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Capacity-Building in Emerging, Market Economies:
 
The Second Wave of Reform
 

The demise of communist governments around the 
world in the late 1980s and early 1990s and the 
emergence of market systems in countries where the 
government had long played the dominant role in 
economic activities have crystallized the challenges 
that face all developing countries increating market 
economies. The extensive economic and political re-
forms that are now taking place inCentral and East-
em Europe, the former Soviet Union, the Balkan and 
Baltic states, and in such Asian countries as China, 
Mongolia, and Vietnam, often overshadow the less 
dramatic but no less significant transformations that 
are also occurring in many other developing coun-
tries. Governments have been adopting market poli-
cies in South and Southeast Asian countries where 
state enterprises have played an influential role inthe 
economy, in former militiry dictatorships in Latin 
America, and in some African countries whose po-
litical systems have long been controlled by a single 
party or paramount leader. In all these countries, 
governments are privatizing state-owned enterprises 
(SOEs), reforming their economic policies, or re-
defining the relationships among public, private, and 
nongovernmental organizations in economic activi-
ties and processes of governance, 

Although assistance organizations such as the 
World Bank and the International Monetary Fund 

and most governments in transitional countries imi­
tially focused their attention on macroeconomic pol­
icy reforms as the key to creating markets, one 
of the most fundamental and important lessons to 
emerge from the experiences of the past five years 
is that macroeconomic reforms in themselves are 
neither sufficient to create a market economy nor 
adequate to sustain market development. InCentral 
and Eastern Europe, it is becoming clearer that de­
veloping the institutional capacity to produce and 
distribute goods and services and to engage in in­
ternational trade is far more important than re­
formers initially acknowledged.' Reflecting on the 
Asian Development Bank's experience, two of its 
leading economists conclude that "in terms of se­
quencing reforms, fiscal and monetary policies are 
less. important in the near term and mediua term 
than the standard policy prescriptions would make 
them appear."2 They insist that "institutional re­
forms and price reforms are more important in the 
early stages." 

Whether the changes from socialist to mar­
ket systems have come through radical "shock ther­
apy" reforms such as those adopted in Poland ­
and under consideration inRussia and other Eastern 
European countries - or through a more gradual 
transition to economic liberalization and private-
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enterprise development as in Hungary, China, and 
Vietnam, the experiences are yielding a better un-
derstanding of the types of institutional capacity
that must be developed in any country that seeks 
to establish and sustain a market-oriented econ-
omy. Intheir attempts to transform their economies 
and polities, government and business leaders in 
most of the former socialist countries, : aying made 
major macroeconomic adjustments, now face the 
daunting challenges of a second wave of reform: 
building the institutional capacity to sustain mar­
ket development. Capacity-building is the pro­
cess through which individuals and organizations
strengthen their abilities to identify and mobilize the resources to overcome economic and social prob-
lems and to pursue opportunities in order to achieve a better standard of living as generally defined in
that society. Neither Western governments seeking
to provide foreign aid nor multinational compa-
nies seeking to participate in emerging markets can 
achieve their goals unless they understand the chal-
lenges facing transitional countries in building their 
instittional capacities to develop and sustain mar-
ket systems. 

This article provides a framework for assess-
ing and comparing the changes that are taking place
in emerging market economies and synthesizes the 
lessons of experience in countries that are undergo-
ing the transition from socialist to market systems.
Studies cited throughout this article provide rich de-
tails on the experiences of individual countries in
addressing economic reform issues. Identifying the 
capacities that are needed in the future to create or
strengthen a market democracy and to sustain eco-
nomic and social development will be done in three 
ways: first, by assessing the weaknesses and deficien-
cies in socialist and communist systems that leaders
in emerging market economies are now trying to 
remedy; second, by examining the implications of 
the experience in emerging mzrket economies for 
the types of capacities that need to be developed
in the future; and, third, by examining the funda-
mental capacities that have accounted for the suc-
cess of Western market economies in sustaining eco-
nomic growth and democratic governance for more 
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than 300 years. This third approach does not irn­
ply that currently emerging market economies must
 
necessarily follow the patterns set by older West­
ern market democracies, but it does yield some gen­
eral lessons about capacities that seem to be pre­
conditions for the effective operation of any capi­
talist market system. All three approaches suggest 
an identifiable set of capacities needed to create or

strengthen market democracies in transitional and
 
developing countries.
 

The Context of Transition:
Deficiencies of Socialist Systems 

It is clear in retrospect that the collapse of com­
munist regimes in Eastern Europe at the end of the

1980s and the weakening of Communist Party rule
 
in several Asian countries since the late 1970s came
 
not so much from indigenous political revolutions
 
as from the steady deterioration of their economies.-

The passing of communism as a viable system of
 
governance can be attributed primarily to the in­
ability of regimes relying on central planning and

control ro stimulate and sustain economic growth

and to achieve an acceptable standard of living for
 
the majority of their citizens.
 

