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CHAPTER 1

THE ECE ECONOMIESIN AUTUMN 1999

1.1 Theglobal context and the western
mar ket economies

(i) Theglobal context

About this time a year ago, the generd assessment
of the global economic stuation was quite gloomy.
Short-term forecasts were not only surrounded by an
unusualy large margin of uncertainty, but the balance of
risks was al so seen to be predominantly on the downside.
The background to this was the turbulence in financial
markets caused by the Russian debt default in August
1998, which triggered a massive withdrawal of private
capital from emerging markets to safe havens in the
industrialized countries. In Japan, the recesson was
deepening and the depth of the adjustment recession in
the Asian emerging markets affected by the financial
crisis of 1997 was difficult to gauge. Falling prices of oil
and raw materials contributed to fears of global deflation.
To al this was added the lingering fiscal and exchange
rate crisis in Brazil and related fears of another bout of
financial contagion, notably in the countries of the
western hemisphere.  But developments in the world
economy in 1999 have proved to be more favourable than
expected at the beginning of the year.

In fact the short-term outlook for the international
economy has improved further since mid-1999." World
output is now forecast to increase by 3 per cent in 1999,
which is about ¥ of a percentage point more than was
expected in the spring and 0.5 percentage points above
the actua increase in 19982 To a large degree, this
improvement reflects the better than expected economic
performance in countries which were at the heart of the
succession of financial and currency crises since mid-
1997. In the Asian economies, the deep recession has
bottomed out and has been followed by a stronger than
expected recovery this year. In Brazil, the recession that
followed in the wake of the currency crisis was milder
than anticipated. Similarly, there has been a striking
improvement (also largely unexpected in early 1999) in
the economic situation in Russia, largely reflecting the
surge in oil prices and the favourable impact of the large
depreciation of the rouble on net exports and, especialy,
on import-substituting domestic production. Net private

! UN/ECE, Economic Survey of Europe, 1999 No. 2, pp. 23-25.

2 IMF, World Economic Outlook (Washington, D.C.), October 1999.

capital flows to emerging markets have stabilized a some
$136 hillion in 1999, the same level as in the preceding
year.®> This masks a strengthening of net private capital
inflows in Asia associated with the rebound in economic
activity. But the overal flows of private capita to
emerging markets are gill subdued. Their level in 1999
is likely to be less than half the average annual inflow
over the period 1995 to 1997. A moderate strengthening
of net private capital flows to emerging markets is
generally expected in 2000, but net credit flows are likely
to remain very depressed.

Outside these emerging market countries, the
recession appears to have bottomed out in Japan, but the
prospects for a sustained recovery in the private sector are
gtill dim. In the United States, the economic expansion
has remained strong and is about to enter its ninth year,
the result in part of the stimulus to domestic demand
provided by the monetary easing in the final months of
1998. Economic growth for the year as awhole will once
again be higher than forecast at the beginning of the year.
The United States economy has thus remained the main
driving force behind world output growth over the past
two years. In western Europe, economic activity
advanced at a moderate pace in the first two quarters of
1999, but survey data point to some acceleration in the
rate of expansion in the second half of the year. The
recovery has been supported by easier monetary
conditions and the improved international environment.
Annua output growth, however, will remain below the
average increase in world output. Economic prospects
have aso improved lately in the transition economies (as
well as Russia) although the outcome for the year as a
whole will be more or less adversely affected by the
repercussions of the Kosovo conflict and the continuation
of depressed domestic demand in Russia

In the Asian crisis economies, the deep recession
bottomed out in 1998 or early 1999 and has been
followed by a stronger than expected recovery. Thisis
especialy true of the Republic of Korea, which has been
experiencing a boom this year: real GDP is expected to
increase by 9 per cent in 1999, more than offsetting the
decline of 5.5 per cent in 1998. The recovery has been
supported by expansionary economic policies. The
rebuilding of inventories has provided a strong stimulus

®  Institute of International Finance, Inc., Capital Flows to Emerging

Market Economies (Washington, D.C.), 25 September 1999.
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to industria production, while private consumption and
fixed investment expenditures have been increasing
strongly and aso exports have been edging upward.
Although the government has introduced a large range of
reform measures designed, inter alia, to strengthen the
banking sector and increase the effectiveness of corporate
governance, a mgjor chalenge remains the restructuring
of the financiad sector and the large conglomerates
(chaebols). There has aso been a strengthening of
economic activity in the ASEAN-4, i.e. Indonesia,
Malaysia, the Philippines and Thailand. Interest rates
have fallen to levels prevailing before the financid crisis.
Exchange rates have stabilized, but the earlier large
declines have boosted price competitiveness in foreign
markets. The scope for expansionary fiscal policy to
support incomes and employment was enlarged by funds
provided by the Japanese government within the
framework of the Miyazawa Initigtive* As in the
Republic of Korea, the restocking of inventories appears
to be an important factor behind the rise in domestic
output. But domestic activity continues to be restrained
by the reluctance of banksto lend. Progress in effective
bank and corporate financial restructuring has been
limited so far in Indonesia, Malaysia and Thailand.
Prospects for recovery in Indonesia have probably been
badly affected by the recent political uncertainty. The
sustainability of the recovery in al these countries will
hinge not only on a continued favourable externa
environment but also on the successful restructuring of
their financial and non-financia corporate sectors.

In Japan, real GDP rose in the first two quarters of
1999, following five consecutive quarters of declining
aggregate output. Technically, the economy has moved
out of recesson, but activity levels are dill very
depressed and there are strong doubts as to whether this
upturn can be sustained without another large fiscal
stimulus package. In fact, the government announced its
intention to launch yet another round of fiscal spending
(the eleventh since 1992) in late September 1999. But
there are concernsthat in view of the serious deterioration
of the government finances over the past years the result
might be a further rise in long-term interest rates, which
would have a negative impact on private sector spending.
The very large November 1998 fisca package boosted
public investment, which accounted for nearly half of the
2 per cent increase in readl GDP in the first quarter. In
addition, private consumption was stimulated by
spending vouchers distributed for free by the government
and temporary tax cuts for high income earners.
Consumer confidence weakened dightly in the second
quarter, following a marked improvement in the two
preceding quarters. The dight rise in GDP in the second
quarter reflects the continuing strength of private
consumption and an upturn in exports. In addition,

4 seedso UNCTAD, “The potential contribution of Japan to Asian

recovery: external aid versus domestic fiscal stimulus’, paper prepared by
the UNCTAD secretariat (Geneva), October 1998.

residential investment responded to targeted tax stimuli.
In contrast, non-residential and public investment fell
sharply. The unemployment rate rose to a postwar record
of 4.9 per cent in July but fell dightly in August.
Employment continued to fal in the third quarter against
the background of considerable excess capacity and
overmanning in the corporate sector. The September
1999 Tankan survey of the Bank of Japan points to
increased optimism about short-term prospects in the
business sector.  This could also reflect the government
measures aready implemented to rehabilitate the banking
sector.  The process of corporate restructuring which is
underway, however, will have a depressing effect on
business fixed investment and employment. Increased
job insecurity has been restraining household spending
propensity. Another matter of concern has been the
impact of the sizeable appreciation of the yen on external
price competitiveness, given that rising exports are seen
to be one of the principa supports of the nascent
recovery. The yen rose to a three and a haf year high
against the dollar in mid-September but has since
weskened somewhat. Redl GDP is forecast to increase
by 1 per cent in 1999, which compareswith afall of 1 per
cent or more expected in the spring.

The stance of monetary policy has remained
unchanged. The overnight call money rate has been held
at virtualy zero since February 1999, but this has not had
a noticeable impact on domestic demand. The marked
appreciation of the yen, moreover, has led to atightening
of monetary conditions. As a result, economic policy
discussion has focused on alternative ways for the central
bank to increase the money supply and support domestic
economic activity. One possibility suggested is for the
central bank to intervene in the foreign exchange market
to stem the appreciation of the yen without sterilization.
The Bank of Japan, however, has preferred to neutralize
the impact of these interventions on the money supply.
But in mid-October, the centra bank announced its
intention to enlarge the supply of liquidity by purchasing
short-term government bonds outside the framework of
repurchase agreements and aso to include longer-term
(two-year) government bonds in repurchase transactions.

In Latin America, the overdl economic
performance in 1999 has continued to be strongly
influenced by the restrictive policies put in place in
response to the deteriorating international economic and
financial environment in the aftermath of the Asian and
Russian crises. To these were added the devastating
economic effects of bad westher (hurricane Mitch) in
some countries towards the end of 1998. Although
economic activity is expected to recover somewhat
during the second half of 1999, regional GDP is forecast
to fal by about 0.5 per cent® or at best to increase

5 This would be the first decline in regional GDP in the current

decade. ECLAC, Economic Survey of Latin America and the Caribbean
1998-1999 (Santiago), August 1999.
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CHART 1.1.1

World commaodity prices, January 1996-September 1999
(Indices, January 1996=100)
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Note: Indices calculated on the basis of current dollar prices.

dightly® for the year as a whole. These outcomes mask,
however, a much sharper economic contraction in a
number of countries (Argentina, Ecuador, Venezuela).
Faced with a deep economic and financid crisis, the
government of Ecuador has defaulted on interest
payments on some $6 billion of Brady bonds held by
private creditors. This suspension of payments met with
the agreement of the IMF and, in principle, it congtitutes
afirst step towards a policy designed to achieve a greater
burden-sharing between official and private creditors in
the event that countries can no longer sustain their debt
burden. There have been no adverse implications so far
for the financing conditions available to other emerging
markets. In Brazil, the adjustment recession following
the January 1999 currency crisis has been much less
pronounced than feared initialy. The considerable
depreciation of the real has had only a small inflationary
impact, which, in combination with a return of capita
flows from abroad, has allowed the central bank to lower
interest rates. Real GDP is now forecast to fall by 1 per
cent in 1999, athough there has in fact been an upturn in
economic activity since the second quarter. Economic
activity in Mexico, Centrd America and the Caribbean
countries held up quite well in 1999 on account of the
close trade and investment links with the buoyant United
States economy. But there are continuing concerns about

5 ThelMF is forecasting an increase in real GDP by 0.1 per cent in

1999. IMF, op. cit., table 1.1.

the structural weakness of the Mexican banking sector,
which hasits roots in the peso crisis of December 1994.

In the international commodity markets, the main
development so far in 1999 has been the sharp rise in
crude ail prices. The spot price for Brent crude more
than doubled from $10 per barrel in mid-February to $23
in early October thus reaching its previous peak of late
1996 (chart 1.1.1). The surge in oil prices reflects in the
main the one-year supply restraint agreement reached by
members of OPEC and other oil exporters in March
1999. This agreement to cut back oil supplies has been
followed by an unexpectedly high degree of compliance
of producers. This lowering of supply coincided with a
rise in the demand for oil associated with the
strengthening economic activity in the world economy,
notably in the Asian emerging markets and in western
Europe.” The combined effect has been a significant
reduction in the large overhang of stocks of crude oil,
which had accumulated mainly in the course of 1998.
The upshot is that there is now a better balance between
supply and demand in the oil market. The surge in
petroleum prices has brought relief for oil exporting
countries (especially in the developing world) whose
economic and financia situation had been strained by the
price dump in 1997 and 1998. Apat from globa
demand developments, future oil price developments will
hinge crucially on the willingness of oil producers to
adhere to agreed production ceilings. In contrast to ail
prices, raw materials prices have in general remained
depressed in 1999. Prices of industrial raw materials
recovered somewhat in the third quarter of 1999, largely
reflecting a stronger increase in the prices of non-ferrous
metals (chart 1.1.1).

(i) Western Europe and North America

(@ The recent macroeconomic performance

In western Europe, economic activity gained dightly
more momentum in the second quarter of 1999. Rea GDP
rose by 0.5 per cent compared with 0.4 per cent in the
preceding quarter (table 1.1.1). Real GDP rose by about
1.5 per cent in the first haf of 1999 (chart 1.1.2), but
industrial activity remained duggish. Industriad output
edged upward dightly in the second quarter of 1999, but in
the first half of 1999 was till about 0.5 per cent lower than
in the same period of 1998. In manufacturing industry,
capecity utilization rates were dill faling, albeit only
modestly, in the second quarter of 1999.

Short-term  economic  indicators  suggest a
strengthening of cyclical growth forces in the course of
the third quarter. Industrial output continued to edge
upward, order books improved and the leve of inventories

7 World oil demand is forecast to increase by 1.5 per cent in 1999

and 2.4 per cent in 2000, up from only 0.6 per cent in 1998. International
Energy Agency, Oil Market Report (Paris), 11 October 1999.
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The dight accderation in economic growth in
western Europe in the second quarter of 1999 masks,
however, a congpicuous dowdown in the rate of expansion
of al three main components of fina domestic demand
Changes in stockbuilding had a broadly
neutral effect on domestic activity in the second quarter,
following a significant negative impact in the first. Red
exports of goods and services rose strongly, but import
In the event, the changes in
readl net exports made a smal postive contribution to
overdl economic growth in western Europe, following two
quarters during which they subtracted from output growth.
(The available country data suggest that changesin real net
exports had a neutral effect on economic growth in the
euro areain the second quarter of 1999.)

The moderate rate of economic expanson in western
Europe as a whole in the first two quarters reflects in the
main the dow recovery in Germany and Italy (table 1.1.1).
In part this can be attributed to the asymmetric effects of
the adverse trade shocks of 1997-1998 on the west
European countries. These two countries were more
exposed to the regionsiin crisis than other countries such as
Domegtic demand in Ity is
probably aso ill restrained by the retrictive fiscal policy
measures required to meet the EMU convergence criteria
and, subsequently, the requirements of the Stability and

6
TABLE1.1.1
Quarterly changes in real GDP, 1998-1999
(Percentage change over preceding period)
1998 1999 (table 1.1.2).
Ql Qll Qlll Qv Ql Qll
France .....ccccocvvvrvennas 0.9 0.9 0.5 0.6 0.4 0.6
Germany 11 - 04 -03 0.4 -
ftaly oo -0.5 0.5 06 -04 0.2 0.4 demand aso strengthened.
United Kingdom .......... 0.5 0.5 0.5 - 0.2 0.6
4 countries above ......... 0.6 0.4 0.5 - 0.3 0.4
Canada .....c.coovvvevrinnnn 0.7 0.3 0.6 1.2 1.0 0.8
United States 14 0.5 0.9 15 11 0.4
Japan ... -1.2 -0.7 -0.3 -0.8 2.0 0.2
Total above .......c.ccevue. 0.6 0.2 0.5 0.5 1.0 0.4
10 smaller economies ... 0.6 0.8 0.5 0.6 0.5 0.8
AUSHIA oo 1.0 0.4 0.1 0.2 0.4 0.9
Belgium ........ - 1.6 01 -03 0.3 1.6
Denmark ....... 1.2 -0.4 2.0 -0.2 -0.4 0.2
Finland .....cooovvvrenninnes 15 11 11 0.9 0.3 1.0
Netherlands 1.0 0.6 0.5 12 0.7 0.8
NOMWAY ..o 0.1 09 -07 -0.1 06 -09
Portugal ........ 0.5 12 -13 2.4 . .
Spain ..o 0.6 0.8 12 0.6 0.6 11
Sweden ...... 03 09 06 10 09 07 France, for example.
Switzerland 0.4 0.3 0.3 0.2 0.2 0.3
Memorandum items:
Euroarea .........ccce..... 0.6 0.5 0.5 0.2 0.4 0.5
European Union ......... 0.6 0.5 0.6 0.1 0.4 0.5 Growth Pact.
Western Europe ........... 0.6 0.5 0.5 0.1 0.4 0.5

Source: National statistics.
Note: Data are seasonally adjusted.

was judged to be more in line with sdes expectations?
There has been notably a marked revival of new orders and
of output in the manufacturing sector in Germany in the
summer. This improving performance finds its summary
expression in the surge of industrid confidence in western
Europe between March and September 1999, largely
reversing the sharp decline since the summer of 1998,
when exports turned increasingly duggish on account of
the crises in Ada, Lain America and Russa The
bottoming out of these crises and the ensuing upturn of
domestic activity in these regions has begun to stimulate
export activity in western Europe (chart 1.1.3). Exports
from members of the euro area have aso been supported
by gans in price competitiveness semming from the
steady depreciation of the euro againgt the dollar between
January and July 1999. In addition, interet-senstive
components of domestic demand have been stimulated by
the steady easing of money policy in late 1998 and in the
firgt half of 1999, which led to lower bank lending rates.
Private consumption was also supported by gains in red
incomes associated with rising employment and increased
hourly earnings. Consumer confidence remained very
strong in the first nine months of 1999.

