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Dear Reader,

In this issue we consider the transition experiences of the two largest transition countries —
Russia and China. Most of this issue's papers were presented at the 2005 Global Institute Russia-
China Conference in Beijing by Chinese and Russian economists, who had received their Ph.D.s
at western universities, and then returned to their home countries. Thus, the issue also symbolizes
the transition of the economics profession in these countries during the reform years.

At the beginning of transition, Russia and China chose different reform strategies. The political
system in China has been kept intact, and the government has kept a tight control over the econ-
omy. State enterprises were left in government hands, while the private sector developed mainly
through new investments. Nowadays, China has a complex and fairly developed economy which
is largely private. In this situation the incremental reform approach, which the Chinese govern-
ment has used so far, becomes more and more difficult to implement. In order to sustain growth

momentum China needs to reform its financial sector and exchange rate policy. Such comprehensive reforms carry a lot of risk,
but then the risks of not moving at a sufficient pace can be even greater, as Prasad and Rajan argue in their article. 

Russia started its reforms 13 years later than China, and adopted sweeping reforms with much deeper scope. Its political system
underwent significant changes, which are now being partially reversed however. Most Russian enterprises were privatized more
than 10 years ago. Some researchers believe that Russia reformed too fast, and a more gradual approach could have resulted in
smaller losses and a faster return to the growth track (Popov). In the last six years Russia has been growing at an impressive rate.
Its growth, fueled by high oil prices, was mainly based on restructuring and incremental investments into existing enterprises. To
keep growing Russia needs to move to investment-based growth, and in order to do that it needs to undertake comprehensive
measures aimed at business climate improvements both at the federal and regional level (Mosina).

In both countries reforms were accompanied by increased migration flows. In China most migration has been internal, from rural
to urban areas, and had a positive effect on wages of both migrants and local workers (Zhong). Russia needs more migration,
both internal, which will remedy the misallocation of labor created under communism, and external (immigration), which will
help to prevent current population shrinkage. Government policy has so far been ineffective on both scores: it has restricted the
much-needed migration flows and created illegal immigrants (Andrienko, Guriev).

Trade liberalization was a part of both countries' reform strategies. In China it led to the gender gap narrowing for women who
have higher education, yet widening the gap for women without  this level of schooling (He). Russia has not yet fully exploited
the potential opportunities of trade with China, particularly as a development tool for its Far East regions (Volchkova). 

As the comparison of entrepreneurs in the two countries shows (Djankov, Qian, Roland, and Zhuravskaya), despite cultural dif-
ferences, it is attitude to risk and social background that separates entrepreneurs from non-entrepreneurs in both countries. Thus,
as this issue demonstrates, despite the difference in reform strategies, Russia and China often face similar challenges and can learn
a lot from each other's experience. 

Ksenia Yudaeva, Managing Editor

From the Editor:
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Modernizing China's Growth Paradigm

Eswar Prasad and Raghuram Rajan 

China's current stage of development may make the present incremental
and piecemeal approach to reform untenable

China's remarkable growth perform-
ance over the last three decades is widely
attributed to its unique development
model. A principal element of this model
has been an incremental and experimental
approach to reforms, with the reform
process being guided by some general
principles rather than a detailed blueprint.
This has been complemented by a dual-
track approach, which involves maintain-
ing a planned track while encouraging the
development of a market track in differ-
ent areas of the economy, thereby allow-
ing for efficiency gains at the margin with-
out creating losers in absolute terms. This
development paradigm — with its virtues
of flexibility, adaptability, and pragma-
tism in the face of various constraints to
reform — has served China well, generat-
ing high and relatively stable growth over
an extended period.

Our main contention in this article is
that this paradigm, for all its virtues and
success so far, may be in need of an over-
haul. China's dramatic structural shifts
towards a complex market-oriented eco-
nomy and its increasing integration into
the world economy are likely to expose
shortcomings in this approach. Notwith-
standing the constraints that still exist due
to deficiencies in policy and institutional
frameworks, and the effects of various
problematic legacies, there may now be
few alternatives to bolder and more con-
certed reforms in order to maintain high
growth and economic stability. This is not
to say that a different approach is not
without risk, but we view the traditional
approach as increasingly untenable and
likely to generate greater risks of its own.
Furthermore, the policy distortions
required to maintain the old approach
could have adverse welfare consequences. 

Of the multiple transitions that
China's economy has been undergoing-
from rural to urban, from low income to
middle income etc., two are particularly
relevant for our discussion. Firstly, China
is rapidly moving from a command
economy to one led by the private sector,
with this sector's share in GDP now esti-
mated to be one-half to two-thirds.
Secondly, from being a relatively closed

economy before the 1980s, China has
become very open to trade and more
integrated into global financial markets. 

Although these transitions have been
actively encouraged by Chinese policy-
makers, each has brought with it some
challenges, including rising unemploy-
ment and disparities in income, especially
between the rural and urban areas, grow-
ing dependency on external demand and
vulnerability to external shocks. 

Nevertheless, China's economy has
continued to grow at an impressive rate
over the last two decades, and unlike
many other emerging market economies,
it has not experienced any crises or other
sharp disruptions to growth during this
period. Let us take a closer look at what
is behind this growth performance and
how the different economic pressures
have been managed so far. 

Key Macroeconomic Policies 
China's exchange rate policy has of

course received the most attention recent-
ly. The renminbi's value against the U.S.
dollar had been maintained at a fixed

level since 1995, indicating the impor-
tance that policymakers attach to this
nominal anchor. In principle, its value is
now set with reference to a basket of cur-
rencies. In practice, however, the renmin-
bi still appears to be pegged to the dollar,
with limited de facto flexibility. 

The management of capital flows has
been another key component of macro-
economic policy. Capital controls, along
with tax benefits and other incentives,
have been used to promote inward FDI
while other inflows have been discour-
aged. Capital controls have also played
an important role in protecting the bank-
ing system from external competition by
restricting the entry of foreign banks and
by making it harder to take capital out of
the country. 

The uncertainties related to the tran-
sition process, the limited availability of

instruments to borrow against future
income to finance purchases, and the lack
of international portfolio diversification
opportunities have all contributed to high
household savings. Financial repression
has meant that there are few alternatives
to funneling these savings into deposits in
state-owned banks. Households willingly
hold bank deposits despite the weakness-
es of the banking system because of
implicit deposit insurance provided by
the government. This provides abundant
liquidity for banks to expand credit
which largely finances investment by
state enterprises. Thus, the investment
boom in recent years has been fueled by
cheap credit and overoptimistic expecta-
tions of future demand growth in sectors
that are doing well at present. 

Certain policy choices intended to
maintain macroeconomic control have
thus made investment rather than private
consumption the main source of demand
growth. While factor accumulation is a
time-honored path to higher growth for
many developing countries, whether
such a high level of saving mediated

mainly through an inefficient banking
system can produce long-lasting welfare
gains is dubious. The costs of these inef-
ficiencies are ultimately borne by depos-
itors, in terms of low real returns on
their savings, or through the financing of
fiscal transfers to firms and financial
institutions. 

Financial sector reform and develop-
ment are clearly crucial priorities for
growth and stability. But they can not be
taken in isolation from other macroeco-
nomic policies, including exchange rate
flexibility. It is essential that China intro-
duces greater flexibility in its exchange
rate, which would give it a more inde-
pendent monetary policy and also allow
the exchange rate to play a role in cor-
recting external imbalances. It would also
remove one of the hindrances to banking
sector reform because a fixed exchange

There may be now few alternatives to bolder and more concerted
reforms in order to maintain high growth and economic stability
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rate reduces the central bank's ability to
use market instruments such as interest
rates to guide credit growth and instead
perpetuates a reliance on administrative
measures, vitiating efforts to make the
banking system more commercially ori-
ented. In addition, by making capital
account liberalization (a stated medium-
term objective of the government) less
risky and by creating incentives to devel-
op financial products to hedge foreign
exchange risk, a flexible exchange rate
could help stimulate broader financial
market development as well. 

Such policy shifts would allow for
growth to be rebalanced towards self-
sustaining domestic demand and tilt
domestic demand itself towards private
consumption and away from investment. 

Incremental Approach to
Reforms Increasingly Difficult

In discussing policy choices, it is
important to recognize that Chinese poli-
cymakers are operating in a difficult envi-

ronment with numerous institutional
deficiencies, including a weak legal frame-
work, poor governance, and economic
data of dubious quality. Furthermore,
local governments have a significant
degree of autonomy in economic matters.
Given the leadership's objective of main-
taining political and social stability, these
factors make the process of undertaking
policy reforms a tight balancing act. 

China has therefore typically taken
the approach of instituting reforms in an
incremental manner. This has meant
either taking small steps or confining
reform experiments to specific
provinces. For example, tax reforms are
generally first instituted in one or two
provinces; the experience is then careful-
ly studied before rolling out a nation-
wide version of the reform. The learning-
by-doing approach to reform has a num-
ber of advantages: it reduces the costs of
policy errors and uncertain outcomes in
the reform process, and also gives poli-
cymakers a clearer sense of the political
and social pressures that could arise in
opposition to such reforms. 

There are potential limitations to the
incremental approach, however, as
China's economy becomes more devel-

oped and complex. Firstly, some critical
reforms, especially those related to broad
macroeconomic issues such as exchange
rate flexibility, can not be isolated to
specific geographical areas or sectors of
the economy. Secondly, as the economy
becomes more sophisticated, some play-
ers become more mobile and more able
to take advantage of distortions. For
instance, additional small moves
towards exchange rate flexibility could
increase speculative inflows in anticipa-
tion of further revaluations, thereby fur-
ther complicating the conduct of domes-
tic monetary policy. 

Thirdly, and perhaps most important-
ly, China has reached a stage of develop-
ment at which many key reforms are
unavoidably interconnected, and it may
become increasingly difficult to under-
take individual reforms in isolation. The
restructuring of the banking sector would
proceed much better if state enterprises
were reformed and implicit pressures for
state banks to continue providing cheap
capital to state enterprises were eliminat-

ed. But reforming state enterprises would
mean more unemployment which, in the
absence of progress towards constructing
a more robust social safety net, could cre-
ate social tensions. 

There is also the practical considera-
tion that it may become increasingly dif-
ficult to keep a tight lid on certain parts
of the economy. A prime example is that
capital controls are becoming more
porous as domestic and international
investors find ways to evade them. 

Financial Sector Reform a
Core Priority

Financial sector reform will necessi-
tate turning the state banks into more
efficient financial intermediaries driven
by commercial considerations. But it also
requires developing broader financial
markets that can give firms alternative
sources of funding and provide house-
holds with alternative investment oppor-
tunities. 

This is also one of the key sectors in
which a difficult balance will need to be
struck between picking up the pace of
reforms and not getting too far ahead of
institutional constraints. Continued
interest rate liberalization, for instance,

is important for the banking system to
function efficiently. But an all-out sprint
towards full liberalization without ade-
quate regulatory and supervisory mecha-
nisms in place could create subversive
incentives that might decrease financial
system stability. 

Fiscal policy has a role to play in the
reform agenda as well, especially in
terms of strengthening the social safety
net to reduce the political and social
costs of market-oriented reforms.
Reorienting some government spending
towards essential social expenditures,
including healthcare and education, and
reducing uncertainty on these fronts may
help to give households the confidence to
increase consumption levels. 

Aspects of political economy also
pose some difficulties. Constituencies
that favor the current system can be
effective at blocking reforms. The current
period of high growth and low inflation
provides an opportunity to counter these
forces by making resources available that
could help broaden the dual-track
approach to reform, allowing more of the
economy to be opened up to market
forces while weaning the rest of the econ-
omy off state support. This could be par-
alleled by further opening of the econo-
my to external influences, thereby creat-
ing possible pro-reform coalitions. 

Chinese policymakers certainly face a
difficult balancing act — to push along
each set of reforms at a reasonably rapid
pace while, at the same time, overcoming
broader institutional constraints. They
have managed such balancing acts well
in the past. But, going forward, it may be
harder for them to feel their way
through controlled policy experiments.
Broad and significant policy movement
will be more of a leap into the unknown,
and will carry attendant risks, but the
risks of not moving at a sufficient pace
and along a broad front are even greater. 

Eswar Prasad is Chief of the Financial
Studies Division and Raghuram Rajan is
Economic Counselor and Director of the
Research Department at the Internati-
onal Monetary Fund. The full text of the
paper is available at: http://www.imf.org/
external/pubs/ft/pdp/2006/pdp03.pdf.
The paper is forthcoming in the
American Economic Review. The views
expressed here are those of the authors
and do not necessarily represent those of
the IMF or IMF policy.                      BT

China has reached a stage of development at which it becomes
increasingly difficult to undertake individual reforms in isolation
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Understanding Migration in Russia

Yuri Andrienko and Sergei Guriev 

Russia is in the middle of a severe
demographic crisis. If the current trend
continues, its population will shrink by
20% to 112 — 119 million people by
2050. Despite some minor improvements
recently, ageing and depopulation are
likely to continue for decades. According
to the 2004 World Population Data Sheet,
Russia's population has been declining at
a rate of - 0.6%, which is the world's sec-
ond fastest rate after Ukraine.

In the nearest future, Russia will also
face a shortage of people of working age.
To compensate for this, Russia will need
to triple its current inflow of immigrants
to the level of 1 million per year.
Fortunately, there is a huge potential
pool from which to draw from: tens of
millions of skilled Russian-speaking resi-
dents from former Soviet Union coun-
tries, many of whom are willing to
migrate to Russia. 

Current External Migration
Policy Restrictive 

Starting from 1989, 11 million peo-
ple immigrated to Russia according to
the 2002 Census. These were mostly eth-
nic Russians who were repatriated from
other CIS countries. 

As for labor migration to Russia,
only a small proportion (less than 5%)
of immigrants goes through official
channels. The stock of illegal immi-
grants, mainly from the CIS, is estimated
at 4 — 5 million. Workers come from
more than 100 countries, mainly
Ukraine (32%), China (14%), Turkey
(7%), and Vietnam (7%). They are pri-
marily employed in agriculture and
forestry (25%), trade (20%), construc-
tion (17%), and transportation (15%). 

External migration is heavily regulat-
ed around the world for mainly political
rather than economic reasons. Russian
migration regulation has been converging
towards the restrictive migration policies
of the OECD countries. However, while
Russia suffers from similar demographic
problems to developed countries, unlike
them, it is a middle-income country with
a corrupt and inefficient bureaucracy. So

designing and implementing EU-style
migration regulation is unlikely to work
(nor does it work well in Europe).
Administrative barriers to migration turn
into a source of rents and bribes for offi-
cials and create a large pool of illegal
immigrants. Given the general problems
with crime and law enforcement and the
lower costs of legal migration due to the
fact that most migrants come from CIS

countries and have the same cultural
background, Russia should be much
more in favor of lenient immigration
policies than EU countries. 

The costs being incurred from the
large stock of illegal immigrants are
large and growing. Hence, an immigra-
tion amnesty is both unavoidable and
welcome, and Russia will probably have
to make this decision in the coming few
years. The amnesty should be coupled
with a transition to a point-based system
of admission for new legal migrants,
which will help to rationalize the skill
composition and geographical destina-
tions of immigrants.

If Russia has a clear understanding of
what skills are in demand and from what
origins Russia wants migrants from, the
right of legal entry will be given to those
with desirable skills from desirable coun-
tries. Given the high level of corruption,
this system must be designed in a very
simple and straightforward way. A regu-
larization campaign should also be
launched through the collection of

microeconomic data on immigrants
already in the country. This will finally
provide Russian policymakers with reli-
able information to design migration
policy in the future. 