The types of capacity-building in which tran­
sitional countries are now engaged hive been shaped

initially by the need to overcome the deficiencies of

socialism. The inability of socialist central planning 
to sustain economic development became evident in
the 1980s, but it isnow clear that central planning
and control could not efficiently or effectively guide
national economies or the operations of SOEs in 
countries such as Poland, Hungary, Czechoslovakia,
the Soviet Union, or China.3 The general character­
istics of communist systems provide some insights
into the problems most post-socialist regimes are 
now seeking to remedy. Lindblom concisely sum­
marizes the characteristics of communist systems as
those with (1)a strong concentration of political 
power and authority in the hands of a single ruler 
or a small group of party leaders; (2) political lead-
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ers committed to th'e achievement of collective goals 
determined largely by ideological criteria; (3) state 
ownership of all or most of the productive assets in 
society; (4) centralized organization and direction 
of the economy by the ruling party or gevernment; 
(5)use of a wide range of controls (including coer-
cion) to assure confbrmance .-o planned goals and 
targets; (6)suppression of both individual political 
feedoms and social pluralism; (7) use of a privileged 
mobilizing organization - the Communist Party ­
to guide society toward collective goals; and (8) the 
substitution of formal organization (large, complex 
and hierarchical party or government bureaucracies) 
for other forms of social coordination. 4 

The inability of central-planning authorities 
to comprehend and calculate the myriad interac-
tions and interdependencies in any socialist econ-
omy quickly undermined their capacity to control 
it in any meaningful way. Thus, in most socialist 
countries scarce resources were allocated neither by 
efficient market signals nor by competent techni-
cal analysis and planning. Kornai points out that in 
place of market signals, resource allocations were 
made in centrally planned economies through a set 
of non-price signals emanating prinmarily from the 
national economic plan, but also from frequent bu. 
reaucratic directives, the exchange of information 
horizontally among authorities on the same hier-
archical level, breakdowns and catastrophes, and 
grumbles or protests from subordinate bureaucratic 
units as requirements became unrealistic or intoler-
able.s 

Nowhere were the deficiencies of central plan-
ning and control more visible than in the manage-
ment of the SOEs that dominated the economies 
of socialist countries. Everywhere in the commu-
nist world, large enterprises were run much like 
government agencies, with little concern for prof-
its and losses or for operating within hard budget 
constraints. Losses were regularly subsidized by the 
government. The primary objective of state enter-
prise managers in the Soviet Union, Fastern Europe, 
China, and Vietnam was to meet centrally estab-
lished production targets. They paid little or no at-
tention to the quality of the goods they produced or 
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to the costs of production. State enterprises innearly 
all communist regimes were vertically integrated, re­
tained large surplus-labor forces, compensated their 
workers with low wages and social benefits, hoarded 
materials and inputs, and accumulated lar, e inven­
tories in the face of chronic shortages of supplies. 
There was virtually no incentive for workers to in­
crease thcir productivity or for managers to develop 
skills in marketing, quality control, product devel­
opment, and finance or for either workers or man­
agers to make their enterprises more competitive in 
the domestic economy. 

Although the immediate task of post-socialist 
governments was to abolish the central planning ap­
paratus and to divest the state of control over pro­
duction enterprises, the complex challe:nges of im­
plementing economic reforms and of developing the 
private sector have also helped define the capaci­
ties needed to complete the transition to a market­
oriented economy. The difficulties that all emerging 
market economies are facing can be attributed to a 
combination of adverse external conditions; inter­
nal economic, political, bureaucratic, and structural 
obstacles remaining from the old system; and inade­
quate capacity to carry out new tasks. They include 
(1)the difficulties of implementing changes rapidly 
in an environment of worldwide economic recession 
and national economic uncertainty; (2) the continu­
ing political ambivalence over the appropriate pace 
and scope of economic reform; (3)initial opposition 
by many managers and workers inSOEs to restruc­
turing and privatization, and (4) bureaucratic com­
plexities and delays in formulating and carrying out 
privatization procedures. Implementation of eco­
nomic reform and prtvatization policies are also ad­
versely affected by the weak market-economy man­
agement skills found among SOE managers and new 
business owners in many former socialist countries; 
by the incomplete restoration of property rights; by 
inadequate supplies ofcapital and credit to purchase 
SOEs or to start new enterprises; by weak business 
infrastructure to support enterprise expansion; by 
burdensome business taxes and regulations remain­
ing from the communist period; and by lingering 
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social hostility toward successful entrepreneurs and
business owners.' 

Capacity Requirements for

Emerging Market Economies 


Assistance organizations such as the International 
Monetary Fund and the World Bank have focused
their efforts on convincing leaders in emerging mar-
ket countries to adopt structural adjustment poli-
cies and much of their effort has been focused on
economic changes. Reform leaders quickly discov-
ered,.however, that economic changes alone would
not achieve their goals. As the Czech Republic's
prime minister and leading economic reformer Va-
clay Klaus now admits, "in such a fundamental
change of the whole society there can be no pure
economic solution." 7 Reformers must be prepared 
to cope with the complexities of both economic andpolitical restructuring while at the same time devel-
oping a whole new set of institutional capacities that 
support the private sector's participation in emerg-
ing market systems. 