According to the business and consumer surveys published by the
European Commission.

In France, the recovery gained somewha more
momentum in the second quarter of 1999. The main
feature was the rebound of exports, which had falen in the
two preceding quarters. Import demand also strengthened,
but changes in real net exports provided some support to
overall economic growth. Private consumption picked up
again, more than offsetting a dowdown in fixed
investment. Residentid investment continued to rise
srongly, stimulated by low mortgage rates and the
anticipated phasing out of tax incentives (Loi Périssol) at
the end of August 1999. As in the preceding quarter,
changes in stockbuilding had a dight negative impact on
growth.

In Germany, there was a pronounced weekness of
private consumption in the second quarter, accompanied
by a decline of fixed investment. Business expenditures on
machinery and equipment continued to expand, but this
was more than offset by a fal in construction activity.
Export demand strengthened markedly compared with the
preceding quarter but remained dightly below its levd in
the second quarter of 1998. Changes in red net exports
had a neutral effect on economic growth in the second
quarter.

In Italy, exports supported economic growth in the
second quarter of 1999, following five consecutive
quarters of negative contributions to growth. Private
consumption edged upward dightly and business
investment in machinery and equipment was duggish, a
reflection of sufficient spare capacity and uncertain sdes
prospects. In contrast, there was a large increase in
spending on transport equipment and buildings.
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Among the smaller economies of the euro area, the
upward cyclica momentum continued to be very strong in
Finland, Irdand, the Netherlands, Portugd and Spain.
These countries are clearly a a more advanced stage of the
business cycle than the other countries of the euro area (table
1.1.1). The ongoing expanson is broadly based on strong
domestic demand and exports.  As is typicd for the late

phase of a cyclicd upswing, consumer demand is booming.
The cyclica upturn in activity aso strengthened in Austria
and Belgium after the first quarter of 1999. These two
countries are relatively speciaized in the production of
intermediate goods for which there isincreasing demand at
this stage of economic recovery in many countries.



Economic Survey of Europe, 1999 No. 3

CHART 1.1.2

Changes in real GDP, 1995 QI-1999 QII
(Percentage change over same quarter of preceding year)
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CHART 1.1.3

Monthly export value indices, 1996-1999
(January 1996=100)
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Note: Total merchandise exports measured in national currency units. Data are seasonally adjusted, with the exception of Italy and the euro area for which a three-

month moving average was used.

Outside the euro areg, in the United Kingdom, the
cyclica downturn of 1998 has proved much milder than
expected and did not end, as feared earlier, in recession.
Instead, economic activity strengthened again in the
second quarter of 1999. To alarge extent this reflects the
lagged effects of monetary easing on domestic demand.
The moderate upward tendency in manufacturing

activity, apparent in ealy 1999, has continued.
Construction activity has aso strengthened, in part a
reflection of the rise in demand for housing, which has
been stimulated by lower interest rates and real income
gains. Buoyant private consumption, fuelled by large
increases in incomes, was the mainstay of economic
growth in the first two quarters. (Household consumption
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TABLE 1.1.2

Quarterly changes in real GDP and main expenditure items, 1998-1999
(Percentage change over preceding period)

Western Europe 2 Euro area® United States

1998 1999 1998 1999 1998 1999

Qlv Ql Qll Qlv Ql Qll Qlv Ql Qll
Private consumption ...........ccoccveveniniiniinns 0.6 0.7 0.3 0.4 0.5 0.2 1.2 1.6 1.2
Government CONSUMPLION .......vvvivniiiinens - 12 0.2 0.2 12 0.1 11 - -
Fixed iNVeStMent .........cccccvevevrererrereerenins 0.6 1.6 0.6 0.3 2.1 0.9 2.6 31 15
Final domestic demand ..........cccccceviveinnnn. 0.5 1.0 0.4 0.3 1.0 0.3 15 1.7 11
Changes in stock building © .........ccccceevvnnn 0.2 0.4 0.1 0.4 0.4 0.1 0.2 0.1 0.4
Total domestic demand ..........ccccoevvevnnen. 0.7 0.6 0.3 0.6 0.6 0.5 13 1.6 0.7
EXPOMS .o -1.7 0.1 17 -1.9 0.3 1.8 4.6 -1.3 1.2
IMPOIS oo 0.6 1.0 13 0.4 1.0 1.8 2.9 3.2 3.6
NE EXPOIS € .oovooiererresereserisesesenenns -0.6 0.3 0.2 -0.6 -0.2 - 0.1 -0.7 -0.4
GDP o 0.1 0.3 0.5 - 0.4 0.5 15 11 0.4

Source: National statistics.
Note: Data are seasonally adjusted.

@ The 11 countries are: Belgium, Denmark, France, Finland, Germany, Italy, Norway, Spain, Sweden, Switzerland and United Kingdom.

b Euro area: excluding Austria, Ireland, Netherlands and Portugal.
€ Growth contribution (percentage points).

was in fact restrained by a rise in the saving ratio in the
second quarter.) Fixed capita formation was relatively
duggish (though at areatively high level) and changesin
inventories had a substantial negative effect on growth.
Exports, which had fallen in the two preceding quarters,
recovered somewhat in the second quarter, athough they
were gill below their level in the same period of 1998.
The strength of the pound sterling continues to hold back
export activity, but since there was relatively little growth
in import demand real net exports, nevertheless, made a
smal positive contribution to growth in the second
quearter, the first since the third quarter of 1997.

Among the smaller economies outside the euro
area, economic activity weakened markedly in Norway,
reflecting in the main tight economic policies (adopted to
prevent overheating) and a fal in investment activity,
which has been the most dynamic component of demand
during the strong cyclical expansion over the past five
years. Economic growth was also relatively wesk in
Denmark and Switzerland.  In contrast, vigorous
economic growth was maintained in Sweden in the first
two quarters of 1999. Swedish exports held up better
than expected in the face of the deteriorating international
environment in 1998 and domestic demand was
supported by easier monetary conditions and increases in
real incomes (table 1.1.1).

There has been a further dight improvement of the
situation in the west European labour markets in 1999,
Employment has continued to edge upwards, but the
average annual rate of increase is expected to ow down
to some 1 per cent, as compared to an equivalent increase

of 1% per cent in 1998° Among the four larger
economies, demand for labour remained very duggish in
Germany in the first three quarters of 1999, athough
official statistics are not available at the time of writing.
Increased demand for labour in west Germany was
apparently offset by further labour shedding in the eastern
part of the country. Forecasts point to a smal annual
increase of 0.2 per cent in total employment in 1999. In
contrast, employment rose markedly in France in the first
two quarters of 1999 and for the year as awhole the level
is forecast to increase by 1.5 per cent. Employment rose
also perceptibly in Italy. In both France and Italy, these
gains are largely concentrated in services and
construction where output growth has been robust. But
employment has also been supported by labour market
measures in both countries. In France, the government
has introduced a speciad programme to reduce youth
unemployment, and in Italy a new legidative framework
fecilitates the use of fixed and short-term labour
contracts. In the United Kingdom, employment
continued to rise modestly in the first two quarters of
1999, but the rate of increase has weakened since the
third quarter of 1999.

The dynamic output growth in many of the smaller
economies continued to be associated with a strong
demand for labour, athough the cyclicd dowdown is
also mirrored in somewhat smaller employment gains
compared with 1998. The available data point to annual
employment growth within arange of 2.5 to 3 per cent in
Finland, Spain and Sweden. In Ireland, which continues
to have by far the highest rate of output growth in the

®  Excludi ng Turkey.
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CHART 1.1.4

Unemployment rates in major ECE market economies,
January 1994-August 1999
(Per cent of civilian labour force, monthly figures, standardized rate)
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Source: OECD, Main Economic Indicators (Paris), various issues.

Note: Eight smaller euro area economies: Austria, Belgium, Finland, Ireland,
Luxembourg, Netherlands, Portugal and Spain.

ECE region, employment is gtill projected to increase by
about 5 per cent this year.

The tendency of dightly falling unemployment rates
in western Europe has continued during the first eight
months of 1999. The average unemployment rate of the
European Union was 9.3 per cent in August, down from
9.6 per cent in January. The main exception to this
common pattern is Germany, where unemployment rose
dightly, largely because of a further reduction of labour
market measuresin east Germany. The favourable output
performance of many of the smaller economies over the
past couple of years has dso contributed to a steady and
significant fal of their unemployment rates. This
continued, albeit at a more moderate pace, in 1999 (chart
1.1.4).

Consumer price inflation in western Europe
remained low during the first three quarters of 1999. The
surge in oil prices (see above) triggered a strong rise in
domestic energy prices and this put some upward
pressure on the inflation rate.® But the average increase
(year-on-year) in the harmonized consumer price index
was only 1.2 per cent in the European Union in

10 Changes in commodity prices have tended to have an impact on

inflation in industrialized countries. But the average share of the related
expenditure items in total final household consumption is rather small.
To illustrate, energy accounts for 8.8 per cent of the total basket of goods
and services used for the calculation of the Harmonized Index of
Consumer Prices (HICP) in the European Union. In addition, the share of
energy in the total production costs of firms has fallen significantly since
thefirst oil price shock in 1973.

September 1999, up from 1 per cent at the beginning of
the year. In the euro areg, the average inflation rate was
also 1.2 per cent in September compared with 0.8 per
cent in January (chart 1.1.5). It is noteworthy that the so-
cdled core inflation rate (a measure which excludes
energy, food, tobacco and acohol) fell in the euro areato
0.9 per cent in September 1999, down from 1.3 per cent
at the beginning of the year.™* Inflation was significantly
above the EU average (within a range of 2-2.6 per cent)
in Denmark, Ireland, the Netherlands and Spain in
September 1999.  In Greece, the economic policies
introduced to meet the EMU convergence criteria
contributed to a conspicuous fal in the inflation rate to
1.5 per cent in September 1999, down from 5 per cent in
the same month of 1998. In the United Kingdom, the
underlying inflation rate'” was below the government’s
inflation target of 2.5 per cent between April and
September 1999.

Labour cost pressures have remained moderate in
western Europe. Nomina hourly labour costs in the total
economy rose by dightly more than 2 per cent in the euro
area in the first haf of 1999 compared with the same
period of 1998, but this was probably offset to a large
extent by productivity gains. Even countries with strong
economic growth such as Finland, Ireland, and Spain
have been successful in containing this cost component,
in part with the help of income policies. There were
somewhat stronger labour cost pressures in the United
Kingdom where labour markets are relatively tight.

In the United States, the long economic expansion,
which darted in the second quarter of 1991, has
continued. But the growth of real GDP dowed to 0.4 per
cent in the second quarter of 1999 from 1.1 per cent in
the first (table 1.1.1). Real GDP in the first half of 1999
was some 4 per cent higher than a year earlier. Strong
domestic demand and improved export demand led to a
steady rise in manufacturing production between
February and August 1999, following sluggish activity in
the find months of 1998. The decline in capacity
utilization rates bottomed out in the spring and was
followed by a dight increase after the second quarter of
1999. But margins of spare capacity remain
considerable.

Robust domestic demand has remained the principal
engine of economic growth. Private consumption
remained buoyant reflecting strong increases in the
demand for durable goods (motor cars, furniture,
household  equipment). Household demand was

1 Core inflation was only 0.4 per cent in France and even lower, at

0.1 per cent, in Germany in September 1999.

2 This is measured by the 12-month increase in the national retail

price index excluding mortgage interest payments (RPIX). This index
rose by 2.1 per cent in September 1999, 1 percentage point more than the
all itemsindex (RPI). The gap reflects the reduction of interest payments
due to lower mortgage interest rates. The standardized (HICP) inflation
rate was only 1.2 per cent in September 1999.
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CHART 1.1.5

Changes in consumer price indices in the euro area and the United States, January 1996-September 1999
(Percentage change over same month of preceding year)
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Source: Eurostat and Bureau of Labor Statistics.

Note: In the case of the euro area, the "All items excluding food and energy" index also excludes tobacco and alcohol.

supported by further large gains in employment and real
incomes, as well as by gains in financial wealth.
Aggregate consumer spending continued to rise faster
than disposable incomes in the second quarter, the
negative household savings ratio increasing to 1.3 per
cent. But consumer confidence weskened in the course
of the third quarter against the background of tighter
monetary policy and volatile share prices.

In the business sector, fixed investment in
machinery and equipment, notably information
processing equipment has continued to advance at arapid
rate. Residential investment has also remained strong,
although single family housing has been stagnant, albeit
a a high level. But reductions in business inventories
(largely in the retail sector) were a major drag on
domestic activity in the second quarter. This was the
third consecutive quarter during which inventory changes
subtracted from economic growth.

Exports picked up again in the second quarter,
benefiting from the improvement in global economic
activity, notably in East Asia® But the buoyancy of
domestic demand led to a further surge in import growth
(to a quarterly increase of nearly 4 per cent). The change
in real net exports subtracted nearly haf a percentage
point from the overal economic growth rate in the
second quarter.  With domestic demand persistently
outpacing domestic supply, the current account deficit

13 The value of merchandise exports to the Republic of Korea rose by

52 per cent in January-August 1999 compared with the same period of
1998.

rose to arecord 3.6 per cent of GDP in the second quarter
of 1999.

The continued rise in output has been accompanied
by further increases in employment. Non-farm
employment rose in each of the first eight months of 1999
but stagnated in September, because of bad wesather.
Quarter-to-quarter gains in employment have been
relatively steady a some 0.5 per cent since the second
quarter of 1998. Employment in the third quarter of 1999
was about 2 per cent higher than a year earlier. Services
continued to be the man source of increasing
employment. In contrast, labour shedding continued in
the manufacturing sector, though the rate of decline
moderated in the third quarter of 1999. Employment
growth also slowed down in the construction sector.
The pool of available workers searching for a job has
been largely depleted. Between March and September
the unemployment rate remained at, or slightly above, a
30-year low of 4.2 per cent. Despite widespread reports
of labour shortages there is little evidence of
acceleration in nomina wages and sdaries. Robust
growth in hourly earnings in the non-farm business
sector since early 1998 has so far been largely offset by
productivity gains. In fact, labour productivity (output
per hour worked) rose by 2.8 per cent in the first half of
1999 (over the same period in 1998), the largest
increase in the current upswing. A strengthening of
productivity growth at such an advanced stage of the
business cycleis unusual.

14 Federal Reserve Board, The Beige Book, 22 September 1999

[www.bog.frb.fed.us].
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CHART 1.1.6

Nominal short-term and long-term interest rates, January 1997-October 1999
(Average monthly rates, per cent per annum)
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Source: National statistics; OECD, Main Economic Indicators (Paris), various issues; European Central Bank; Financial Times, various issues.
Note: Short-term rates: three-month money market rates. Long-term rates: yields on 10-year government bonds. Long-term interest rates for the euro area are GDP-
weighted averages of national rates. The same holds for short-term interest rates before 1999. The figures for October 1999 are average rates for the first half of the

month.

