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1. Infroduction

Background and Summary

The purpose of the SELL-program is to improve cooperation between Finland and the Baltic
States in the agro-food sector and, above all, to facilitate Finnish investments in the Baltic
Jood industry. The greatest impediment for such investments is the lack of a coherent
institutional framework, and uncertainty about the future. The objective of the present
position paper is to present an outline for a common Baltic agro-food strategy. If
implemented, this straregy should go a long way to eliminate the obstacles for foreign
investment and provide a decisive boost for the important agro-food sector.

The central proposition of this position paper is that the siriving for membership in the
European Union should be the cornerstone of strategic thinking and planning. Sound
intrabaltic, external and domestic policies flow almost self-evidently from this central
assumption. Due consideration should be given 10 the fact that the EU will not absorb all the
export surplus of Baltic food production. Access to the Russian market, especially, will thus
be very important in the longer term.

Current Situation

While the Baltic economies as a whole ran a growing trade deficit, these countries, particularly
Estonia, experienced a significant trade surplus in 1993 in agro-food products!. This outcome
Is surprising considering the extent of official as well as unofficial barriers to exports and the
low or inexistent official barriers to imports. This success in agro-food trade can be explained
by the under-valuation of Baltic currencies, especially that of the Estonian Kroon, and by the
limited purchasing power of the Baltic domestic economies. Furthermore, foreign investment
has already had an impact and several surveys have indicated that domestic entrepreneurs are

beginning to overcome the many difficulties involved in agro-food trading.

Baltic agro-food exports are concentraied in the low end of the market. Moreover, their
packaging and presentation is still generally not up to Western standards. Hence, €XpOrts are
still destinated mainly 1o the Former Soviet Union (FSU) countries, or to similar, less
demanding markets. There is significant business in adding value to imports for re-export, (for
example chocolate and tobacco), as well as in transit trade in both directions between the FSU

and other markets.

IStatistical Office of Estonia, "Foreign Trade 1993", Tallinn.

State Committee for Statistics of the Republic of Latvia, "Latvia in Figures 1993", Riga.

Lithuanian Department of Statistics, "Lithuania in Figures 1993", Viinius.

Unfortunately, The data concerning agro-food production in the Baltic States are not directly comparable due to
differing statstical methods (e.g. classification, etc.),



Overall, Baltic agro-food wade with Scandinavia, the EU and former Socialist countries
remains at a low level. Furthermore, export is in most cases initiated by foreign parties, not by
Baldc enterprises. Baltic agro-food production is constantly suffering from imbalances, as

production levels do not correspond to domestic and international demand.

The Significance of the Baltic Agro-Food Business

Today, the agro-food sector comprises about 25% of GNP in the Baltic States. This figure is
bound to fall in the future but, even in the long term, agro-food will constitute one of the
mainstays of the Baltic economies. With a suitable influx of foreign investment and knowhow,
the sector could become very comperitive internationally. The prereguisite is a certain
concentration, which goes hand in hand with specialization and an undergrowth of small
business. Such an efficient structure can be achieved only through private enterprise in the
context of a sound marker economy.

The geographic position of the three Baltic countries and their intimate knowledge of Eastern
Europe seem to be permanent and defensible advantages in East-West trade, especially if they
are supported by an adequate influx of foreign investment. Even so, Baltic agro-food industries
are likely to face rapid change in the terms of trade. Domestic production costs will rise and
the exchange rates will settle at a higher level. When price-competitiveness is eroding, other
more sustainable advantages must be developed. This entails upgrading product quality,
mcreasing efficiency and productivity as well as expanding the product range. The key issue
here is that both policy makers and individual businessmen must understand the competitive
position of Baltic agro-food products in their ultimate markets. (See Box 1)

Box 1. The Potential and Competitiveness of Agro-Food in Estonia?

A recent study undertaken within the PHARE program indicated that the dairy sector is of
central umportance for Estonia's farmers and the national economy. Extensive grasslands,
skilled manpower and a low wage level determine the high competitiveness of dairy farming in
Estonia. Dairy products and beef are wraditional export commodities. Even so, inefficiencies
seem 1o exist in processing and marketing. Possible areas of project activity could comprise:
improving raw milk quality supplied by farmers, increasing efficiency of milk collection:
modernizing dairy processing and coordinating domestic and export marketing by cooperative
organizations.

2Commission of the European Communities, PHARE Program, Technical Assistance Program for Estonia-
Support for Agriculture and Food Strategy Development; "Assesment of Agricultural Marketing Systems in
Estonia", published by DG Agroprogress International, Bonn 1993,




2. Baltic Objectives / Goals

Joining the European Union

Joining the EU seems to be a common goal for the three Baltic States, but to become
acceptable to the EU they have to fulfill a set of stringent conditions. The creation of these
conditions must be the principal objective in the agro-food sector, too. This is a wall order but
will not, in itself, guarantee the viability of the agro-food business. The EU cannot and will
not accept any appreciable surplus from the Baltic states on its overcrowded markets. Export
to third countries with a minimum of subsidies is a must.

If the Baltic states were to join the EU within, say, 10 years, the EU market has probably
moved closer to the world market as a result of further internal policy changes and
international trade/tariff negotiations within the World Trade Organization (WTO). The recent
Uruguay Round should reduce present surpluses and result in higher world market prices.
Thus, a policy trajectory that targets EU membership within a decade would involve lower
protection levels than at present. Harmonizing with the CAP reform adopted by the EC in
1992 (see Box 2) would provide a good basis for future positioning in the European agro-food

scene.,

Box 2. The Proposed CAP Reform?

The 1nitial objective of the CAP Reform was to reorganize the grainmarket and, particularly, to
decrease the price of grain. These actions were to considerably increase the competitiveness of
EU agricultural production in worldwide markets. The undertaken reduction in price is
compensated by subsidising producers directly, which should reallocate the support to small-
holders and decrease over-production. In order to restrain production, the compensation is
assessed on the basis of average regional preduction per area. Additionally, production is
restrained by binding the compensation subsidies to compulsory fallow. The 1992 reform forms
the first phase of the CAP Reform, and it is still going on.

