic labs, to some 10-20% 

of earlier levels. 

 Urgent and focused attention is required, specifically addressing: 

• The leverage from using R&D as a core element of the Gateway Strategy. 

• How to sustain adequate funding of R&D 

• The redirection of R&D to basic Baltic economic priorities. 

• Means to foster technologies relations with the West. 

• Means to sustain and build relations with centers of excellence and enterprise 
in the East. 
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In setting technology policy, the key is not simply supporting research, that is easy 

within budget constraints, but rather the implementation of research into products and 

processes. 

• Commercial opportunities must go hand- in-hand with discussion of science 
and R&D. 

• This does not happen naturally.  Scientists all over the world are the same, 
they must be forced to focus on implementation. 

• The potential for commercialization rises sharply as the customer becomes 
and partner with their R&D suppliers. 

• Rights to technology are important to define early.  Private firms often will 
not develop products based on new technology if they cannot, with some 
confidence, preserve their efforts against copying -- it takes some 8-10 times 
the investment of the initial research to develop a technology from the 
laboratory to the marketplace.   

• Few governments have been highly successful here.  All have some 
successes.   Perhaps the best are Japan, Taiwan and Korea.  U.S. and West 
European governments are struggling to enhance this capability now. 

The Baltics must shift the focus of their domestic research community.  It is one of 

all three Republic's vital resources, one that must be nurtured and adapted to current needs, 

or be lost.  Some significant technology policy initiatives are underway in all three 

Republics.  Implementation is part of these efforts.   However, the central role of 

implementation as a driver of economic restructuring and comparative advantage does not 

appear to be the organizing principle of these efforts.  It is vital to ruthlessly focus this vital 

resource on the economic development imperative. 

Possible actions to enhance the commercialization process include: 

• Set up annual industry for a (domestic, possibly including some foreign 
firms) with scientists in targeted areas, with the goal of identifying mutual 
interests, guiding relevant programs, even negotiations of follow up contracts 
funded by the private sector. 

• Set up a domestic International Property Rights program as early as possible, 
but set it up with private sector involvement (again, both domestic and 
foreign). 

• Facilitate the means by which partnerships can be developed among local 
laboratories, academies, and institutions, their foreign analogues, domestic 
enterprises and foreign enterprises.  Such partnerships must be of many 



 

- 31 - 

forms.  Flexibility is central to success, since all areas of technology and 
industry are different.   Government should set guidelines within which 
negotiations take place. 

• Review current R&D program priorities in order to identify how best to 
involve private enterprise and produce commercial products and processes. 

• A business council, National Academy model of linking business, 
government and the research community may be a useful model to focus 
attention on key issues and help identify means of driving research through to 
implementation. 

Since many parts of the Academy of Sciences and Institute structure are in fact 

production or service provider enterprises, finding ways to rapidly privatize, with and 

without foreign and domestic enterprise partners, could provide a core of entrepreneurial 

energy in the Republics. 

• One option is to view the Academy of Sciences as a large state enterprise.  
This yields new options for the funding of R&D and for making R&D more 
economically relevant. 

• The Academy might also be structured as an institutional investor in 
technology-based firms. 

• As a large state enterprise or an institutional investor, the Academy, or its 
individual institutes, could enter into strategic alliances with Western 
technology based firms.  Such strategic alliances may: 

− Give the Baltic institutes market signals so that they develop what 
meets market needs rather than what meets the needs of institutional 
politics. 

− Provide funds, contacts, instruments and other technology as well as 
developmental opportunities for professionals to work on 
scientifically important problems without having to leave the Baltics. 

− Provide for internships and other developmental opportunities in 
Western R&D centers. 
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VIII.  THE AGRICULTURAL SECTOR OF THE BALTIC COUNTRIES 

This section describes the agricultural sector in the three Baltic Countries and 

provides an assessment of some of the important problems being faced by the sector. 