Consumer price inflation has remained relatively
moderate in 1999. The rise in energy prices led to some
upward pressure on the average price level, contributing
to arise in the average inflation rate to above 2 per cent
since April 1999. Inflation accelerated dightly to 2.6 per
cent in September, up from 1.7 per cent at the beginning
of the year (chart 1.1.5). Core inflation (CPI excluding
energy and food) has remained broadly stable at 2 per
cent over the same period. There was relatively strong
upward pressure on producer prices in September 1999,
largely due to the surgein ail prices.

In Canada, the rate of economic expansion
remained quite strong in the second quarter. Real GDP
rose by 0.7 per cent and was 3.7 per cent higher than in
the second quarter of 1998. The overal performance
reflects to alarge extent the buoyant domestic demand in
the United States, which accounts for more than 80 per
cent of Canadian exports. But economic growth has also
been increasingly supported by private consumption and
business fixed investment in machinery and equipment,
and by a strong pick-up in residentia investment.

(b) Monetary conditions

Monetary conditions have continued to support the
expansion of economic activity in the euro area. The
stance of monetary policy has not been changed since the
ECB lowered its key repo-rate by half a percentage point
to 2.5 per cent in April 1999. Three-month EURIBOR
have fluctuated within a narrow range of about 2.6 to 2.7

per cent between September and May. But money
market conditions firmed significantly in the first half of
October, with three-month interest rates rising to some
33 per cent. But short-term rates were still low
compared with preceding years (chart 1.1.6). This
conspicuous rise in three-month interest rates reflects, to
a large part, the increased risk premium required by
lenders of short-term funds for the provision of liquidity
around the turn of the year on account of the perceived
Y2K problem. Another influence was probably the
expectations of strengthening economic activity and,
associated with that, an increased probability of a
tightening of monetary policy. Average real short-term
interest rates (based on the harmonized consumer price
index) were only 1.5 per cent in September 1999, down
from 2.4 per cent at the beginning of the year.

In the United Kingdom, the Bank of England’s
Monetary Policy Committee raised its base lending rate
by aquarter of a percentage point to 5.25 per cent in early
September 1999. Interest rates had been successively
lowered from 7.5 per cent between October 1998 and the
spring of this year. The decison was motivated by
expectations of mounting inflationary pressures in a
context of stronger economic growth, the risks of rising
wage cost pressures in aready tight labour markets and a
strong increase in housing prices.

In the United Sates, monetary policy was tightened
in late June and August 1999, the target for the federa
funds rate being raised in two steps from 4.75 per cent to
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CHART 1.1.7

Euro reference rates, January 1999-October 1999
(Indices, 4 January 1999=100)

CHART 1.1.8

Real effective exchange rates, January 1995-August 1999
(Indices, 1995=100)
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5.25 per cent. This increase of 50 basis points largely
reversed the lowering of interest rates by 75 basis points
between end-September and mid-November of last year.
The tightening of monetary policy is intended to check
the build-up of inflationary expectations in an
environment where calm has been restored in the
international financial markets. Interest rates have since
remained unchanged, but in early October 1999 the
FOMC announced a “tightening bias’ in its money
market operations. The background to this was the
persistent growth of domestic demand in excess of
domestic supply, the decreasing pool of workers available
to take jobs, and the ensuing risks of rising labour cost
pressures. Another likely factor in this decision was the
high level of share prices, which are generally judged to
be significantly overvalued. Nominal short-term interest
rates rose on average to 5.5 per cent in September 1999,
up from 4.9 per cent in January 1999 (chart 1.1.6). Asin
the euro area, and for largely the same reasons, United
States money market rates firmed significantly to above 6
per cent in thefirst half of October 1999.

Long-term interest rates have steadily edged
upwards since early 1999, more or less in line with the
improved globa economic outlook and less favourable
expectations for inflation (chart 1.1.6). There was
initially some decoupling between the United States and
the euro area, which led to a sizeable yield differential of
about 1.4 percentage points in favour of United States

Source:  IMF, International Financial Statistics (Washington, D.C.),
September 1999.

Note: Based on relative unit labour costs. The real effective exchange rate
for the euro before January 1999 is based on the so-called "synthetic euro", i.e. a
trade-weighted average of the bilateral exchange rates of the participating EMU
countries against the dollar using their national conversion rates vis-a-vis the
euro. For more information see the source.

treasuries in June. But this gap was reduced to 0.6
percentage pointsin the first half of October 1999.

In the foreign exchange markets in 1999, the steady
depreciation of the euro againgt the dollar was arrested in
mid-July, when the bilateral exchange rate was close to
parity (with alow of $1.0124 on 12 July), corresponding to
adepreciation by some 14 per cent compared with the first
trading day on 4 January. The ensuing appreciation of the
euro petered out in early August, and it has since been
difficult to discern any clear tendency (chart 1.1.7). This
development can be partly attributed to the increasing
evidence of a strengthening cyclical upturn in the euro area
and a marked narrowing of the differential between long-
term bond yieldsin the United States and the euro area.

The redl effective exchange rate index of the euro
fell by about 7 per cent in August 1999 compared with
both January 1999 and August 1998. The redl effective
dollar exchange rate fell in August 1999, but it was still
some 4.5 per cent higher than in January. Compared with
its recent peak in August 1998, however, the dollar has
weakened by about 5 per cent (chart 1.1.8).

(©) Theshort-term outlook
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TABLE 1.1.3

Real GDP in the developed market economies, 1996-1999
(Percentage change over previous year)

1996 1997 1998 19994
Western EUrope ... 1.9 2.7 2.6 1.9
4 Major CoUuNtries ..., 13 2.0 2.2 17
France .....cccoeeeveveenene, 1.1 2.0 3.2 2.5
Germany 0.8 15 2.2 14
1721, 0.9 15 13 1.2
United Kingdom ............ 26 35 22 17
17 smaller countries 3.1 4.1 35 2.3
AUSHTIA v 2.0 25 33 2.2
Belgium ....... 0.9 3.2 2.9 1.7
Cyprus ........ 2.0 25 5.0 45
Denmark 2.8 3.1 2.1 1.6
Finland ........ 4.1 5.6 5.6 3.8
Creece ........ 2.4 3.2 3.7 3.2
Iceland ........ 5.6 4.4 5.0 5.1
Ireland ......... 7.7 10.7 8.9 75
Israel ...... 4.6 2.9 2.2 2.0
Luxembourg .......c.ccc..... 3.0 37 57 33
Malta .....oovvevererceeinnn. 4.0 4.8 41 2.2
Netherlands .................. 3.0 3.8 3.7 2.8
Norway 4.9 4.3 21 0.5
Portugal 3.2 3.7 35 31

Spain .......... 23 37 4.0 33

Sweden .....cooceieiinnnn. 13 1.8 2.6 3.8
Switzerland ..........c.co..... 0.3 1.7 2.1 1.2
TUIKEY oo 7.0 75 2.8 -1.0
North America .........coocevevierrinnnn. 33 3.9 3.8 3.8
Canada 1.7 4.0 31 3.6
United States .......cccoovvvevierrinnn. 34 3.9 39 38
Total above .....ccccovvveiiiieiins 2.6 33 3.2 2.8
JapaN e 5.0 14 -2.8 1.0
Total above, including Japan ......... 3.0 3.0 2.3 25
Memorandum items:
European Union 1.6 25 2.7 2.1
Euro area ........cocevvenene. 1.4 2.3 2.7 2.1

Source: National statistics and national economic reports. Consensus
Economics Inc., Consensus Forecasts.

Note: All aggregates exclude Israel.
a8 Forecasts.

The current consensus of forecasts is for an annual
increase in real GDP by 2 per cent in the European Union
and the euro areain 1999. The average rate of growth is
dightly lower for western Europe largely because of the
adverse effects of the recent earthquake on economic
activity in Turkey, where real GDP is declining this year
(table 1.1.3). This overall picture masks a considerable
variaion in the economic performance of individual
countries, with buoyant growth in many of the smaller
economies contrasting with the more duggish
performance of major economies such as Germany and
Italy. In North America, economic growth will be
somewhat stronger than expected earlier this year. Real
GDP now seems likely to increase by 3.8 per cent in
1999, unchanged from last year and, again, significantly
higher than in western Europe. This regiona growth
pattern, however, is expected to change next year, when

the recovery in western Europe is forecast to gain further
momentum and for a cyclica slowdown to occur in the
United States. Current forecasts point to an increase in
real GDP by 2.9 per cent in western Europe in 2000,
largely reflecting stronger growth in the four major
economies (table 1.1.3). The cyclical dowdown in the
United States is expected to be relatively mild (the “soft
landing” scenario) which would imply an increasein red
GDP in 2000 of about the same rate as in western
Europe.

This scenario assumes not only favourable
economic developments in the emerging markets and
Japan but also (and most importantly) a smooth reversal
of the considerable domestic and external imbalances
which have built up in the United States economy over
the past severd years. Developments could turn out,
however, to be much less favourable. A sharp and
sustained fall of United States share prices would risk an
abrupt sowdown in domestic demand. In asimilar vein,
the rise in the United States current account deficit to
record levels is testing the willingness of foreigners to
continue to provide the necessary financing. A sudden
shift in investor sentiment away from dollar-denominated
assets (triggered for example by the strengthening of
economic growth in western Europe and Japan) could
lead to a subgtantial decline in the external value of the
dollar. This would not only exert upward pressures on
United States interest rates but would aso lead to a
corresponding strong appreciation of the euro and the yen,
with ensuing negative repercussions on the export
performance of the euro area and Japan. Finaly, mounting
inflationary pressures could trigger a stronger than
currently anticipated tightening of United States
monetary policy. The overall improved short-term
economic prospects therefore remain subject to major
downside risks.

A key feature of the optimistic growth scenario is
that the slowing down of economic growth in the United
States will be offset by stronger growth in western
Europe and Japan, thus helping to reduce the United
States current account deficit and to support global
economic activity. But this is only one reason for the
need to ensure a sustained recovery in western Europe.
Sustained and strong growth is also necessary to help
aleviate the persistent problem of high unemployment.

The current consensus is for a significant
improvement of economic performance in western
Europe in 2000. The strengthening of economic growth
is expected to lead to further gains in employment and
falling unemployment. Inflation has fallen to low levels
and is expected to remain moderate next year. This
contrasts with strengthening expectations in financial
markets of a tightening of monetary policy in the euro
area on account of perceived upward risks of inflationary
pressures, expectations which have also contributed to the
recent rise in the yields on long-term bonds. But a
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tightening of monetary policy a the current juncture
would not be appropriate and would be difficult to justify
in the light of the two pillars of the ECB’s monetary
policy strategy. One pillar is the reference value for the
annual increase in monetary supply (M3) fixed at 4.5 per
cent by the ECB. Actua money supply growth was by
about 1 percentage point above the reference valuein late
summer and the divergence has been increasing in the
course of the year. But these changes in money supply
should be interpreted with caution. The existence of a
stable relationship between changes in money supply and
inflation has till to be proven for the euro area. Also, the
recent strengthening of money supply growth may be
influenced by specid factors such as an increased
liquidity propensity in the run-up to the year 2000 (the
Y2K problem). Also, the assessment of inflation
prospects, the second pillar of the ECB’s monetary policy
strategy, does not currently provide any cause for
concern.  In the euro area, the consensus of current
forecasts are for an average inflation rate of some 1.5 per
cent in 2000, up from 1¥4 per cent in the current year but
significantly below the 2 per cent celing of the ECB’s
inflation target. The impact of higher oil and commodity
prices on consumer price inflation has been negligible.
High unemployment can also be expected to restrain wage
increases in a context of stronger growth. There is excess
capacity on global manufacturing industry and therefore
intensive price competition, which will tend to maintain
downward pressure on retail prices. In addition, there are
the benign price effects of deregulation in the
telecommunications and electricity markets. Given dl
these elements, it is difficult a present to see any good
reason for an increase in ECB interest rates. In view of the
till nascent recovery in most of the euro area such amove
would aso be premature.  Keeping monetary policy on
hold would in fact be in line with the other main objective
of the ECB specified in the Treaty, namely to support
economic activity and employment in the euro area.

1.2 Thetransition economies

(i) Introduction

While 1999 began as a difficult and challenging
year for the transition economies, the worst case
scenarios and downside risks have been avoided.
Moreover, as the year progressed, there were distinct
signs of improvementsin trade (section 1.2(v)) which had
been subject to an exceptionally precipitous drop in the
wake of the 1998 Russian crisis, and in output (section
1.2(ii)). This, in combination with the expectation of
continued improvement in economic conditions in the
west European market economics (section 1.1 above), has
led to an overall outlook of cautious optimism, less
subdued for central and eastern Europe.

Differentia ability to respond to adverse conditions
unfortunately served to widen further the gap between the
more stable, advanced and flexible economiesin transition,

and those whose restructuring and liberalization have been
delayed or stalled. Geography dso played anotablerolein
the uneven impact of the continuing aftershocks of the
Russian crisis of 1998, not just in the countries of the CIS.
No country in south-east Europe could escape the
economic impact of the Kosovo conflict; the Baltic
sates exceptiona reliance on exports to their Russian
neighbour led to a massive initid trade shock and was an
exceptiona blow to output and employment.

The caution in prognosis is necessarily much more
profound for the countries of the CIS than for those of
central and eastern Europe. The relief at the recovery
from the collapse of the economy after August 1998
cannot blind any observer who notes that the intervening
period has seen no basic structurd reforms, and certainly
little or no improvement in the progress towards the rule
of law, more well-defined property rights and
transparency. The Survey has consistently analysed the
reasons why the long-postponed return to sustained
growth in Russia cannot occur without confronting these
issues.  Moreover, the magnitude of the resources
required for serious restructuring, a fortiori in conditions
of democracy requiring popular support, is sill not
recognized by the international community.

For the more advanced reformers, on the other hand,
the successful wesathering of this recession, even with less
than hoped for outcomes, does mark the achievement of a
level of maturity in economic management. For even the
more dynamically growing countries, notably Hungary and
Poland, the recession posed challenges to fiscal baance,
tested the often difficult coordination of monetary and
fiscal policy, and demanded a thoroughly professiona
capacity to assess the indicators and to inform the markets
of what to expect. A notable marker of this maturing
stability has been the capecity of these countries (and, for
example, the Baltic states) to cover trade deficits which
might, ex ante, have been considered dangeroudy high
(section 1.2(vi)).

Clearly this does not yet indicate that the fragility of
the transition economies is a question of history, but it is
an indicator of the distance the most advanced have
travelled. If the more favourable officia forecasts of
growth were to be achieved across the ECE transition
economies next year, this would provide a much more
favourable environment for change in the lagging
countries, given the proper international support, which
must necessarily include that of the European Union.

Across the region, governments have been
presenting drafts of budgets with projections of a
somewhat tighter fiscal stance. While these have met
with predictable opposition and resistance in a number of
places —in Latvia there will be a referendum on pension

5 This guestion is addressed in depth in UN/ECE, Economic Survey

of Europe, 1999 No. 2, chap. 1, “Postwar Reconstruction and
Development in South-East Europe”, pp. 1-22.
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reform, an initiative which required the signatures of 10
per cent of the electorate — the ease of achievement of
these targets will aso depend to a substantial extent on
the fulfilment of the expectation for renewed growth.

(ii) Output and demand

Economic activity in a number of ECE transition
economies has remained subdued throughout most of
1999 due to the adverse externa environment. The
negative aftershocks of the global financial turmoil in
1997 and 1998 — and especialy of the Russian crisis in
1998 — continued to affect some of the more exposed
transition economies. In addition, the Kosovo conflict
had serious negative repercussions not only on the
economies of the countries directly involved in the
conflict but aso on the whole of south-eastern Europe.
However, the combined strength of these negative shocks
was diminishing during the course of the year and by the
third quarter most of the affected transition economies
had probably passed the worst of the crisis.