From the economic point of view, there are no objections to protecting domestic (Baltic)
producers against dumping and erratic price fluctuations on international markets. Levies or
anti-dumping tariffs are justified if imports arrive at prices that do not reflect the comparative
advantage of a foreign producer country but which are due to a direct or indirect subsidy paid
for political reasons. Furthermore, the absence of adequate protection discourages foreign
investment. Erratically fluctuating prices constitute a major market risk for producers. If these
irregularities are Jevelled out by means of a price stabilization program, producers can base
their decisions on more reliable price expectations, which should reduce misdirected

investment.

3avia, L. (1994) “Euroopan yhisisin maatalouspolitiikan  markkinajirjestelyt EY-tuomiocistuimen
oikeuskiytinndn valossa”; University of Helsinki, Institute for international Economic Law, Helsinki.




Improving the Institutional Framework

Insecurity is the strongest disincentive for any investment, particularly for foreign companies.
Thus, strengthening the rule of law should be given the highest priority. Rules that can be
circumvented, or apply only to the unconnected, or change capriciously, drive out honest
enterprise. Hence, arbitrary action of local or national governmenr is anathema for forei on
investors and the same goes for widespread corruption not to mention the affronts of
organized crime.

The EU provides an obvious model for the extensive set of rules and regulations periaining to
animal and human health, international trade, environmewal factors, and the like. But
without impartial enforcement they just become so much red tape, which provides increasing
opportunities for undue influence.

Most of the problems touched upon in this section are not specific to the agro-food business,
although it provides a singular potential for market distortions. The specific agro-food regime
could perhaps be copied in toto from the EU, which at least would make for a smooth
transition period when the EU- membership is approaching.

The case for market transparency is particularly strong in the agro-food industries and will
require special efforts. It may be advisable to create a distinct agro-food/agricultural market
intelligence unit that collects market data in the separate Baltic countries (see footnote on page
2). This database should be analysed and made public in order to improve market transparency
for farmers, processors, traders, and policy-makers. These actions would assist market
participants and the public authorities in taking adequate decisions.

Attracting Foreign Investment

Foreign investment is the most potent catalyst for the indispensable transformation process in
the agro-food business. Besides a credible institutional framework, attracting significant
junds from abroad may require additional incentives, such as tax holidays. The best incentive
would be a common intrabaltic food market and, most important, good export opportunities
to Russia. The persistent fragmentation of the markets and a regulatory muddle are certainly
the strongest disincentives.

After decades of high but misdirected capital accumulation, there is now underinvestment. The
restructuring of existing capacities, the development of public sector infrastructure, and the
resumption of economic growth all require higher investment. Domestic savings are not being
channelled effectively into investment. Without further cuts in living standards, higher
investment requires a greater inflow of capital from abroad, including debt restructuring and
relief. Public international funds can partly fill the gap, but in order to attract additional
investors, the Baltic States must do their utmost to create the proper legal framework and an
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attractive economic environment. These policies need to be effectively implemented and their
coherence as well as credibility must be ensured.

Foreign direct investments can act as a powerful catalyst for economic change (see Box 3).
They offer not only financial resources for the Baltic states, but alse bring technology,
management, a "business culture” and access to foreign markets - each of which can help
overcome obstacles to the development of the private sector. The presence of foreign
competitors stimulates local producers by increasing competition, and accelerating cross-
border transfer of technology (including organizational know-how). Most important, human
capital is enhanced by vocational waining and/or through transfer of resources from foreign-
owned affiliates. At best, foreign companies work as active agents in the process of
restructuring, as they are increasingly involved in problems related to the overall development

of the host economy.

Box 3. Experiences of Foreign Companies in Estonia*

The study indicates that considerable development has taken place in Estonia in both the
political and economic sphere, particularly in comparison with neighbouring countries. Several
companies use Estonia as a bridgehead to Russian markets due to Russia's fluid sitnation.
Other markets are also targeted, such as Poland, Latvia and Lithuania. The Estonian national
currency and its low starting point created a strong competitive position, which was enhanced
by the availability of a well-educated and relatively cheap labour force. These factors have
attracted several foreign companies that are in labour-intensive sectors as well as some
companies operating in technology-intensive areas. Finnish companies, particularly, have been
attracted by the geographical proximity as well as by the cultural and linguistic similarities.
Some obstacles remain, though, due to bureaucratc hurdles, loopholes in the legislation, a
handicapped banking sector and increasing criminality.

Free inira-Baltic Trade

The Baltic States have already achieved a considerable degree of free trade for manufactured
goods. Free trade should be extended 1o the food sector as soon as possible as a first siep in
adopting the EU-framework. This of course, requires the harmonization of external fiscal
barriers and the legislation on agro-foods. The driving force is "better sooner than later”.

Reintegrating the Baltic states into the world economy is consistent with re-establishing and
developing regional links. Moving towards free trade with the EU impels the Baltic states to
seek free trade in agro-foods with each other, because otherwise their exporters will be
unnecessarily disadvantaged. Harmonizing on the same EU-standards implies harmonizing with
each other. (Compare Box 4)

4Based on a study conducted by Julianna Borsos; "Foreign Companies in Estonia - Industrial Environment and
Experiences”, Discussion Paper No.488, ETLA-The Research Institute of the Finnish Economy, 1994.




There is a wide tange of opportunities for regional cooperation in the agro-food industries, but
the main effort should be directed towards developing specialization among the countries of
the region, as well as corresponding cross-border investment. The simple introduction of
automatic multilateral clearing, i.e. the transferability of bilateral trade balances among tade
partners, could help preserve or restore the trade flows that correspond to comparative

advantages.

As markets are not yet functioning, the most urgent measure is to create the simplest
institutional framework for monetary exchange. Grand schemes for payments unions are a

distraction; they are not feasible (and perhaps not desirable).

Box 4. Cooperation Between the Visegrad Countries’

The Visegrad Agreement signed in February 1991 by Hungary, Poland and Former
Czechoslovakia, promised greater regional cooperation in East Central Europe. The most
significant result was to demonstrate the partner countries’ willingness and ability to engage in
future cooperation in the European Community (nowadays European Union, EU). The
Visegrad Group may set an example from which the Baltic States can learn in contemplating
their own chances for EU membership. Even though the Visegrad Group has had some
problems with the so-called sensitive products, it seems that so far they have been more
successful than the Baltic States in their way to a common Eastern economic space. The
Visegrad agreement provided for more intensive cooperation between the partners. Good
regional cooperation was expected to prove their capacity to become integrated and to,
eventually, accede the EU. As a result of such developments, The EU signed the Europe
Agreements with Poland, Hungary and Czechoslovakia in autumn 19916, These countries are
seen as a whole by the EU, e.g., products originally imported from another country within the
Group are considered as domestic products. Hence, these countries concluded an agreement
on the establishment of a free trade zone in December 1992, in the form of a package of
bilateral agreements providing for a ten-year transitional period.