Table 1 

AREA, POPULATION AND INCOME STATISTICS 

FOR THE BALTIC REPUBLICS (1989) 

 

Item Estonia Latvia Lithuania 

Area (sq. km.) 45,100 63,700 65,200 

Population (mil.) 1.57 2.69 3.72 

Rural Population (%) 38 29 32 

Income / Capita (rubles)  2,800 2,722 2,478 

Agricultural GNP (%) 25 25 23 

Source: Area information comes from the Hammond World Atlas (1985), and other information from 
Economic Survey of the Baltic Republics, Swedish Ministry for Foreign Affairs, June, 1991. 

Agriculture is a strategic industry in the Baltic States that currently accounts for 

approximately 25% of GNP utilizing 30% of available labor.  Transformation to market 

economies integrated with the world economy will put considerable pressures on the 

agricultural sector to increase labor productivity.  What we can expect is a dramatic 

reduction of labor directly involved with agriculture, forcing the need to accelerate other 

aspects of rural economic development.  This in turn is likely to force the expansion of rural 

telephone needs and creates demands to upgrade roads and other rural infrastructure. 

Recommendation 

Rural economic development opportunities need to be pursued with a vengeance.  It  

is  critical to create jobs and other opportunities as agricultural labor is displaced.  Since 

housing and other necessities are adequate, providing these opportunities in rural areas is 

vital.  Various forms of Western assistance are available for rural economic development 

including for rural telephone systems and other infrastructure projects. 
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Gateway Opportunity 

Soils in the Baltics are relatively poor and the growing season is short.  Partially in 

response to this, a considerable animal husbandry industry was developed.  This industry is 

heavily dependent on imported feed grain and exports of product to the East.  The collapse 

of the Soviet economy has forced Estonia, Latvia and Lithuania to confront the need to 

either import high protein feeds or to slaughter perhaps 30 percent of the herds.  

Fundamentally, the question becomes deciding whether or not the Baltics can stay a 

meat/dairy exporting region in the long term. 

Currently, the Baltics are major producers of meat, poultry and dairy products for 

St. Petersburg, Moscow and other Russian cities.  Shifting these exports to Western markets 

is infeasible in the short term.  Not only does quality have to improve dramatically, but 

these are among the world's most highly protected markets.  The medium-term opportunity 

for the Baltics seems to be to improve the efficiency and quality of their meat and dairy 

production and expand their share of the market of the former Soviet Union, assuming of 

course, that some sort of reasonable trading structure and payment system can be 

maintained.   Longer term, as agricultural protection is lowered in the West, new markets 

may grow. 

The medium term opportunity may be best developed in the Baltics by forming 

partnerships with foreign firms to upgrade the quality and productivity of their animal 

husbandry with an eye to expanding into the Russian market.   Both American and 

European firms show some interest in such partnerships, but market and legal uncertainties 

currently impede progress. 

Recommendations  

1. Assemble a team to study the feasibility of the long-term viability of a feed import-

based animal husbandry industry to serve the market of the former Soviet Union 

with meat and dairy products. 

2. If feasible, develop an action plan that could lead to a partnership between firms in 

the U.S., West Europe and the Baltics that: 

a. Ensures a long-term customer for U.S. grain producers, and 



 

- 34 - 

b. Involve U.S. and West European investment and technical assistance in the 
development of agriculturally related enterprises such as food processing 
and turnkey breeding, growing and processing operations.  It appears that 
such investment and technical assistance can be funded, at least in part, 
through existing agricultural export promotion programs in the United 
States.  (Annex O. contains the WG7 agriculture paper, information about 
agricultural export programs, and specific proposals how to benefit from 
these programs.) 

Other Recommendations 7 

1. The process for privatization of land and non- land state and collective farm assets 

should be developed as general guidelines by the respective parliaments.  The 

specific implementation of the process should be left more in the hands of the 

individual collective or state farm than heretofore possible.  Making the difficult 

choices on forms of privatization, process for allocating shares, etc., is best done at 

the local level by the people involved.  They know their situation better than anyone 

at the republic level can.  Also, going through the process of making the tough 

decisions together will help create ownership in the decisions, which is very 

important politically. 