The genera weskening of output which began in the
second half of 1998 intensified during the first quarter of
1999 when almog half of the ECE transition economies
that compile quarterly GDP figures reported falling GDP
(table 1.2.3)." The aggregate GDP growth figures for the
three main subregions (eastern Europe as a whole, the
Baltic states and the CIS) dso turned negative. This was
the first case of synchronized recesson among the
transition economies — and one covering a large number of
countries — since the great transformation shock of the
early 1990s.

However, there has been a certain reviva of economic
activity throughout the whole region since the second
quarter when the mgority of the trandtion economies
reported better year-on-year output figures (in terms of
ether sronger growth or dower output decling). The
strengthening of economic recovery in western Europe (in
partticular of west European import demand) helped to
improve expectations in many of the trangition economies.
As a result, by mid-year the overall trend of economic
activity in the transition economies as a whole was rising
and gtarting to offset the setbacks in thefirst quarter.

Nevertheless, the year-on-year rate of change in the
aggregate GDP of the trandtion economies was dill
negative (-0.3 per cent) for the first haf of 1999 (table
1.2.1). The Bdltic gtates did the worst with a 3.8 per cent
decline in their aggregate GDP in this period, while the
strengthening of output in most of the centra and esst
European economies in the second quarter reversed the
decline of the first quarter (table 1.2.3), resulting in a small
increase in aggregate GDP in the first half of 1999 (0.3 per

1% At present the statistical offices in 23 out of 27 transition economies

compile quarterly GDP statistics, although at varying levels of detail (table
1.2.3), which is a considerable progress compared with the situation several
years ago. Only Albania, Bosnia and Herzegovina, The former Yugoslav
Republic of Macedoniaand Y ugoslavia do not yet report such statistics.

cent). In Russia the upturn during the second quarter was
not sufficient to offset completely the decline of output in
the first quarter, and for the CIS as a whole GDP declined
by 0.5 per cent, year-on-year, in thefirst half of 1999 (table
1.2.1).

(@) Eastern Europe and the Baltic states

Among the east European transition economies
economic growth was rather uneven in the first half of
1999, with distinctly different performance in centra
Europe (where aggregate GDP grew by 1.7 per cent year-
on-year) and in south-east Europe (where the comparable
change in GDP was -3.5 per cent). While these two
subregions have persistently diverged during the course
of trangition, the difference in the growth patterns has
recently surfaced as one of the main distinguishing
characteristics of these two groups. In fact, most of the
south-east European trangition economies (with the
exceptions of Romania and Yugodavia) have made
considerable progress towards macroeconomic (in
particular price) stability during the last severd years; so
far, however, this has not been sufficient to set them on a
path of sustained recovery."’

In contrast, the more advanced economies of central
Europe have aready acquired a satisfactory degree of
resilience and they have been able to weather relatively
successfully the negative effects of the recent global
financia turmoil. Although they were also affected by the
collapse of exports to Russia, the negative impact of the
shock was rdlatively short-lived and its amplitude was in
generd smaller than for other transition economies. The
effect of the external shock on output was least pronounced
in Hungary and Slovenia where GDP continued to grow at
relatively high rates in the first haf of 1999. These two
countries had the highest rates of economic growth among
the east European and Badtic economies, however, the
factors behind this strong performance were quite different
in each country.

Hungary's robust performance continued to be driven
by an export-led expanson in the manufacturing sector
athough its pace decderated from the very high rates seen
in 1997-1998. Hungary's GDPin thefirgt half of 1999 grew
by 3.6 per cent, year-on-year; dthough this was high
compared with other trangtion economies, it was gill some
1-2 percentage points less than expected ex ante. The rate of
growth of industria output in Hungary was aso the highest
among the east European transition economies (table 1.2.3)*®
dthough there were large differences among the various
manufacturing branches. Electricd engineering and the
automotive branches remained the principle driving forces
of economic growth (thanks to the continuing expansion of
exports to western Europe) while the output of other
manufacturing industries stagnated or even declined.
Private domestic demand (in particular retail sdes — table

" For a more detailed discussion on the economic problems of the

south-east European transition economies see UN/ECE, Economic Survey
of Europe, 1999 No. 2, chap. 1, op. cit.

18 Leaving aside the special case of Bosnia and Herzegovina.
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124) dso remained relatively strong, reflecting the
favourable expectations of consumers.

By contrast, the unexpectedly strong economic growth
in Sovenia in the first haf of 1999 (and especidly during
the second quarter when quarterly GDP grew by 6.4 per
cent, year-on-year) was mogily driven by an upsurgein fina
domedtic demand. Thus according to preliminary estimates,
real investment outlays during the first Sx months increased
by 26 per cent, year-on-year,"* and quarterly redl retail sdes
in the second quarter rose by 15.5 per cent.® The main
reason for this unexpected surge in domestic demand in the
second quarter ssemsto be the introduction of VAT in duly,
which was expected to increase certain domestic prices and
which led to large anticipatory purchases. At the sametime,
gross industrid output and the dollar vaue of exports were
declining in the first half of the year (tables 1.2.2 and 1.2.3),
while the tourigt industry was badly affected by the
implications of the Kosovo criss®  The demand-driven
upsurge in output in the second quarter is therefore likely to
have been atemporary phenomenon.

19 Institute of Macroeconomic Andl ysis and Development, Sovenian

Economic Mirror (Ljubljana), July 1999.

2 UN/ECE secretariat cal culations, based on national statistics.

= Thus, in the second quarter of the year the number of foreign

tourists dropped by 18.6 per cent compared with the same period of 1998.
Institute of Macroeconomic Analysis and Development, op. cit.
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TABLE 1.2.1

Basic economic indicators for the ECE transition economies, 1997-2000
(Rates of change and shares, per cent)

GDP (growth rates) Industrial output Inflation (per cent Unemployment rate
1999 (growth rates) change, Dec./Dec.)  (end of period, per cent)

April  Jan.- October 2000 Jan.-
official  Jun. official official Jun. Jun.

1997 1998 forecast actual forecast forecast 1997 1998 1999 1997 1998  1999@ 1997 1998 1999

Eastern Europe ...........c....... 2.2 15 2.9 0.3 1 3 4.8 1.2 -3.2 . . . 119 126 .
ADANIa ..o -7.0 8 8 . 5-6 8 -5.6 10 180 420 7.8 14 149 176 180
Bosnia and Herzegovina® . . . . . 18 . 37 238 96 122 22 -16 39 385 390
Bulgaria ......ccccoovvvriiniininnes -6.9 35 3.7 0.5 15 4 -100 -127 -134 5787 0.9 32 137 122 128
Croatia ...ooeeeeeereereireineinn, 6.8 25 152 11 - . 6.8 3.7 -1.9 4.0 5.6 39 176 186 189
Czech Republic ... . 03 23 08 -19 -05 14 45 16 -66 9.9 6.7 22 5.2 75 8.4
HUNGary .......coooevvevninnnes 4.6 51 5 3.6 4-5 45 111 125 69 184 104 91 104 9.1 9.4
Poland .......cccocvvviiniiniiniinns 6.9 48 45 2.3 4 52 115 4.6 0.7 132 8.5 63 103 104 116
Romania . .. -6.9 -7.3 -2 -3.9 -4.8 0.4 712 -17.0 9.4 1517 407 481 88 103 113
Slovakia .......cccoevvviniininn. 6.5 4.4 3 2.4 2.8 25 1.7 5.0 4.3 6.5 55 71 125 156 177
SIoVeNia ..o 4.6 39 4 45 35 3% 1.0 37 23 8.8 6.6 43 148 146 134
The former Yugoslav

Republic of Macedonia .... 1.5 29 6 1-2 . 1.6 45 97 45 -10 . 42* .
Yugoslavia® ......cc.coevrvnnns 74 2.6 7 . -24 . 9.5 36 -284 103 457 365 256 272 .

Baltic states ..... . 84 4.4 45  -38 Y 3% 8.2 49 -10.0 . . . 6.3 7.3 8.1
Estonia ........ ... 10.6 4.0 4 -3.9 04 3840 146 2.3 98 123 6.8 3.3 4.6 51 6.7*
Latvia ...... .. 86 36 4 20 1 35 138 31 -139 7.0 2.8 19 6.7 92 100
Lithuania ..... o 1.3 5.1 5 48 0313 3538 33 70 -84 8.5 24 0.6 6.7 6.9 75

CIS e 11 -2.8 -1.1 -0.5 1Ya 2% 2.6 -3.0 2.6 . . . 7.6 9.0 8.3
ArMENIa ....ooovvevvvreieieiinn, 3.3 7.2 4 49 4 . 8.2 -2.1 28 218 -1.2 22 110 89 104
Azerbaijan ... .. 58 100 9 56 6.5-7.0 8 0.3 22 2.0 03 76 97 13 14 12
Belarus ..o, 114 8.3 4-6 2.2 4 . 188 120 70 634 1816 329.8 2.8 2.3 2.1
[CT<T0] (0] R 11.3 2.9 8 1.7 4 . 8.2 -2.1 0.6 73 108 210 8.0 4.2 55
Kazakhstan . v L7 -2.5 15 -3.3 -15 1 4.0 2.1 41 113 1.9 9.8 3.9 3.7 35
Kyrgyzstan ... 9.9 1.8 2.8 0.4 2.8 4 504 88 -100 147 183 414 3.1 3.1 3.1
Republic of Moldova? ....... 1.6 -8.6 -3 53 (-2-3) 2 - 110 -252 111 182 428 1.7 1.9 2.3
Russian Federation 0.9 -4.6 -2.5 -0.7  05-15 153 2.0 -5.2 31 110 845 1208 112 133 124
Tajikistan ..o, 1.7 5.3 . 2.3 3 . -2.0 8.2 7.9 159.9 27 193 2.8 2.9 3.2
Turkmenistan ..o, -11.4 5.0 . 14.6 7 . =323 02 180 215 198 249 . . .
Ukraine -3.2 -1.7 -1 -3.0 - 2 -0.3 -1.5 02 101 200 265 2.8 4.3 4.0
Uzbekistan 5.2 4.4 4.4 38 4.4 5 4.1 5.8 56 275 259 295 0.3 0.4 0.6

Total above ........cccoevvevnrinees 16 -11 07 -03 1 2% 37 10 -02

Memorandum items:

CETE-5 oo 4.8 3.2 3.6 1.7 3 4 8.3 51 -0.6 . . . 98 102 113
SETE-7 o -3.9 -2.6 1.3 -35 -4Y, Ya -4.0 99 -119 . . . 143 154 .
Former GDR........ccccoeviunnes 1.7 2.0 . . . . 7.0 7.6 2.1 2.3 11 02 194 174 168

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat.

Note: Aggregates are UN/ECE secretariat calculations, using PPPs obtained from the 1996 European Comparison Programme. Output measures are in real terms
(constant prices). Forecasts are those of national conjunctural institutes or government forecasts associated with the central budget formulation. Industrial output refers to
gross output, not the contribution of industry to GDP. Inflation refers to changes in the consumer price index. Unemployment generally refers to registered unemployment
at the end of the period (with the exceptions of the Russian Federation, where it is the Goskomstat estimate according to the ILO definition, and Estonia where it refers to
job seekers). Aggregates shown are: Eastern Europe (the 12 countries below that line), with sub-aggregates CETE-5 (central European transition economies: Czech
Republic, Hungary, Poland, Slovakia, Slovenia) and SETE-7 (south European transition economies: Albania, Bosnia and Herzegovina, Bulgaria, Croatia, Romania, The
former Yugoslav Republic of Macedonia and Yugoslavia); Baltic states (Estonia, Latvia, Lithuania); and CIS (12 member countries of the Commonwealth of Independent
States).

& June 1999 over June 1998.

b Data reported by the Statistical Office of the Federation; these exclude the area of Republika Srpska.
€ Gross material product instead of GDP.

d Excluding Transdniestria.
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TABLE 1.2.2
International trade and external balances of the ECE transition economies, 1997-1999
(Rates of change and shares, per cent)
Merchandise exports in Merchandise imports in Trade balances Current account
dollars (growth rates) dollars (growth rates) (per cent of GDP) (per cent of GDP)
1997 1998  1999° 1997 1998 19992 1997 1998 19992 1997 1998 19992

Eastern Europe® ..................... 6.6 9.4 -4.5 6.4 9.2 -5.6 -103  -10.0 -9.5 -4.3 -4.6 -5.6
Albania ......occoeeienieiien, -35.6 50.9 69.5 -32.1 28.2 14.2 211 -19.2 -15.9 -11.9 -15 1.8
Bosnia and Herzegovina ........ 232.1 1345 22.6 29.2 30.2 -18.8 -40.8 -38.4 -26.2 -31.7 -26.8 -37.1¢
Bulgaria .......cccooevvviiniinns 1.0 -13.1 -21.7 -2.8 1.3 -1.0 0.1 5.7 -13.6 4.2 -3.1 -10.2
Croatia ..ooovereereeeeieenns -1.6 8.9 9.1 16.9 -7.9 -10.2 -24.3 -17.7 -17.5 -115 -7.1 -10.6
Czech Republic ........ccocvvvrnne. 4.0 15.7 0.7 -2.0 6.0 -1.3 -8.3 4.3 -2.8 -6.1 -1.9 -0.1
Hungary 21.6 20.4 5.8 17.0 21.1 7.2 4.7 -5.7 -6.6 2.1 -4.8 5.2
Poland .......ccccovvievieiiiennns 5.4 2.6 -8.1 13.9 10.9 -6.6 -11.6 -11.9 -11.6 -3.0 4.3 -6.9
Romania .......cccocovvieiieiiennns 4.3 -1.6 -7.0 -1.4 4.8 -115 -8.2 -9.2 -1.7 -6.1 -7.8 -5.6
Slovakia 0.2 11.2 -6.7 -8.0 10.9 -13.3 -10.2 -10.7 -6.6 -10.0 -10.1 -7.9
Slovenia 0.7 8.1 -35 -0.6 7.8 3.1 55 -5.4 -9.2 0.2 - 4.7
The former Yugoslav

Republic of Macedonia ......... 2.8 11.0 -19.1 7.8 9.0 -22.2 -15.5 -17.0 -6.7 -1.5 -8.2 -2.3
YUugoslavia ........co.coeveriiniinns 45.0 68  -48.3 17.3 05 -51.8 -109  -122 6.7 -7.9*%

Baltic states .........ccccovevirerennnn 23.1 35 -15.8 26.7 75 -18.2 -21.9 -22.4 -17.8 -9.5 -11.1 9.7
EStONIa ..o 41.1 10.3 -10.3 374 7.8 -20.8 -32.5 -29.8 -19.5 -12.2 -9.2 55
Latvia oo 15.9 8.3 -9.5 174 17.1 -11.8 -18.6 -215 -16.3 -6.1 -11.1 9.3
LItNUANIR. ..o 151 -39 235 238 26 -194  -186 194 180 102 121 -121

CIS o 1.2 -13.3 5.1 195 -12.0 -39.0 5.4 6.6 15.0 -0.4 -1.6 .
Armenia® .... -11.9 -12.9 30.9 45 13.2 -7.0 -27.9 -29.1 -32.0 -27.9 -26.5 -37.74
Azerbaijan ... 18.2 -7.2 53.7 -28.7 51.8 -6.2 -1.0 -7.3 -6.0 -23.1 -33.1 -28.6
Belarus ........ 1.8 -0.7 35.9 21.2 4.3 -27.0 -7.1 -8.1 -0.3 -6.0 -7.1 0.6
GeOrgiac ..o, 45.9 -17.4 185 44.0 12.7 -49.6 -10.0 -12.0 -10.6 -10.1 -11.1 -2.1
Kazakhstan ..........cccccoevenrennn. 28.7 7.9 9.4 52.0 138 -14.1 7.0 4.4 7.3 -3.6 5.3 -8.3¢
Kyrgyzstan -0.7 -2.1 -22.2 46.8 -18.6 0.7 -1.4 -3.0 -7.8 -23.4 -15.79
Republic of Moldova ............... 5.9 -23.9 3.2 35.0 3.0 -60.1 -15.6 -23.2 -11.6 -13.9 -20.4 -2.5
Russian Federation ................ -1.2 -15.8 -6.3 232  -16.8 -44.7 6.8 9.2 20.0 0.9 0.6 11.5
Tajikistan 7.7 -16.7 -7.9 -6.0 -1.2 4.7 22.2 9.8 13.2 -6.5 -10.6 .
Turkmenistan ..........ccccovevennee. -50.8 47.3 36.6 18.0 -0.2 49.1 -8.6 -3.2 -6.0 -21.6 -34.2 -
UKIaing ....oovvvveieieisennns 23.6 -2.4 -1.7 12.8 -6.5 -40.5 2.8 4.0 12.7 -2.1 -3.1 3.1
Uzbekistan® ..........cccocovvvevenae. -19.0 -9.8 -8.0 -4.6 -26.0 -7.3 -2.4 1.2 2.8 -4.0 -0.4

Total above® ..., 48 -0.6 5.2 10.7 3.3 -14.9 -1.4 -2.4 -0.3 2.1 -3.2

Memorandum items:

CETE-5 oo 7.1 11.6 -2.0 6.5 114 -2.5 -9.3 -9.0 -8.6 -3.7 4.1 5.3
I = 4.7 11 -15.5 6.0 2.1 -16.5 -13.1 -12.9 -13.1 -6.5 -6.6 -1.4

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat; IMF; UN/ECE secretariat

calculations.