Millions to be Moved
Internal migration is also important

for Russia's social and economic devel-
opment. It may help mitigate huge inter-
regional imbalances in income and
unemployment and put scarce labor
resources to more efficient use. Russia
has inherited an industrial structure that
dates back to the Soviet industrialization
period when location decisions were not

Russia's current migration policy is counterproductive as it both
restricts much-needed migration and creates illegal immigrants 

To compensate for depopulation and shortage of working age
people, Russia will need to triple its current inflow of immigrants to
the level of 1 million per year

Internal migration and immigration from FSU countries, million
(Arrows show changes in regulation)

Number of intermal migrants

Number of immigrants from FSU

1989   1990    1991    1992    1993   1994   1995    1996   1997    1998    1999   2000   2001   2002   2003   2004
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necessarily made for economic reasons.
Capital markets remain underdeveloped
and problems with property rights pro-
tection and contract enforcement persist.
Capital would not flow to some regions
even in the absence of any barriers sim-
ply because of cold temperatures and
prohibitive transportation costs. 

Even though some labor reallocation
occurred during transition, there are still
millions to be moved. Despite economic
growth in the past six years, quickly ris-
ing wages, and little unemployment in
many prosperous regions, there are still
many regions with low wages and high
unemployment. In the past there has been
very limited interregional convergence in
income and no convergence in unemploy-
ment rates. Even though the interregional
differentials are higher than in the US,
internal migration is much lower. 

If one assumes a 5.5% natural unem-
ployment rate, there are 2.3 million
unemployed who could find jobs in
labor-scarce regions. There are also
many workers in depressed regions who
could make a substantial contribution to
Russia's growth by moving away from

these low-productivity and low-wage
regions to productive, high-wage ones.

Removing Barriers to
Internal Migration

The number of Russians changing
their place of residence fell from 3.2% of
the population in 1994 to 1.4% a decade
later. This is partly due to internal admin-
istrative controls, including a registration
system. However, far from all migrants
register in their new place of residence, so
the flow of migrants may be significantly
larger. The 2002 Census counted more
people in  European Russia than had
been expected based on the birth and
migration data.

Some policies that can help remove
barriers to internal migration include: 

1. Abolish internal administrative
controls. Their existence simply redis-
tributes rents in favor of bureaucrats.
Once the administrative controls are
gone, this rent would transform into
higher real estate prices that would
transfer the rents in favor of the residents
and raise tax revenues.

2. Develop financial and housing
markets. 

3. Reduce information asymmetry
by disseminating information on jobs
and housing in different regions.

4. Phase out subsidies to depressed
regions, thus providing incentives for
residents to move out. 

Subsidizing internal mobility is prob-
ably not going to help except in the most
acute cases, due to limited public
resources. The government may very well
misallocate the subsidies, given the high
volatility of regional economic shocks.
Instead, the government should make up
for failings in the financial market and
support private sector lending to internal
migrants to cover the costs of a move.

Sergei Guriev is Associate Professor
and Rector of the New Economic School,
Moscow. Yuri Andrienko is an economist
at CEFIR, Moscow. This article is based
on a policy note written for the World
Bank. The full text of the paper can be
viewed at: http://www.cefir.ru (Policy
Paper No 21).                                 BT

Invasion or Necessary Stimulant?

The transition to a market economy has dramatically
increased the economic distance between the European
part of Russia and its eastern regions, almost pushing the
Far East out of the domestic market and closer to the Asia
Pacific countries. The Far East, especially the Primorsky
and Khabarovsk regions, has a favorable geographical
position in the Asia-Pacific and its further development is
logically to be associated with integration into that region. 

In the period between 1989 and 2002, the population
of the Far Eastern Federal District dropped by 1.3 million
people, i.e. by 16%, of which 1 million emmigrated.
Neighboring China, with its huge demographic potential,
is perhaps the main source of labor for the border areas
of Siberia and the Far East. Today bringing in Chinese
labor is seen as being the key and indispensable condition
of the region's development and of stemming the process
of its depopulation. 

At present, contrary to the aggressive tone of the
media and the whipping up of fear in the face of the sup-
posed "Yellow Peril" assessments of the Chinese presence
are more moderate. The 2002 census registered 35,000
Chinese in Russia. The total number of Chinese who had
visited Russia during that year was 800,000. Local assess-
ments of Chinese presence are much lower. For the most
part Chinese immigrants are low-skilled workers

employed in such sectors as construction, agriculture and
retailing, where skills are acquired on the job. 

For China, emigration of its own population is a
necessity. The Chinese authorities are encouraging the
outflow of people from the country and are exploring
every avenue towards this end. In connection with
Russia's bid to join the WTO China is demanding that
Russia open up its labor market to Chinese workers. This
can be seen not only as the wish to consolidate China's
position in Russia, but also to be ahead of potential com-
petitors for jobs in its northern neighbor. Although one
should treat such demands with due caution, the easing of
the border and customs regime in some points on the
Chinese-Russian border and the creation of free-trade
zones could benefit Russia as well by contributing to the
development of its eastern regions. In the first place this
means replenishing its labor force.

Zhanna Zaionchkovskaya is Director of the Migration
Studies Centre, Chairperson of the Independent Migration
Research Council for the CIS and Baltic Countries, and a
member of the Board under the Federation Council
Committee for CIS Affairs. The piece is based on the
author's interview to BT and the article "Facing up to
Migration" (Pro and Contra, No 3, 2005). BT
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Labor Migration and Wage
Inequality

Xiaohan Zhong

Since the beginning of China's
reforms and especially after the late
1980s, the system of permanent residence
registration (Hukou) and related govern-
ment policies, which had been preventing
people from migrating for several decades
and had thus resulted in the segmentation
of the labor market, gradually but persist-
ently became less strict. Labor from less-
developed rural areas in mid and west
China flocked into developed urban areas
along the eastern coast. 

The impact of this so-called "tide of
rural labor" has seen rural migrants tak-
ing jobs unoccupied by urban workers
and thus coming to dominate in all kinds
of unskilled occupations, such as con-
struction workers, repairers, waiters,
cleaners or nannies. Related to (but prob-
ably not resulting from) such an occupa-
tional segmentation, rural migrants have
been earning much lower salaries than
their urban counterparts. Additionally,
labor flows have not led to wage conver-
gence across regions. On the contrary, in
the past two decades the trend has been
divergence between urban and rural
labor, and east and west regions.

The theoretical model proposed in
our research paper is based on Kremer

and Maskin (1996). The model gives a
specific production function, where a
typical production process can be
accomplished only through the coopera-
tion of workers playing different roles,
e.g. "white-collar" and "blue-collar"
workers. There are two assumptions:
first, there are imperfect substitutions of
skills in these two roles, and second, the
relative importance of these skills differs.
Under some conditions, our theoretical
model shows that: 

• After entering urban labor mar-
kets, the less-skilled rural migrants will
do blue-collar work only, and urban
workers will do white-collar work only,
thus, these groups exist alongside each
other with no crossover or mixing.

• Real wages of rural migrants in
urban labor markets will remain
unchanged, and those of urban workers
will rise. 

Labor Migration Benefits
All Workers

The implications of the model are
quite striking: labor migration, through
cross-match, benefits both rural and
urban workers. However, the wage gap

between rural migrants and urban work-
ers increases. Finally, occupational segre-
gation and wage differentials are both
outcomes of skill differentials, no causal-
ity exists between them. East-west
regional divergence can also be explained
by using a variation on this model. 

How does labor immigration affect
local wage growth? In our analysis,
which uses provincial cross-sectional
data in various periods after the reform
and averaged across years, we find find
that throughout the reform era, labor
immigration was increasing local work-
ers' wage growth rate. In a typical year,
1% labor immigration (as a share of the
local population) raises local wage
growth rate by roughly 1% (see Graph). 

From the above theoretical and
empirical analyses several important
implications follow: first, skill differ-
ences seem to be root causes of both
wage inequality and occupational segre-
gation. Thus, education might be the sin-
gle most important approach to elimi-
nating the 'dual labor market' and relat-
ed inequalities. Second, labor migration
has really been a reform without losers.
The theory explains why there are hard-
ly any tensions between rural migrants
and urban workers, at least from the
urban side. Third, wage inequality may
be a natural result of resource re-alloca-
tion by markets, and not by policy dis-
criminations. Regional divergence may
not be a bad thing at all — wage differ-
entials and occupational segregation are
at least better than market segmenta-
tions, for everyone involved.

Xiaohan Zhong is a Lecturer of
Economics at School of Economics and
Management, Tsinghua University,
Beijing, China. This  summary of
research findings is based on the author's
paper presented at the Global Institute
China-Russia Conference in Beijing in
December 2005.                              BT

Labor immigration in China seems to have positive effects on wage
growth for both labor migrants and local workers

Effect of Labor Flow on Wage Growth (1985-2002)
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Has Trade Liberalization Brought
Gender Equality?

Yin He

It is a wide spread phenomenon all
over the world that female workers have
lower wages than their male colleagues.
The 2004 labor market survey of gradu-
ating college students in Beijing,
Shanghai, and Guangzhou, the three
biggest cities in China, shows that the
number of employers who believe that
male college graduating students are
more efficient as "professional workers"
is 46 times higher than the number of
employers who believe in the efficiency
of female graduates. For sales jobs, the
proportion is nine to one, and for man-
agement jobs four to one. None of the
employers think that female graduates
can do better than their male colleagues
in manufacturing. Therefore, the number
of employers who are willing to hire a
male student for a given wage is 14 times
higher than those willing to hire a female
student. 

It is believed that part of the gender
wage gap can be explained by wage
determinants, such as education and
experience. Due to cultural traditions
and the fact that females usually spend
more time and effort on family, females
generally get a lower level of education
and less work experience. Moreover,
females may not be suitable for some
jobs, e.g. laborers or engineers, so female
workers, on average, get a lower wage
than males. However, it is true that these
characteristics can not completely
explain the gender wage gap, and labor
markets all around the world do dis-
criminate against women. 

More importantly, the gender wage
gap is closely correlated with trade liber-
alization. Trade liberalization could nar-
row the gender wage gap via two chan-
nels. Firstly, it increases the overall
income and development level of a coun-
try, so that access to education is easier
and less costly for females. Secondly,
trade brings more competition into the
domestic market, which reduces the
profit margin and leaves domestic

employers with fewer resources to dis-
criminate. However, trade liberalization
could also widen the gender wage gap.
As openness increases competition,
minority groups in the labor market such
as female workers have lower bargaining
power and get a lower wage rate.

We examine two household income
surveys conducted in China in 1988 and
1995. Between those years China's
imports increased from US$55 billion to
US$132 billion, exports expanded from
US$47 billion to US$149 billion, and
annual real income per capita almost
tripled, according to China Statistics
Bureau and UN Commodity Trade
Statistics. 

Fairer Pay for College Gra-
duates in Import-Competing
Sector

In studying the effect of trade liberal-
ization on the change in the gender wage
gap, especially the change in the gap for
groups with different education levels, we
find that the wage level for both female
and male increased dramatically between
1988 and 1995 in line with the large

increase in trade liberalization. However,
Chinese female workers continuously
experienced a lower income level than
male workers with the same education
level, political identity, and contract type,
in the same industry sector and a firm
with the same type of ownership. More
interestingly, trade liberalization was sig-
nificantly associated with the wage
increase for females with technical school
or college degrees, while for females with
only high school education or lower
degrees there was no such increase. 

More importantly, we also find that
between 1988 and 1995 the residual

gender wage gap widened for people
with high school education or lower, but
narrowed for technical schools and col-
lege graduates. For every one percentage
point increase in the ratio of imports to
GDP from 1988 to 1995, the gender
wage gap for college and technical
school graduates decreased by about
RMB 38 Yuan and RMB 29 Yuan,
respectively. 

This is consistent with the fact that
during this time period imports into
China were mostly skill-intensive prod-
ucts. As more imports penetrated into
the Chinese market, import-competing
firms suffered more severe competition.
As a result, domestic firms in the import-
competing sectors had to take a lower
profit margin and no longer had as many
resources to discriminate as before. Due
to this, the gender wage gap within high
skill labor groups narrowed, providing
females who had higher education with
both a more equal position in the labor
market and fairer pay. Additionally, due
to general economic development and
overall income increases during the peri-
od, the cost of getting an education,
especially higher education, became

much lower than before and the number
of females enrolled in tertiary education
increased dramatically. Female workers
enjoyed stronger bargaining power in
the labor market, which provided them
with an opportunity to be treated more
equally.

Technical School Graduates
Preferred by Exporting Firms 

Exports from China also increased
during this period, although not as much
as imports. As exporting firms faced
more furious competition in the world

Trade liberalization in China has narrowed the gender wage gap for women with higher levels of edu-
cation but increased discrimination in the labor market against uneducated women in urban areas

The number of employers willing to hire a male student for a given
wage is 14 times higher than those willing to hire a female student
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markets, their profit margin decreased,
which forced them to be more efficient in
production and management. The
biggest gender wage gap reduction was
in the group with completed technical
education, followed by high school grad-
uates, college graduates, and finally by
workers with junior high school and ele-
mentary school education. The reason
for such a sequence lies in relatively low
skill-intensive exports from China in the
late 1980s and early 1990s. Employers in
the exporting sectors preferred workers
who had professional training from tech-
nical school rather than with a higher
level of general education. So, in this
case, female employees with technical
school and high school qualifications
were treated more equally due to the
increase in exports. 

Finally, in urban areas the income of
females without any qualifications not
only increased by a smaller margin gen-
erally, but also became even lower com-

pared to their male colleagues. The
change in openness was positively corre-
lated with an increase in the gender wage
gap for workers without qualifications
from 1988 to 1995. A one percentage
point increase in the ratio of imports to
GDP from 1988 to 1995 implies that the
gender wage gap for workers without
qualifications increased by RMB 43.95
Yuan. The adoption of the "household
contract responsibility system" increased
the productivity of the agricultural sector
on a large scale and released millions of
people as surplus labor — largely com-
prised of unskilled female workers —
from the rural areas. As a result,
unskilled female workers in urban areas
suffered from a huge inflow of unskilled
labor, and with relatively lower wage lev-
els the wage gap further increased.

To summarize, female workers con-
tinuously experienced discrimination in
the labor market in the late 1980s and
early 1990s. Trade liberalization brought

more severe competition into the domes-
tic market and more equality for most
workers. More specifically, it narrowed
the gender wage gap for women with a
relatively higher level of education, espe-
cially those who graduated from college
and technical schools. However, females
without any qualifications in urban areas
suffered the most discrimination in the
labor market, mostly due to the shift in
relative labor demand in favor of people
with relatively higher education levels
and the large-scale migration of unedu-
cated female labor from the rural areas. 

Yin He is Assistant Professor at
China Center for Economic Research,
Peking University, Beijing, China. The
article is based on the author's presenta-
tion at the China-Russia Conference and
her ongoing research on trade liberaliza-
tion in China. BT

China-Russia Trade Dynamics

Natalya Volchkova 

China and Russia should pursue regional initiatives rather than national trade policies to promote
bilateral trade as the possibility for large-scale growth in the trade volume between the two countries
remains limited

In terms of trade Russia has histori-
cally been important for China, and
remains one of China's top ten trade
partners. Russia-China trade grew by
37.1% in 2005 compared to 2004 and
reached US$29.1 billion. Bilateral trade
growth was 14% above China's total
trade growth last year. 

Along with the trade volume growth
both in Russia and China, important
changes have occurred in terms of their
major trade destinations. Between 1992
and 2004 China was neglecting Asian
trade partners in favor of Northern
American and European ones, and the
share of Chinese exports to Asia declined
from 55% to about 33% of total
exports. During the same period North
America's share in Russia's exports dou-

bled to 5% of total exports, while that of
the European Union remained relatively
stable accounting for 55% of the total in
2004. The share of China's exports into
Russia and Russia's into China remained
quite stable at 2% and 5%, respectively.