2. In order to make sure that the producers see a direct incentive to make their 

production more efficient, ownership should be vested to a large extent in people 

engaged in production (current workers or others who will be in production 

agriculture).  Other deserving claimants for agricultural resources should be given 

debt instead of equity.  For example, claimants, such as retired workers, should 

receive debt obligations from the agricultural producers who receive the equity. 

3. Agriculture should not be disadvantaged in the privatization and market reform.  

The pace of privatization and reform should be essentially the same in agriculture as 

in the rest of the economy.  There is an important role for government in ensuring 

the supply of agricultural equipment and other inputs, including finance, during the 

privatization process.  The political consequences of widespread bankruptcy of 

newly private firms, due to lack of such inputs, could be enormous. 

4. Price reform needs to take place quite quickly, even before privatization of 

agricultural assets.  The process of privatization of agricultural assets may, 
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depending on the form used, imply valuing the agricultural production assets in 

order to divide them on some rational basis.  Without free market prices, there is no 

good basis for valuing the assets.  Purchase price is not a good basis for valuation. 

5. To the extent possible, prices should be freed and regulations eliminated in the 

entire food system at the same time.  Unlike much of the current industrial sector, 

the agriculture sector has strong potential for large positive supply responses to free 

prices.  It is particularly important to free the retail sector and eliminate barriers to 

entry and transport.   Joint stock companies and individuals should be allowed to 

open shops with a minimum of state licensing and control.  There should be no 

restrictions on transport of goods from one region to another and no controls on 

retail prices.  Shopkeepers should be free to open retail or wholesale outlets as they 

deem appropriate.  The state's role should be limited to health and safety standards. 

6. Removing government barriers to entry at all levels is critical to the success of the 

liberalization program.  Much of the growth is likely to come from new enterprises 

or new activities of joint stock companies and individuals. 

7. Adequate agricultural credit is indispensable to the success of the privatization and 

liberalization programs.   It may be desirable to continue to have an agricultural 

bank, but it should charge market interest rates on loans and pay market interest 

rates on deposits, and let the market ration credit.  It is a high priority to ensure 

adequate agricultural credit as a domestic financial market is developed. 

8. Agricultural trade with both east and west should be free of government restrictions 

unless it is clear that unregulated trade will result in huge domestic prices increases 

or decreases.   If that were to become the case, and it is not likely that it will, prices 

should be permitted to vary within a wide band and restrictions applied only when 

prices reach the boundaries of the band.  For example, meat prices might be free to 

vary up to 40 rubles before some sort of export control would come into place.  If 

price bands are implemented as policy instruments, they should be phased out as the 

Republics become better integrated in world markets.   

                                                                                                                                                                                                      
7 These recommendations build on the analysis provided in Report on the Agricultural Sector of the Baltic 
Republics to the International Baltic Economic Commission, Wallace E. Tyner, August 18, 1991. 
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9. Strong incentives are needed to attract foreign capital into joint ventures and other 

investments.   Legislation should be adopted permitting foreign investors maximum 

operating flexibility. 

10. At least in the short run, privatization of food processing industries may lead to 

some industries having some monopoly power.  However, the benefits of 

proceeding with privatization far outweigh the potential costs.  Problems with 

monopoly can be avoided in several ways:  1) Break up large units into smaller 

entities corresponding to existing plants; 2) Keep barriers to entry low; and 3) 

Eliminate trade restrictions to enable foreign competition. 

11. In general, as collective farms, state farms, or food processing entities approach the 

privatization process, efforts should be made to establish profit centers of operation 

so that workers see their performance linked to their income.   These profit centers 

may become independent companies or remain a part of a larger enterprise. 

12. Agricultural extension needs to be strengthened to aid farmers and agribusiness to 

function in a competitive environment.  Extension probably should be joined with 

teaching in the agricultural universities (academies). 