Note: Foreign trade growth is measured in current dollar values. Trade and current account balances are related to GDP at current prices, converted from national
currencies at current dollar exchange rates. Trade values include the “new trade” among the successor states of former Czechoslovakia and the former SFR of
Yugoslavia, but not intra-CIS trade. Current-price GDP values for the first half of 1999 are in some cases estimated from reported real growth rates and consumer price
indices. On regional aggregates, see the note to table 1.2.1.

2 January-June.

b Aggregates of current account balances exclude Bosnia and Herzegovina and Yugoslavia.

€ Current account excludes official transfers.

d January-March 1999.

€ Growth rates for 1998 and 1999 are based respectively on CIS Statistical Committee estimates for merchandise trade values in 1998 and on TACIS estimates for

January-June 1998 and 1999.
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TABLE 1.2.3

GDP and industrial output in the ECE transition economies, 1998-1999

(Percentage change over the same period of the preceding year)

GDP Industrial output
1998 1999 1998 1999
Jan.- Jan- Jan- Jan- Jan- Jan- Jan- Jan.- Jan- Jan- Jan- Jan- Jan- Jan-
Mar.  Jun. Sept. Dec. Mar. Jun. Sept. Mar.  Jun. Sept. Dec. Mar. Jun. Aug.
Eastern EUrope ... 31 3.0 25 15 -04 0.3 58 43 34 12 -39 32 25
AlDaNIa ..o . 8.0 -14.3 04 107 100 266 180 100
Bosnia and Herzegovina . . . . . 142 211 254 238 11.7 9.6 9.3
Bulgaria .......coovvveerenininins 8.9 4.3 35 -0.7 0.5 6.2 -0.7 -6.7 -12.7 -16.2  -134  -149
Croatia .....ocvvvvereeereeeeereneins 5.7 5.0 25 -15 -1.1 6.4 5.8 6.8 3.7 -3.6 -1.9 -2.82
Czech Republic ... -1.3 -1.8 -2.3 4.1 -1.9 8.4 6.7 5.0 1.6 9.1 -6.6 -5.6
HUNGAMY oo 4.8 5.1 5.1 33 36 136 135 135 125 6.9 6.9 75
Poland .......cccoeviiiiiieienns 5.8 55 4.8 15 2.3 11.0 8.4 7.0 4.6 -2.6 -0.7 1.5°
Romania . 5.2 -5.7 -7.3 -4.6 -3.9 -21.8 -19.0 -170 -17.0 -9.6 9.4 -9.0
Slovakia ...... 62 58 44 18 24 47 53 64 50 38> 43> 38°
SIOVENIA ..o 4.3 4.1 3.9 25 45 9.8 4.8 45 3.7 -2.9 -2.3 2.1
The former Yugoslav
Republic of Macedonia ........... 29 8.3 9.6 7.9 45 -133 97 278
YUQOSIAVIA ..vveveeeeereireiciines . 2.6 159 123 7.0 36 -107 -284 -26.0%
Baltic States .......ccccovvevereiriinnn. 8.7 8.4 6.3 4.4 -4.8 -3.8 119 102 8.1 49 -106 -10.0 -10.1
Estonia 7.9 5.8 40 56 -39 139 102 6.2 23  -123 98 -84
Latvia oo 7.2 5.4 3.6 -2.3 -2.0 147 112 7.0 31 -125 -139 -124
Lithuania 9.3 71 51 58 -48 9.8 9.8 9.5 7.0 91 -84 99
CIS e 1.0 0.5 -1.4 -2.8 -2.3 -0.5 3.2 1.6 -1.8 -3.0 -1.2 2.6 4.7
Armenia ...... 6.4 6.7 6.9 7.2 4.6 49 . 4.3 3.2 0.6 -2.1 4.4 2.8 7.7
Azerbaijan ... . 82 9.1 85 100 6.2 5.6 6.9 0.2 0.7 11 2.2 4.1 2.0 2.7
Belarus ........ccocoeeeieenieiiennns 125 123 9.6 8.3 11 2.2 2.0 157 144 117 120 3.7 7.0 6.6
GEOIGIA v 11.2 8.9 7.3 2.9 1.2 1.7 2.4 -3.2 0.8 -1.2 -2.1 -5.7 0.6 1.2
Kazakhstan . 1.9 1.7 - -2.5 -3.6 -3.3 . 3.8 11 -1.2 2.1 4.1 4.1 -1.2
Kyrgyzstan ...... 115 5.0 14 18 0.3 0.4 35 521 235 9.7 8.8 46 -100  -4.6°
Republic of Moldova ... 4.2 4.7 4.7 -8.6 -7.8 5.3 3.4 2.3 57 -110 271 -252  -16.0
Russian Federation .... - -1.0 -3.3 -4.6 -2.9 -0.7 . 2.2 0.4 -3.7 5.2 -1.6 3.1 7.02
Tajikistan ............. w13 2.6 6.5 53 2.4 2.3 0.9 95 125 8.7 8.2 4.4 79 6.7
Turkmenistan .. .. 8.0 3.0 37 50 133 146 140 -11.0 5.0 2.0 0.2 150 180 180
Ukraine ........... v 0.2 0.2 -0.5 -1.7 -4.8 -3.0 -1.7 1.7 0.7 -0.3 -15 -2.4 0.2 2.32
Uzbekistan .. 33 4.0 4.4 4.4 29 38 4.3 4.3 55 6.1 5.8 4.7 5.6 5.6
Total aboVe .....cccocvveveiciccieine, 2.0 1.6 0.2 -1.1 -1.6 -0.3 45 2.9 0.7 -1.0 -2.6 -0.2 1.2
Memorandum items:
CETE-5 ... .. 45 4.1 3.9 3.2 0.7 1.7 10.3 8.4 7.3 51 2.1 -0.6 0.3
SETE-7 ....... .. 08 0.1 -1.0 -2.6 -3.0 -35 -7.1 -7.2 -7.9 -9.9 97 -119 -118
Former GDR .....cccovvvvvvciinnns 3.6 1.7 1.7 2.0 121 9.9 9.1 7.6 4.6 2.7

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat.

Note: Industrial output figures are based on monthly statistical reporting. Because of differences in coverage, monthly cumulative figures for 1998 as a whole differ
slightly from reported annual figures for some countries. For these countries reported annual figures have been used. On regional aggregates see the note to table 1.2.1.

a8 January-September.
b Industrial sales.

Economic activity in the rest of the central
European trangition economies was generally weaker
athough it began to improve during the course of the
year. The first quarter was particularly disappointing for
the Czech economy as GDP fell by 4.1 per cent, year-on-
year. However, after two years of recession the second
quarter brought a long-awaited turnaround with quarterly
GDP rising by 0.3 per cent. A recovery of private
consumption (largely based on rising real incomes and
improved expectations about the future) appears to have
been the most important demand-side factor checking the
fal in output: in the first six months of 1999 the real

consumption of households increased by 1.2 per cent,
year-on-year,” and the volume of retail sales by 1.8 per
cent (table 1.2.4), while gross fixed capital formation
declined by 7.1 per cent.? The basis of the recovery is
still rather fragile as manufacturing activity remained
subdued in the first half of the year with gross industrial
output falling by 6.6 per cent, year-on-year.

22 UN/ECE secretariat cal culations, based on national statistics.

2 bid.
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The Polish economy performed in 1999
considerably below expectations, especialy in the first
quarter when GDP increased by a meagre 1.5 per cent. In
the second quarter it accelerated to some 3 per cent
bringing the GDP growth in the first six months to 2.3 per
cent (compared with the same period of 1998), which
was roughly half the official forecast for 1999 (table
1.2.1). Poor performance in mining and quarrying as
well as in the manufacturing sector resulted in declining
gross industrial output during the first half of the year
(and especidly during the first quarter —table 1.2.3). The
continuing fal in exports to Russia (table 1.2.8) also
contributed to the weakening in output performance.
However, by the third quarter industrial output was
recovering strongly when, according to preliminary data,
it increased by 5.9 per over the same period of 1998.%
The preliminary data on private consumption in 1999 are
somewhat confusing: on the one hand, according to the
retail trade statistics the volume of retail sales in Poland
increased by 13.2 per cent in the first haf of the year
(table 1.2.4); on the other hand, recent polls suggest that
in mid-1999 consumer confidence had falen to a five-
year low.”> So it remains to be seen what turn these
developments will take in the second half of the year.

The dowdown of economic growth in Slovakia was
more or less in line with the ex-ante expectations, as the
government had introduced a series of austerity measures
aimed at curbing the fiscal and current account deficits.
Gross fixed capital formation (including construction
activity) were most affected by these measures as public
financing of large infrastructure projects was reduced
substantially.*® The quarterly national accounts also
indicate a significant positive net trade effect in the first
half of the year which undoubtedly gave support to
output. However, on the supply side the sources of
economic growth in 1999 are not yet clear as there is
some confusion in the current dtatistics on industrial
output with different series pointing to diverging
tendencies.”’

2 bid.

s Rzeczpospolita, 13 September 1999, as reported by Polish News

Bulletin, 14 September 1999.

% Quarterly national accounts data suggest that real gross fixed

capital formation in Slovakia declined by amost 13 per cent, year-on-
year, during the first half of 1999. UN/ECE secretariat calculations,
based on national statistics.

2 Asof January 1999 the Slovak Statistical Office introduced two

monthly series: an index of industrial production (based on the output
statistics for selected products and adjusted for the number of working
days) and an index of industrial sales (based on the receipts from
industrial activities). Neither of them are fully compatible with the
previously reported industrial output data and thus there is a break in the
series, including those reported in this Survey. The two new indices
diverge in the first half of 1999: while the index of industrial production
indicates afall in output by 7.9 per cent, year-on-year, the industrial sales
index suggests an increase of 4.3 per cent for the same period. To add to
the confusion, the quarterly national accounts statistics show a significant
rise in the value added produced in industry during the first half of 1999.

TABLE 1.2.4

Retail trade in selected transition economies, 1998-1999
(Percentage change over same period of preceding year)

1998 1999

Jan.- Jan- Jan.- Jan.- Jan.- Jan.- Jan.-
Mar.  Jun. Sept. Dec. Mar. Jun. Aug.

Bulgaria ........ccccoueeunneee 63 88 59 51 -46 -18 -16
Croatia ..oooveeeerinennns 24 32 17 -06 -71 -79 -7.9%
Czech Republic ... 43 -58 60 66 12 18 17

Hungary ...... 73 87 98 106 29 39 56
Poland ... 132 143 143 129 108 132 150
Romania . 30 62 56 41 46 08 052
Slovakia .. 73 96 91 82 66 97 75

Slovenia .....cooveverinnnn 32 - 15 21 59 55
The former Yugoslav
Republic of Macedonia 5.2 33 35 32 122 103

Yugoslavia .........cc...... 220 188 93 23 65 -222 -240
Estonia ......cccoevevennne 1.0 - 21 46 65 52 48
Latvia 215 254 248 218 199 122 93
Lithuania ...........eoeveee 234 206 172 108 -148 -12.7 -122
AIMENIA ....vveevererreeen, 51 83 52 61 127 149 161
Azerbaijan ................... 119 100 92 103 148 139 139
Belarus ......cccoevevnenn. 336 359 355 261 -39 -17 0.2
Georgia ....... 201 151 132 117 -84 45 48

Kazakhstan . 313 225 195 179 72 37 -09
Kyrgyzstan .. 124 93 86 84 16 07 10
Republic of Moldova? ..-10.7 -102 -81 -12.6 -33.1 -33.0 -235
Russian Federation ..... 07 -12 -08 -44 -151 -142 -143

Tajikistan ......ccccoeevenen -356 -263 -93 82 494 378 258
Turkmenistan .............. 9.0 . . . 230 280 390
Ukraine 04 04 -31 45 -85 -72 -11
Uzbekistan ...........c...... 171 121 131 140 129 118 97

Source: National statistics; CIS Statistical Committee; direct communications
from national statistical offices to UN/ECE secretariat.

Note: Retail trade covers mainly goods in eastern Europe, the Baltic states
and the Russian Federation (since 1998), good and catering in other CIS
countries. The coverage in 1998 and 1999, based on current reporting, may differ
from the coverage in the annual statistics.

a  January-July.
b Registered enterprises.

The Baltic states were plunged into an unexpectedly
deep recession in 1999, mostly because of the shock
caused by the Russian criss. The three economies
followed broadly similar lines as a result of the crisis: in
the 18 months to mid-1999 they lost some 70 per cent of
their aggregate exports (in vaue) to the CIS (table 1.2.7)
which led to a sharp fall in industrial output (table 1.2.3)
and a significant decline in overall economic activity.
The recession appears to have bottomed out in the first
quarter of 1999 when GDP in both Estonia and Lithuania
was close to 6 per cent lower than a year earlier and 2.3
per cent lower in Latvia (table 1.2.3). Although the
output decline decelerated during the second quarter, the
first haf of the year was marked by a sharp reduction in
GDPinal three countries.

The economic situation in the south-east European
transition economies remained precarious in the first half
of 1999 with the Kosovo conflict dominating both the
political and economic arenas for much of the year. The
conflict had a wide-ranging negative impact on the whole
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region and raised considerably the uncertainties
surrounding the economic prospects of these countries.
The direct negative consequences of the conflict were
most severe for the economy of Yugodavia which
suffered enormous damage to its economic infrastructure
and productive capacity as a result of 78 days of NATO
air strikes?®  Although a precise assessment of current
economic performance in Yugoslaviais not possible, it is
obvious that the bombing has greatly reduced economic
activity in this country.” The hardship now being borne
by the population of Yugodavia, especiadly in Serbia and
including the many refugees in the country, is aready
considerable and is certain to worsen with the onset of
winter.

The ending of hostilities prevented a more serious
economic catastrophe developing for the whole south-
east European region and the direct economic impact of
the conflict on neighbouring countries turned out to be
relatively limited. Most of the reported direct damage
was related to the loss of markets in neighbouring
countries and/or to the loss of trade flows to and from
other countries due to the disruption of internationa
transport routes®* The most affected country was
probably The former Yugodav Republic of Macedonia
where gross industrial output fell by some 10 per cent in
the first half of 1999 (table 1.2.3). However, the service
sector in this country reportedly received a boost from the
inflow of aid to the Kosovo refugees and from the
expenditure of the international forces stationed there
(retail trade reportedly grew by some 10 per cent, year-
on-year, in the first haf of 1999 — table 1.2.4). In
aggregate, these two factors were to a large extent
offsetting and, dthough the official statistics are rather
scarce and not up-to-date, the net negative economic
impact of the conflict appears to have been smaller than
was feared during the conflict. Nevertheless, GDP during
the first haf of the year was undoubtedly much lower
than the pre-conflict forecast of 6 per cent (table 1.2.1).
The scarce statistical data available in Albania and in
Bosnia and Herzegovina suggest that for them as well the
direct negative economic conseguences of the conflict
were probably not very large (industrial output was
growing in the first half of the year in both countries —
table 1.2.3). Nevertheless, the economic situation in both

2 For more details see UN/ECE, Economic Survey of Europe, 1999

No. 2, chap. 1.