So while we have observed a substan-
tial increase in the trade volume in real
terms between Russia and China, it has
mostly reflected the countries' overall
growth in output and increased open-
ness, rather than some specific develop-
ment of bilateral relations. 

Export Composition Skewed
The composition of Russia's exports

to China has some peculiarities com-
pared to the average composition of

Russian exports to other countries.
While Russia's overall exports are heavi-
ly dominated by fuel and minerals
(about two-thirds of total exports), its
exports to China are slightly more diversi-
fied, with four main categories — fuel, fer-
rous metals, timber and paper, and chemi-
cals — making up 67.1% of total exports
in 2004. Another large category — 15%
of exports — is machinery, electronic
equipment and optics.

In China's export to Russia light
industry products — textiles, footwear,
and toys — prevail. While this category
constitutes a quarter of China's exports
to the rest of the world, it amounts to a
striking 65% of exports to Russia. To
other countries China exports almost an
equally large share of machinery, elec-
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tronic equipment and optics, as it does of
light industry products.     

Thus, while Russia's exports are
highly dominated by minerals, its
exports to China are better-balanced.
Chinese exports to the rest of the world,
on the contrary, are much better diversi-
fied than its exports to Russia. 

The Balassa index approach pro-
vides a deeper analysis of export com-
position. The indexes are constructed
on commodity or industry aggregation

levels and show how biased the trade in
a good of a particular country is relative
to the worldwide trade in this good.
Balassa indexes above 100% for both
exports and imports mean an extensive
trade both ways, i.e. a country exports
and imports the particular good on a
larger scale than the world as a whole.
This kind of intra-industry trade is
more characteristic of developed coun-
try trade flows, and can make up to
70% of a country's trade. The goods
(industries) with the export index above
100% and the import index below
100% are the goods (industries) in
which a country specializes as an
exporter according to comparative
advantage principles.

Examined this way, Russia and
China demonstrate obvious differences
in their trade composition. China trades

many more goods intra-industrially than
Russia. These include transport equip-
ment, watches, chemicals, textile, fur,
wool, and others. The only such good in
Russia is textiles. China has a compara-
tive advantage in export of explosives,
processed food, and leather goods, while
Russia specializes mostly in resources:
metals, fuel, and fertilizers. This implies
that China's trade composition has
some features usually attributed to
developed countries, while Russia's

structure of trade flows is typical for a
developing country. Between themselves,
China and Russia also mostly trade in
goods in which they have a comparative
advantage, and have little intra-industri-
al trade. 

Russia’s Exports to China
at “Normal” Level

In order to understand the extent of
Russia-China trade in the context of
world bilateral trade flows we perform a
gravity model analysis and compare pre-
dicted and actual trade flows.
Controlling for GDP per capita, size, dis-
tance between capitals, existence of a
common border, regional trade agree-
ments, etc. we find that the level of
Russia's exports to China can be consid-
ered as "normal" given the economic
and geographical size of both countries,

their development levels, and their cul-
tural and historical differences. At the
same time there is a little bit of "under-
trading" from China's side. Therefore,
given language differences, the absence
of a shared (colonial) history and a cur-
rency union, there are limited possibili-
ties for large-scale growth in the bilater-
al trade volume.

A Special Place for the
Russian Far East?

China has recently been trying to
increase its presence in traditional and
new markets in Russia. The Chinese are
interested in getting access to Russia's
natural resources and technological
potential. At the same time Russia could
benefit from better economic coopera-
tion between its Far East regions and a
rapidly developing southern neighbor.
Due to their remote geographical posi-
tion and high transportation costs these
regions have not been getting any signif-
icant positive effects from economic
development in European Russia. The
proximity of these regions to a huge and
fast-developing market could play an
important role in stimulating business
activity in the Far East and the geo-
graphical diversification of production in
Russia. The only way to exploit this
opportunity is through greater trade
integration between the Far East regions
and China. 

However, a simple analysis of the
regional trade flow distribution from
Russia to China shows that the regions
currently most actively involved in trade
are those further away from China.
Perm, Irkutsk, Karelia, Voronezh,
Belgorod, Vologda, Chelyabinsk, Tula,
Murmansk, and Novgorod regions have
above average trade with China, while
the Far East clearly under-exploits the
potential advantages of trade linkages
with China. 

Hence we believe that regional initia-
tives, rather than a country-wide trade
policy would give higher returns in terms
of increasing trade linkages between
China and Russia.

Natalia Volchkova is a Senior
Economist at the Centre for Economic
and Financial Research, Moscow. The arti-
cle is based on the author's presentation at
the China-Russia Conference in Beijing in
December 2005.                              BT
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a developing country

China’s export shares

TO ASIA                                           TO NORTH AMERICA                          TO EUROPEAN UNION

TO AFRICA                                      TO RUSSIA                                            TO OTHERS

100%

80%

60%

40%

20%

0%

1992              1994              1996              1998              2000              2002             2004



The Russian stock market has
become one of the largest emerging mar-
kets in the world. Starting from scratch
in late 1994, it has now reached the total
market capitalization of over US$400
billion, or 60% of GDP. More than 250
Russian stocks are listed locally or
abroad, the monthly trading volume is
over US$14 billion, and IPOs are boom-
ing. Yet, the path leading to this outcome
has not been smooth, reflecting the ups
and downs of Russia's transition and
investors' perceptions of the country's
risks.

During the last 11 years the RTSI, the
most prominent index of the Russian
stock market, has grown by more than
11 times, which corresponds to the aver-
age annual return of around 50%.
However, high returns were accompa-
nied by high risks, both in time and
cross-sectional dimensions. In almost
every year, the RTSI's annual high
exceeded the same year's low by more

than 50%. The worst year was 1998
when the RTSI lost 85% of its value
after the Russian government defaulted
on its debts and devalued the rouble. The
cross-sectional variance of returns was
also considerable, with the difference
between the lowest and highest deciles of
annual returns always above 150%.
What were the fundamental determi-
nants of the investment risk driving the
RTSI and explaining differences in indi-
vidual stock returns?

Mirroring History
Throughout its brief history, the

Russian stock market has mirrored the
country's defining moments from the
1996 re-election of President Yeltsin,
which headed off the threat of a Soviet
revanche, to the serious setbacks of the
financial debacle of 1998 and, more
recently, the destruction of Yukos (see
Figure 1). Yet, the extreme volatility
associated with these shocks should not

obscure the market's sensitivity to many
less dramatic, but still important devel-
opments, including those in corporate
governance and Russia's relations with
the outside world. 

In the first years of the market's his-
tory, up to the resignation of President
Yeltsin at the end of 1999, the market
was moved by a binary perception that
Russia would either fall back into Soviet
times if the communists came to power,
or else would develop into a market-
based system. The RTSI's first months
were marked by a steady decline reflect-
ing fears of the seemingly inevitable vic-
tory of the communist party in the com-
ing elections. In the second quarter of
1996, the RTSI tripled as the initially
hopeless prospects of Yeltsin's re-election
dramatically reversed. However, after the
re-election, the political leadership
lacked the political capital to implement
tough but essential reforms, above all fis-
cal reforms. This became a root cause of

the 1998 financial crisis, even
though the collapse had been pre-
cipitated by the Asian crisis. 

Meanwhile, the administration's
weakness was compounded by the
growing power of the so-called "oli-
garchs" who had acquired control
of natural resources assets in the
notorious “shares-for-loans” priva-
tization schemes in late 1995. With
many senior officials and legislators
effectively on the payroll of differ-
ent business groups, the already
weak administration became even
less capable of carrying out reforms,
including the enforcement of better
corporate governance standards.
The risk of expropriation by
Yeltsin's successor increased the
incentive for the oligarchs to extract
as much cash from their companies
as they could, which meant abusing
minority shareholder rights in a
series of scandalous dilutions, trans-
fer pricing and poor disclosure.
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The Russian Stock Market: Lessons
from the First Decade

Alexei Goriaev and Alexey Zabotkin

Since 2005, the Russian stock market has become more sensitive to macroeconomic factors, as
opposed to corporate governance scandals and political risks as was the case before

Figure 1. The RTSI dynamics in 1995-2005

Source: UFG Research
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The years after President Putin's
election in March 2000 can be
divided into two periods. Initially,
it took two years for investors to
recover confidence in Russian equi-
ties. In July 2000, President Putin
and business leaders reached a
compromise including a de facto
amnesty of the 1990s privatization
schemes in exchange for the oli-
garchs' consent to stay out of poli-
tics. This agreement, along with the
adoption of the new law on joint
stock companies in 2002, trans-
formed the incentives for improv-
ing corporate governance, as the
controlling owners of major corpo-
rations became interested in
increasing their companies' market
valuation. 

Yukos First to Improve
Corporate Governance 

The company that took the lead
in the move from vice to virtue on
the corporate governance front was
Mikhail Khodorkovsky's Yukos. Once a
nightmare for minority shareholders,
starting from 2000, Yukos began setting
new standards in reporting, auditing, and
dividends payments. In June 2002, the
shareholdings of Khodorkovsky and his
partners in the Menatep group were dis-
closed. As a result, the company's share
price increased by more than twelve
times in the course of two years, which
made Yukos Russia's second-largest
company (see Figure 2). Corporate gov-
ernance improvements in other Russian
companies have also increased their mar-
ket capitalization.

Putin's popularity assured political
stability, and a recovering oil price and
prudent fiscal policy were keys to macro-
economic stability. In addition, the new
administration demonstrated the readi-
ness and ability to pursue serious struc-
tural reforms, including the introduction
of a flat 13% income tax in 2000. Yet it
was only in the fourth quarter of 2001
that the rally in the stock market started.
It was triggered by the external shock of
the 9/11 events, when Russia emerged as
a US ally in the new "war on terror".

Since then, there has been one major
interruption in the market's progress —
"the Yukos affair". In the second half of
2003, Yukos' top managers and major
owners, Mikhail Khodorkovsky and
Platon Lebedev, were arrested on charges

of tax evasion and embezzlement. The
company was put under scrutiny and
received numerous backdated tax claims
that eventually amounted to US$27.5
billion. Apparently investors interpreted
the Yukos events as a sign of a toughen-
ing of government policy towards the
business community. Analysis of stock
price sensitivity to Yukos events shows
that firm-specific political risks appeared
especially high for non-transparent pri-
vate firms, oil companies, and companies
privatized via loans-for-shares auctions.
The Yukos affair triggered four correc-
tions in the market, the most serious of
which, in April — July 2004, dragged the
RTSI down by 33%.

In the end, investors believed that the
destruction of shareholders' equity in
Yukos along with several other instances
of backdated tax claims against private
companies would not lead to a wide-
scale expropriation of companies by the
state. Since 2005, the Russian stock mar-
ket has become more sensitive to macro-
economic factors, such as oil prices,
money liquidity and global equity mar-
ket performance, rather than corporate
governance scandals and political risks,
as was the case before. A favourable
macroeconomic environment spurred the
most recent rally in the market, which
started in August 2005 and nearly dou-
bled the RTSI by February 2006. The
continuing surge in oil prices helped the

government to boost its revenues, repay
a large fraction of debt and set up a sta-
bilization fund. Companies in the oil and
related industries have also benefited.
Excessive money liquidity, driven by the
high domestic banking system's liquidity
and foreign inflows, has pushed up
demand for stocks. In addition, the
Russian market has become more inte-
grated into global equity markets, which
themselves have shown decent perform-
ance during the period.

The relative success of the Russian
stock market at this point in time reflects
substantial progress in the development
of new institutions and economic
reforms. Yet, many problems remain: high
concentration, low liquidity, sensitivity to
non-economic risks, and, as a result,
potentially high market volatility. These
issues must be gradually solved to ensure
further development of the market. 

Alexei Goriaev is Professor at the
New Economic School and a Lead
Economist at CEFIR, Moscow. Alexey
Zabotkin is Director of Equity strategy
at Deutsche UFG, Moscow. The article
summarizes the authors' research on
Russian financial markets, and Alexey
Goriaev's presentation at the China-
Russia Conference in Beijing in
December 2005.                                       BT

Figure 2. The dynamics of Yukos' stock price in 2000-2005
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Entrepreneurship in China and Russia

Simeon Djankov, Yingyi Qian, Gerard Roland, and Ekaterina Zhuravskaya

Chinese and Russian entrepreneurs have many common characteristics: they take risks, choose work
over leisure, and want more money compared to other people

This comparison of Chinese and
Russian entrepreneurs is based on a pilot
survey conducted in Russia in 2003 —
2004 and in China in 2004 — 2005,
which is a part of a large-scale research
project in Russia, Brazil, China, India,
and Nigeria. In both Russia and China,
individuals in seven large cities in four
different regions were surveyed. The sam-
ples include both entrepreneurs and non-
entrepreneurs in order to understand
how these groups differ in terms of indi-
vidual characteristics, sociological vari-
ables, and their perceptions of the institu-
tional, social and economic environment. 

Entrepreneurs on average are more
mobile across jobs and geographically. In
Russia, they have lived in more localities
and have had a significantly higher num-
ber of professional activities than non-
entrepreneurs. Chinese entrepreneurs
have worked in a larger number of indus-
tries compared to non-entrepreneurs. 

In line with the common perception
that entrepreneurship is associated with
risk-taking, entrepreneurs report signifi-
cantly lower risk aversion than non-
entrepreneurs. When asked whether
respondents were willing to accept one
of two risk-neutral gambles, 77% of
entrepreneurs in Russia and 90% of
entrepreneurs in China responded yes
(compared to 67% and 57% of non-
entrepreneurs, respectively). 

Entrepreneurs report higher levels of
satisfaction with life compared to non-
entrepreneurs. In Russia, 92% of entre-
preneurs said they were happy compared
to 73% of non-entrepreneurs. In both
countries a higher proportion of entre-
preneurs thought themselves to be very
or quite successful compared to non-
entrepreneurs: 74% vs. 37% in Russia,
and 64% vs. 43% in China.  

Another important difference
between entrepreneurs and non-entre-
preneurs relates to leisure-work choices.
Entrepreneurs were much less likely to
agree to retire if they had received a
windfall income of 100 to 500 times the
annual GDP per capita of the country. In
both countries, a very strong reason for
not retiring was the desire to earn more

money. In Russia, job satisfaction and a
feeling of being useful for society also
played an important role; the opposite
was true for China however. 

Compared to non-entrepreneurs, a
larger share of parents of Russian entre-
preneurs (73% vs. 48%) had higher or
special education. There are no differ-
ences in parents' education in China.
Nevertheless, fathers of entrepreneurs in
both countries were more likely to have
been bosses or directors (19% vs. 12%
in Russia, and 30% vs. 13% in China).

One very large difference between
the two groups in both countries is the
proportion of entrepreneurs among
one's family members and friends. In
Russia, 57% entrepreneurs and 49% in
China have entrepreneurs among family
members, compared to 34% and 24%,
respectively, among non-entrepreneurs. 

As for values and beliefs, the major
difference is the value attached to work:
75% of Russian and 80% of Chinese
entrepreneurs consider work to be very
important, which is consistent with the
labor-leisure preferences reported above.
This can be compared to 53% and 63%
of non-entrepreneurs in Russia and
China respectively. Chinese entrepre-
neurs value political freedom very
strongly compared to non-entrepreneurs
(73% vs. 28%) whereas Russian entre-
preneurs attach less value to it compared
to non-entrepreneurs (62% vs. 74%).