Capacities Required for Market

Development 


Figure 1iummarizes the types of capacities that ex-
perience suggests must be developed in order to cre-
ate market-oriented systems. First, market develop-
ment requires macroeconomic policies that provide 
an environment conducive to market transactions,
Initially governments in transitional countries must 
enact structural adjustment and stabilization poli-
cies to curb inflation, liberalize trade, and deregulate
the economy. At the same time, they must help es-
tablish a complex network of institutions through
which market transactions can take place. These
include financial and legal institutions, an educa-
tion system that can prepare graduates to work ef-
fectively in a market economy, efficiently operat-
ing labor markets, a system of property rights, and
effective distribution systems. Market development 

also requires the expansion of foreign trade and in­
vestment, the development of small- and medium­
sized enterprises, the restructuring of large compa­nies, and the attraction of investments from multi­national companies indomestic industries. Inmany
transitional countries, nongovernmental organiza­
tions, civic groups, and foundations that form civil
society must be re-created or strengthened. The suc­
cess of the economic and political reforms as well as
the survival and expansion of privatized enterprises
depends ultimately on human development, that is, 
on the expansion of the pool of entrepreneurs, of
market-oriented business managers, of a merchant
and trading class, and of skilled technical and sup­port workers. All these changes often have to be
initiated quickly in order to create a momentum 
that will allow a market economy to come into be­
ing as well as to survive the dislocations and hard­
ships inevitably accompanying traumatic political,
economic, and social changes.

Evidence supporting the need to develop these
capacities in transitional countries comes not only
from their own experiences but also from those of
Western market economies. In their comprehensive
assessment of How the West Grew Ricb, Rosen­
berg and Birdzell point out that the industrializedcountries succeeded inachieving steady economic
 
progress precisely because they were able to estab­
lish an 
economic and political environment con­ducive to private-enterprise development; that is, 
one that encouraged the emergence of a diverse set
of institutions and organizations to carry out eco­nomic activities, and supported the development of
skilled human resources to innovate and adapt to
change.' The creation of this institutional capac­
ity and human-resource base further encouraged the
diffusion of authority, the widespread use of exper­
imentation to find appropriate technology and ef­
fective means of production and marketing, and the
discovery of new ways of organizing economic en­
terprises. Moreover, the economies ofWestern coun­
tries grew because many organizations could pro­
vide "incentives which combined ample rewards for 
success, defined as the widespread economic use of
the results of experiment, with a risk of severe penal-
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Figure 1: Capacity Requirements for Emerging Market Economies 

ties for failing to experiment." In sum, progress
in economic development was based on three fac-
tors - autonomy, experimentation, and diversity ­
that socialist regimes tried to suppress. 

Thus, the deficiencies of former socialist 
regimes, the challenges facing reformers in emerging 
market economies, and the experience of Western 
market democracies all point to at least nine capaci-
ties that seem to be essential for creating and sustain-
ing market-oriented economic systems Progress in 
expanding these capacities may be the only reliable 
indicator by which Western businesses and govern-
ments can assess the prospects for a successful tran-
sition in emerging market economies. 

Capacity to Implement Macroeconomic 
PoliciesThat SupportMarket Systems. Although 

most governments in the former socialist countries 
have adopted the standard IMF prescriptions for 
macroeconomic reform, many still face the tasks 
of dismantling macroeconomic policies that sup­
ported central-government planning and control of 
the economy and micromanagement of state enter­
prises. Inorder to create a market-oriented system,
however, they must also begin to develop the ca­
pacity to design, enact, and implement a new set 
of economic policies. At the urging of the IMF and 
World Bank, almost all have begun with structural­
adjustment policies that encourage the development 
of market mechanisms that can efficiently and ef­
fectively allocate scarce economic resources and set 
prices for both production inputs and consumer 
goods. This requires financial liberalization and the 
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reduction (and eventual elimination) of price con-
trols. At the same time, many former socialist coun-
tries face serious problems of inflation and decline in
national output that must be corrected by economic-
stabilization policies aimed at reducing balance-of-
payments deficits, rescheduling debt, contro!ling the 
money supply, reducing subsidies, and restraining 
wage increases. Developing the capacity to formu-
late, enact, and implement effectively structural-
adjustment and economic-stabilization policies is,
itself, a critical challenge facing emerging market 
economies. 

Capacity to Develop Liberal Trade and In-
vestment Policies.Because most communist coun-
tries traded primarily with each other, reformers 
face serious challenges in developing the capacity
to expand export markets and engage in foreign
trade and investment. This requires the capacity
to develop and implement liberal trade and invest-
ment policies including programs for export promo-
tion, foreign direct investment, exchange-rate ad-
justments, and the easing of investment restrictions 
and trade barriers. 