2 Since the outbreak of the Kosovo conflict the official Y ugoslav

statistics on current economic performance have been extremely scarce.
Apart from the apparent difficulties in assessing a wartime economy,
reportedly there are serious problems in collecting and processing
information on the economic situation in Kosovo.

%" The most damaging and lasting economic consequence of the

conflict has been the blockage of navigation along the Danube (which
followed the destruction of several bridges bombed during the air strikes)
due to the continuing dispute over the financing of the clean-up operation.
Apart from the continuing damage to transport, there are growing fears,
especially in Croatia and Hungary, that the wreckage of the bridges could
trap ice floes and cause severe flooding if it is not cleared before the
winter setsin.

countries remains extremely fragile due to the chronic
weaknesses of their economies and the lack of sufficient
progress in the reform process.

In Bulgaria, Croatia and Romania the economies
were dready in difficulty before the outbreak of the
Kosovo conflict. The Romanian economy is undergoing
a process of painful restructuring and has been in
recession since 1997 (table 1.2.1). Although the fdling
GDP in 1999 was not surprising (the officid forecast did
not expect a turnaround to materialize this year), the
actua outcome in the first half of the year (GDP was
nearly 4 per cent lower than a year earlier) was
considerably worse than had been expected and, at least
partly, this can be attributed to the impact of the Kosovo
conflict. The latter added to the dampening impact of the
audterity policy of the last three years, which has
combined tight monetary and fiscal policies with the
consolidation and restructuring of the banking system
(which is burdened by bad loans). Manufacturing
industry has borne the brunt of the restructuring and
adjustment effort with output continuing to shrink at a
high rate for the third consecutive year.

The weakening of output in Bulgaria had aready
started in the second half of 1998 in the wake of the
Russian criss. During the first quarter of 1999 the
decline continued and it was feared that a further fal in
output might follow as a result of the Kosovo conflict.
Indeed, the latter did have a negative effect on Bulgarian
exports, exacerbating the continuing decline in
manufacturing output (table 1.2.3); however, other
sectors of the economy (notably services and agriculture)
fared somewhat better and GDP started to recover in the
second quarter (with a 1.6 per cent, year-on-year,
increase) resulting in a smal but nevertheless positive
increase for thefirst half of the year (0.5 per cent).

Similarly, the weakening of economic activity in
Croatia began in the last quarter of 1998, when GDP fell
by 4.2 per cent, year-on-year, and continued in early
1999, although at a decelerating rate: GDP declined by
just over 1 per cent in the first half of the year. The most
important domestic factor behind this development has
been the fal in private demand: retail sales in the first
half fell by 7.9 per cent year-on-year (table 1.2.4) while
the final consumption of households shrank by 7.6 per
cent®® In part, the later was caused by the poor
performance of the tourist industry after the outbreak of
the Kosovo conflict (which led to widespread
cancellations of tourist bookings).*

If there was a positive outcome of the Kosovo
episode, it was the fact that the conflict attracted
considerable public attention in the west to the deep-

81 UN/ECE secretariat calculations, based on national statistics.

%2 Tourist nights in the first half of 1999 were 22.1 per cent lower

than in the same period of 1998. National Bank of Croatia, Bulletin, No.
41 (Zagreb), September 1999, p. 11.
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seated economic problems of the transition economiesin
south-east Europe.  One of the results of the ensuing
policy discussion was the adoption of the so called
“Stability Pact for South Eastern Europe’, initiated by the
European Union and endorsed by the heads of state and
governments of the south-east European countries at a
summit held in Sargevo on 30 July 1999. This
development has had an initia postive impact on
economic expectations and investor confidence as
regards the south-east European region but whether this
can be consolidated by effective programmes for regiona
€economic regeneration remains to be seen.

(b) Commonwealth of I ndependent States

The magjority of the CIS countries were severely hit
by the Russian crisis and the negative repercussions
continued to be felt in 1999. At the beginning of the year
there were fears that the crisis might deepen further, a
development which would have had grave consequences
not only for the Russian economy but also for the many
of the other CIS countries. These fears, however, have
not been borne out by eventsin 1999,

In fact the Russian economy in 1999 has performed
considerably better than was predicted not only by
independent analysts but aso by the Russian authorities.
The main force behind the gradua improvement in
output has been the revival in the manufacturing sector.
By March the decline in gross industrial output, which
had started in May 1998, came to an end and industrial
production started to increase rapidly: in the second
quarter of 1999 it was 8 per cent higher than ayear earlier
and in the third quarter it was nearly 16 per cent higher.®
It should be borne in mind that these high growth rates
are from a very low base (the fall in output only hit the
bottom in the third quarter of 1998); but even so, the data
indicate that by the third quarter the level of output in
mining and manufacturing had recovered from the
catastrophic fall in 19983 Besides, the recovery of
industrial output in 1999 was broadly based, with most
industrial branches showing positive growth.*

The reasons for this unexpectedly fast expansion of
industrial output are not entirely clear, especialy, as
noted below, final domestic demand remained quite
depressed in the first half of 1999. But there are two

% UN/ECE secretariat calculations, based on national statistics.

% Quarterly industrial output in the third quarter of 1999 was 2 per

cent higher than in the same quarter of 1997 when Russian industrial
output was growing. UN/ECE secretariat calculations, based on
Goskomstat data.

% The chemical industry posted the highest rate of year-on-year

growth for the first three quarters of 1999 (20.3 per cent); but even in
branches that had suffered a chronic decline over several years, such as
mechanical and electrical engineering, light industry and food processing,
there were high positive growth rates of output in this period (13.1 per
cent, 8.4 per cent and 9.9 per cent, respectively). Russian Federation
Goskomstat, O proizvodstve promyshlennoi produktsii v yanvare-
sentyabre 1999 goda (www.gks.ru).

factors which appear most likely to have played a
significant role in this development. In thefirst place, the
sharp rebound in world prices of oil and gas (aswell as of
other commaodities and intermediate goods) benefited a
number of Russian producers and exporters (and at the
same time boosted the government’s fiscal revenue).
Secondly, the large devaluation of the rouble appears to
have induced large scale import substitution,*® giving a
significant boost to local production.®” Thus, despite the
decline in the value of total exports, the net trade effect
appears as the most significant demand side factor
supporting the recovery of output.

At the same time, domestic absorption continued to
contract in the first half of 1999. Private consumption
has been particularly hard hit by the sharp fall in red
incomes that followed the collapse of the rouble: in 1999
the volume of retail sales was contracting at double-digit
rates (table 1.2.4). Fixed investment also continued to
fall abeit at alower rate than in previous years.®

The output recovery in Russa reflects both the
improvement in the externa environment and the
relatively prudent management policy followed by the
Russian authorities since the crisis of August 1998
(which enabled them to avoid hyperinflation). However,
the fundamental problems of economic restructuring have
still to be addressed and, as argued in previous issues of
this Survey, this is a mgjor pre-condition for sustained
recovery and growth in Russia

The recovery of output in Russia has aso been a
favourable development for the neighbouring transition
economies and especially the European CIS countries.
Although economic activity in these countries remained
relatively low in the first half of 1999, there were some
signs of improvement in the third quarter of the year.
Thus the output decline in Ukraine hit bottom in the first
quarter when GDP fell by 4.8 per cent, year-on-year, and
industrial output by 2.4 per cent. There were aready
some early signs of revival in the second quarter and
especially, as in Russia, in manufacturing industry (with
industrial production increasing by 2.6 per cent). The
recovery in industry became more pronounced in the
third quarter when gross output increased by 6 per cent,
year-on-year.* Ukrainian GDP was also growing in the

% |n the first half of 1999 the value of total Russian imports fell by

more that 45 per cent, year-on-year (table 1.2.7).

s Although in earlier issues of this Survey import substitution had

been hypothesized as one of the possible driving forces of the Russian
recovery, the available data did not allow any definite conclusions on this
subject. The most recent statistics published by Goskomstat (showing in
particular the high rates of output growth in sectors such as engineering,
light industry and food processing, quoted above) would seem to support
this hypothesis.

% Real investment outl ays in January-September 1999 were 0.7 per

cent lower than in the same period of 1998. Russian Federation
Goskomstat, Sotsial’ no-ekonomicheskoe polozhenie Rossii, No. 8
(Moscow), 1999.

% UN/ECE secretariat calculations, based on national statistics.
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third quarter but the cumulative change for the first three
quarters of the year was till negative (-1.7 per cent, year-
on-year —table 1.2.3).

During the first three quarters of 1999 economic
activity in Belarus was much below its level during the
previous two years during which GDP reportedly
increased by a cumulative 20 per cent or s0.* The
growth of GDP (2 per cent, year-on-year — table 1.2.3)
was well below the official forecast for 1999 (table
1.2.1). Inthe Republic of Moldova the economy plunged
into a deep recession in 1998 and GDP continued to fall
in the first half of 1999 (table 1.2.1). Nevertheless, the
rate of decline reportedly started to decelerate in the third
quarter and at the moment of writing this Survey there
were expectations that the second half of the year would
bring some improvement in output performance.

The economies of the CIS countries in the
Caucasian rim were growing in the first half of 1999 but
on average at somewhat below the rates of the last few
years. Although the direct effect of the Russian crisis
was probably less severe for these countries, they were
nevertheless affected both by the general weakening of
economic activity in the CIS and by the fal in world
commodity prices in 1998. The manufacturing sector
was particularly affected in some of these countries: gross
industrial output continued to weaken in Armenia and
Georgia in the first quarter of 1999 before starting to
rebound in the second and third quarters. But despite
these negative elements, the rates of growth of GDP in
Armenia and Azerbaijan during the first half of 1999 (4.9
per cent and 5.6 per cent, respectively) were among the
highest not only among the CIS but among al the
transition economies.

Economic performance was mixed in the central
Asian CIScountries in the first half of 1999. With GDP
falling by 3.3 per cent in the first six months of the year,
the biggest economy in the region, Kazakhstan, was aso
the worst performing of al the central Asian CIS
countries in this period. This outcome was considerably
worse than the officia forecasts which had envisaged the
Kazakhstan economy emerging from the recession of
1998. However, the delays in introducing needed
changes in economic policy (especialy the prolonged
defence of the exchange rate which came under strong
pressure after the rouble devaluation and which was
finally abandoned in April) helped to prolong the period
of output decline.

In contrast, very high rates of output growth are
reported in Turkmenistan in 1999: according to the
official dtatistics, GDP increased by 14 per cent, year-on-
year, during the first nine months and the rate of growth
of industrid output was even higher (table 1.2.3).

401t should be borne in mind, however, that the reliability of the

official Belarussian statistics (especially concerning real growth) has been
frequently questioned by independent analysts.

Although the accuracy of these figures is uncertain, the
economy does appear to have been recovering strongly,
mainly as a result of the resumption of gas deliveries to
Ukraine and other CIS countries.** The first half of the
year was marked by a relatively high level of economic
activity in Uzbekistan (GDP increased by 3.8 per cent,
year-on-year), thus continuing the trend of the past two
years. Growth was broadly based, with both industry and
agriculture contributing to the strong performance on the
supply side; a the same time, domestic demand (both
private consumption and fixed investment) continued to
recover strongly.

The economies of Kyrgyzstan and Tagjikistan were
also growing during the first three quarters of the year but
at arather uneven pace. In Kyrgyzstan, after a period of
stagnation during the first half of the year, the rate of
GDP growth accelerated in the third quarter. According
to the preliminary statistics, the reverse pattern appears to
have been the case in Tgikistan where the cumulative
GDP growth figure for the first three quarters was
considerably worse that those for the first half of the year
(table1.2.3).

(iii) Inflation

Moderate disinflation remained the norm in central
and eastern Europe through the summer of 1999 (table
1.2.5). A key factor behind disinflation in 1998 was the
marked fall in world commodity prices. The reversal in
this, led by the sharp rise of crude oil prices*
accelerating from March, did not have an initial reflection
in higher inflation in 1999. Feed-through from this
imported inflation is, in any event, subject to lags.
Additionally, this shift in trend was a first
counterbalanced by the subdued economic environment
and intensified competition, in both external and internal
markets. (The same downturn also produced fiscal strain,
consistently threatening revenues while giving rise to
additional claims on government expenditure) Thus, a
model of fisca prudence, Estonia, was running a 7.7 per
cent budget deficit by July.** The exceptions to the trend
of lower inflation in this part of the region were chiefly
Slovakia, where the new government is trying to speed
up the liberdization of its economy without accelerating
inflation unduly, and Romania, suffering from a
multiplicity of long-standing economic problems,* of

411t should be remembered that this upsurge in output is mostly a

recovery from a period of amost two years when gas deliveries were
discontinued.

42 UN/ECE, Economic Survey of Europe, 1999 No. 2, p. 39 and sect.

1.2(v) below.

3 For centra and loca government, as reported in Bank of

International  Settlements, Economic Indicators for Eastern Europe
(Basle), August 1999.

a“ UN/ECE, Economic Survey of Europe, 1999 No. 1, pp. 70-81,

analysesthisin detail.
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TABLE 1.2.5
Consumer prices in the transition economies, 1997-1999
(Percentage change)
December over August over August over
Annual average previous December previous December previous August
1997 1998 1997 1998 1998 1999 1998 1999
AIDANIA ... 33.1 20.3 42.0 7.8 3.7 4.4 15.8 -0.6
Bosnia and Herzegovina . 11.8 49 12.2 2.2 0.1 -3.1 31 -1.0
Bulgaria ......cccooevininnn. 1082.6 22.2 578.7 0.9 -0.2 2.2 6.1 3.3
Croatia? ....... 37 5.9 4.0 5.6 37 33 5.4 5.2
Czech Republic 8.4 10.6 9.9 6.7 73 19 9.3 14
Hungary ....... 184 14.2 184 104 8.1 8.6 134 10.9
Poland ......cccovvviiieieeeees 15.1 11.7 13.2 8.5 6.0 53 111 7.7
ROMANIA ..o 154.9 59.3 151.7 40.7 26.6 34.6 51.8 49.6
Slovakia ... 6.1 6.7 6.5 55 33 12.2 5.7 14.6
SIOVENIA ..o, 8.4 7.9 8.8 6.6 5.1 5.2 7.6 6.8
The former Yugoslav
Republic of Macedonia 2 .............. 36 1.0 45 -1.0 -3.0 . - .
YUQOSIAVIA ... 23.2 304 10.3 45.7 28.0 211 37.6 37.9
ESLONIA ..o, 111 10.6 12.3 6.8 6.4 23 9.8 26
Latvia 8.5 4.7 7.0 2.8 2.0 13 3.7 2.1
Lithuania .......cccoveveineeieieenns 8.8 51 8.5 2.4 2.1 - 4.4 0.3
AMMENIA oo 13.8 8.7 21.8 -1.2 -55 0.1 14 4.6
Azerbaijan .... 36 -0.8 0.3 -1.6 0.1 25 22 9.8
Belarus ..... 63.9 73.2 63.4 181.6 30.1 111.3 46.8 357.5
Georgia .... 6.9 36 73 10.8 -3.3 5.6 15 21.0
Kazakhstan ..........cccccoveveiiiennnnn, 174 7.3 11.3 1.9 2.4 12.6 6.3 12.0
KYrgyzstan ..........ccoeeveenernnrencnnne. 255 12.1 147 183 55 30.7 9.7 46.6
Republic of Moldova 11.8 1.7 111 18.2 -0.6 26.4 41 50.4
Russian Federation . 14.7 27.8 11.0 84.5 8.1 29.6 9.8 121.1
TAJIKISTAN ..o 85.4 43.1 159.9 27 -10.2 42.9 5.0 63.5
Turkmenistan .........ccccoevieiieiinnnn, 83.7 16.8 215 19.8 6.3 14.4 13.7 29.0
Ukraine 15.9 10.6 10.1 20.0 2.3 8.6 6.9 273
Uzbekistan..........ccooeviveeieinennnnns 73.2 17.7 215 25.9 114 . 16.4

Source: UN/ECE secretariat estimates, based on national statistics.