3. The Road to the European Union

The Finnish Experience

Due 10 external political considerations, Finland had to approach the pan-European market
very cautiously, one step at a time. This gave Finland ample time to adjust but preserved
inefficient production structures in agro-foods far oo long. Thus, Finland can provide
concrete examples on both good and bad policies in preparing for the large, open EU-marker.
The recent, deep recession provides a vivid lesson of how not 1o behave. Besides the agro-
Jood markets, the labour market has been heavily over-regulated and over-protected, which is
the root cause of the present difficulties. Some other aspecis of the Finnish experience will be
presented during the symposium.

SBased on an anticle written in the Baltic Review, "Visegrad Group and EC" Based on information given by the
Polish Foreign Affairs Ministry; No.3, 1993,

8See appendix 1, where the terms of the Europe Agreement are set.




In comparison, the Baltic States enjoy the clarity of an almost self-evident goal in joining the
EU, but the reconstruction of the economic, political and social fabric makes for a heavy,
additional burden.

Trade Relations with Russia and the Former Soviet Republics

As mentioned before, trade with the countries of the former Soviet Union is vital for the long-
term success of Baltic agriculture and food industry. A certain cooling-off period has
probably been inevitable, but sooner rather than later the work of reconciliation must begin
in earnest. Despite the outrages of the pasi, the Baltic States cannot afford a jingoistic
attitude towards Russia. Apart from purely economic considerations, it would become a
severe obstacle to the entry into the European Union.

Export in general is a must for a successful agro-food sector in the Baltic States. Russia and
the other FSU-countries provide the natural export markets for Baltic agro-food companies.
Of course, the political and economic situation in the former FSU-countries is critical when it
comes to restoring the old export levels, but this should not become an excuse for passivity.
Understanding the role of the Baltics as a "gateway" is crucial. The springboard position of the
Baltic states into Russian markets offers opportunities both to indigenous and foreign
companies. Baltic companies possess superior knowledge of the Russian market, language, and
culture. Foreigners will rely on Baltic companies for this type of know-how, which brings
additional opportunities for the Baltic states. Furthermore, as long as Russia is politically and
economically unstable, the Baltic countries should be attractive as stepping stones to future

opportunities in the East.

All in all, consistent attempt to upgrade standards is preferable to applying traditional
instruments of protection. A sustained effort to improve export performance is the best way to

hold on 1o domestic markets.

Domestic Policies

Most of the relevant decisions in preparing for the EU must be made inside each separate
Baltic State. Agricultural policies are a constant headache in most countries and the Baltic
States will hardly be an exception. The ownership structure of agricultural land is perhaps the
most refractory problem. Cooperatives have been thoroughly discredited in this field, but they
certainly offer interesting possibilities in food processing, the coordination of exports and
marketing in general. Here, the Finnish experience can provide some guidance. The
privatization of the food industry has begun in all the Baltic States, but the process could be
enhanced by a critical analysis and the exchange of experiences. Finally, the environmental
problems related to agriculture and the food industry should be addressed, but sweeping
solutions must probably be postponed.



Policy-makers have to learn how to use new instruments designed to interact with firms which
are increasingly guided by markets (see Box 5). This involves a shift towards the cautious use
of indirect policy instruments such as improving the infrastructure, tax incentives and credit
support. Moreover, the negative feedback of the market in the form of bankrupicy and

unemployment must be allowed to take its course.

Delays in privatization must be overcome; the political problems of privatization become more,
not less difficult as ime passes. This speaks for avoiding complex schemes and using the full
range of altemative privatization techniques now available. Every remaining opportunity to
break up large firms should be taken. With the commercializaton of state companies, their

taxation regime should be the same as that of the private sector.

Non-viable state companies, or parts of them, should be closed as soon as possible but during
the radical wansformation period, short-run profitability may be a misleading indicator of the
viability of a firm. Post-privatization failures will be frequent, and unemployment will continue
to rise until the growth of successful firms can take up the slack.

Box 5. OECD Study on Privatization and Agricultural Policies?

"Privatization has been and continues to be the single most important element of agricultural
policy for a large number of CEECs and NIS. It involves not only the transfer of land to
private hands but also the de-monopolisation of the sectors supplying inputs and processing
and distributing agricultural products, as well as the dismantling of the institutions of the
former command economies. In countries such as Poland and Hungary where this process is
well advanced, policy-makers have turned to reflections about the longer-term shape and role
of the agricultural sectors. Without exception, these discussions have resulted in the
formulation of a general objective to foster the development of an efficient, dynamic and self-
reliant agro-food sector."

The Baltc economies operate at the expense of the environment, though overall production
has declined and pollution levels have fallen accordingly. These problems will become even
more acute with the anticipated economic take-off. In order to bring pollution levels to the
norms of the Buropean Union, the Baltic states must make considerable investments. For this
sector, outside financing will be available in many cases (see box 6).

TOECD Observer No, 182 June/July 1993; Based on "Agricultural Policies, Markets and Trade in the Central
and Eastern European Countries (CEECs), the New Independent States (NIS) and China: Monitoring and
Gutlook 1993", OECD Publications, Paris, 1993. '
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Box 6. International Sources of Funds for Environmental Protection in Eastern Europe®
« The World Bank Group
» The European bank for Reconstruction and Development (EBRD)
» The European Union (PHARE) and the European Investment Bank (EIB)
o The Nordic Investment Bank (NIB)
« The Nordic Environment Finance Corporation (NEFCO)

In Finland:
» Ministry of the Environment
» Ministry of Foreign Affairs
» Finnfund
e Finnish Export Credit Ltd.
« Fund for Industrial Cooperation Ltd.

4, Strategic Pointers

Indusirial policies in general are intended to strengthen the framework conditions for
industry, and agro-industrial policies should aim at the stimulation of productivity, efficiency
and growth. This can only be done by creating disciplines and incentives for fair and effective
competition. Foreign investment is the best tool for achieving these aims in the agro -food
sector.