The importance of developing international 
trade and investment capacity isseen not only in the
economic problems of post-communist regimes but 
also inthe pivotal role that foreign trade has played
in the history of Western market economies. In the
West, the extension of trade and the freedom of a
merchant class to engage in trade substantially ex-
panded economic opportunities, allowed new prod-
ucts and commodities to be introduced into the do-
mestic economy (that were later produced locally or 
transformed into yet other products that found both
domestic and overseas markets), and provided con-
sumer goods for which no local or national source 
yet existed. The innovation by extension of trade
and the discovery of new resources has been a major
source of creativity and profitability for enterprises
and for their suppliers and distributors in the West
and continues to be a driving force of economic 
growth in market economies.' 0 

Capacity to Undertake and Sustain Politi-
cal Reforms. In the initial stages of transition, all
the Eastern European countries have had not only to 

dismantle the old communist government structures 
but also to establish new political systems based on 
some degree of representative democracy. They face
continuing challenges in creating new political in­
stitutions, new modalities of governance, and new
political capacities to formulate and guide national 
economic activities without undue intervention and 
control. They must create a political system that can
elicit at least a minimum level of public consensus 
on social and political goals; can encourage polit­
ical, business, and civic leaders to articulate social 
and economic priorities; and can guide the actions
of public organizations toward economic objectives
that benefit society. 

One of their most difficult tasks isto shift the
orientation of the political system away from plan­
ningandcontrollingeconomicactivities-oneofits 
major functions insocialist regimes - to facilitating
and guiding economic development. Leaders of the 
new political systems must be capable of devising,
enacting and implementing policies in four arenas:
economic growth, social equity, international trans­
actions, and public-sector management.' The polit­
ical systems that emerge informer socialist countries 
should be capable of nurturing political leaders who 
are flexible, pragmatic, and responsive to changing
economic conditions. Such leaders should be able to
mobilize resources and shift priorities and directions 
as domestic and global economic conditions change,
without such actions threatening the stability of the 
political system. 

At the same time, political reforms must help

to create new capacity for public-sector manage­
ment ­ one with the ability and resources to de­
liver appropriate public services and infrastructure,
regulate activities affecting the public health and 
safety, allocate public resources efficiently among le­
gitimate competing claims, protect national security,
and adjud;cate conflicts among citizens and busi­
nesses according to equitable rules of law. Above
and beyond the capacity of political systems to 
support governments that perform conventional 
public service functions, the experience from East
Asian countries that successfully transformed their
economies suggests that they must be able to recruit 
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and support political leaders who have a develop-
mental orientation focused on building a business-
friendly economic environment.12 Capacity- build-
ing requires leaders with the commitment and ability
to create the conditions that allow public and pri-
vate institutions to establish and pursue economic 
and social development goals effectively within the 
context of societal values and aspirations. 

Capacityto Establish and Sustain Docen-
traiLzed Systems of Government. The structural 
adjustment policies of the IMF and World Bank
have frequently assumed that the creation of market 
mechanisms would largely ensure economic growth
and that the government's role had to be reduced 
drastically. Although many socialist countries do in-
deed suffer from large dysfunctional government bu-
reaucracies, reformers sometimes ignored the fact 
that economic and political changes would have 
to be enacted and implemented initially by post-
socialist governments that were still seeking political
legitimacy. Moreover, they often overlooked the fact 
that in the newly industrializing countries (NICs)
of Asia and in Western market economies, govern-
ments have played an important role in creating
the conditions for economic growth. 3 In the Asian 
NICs and Western market economies, governments
mobilized the resources needed to provide physical
infrastructure, created new transport and communi-
cation linkages, and extended the public services and 
facilities that helped make private enterprises and
local communities more efficient economic units. 

Experience has shown that the successful im-
plementation of economic and political restructur-

ing programs requires far more than simply enact-

ing new policies and removing restrictions on pri-

vate enterprise, although both are essential. In or-
der to implement economic and political reforms 
effectively, government leaders in emerging market
economies must be committed to the philosophy of 
decentralization, privatization, and wider participa-
tion in decision making. 4 National political leaders 
in former socialist countries must be willing and able 
to transfer planning, decision making, and manage-
rial authority to lower levels of administration and 
to the private sector." 

CAPACITY-BUILDING INEASTERN EUROPE 

In countries where governments were highly
centralized and authoritarian, reforms must focus 
on developing the capacity to decentralize author­
ity, responsibility, and resources in order to create 
the organizational diversy that is essential to the 
efficient operation of markets. This implies that gov­
ernments must develop the capacity to decentralize,
for example, by strengthening the field-units of na­
tional ministries; by creating or strengthening lo­
cal administrative units; by delegating functions to 
regional, special-purpose, or functional authorities;
by devolving responsibilities and resources to local 
governments; and by involving the private sector in 
infrastructure provision and service delivery.

Devolution of political and administrative au­
thority can achieve a variety of goals in emerging
market economies. 16 First, it can make-the imple­
mentation of reform policies more effective by del­
egating to local officials greater responsibility for 
tailoring public programs to local conditions and
needs. Devolution can also make it easier for lo­
cal officials, interest groups, and businesses to cut 
through the enormous amounts of red tape and 
the highly bureaucratic procedures characteristic of
planning and administration in socialist systems.
By decentralizing functions to field offices or to lo­
cal governments, more public officials can become
knowledgeable about and sensitive to local prob­
lems and needs because they will be working at 
the level where these are most visible and press­
ing. Closer contact between local populations, busi­
nesses, and government officials can also allow the
latter to obtain better information with which to
formulate policies and programs that affect local 
economies. 7 New administrative capacities must be 
developed in former socialist countries, however, if 
public officials are to work effectively in a decen­
tralized system of government.