@ Retail price index. For Croatia the food price index is from the cost of living index.

which its rather high inflation rate is more a symptom
than a cause.

Even in the more diverse pattern in the countries of
the CIS (table 1.2.5) the general picture is one in which
the exceptiona inflationary shocks arising from the
Russian crisis have now been contained, athough the
overall situation is far more unsatisfactory and fragile.
Real wages bore a great deal of theinitial adjustment, and
macroeconomic policy was more austere than had been
thought likely last autumn. Nonetheless, the Russian
crisis shaped the inflationary processes in some closely-
tied economies, by precipitating, with varying lags,
reactive devaluations in their currencies. In Belarus the
Russian crisis brought more rapidly into the open a much
higher rate of inflation® which would have occurred

% Thecrl changes in table 1.2.5 for Belarus reflect open inflation,

but there are major controls on food and other goods considered socially
important, which is one of the reasons why the population has expressed
more concern about shortages than price rises in the autumn. TACIS
European Expertise Service, Belarus Economic Trends, Monthly Update,
May 1999, p. 11 in particular. This source also provides information on
Presidential Decree No. 285, which states that annual limits for changes
in price indices are to be set and revised by the Council of Ministers and

anyway as a consequence of the expansionary policies, in
particular the subsidized credits and other exceptional
quas-fiscal measures which, in 1998, were adopted by the
Belarus government as a special path to national recovery.

In central and eastern Europe there have been a
few indicators of possible increases in inflationary
pressure on the horizon. With the higher than expected
jump in Polish inflation (1.4 per cent) from August to
September causing some concern, whether deserved or
not, it isworth reviewing these potentia problems.

The obvious potentia inflationary pressure on the
horizon is the feed-through from the increase in energy
prices from a very low level (see section 1.2(v) and chart
1.1.1). Some increases in transport costs have aready
had an effect on consumer prices in the normally
favourable summer months, but the full effect is still to
come. Moreover, upward changes in spot and near-term
future prices in oil in mid-September mean that it is

the National Bank of Belarus. In TACIS, Belarus Economic Trends,
Quarterly Issue, April-June 1999, pp. 15-20, a specia section by D. Nuti
suggests that, in reality, Belarus remains a command economy.
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entirely possible that this trend can continue, depending
of course on supply discipline and demand.*®

Moreover, as continued disinflation in the face of
rising world commaodity prices was possible this year in
the context of subdued demand, achievement of the
forecast improvement in the economic environment may
increase inflationary pressure, athough it should also
lead to productivity growth, easing the pressure on labour
costs, and making the resolution of fisca strain less
problematic.

An additional factor to watch in costs has been that
the growth of wages in industry has generally continued
to outpace industrial productivity growth by a significant
margin for some time. With continued disinflation, this
may simply be a normal cyclica phenomenon, reflecting
inertial  expectations, accelerated in  some cases
(particularly the Baltics) by sharp recession-induced falls
in productivity. Thus, it is entirely plausible that this has
occurred despite the continuation of rather high levels of
unemployment. (See section 1.2(iv) on the latter, and
section 1.2(v) on the problems this may pose for
international competitiveness.) Developments in the
Czech Republic provide a cler example. As a
consequence of the Czech recession, productivity in
industry fell 6.9 per cent in the first quarter of 1999 and
3.8 per cent for the first half of the year. Employment in
Czech industry fell, respectively, by 2.3 per cent and 2.9
per cent in the first quarter and first haf,* and
unemployment has risen to levels not seen before in the
country, exceeding 15 per cent in a number of industria
regions. Yet nominal gross wages in industry rose by 6.5
per cent in the first quarter, and moderated only to 6 per
cent in the first haf year. In the low inflationary
environment of 1999 this meant that Czech rea unit
labour costs in industry rose 14.1 per cent in the first
quarter and 9.8 per cent in thefirst haf of the year.

The Czech Nationd Bank® understands these
developments to have been spurred by the sated
inflationary expectations of the trade unions (9.5 per cent
or higher), and encouraged by the 17 per cent wage
increase in the government sector where wage increases
have lagged behind those in the rest of the economy.*
This is the most dramatic case of divergence between

46 IMF, World Economic Outlook, October 1999 (preliminary

website edition), p. 50.

4" These datarefer to the percentage changes over the same period of

the preceding year; the source is the UN/ECE Database of National
Statistics.

48 Czech National Bank, Inflation Report (Prague), July 1999, pp. 34-35.

4 on wages throughout the region, see also D. Vaughn-Whitehead

(ed.), Paying the Price: The Wage Crisisin Central and Eastern Europe,
Macmillan/ILO Study Series (London), 1998, especidly chap. 5. In the
recent Polish case, the strike of nurses is another example in which “stop-
go” for budget-paid workers can be a short-sighted policy. When efforts
are eventually made to catch up they may threaten wider inflationary
pressure and thereby politicize an otherwise ordinary government
employees' bargaining situation.

wage and productivity growth in 1999, but it is not
unique: it has been the rule except in Slovakia

With arise in output and productivity, accompanied
at the end of this year by higher inflation than a the
beginning, if the same inertial factors operated and thisis
a normal cyclical experience, we will see the opposite
phenomenon. However, in the absence of evidence of
sufficient cyclesto be certain of this, it is worth observing
that a substantial rise in real wages in conditions of rising
unemployment might also suggest, as an additiona
factor, the development of an “insider/outsider” labour
market. The development of ingtitutional mechanisms to
address these labour market issues is not easy, of course,
and is no substitute for growth with jobs, but the issue is
clearly becoming increasingly important.*

Despite these potential problems the majority of
central and east European countries are close to mesting
their declared annual inflation targets. The country with
the most acute inflation outside the CIS remans
Romania. The sharp decline in the leu exchange rate
earlier in the year, combined with the need to continue to
raise administratively-controlled prices make it less
likely that major disinflation can be achieved in the near
future.

In the other exceptiona country, Slovakia,
inflationary pressures stem from the difficulties of
catching up with the lead reformers in liberalizing both
prices and the economy more generally. Slovak inflation
will be higher this year, a predictable consequence of the
new government’'s ambitious programme, as aready
foreseen in the two previousissues of this Survey.>

The initial Slovak austerity package had hoped to
contain inflation a 10 per cent (December over
December), a target which proved as difficult as this
Survey had suggested.®® This target was raised to 19.5
per cent and then, in October, the decision was taken to
postpone rent increases which, aso ambitioudly, led to
the inflation forecast being lowered to 15 per cent.>* The
magnitude of the reduction of the forecast, however, is
out of line with the weight of rents in the CPI,®

%0 |nstitute of Macroeconomic Andl ysis and Development, Sovenia:

Analysis of Economic Developments and Target Developmental Scenario
by 2003: Spring Report 1999 (Ljubljana), 1999, pp. 103-106 discusses the
Slovenian approach to this challenge.

51 Additionally, in July the Romanian government agreed with the

IMF to raise excise taxes on petroleum by 70 per cent. Romania Letter of
Intent and Memorandum on Economic Policies, 26 July 1999 (IMF
website).

52 UN/ECE, Economic Survey of Europe, 1999 No. 1, pp. 112 and

120, and 1999 No. 2, pp. 39-40.

% Ibid., 1999 No. 1, p. 112.

5 TASR (Bratisiava), 11 October 1999.

%5 UN/ECE, Economic Survey of Europe, 1999 No. 1, pp. 115-118 is

devoted to a detailed consideration of the role of rent in the CPI basket in
the transition economies, which still remains very low.



The ECE Economiesin Autumn 1999

27

particularly as the government’ s announcement states that
the weight of rents regulated by the state now has a
weight of only 1.3 per cent in the consumer basket. The
officia explanation for the large impact on inflation of
this small change is that there will be important
secondary effects of the decision, for example on the
behaviour of landlords of unregulated properties. It may
also be that this measure is hoped to have an effect on
wage demands (real wages have actually falen somewhat
in Slovakia) and a paliative effect on the unavoidable
tensions resulting from any austerity programme.

In the countries of the CIS the inflationary picture
has ranged from price fdls in Azerbaijan to the already-
noted high inflation of Belarus. There is, however, one
clear overall generalization: namely, that the Russian
crisis, involving a large devauation that quickly led to
much higher inflation in that country, subsequently
affected a number of aready troubled economies heavily
dependent on exports to Russia. This affected, above all
Belarus and the Republic of Moldova,* as these countries
dso found themselves unable to avoid devaluation.
Another of the CIS countriesin difficulty and closely tied
to the Russian economy, Ukraine, has had a lower-than-
expected rise in inflation despite a year of considerable
difficulty. The credit here is generaly attributed to
macroeconomic policy and to the influence of increased
domestic competition in the supply of food, in turn a
reflection of exportables being diverted to the interna
market. Since it is the case that the less affluent the
transition economy, the larger is the weight of food in the
consumer price basket, this phenomenon has played a
rolein other countries aswell.

In Russiathe more alarmist fearsin 1998 about high
inflation, even hyperinflation, were clearly not borne out.
The most dtriking statistic is arguably the failure of
nomina wages to respond very much to the initia large
rise in prices which followed the 1998 devaluation. The
reduction in wage arrears (and the even greater effort to
pay pension arrears) has provided some mitigation in
terms of living standards, but the redity isthat real wages
have fallen dramatically and the numbers earning less
than the poverty level have risen substantialy. The
virtual absence of indexation in the Russian economy is
one more indication of the effective absence of trade
unions and may aso reflect the remaining “employment
overhang”.

The greater economic difficulties and political
uncertainties in the CIS make it difficult to forecast
further disinflation with any confidence, although in most
cases the tempo of inflation has lowed during the course
of the year. Rekindling inflationary expectations is also

%6 Government of Moldova and TACIS European Expertise Service,

Moldova Economic Trends, Quarterly Issue, April-June 1999, and the
Monthly Update, July 1999, provide further detail on the country’'s
serious difficulties, of which the still moderately high inflation rate is
only one.

more likely in situations where central bank and Ministry
of Finance credibility islow. Although thereis no sign of
a return to very high or even hyperinflationary rates
anywhere in the CIS, there is gill a high variance of
inflation forecasts. This remains a contrast and a source
of increasing divergence with central and eastern Europe,
where the state budgets and economic programmes
presently being negotiated into legidation remain more
firmly fixed on the objective of continuing disinflation
under conditions in which, it is forecast, there will be a
less harsh economic climate.

(iv) Unemployment

As a result of the Russian crisis and the genera
economic dowdown, unemployment started to increase
in most trangition economies in the second half of 1998
and continued to do so in 1999, with a sharp rise in the
first quarter of the year. In February-March, nine
countries (Croatia, the Czech Republic, Estonia, Latvia,
Lithuania, Romania, Russia, Slovakia and Yugodavia)
reported their highest unemployment rates since the
trangition started in 1989. During the spring and summer,
despite the usual seasondl fall in unemployment, there was
no significant improvement and, in some countries, where
the external demand shock was amplified by deepening
interna problems, the Situation continued to deteriorate.

In August 1999, registered unemployment rates in
most of the central and eastern European countries
varied between 9 per cent (the Czech Republic) and 19
per cent (Croatia)®’ (table 1.2.6). In the 12 months to
August 1999, the rate declined dightly only in Slovenia®
and remained broadly unchanged in Hungary. In al the
other countries of the region, the rate of unemployment
increased markedly, in most cases by 2-3 percentage
points, reflecting aready wesk economic sSituations
which were aggravated by the Russian and Kosovo crises
and, in some of them, intensified restructuring.

The immediate outlook for the labour markets in
central and eastern Europe remains rather blesk. Among
the central European transition economies a small decline
in unemployment (from the current 9.5 per cent to some 9
per cent of the labour force) can be expected only in

57 Note that Croatian unemployment is consistently exaggerated by

this measurement method, and considerably above the results of the
labour force survey, which found only 11.6 per cent unemployed in the
second half of 1998, for example, as opposed to 18 per cent as indicated
by the registered method. (Republic of Croatia, Central Bureau of
Statistics, Monthly Statistical Report, No. 9 (Zagreb), 1998.) Asthe same
problem applies to the Slovene figures, caution about methodology is
needed in the interpretation of al unemployment data for the countries
formerly part of Yugoslavia

% Some, but not al of the decline is due to the change in

methodology which resulted in the transfer of 6,000 persons engaged in
public works programmes (including in the health and social work sector)
from the ranks of registered unemployed to the employed as of 1 January
1999. The Slovene labour force survey, which shows a far lower
unemployment rate than the registered figures found an unemployment
rate of 7.7 per cent in February 1999 and 7.5 per cent in May. Bank of
Slovenia, Monthly Bulletin (Ljubljana), August 1999, p. 69.
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TABLE 1.2.6

Registered unemployment in the transition economies, 1998-1999
(Per cent of labour force, end of period)

1998 1999
Aug. Dec. Mar. Jun. Jul.  Aug.
Eastern Europe 2 ............... 102 112 126 123 124 124
Albania ......ovvevriininns 170 176 180 180 18.0 .

Bosnia and Herzegovina ... 39.0 385 392 390 39.1 .
108 122 132 128 130 136

Bulgaria

Croatia .......ocovevvriernens 170 186 191 189 191 191
Czech Republic ................ 6.4 75 8.4 8.4 8.8 9.0
Hungary ........... .90 91 104 9.4 9.5 9.4
Poland ..... 9.5 104 121 116 1138 119
Romania .. 87 103 120 113 113 109
Slovakia ... 138 156 167 177 183 182

Slovenia ...coovvenvniennnn. 142 146 141 134 134 134
The former Yugoslav
Republic of Macedonia ...

Yugoslavia ........cccocvrrnnnn. 270 272 293 . . .
Baltic states .........ccevevnenen. 5.8 73 8.7 8.1 8.2 8.3
Estonia® .. 42 51 70* 67* 66* 65
Latvia ....... 74 92 101 100 9.9 9.8
Lithuania ........c.cceeveienennnas 5.4 6.9 85 75 7.8 8.1
CIS o 7.8 9.0 9.0 8.3 8.3 8.3
Armenia ... 8.7 89 104 104 113 113
Azerbaijan . 14 14 11 1.2 1.2 1.2
Belarus .......coooeeeviiivinnns 2.3 2.3 2.3 2.1 2.1 2.1
GEOTGia v 3.6 4.2 55 55 45 4.8
Kazakhstan .. .40 3.7 3.6 35 3.6 3.6
Kyrgyzstan ........... .37 31 31 31 31 31
Republic of Moldova ......... 2.0 1.9 2.4 2.3 2.4 2.4
Russian Federation© ........ 116 133 136 124 124 124
Tajikistan 35 2.9 31 3.2 3.2 33
Ukraine ........ . . . . . . .
Uzbekistan .........ccceeevenanne 3.6 43 4.0 4.0 4.0 4.1
Total above ........cccceevenane 0.4 0.4 0.6 0.6 0.6 0.5
Memorandum items:
CETE-5 oo 9.4 10.2 11.7 11.3 11.6 11.7
SETE-7 oo . . . . . .
Russian Federation9......... 2.4 2.7 2.7 2.2 2.0 1.9
Former-GDR ......c.cccooevnes 17.1 17.4 184 16.8 17.4 17.6

Source: National statistics; direct communications from national statistical
offices to UN/ECE secretariat.