While EU-membership is the long-term goal, regional cooperation is the indispensable first step
along that road. There are strong historic and economic links between all the countries around
the Baltic Sea and they are natural partners in matters of trade®,

The immediate problem of Baltic agro-food industries is twofold: Part of the existing capacities
have to be maintained even though they are operating at a loss, while simultaneously major
investments are needed in order to upgrade the industry for sustainable growth. The most
difficult task is to identify and select those sectors which have a clear comparative advantage
based on existing capacities. This can only in part be left to the emerging domestic
entrepreneurs and to foreign investors who probably are overcautious.

In the long-run, the entrepreneurship and skills of Baltic farmers, traders and industrialists will
determine the future of the Baltic agro-food business. The primary objective should be to
achieve international competitiveness. Regional networking, technology transfer, quality
upgrading and fair domestic competition should become linchpins in an efficient agro-food
sector (see Box 7).

8See Appendix 2 on Finnish cooperation with Central and Eastem European countries in environmental
protection; report written by Timo Laukkanen, East Furope -project; Helsinki, July 5th 1994,

9A strong case for economic cooperation around the Baltics is made in "Perspectives for the Economic
Development of the Baltic Region"; Report by EuroFutures A/B, Stockholm, May 1994,
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Box 7. Strategic Considerations for the Baltic Agro-Food Sector!?

@

©

Generate a feasible agro-food strategy

Create a viable institutional framework

Attract foreign investment

Seek preferential trade agreements

Focus on nearby markets

Assure adequate border protection

Revitalise selected industries

Invest in infrastructure, especially in communication and management of information
Develop the role of industrial associations

Support targeted training programs; high priority should be given to marketing and
management skills as well as to the raining of the cadre of civil servants

Even if some measure of "industrial policy" is justified, the Baltic countries should beware of

old fashioned state planning. Selecting the "winners” is a very difficult game where failures

abound, both East and West. State intervention goes against the grain of a competitive market,

where the winners are selecting themselves,

I%propositions found in the following studies and surveys:

&

SELL Program Pre-Study, Final Report, Part I; Siar Bossard, Tallinn 1992.

PHARE Program (see page 4) "Assessment of Institutions/Instruments for Agricultural and Food Policy
Analysis in Estonia”; DG Agroprogress International, Bonn 1993,

UNIDO (United Nations) Industrial Development Review Series; "Lithuania: Industrial Re-oriemation™:
May 1993.

Ministries of Agriculture in Estonia and Latvia; "Policy Advice on Trade Development in. the Agro-Food
Sectors”; and working paper of The Estonian Ministry of Agriculture, "Problems in case of the Possible
Joining of Estonia with the European Union - Objectives of Agricultural Policy", 1994 (b).
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APPENDIX 1

"Problems in Case of the Possible Joining of Estonia with the European
Union - Objectives of Agricultural Policy"

Working paper prepared by the Estonian Ministry of Agriculture, Tallinn, 1994,
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This paper is divided into two parts: the first part discusses the major impediments that
hinder trade flows between the Central and Eastern European Countries and OECD countries;
and, the second part briefly outlines some elements of competition and their impact, on trade
in agricultural and food products.

A, BARRIERS TO TRADE IN AGRICULTURAL COMMODITIES BETWEEN EAST
AND WEST

Introduction

Central and Eastern European Countries have shown little integration into the world
economy over the last quarter of a century. Up until 1990, the "Soviet bloe" countries which
were members of the Comecon system (CMEA) conducted most of their foreign trade with one
another. The opening of markets in OECD countries provide an important opportunity to
integrate the Central and Eastern European Countries (CEECs) into the world economy,

In the past, industrial countries responded to Eastern Europe’s central planning of trade
by imposing both tariffs and quantitative restrictions on their exports; these were on average
higher than those applied to developing countries. In addition, non-tariff barriers on exports
from CEECs were concentrated in sectors which were considered to be sensitive by western
countries, in particular, agriculture, textiles, clothing, iron and steel. However, following the
political and economic changes that have occurred in Eastern Europe, OECD countries have
been relaxing their trade barriers towards the area. For example, a number of Association
Agreements have been signed between the EU and Poland, Czech Republic, Slovakia, Hungary,
Romania and Bulgaria. These Agreements are aimed at creating a free trade area for non-
agricultural products and at lowering tariffs on agricultural products over a ten year transition
period,

The introduction of world market prices and the switch to payment in convertible
currencies have brought about a fundamental change in the pattern of production and trade in
Eastern Europe. In general, raw material prices (especially for agricultural commodities) have
increased while those of manufactured goods have declined. Thus, in many CEECs a
considerable proportion of manufacturing tends to be value-subtracting (the end product is
worth less than the total cost of the inputs). In the transition from a centrally planned to a
market economy, there has been a major re-adjustment of the agricultural sector, resulting in
a significant fall in output and exports. Many of the problems in the sector are perceived to be
of a more fundamental structural or institutional nature. These problems are often further
exasperated by distortions in trade policies, which postpones the necessary restructuring of the
industry that is crucial for the longer term viability of the sector.

In many countries, one of the key roles of agricultural trade policy has been to achieve
domestic agricultural policy objectives, usually to protect farmers from lower cost competitors
abroad. In the CEECs however, taxes on imports and exports of agricultural goods are often
more important as a source of revenue for the governments. If revenues are generated by export
taxes then domestic prices will be suppressed, on the other hand, if revenues are raised by
import taxes then domestic producers of the product concerned are protected,

The main objectives of trade policy in Eastern Europe are to gain access to Western
European markets and to develop other markets such as those in the Middle East. However, in
order to realise these objective,s the appropriate marketing institutions must be established in
CEECs. In addition to the immediate aim of trade expansion, Eastern European countries have
a number of other objectives with respect to their foreign trade policies including, modernisation
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of their industries. In effect, the expansion of trade would result in an increase in output,
employment and incomes. At the microeconomic level, foreign trade would also encourage
improvements in efficiency of domestic industries. In summary, liberal trading practices are the
most effective way to enhance economic growth and to alleviate the problem of large balance of
payment deficits in these countries.