Asked about social norms, in both
countries more entrepreneurs than non-
entrepreneurs consider bribes acceptable.
This probably reflects their greater expe-
rience in doing business rather than
intrinsic values. Russian entrepreneurs are
considerably less trustful of foreigners
and of people from out of town whereas
there is no significant difference in China.
Russians in general trust all levels of gov-
ernment substantially less than the
Chinese: only 37% of Russians surveyed
had at least some trust in the central gov-
ernment compared to 77% in China.

Of the Chinese entrepreneurs 82%
think that local government favors them
and 70% of non-entrepreneurs share this
view. In Russia, only 49% of entrepre-
neurs are of the same opinion (53% of
non-entrepreneurs). Compared to the rest
of the population, Russian entrepreneurs
have a more negative perception of the
government's attitude towards entrepre-
neurship (at all levels of government).
Entrepreneurs in China feel more secure
with respect to property rights protection
and trust courts more compared to non-

entrepreneurs. The opposite is true for
Russia. When asked whether they would
go to court if abused by a government
official, roughly 72% of non-entrepre-
neurs say "yes" in both countries.
However, only 62% of Russian entrepre-
neurs respond positively, whereas 80% of
their Chinese equivalents do.

The results thus suggest that the
determinants of entrepreneurship in the
two countries are multiple. Entrepre-
neurs in both countries like to take risks.
Cultural differences do not seem to play
a key role, even though there are some
notable differences between entrepre-
neurs and non-entrepreneurs, including
their self-proclaimed work ethic. Credit
constraints appear to play an important
role in discouraging people from starting
or expanding an enterprise. Above all,
social network effects — having entre-
preneurs in the family and among one's
friends — appear very important in the
choice to become an entrepreneur. 

Simeon Djankov is a Program
Manager at the World Bank's Research
Department;  Gerard Roland and Yingyi
Qian are Professors at the University of
California, Berkeley; and Ekaterina
Zhuravskaya is the Academic Director of
CEFIR and Associate Professor at the
New Economic School, Moscow. The
full text of the paper can be viewed at:
http://www.cefir.ru (WP No. 49). BT

82% of Chinese entrepreneurs think that local government favors
them whereas only 49% of Russian ones share the opinion 
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Why Shock Therapy May Lead to
Worse Performance Than Gradual
Transition

Vladimir Popov

Among many explanations for the
transformational recession that occurred
in the 1990s in most transition econo-
mies, there is one that hardly anyone can
deny: the adverse supply shock caused by
the change in relative prices. The evidence
from all transition economies shows that
a reduction of output in a country is well
explained by distortions in industrial
structure and trade patterns (it remains
statistically significant no matter what
control variables are added). The magni-
tude of these distortions, in turn, deter-
mines the change in relative prices, when
they are deregulated. 

In Russia, industries with the greatest
adverse supply shock (deteriorating
terms of trade — relative price ratios for
outputs and inputs), such as light indus-
try, experienced the largest reduction of
output (see Graph 1). Such an explana-
tion is simple and straightforward, yet

somehow it is not discussed much in the
literature. 

Consider a country where deregula-
tion of prices (or elimination of trade tar-
iffs/subsidies) leads to a change in relative
price ratios and thus produces an adverse
supply shock for at least some industries.
Capital should be reallocated from indus-
tries facing declining relative prices and
profitability to industries with rising rela-
tive prices. Assume that 50% of total out-
put is concentrated in non-competitive
industries: this whole sector should dis-
appear either gradually or at once
depending on how fast relative prices
change; capital is not homogeneous and
cannot be moved to the competitive sec-
tor, whereas labor can be reallocated to
the competitive sector without costs. 

If prices are liberalized instantly, then
a non-competitive sector becomes
unprofitable and output falls immediate-

ly by 50%; later savings for investment
are generated only by the competitive
sector, so it takes a number of years to
reach the pre-recession level of output. If
reforms are carried out slowly (gradual
price deregulation or elimination of tar-
iffs/subsidies), so that every year output
in the non-competitive sector falls by,
say, 10%, this fall could be largely com-
pensated by the increase in output in the
competitive sector. The best trajectory, of
course, is one with a speed of deregula-
tion that leads to the reduction of output
in the non-competitive sector at a natural
rate, i.e. as its fixed capital stock retires
in the absence of new investment. 

The example illustrates that there is a
limit to the speed of reallocating capital
from non-competitive to competitive
industries, which is determined basically
by net investment/GDP ratio (gross
investment minus retirement of capital
stock in the competitive industries, since
in non-competitive industries the retiring
capital stock should not be replaced any-
way). It is not reasonable to wipe away
output in non-competitive industries
faster than capital is being transferred to
more efficient industries.

Market type reforms in many post-
communist economies created exactly
this kind of a bottleneck. Countries that
followed the shock therapy path found
themselves in a supply-side recession that
is likely to become a textbook example:
an excessively quick change in relative
prices required a degree of restructuring
that was simply not achievable with the
limited pool of investment. Up to half of
these economies was made non-competi-
tive overnight due to the change in rela-
tive prices after deregulation. Output in
these non-competitive industries was
falling for several years and fell in some
cases to virtually zero, whereas the
growth of output in competitive indus-

The speed of reforms involving a reallocation of resources should be such that the scale of restruc-
turing does not exceed the investment potential of the economy

Graph 1. The RTSI dynamics in the period 1995-2005
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tries was constrained, among other fac-
tors, by limited investment potential and
was not strong enough to compensate for
the output loss in the inefficient sectors.

Hence, at least one general conclu-
sion from the study of the experience of
transition economies appears to be rele-
vant for the reform process in all coun-
tries: provided that reforms create a need
for restructuring (reallocation of
resources), the speed of reforms should
be such that the scale of required restruc-
turing does not exceed the investment
potential of the economy. In short, the
speed of adjustment and restructuring in

every economy is limited, if only due to
the limited investment potential needed
to reallocate capital stock. This is the
main rationale for gradual, rather than
instant, phasing out of tariff and non-
tariff barriers, of subsidies, and other
forms of government support of particu-
lar sectors (it took nearly 10 years for the
European Economic Community and for
NAFTA to abolish tariffs). 

Empirical evidence for such an
explanation seems to be very persuasive.
The collapse of output during transition
can be best explained as adverse supply
shock caused mostly by a change in rel-

ative prices after their deregulation due
to distortions in industrial structure and
trade patterns accumulated during the
period of central planning (additional
adverse supply shock came from the col-
lapse of state institutions), while the
speed of liberalization, to the extent that
it was endogenous, that is, determined
by factors of political economy, had an
adverse effect on performance. In con-
trast, at the recovery stage ongoing lib-
eralization starts to affect growth posi-
tively, as the impact of pre-transition
distortions disappears. Institutional
capacity and reasonable macroeconomic
policy, however, continue to be impor-
tant prerequisites for successful per-
formance. 

Not surprisingly, in 2004 — 2005 the
list of countries that exceeded the 1989
pre-recession level of output included a
lot of procrastinators in terms of eco-
nomic liberalization: in addition to 5
central European countries and Estonia,
there were also Turkmenistan,
Uzbekistan, Belarus and Kazakhstan, not
to mention China and Vietnam. 

Vladimir Popov is a Professor at the
New Economic School (Moscow) and a
Visiting Professor at the Institute of
European and Russian Studies (EURUS),
Carleton University (Ottawa). The full
text of the paper "Shock Therapy versus
Gradualism Reconsidered: Lessons from
Transition Economies after 15 Years of
Reforms" is available at: http://http-serv-
er.carleton.ca/~vpopov/ BT

Graph 2. GDP in 2004 as a percentage of 1989
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Industrial Agglomeration and
Regional Specialization in China

Jiangyong Lu and Zhigang Tao

There are two ways of characterizing
geographic concentration of economic
activities: one is to examine if production
in selected industries is concentrated in a
few regions, called industrial agglomera-
tion, and the other is to look at the spe-
cialization of economic activities in select-
ed regions, called regional specialization.
These two measures are closely related.
Industries become more agglomerated as
regions become more specialized.
Conversely, industries become more dis-
persed as regions become despecialized. 

From the founding of the People's
Republic of China in 1949 up until
1979, the Chinese government dispersed
its important industries across the coun-
try, especially in mountain areas, for
political and strategic reasons.
Obviously, the geographic distribution
of economic activities was economically
suboptimal. With the economic reform
started in 1979, it is expected that the
geographic distribution of economic
activities will have dramatic adjustments
toward economic optimality. Previous
research has shown that geographic con-
centration in China declined after partial
economic reforms and started to increase
later on. However, there is some contro-
versy over the time span of these trends
partly because of a lack of large samples
of firm-level data. 

We used firm-level data of more than
160,000 industrial firms year-on-year
from 1998 to 2003, covering all state-
owned firms and non-state owned firms
with annual sales of more than 5 million
RMB. These firms stand for the majority
of China's industrial output, and so the
data is highly representative. Each firm's
detailed address and product informa-
tion was double checked to make sure
every firm had a correct regional and
industrial classification. We also applied
G. Ellison and E. Glaeser's recently
developed measurements for industrial
agglomeration, which had not been pre-
viously implemented for Chinese data. 

Foreign Firms Concentrated
in Coastal Regions

Using Geographic Information
System (GIS), we drew several maps of
the geographic distribution for firms
with various ownership structures and
found that:

• Of all types of enterprises, state-
owned firms are distributed most evenly
across the country.

• Collective-owned firms were
more concentrated than state-owned
enterprises, but more dispersed than
other types of firms including Chinese
private enterprises and firms with for-
eign investments. 

• The fastest growing type of
firms between 1998 and 2003 was pri-
vate firms, which had grown from 9,000
to 60,000 in the sample.

• The share of foreign firms has
not changed much during the period,
and has remained concentrated in
coastal regions.

Industrial Agglomeration
Increased Across Sectors

Calculation and comparison of vari-
ous indexes with other studies of China
and other countries produced the follow-
ing findings: 

• Industrial agglomeration meas-
ured by the Hoover Index [measures the
evenness of distribution across territorial
units — ed.] increased between 1998 and
2003 for all industry and region combi-
nations. 

• In relation to the United States
(US), the most comparable country in
terms of aggregation level in the data,
the percentage of "not very agglomerat-
ed industries" in China (80%) is much
higher than in the US (10%).

• Concerning the degree of co-
agglomeration, which measure how sub-
industries within broader industrial
groups agglomerate together, the levels
for China were also lower than those of

the US for most industries.
We first analyzed regional specializa-

tion in China by dividing the country
into three regions: coastal, inland, and
western; then analyzed the situation in
smaller regions, including provinces,
cities, and counties. Our findings can be
summarized as follows: 

• The coastal region was special-
ized in significantly different industries
as compared to the inland and western
regions, while differences between the
inland and western regions were not
obvious. 

• Regional specialization indices
showed that the degree of regional spe-
cialization for most provinces increased
between 1998 and 2003. Meanwhile,
coastal provinces were the most special-
ized, followed by inland provinces, then
western provinces.

• Intra-regional similarity, which
measures how sub-regions within broad-
er areas specialize in similar industries,
increased for most regions.

Our study has uncovered strong evi-
dence for increasing geographic concen-
tration — both regional specialization
and industrial agglomeration — in
China in recent years. It suggests that,
with the economic reforms started in
1979, economic forces have been playing
a dominant role in the geographic con-
centration of economic activities despite
local protectionism. This will strengthen
the competitiveness of China's industries
in the long run.  

Jiangyong Lu is a Research Fellow of
the Center for China in the World
Economy at Tsinghua University, Beijing.
Zhigang Tao is a Professor of the Faculty
of Business and Economics at the
University of Hong Kong. This summary
of research findings is based on the
authors' presentation at the China-
Russia Conference in Beijing in
December 2005. BT

An increase in the geographic concentration of economic activities in recent years indicates the
increasingly important role of economic, rather than political, forces behind location decisions
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Russia's Regions: In What Social
Space Do We Live?
Natalya Zubarevich met BT to discuss Russia’s regional inequalities, regional policies and trends in the
social and economic development of the regions

BT: Given the heterogeneity of
Russia's regions, can one single out some
common features in their social and eco-
nomic development? Have any trends
emerged recently?

The overall trend has been economic
growth since 1999; the differences are
only in the rate of growth and its sus-
tainability. Import-substituting regions
were the first to start growing, but their
economic growth has gone up and down
depending on the rise in household
incomes as well as the demand in the
extraction industries for engineering
products. Growth in the export-oriented
regions got off to a late start, but then
accelerated thanks to the rise in world
prices for their export commodities.
Some regions have witnessed a slow-
down of growth or even a decline, but
the latter was often related to institu-
tional factors. For example, industrial
decline in the Tomsk region in 2005 was
due to problems connected to the Yukos
affair, and in the Samara region institu-
tional factors were added to the prob-
lems of the leading enterprise, carmaker
AvtoVAZ, which led to stagnation.

A second sustained trend has been
the universal reduction of poverty, which
has, however, lagged behind income
growth. Average per capita incomes in
the majority of regions were back to the
pre-default level by late 2002, but it was
not until the end of 2004 that the pover-
ty level dropped to the 1997 level. This
implies that the distribution of the bene-
fits of economic growth was uneven
among social groups, with the poor left
on the sidelines.

Furthermore, with the exception of
the least developed regions which had
growing demographic pressures, Russia's
economic growth was accompanied by a
significant reduction in unemployment in
the regions only as it rebounded after the
default. But between 2002 and 2005 the
unemployment level hardly changed at all
because export-driven growth creates

almost no new jobs. As a result, such
growth cannot be regarded as sustainable. 

Yet another factor is investment,
which should back up economic growth.
The geography of investments, however,
reveals obvious regional disparities. In
Russia investments flow to two destina-
tions: oil and gas-producing regions and
metropolitan agglomerations (Moscow
and St. Petersburg and their surrounding
areas). More than half of Russia's regions
receive minimal per capita investments in
fixed capital. 

Finally, Russia is probably unique in
that no other country has experienced
five years of sustained economic growth
and at the same time a decline in life
expectancy. All these factors indicate that
the current economic growth is unsus-
tainable and of an inferior quality.

BT: To what extent has economic
growth contributed to bridging the gap
between regions? 

In some ways economic growth had a
positive impact on this process, but in
other ways it aggravated the problem.
The gaps between regions have nar-
rowed somewhat in terms of average per
capita incomes. But, as is well known,
this was due to a massive transfer of
funds from richer regions into the feder-
al treasury that was subsequently redis-
tributed to the least developed regions.
As a result, underdeveloped regions are

often better off than revenue-generating
regions in terms of per capita budget
spending (adjusted for the cost of living
in the region). This is a peculiar feature
of Russia's regional policy.

Economic differences between the
leaders and the majority of backward
regions are growing: per capita GRP in
the rich Tyumen region was three times
larger than the country's average in
1997, and 3.5 times larger (adjusted for
the cost of living) in 2003. In poor
Ingushetia, on the contrary, it dropped
from 0.24 to 0.14 of the average. 

BT: How acute is the problem of
inequality for Russia's regions?

First of all, it is not a novel problem.
We have been facing it for more than a
decade. Second, economic backwardness
is often camouflaged by redistribution.
Per capita budgetary expenditures in
some of the poorer regions are higher
than in most averagely-developed and
even in some comparatively well-devel-
oped regions, if adjusted for inflation.
Even more revealing is a comparison of
neighbors with similar living conditions:
in the very poor Buryat Autonomous
Okrug per capita budgetary expendi-
tures are 1.2 times higher than in the
more developed Irkutsk (1.8 times high-
er in 2003).