13. The agricultural research institutes should be merged into the agricultural 

universities.  Agricultural research should be funded at least in part on a competitive 

grants basis. 

14. The policy analysis capability of the agricultural ministries needs to be 

strengthened.  Part of the agricultural economies research institutes could be 

converted to Ministry of Agriculture policy research staff to accomplish that 

objective. 

15. The agricultural ministries need to implement agricultural statistics services capable 

of producing and disseminating timely information of production, trade, processing, 

and prices of agricultural commodities. 
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IX. ENERGY 

Energy security is a major issue facing the newly independent Baltic States.  Energy 

supply and pricing is a central issue in Baltic/Moscow negotiations.  Energy supply and 

pricing may be the determining factor in even a partial survival of a significant number of 

state enterprises established in the Baltics by Moscow. 

The only reasonable planning alternative is that the three countries will eventually 

have to pay world prices and hard currency for energy imports.  Some of the uncertainties 

are over how soon and under what terms can prices for energy intensive products exported 

back to the East can be adjusted to help offset the impact. 

Not surprisingly, energy has been a major policy topic both within each Republic 

and among them, notably on the Baltic Council.  The international assistance community 

also sees energy as a priority.  Some money and technical assistance programs already 

exist.  Others are being formed.   In any case, a clear, integrated Pan-Baltic strategy needs 

to be formulated.  Both internal and foreign capital will be limited, and energy is too 

important a factor in all three States to waste on duplicative efforts. 

Energy ideas and plans exist and are being worked with at the State and Pan-Baltic 

level.  Much work has gone into looking at these problems.8 

The main conclusions and issues are broadly accepted: 

• Under pricing of energy has created massive inefficiency. 

• Integration of the Baltics into the Soviet North-western Powergrid makes 
planning more complex for electricity.  

• Low technical standards and under- investment in maintenance and upgrading 
has created potentially large future investment needs to sustain or grow 
capacity. 

• Enormous environmental problems. 
                                                                 
8 See for example, Chapter 14, "Energy" in Economic Survey of the Baltic Republics for the Swedish Ministry 
for Foreign Affairs (June 1991), the so-called Swedish Report.  Considerable domestic attention has been 
given to energy policy.  See for example, Government Commission for Energy Programs, "Development 
Programme for Estonian Power Engineering (up to the year 1995)" unofficial translation, presented to the 
session of the Government of the Estonian Republic January 21, 1991.  A good foreign private firm look at 
the problems is provided in John Stephenson, "The Potential for Collaboration Between Ontario Hydro and 
the Baltic Power Sector,", New Business Ventures Division, Ontario Hydro (June 14, 1991).  A copy of 
portions of this document is provided in the annex volume, mainly to show how foreign firms, not just 
governments, can help. 
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• Limited domestic budgets and hard currency to pursue aggressive investment 
plans to modernize systems and reduce pollution in the short-term. 

• Conservation and improvements in energy efficiency thus become critical. 

Large, relatively inexpensive means of energy saving are possible in the short-term.  

The Nordic Investment Bank has estimated that short-term savings of 35 percent could be 

achieved in district heating alone.  Table 2 has their priority list.    

Table 2 

Main Areas for Energy Savings9 

 Priority Payback period Relevant Republic 

Residential heating Very high 1-2 years All republics 

Industrial processes Very high 1-3 years All republics 

Heat exchangers Very high 3-5 years Estonia 

Natural gas furnaces Very high 1-2 years Latvia, Lithuania 

Biomass heating Very high 3-5 years Latvia 

Biomass furnaces Very high 3-5 years Latvia 

Electrical motors Very high 1-2 years Latvia 

Energy management Very high 3-5 years All republics 

District heating High 1-2 years All republics 

Power plants High 3-5 years Estonia 

Electricity distribution Medium 1-3 years Estonia 

Source: Investment Needs and Financing Mechanisms in the Baltic Countries, report by the Nordic                

Investment Bank (September 10, 1991),  p. 11. 