1. Changing Patterns of Trade

The emerging pattern of trade in CEECs arising from the transformation process has
little in common with previous trends in export performance and earlier attempts at trade
liberalisation in the region. Western Europe has become the most important area of trade
growth for Central and Eastern European countries. Trade in agricultural products between
Eastern Europe and the Newly Independent States (NIS) has declined since 1990; revealing past
structural distortions that will take time for readjustment of OECD market requirements. The
domestic economic dislocation resulting from the loss of trade in the East makes enlarged export
opportunities to more stable OECD markets crucial for economic growth and political stability
in the region. Since 1990, exports to Western Europe, especially in sensitive products represents
the only source of consistent export growth for the CEECs. At the same time, many OECD
exporters are finding markets in the Eastern Europe for their products. However, in the
immediate future, OECD countries are likely to continue to record a trade surplus with the
countries in Central and Eastern Europe.

Since 1989, the trade policies of industrialised countries with respect to Eastern Europe
have been gradually reduced. Tariff and non-tariff barriers to imports were reduced after
countries in Eastern Europe progressively abandoned their centrally planned systems and
liberalised prices and foreign trade. Import licences and multiple currency exchange regimes
were eliminated and limited currency convertibility was introduced in most countries. These
changes have allowed countries in Eastern Europe to abolish state control over foreign trade
transactions. Moreover, the EU cancelled specific quantitative restrictions on imports from
centrally planned economies and suspended other quantitative restrictions during 1991,
However, quantitative restrictions are maintained in sensitive EU sectors such as agriculture,
textiles, clothing and iron and steel.

Historically, trade measures of OECD countries towards Eastern Europe were more
restrictive than those on imports from other areas. For example, in spite of Poland (1967),
Czechoslovakia (1984), Hungary and Romania (1981) being GATT members for many years,
because of their centrally planned regimes, it was only at the end of the 1980s that the United
States and the EU granted them most favoured nation (MFN) tariff treatment. Consequently,
tariffs on their exports were higher on average than those on other developing countries exports.
The incidence of non-tariff measures (NTM) increased during the 1970s and 1980s on exports
of other countries but NTMs on exports from Eastern European were kept high but stable. This
occurred because the Comecon countries with planned foreign trade and currency
inconvertibility prevented economic agents from reacting to price signals and profit incentives,
thus limiting the affects of import tariff protection. The most commonly used measures to hinder
trade flows were quantitative barriers; minimum prices (below which there is & presumption of
unfair competition), anti-dumping and countervailing investigations.

Although, the share of foreign trade in CEECs gross national product was significantly
lower than comparahle western industrial nations, substantial progress has been made in
liberalising trade between East and West. More specifically, several measures have been
adopted which aim to liberalise trade such as abolishing export subsidy schemes, ending
government trade monopolies, teeing exchange rate policies more closely to market forces,
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eliminating quantitative restrictions and establishing tariff schedules. In Poland, Hungary and
the Czech Republic lower protection has been accompanied since the mid-eighties by
appreciating real exchange rates, which has resulted in an increase in imports and a
deterioration in their trade balances.

In the period 1989-1992, there was a dramatic decline in foreign trade for CEECs, with
exports falling by 50 to 60 percent. This collapse in exports had a major impact in terms of the
fall in output and incomes and the rise in unemployment. The IMF (1991) has attributed more
than 50 percent of the loss in output during the period to the breakdown in trading relations
between the CEECs and between the CEECs and the NIS. The economic dislocation from the
decline in trade among ex-CMEA partners places greater emphasis on getting improved access
to the more stable OECD markets for economic growth and political stability. Moreover, trade
among the CEECs and the NIS continues to decline, with an increasing number of trade
frictions occurring amongst the former trading partners.

Exports of sensitive products, especially agricultural and food products are relatively
more important for countries in Eastern Europe, in particular for Poland, Hungary and the
Czech Republic. For example, for some CEECs, exports of sensitive products to OECD markets
represent over 50 percent of their total foreign sales of these products. On the other hand, in
the case of OECD countries, less than 5 percent of sensitive products in Eastern Eurcpean
countries is no base don an export boom for these products but stems more from the collapse in
demand for capital goods both on the domestic market and abroad (capital goods were previously
the most important exports for these countries). As the OECD Ministerial Council stated in its
1992 Communiqué, "transition economies will need access to OECD markets for products for
‘which they have significant export capabilities (sensitive products), these products often face a
disproportionate number of non-tariff barriers in OECD countries”, At the same time, OECD
countries have become major exporters of agricultural products, iron and steel, chemicals and
textiles to Eastern Europe.

Impediments to trade flows can be divided into three broad groups,, monetary, structural
and trade policy impediments, these are discussed in some detail in the remainder of this paper.

II. Monetary Impediments to Trade

Policies with respect to exchange rates have played a major role in determining the
volume and direction of trade flows for many countries in Eastern Europe. During the pre-
reform period (pre-1989), the official exchange rates for most CEECs were generally over-valued
and together with limited convertibility inhibited trade with OECD countries. Between 1989 and
1991, many of the CEECs introduced their own currencies in an attempt to control inflation and
to facilitate convertibility, With the introduction of domestic currencies almost all of the CEECs
have devalued their currencies significantly against Western hard currencies. In general, this
was perceived to be a necessary step before the CEECs could make the transition to partial
convertibility for trading purposes. In many cases, the extent of the devaluations has resulted
in the new currencies becoming undervalued relative to their purchasing power parity exchange
rates and has thus provided a stimulus to exports by enhancing the price competitiveness of
export based industries,

As the fear of potential inflation has increased, many of the CEECs have adopted
macroeconomic policies that involve managed exchange rates. As imports increase (in particular,
capital goods), and exports decline, the trade deficits have increased. This process has been
accompanied by large capital inflows inte many of the countries in Eastern Europe, culminating
in balance of payments surpluses. This in turn has led to a strengthening of the currencies in
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some CEECs, and a further increase in imports of traded goods. In general, production cost in
countries in Eastern Europe are low when compared to OECD countries and acts as a magnet
to foreign investment.