The problem is that the need for
"camouflage", that is, financial injections
into the weakest economies, is growing,
and so are the risks of continuing such a
policy. Pumping huge amounts of cash
from the center to the regions will not
solve the problem until a coherent policy
emerges for stimulating internal sources
of growth and the natural competitive
advantages, however small, that a region
may have. If instead resources continue to
be funneled into inefficient institutions, as
is the case today, nothing but corruption
and a "free-rider" mentality can result. 

There is a growing awareness of the
dead-end nature of the policy being pur-
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sued, and there are signs of a shift
towards a policy of supporting the
stronger regions. The draft regional
strategy of the Ministry of Regional
Development proposes identifying 10 —
12 advanced regions that will become
"sources of growth". This is all very
well, but the Ministry is sure that it can
determine who will be lucky enough to
be designated as the "locomotives"
based on the criteria that it has come up
with itself. 

In my opinion, such dirigisme is
patently ineffective. It is necessary to
loosen the financial "knot" and to allow
more independence to the regions, which
are already demonstrating better gover-
nance. This will help create various
regional development models, foster nor-
mal competition among the regions for
investments, and broaden the choice of
best practices for the remaining regions.
At present, such choice is depressingly
straightforward and essentially consists
of trying to get closer to the redistribu-
tion of oil money. As soon as the oil
boom subsides, all the unresolved prob-
lems will resurface.

BT: What are the most effective
measures, at all levels, that could dimin-
ish the gap between regions?

There are no simple recipes. One has
to balance aid and development to, on
the one hand, prevent the degradation of
underdeveloped regions and, on the
other, grant the stronger regions a degree
of independence that would enable them
to tap all their resources. It is impossible
to find an effective solution in the frame-
work of Russia's rigid vertical power
structure, when decisions that are
deemed to be effective are handed down
from above. This leads to total distortion
of the original idea; as the measures
move down the hierarchy they are
fleshed out with details that turn them
into a caricature of those originally
planned.

Inequality is inevitable, it stimulates
development. The important question is
of the degree of inequality and the mech-
anisms used to stimulate development.
Natural positive trends are already
emerging: city agglomerations and the
areas around them develop the fastest.
Policy should help to move growth fur-
ther down the hierarchy of cities.
Advancements are already being diffused
in Russia from big cities to regional cap-

itals, to smaller cities with export-orient-
ed industries. This diffusion comes in the
form of faster income growth and the
expansion of local service markets and
modern consumer behavior followed by
a change of incentives. Another area of
growth is sea port regions located on the
main trade routes (especially in the
south) whose development has accelerat-
ed in recent years. 

Despite these positives, delicate and
creative work lies ahead which cannot be
easily combined with the extension of
the vertical power structure down to the
municipal level. Thus, the logic should be

simple: to follow the trend and speed up
the geographical diffusion of advance-
ments rather than having this diffusion
proceed orthogonally to the develop-
ment trend. 

BT: Does the typology of regions that
you have developed coincide with the
division of regions into rich and poor?

The typology of regions has been
changing as the patterns of spatial devel-
opment are continually shifting.
Metaphorically speaking, in the mass
"body" of regions we can easily determine
the "tail" and the "head" on the basis of
aggregate indicators. But the middle is far
more fluid and heterogeneous. It is unlike-
ly that a strict typology can be quantita-
tively assessed and developed once and for
all. For now, one has to be careful about
typologies. Just one example: who could
imagine five years ago that Chukotka
would be among the leaders, and in a cou-
ple of years — this is my forecast — will
again drop to the middle? Equally artifi-
cial is the surge of GRP growth in internal
offshore areas, Kalmykia and Mordovia.
On the other hand, there is powerful real
growth in the Leningrad region, and the
southern regions, Rostov and, so far less
steadily, Krasnodar.  

Instead of a strict typology one can
divide the regions into four groups: the
leaders, Moscow and the Tyumen areas,
which are out of reach for the others in
the near future; 10 — 12 relatively devel-
oped regions; "middle" regions compris-
ing two-thirds of the regions, and about
15 heavily subsidized backwaters. The
group of relatively developed regions is a

bit like a two-way street: for example,
the Murmansk region is sinking towards
the middle while the Leningrad region is
moving in the opposite direction.

BT: Which regions, in your opinion,
have the biggest potential to become
more competitive? 

There is institutional potential in at
least three Russian regions that have a
strong innovative component in gover-
nance and business management: Tomsk,
Samara, and Perm. The Krasnodar and
the Rostov regions (in the future, also

Kaliningrad) are certainly up and coming,
although until recently their coastal loca-
tions — an important factor in the world
economy — have played a minor role. 

Three agglomerate areas of growth
are emerging in Russia: Moscow and the
Moscow region, including the Yaroslavl
region and adjacent parts of neighboring
regions; St. Petersburg and the Leningrad
region; Rostov and Krasnodar and their
port zones. There are comparatively large
"nuclei" in the Volga and Urals areas:
Perm, Samara-Togliatti agglomeration,
and Yekaterinburg, although each is not
without problems. The situation in
Tatarstan depends heavily on political
factors. East of the Urals Tomsk has the
most advanced institutions, and possibly
Krasnoyarsk, while Novosibirsk has so
far been short of resources. Growth in the
Far East (other than the oil-rich Sakhalin)
is the most problematical, because it is
being arrested by the corruption-ridden
institutions in the Primorsky region and
excessive dirigisme in Khabarovsk, as
well as puny federal investments. 

So, for now the growth zones do not
reach further than Lake Baikal. This con-
figuration is based on natural growth
factors — agglomeration, infrastructure
and institutions — and so may be a long-
term one.

Natalya V. Zubarevich is Professor at
Moscow State University. She is Director
of the Program "A Social Atlas of
Russia's Regions" which the Independent
Institute for Social Policy in Moscow has
been creating since 2003. Julia Babich
conducted the interview.                          BT

Natural positive trends are already emerging: city agglomerations
and the areas around them develop the fastest
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Unleashing the Potential: Growth
and Investment in Russia's Regions

Olga Mosina

Progress in investment and growth in
Russia's regions has been limited and
highly uneven, despite the many potential
opportunities. In order to sustain the high
economic growth levels of recent years,
Russia needs to diversify its economy.
Active promotion of small business
growth and foreign investments in the
regions are crucial factors in this regard.
Both large foreign investors and small
domestic firms tend to have relatively lit-
tle leverage to work around ill-function-
ing institutions and corrupt bureaucra-
cies, so market-friendly and well-function-
ing institutions, regulations and policies
are very important for these two groups.

High Potential, Poor
Performance

The investment climate in Russia as a
whole remains relatively poor, which is
not surprising given the low level of insti-
tutional development (measured by gov-
ernance indicators in Kaufmann et al.).
According to UNCTAD, Russia ranked
97th out of 140 economies in 2003 in
terms of inward FDI performance and
27th in terms of inward FDI potential.
The accumulated investment stock in
2004 was US$98 billion (or 17% of
GDP), which can be compared to US$245
bln in China (15% of GDP) and US$61
bln in Poland (25% of GDP). 

Just as the Russian economy as a
whole is dominated by Moscow and the
energy rich regions, so are the foreign
investments. To date, the city of Moscow
alone has attracted about one-third of
the FDI stock, and the top five regions
some 70% of the FDI stock. 

The low level of FDI is revealed by
data on foreign owned firms' share in
total industrial output (see Map). The
average share of foreign firms in industri-
al output (constructed using firm-level
balance-sheet data and excluding off-
shore firms) is 10.3%, and their share in
employment is 5.4%. As a comparison, in

the early 2000s the average share of
employment by foreign firms in Poland
was 20%, Czech Republic 32%, and
Estonia 41%. The highest share of pro-
duction by foreign-owned companies is
found in the food and timber industries,
in which many firms are relatively small
and young. The share of foreign-owned
firms in the fuel industry remains the
lowest among all industries, due to polit-
ical reasons.  

Why have some regions succeeded to
improve their attractiveness, while oth-
ers have failed? Apart from the obvious
factors, such as geographical location,
urban-rural differences and the availabil-
ity of natural resources, regions have dif-
fered in:

• their relationship with the fed-
eral authorities and local businesses, 

• their ability and willingness to
implement reforms, 

• their support for entrepreneur-
ship and innovations.  

Reforms Working in
Opposite Directions?

Two reforms that have affected the
federal-regional relationship were intro-
duced in Russia in the last few years. The
political reform of
2004 gave the presi-
dent the power to
appoint governors.
The rationale for the
reform was to
improve the account-
ability of regional
governors and their
measures to improve
the welfare of local
residents, and to
increase the political
control of the center
over the regions. The
fiscal reform aimed
at improving the
regions' fiscal incen-

tives, dividing financial responsibilities
between the federal and regional govern-
ments, and reforming the system of
social benefits. While this political
reform lowered the governors' bargain-
ing power tremendously, the fiscal decen-
tralization gave the regions greater
autonomy. The reforms may, thus, work
in opposite directions. Although the cen-
ter now has more power to fire gover-
nors, the latter might no longer have
strong incentives to care about the wel-
fare of citizens, and instead care more
about making a positive impression on
the president. 

Another phenomenon that has had an
effect on regional growth is so-called
state capture, whereby politically power-
ful firms receive preferential treatments,
such as tax breaks, investment credits,
subsidies, free grants of state property,
etc., and influence the rules of the game
and create obstacles to the emergence
and development of competitive busi-
nesses. A CEFIR study of state capture
across regions shows that it may in fact
generate short-term growth, because cap-
tors usually represent a large share of the
regional economy, and as they benefit
from the system, the regional economy
also benefits. However, this is not sus-

Peformance of the Russian regions has depended on their relationship with the federal authorities
and local businesses, their ability to implement reforms, and support to new sources of growth 

Share of firms with substantial (>10%) foreign
ownership in regional industrial output, 2003
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tainable growth, and the long-term costs
from the lack of diversification are poten-
tially large for the regional economy.
Besides, the rest of the economy suffers:
with an increase in capture, firms without
political influence stagnate, their produc-
tivity, sales, and investments decline.
Regional budgets are negatively affected
as tax collection decrease and budget
arrears increase. The degree of capture, it
is found, depends on industrial concen-
tration, level of education, and voter
awareness. 

One can note that the regions that are
on the top-20 list for least state capture
are the very same regions that occupy the
top-20 list for growth and a high share of
small business activity. In terms of these
factors, St Petersburg comes out as a par-
ticularly strong performer.

SMEs Growth Responded
Positively to Reforms

According to the Russian SME
Resource Center, small and medium-sized
enterprises (up to 250 employees) were
non-uniformly distributed over Russia in
2003: the number of enterprises per 1000
economically active people varied from
44 in the Republic of Buryatia to 450 in
the Republic of Altai.

The fastest growth of SMEs took
place in 2002, when most reforms aimed

at easing administrative burden for firms
and limiting the abilities of local govern-
ments to intervene in the functioning of
small business were implemented.
However, during this period growth was
unevenly distributed across regions
(Table 1). Regional variation in reform
implementation may help to explain this
difference.

Five rounds of monitoring surveys
conducted by CEFIR in 2002 — 2005
indeed concluded that the regulatory
burden for small businesses — in the
form of inspections by government agen-
cies, licensing, certification, tax adminis-
tration, and registration procedures —
remained high and that the problems
stemmed from regional and local
enforcement, rather than federal legisla-
tion. The five surveys also showed that
reforms seem to initially have had a sig-
nificant positive effect, but the speed of
progress declined over time. 

Despite large variations in regional
performances, regions could not be
ranked as "good" or "bad," as there are
significant differences in how severe each
problem is within one region. For exam-
ple, in the fifth round, Sakhalin was the
worst performer in terms of costs for
licensing, but the best region in terms of
inspections. 

Overall, three main determinants for
reform progress are: local fiscal incen-
tives and a high level of pre-reform small
business presence in a region. As with
state capture, less concentration of out-
put has a positive role for the regional
economy, and is associated with more
dynamic reform progress.

Regional and local authorities also
have a potentially significant role in
improving the regional business climate,
as the survey of the business climate per-
ceptions by small business owners sug-
gests (see Table 2). While macroeconom-

ic stability is obviously beyond the reach
of regional administrations, they could
do a lot to improve tax administration,
battle corruption and ensure a level play-
ing field for all firms. A positive finding of
the survey is that competition — the only
problem on the list that firms in a free
market economy should worry about —
increased in significance throughout the
years, indicating that local markets, in
which most SMEs operate, have become
more competitive. 

New Sources of Growth
Regional authorities could also help

industrial firms which are going through
a process of massive technological and
organizational restructuring to innovate
more. A joint study by CEFIR and the
Institute for the Economy in Transi-tion
in Moscow estimates that the number of
firms engaged in both innovations and
imitations was as high as 60% in 2005.
A lack of funding, both from internal
and external sources has been cited as
the main obstacle to innovations.
However, regional governments have a
vital role in fostering innovation by
improving the infrastructure and sup-
porting education and continued train-
ing, as 24% of firms named shortage of
qualified personnel and management as
a significant barrier, and for 16% of
firms this barrier was infrastructure.
Such support would allow a more effi-
cient use of the existing human capital,
capable of innovating, and not only imi-
tating. This task will become more and
more urgent as the Russian technological
position improves.

The discrepancy between the invest-
ment and growth potential and the high-
ly uneven progress in Russia's regions is
to a great extent based on the institu-
tional, political, fiscal and social struc-
tures of Russia. Postponement of vital
reforms and the poor implementation of
reforms in combination with directly
contradictory reforms are the main chal-
lenges to bridging the gap. 

The piece is based on the joint report
“Unleashing the Potential: Growth and
Investments in Russia’s regions”, prepared
by researchers at the Centre for Economic
and Financial Research (CEFIR) in
Moscow and the Stockholm Insitute of
Transition Economics. The papers re-
ferred to in the article are listed in Biblio-
graphy at the back of the volume.           BT

Moscow Region 35.6%
St Petersburg City 31.8%
Kaliningrad 22.5%
Leningrad 22%
Samara 19.6%
Voronezh 18%
Tomsk 17.5%

Table 1: Regions with a relatively
large share of small business

employment

2001 2002 2003 2004

3.28 2.78 2.60 2.89

2.62 2.69 2.78 2.86

3.10 2.67 2.59 2.59

2.26 2.09 2.19 2.3

2.10 1.87 1.93 2.03

Macroeconomic instability

Competition

Tax administration

Unequal competitive environment

Corruption

Note: 5=threatens firm's existence, 4=a very serious problem, 3=a serious problem, 2=a
slight problem, 1=not a problem

Table 2: General perception of business climate, selected indicators
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Mongolia's Competitiveness and
Economic Growth

Janusz Szyrmer

On the World Economic Forum's
(WEF) competitiveness index Mongolia
ranked a low 96th. In 2005, Mongolia
was included in the WEF ranking system
for the first time and became one of 117
countries covered by the 2005 WEF
Global Competitiveness Report. 

The WEF defines competitiveness as
the "collection of factors, policies and
institutions, which determine the level of
productivity of a country" and thus the
level of prosperity that can be attained
by an economy. Productivity is viewed as
the key driver of the rates of return on
investment which in turn determine
growth rates. A more competitive econo-
my is one that is more likely to grow
faster over the medium and long term.

WEF competitiveness indexes are
based on both standard statistics and
opinion surveys of business executives.
By their very nature, grades given to dif-
ferent competitiveness factors are arbi-
trary to some extent, and in some cases
can be quite controversial. The WEF
rankings are closely and positively corre-
lated with the countries' current levels of
overall economic development (GDP per
capita), with the richest countries classi-
fied as the most competitive. Yet this can
lead one to question whether the
methodology is consistent with the
WEF's definition of competitiveness. Are
such countries as Sweden or Belgium,
which have a high competitiveness
index, more likely to grow faster than
emerging market economies with lower
competitiveness grades, e.g. Vietnam,
China, India, Armenia, and Croatia? 