Capacity to Transfer Ownership and Con­
trol of State Enterprises to the Private Sector. 
Most economic reformers in Eastern Europe and 
some in Asia have understood from the very begin­
ning of the transition process that both developing
the private-sector and privatizing state enterprises 
were essential for creating a market economy. The-
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ories of privatization had been well developed by
international assistance organizations by the end of 
the 19 80s. The staffs ,f international assistance or-
ganizations argued that privatization could free for 
investment in infrastructure and social services those 
public resources that had been used inefficiently to 
subsidize money-losing SOEs; to increase the size 
and dynamism of the private sector; to distribute 
ownership more widely; and to attract foreign and 
domestic private investment.t The strong focus that 
international assistance organizations placed on pri-
vatization in transitional economies emerged from 
the realization that it can generate revenues needed 
by the state to create new jobs for workers dis-
placed by industrial restructuring, can reduce the 
state's administrative responsibilities and the bur-
dens of government intervention in enterprise man-
agement, and can provide consumers with more effi-
ciently produced goods. At the same time, individual 
enterprises benefit from private ownership through
increased productivicy, expansion of productive ca-
pacity, and increased profits. 

In the absence of appropriate and reliable 
models for the massive privatization required ia for-
mer socialist countries, reformers are experimenting 
with several different approaches, including prop-
erty restitution and reprivatization; spontaneous
privatization; self-privatization; auctioning of small 
companies; corporatization and the transformation 
of large SOEs into joint-stock or holding companies 
as a precondition for mass privatization; manage-
ment and employee buyouts; trade sales; and as-
set privatization aud liquidation. The implementa-
tion of privatization policies, however, requires the 
development of substantial administrative capacity
in both the public and private sectors in emerging 
market economies. Initial experience suggests that 
privatization can be slow and disappointing unless 
transitional countries can establish the appropriate
procedures and administrative capacities to facili-
tate the process. 19 

Capacity to Develop Social Institutions 
That Facilitate Market Transactions. An equally 
crucial requirement for the transition to a market 
economy is the capacity to create new social and eco-

nomic institutions to facilitate market transactions. 
Once macroeconomic policy reforms are enacted, 
much more attention must be given to developing
financial iiistitutions that can extend credit and pro­
vide the financial resources needed by investors and 
entrepreneurs; to rationalizing and reorienting labor 
markets; to establishing stock exchanges through
which shares inprivatized companies can be traded; 
to creating the system of legal institutions through
which business transactions can be legitimized and 
conflicts can be settled; to strengthening the system
of property rights; to developing new and effective 
forms of corporate governance; and to developing
reliable and efficient marketing and distribution sys­
tems. 

One of the most important institutions in a 
market-oriented economy is a reliable system of 
property rights that facilitates the shift of property
ownership to the private sector. Czech prime min­
ister Klaus concluded from his country's experience
that "the economy cannot be restructured without a 
comprehensive shift in the property-rights structure. 
To expect a change in economic agents' behavior 
without privatization [of property] is unwarranted 
and never happens." 20 Investors interested in ac­
quiring all or parts of state enterprises in Eastern 
Europe and in China, for example, have had dif­
ficulty purchasing property or protecting their ac­
quisitions against conflicting claims. Although the 
governments in many Central and East European
countries have opened property ownership to for­
eign investors, foreign companies often face diffi­
culties indetermining from whom to purchase land 
and assets that had been nationalized by communist 
regimes. Property rights in many transitional coun­
tries are still unclear, and title to land is clouded by 
potential restitution claims by former o~vners. 

Capacity to Expand and Strengthen PH­
vate Enterprise. All emerging market economies 
must develop the capacity to expand and strengthen 
the private sector by providing incentives and sup­
port for the development of small- and medium­
sized enterprises, by restructuring large inefficient 
state-owned companies, and by attracting invest­
ments in domestic industries by multinational cor-
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porations. The most important capacity that must 
be developed, however, isthat of generating the jobs
needed to raise incomes and strengthen internal mar-
kets by accelerating the development of small- and 
medium-scale enterprises. Although large manufac-
turing firms have contributed an impressive num-
ber of jobs inWestern market economies and have 
played the dominant role in employment in former 
socialist countries, they have absorbed only a mod-
est portion of the total labor force in most market-
oriented countries. It is these large manufacturing 
enterprises that are most likely to be privatized and 
restructured in emerging market economies and, in 
the process, to displace large numbers of surplus
workers. 

Jobs in most market economies are being cre-
ated by small-and medium-sized commercial and 
service enterprises."' They are not only an impor-
tant source of livelihood but they also facilitate so-
cial mobility, economic stability, and market expan-
sion by providing women and children with the op-
portunities to supplement household income. They
offer poor and middle-class families essential goods
and services and give technical and entrepreneurial 
training to workers. Small enterprises also mobilize 
savings for people with no access to formal credit. 
In most countries, small businesses flourish because 
they use a favorable mix ofcapital, labor, and energy
and have commercial links to modern manufactur-
ing. 