There has been little confidence in the national currencies in Eastern Europe because
of high and diverging rates of inflation, and because of their limited convertibility. Real
exchange rates have become overvalued in some countries due to large capital inflows, and this
makes domestic prices look unreasonably high and exports uncompetitive in internationa)
markets. Moreover, converting international prices at an overvalued exchange rate often results
in the internal price appearing above the international price indicating that the agricultural
sector 1s protected when in fact the opposite may be true. Other factors such as the relatively
underdeveloped foreign exchange markets, financial institutions, export credits and insurance
have also played a role in restricting trade withe OECD countries,

. Structural/Infrastructural Impediments

Many of the CEECs have inherited an infrastructure that is poorly suited to serve the
market institutions that are emerging from the economic reforms. In particular, both transport
and communication infrastructures are often in poor condition and severely impede attempts
to re-direct the regional pattern of trade flows. A number of surveys of exporters in Eastern
Europe suggest that the poor quality of the telecommunication services is the most serious
infrastructural barrier to trade in these countries.

The legacy of strict information controls and a poor equipment base (information
technology) continue to hamper the export efforts in many Eastern European countries. More
specifically, delays in receiving information on domestic regulatory measures and changes in
these measures, in addition to, a lack of information on longer term government policies cause
extra frustration and higher costs to exporters. Also, the lack of access to commercial
information in Western countries relating to product standards, supply requirements and
market specifications have acted as a significant barrier to export expansion. A suitable
information system which would allow suppliers in CEECs and customers in OECD countries
to learn more of each others potential needs could greatly facilitate exports from these countries.

Other structural impediments to trade include an inefficient banking system and general
regulatory instability such as constantly changing fees and licence requirements. Some surveys
of exporters in CEECs indicate that domestic barriers impede the expansion in exports more
than foreign barriers. Lastly, in the case of many Eastern European countries, inefficient border
crossings have added an extra impediment to the infrastructural problems outlined above.

IV.  Trade Policy Impediments

Trade policy impediments include both tariff and non-tariff barriers to exports and
imports. This section describes some of the tariff and non-tariff barriers to trade between the
CEECs and OECD countries.

Tariffs

In the pre-reform period (pre-1989), many of the OECD countries denied the centrally-
planned countries of Eastern Europe the benefits of normalised trade relations, such as most-
favoured nation status (MFN) or generalised system of preferences (GSP). However, since 1990
most OECD countries have extended the benefits of normalised tariff treatment on the countries
in Central and Eastern Europe. The impact of the more favourable tariffs on the export
performance of the CEECs depends to a large extent on the nature of the exports and their
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sensitivity to tariff changes. For example, in sensitive product sectors such as agriculture and
textiles, the likely impact of the tariff changes will be negligible. This is supported by estimates
of average MFN and combined MFN-GSP tariffs applied by several OECD member countries
to major Eastern European export sectors which show that tariffs on food products continue to
be much higher than for other sectors.

A number of preferential trade arrangements have been implemented for the CEECs
(Table 1). For example, Association Agreements have been signed between the EU and six of
the CEECs; Hungary, Poland, Czech Republic, Slovakia, Romania and Bulgaria. These
Agreements attempt to establish free trade zones and cover a range of important industrial
exports from Eastern Europe, including some sensitive products. Implementation of the
Agreements will take place over a transition period of up to ten years in harmony with GATT
developments. Three separate protocols of the Agreements regulate textiles, steel and coal and
processed agricultural products. In relation to qualitative restrictions on imports of raw and
processed agricultural products, some of these were eliminated on the date of entry into force
of the Agreements, while custom duties are to be gradually reduced over a five year period.

Quantitative restrictions and custom duties on manufactured products are to be
progressively reduced and abolished over a peried of five to nine years. However, special
safeguard measures are included in the Agreements to prevent unfair competition. Under
certain conditions, participating countries can start anti-dumping investigations and can adopt
restrictive measures in order to safeguard their domestic markets. Moreover, during the first
five years of the Agreements, countries in Eastern European have the right to impose temporary
import tariffs in order to protect infant industries or sectors undergoing restructuring.

Non-Tariff Barriers

Most of the non-tariff barriers that specifically targeted exporters in the centrally
planned economies have been eliminated over the last five years. Some of the existing non-tariff
barriers between OECD countries and CEECs are part of special arrangements in which
bilateral quotas are administered and allow considerable national discretion in determining
market access. The remaining non-tariff barriers in OECD countries are largely concentrated
in a few sensitive sectors such as agriculture, iron and steel, chemicals and textiles. These
products largely account for the positive trade balance that OECD countries have with countries
in Central and Eastern Europe.

There are a variety of programmes in OECD countries that provide subsidies either
directly or indirectly to their domestic industries, and in turn reduces market access to foreign
competitors in both domestic and third country markets. Several CEECs have complained that
subsidised OECD products undercut sales on their domestic market and on markets in the
Newly Independent States. For some products, in particular iron and steel, some QECD
countries maintain "voluntary export restraints” or price regulations. In the case of textiles,
participants in the Multi-fibre Arrangement (MFA) have generally limited Eastern European
exporters to relatively small market shares in OECD countries, although, in recent times some
quotas have been readjusted to permit higher levels of imports.

Exporters from Eastern Europe face other non-restrictive trade regulations such as
health and safety measures, quality certification procedures and marking and packing
requirements. For example, in 1993 the EC imposed a one-month ban on imports of live
animals, meat, milk and dairy products from Eastern Europe for sanitary reasons. This action
was cited to be a protectionist measure by several CEECs while the EU however, viewed the
action as an urgent health measure.
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Exporters including those from the CEECs face a wide variety of rules and regulations
that govern specific products or product groups in OECD markets. These rules are usually non-
discriminatory and apply to all countries who sell on OECD markets. The continually expanding
set of regulations that arise from quality specifications, product norms, environmental
regulations and new packaging requirements are more subtle impediments to trade than tariffs
and subsidies and often involve substantial costs to exporters.

The findings of trade dispute panels on dumping and countervailing duty cases taken in
response to claims of unfair competition in Western countries, have also limited market access
for some Eastern European products. Most industrialised countries have established special
rules for pursuing unfair competition actions against state-trading countries. However, given
the different pace of transition to a market economy in each of the CEECS, the application of
these special rules becomes rather ambiguous.

Concluding remarks

Foreign trade will continue to play a crucial role for Central and Eastern European
Countries during the transition to market economies. The countries in Eastern Europe will
continue to need imports from OECD countries in order to modernise their economies. On the
other hand, CEECs need export opportunities in order to safeguard output levels and incomes,
and to finance imports. The most effective safeguards for the reform process in the CEECs
involves establishing the right policy mix of internal and external policies so as to encourage
greater integration into the world economy.