Mongolia is 96th in the 2005 growth
competitiveness ranking and lies in
102nd place in the GDP per capita rank-
ing (in purchasing power parity dollars),
with GDP per capita equal to US$1,918
in 2004. One can thus conclude that
Mongolia is doing reasonably well, since
its competitiveness is ranked higher than
its level of development. 

Yet, upon examination of other aggre-
gate indicators, such as national dispos-
able income (including foreign aid),
Mongolia is likely to be positioned high-
er on the development level scale, in
which case its performance would not
look as good as it does in the WEF report. 

On the other hand, one would expect
that a classification based on other
development prospects indicators that
reflected the current and expected rates
of growth over the medium and long
term, would provide a much higher
growth competitiveness score to
Mongolia than the one granted to it by
the WEF. By arranging the countries in
order of 2004 annual growth rates, the
relationship between competitiveness
and development looks very different
from the WEF correlation above. No
relationship between WEF growth com-
petitiveness rankings and GDP growth
rates can be spotted. Mongolia belongs
to the group of countries with the fastest

growing economies and low WEF com-
petitiveness rankings. Thus, shifting
score evaluations from the level to the
rate of change would probably result in
quite different rankings for competitive-
ness, in which many developing coun-
tries, including Mongolia, would be
given much higher ranks than those pro-
duced by the WEF. 

A succinct evaluation of Mongolia,
based on the results of a survey of busi-
ness executives (see Figure 1), shows that
government bureaucracy, corruption,
infrastructure, and taxes are the main
stumbling blocks for Mongolia's eco-
nomic growth. 

Table 1 presents Mongolia's main
strengths viewed through the prism of
WEF variables. The best performing
variables are those that get much higher
ranks than the country's overall growth
competitiveness ranking (i.e. above 96
out of 117). The variables for which
scores are below the average are those

The main obstacles to Mongolia's economic growth are government bureaucracy, corruption, infra-
structure, and taxes, while the country's strengths include a good education system, flexible labor
markets, and an ability to innovate 

Figure 1. The most problematic factors for doing business in Mongolia

Percent of responses

0              5             10              15            20

Inefficient government bureaucracy

Inadequate supply of infrastructure

Tax rates

Corruption

Access to financing

Tax regulation

Poor work ethic in national labor force

Inadequately educated workforce

Crime and theft

Inflation

Policy instability

Government instability/coups

Restrictive labor regulations

Foreign currency regulations
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that place Mongolia in the group of
worst performers. 

The areas in which Mongolia is
doing relatively well are as follows:

1. The flexibility of Mongolia's
labor market, which helps competitive-
ness, as considered by business execu-
tives. Wages are set by the market rather
than by the government. 

2. Mongolia's education system
has relatively high enrollment rates in ter-
tiary-level education and generally high
levels of teaching in math and sciences. 

3. The country's capacity to
absorb new technologies and innovate,
which is supported by the good educa-
tion level. 

4. The conditions for doing busi-
ness in the country, including the safety
of doing business (low threat of terror-
ism) and improvements in the access to
bank credits. 

The areas in which Mongolia is per-
forming worse than all but a few coun-
tries are:

1. Most of the supplies to domestic
businesses come from abroad. Exporting
companies are primarily involved in
resource extraction and are poor at prod-
uct design, marketing, sales, logistics, and
after sales services. Besides, the number
of foreign markets that exporting compa-
nies sell to is very limited.

2. Corporate governance and busi-
ness standards/culture are indicated as
problem areas. Firms offering poor protec-
tion to minority shareholders interests are
not highly responsive to customers and
make insufficient efforts to retain them.

3. In the opinion of Mongolian
business executives, the legal framework
for private businesses to settle disputes
and challenge the legitimacy of govern-
ment actions and/or regulations is ineffi-
cient and subject to manipulation. Public
spending is wasteful, and the govern-
ment fails to provide many public goods
and services. Nor is the government
transparent and neutral in its dealings.
When deciding upon policies and con-

tracts, government officials often favor
well-connected firms and individuals.
Many firms make undocumented irregu-
lar payments or bribes in relation to
exports and imports. 

4. Environmental protection and
management are singled out as major
failures of Mongolian policy. The com-
panies in natural resource, extraction or
processing industries rarely concern
themselve with the degradation of
ecosystems. Government authorized dis-
closures of environmental performance
and pollutant releases are virtually non-
existent. The environmental regulation is
lax compared to most countries. 

The very presence of Mongolia in a
reputable ranking system, such as the
WEF's, awards it a status that many
countries with larger and more developed
economies still do not have. The areas of
strong performance boost the image of
Mongolia in the international communi-
ty and promote Mongolia's involvement
in the global economy. Of course,
Mongolian leaders should opt for poli-
cies that help improve the country's com-
petitiveness scores. Yet, bad scores have
their uses too. They can fuel public dia-
logue and bring the attention of policy-
makers and leaders to important issues in
the country's overall development.

Janusz Szyrmer is a Senior Policy
Advisor to the Government of Mongolia.
He has previously served as an advisor to
governments of several former Soviet bloc
countries. He was also a faculty member
at the University of Pennsylvania and
other universities in the US and other
countries. The graphs in the article have
been produced by J. Doljinsuren. BT

Table 1. Mongolia's Strengths (WEF rankings)

Labor market
Flexibility of wage determination 14
Pay and productivity 27

Education
Gross tertiary enrollment 47
Quality of math and science education 62

Technology
Government prioritization of ICT 22
Capacity for innovation 66

Business conditions
Business costs of terrorism 15
Access to credit 35

Variable Rank

Mongolia Economic Development Dynamics
Key indicators 2000 2004 2006 (projected)

GDP (US$ million) 946.6 1516.0 1790
GDP (% change, previous year ) 1.1 10.6 6.0
Unemployment rate 4.6 3.6 —
Consumer price index (% change, previous period) 11.6 7.9 4.3
Exports of goods (US$ million) 535.8 872.0 883.0
Imports of goods (US$ million) -676.0 -1021.0 -1150.0
Foreign direct investment (US$ million) 40.0 93.0 115.0
Total external dept (US$ million) 837.0 1360.0 1511

Source: http://worldbank.org/
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FDI in Eastern Europe and NIS

Irina Tytell and Ksenia Yudaeva

It is believed that FDI can improve
host countries' technological capacities
and managerial style. This is due to both
the direct effect on the companies that
receive FDI and because of the spillover
effect on domestic companies in the same
industry and in upstream industries
through backward linkages. This enthu-
siasm is, however, not based on rigorous
economic theory and evidence. We study
the potential effect of FDI entry on
domestic companies' production func-
tions in Russia, Ukraine, Poland, and
Romania, the largest and most populous
countries in the region. 

These countries represent a wide spec-
trum of macroeconomic performance and
institutional development. In terms of
general effectiveness and rule of law,
Poland ranks by far the highest and
Ukraine the lowest. The corruption level
is lowest in Poland and highest in
Ukraine, with Romania and Russia some-
where in the middle. Russia and Ukraine
are much less open to trade and foreign
investment than Poland and Romania.

The sources of data include the
national statistical authorities in Russia
and Ukraine (with the data covering
large and medium-sized industrial enter-
prises) and Amadeus database of Bureau
van Dijk for Poland and Romania (with
the data also including some smaller
manufacturing firms).

Foreign Firms are More
Efficient

In comparing the productivity and
factor intensities of domestic and foreign
firms, we find that firms with FDI are
significantly more productive, less labor
intensive, and more capital intensive
than domestic companies in all four
countries. In Russia, firms with foreign
capital are 70% more efficient than
domestic firms, while in Poland the dif-
ference in efficiency is just 9%. Such
variation in efficiency is due in a large
part to differences in the productivity of
domestic firms. 

However, we find no presence of pro-
ductivity spillovers, with the only excep-

tion of export-oriented FDI, which have
positive spillover effects on the produc-
tivity of domestic firms in Russia. This
result does not necessarily mean that
knowledge spillovers do not exist, but
possibly that they are offset by the nega-
tive effect of the increase in competitive
pressure from the foreign companies. 

In a country with a better investment
climate, such as Poland, domestic com-
panies in the sectors with high FDI pres-
ence are more capital intensive and less
labor intensive than domestic companies
in other sectors. This suggests that for-
eign entry may indeed force domestic
firms to introduce technological
changes, and to upgrade their capital. In
a poor investment climate, such as in

Russia, the effect of foreign entry is the
opposite, possibly because foreign
investors only outsource the production
of simple labor intensive components to
local producers. 

How does foreign presence affect the
change in, rather than the level of, pro-
ductivity of domestic firms? According
to our results, foreign and partly foreign
companies in Poland and Romania
squeeze the market available to the larg-
er of the competing domestic firms.
There is no evidence for positive produc-
tivity spillovers to domestic firms, except
in sectors where foreign and partly for-
eign firms dominate. In Russia and
Ukraine, foreign presence does not
appear to have a significant effect on the
productivity of domestic firms.     

The Role of Education and
Institutions

Formally, the education level in all the
countries that we consider is quite high.
According to the latest population census,
in Russia about 77% of the population
has at least secondary education; in
Ukraine this proportion is 84% and in
Poland and Romania it is comparably

high. However, the education level of the
local population differs substantially from
region to region within a country, which
may potentially influence both the deci-
sion of foreign firms to locate in a certain
region and their choice of technologies. 

According to our analysis, the effects
of education on the characteristics of
foreign investors do not follow any sin-
gle pattern. Only in Ukraine productivity
spillovers from FDI depend positively on
education. Results for Russia and Poland
suggest that education may play a role in
facilitating the effect of foreign presence
on the production function of domestic
firms.

The institutional environment, meas-
ured by the corruption level, has a more

complicated effect on foreign and
domestic firms. In Russia, foreign firms,
located in relatively uncorrupt regions,
are much more productive than domestic
firms. As a result, productivity spillovers
on domestic firms are negative and
domestic firms have to change their pro-
duction functions in order to better com-
pete or work as suppliers for foreign
firms. The productivity of foreign firms,
located in more corrupt environments, is
not significantly different from the pro-
ductivity of domestic firms, possibly
because foreign firms are subject to
interference from local authorities. The
lack of competitive pressure reduces the
incentives to adopt new technologies
that would allow domestic firms to
become more efficient. 

Ksenia Yudaeva is Academic Director
at Center of Strategic Research, Moscow.
Irina Tytell is an economist at the IMF.
Full text of the paper can be viewed at
http:/www.cefir.ru (WP No 60). The
views expressed in this article are those
of the authors and should not be attrib-
uted to the IMF, its Board of Directors,
or its management.                          BT

Spillovers from foreign investments in Russia, Ukraine, Poland, and Romania are positive only for FDI
that are export-oriented or hold a dominant position in an industry

Firms with FDI are significantly more productive, less labor inten-
sive, and more capital intensive than domestic companies
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Tajikistan — a Long Way to Recovery
Aybek Gorey

Although Tajikistan was one of the
first ex-Soviet countries to initiate eco-
nomic reforms, the following years
turned any dreams sour due to various
internal factors. Already the poorest and
the least urbanized country among the
former Soviet Republics, the country
went through a catalogue of catastro-
phes, including a severe three-year
drought and a civil war; its economic ties
with the CIS countries, mainly Russia
and Ukraine, broke down. 

With inflows of capital, resources
and know-how from Russia halted,
Tajikistan's industrial and commercial
base collapsed; in the beginning of 2005
production was still a mere 50% of the
1989 output. The priority of the govern-
ment's economic policies is on returning
to the standard of living prior to the col-
lapse of the Soviet Union. 

The legislative reform that took place
in the mid 1990s was quite successful
and paved the way for stabilization and
enhancing future economic growth.
Indeed, according to CIS Statistical
Committee data, Tajikistan's economy
has been growing at an average rate of
10% each year starting from 2000. In
October 2000, the former currency was
abandoned and the country adopted the
new currency Tajik Somoni, successfully
completing the conversion by April 2001. 

Recent research undertaken by the
Turkish Foreign Economic Relations
Board has outlined the obstacles to for-
eign investments in and trade to
Tajikistan. These include: 

• A very small banking sector and,
consequently, a very low level of financial
intermediation. The number of banks is
quite large but many of them are small, so
the sector is subject to consolidation, with
17 banks closed down in the last five
years. On a brighter note, the banking
sector is now predominantly in private
hands (86% of all banks). Foreign banks
are free to operate legally but conditions
are still not desirable for most. 

• An underdeveloped transport
infrastructure. Tajikistan is a landlocked
(and mountain-locked) country, so it
depends on neighboring countries for the
transportation of export and import
commodities. The only commercially
viable railroad and the few highways that
exist are in a bad state of repair, the car
and truck fleet is worn out, and mainte-
nance and technical service facilities are
lacking, so transporting export goods to
international markets is very costly. 

• Lack of any significant deposits
of fossil fuels. Tajikistan has therefore to
rely on hydroelectric power. The country
has vast water resources and the greatest
potential for hydroelectric power produc-

tion in the region, but this is still under-
utilized. The country needs massive invest-
ments in building and modernizing dams.
Unless this is done, foreign investment,
especially in manufacturing, will be hin-
dered by the current energy usage level. 

• Immensely underdeveloped
communication technologies, with only
3.6 telephone lines for every 100 people.
Internet communications and e-trade
possibilities hardly exist. 

• Human capital hugely deterio-
rated during the civil war, which broke
out after gaining independence, when
many skilled Russians fled the country.

Policymakers should focus on assist-
ing small and medium-sized enterprises,
fostering entrepreneurship and investing
in human capital. The country's current
overdependence on primary products
should be reduced, thereby promoting a
more diversified and healthier economy.
In this, foreign investors and trade part-
ners can play a big role.  

Aybek Gorey is a graduate student at
Monash University, Australia. The article
is based on the ongoing research project
carried out by the Turkish Foreign Econo-
mic Relations Board, in which the author
participates. The project results are avail-
able at http://www.deik.org.tr.               BT

Tajikistan is Still the Poorest CIS Country
Growth. Since 1999 Tajikistan GDP per capita in cur-

rent prices grew by an average annual rate of 10%. Much
of the growth was generated by expansion of the cotton
market and rise in world cotton prices. Tajikistan's econo-
my continues to be heavily influenced by cotton and alu-
minum production and by massive inflows of labor
migrant remittances. Commodity exports make up 70% of
the export structure. The IMF estimates that remittances
may have generated up to 20% of the GDP in 2004. 

Income Poverty. Although the number of poor fell to
64% in 2003 compared with 81% in 1999, about 70%
of the population live on less than US$2 per day. While
people's average earnings increased, the revenue and
expenditure gap continued pushing different income
groups father apart. Gini coefficient by expenditures rose
from 0.33 in 1999 to 0.35 in 2004 and by revenues from
0.47 in 1999 to 0.51 in 2004. Although inequality was

higher in rural than in urban areas, their absolute pover-
ty rates of 65% and 59% respectively suggest a relative-
ly uniform distribution of poverty.

Business Climate. Recent surveys suggest that the
number of entrepreneurs in Tajikistan is growing. Most
businesses operate in wholesale, retail, and catering
industries. According to a 2003 IFC survey, most SMEs
continued to regard the business climate in Tajikistan as
difficult. Half of the respondents considered that admin-
istrative requirements, such as licensing, certification,
import-export documentation and taxes, are difficult to
fulfill due to their complexity and the poor condition of
the public agencies administering them. Only 14% of
entrepreneurs had a good understanding of business laws. 