The U.S. Agency for International Development has extended coverage of the 

Emergency Energy Program for Central and Eastern Europe to the Baltic States, and desires 

to begin implementation as soon as possible.  Results of this program in Poland and 

Hungary have been impressive.  Enterprises have reduced energy use from 5 to 20 percent 

within a week- long consultative period based mainly on organization and management 

changes.  Some investment in instruments and other equipment (to some extent also funded 
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by AID) will produce even larger gains.  On average, the program produced an estimated 

$40,000 of energy conservation equivalent at each site. 

Recommendations  

• Energy pricing in the Baltics has followed Soviet practice with heavy 
subsidies, particularly with no provision for depreciation or for price 
variation depending on the fuel form or the time of day.  In Latvia, 
hydropower is used for peak-shaving, which in the West is often priced by a 
factor of three to five times base load.  Since Latvia exports much of its peak 
power generation, this could represent hard currency earnings in the hundreds 
of millions of dollars.  The same might apply to the output of the largfes 
pumped storage peaking plant (full capacity 1,600 mW) under construction in 
Lithuania.  It is important to move steadily towards more rational pricing, 
especially as payments for energy imports increasingly must be made in hard 
currency. 

• Work with foreign utilities and governments to develop a basis for 
negotiating and writing interconnection contracts for electric utilities, in order 
to create agreements to link the Baltics and serve as a basis for unified 
interaction with other parts of the North-Western grid. 

• Create a legal and regulatory framework to make it easy for private producers 
of electricity to emerg4e, link to the grid, and sell to their own customers 
and/or to the national network itself.  There could be dedicated producers 
(e.g., low-head hydropower is a possibility) or co-generation and peak-
shaving from industrial plants. 

• In a systematic fashion, begin to take advantage of the technical assistance, 
exchange, and training programs, and other resources that are now available.  
Some of these are noted in Annex P, foreign assistance programs and 
priorities. 

• Stimulate local production of energy equipment -- not necessarily generators 
and other big-ticket items, but meters, valves and other times vital to enhance 
energy efficiency and conservation, while also being relatively easily 
produced by existing enterprises, perhaps with foreign help or in joint 
ventures.   With the large potential market further East in these same goods, 
many foreign firms would have some interest. 

 

 

 

                                                                                                                                                                                                      
9 Although detailed cost estimates for the above priority investments have not yet been made, the very short 
pay-back periods indicate high rates of economic return. 
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X.  THE INDUSTRIAL SECTOR 

The industrial sector in the Baltics is dominated by large state enterprises.  The bulk 

of economic activity in terms of labor and total production remains in the state sector.  

Recent data from all three republics show that small-scale privatizations and new enterprise 

formation are proceeding apace.  Large enterprises are losing their suppliers and customers 

in the East and are experiencing increasing difficulties in securing investment funds.  Based 

on the historical record in Eastern Europe, we expect that several of the large enterprises in 

the Baltics will have to be liquidated within the next few years.  The bulk of the others are 

likely to experience increasing difficulties in the years ahead.  With or without large-scale 

privatization in the near term, production at the large enterprises will drop, expanding 

unemployment sharply and the need for related government services.  The pace and 

management of the process of breaking up and privatizing these large firms will greatly 

affect the seriousness of the adjustment process. 

Small business development will become the central opportunity for job creation.  

At the same time small private firms will find great difficulty in securing needed capital and 

skilled personnel.  They will also have to deal with the entrenched bureaucracies in several 

ministries that have little interest in stimulating private enterprise.   We have addressed this 

problem in a comprehensive manner and have developed a series of recommendations that 

deal with critical aspects of any solution including: 

− Capital shortage 

− Need for involvement by Western firms in the Balitcs 

− Need for small business services. 

We see the need to address the problem of enterprise formation from a systems 

point of view as discussed in the sections below. 