The success in integrating Eastern European economies into the world economy will
largely depend on the ability of CEECs to pursue outward and market oriented policies. Many
Eastern European countries fear that when Western countries stress regional co-operation they
are only trying to distract attention from their own protectionism. With the deepening recession
in many Western countries in the early 1990s, developments in Eastern Europe have been seen
primarily as a threat as a potential competitor to established markets for Western products,

Global opening of markets is in the Jong-term interest of all countries. Impediments to
trade flows and protectionism cannot halt the relocation of production based on comparative
advantage. Nevertheless, the CEECs have considerable structural adjustment still ahead in
order to establish the mechanisms of the market system and are only just beginning to build
an economy which can hold its own in the market-place.

The 1992 OECD Ministerial Council Communiqué stated that "Ministers recognise the
crucial importance of expanding exports for the Central and Eastern European Countries
(CEECs) engaged in a process of commercial and economic opening”. Member countries should
therefore:

support trade liberalisation in these countries by policies of import liberalisation in
OECD countries, in general, as well as in sensitive sectors and areas where the CEECs have
significant export capabilities, and

provide technical assistance in the identification and reduction of trade barriers.

Possible actions to reduce trade impediments

The examination of impediments to trade suggests that OECD countries might consider
some of the following ways to reduce impediments that restrict trade with CEECs. These actions

could include to;
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- continue to improve market access for the CEECs, making special efforts in areas where
these countries have significant export capabilities (e.g. agriculture), and at the same time aid
necessary industrial restructuring by technical assistance,

. provide consultations that help CEEC exporters comply with non-restrictive trade
measures such as quality certification, health and safety regulations, etc.,

review the application of procedures for dealing with import surges and unfair
competition in light of the progress made by each CEEC toward a market economy,

. provide assistance in restructuring enterprise accounts to improve price and cost
transparency,

. continue technical assistance efforts, focusing in particular on problems areas such as
infrastructure (improving telecommunications, transport and the customs agencies) and
improving information flows through dissemination of regulatory information to exporters, and
helping exporters with the standard conventions with respect to markings, packing
requirements, etc.

Table 1: Free Trade Arrangements with Central and Eastern European Countries

Sweden Trade Agreements with Estonia, Latvia and Lithuania (1992)

Norway Trade Agreements with Estonia, Latvia and Lithuania (1992)

Finland Trade Agreement with Estoma (1992)

Finland Trade Agreement with Latvia (1992}

Finland Trade Agreement with Lithuania (1992)

Switzerland Trade Agreement with Estonia (1992)

Switzeriand Trade Apreement with Latvia (1992)

Switzeriand Trade AGreement with Lithuania (1992)

EC Association Agreement with Czech Republic, Slovak Republic, Hungary and Poland (1931}
EC Association Agreement with Bulgaria (1993)

EC Association Agreement with Romania (1993}

EFTA Agreement with Hungary (1993)

EFTA Agreement with Bulgaria (1993}

EFTA Agreement with Romania (1992)

EFTA Agreement with Poland (1992)

EFTA Agreement with Czech and Slovak Republics (1991)

Agreement between Czech Republic, Slovak Republic, Hungary and Poland (1992)

Source: GATT Secretarial

B. COMPETITION AS A PROMOTER OF SUCCESSFUL DEVELOPMENT IN
AGRICULTURAL TRADE

Intraduction

Competition is a fundamental requirement in the development of a market economy.
Competitive or free markets are the most efficient way to exploit comparative advantage which
in turn largely determines production and investment patterns and the direction of trade flows
for any country or region. Therefore, the best policy option would involve a strict
noninterventionist (1aisser-faire) approach. This approach is based on the predication that
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competition between private producers promotes the most efficient use of available resources
(land, labour and capital). In other words, private markets are the best means of promoting
efficiency, and any form of intervention can only reduce efficiency.

The standard approach to evaluating the domestic marketing system has been to
measure the extent to which the market functions or fails to function within the framework of
certamn performance criteria such as efficiency, growth and full employment. In general,
marketing efficiency is relevant whether applied to the domestic market or to the international
economy. Markets should be organised in such a way as to operate on a least cost basis in
performing functions such as storage, processing, distribution and financing. Also the
information and price system should result in the allocation of resources to production such that
the greatest output is achieved at least cost with the available technology. As with the domestic
market system, improvements in international market efficiency can conflict with other
performance goals such as economic security. In addition, differences among countries in
customs and practices, available technologies, language, political systems and levels of education
and economic development lead to rigidities and barriers that further impede movement toward
greater productive and allocative efficiency.

Countries in Central and Eastern Europe could be considered as moving from a state of
disequilibrium with quantity rationing to a more market oriented position where price equates
supply and demand in the market. By encouraging the adjustment process to a market economy,
the cost of entry into agricultural production is lower and products will be produced at
competitive prices for both the domestic and export markets. however, impediments to trade
inhibit market signals and lead to distortions in the allocation of scarce resources.

In the CEECs, the starting point was a pattern of production and consumption that did
not reflect a competitive equilibrium. This is clear from the distortionary system of administered
prices and quantitative controls which prevented any tendency to allocate resources based on
a competitive equilibrium. The liberalisation of prices and the elimination of subsidies will allow
markets to adjust to find a more market based equilibrium. However, it should be recognised
that risk and uncertainty is a necessary part of this transition process to a market economy.

Privatisation is an essential element in the process of establishing a competitive market.
However, it is important to distinguish between public enterprises operating in competitive
markets and public monopolies which are often granted an exclusive right to production. Where
such enterprises do no enjoy monopoly status, such firms should be subject to competition in the
same way as private enterprises. For example, in OECD countries where public monopolies still
exist, there has been a move to restructuring these enterprises leading to a separation of
potentially competitive activities, which are then subject to market forces.

There tends to be much confusion regarding trade policy and competition policy as both
have a common objective, i.e., economic efficiency. Trade policy however, can be viewed as
dealing more with the efficient allocation of resources between markets whereas competition
policy is more concerned with the efficiency of resource allocation within markets. Competition
policy essentially defines the rules and regulations that govern business practices and
government policies which affect competition such as aids and subsidies to enterprises,
regulation of prices and output of monopolies. The basic underlying objective of competition
policy is to protect and preserve competition as the most appropriate means of ensuring the
efficient allocation of resources and thus efficient market outcomes. In order to improve the
efficiency of international resource allocation, it is important that trade and competition policy
complement rather than contradict each other. While countries differ somewhat in defining
efficient market outcomes, the application of these concepts result in lower consumer prices,
higher quality products and greater product choice.
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The elimination of impediments to exports and imports enhances competition and leads
to an expansion of trade. In addition, the more competitive a country or industry relative to
others, the greater the potential for increasing exports, other things being equal. The concept
of competitiveness is a complex issue, particularly with respect to trade in agriculture and food
products. There is a large body of knowledge on this concept and on the factors that influence
competitiveness in agriculture.