Despite their critical importance for job cre-
ation and economic growth, many entrepreneurs
wishing to establish or expand small enterprises in 
emerging market economies experience numerous 
obstacles, including limited access to and the high 
costs of credit, high hidden costs of start-up and op-
eration, and limited managerial skills.' Many lack 
access to information and technology needed to im-
prove production, efficiency, and product quality. 
They also face difficulties in establishing and main-
taining adequate marketing networks, in reducing
long marketing chains, and in responding quickly 
to changes in market demand. Most smaller busi-
nesses cannot compete effectively with larger firms 
that benefit from preferential government policies 

CAPACITYIBUILDING INEASTERN EUROPE 

and programs. Experience indicates that the expan­
sion of small businesses depends on increasing the 
demand for goods and services produced by small 
enterprises. This requires steady economic growth
and both supply- and demand-oriented policies that 
promote sustainable economic expansion. In addi­
tion, government and private-sector procurement 
programs that seek supplies from small enterprises 
can help them to increase their production. 

The ability ofsmall enterprises to expand and 
create jobs often requires regulatory and adminis­
trative changes that allow them to operate more 
efficiently, adequate public infrastructure and set­
vices, and educational and vocational training pro­
grams that improve the quality of the labor force. 
Improving the efficiency of small enterprises further 
depends on technical assistance, improvements in 
management and technology, and greater access to 
credit and materials. 

The multinational corporations (MNCs) that 
are being attracted to emerging market economies 
can also be encouraged to play a significant role 
in assisting small enterprises through special pro­
grams that give them preference in subcontract­
ing, procurement, and distribution. MNCs can use 
small businesses to distribute their products through
licensing, franchising, and dealership agreements, 
and to provide support to customers. Multinational 
companies can create networks for small businesses 
to serve as distributors, thereby contributing to 
small enterprise expansion. 

Capacity to Develop Human Resources for 
Participation in Market Systems. An important 
challenge in all emerging market countries is to de­
velop the human resources needed for people to par­
ticipate widely in domestic and international com­
merce by expanding their knowledge of how mar­
kets work and how businesses operate within them. 
Although some transitional countries had a long tra­
dition of manufacturing and trade before commu­
nist regimes took power, most entered the process
of transition to a market economy lacking the basic 
knowledge of how market systems operate and how 
private enterprises compete. 

Although managers of state-owned compa-
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nies were often technically skilled, most lacked the 
capacity to operate in a market eci..:omy. Surveys 
taken during 1991 and 1992 in the Czech and Slo-
yak Republics, Poland, and Hungary, for example, 
identified a number of weaknesses common to man-
agers in socialist countries.2 3 Among the most seri-
ous problems were the lack of flexibility, accuracy, 
and timeliness in their business practices and be-
havior and their reluctance to take responsibility or 
risks. This should not be surprising, however, be-
cause iqsocialist countries workers and managers 
operated in an environment that rewarded obe-
dience, conformity, and meeting planned targets. 
Many were not required to take responsibility for 
decisions. They did not know how to assess com-
petitive opportunities, how to deal with risk, how to 
mobilize and invest capital to create market advan-
tages, how to use information systems for business 
operations, or how to value the assets and liabilities' 
of their companies. Managers of state companies 
were also unfamiliar with cash-flow management 
and international systems of accounting. New ca-
pacities must be developed to overcome all of these 
problems in emerging market economies. 

Among the most urgent needs is the develop-
ment of institutions that give enterprise managers 
and new small-business owners access to informa-
tion about the business-formation process, busi-
ness systems, business practices and procedures, 
and markets; that provide practical counseling and 
consulting services on the legal environment, busi-
ness planning, financing, and marketing; that of-
fer broad-scale business ownership and manage-
ment training, particularly in short, practical work-

shops and seminar formats; and that create business-

development facilities that can help overcome scarci-

ties of commercial and production space for new 
businesses and that can provide training and man-
agement assistance programs. 2 4  

Capacity to Develop an "Entrepreneurial
Milieu"anda Value System That S::pports Demo-
cratic Market Economies. Finally, the most dif-
ficult capacities to develop in emerging market 
economies will be those that create a social en-
vironment - an "entrepreneurial milieu" - and 

individual and social vah,'s that are essential for 
democratic market economies to thrive. All eco­
nomic systems are based on social values, and capi­
talist market systems have their own underlying as­
sumpti'ns that must be recognized, accepted, and 
pursued if they are to function effectivelyZs Capi­
talist market systems in particula. are based on a 
set of social values that encourage and reward in­
dividualism, entrepreneurship, innovation, respon­
siveness to change, and the belief that those who 
take entrepreneurial risks should be amply rewarded 
for success and allowed to absorb the penalties 
for failure. These are not values that were promul­
gated in socialist countries, and indeed, communist 
regimes tried to eradicate them in favor of an egal­
itarianism that stifled initiative and discouraged en­
trepreneurial activity for profit. As a result, reform­
ers in former socialist countries face widespread 
public ambivalence about the values and assump­
tions underlying democratic market systems. Kornai 
notes that although the majority of people in tran­
sitional countries have rejected socialism and many 
loathe communism, this is not incompatible with 
"the observation that the great masses of people 
continue to adhere to moral values ­ attributes of 
a notion of a 'good society' - that their upbringing 
taught them to rate as socialist values." 26 