A.  Enterprise Formation and Funding 
 Issue: Capital Availability 

The Baltics will experience a significant capital shortage into the foreseeable future, 

at least through the year 2000, probably well beyond. 
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Analysis 

Capital allocation will become a critical factor and must be comprehensively 

managed.  Most funds for capital investment in any country come from local savings.  

Generating savings and transforming it into investment requires development of domestic 

financial systems that are perceived as safe, pay a reasonable rate of return to savers, and 

can transfer, again at reasonable rates, these savings into loans and equity investments in 

private enterprise and government investments. 

However, the Baltics face more than just a domestic capital shortage.   They also 

face a critical foreign exchange gap.  Moving quickly to a sound convertible currency will 

ease this problem but not solve it for the foreseeable future.  Looking toward Eastern and 

Central Europe, in the case of Hungary, Poland and the Czech and Slovak Republic there 

are available multiple sources of foreign capital including the World Bank, the European 

Bank for Reconstruction and Development, international investment banks, international 

commercia l banks, international industrial investors, government sponsored enterprise 

funds, and other sources.  Some or all of these are becoming available for the Baltics. 

Recommendation 

A source with special leverage for enterprise formation are the4 enterprise funds 

provided for by the U.S. Congress via the Support for Eastern European Democracy 

(SEED) Act, providing $240 million for Poland and $60 million each for Hungary and the 

Czech and Slovak Republic.  At present such funds are not anticipated for the Baltics until 

FY93.  We feel that it is important that a Baltic-American Enterprise Fund be developed as 

soon as possible to help provide the critical funding needed at this time for new enterprise 

development.  If need be, Congress should consider authorizing the formation of such a 

fund and encourage the private sector to provide start-up funding with the understanding 

that a similar funding level to the Hungarian American Enterprise Fund, perhaps in the 

range of $60 million dollars, be allocated starting with FY93.  Annex E. contains a draft 

proposal for the development of a Baltic - American Enterprise Fund. 

Issue: Enterprise Formation 

The process of enterprise formation is poorly developed and needs urgent policy 

attention.  New and revitalized enterprises (mainly small) represent the key source of 

flexibility to absorb resources released in the restructuring process.  More importantly, 
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recent experiences in East and Central Europe tell us that the labor force dislocation will be 

far greater than expected.  Job creation thus becomes vital.  Enterprise formation is the key, 

make-work government projects only make adjustment problems worse.  State-owned 

enterprises are too large and troubled to privatize early in their present condition, with no 

handle on costs and debt, and with scores of related facilities and obligations ranging from 

schools and hospitals to vacation resorts.  Indeed, they face structural problems that 

challenge their ability to continue to operate, not to speak of competing in world markets.  

The large state enterprise problem links the problems of U.S.S.R. relations, 

competitiveness, migration, infrastructure, privatization, enterprise formation, and market 

development.  The problem differs significantly by sector and industry.  This is the 

dominant structural policy challenge facing the Baltic States. 

Analysis 

It is the task of other Working Groups to focus on issues of privatization and the 

creation of markets.  Their analysis does not need repeating here.  However, several issues 

of special importance to improving economic structure need to be emphasized. 

• Privatization for privatization's sake risks destruction of many potentially 

viable smaller enterprises embedded within large state-owned enterprises that 

otherwise may have no market value beyond liquidation.  One key political 

question is whether the gains from rapid privatization outweigh these losses. 

• Privatization plans must address the linked issues of restructuring, 

infrastructure, enterprise formation, market development and employment. 

• A critical factor in the formation of working markets is for enterprises to 

behave like private firms, even they remain partly or wholly held by 

governments.   This requires hard budget constraints and limited special 

treatment. 