Factors that determine competitiveness in agriculture and food products

Competitiveness has been a pre-occupation of many OECD countries in recent years.
Concerns over competitiveness have been fulled by slow or negative economic growth in most
OECD countries in addition to fears about the consequences of trade liberalisation. There are
many different perceptions of competitiveness and of the factors that determine competitiveness
in the agricultural sector; these factors are briefly outlined in this section.

Competitiveness in international food markets, is determined by different factors
depending on the type of product produced. One of the most important determinants is the
availability of factor endowments and natural resources, which is not only an important factor
determining competitiveness but is also a key to the comparative advantage of a country. In the
case of agricultural production, natural resource advantages are particularly important, for
example, soil type and climatic conditions largely determine what crops can be successfully

grown.,

Technology can give a country some specific advantages or disadvantages in terms of
competitiveness. Technical change may be both cost-reducing and/or quality enhancing.
Furthermore, some aspects of technology may be highly mobile across borders especially for
resource based enterprises. Other technologies pose constraints that are more important for
some countries than other (e.g. waste disposal from animal production). For a country to have
a competitive advantage, it must have access to appropriate technology, which usually requires
mvestment in research and development.

The availability of human capital (resources) is critical to competitiveness of specific
products or sectors. For most enterprises, unskilled labour input represents a decreasing
proportion of the value of the final product while expertise or highly skilled labour represents
an increasing proportion, especially where products are tailored to customer’s specific needs.
Expertise is critical to an enterprise, especially in terms of developing products for niche
markets.

Axnother important factor is management expertise. The quality of management is likely
to be a crucial aspect if an enterprise is to pursue the optimal long-run profit maximising
strategy associated with competitive markets.

Product characteristics become increasingly important as we move from a commodity and
natural resource based export to higher value added exports. Consumers tastes and preferences
vary within and across countries, and successful strategies can be designed to serve market
niches, in addition to broad market demands. Other non-price factors can also be an important
component of product characteristics to processors and consumers, e.g. supply reliability.

Market institutional characteristics such as market structure and firm strategy can also
have a major affect on competitiveness. These characteristics can vary substantially across
products and countries. For example, cost leadership. The nature of competition or lack of
competition in an industry will influence the outcome of strategies or policies aimed at
developing domestic and international markets.
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The input supply sector is another important component of competitiveness. The
relationships between producers and their input suppliers can be critical to the success or
failure of an enterprise. Although the availability of local suppliers can offer some advantages
to an enterprise, enterprises often source inputs from suppliers who are located in other
counfries.

The marketing and distribution system can be critical to the success of an enterprise,
especially in relation to export markets. For example, the internal transport network in the U.8.
gives an important advantage in export competitiveness for grains, while European links to
North Africa and the Middle East may give an advantage in their value added exports to that
region.

The regulatory environment in which enterprises operate plays a crucial role in
determining competitiveness in international markets. In some countries, the rules and
regulations may be very specific and thus may constrain the opportunities for an enterprise,
While regulations are clearly necessary, for example, to protect the health and safety of the
population, different views on what constitutes appropriate regulations or different values on
environmental quality can cause these rules to vary across countries.

The relative importance of the factors outlined above varies depending on whether one
is dealing with primary commodity production, semiprocessed products or highly processed food
products. In addition, the relative importance of the elements of competitiveness also depends
on the type of product, and the country or region of production.

Instability and uncertainty arising from the transformation process

Countries in Central and Eastern Europe have adopted either a gradual or radical
approach to the development of a market economy. For example, Hungary has adopted a
gradual approach to liberalisation and has allowed inertia to slow the pace of transformation.
On the other hand, Poland has adopted a mere radical approach to liberalisation and to
establishing market institutions. This has prompted calls for stabilisation in order to reduce the
instability or uncertainty caused by the transition to a market economy. For agriculture, this
type of instability can be reduced by a number of market based approaches.

The first strategy that a farm or food processing firm can take to reduce uncertainty is
through diversification of products and markets. however, there is often a tradeoff between
increased diversification on one hand and econcmies of scale on the other. Other more
sophisticated techniques for reducing risk include, forwards, futures and option markets.

Futures markets can serve a number of purposes in the case of Eastern Europe. The first
function is to reduce risk/uncertainty or hedging. A farmer or commodity producer can sell a
proportion of the harvest forward using future contracts in order to gain more certainty about
future incomes. Although futures may not stabilise incomes they may reduce uncertainty.
Second, future markets facilitate price discovery, by allowing producers, consumers or traders
to make transactions based on their expectations. Hence, futures prices reflect the markets view
as to the likely course of future events and often become a standard reference for making plans
and engaging in transactions.

Lastly, futures markets can also serve to reduce barriers to entry into an industry,
increase competition and hence aid in the development of market economies. For example, in
some countries such as Hungary and Poland, state grain companies are being privatised on a
regional basis. This gives each regional grain company a high degree of monopsony over
especially as the limited storage capacity and processing facilities tend to be concentrated in
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their hands. Futures markets can facilitate entry into these activities by reducing the risk
involved in grain trading, and in this sense are pro-competitive. By reducing uncertainty they
can further enhance the growth of competition in an economy.

® ook &
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efs gn inftial 10-yea 2s: §) tiw exchange of guotas end
s 10 fishing zones in the Bellic Sea; §) sceess 10 Markuts of fishernss progues,

1 wrill come wio force only gfier the conclusn
siler agreements with Lithuaniz and Estomse i g

The GSP (Generalised System of Preferences) was exiended by the Cor
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ANNEX ¢

N policy mEkiers.
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for iberelizing trade in indusinsl products are recipTocsl bul weigited m tevour of the
e, which genersty heve g lonper panod than the Union for Ebere

Cerian textile and ECSC progucts form the subjec! of specis! protacols. Teauthe p
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eng fish
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