Based on World Bank PRSP Second Progress Report,
June 2005 BT
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Latest Quarterly Russian Economic Report
Released

The Quarterly Russian Economic report estimates that
Russia's GDP grew by 6.4% 2005, compared with 7.2% in
2004. Preliminary data for the first two months of 2006 sug-
gest a continued industrial slowdown. Non-tradable sectors
are driving GDP growth, and investment remains concentrated
in oil and gas. The April 2006 issue analyzes current econom-
ic policy and also takes a look at how Russia can make its
budget less dependent on oil. A new multimedia webpage for
the Report provides a slideshow with useful data, as well as a
chapter-by-chapter breakdown of the findings. To view the
report, visit: http://www.worldbank.org/ru. 

Three More Countries in ECA Receive
Funding to Combat Avian Flu

On the heels of the World Bank agreement in January to
allow countries to draw from a US$500 million avian flu fund,
the Bank's Board of Directors has approved avian flu projects
in three countries in the Europe and Central Asia (ECA)
region: the Kyrgyz Republic, Azerbaijan, and Turkey. The
Kyrgyz Republic was selected because it is located on a major
migratory flyway path and the current capacity in the country
to monitor migratory birds and potential transmission of dis-
ease to and among local poultry is very weak. The World Bank
grant will help minimize the threat avian flu poses to humans
and to prepare for, control, and respond to future outbreaks. In
Azerbaijan, funds were made available by restructuring an
existing Second Institution Building Technical Assistance
Project, and additional funds will be drawn from two agricul-
ture and health care projects currently under preparation. The
new operation for Turkey has similar goals as the Kyrgyz
grant. For more information, visit the World Bank's Avian Flu
website at: http://www.worldbank.org/avianflu.

Fast Track Initiative Aims to Achieve
Education MDG

Major donors for education gathered in Moscow on March
14 to assess progress toward the Millennium Development
Goal of universal primary education by 2015. In 2006, Russia
assumed the G8 presidency and the co-chair of the global com-
pact on education, known as the Education for All — Fast
Track Initiative (FTI). Three years ago, world leaders recog-
nized that with more than 100 million children out of school,
it would be impossible to achieve this goal without drastic
efforts. In response, the FTI was created in 2002 as the first
ever global compact on education to help low-income coun-
tries achieve a free, universal basic education by 2015. At the
meeting, Russia's Minister of Education and Science Andrei
Fursenko pledged US$7.2 million to the Initiative. The FTI has
put into place two funds, including the Catalytic Fund, which
provides short term financial help to close the education financ-
ing gaps for poor countries with too few donors, and the
Education Program Development Fund, which provides technical

support so countries can develop sound education strategies. For
more information about FTI, visit: www.fasttrackinitiative.org.

World Bank Touts Knowledge Economy as
Key to Economic Growth

To maintain current high growth rates, countries in the
ECA region must invest in reforms that improve their so-called
"knowledge economy." A new World Bank publication, Public
Financial Support for Commercial Innovation, analyzes the
necessary reforms for converting the strong research base in
most ECA countries into commercially viable applications. The
multimedia webpage for the report contains a slideshow of key
data, a video clip of the author, and a chapter-by-chapter
breakdown. This study was released at the fifth annual ECA
Knowledge Economy Forum, held in Prague from March 28 —
30. This year's Forum focused on "Innovation and Technology
Absorption for Growth." To download the World Bank report,
visit: http://www.worldbank.org/eca/kestudy.

New Strategy Released for Kosovo

With the final status of Kosovo currently looming, the
World Bank approved an Interim Strategy Note aimed at help-
ing generate new sources of economic growth, addressing envi-
ronmental legacy issues, and ensuring macroeconomic stabili-
ty. In post-conflict countries, the World Bank prepares Interim
Strategy Notes in partnership with other donors to plan for
resource mobilization. Against the backdrop of weak econom-
ic growth, widespread poverty, and poor governance, the
Strategy addresses two central themes: spurring growth and
ensuring associated environmental and social improvements.
The Strategy spans fiscal years 2006 and 2007 and envisages
around US$19 million in grant funding for Kosovo. Since fis-
cal year 2000, the Bank has approved 22 grants totaling US$95
million to Kosovo. The Strategy for Kosovo was developed in
cooperation with the European Commission and other donors.
For more information on the World Bank's work in Kosovo,
visit: http://www.worldbank.org/kosovo.

Northern Aral Sea Fills Up Ahead of
Schedule

The Northern Aral Sea in Kazakhstan, whose surface had
shrunk to half its original size, has filled up just months after
the Kok-Aral Dam was erected between it and the Southern
Aral Sea in August 2005. The World Bank is involved in the
restoration of the Aral Sea as part of the Syr Darya and
Northern Aral Sea project. Its experts originally predicted it
would take five to 10 years to fill up the northern portion of
the sea. With the water level already high, a sluice can begin
operating to allow excess water to flow into the parched
Southern Aral Sea in Uzbekistan. The sea began to shrink in the
1960s, when massive water diversion for cotton cultivation
under the Soviet Union drained the two rivers that feed the sea,
the Syr Darya and Amu Darya. The resulting three-fourths
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decrease in volume of the Aral Sea by 1996 had devastated the
surrounding environment and ruined the coastal fishing econ-
omy. New waterworks along the Syr Darya are increasing the
carrying capacity of the river, filling the Northern Aral Sea, and
also providing irrigation. Additional waterworks are planned
to restore fishing lakes in the delta region, which will serve as
hatcheries from which to restock the Northern Aral Sea's fish
population. For more information on the World Bank's work
in Kazakhstan, visit: http://www.worldbank.org/kz.

EU8 Quarterly Report Reflects Favorable
Growth

The World Bank's EU8 Quarterly Economic Report covers
the economic development of the eight Central and Eastern
European countries that joined the European Union in May,
2004 (excluding Malta and Cyprus). The most recent report,
published February 9, states that economic performance in
these countries was largely favorable in 2005 despite a mixed
external environment and weak reform momentum related to
recent or prospective elections in the Visegrad countries. Each
issue focuses on a special topic, and this time the report analyzes
aggregate growth patterns in the EU8 economies, examining the
main factors affecting growth as well as some of the policies
that may help to sustain or enhance growth prospects. The
analysis is supplemented by a more detailed, sector-based exam-
ination of the largest country in the region — Poland. For the
most recent report, visit: http://www.worldbank.org/eu8-report. 

Czech Republic Graduates from World
Bank Borrowing

The Czech Republic officially observed its graduation from
World Bank borrowing on February 28 in Prague, and World
Bank President Paul Wolfowitz was there for the occasion
meeting with top officials, students, young Roma leaders, and
financial sector experts. The World Bank — Czech Republic
relationship has focused more on partnership than on borrow-
ing, particularly since 1998. The Bank supported the country's
European Union accession process, capital and financial mar-
ket reform, enterprise restructuring, and fiscal management
improvement. Banking regulation and accounting standards is
a pioneering area for the country, which overcame a banking
crisis in the late 1990s in the wake of transition. For this rea-
son, the government and the Bank also hosted an Institutional
Foundations for Sound Finance forum to coincide with the
graduation celebration and the visit of Wolfowitz. To read
more about the World Bank's cooperation with the Czech
Republic, visit its country page at: http://www.worldbank.org/cz.

This section has been provided courtesy of Merrell Tuck and
Christina Lakatos, Europe and Central Asia External Affairs.

World Bank's Role in Middle Income
Countries

Speaking in Prague on the occasion of the Czech Republic’s
formal graduation from borrower to donor status at the Bank on
February 28th, 2006, President Wolfowitz made a strong case for
the Bank’s continued engagement in middle-income countries.
Wolfowitz outlined the reasons why the Bank remains crucially
relevant even in places like China, Brazil, Russia or Poland. A
third of the world's poor live in middle-income countries. Middle-
income countries are “indispensable to the mission of the World
Bank Group to fight poverty worldwide,” said Wolfowitz.
Because of their experience, middle-income countries act as a cru-
cial link in the transmission of development knowledge to poor-
er countries. Their strength and continuing development con-
tributes to: ensuring stability, developing regional integration,
responding to global challenges, and eliminating enduring pock-
ets of poverty. If middle-income countries are key contributors to
the World Bank’s effort to alleviate world poverty, the Bank
must make sure these countries continue to grow on solid
foundations. This is where the Bank’s vast know-how in pover-
ty reduction and development programs comes into play.
“More than ever, we are focused on supporting middle-
income countries, helping them to meet their development
challenges — by helping them to build strong institutions,” said
Wolfowitz. For more information, visit: http://www.world-
bank.org/eca.

A Breath of Fresh Air

A protracted effort to liberalize Tajikistan's air transport sec-
tor finally bears fruit. Starting from February 3, weekly Turkish
Airline flights to Dushanbe are opening the country to further
trade, aid and investments. Tajikistan’s reputation as a travel and
business destination had long suffered from the country’s lack of
modern hotels, Tajik Air’s near-monopoly on flights and the phys-
ical isolation of the landlocked country. Improving the transport
sector was identified as a key development issue by the World
Bank back in 2001. Until now, 80% of Tajikistan’s international
air traffic has been with Russia. 

Turning the Tide: HIV/AIDS in Eastern
Europe and Central Asia

In the last year alone, there were 270,000 new HIV/AIDS
cases in Eastern Europe and Central Asia, according to UNAIDS
estimates. In the region, 1.6 million people live with the disease —
a number which has increased almost twenty-fold in the last
decade. This fast-growing epidemic is affecting mostly younger
people and an increasing number of them are women. There are
signs that HIV/AIDS is spreading from traditionally vulnerable
groups, such as intravenous drug users and sex workers, to the
general population. A three-day conference called "Facing the
Challenge," has been organized by the Russian Government with
the support of UNAIDS, the World Bank and other international
partners on May 15 against this back-drop. Its goal is to strength-
en the collective capacity of Eastern European and Central Asian
governments, civil society groups, experts, people living with
AIDS and donors to respond to the epidemic, nearly 25 years
after HIV/AIDS was first identified. For more information, visit:
http://www.worldbank.org/eca   BT 
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Information and orders: the World Bank, P.O. Box 960,
Herndon, VA 20172, U.S.; tel.: +1-703-661-1580, fax.: 703-
661-1501, email: books@worldbank.org, www.worldbank.org
/publications, or visit the World Bank InfoShop at 701 18th
Street, N.W., Washington, D.C., tel.: +1-202-458-5454.

Ani Balabanyan, Denzel Hankinson, and Gevorg Sargsyan
From Crisis to Stability in the Armenian Power Sector:

Lessons Learned from Armenia's Energy Reform Experience
Report # 35408

After the Soviet Union's collapse, Armenia faced a whole
lot of problems common to all former Soviet republics.
Armenia's electricity system and its entire energy supply system
had been designed to operate as part of a much larger, inte-
grated Trans-Caucasus system. The problems with this system
began to show in 1992. The start of the war over Nagorno-
Karabakh, and the resulting imposition by Azerbaijan and
Turkey of an economic blockade, cut off Armenia's only source
of gas and oil for its thermal plants. Four years prior to that, a
massive earthquake had forced a shut down of the Medzamor
nuclear power plant, a source of roughly one-third of
Armenia's generating capacity. Supply from a new gas pipeline,
built in 1993 through neighboring Georgia, was regularly
interrupted by acts of sabotage. By late 1996 a number of
measures had been taken to restore 24-hour energy supply. It's
obviously now that Armenia's power sector has made impres-
sive progress since the beginning of the reforms.  The report
offers 12 lessons from Armenia's experience that may have rel-
evance to other countries under-taking similar reforms.

World Bank Working Papers
http://econ.worldbank.org

Francis Ng and Bartlomiej Kaminski
Bulgaria's Integration into the Pan-European Economy and

Industrial Restructuring
WPS3863, March 2006

The paper looks at Bulgaria's industrial restructuring
through its evolving specialization in the international division
of labor and integration into international markets with a spe-
cial emphasis on EU markets. It finds that: (1) Developments
in Bulgaria's exports during the "second transition" following
the 1996 crisis have become reminiscent of developments in
the early 1990s in European transition economies that have
stayed the reform course. (2) The evolution of Bulgaria's total
exports in terms of factor intensities before the "second trans-
formational" recession was a testimony to aborted economic
reforms. It not only defied expectations built up from the expe-
rience of CEEC-10 economies and its production factor
endowments but also dramatically increased the cost of adjust-
ment to market conditions for the economy as a whole. (3)
Exports of unskilled labor-intensive products continue tower-
ing over other exports even now during the current expan-
sionary phase. Bulgaria's export offerings in EU markets have
begun shifting toward more processed goods, mostly products

of electro-engineering sectors. Gains in competitiveness com-
bined with a shift toward products in line with the country's
endowments in production factors began to surface only
recently; they derive from corporate and industrial restructur-
ing and not from subsidies.

Xubei Luo and Nong Zhu
Non-Farm Activity and Rural Income Inequality: A Case

Study of Two Provinces in China
WPS3811, January 2006

Based on data from the Living Standards Measurement
Study in the provinces of Hebei and Liaoning, the authors
study the distribution of non-farm income in rural China. The
results show that non-farm activity reduces rural income
inequality by raising the income of poor households to a larg-
er extent than that of rich households. Improving rural infra-
structure and implementing universal basic education are crit-
ical to build up the capacity of households (and in particular,
poor households) to participate in non-farm activity.
Strengthening the links between farm activity and non-farm
activity is essential to optimize the contribution of non-farm
activity to pro-poor rural economic development.

European Bank of Reconstruction
and Development (EBRD)

http://www.ebrd.org/pubs/econo/series/wp.htm

Clemens Grafe, Martin Raiser, and Toshiaki Sakatsume
Beyond Borders: Reconsidering Regional Trade in Central

Asia
March 2006

This paper investigates the barriers to trade in Central Asia,
using relative prices to shed some light on this issue. It finds that
the impact of borders on price variations across different loca-
tions in Central Asia is much smaller than conventionally
thought. While prices vary significantly across the region, varia-
tions within one country are just as large as variations across
countries. This may be due to obstacles to trade, and in particu-
lar rent-seeking by enforcement agencies at the numerous inter-
nal check points. The paper also confirms that in relative terms,
the borders with Uzbekistan are considerably more difficult to
cross than those with Kazakhstan or the Kyrgyz Republic.

Transition Report 2005: Business in Transition
ISSN: 1356-3424, November 2005

Transition Report 2005 draws on the findings of the latest
Business Environment and Enterprise Performance Survey
(BEEPS). While the business environment in the transition
region has generally improved since the last survey in 2002,
there is considerable variation between countries. The report
looks at what kinds of firms are particularly affected by a dif-
ficult business environment and compares the transition coun-
tries with mature market economies. The high costs of business
regulation, a poor institutional framework, weak property
rights, and an unstable macroeconomic environment all
emerge from the survey as major obstacles to doing business in
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transition countries. The report also takes a close look at the
performance of enterprises in the region. It assesses what types
of firms — private or state-owned, foreign or domestic — have
been the most successful in increasing their sales and improv-
ing efficiency and highlights the main factors that influence a
firm's performance. 

CERGE-EI
http://www.cerge.cuni.cz/publications

Jan Bena and Jan Hanousek 
Rent Extraction by Large Shareholders: Evidence Using

Dividend Policy in the Czech Republic
WP 291, February 2006

This paper is an empirical study of dividends from a transi-
tion country in Central and Eastern Europe (CEE). Since many
CEE countries underwent a similarly quick transition from a
state-controlled to a market economy, thus the findings based
on data from the Czech Republic may to a large extent be valid
for other countries from this region as well. Theoretical papers
suggest that large shareholders have a dual impact on firms. On
the one hand, large owners have a strong incentive to monitor
management to ensure that a firm's value is maximized, while
on the other hand, their behavior is motivated by the possibili-
ty to extract rents and enjoy the private benefits of control. The
paper studies whether this rent extraction takes place, how sig-
nificant it is, and whether minority shareholders are able to
monitor large shareholders in order to preclude rent extraction. 