As a result, reformers in emerging market 
economies face the daunting challenges of shaping 
an entrepreneurial milieu in which values exist such 
as tolerance and respect for individualism and di­
versity; a belief in limited government rather than 
in one that is employer and benefactor of first and 
last resort; the acceptability of competition; a re­
spect for private-property rights; the acceptance of 
unequal rewards for greater efforts; and a tolerance 
for the uncertainty that inevitably accompanies the 
innovation, experimentation, and risk of failure in­
herent in market driven economies. 

Moreover, in many emerging market econo­
mies capacities must be developed for instilling 
in the population the values of democratic gover­
nance - however democracy is defined in that so­
ciety - because capitalist markets depend on the 
autonomy, freedom to innovate, ability to experi-
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ment, and willingness to change that have histori-
cally fueled economic growth in Western societies, 
The relationships between markets and democratic 
governance are subtle and pervasive; but as Lind-
blom points out, "... however poorly the market 
is harnessed to democatic purposes, only within 
market-oriented systems does political democracy
arise." He emphasizes the fact that "not all market-
oriented systems are democratic, but every demo-
cratic system is also a market-oriented system."2' 
It is difficult to imagine that a nondemocratic so-
ciety could accommodate the autonomy, diversity,
and freedom essential for the innovation, creativity,
and experimentation that sustain economic growth
in market systems. 

An entrepreneurial milieu and a value system
that supports a market demociacy will emerge only
slowly in most transitional countries such as Rus-
sia where seventy years of communism simply re-
inforced values that have never highly prized en-
trepreneurship and democratic governance. Such an 
environment will not emerge quickly inany society
unless the capacity isdeveloped both to educate ­
inthe broadestsenseoftheword.-.peopleaboutthe 
benefits of economic competitiveness and social co-
operation and to provide incentives, reinforcement 
and rewards for the expression of values support-
ing market economies. This requires a fundamental 
reorientation of many of the educational, religious,
and social institutions in transitional countries that 
shape beliefs, attitudes, assumptions, and values,
Economic policy reforms and the creation of mar-
ket structures alone will lead to naught unless the 
capacity for reorienting values in ways that support
and sustain market democracies isalso enhanced. 

Sequencing Ethen
Economic Reforms 

and Capacity-Building 

Although the need for all of these capacities is be-
coming more widely recognized in emerging market 
economies, the problem of sequencing remains cru-
cial because no transitional country has sufficient 

CAPACITY-BUILDiNG INEASTERN EUROPE 

financial and human resources to build all elements 
of capacity at the same time. The challenge is more 
difficult because there is also no universal prescrip­
tion for sequencing. Central and Eastern European
countries had to focus first on economic stabiliza­
tion because rampant inflation, disappearing export 
markets, and plunging production threatened to un­
dermine economic and political restructuring unless 
immediate action was taken to address these issues. 
Political restructuring was also an immediate con­
cern because fallen communist governments had to 
be replaced quickly by some form of democratic 
governance. The World Bank-International Mone­
tary Fund solution to sequencing reforms in Cen­
tral and Eastern Europe was to give immediate at­
tention to stabilization policies and to reinforcing
the "social safety net" - policies protecting health 
and social benefits that workers had received un­
der the socialist regimes - along with privatization
of small businesses and private-sector development. 
Price and market reforms came next inthe sequence
followed by large-scale privatization, the creation 
of autonomous banking systems and, later, the cre­
ation of other types of financial markets.26 Insti­
tutional reforms were to be undertaken through­
oitt the process, but human-resource development,
organizations facilitating market transactions, and 
development of civil society were given attention 
relatively late in the process. 

Asian countries, on the other hand, placed 
more emphasis in the initial stages on gradual eco­
nomic restructuring and paid little attention to for­
mal privatization and political restructuring. China 
and Vietnam, for example, focused first on macroe­
conomic changes that allowed the private and non­
state sectors to expand thereby reducing the domi­
nance and monopoly position of state enterprises,

on trade liberalization, and then on grad­
ual price and market reforms, leaving privatiza­
tion to later stages in the reform process. 29 Insti­
tutional development has come slowly because the
expansion of the private sector and foreign trade 
place pressures on communist regimes to create fi­
nancial, labor market, and trade organizations in 
order to relieve bottlenecks to further economic 
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growth. They have given relatively little attention 
to human-resource develc;ment, political reform,
and the strengthening of civil society.