• Thus finding ways to encourage enterprises to behave like private firms, 

regardless of the pace of privatization, would ease economic transformation, 

help create market value for enterprise assets, and ultimately simplify the 

privatization process. 
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Recommendations  

• Besides the recommendations of the privatization and market creation 

Working Groups, we strongly recommend developing a policy package to 

encourage or force large state-owned enterprises to set up arms length 

divisions and subsidiaries, initially wholly owned, for as many activities and 

processes as possible -- trading, printing, schools, food processing, 

construction, distribution, etc.   This 

− Creates a self-generating process of breaking up large enterprises without 
need for detailed government involvement; 

− Begins to establish market values for the various, increasingly 
independent activities; 

− Rapidly trains managers and professionals with the skills to operate these 
activities in private markets at some point; 

− Rapidly creates markets in some activities which tend to be common 
internal functions in most large enterprises; and 

− Helps identify activities that might serve as good investment partners, 
customers, or suppliers for foreign firms. 

• Efforts need to be made to develop private enterprise investment funds 

targeted at specific industries for private enterprise formation.  This permits 

bringing both foreign capital and expertise to bear on specific industries in a 

way that has lower risk than direct investment. 

• Large state enterprises would benefit from experience with Western business 

practices.  This has been approached in several ways. 

− Western firms are seeking partners and opportunities and tend to transfer 
skills as they go.  This can be encouraged by developing a sound 
commercial code and an improving investment climate.   

− Western consultants can provide detailed advise to specific business 
enterprises, and provide technical assistance in areas such as accounting 
and quality assurance where Western approaches would be beneficial.  
Such consultants often can be hired with foreign assistance or be provided 
by foreign governments in many areas.   Since private business formation 
is such a high U.S. Government priority, U.S. agencies are potentially 
important providers. 
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• One possible strategy for some enterprises is a strategic alliance  between 

large, diversified Western companies and state enterprises.  (Sometimes this 

is called corporate mentoring.)  A strategic alliance permits the parties to: 

− Identify potentially competitive aspects of state-enterprises 

− Provide technical assistance to state enterprises 

− Jointly develop specific deals when risks and values are known 

• Such alliances thus can accelerate the successful privatization of large scale 

state-enterprises 

Issue: Bureaucracy and Other Barriers  

There is much entrepreneurial spirit and energy in all three Republics.  New 

businesses are forming almost despite government.  There are many lessons to be drawn 

from foreign experience with the emergence of new firms.  Some of the best are from the 

United States.  All new job creation in the U.S. come from small and medium sized firms 

for more than the last decade.  Among the smaller countries, Taiwan is perhaps the best 

example. 

The main lessons are flexibility, easy entry, relatively good access to finance and 

reasonably stable pro-business government policy. 

Recommendations  

• Work with joint venture and entrepreneurial associations in the Baltic States 

to gain a clear understanding of the process, impediments and potential 

correctives. 

− Results could be business incubators, seminars, new laws or amendments 
to existing laws. 

• Develop both general and specific actions to enhance enterprise creation 

within other policy objectives: 

− When evaluating large programs 

− Via public services and large state enterprises 
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− When stimulating new starts or spin-offs in labor intensive priority areas 
(commerce, construction, services, etc.) 

• Use the purchasing power of the state and state-owned enterprises to 

stimulate new firms and competition. 

• Actively pursue franchising opportunities through Western firms.  Franchise 

businesses in the U.S. concentrate on product development, purchasing and 

source development, management, training, and advertising in a headquarters 

operation.  Franchised units operate in local areas with management that that 

follow standard operating procedures established at headquarters.   

Franchising offers the means to start new businesses with a minimum of local 

skills.  One or more franchising centers should be established in the Baltics to 

attract franchisors and help them attract and train local franchise operators. 

• Work closely with foreign governments (in the U.S., mainly state 

governments) and foreign business organizations that deal mainly with small 

and medium sized firms and with new startups.  A vast amount of 

information and help is available on the specific ways to create and sustain 

business formation. 

XI.   CONCLUSION 

A long list of general and specific recommendations have been presented in this 

paper.  Some of them will prove useful.   All deserve investigation.  The annex materials 

provide a variety of background information, as well as some specific proposals that should 

be explored.  These specific proposals are both for the structure of IBEC and its future role, 

and for government actions in the Baltic States. 
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