Peter Toth and Petr Zemcik
What Makes Firms in Emerging Markets Attractive to

Foreign Investors? Micro-Evidence from the Czech Republic
WP 294, March 2006

The paper conducts a firm-level study, which investigates
factors influencing FDI in a given firm. The authors concen-
trate on a host country as opposed to concentrating on a coun-
try of origin. The paper does not study aggregate FDI flows but
instead their distribution among domestic firms. The authors
address the question of which firms are chosen by foreigners,
based on the decision to purchase a share of a firm in the Czech
Republic. The authors find that foreigners target firms with a
high concentration of ownership, preferably in industries char-
acterized by greater profit volatility, in countries where labor
costs and corporate income taxes are lower as compared to the
country of origin.

Centre for the Study of Economic and
Social Change in Europe (SSEES)

http://www.ssees.ac.uk/economic.htm

Igor Filatotchev, Natalia Isachenkova and Tomasz
Mickiewicz

Corporate Governance, Manager Independence, Exporting,
and the Performance of Firms in Transition Economies

WP 62, February 2006

Using data on 157 large companies in Poland and Hungary
this paper examines interrelationships between corporate gov-
ernance, the independence of managers from owners in terms of
strategic decision-making, exporting, and performance. It is
found that manager independence is positively associated with
a firm's financial performance and exporting. In turn, the extent
of manager independence is contingent on the firm's corporate
governance parameters: it is negatively associated with owner-
ship concentration, but positively associated with the percent-
age of foreign directors on the firm's board. The authors inter-
pret these results as an indication that (i) risk averse, concen-
trated owners tend to constrain managerial autonomy at the
cost of the firm's internationalization and performance, (ii) on
the other hand, board participation of foreign stakeholders,
enhances the firm's export orientation and performance by
encouraging executive autonomy in decision-making.

Ruta Aidis
Entrepreneurship in Transition Countries: A Review
WP 61, January 2006

The aim of this paper is to provide an overview of the key
issues surrounding entrepreneurship development in transition
countries focusing on six main themes. Though it can be
argued that the transition countries started from more or less
the same point when they embarked on their transitional path,
in this paper we indicate a number of differences in initial con-
ditions which further influenced SME development. By survey-
ing the existing literature on SME development, this paper
illustrates that as the transition process progresses entrepre-
neurship development in transition countries is a story of
increasing divergence. The transitional context provides unique
opportunities for entrepreneurial activities to develop.
However, at the same time this environment presents unique
challenges for entrepreneurial development. This is especially
true for knowledge-based entrepreneurship as the free-market
system matures within a context of low levels of SMEs and
inherited negative attitudes towards entrepreneurship.

Piotr Jaworski and Tomasz Mickiewicz (eds)
Polish EU Accession in Comparative Perspective:

Macroeconomics, Finance, and the Government
ISBN: 0-903425-76-9, SSEES Occasional Papers # 65

The book offers a collection of papers on the macroeco-
nomic and financial aspects of Poland's EU accession, seen in
comparative perspective. There are two main themes that are
covered. One relates to empirical estimations, evaluating the
effects of integration on fiscal balance, prices, and FDI flows.
The second theme relates to institutional reform and policy rec-
ommendations. Benecki and co-authors, and also Antczak, in
their papers discuss how transparency and fiscal rules, includ-
ing those implied by EU accession, may help to reduce the
deficit bias in fiscal policy. Supported by empirical evidence,
Ilieva and her co-author, Kluza and co-authors, and Janecki
and his co-author, argue Central Bank independence is critical
for maintaining low inflation. In relation to finance Jaworski,
Wierbicki, and Bednarczyk discuss institutional change in the
insurance sector, running parallel to EU accession and implica-
tions for the offer of insurance to SMEs. Giblin, Barry, and
Weresa focus on FDI and argue that to have a beneficial effect
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on economic growth it has to be seen as part of a wider set of
complementary policies.      

Centre for Economic and Financial
Research (CEFIR)

http://www.cefir.ru

Alexander Dyck, Natalya Volchkova, and Luigi Zingales
The Corporate Governance Role of the Media: Evidence

from Russia 
WP 54, September 2005 

The paper studies the effect of media coverage on corporate
governance outcomes by focusing on Russia in the period 1999 —
2002. Russia provides a setting with multiple examples of cor-
porate governance abuses, where traditional corporate gover-
nance mechanisms are ineffective, and where an exogenous
source of news coverage can be identified by the presence of an
investment fund, the Hermitage fund, that tried to shame com-
panies by exposing their abuses in the international media. The
authors show that the news coverage in the Anglo-American
press positively affects the probability of reversal of an instance
of corporate governance abuse. Media had an effect through
two main mechanisms: media pressure that led to an interven-
tion by a regulator or a politician, or the choice by the compa-
ny itself to relent, after realizing that continuing the battle
would incur too high a cost to reputation.

Sergey Guriev and Guido Friebel
Attaching Workers Through In-kind Payments: Theory and

Evidence from Russia
WP 57, December 2005

When economies are hit by massive shocks dramatically
affecting the productivity of capital in different sectors,
resources, in particular labor, ought to reallocate across
regions. In a perfect world, this reallocation should be swift,
but there may be important obstacles slowing it down, e.g.
underdeveloped housing markets and social norms. The
authors argue that strong endogenous forces may also be at
work. Firms may devise "attachment" strategies to keep work-
ers from moving out of a local labor market, e.g. non-monetary
forms of compensation. When capital markets are imperfect,
workers must have cash to finance the costs of migration. But
when they are compensated through in-kind payments or
fringe benefits, they are forced to consume and cannot save the
cash needed for migration. The authors set up a simple model
that can generate predictions on how competition between
employers affects geographical mobility and worker welfare.
Using data from Russian Longitudinal Monitoring Survey
(RLMS), they find evidence for the model: a one-standard-
deviation increase in market concentration increases the prob-
ability of in-kind payments by at least three percentage points. 

Bernard S. Black, Inessa Love, and Andrey Rachinsky 
Corporate Governance and Firms' Market Values: Time

Series Evidence from Russia 
WP 53, November 2005 

The paper studies the connection between the firm-level
governance of Russian companies and their market values over
1999 — 2004. The research exploits the out-of-equilibrium
nature of Russian corporate governance, due to Russia's con-
tinuing transition to a market economy and its recovery from
the 1998 financial crisis. The importance of corporate gover-
nance to investors in Russian firms has spawned no less than
six different indices. The availability of different indices, cov-
ering similar firms over a similar time period, lets the authors
assess the predictive power of different approaches to measur-
ing governance. It also matters how one measures governance. 

Other Publications

Peter H. Solomon (ed.) 
Recrafting Federalism in Russia and Canada: Power,

Budgets, and Indigenous Governance
Centre for Russian and East European Studies, University

of Toronto 
ISBN 0-7727-0820-7, pp.134

The volume is based upon a workshop held in December
2004 — the third one in a series of workshops relating to fed-
eralism and regional development in Russia and Canada. The
first two articles, by Vladimir Leksin and Irina Podporina,
explain the strength and weakness of the federalism reforms
undertaken under Vladimir Putin. Leonid Polishuk in his chap-
ter explores the costs and benefits of political, as opposed to
technical, decentralization within federations and analyzes the
steps taken by President Putin in centralizing power within the
Russian Federation by eliminating the direct election of gover-
nors and republican presidents. The last three essays, by Mikhail
Todyshev, Gary Wilson, and Natalia Loukacheva, deal with the
situation of indigenous people within the Russian and Canadian
federal systems. All the articles demonstrate common elements
faced by Russia and Canada relating to governance in federa-
tions, including such general problems as imbalances in the eco-
nomic strength of provinces or regions and the role of munici-
pal government, and problems specific to indigenous people.

Devesh Kapur and John McHale
The Global Migration of Talent: What does it Mean for

Developing Countries?
October 2005
http://www.cgdev.org/content/publications/detail/4473

The paper shows that human capital flows from poor coun-
tries to rich countries are large and growing. A leading cause is
the increasing skill-focus of immigration policy in a number of
leading industrialized countries — a trend that is likely to
intensify as rich countries age and competitive pressures build
in knowledge-intensive sectors. While fears of the "brain
drain" were exaggerated in earlier decades, the recent celebra-
tion of "brain gain" is also overdone, especially as highly selec-
tive migration policies deprive poor countries of scarce inno-
vators and institution builders. The authors explore available
policy responses to improve the net effect on development
without making the international migration system even more
illiberal than it is today.   BT



·30 Conference Diary

Beyond Transition • January—March 2006

12th World Congress of Social Economics
June 8 — 10, 2007, Amsterdam, the Netherlands

The Association for Social Economics will hold its Twelfth
World Congress at the University of Amsterdam. The general
theme is "Social Values and Economic Life." It is not necessary
to be a member of the Association to participate. Five broad
areas for exploring the theme of social values and economic life
include: (1) family and community relationships; (2) the work-
place and its social organization; (3) the social nature of market
relationships; (4) macroeconomic social policy issues; and (5)
economic methodology and the history of economic thought. 

Information: http://www.socialeconomics.org/callMay30.htm

World Urban Forum III
June 19 — 23, 2006, Vancouver, Canada

UN-HABITAT and the Canadian government are organiz-
ing the third World Urban Forum, a meeting that will bring
together public and private institutions, experts and decision-
makers from around the world to discuss the key urban chal-
lenges facing the world today. The Forum's main theme is:
"Our Future: Sustainable Cities — Turning Ideas into Action".

More information: http://www.unchs.org/wuf/2006/introduc-
tion2005.asp

Warsaw East European Conference, Third Annual
Session

July 5 — 8, 2006, Warsaw, Poland

Organizer: The Center for East European Studies at
Warsaw University. The main theme is 25 years of change in the
post-communist world: from the Cold War and communist
totalitarianism through to Solidarnost and perestroika to post-
communist democracies, new dictatorships and color revolu-
tions. A list of specific topics, application and paper proposal
forms are all available at the conference Internet site. 

E-mail the application form and proposals to Jan Malicki with
the subject "Form" to: conf.studium@uw.edu.pl. Information:
http://www.uw.edu.pl/en.php/gen_inf/conf_06/list_en.html

Barriers to Entry and Expansion in the Developing
World: The Role of Institutional Constraints 

August 28, 2006, Amsterdam, the Netherlands

This workshop will seek common ground between the
themes of poverty and the role of access to finance in develop-
ment. Both empirical and theoretical works will be presented
that examine the set of barriers to establishment and growth in
developing countries. Possible areas include: government regu-
lation, access to finance, human capital access, corruption, the
economics of the informal sector. Empirical works that make
effective use of micro-level datasets that convincingly address
these questions are of particular interest. 

Information: http://www.cepr.org/Meets/diary/listyear.asp?year
=2006

Risk, Regulation and Competition: Banking in
Transition Economies

September 1— 2, 2006, Ghent University, Belgium 

The conference is organized by the Department of Financial
Economics, Ghent University, and the Interuniversity
Attraction Poles Program financed by Belgian Science Policy.
Both theoretical and empirical research related to the following
topics will be considered:

• Banking risk and systemic stability in transition
economies 

• Financial regulation and supervision 
• Bank market structure. 

Information: http://www.feb.ugent.be/fineco/rrcbte2006/

Ninth Bi-annual Conference of the European
Association for Comparative Economic Studies 

September 7— 9, 2006, University of Brighton, UK

The ninth EACES Conference is organized in association
with the Brighton Business School at the University of Brighton
(UK). The general topic of the conference is "Development
Strategies — a Comparative View." Suggested themes include: 

• Comparative economics
• Economic development 
• The enlarged EU; the EU and its neighborhood
• Privatization and governance
• Finance and monetary issues 
• Marketing and Performance Measurements in

Emerging Markets. 

Information: http://eaces.gelso.unitn.it/Eaces/Conference.htm,
contact: Marcello Signorelli: signorel@unipg.it and Jens
Holscher: J.Holscher@Brighton.ac.uk. 

Institutions: Economic, Political and Social Behavior
10th Annual Conference of the International Society

for New Institutional Economics 
September 21 — 24, 2006, Boulder, Colorado USA 

The conference program will include organized sessions,
selected papers, and keynote addresses by 1993 economics
Nobel Laureate Douglass C. North, Spencer T. Olin Professor
of Arts & Sciences, Washington University, and by Jane
Menken, Director of the Institute and Behavioral Science and
Distinguished University Professor of Sociology at University
of Colorado. The issues under discussion will also include
social behavior and law, new institutional economics in politi-
cal economy, anthropology, and the social sciences.   

Information and application form: http://www.isnie.org

EALE Conference 2006
September 21 — 23, 2006, Prague, Czech Republic

The 2006 meeting of the EALE will be organized by
CERGE-EI, the Center for Economic Research, in collabora-
tion with the Institute of Economic Studies at Charles
University, the Czech Economic Society, the Czech National
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Bank and the EALE Secretariat in Maastricht. Papers are invit-
ed in any area of labor economics. 

Additional information, list of themes, terms of participation,
registration forms can be found at: http://www.eale.nl/confer-
ence/eale2006/Call2006.htm 

Business and Marketing Strategies for Central and
Eastern Europe

November 3 — December 2, 2006, Arcotel Hotel
Wimberger Vienna, Austria

14th Annual Conference of the Department of Marketing,
College of Commerce, DePaul University Chicago and the
Institute of International Business, Vienna University of
Economics and Business Administration, Austria.

Empirical research, case studies or discussion sessions are
sought which address such topics as comparative analysis of
market entry conditions in CEE countries, market entry
through exports versus market entry via capital investment,
acquisitions as opposed to joint ventures in CEE, marketing
strategies to reach CEE consumers, marketing-mix-decisions
for markets in CEE, financial strategies for opening CEE mar-
kets, case studies of CEE experiences by western firms.

Abstracts of papers, in English, should be received by
September 15, 2006. The final papers must be ready by
November 1, 2006. 

For more information or to send abstracts contact either of the
conference sponsors: Prof. Dr. Reiner Springer, Vienna
University of Economics and Business Administration,

Althanstr. 51, 1090 Wien, Austria, Phone: + 43-1-313 36/4377,
fax: + 43-1-313 36/751, e-mail: Reiner.Springer@wu-
wien.ac.at  or Prof. Dr. Petr Chadraba, Department of
Marketing, College of Commerce, DePaul University, 1 East
Jackson Boulevard, Chicago, Illinois 60604,USA. Phone: (312)
362-6889, fax: (312) 362-5647, e-mail: pchadrab@depaul.edu

International Conference on Social Policy and
Regional Development 

November 30, 2006, Zagreb, Croatia 

Organizers: Institute of Economics, Zagreb and Friedrich
Ebert Stiftung, Croatia. The conference aims to explore aspects
of territorial cohesion, social inclusion and social justice. It will
focus on the regional (sub-national) dimensions of social poli-
cy, and the social dimensions of regional development policy. A
range of questions to be addressed at the conference include: 

• The impact of regional inequalities on overall socio-
economic development 

• The likely social, economic and territorial implica-
tions of the new EU cohesion policy 

• The relationship between regional competitiveness
and social cohesion 

• The role of social networks in regional economic
development

• The problems and possibilities resulting from the
decentralization of social policy. 

Contact: Dr. Marijana Sumpor, Conference coordinator, tel.
+385 (0)1 2335 700; fax: +385 (0)1 2335 165, e-mail: confer-
ence@eizg.hr, web sites: www.eizg.hr, and www.fes.hr.         BT
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