One of the crucial lessons from the experi-
ence with transition is that institutional-capacity-
building and economic reforms must be tailored to
the specific needs, conditions and constraints of in-
dividual countries. Substantial evidence from the
experience with structural adjustment during the
1980s and early 19 90s suggests that the imposi-
tion of IMF-type prescriptions without a deep un-
derstanding of the social, economic, and political
context in the countries in which reforms are being
adopted can result in political backlash and resis-
tance that seriously undermines capacity-building. 30 

Conclusions 

The long-term weakening of communist-controlled 
economics inEastern Europe and Asia not only un-dermined the legitimacy and acceptability of those
regimes but also undermined the intellectual foun-
dations of Marxist ideology. All the governments in
transforming societies and many ofthose indevelop-
ing countries are now searching for new organizing
principles for governance and economic restructur-
ing. Although they have abandoned the concept of 
Marxist socialism, most are not yet willing to ac­cept classical concepts of capitalism - that is, the
idea of unfettered markets and laissez-faire prin-
ciples. This should not be surprising because even 
Western democracies have been unwilling to accept
many of the perceived deficiencies of classical cap-

.italism: the focus of corporations on maximizing
short-run profits; overexploitation of material and
human resources; the willingness of powerful enter-
prises to eliminate competition and create monopo-
listic niches; the private sectors' apparent disregard
for the social costs and "spillover effects" of its ac-
tivities; the failure of some private companies to deal
responsibly with social and ecological rroblems; and
the seeming lack of concern by large companies for
individual human development. Almost all Western 

democracies have modified the principles of capital­
ism to address these deficiencies. 

The search continues in emerging market
economies and in other developing countries for 
a new set of market-based, democratic principles.
These principles might be labeled, for want of a
better term, "socially responsible capitalism." Al­
though a new paradigm for socially responsible cap­
italism has not yet emerged, its general characteris­
tics can be seen both in the aspirations of the re­
formers in transitional societies and in the policies
of Western market societies. These aspirations re­
flect the search for a democratic system of gover­
nance that supports efficient market mechanisms,
but that also promotes both economic andhuman 
development. Such a system must, of course, fo­
cus on promoting individual responsibility for both 
self and society. Such societies must develop publicand private institutions that can achieve economic
growth through market transactions and instill re­sponsibility in individuals and organizations for the 
social consequences. 

In sum, the types of capacities that seem to
be essential for a system of socially responsible cap­
italism to evolve ­ and that must be encouraged by
businesses and governments both in emerging mar­
ket countries and in the Western industrial democ­
racies that are seeking to help them - include those 
that can create and sustain: 

* a market-based enterprise economy

that encourages entrepreneurship and
 
private ownership of factors of produc­
tion;
 

9 a system of governance based on some 
type of representative democracy that 
allows a large measure of individual 
freedom and political pluralism; 

* political and economic mechanisms for 
protecting collective welfare and for as­
sisting poorer segments of the popula­
tion to attain access to jobs and income; 

* mechanisms for assuring access to the 
market by maintaining equitable in­
come distribution, reasonably full em-
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ployment, and diverse sources of invest-
ment capital; and to representation in 
the political system for all citizens by
maintaining multiple levels of govern-
ment through which diverse political
interests can be expressed and citizens 
can participate in decision making; 

* means ofeffectively developing human-
resource potential through adequate
and accessible systems of education, 
training, and health services; 

* institutions within society that can pro-
vide appropriate checks and balances 
against either economic monopolies 
that undermine the efficient operation 
of the market or the dominance of po­
litical factions that inhibit widespread 
political representation; 

* the institutions of civil society through 
which governments, the private sector, 
and nonprofit organizations can work 
together in achieving economic and so-
cial objectives essential to sustaining a 
commonwealth; 

" the development of support mecha-
nisms for market transactions including
appropriate financial institutions and 
social-overhead capital in the form of 
physical and organizational infrastruc-
ture; 

* institutions for promoting innovation 
and creativity through the development
of science and technology and the arts 
and humanities; 

* diverse and decentralized economic 
and social institutions that allow en-

Notes 

CAPACITY-BUILDING INEASTERN EUROPE 

trepreneurs to innovate, experiment, 
assume risks, and reap the rewards for 
taking risks; 
institutions for promoting individual 
and corporate responsibility by en­
couraging the development of socially
responsible corporate cultures, value­
based education, and tolerance for reli­
gious and philosophical diversity; and, 
institutions and processes that foster 
effective participation of individuals 
and private enterprises in the interna­
tional economy through a liberal set 
of foreign-trade and investment policies 
and practices. 

In considering the challenges facing emerging mar­
ket economies during the second wave of reform, 
it should be clear that governments alone cannot 
create and sustain market institutions. Private en­
trepreneurs and nongovernment organizations must 
be partners in the transition. It should be equally
clear that no international assistance organization,
regardless of the size of its resources and the scope
of its "leverage," can develop all of the capacities
needed in emerging market economies through for­
eign aid. Indeed, prime minister Klaus asserts that 
"what w"' really need from the rest of the world is 
not aid; it i."trade and exchange." That will require
from Western governments and businesses coopera­
tion in building the institutions of production, dis­
tribution and exchange, but capacity-building, like 
all forms of human development, must ultimately be 
self-motivated and internally driven. External agents 
can assist, guide, encourage and provide supplemen­
tary resources, but those interventions must be care­
fully selected and strategically pursued. 
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