@ Excluding The former Yugoslav Republic of Macedonia and Yugoslavia.
b Job seekers.

C Based on monthly Russian Goskomstat estimates according to the ILO
definition, i.e. including all persons not having employment but actively seeking work.
The previously published figures have been seriously revised in line with the
results of the February and May 1999 labour force surveys.

d Registered unemployment.

Hungary where strong output growth continues to generate
a relatively strong demand for labour. A stabilisation or
even adight fal in unemployment can also be expected in
Slovenia which was not much affected by the Russian
criss and where adight downward trend in unemployment
has continued since October 1998.%°

% Among all the east European and Baltic countries, employment in

the first half of 1999 compared to the same period in 1998 increased only
in Hungary and Slovenia. Up to half of the 2.7 per cent increase in
employment in the latter between the end of 1998 and the end of July
1999 is considered in some sense artefactual. (Institute  of
Macroeconomic Analysis and Development, Sovenian Economic Mirror

In the Czech Republic, where a moderate revival of
the economy appeared in the second quarter, there was no
improvement in the labour market in the first eight
months of 1999.°  The man causes of rising
unemployment — weak economic performance and
intensified restructuring of traditional Czech industrial
companies, particularly in the chemical, manufacturing
and metallurgy sectors — are expected to continue, and
unemployment is forecast to reach 10 per cent by the end
of the year and climb further to 11 per cent in 2000. In
Poland, despite a relatively strong output recovery since
March, the dtuation on the labour market remains
difficult®® and the high level of unemployment is
expected to persist in the near future as the wave of mass
layoffs continues and the number of people losing their
jobs due to enterprise restructuring or the end of job
guarantees that come with the privatization process has
been increasing.”> Nevertheless, the National Labour
Office (KUP) still maintains its forecast of a 12 per cent
unemployment rate at the end of the year, which looks
rather optimistic. In Slovakia, the austerity measures
and weak performance in mining and manufacturing,
and especidly, in construction, together with a much
delayed macroeconomic adjustment, has led to a
dramatic rise in unemployment.®®* The situation is
unlikely to improve radically by the end of the year; on
the contrary, the recently amended privatization law,
which opens the way for some progress in privatizing
large-scale companies, may lead to further increases in
unemployment.

In Bulgaria, after some stabilization during the
spring-summer period mainly reflecting seasond factors,
the unemployment rate started rising again in July and
reached 13.6 per cent in August. Given the weak
economic performance and taking into consideration that
closing down unviable loss-making enterprises is still a
key reform target for the government under the three-year
programme agreed with the IMF in 1998, unemployment
is likely to continue rising for the rest of the year. In
Romania, there was a seasonal fall in the unemployment

(Ljubljana), September, 1999, p. 16 and July 1998, page 14.) In addition
to the recognition of those on public works programmes as employed, a
new law on the shadow economy has, in their view, resulted in the formal
registration as employed those previously not registered.

8 | the first half of 1999, employment fell by nearly 4 per cent, and

the unemployment rate continued to rise through the summer months
reaching a record 9 per cent in August, up from 6.4 per cent in August of
last year.

61 August was the seventh month of declining employment in the

business sector and the unemployment rate at the end of the month was 11.9
per cent (compared with 11.8 per cent in July and 9.5 per cent ayear earlier).

%2 The number of people losing their jobs amounted to 156,500 in

August, 3,300 more than in July and 38,600 more than a year earlier.
Interfax Poland Business News Service, 29 September 1999.

8 In August 1999, the unemployment rate stood at 18.2 per cent, up

from 13.8 a year earlier, the largest increase among all the transition
countries.
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rate during spring and summer,* but it is expected to start
rising again and may reach 14 per cent by the end of the
year due to the continued recession and the planned
massive layoffs in lossmaking companies.® In Albania
and Croatia, unemployment rates were broadly
unchanged over the first eight months but at very high
rates of 18-19 per cent; these are unlikely to decline by
the end of the year given the usual seasond rise in
unemployment in winter months, the consequences of the
Kosovo conflict, and the weak economic performance in
Croatia. The Kosovo crisis dramatically affected the
labour markets in The former Yugodav Republic of
Macedonia and Yugodavia, and athough the data on
unemployment rates in these countries are not available,
some unofficial estimates have suggested that they could
reach very high levelsin both countries.®

In the Baltic states, the recession, caused mainly by
the loss of key export markets after the Russian crisis, has
resulted in a considerable growth in unemployment. The
unemployment rates varied in August 1999 between 6.5
per cent in Estonia and 9.8 per cent in Latvia (both more
than 2 percentage points higher than in the same period of
1998). In Latvia and, particularly, Estonia, the level of
unemployment, perhaps reflecting the first signs of
economic recovery, has declined dightly since April.*” In
contragt, in Lithuania where the fallout from the Russian
economic crisis was initially mitigated by government
intervention, unemployment started rising again in July.
Given the usual seasona unemployment upturn in the

% The decline from a record 12 per cent in March 1999 to 10.9 per

cent in August was mainly a result of the clearly pronounced seasona
factor attributed to the structure of the Romanian economy, where the
share of agriculturein total employment has reached 40 per cent.

% The eight month stand-by arrangement signed with the IMF on 5

August 1999 contains several benchmarks with regard to structura
changes in the economy addressing primarily privatization and state
enterprise restructuring of state owned enterprises and banks. The World
Bank’s $44.5 million loan is to be used to compensate miners for the
closure of 29 unprofitable mines which was postponed this year when
protesting miners forced the government to backtrack on closures.
Romania Economic Newsletter, Vol. 9, No. 2 (Bethesda, MD), July-
September 1998.

% In The former Yugoslav Republic of Macedonia, the most recent

official data on unemployment refer to December 1997. Since that time
the statistics office has stopped publishing unemployment figures. Some
estimates indicate that by the end of August 1998, the rate of registered
unemployment stood at 44 per cent, but the accuracy of thisis uncertain.
Since April 1999 unemployment has increased rapidly and, according to
Macedonian Statistical Institute estimates, the number of unemployed
reached some 345,000 people in August, more than the number employed
in the economy. (Macedonian Press Digest as reported in Reuters News
Service, 19 September 1999.) In Yugoslavia, government officials state
that during the NATO bombing nearly 1 million workers lost their jobs
when their factories were destroyed. (Reuters News Service, 29
September 1999.) Before the bombing started there were around 2.5
million employed in the country.

5 In Latvia, the unemployment rate dropped further to 9.5 per cent in

September reflecting, according to the State Employment Service, that
numerous companies which suffered during the Russian crisis
(particularly the fish processing and textile industries, which were the
most hard hit by the recession), resumed operation and small and medium
businesses have provided new jobs. Reuters Business Briefing, 14
October 1999.

autumn and winter months and the economic difficulties
facing the economy, the 8.7 per cent unemployment rate
forecast by the Lithuanian Economics Ministry for the end
of 1999 could prove to be optimigtic.® It would teke a
rapid turnaround and reorientation of trade for rates of
unemployment in the Baltic states to return to their pre-
crisislevels (around 5-7 per cent) in the short run.®

Statistics on registered unemployment, which are
the only source for the mgjority of the CIS countries, do
not indicate any notable changes in unemployment rates
in the 12 months to August 1999. These rates, however,
are increasingly mideading as indicators of both the
magnitude and the dynamics of unemployment since a
large proportion of the jobless who are willing to work do
not register. Thus, in May 1999, unemployment rates
calculated on the basis of labour force surveys stood at
12.4 per cent in Russia, 11 per cent in Ukraine (June)
and, according to some estimates, was close to 10 per
cent in the Republic of Moldova,” compared with 2.3 per
cent, 4 per cent and 2.1 per cent, respectively, on the
basis of the registration figures.

In Russia, the results of the labour force survey
suggest a notable improvement in the unemployment
Stuation during the spring. The unemployment rate
declined from 14.1 per cent in February to 12.4 per cent in
May, representing a reduction of 1.3 million in three
months.” The Russian Federation Goskomstat, estimates’
that unemployment remained flat after May, and atributes
the second quarter change to essentialy seasona factors.™
As this is the first year of the quarterly Russian labour
force survey it is, of course, impossible to be certain of the
situation at this point.”* The Ukrainian State Statistical

% In September, the unemployment rate further increased to 8.4 per

cent, which is 0.1 percentage points below the March peak.

%9 When discussing unemployment in these countries it should be

kept in mind that the official figures for persons registered as unemployed
may underestimate the actual number. Unemployment ratesin May 1999,
derived from labour force surveys based on the ILO definition of
unemployment, stood at 11.7 per cent in Estonia (June), 14.4 per cent in
Latvia and 13.1 per cent in Lithuania, whereas the registered rates were
6.5, 10.1 and 7.8 per cent respectively.

™ The Moldovan i gure was caculated from population polls, and reported

by BBC Monitoring, Summary of World Broadcasts, former USSR, 11 June
1999. A quarterly labour force survey started in the Republic of Moldova in
October 1998. However, the results are not available becase the information can
not be processed due to a lack of financing. Moldova Economic Trends
Quarterly Issue, April-dune 1999, p. 26.

™ Rossiiskoe statisticheskoe agentsvo, Sotsial’'no ekonomicheskoe

polozhenie Rossii, yanvar’-iul’ 1999 goda (Moscow), p. 223. Therisein
employment during the period is given as 1.4 million, and labour
expansion as 100,000.

2 Although the Russian Federation Goskomstat continues to give

monthly estimates of unemployment, these are now regularly, and often
substantialy, revised when the results of the subsequent labour force
survey are known. For a detailed discussion of this, see UN/ECE,
Economic Survey of Europe, 1999 No. 1, p. 132 and 1999 No. 2, p. 43.

" Rossiiskoe statisticheskoe agentsvo, op. cit

™ 1. Gorbacheva and Z. Ryzhikova, “Metodologiya i nekotorye itogi

vyborochnogo obsedovaniya nasdeniya po problemam zanyatosti v 1998
godu”, Voprosy Satistiki, No. 6 (Moscow), 1999, pp. 18-21 revea some
features and instructions for the new labour force survey methods started in
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Committee did observe a parallel process in its newly-
ingtituted quarterly labour force survey: the unemployment
rate declined from 14 per cent to 11 per cent between
March and June. According to their anaysis, the main
reasons are both seasonality and the continued growth of
theinformal sector.”

(v) International trade

(@) Eastern Europe and the Baltic states

The deterioration of the external environment has
adversely affected the foreign trade of eastern Europe and
the Bdltic states. In early 1998, their trade continued to
expand rapidly, but the pace dowed in the second half of
the year. Despite this deceleration, the value of eastern
Europe's exports and imports grew by 9-10 per cent in
the full year 1998 (table 1.2.7). In the first half of 1999,
these trade flows continued to weaken, their dollar value
declining by some 4-5 per cent.”

1999. In contrast with the massive 600,000 person sample in 1992-1994 and the
170,000 person sample from 1995, thisis a 60,000 person stratified sample.

" Direct communication from the Ukrainian State Statistical Committee

76

It should be noted that the growth rates of total east European trade
in table 1.2.2 differ somewhat from those in table 1.2.7. The regional
aggregate in the latter table excludes the trade of Bosnia and
Herzegovina, The former Yugoslav Republic of Macedonia and
Y ugoslavia, for which adequate trade data by direction are lacking.

Economic Survey of Europe, 1999 No. 3
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TABLE 1.2.7

Foreign trade of the ECE transition economies by direction, 1997-1999
(Value in billion dollars, growth rates in per cent)?

Exports Imports
Value Growth rates Value Growth rates

Country or country group ° 1998 1997 1998 1999°¢ 1998 1997 1998 1999°¢

Eastern Europe, to and from: ¢

WOrld oo 1129 5.0 9.3 3.3 150.4 5.7 9.3 -35
ECE transition economies . . 26.2 6.6 5.2 -26.3 28.8 0.1 -3.8 -14.1

CIS i, . 3.9 143 -24.9 -57.1 8.7 -3.6 -16.9 -24.1
Baltic states ..... 0.4 27.0 9.1 -13.6 0.1 0.3 20.4 275
Eastern Europe © ................ 16.2 2.2 29 -10.9 13.8 33 53 -6.9
Developed market economies 79.9 6.8 17.0 5.2 107.4 75 135 -0.6
European Union ....... . 735 6.5 17.2 5.2 93.9 6.8 144 -
Developing eCONOMIES .......covveevnrieiinrinns 6.8 -13.5 8.1 5.8 14.3 6.6 9.0 2.7

Baltic states, to and from:

WO oo 8.8 23.1 3.4 -15.8 13.8 26.7 75 -18.2
ECE transition CONOMIes .........ccoveuniinees 37 19.1 -13.1 -42.5 43 14.9 2.9 -17.2

CIS e 2.3 194 -23.4 -60.3 2.7 9.2 -11.3 -23.3
Baltic states . 1.2 25.1 11.8 -7.6 0.8 23.2 19.8 -8.3
Developed market economies ................... 47 26.5 21.0 8.5 8.6 32.8 13.7 -17.4
European Union ..., 4.2 245 20.1 10.0 74 30.5 12.0 -18.3
Developing eCONOMIES .......ccovvvevnrieiinrinns 0.3 45.4 14.7 -16.0 0.8 48.9 7.0 -29.4

Russian Federation, to and from:

WO oo 71.3 -0.1 -16.2 -12.8 435 15.2 -17.9 -45.2
INra-CIS o 13.7 4.6 -17.9 -37.8 11.3 -2.2 -20.9 -46.6
NON-CIS €CONOMIES ....covvvreereieieieiriiriinns 57.6 -1.2 -15.8 -6.3 32.3 23.2 -16.8 -44.7

ECE transition economies .. . 10.4 6.0 219 -17.8 39 34.4 -21.7 -60.6
Baltic StAteS ..o, 23 174 -28.0 -11.0 0.7 61.9 -334 -69.6
Eastern EUrope ..., 8.2 3.0 -20.0 -19.6 32 29.2 -26.3 -58.6

Developed market economies . 34.6 -0.2 -13.8 9.0 22.0 241 -17.0 -44.2
European Union ..., 23.2 2.4 -17.1 -13.2 15.7 23.4 -19.6 42,7

Developing eCONOMIES ........ccvvvvevrnrinenn. 12.6 9.0 -15.8 11.8 6.4 13.0 -7.8 -36.4

Other CIS economies, to and from:

WO oo 31.6 35 -12.9 -17.4 37.2 2.9 -8.7 -25.8
Intra-CIS ....cccooconvee. . 137 -3.2 -22.0 -35.6 19.1 -3.7 -14.3 -25.1
Non-CIS economies 17.9 10.8 4.4 -1.6 18.1 12.3 -1.9 -26.7

ECE transition economies, to and from:

WO oo, 227.8 36 -35 9.4 251.8 8.3 05 -17.3

Source: National statistics and direct communications from national statistical offices to UN/ECE secretariat; for the Russian Federation, State Customs Committee
data; for other CIS economies, CIS Interstate Statistical Committee data.

Note: There were changes in the methodology of foreign trade reporting in several transition economies in 1996-1998. Starting 1998, Slovakia reports foreign trade
flows according to the new methodology (including imports for inward processing and exports after processing). The Czech Republic has recently revised its export and
import figures back to 1994; however, these revisions are not reflected in the east European aggregate above because the revised data by destination are not yet
available. For details on changes prior to 1998 see UN/ECE, Economic Bulletin for Europe, Vol. 48 (1996) and Vol. 49 (1997).

a8 Growth rates are calculated in dollar values.

b “Eastern Europe” refers to Albania, Bulgaria, Croatia, the Czech Republic, Hungary, Poland, Romania, Slovakia and Slovenia. For lack of adequate data, the trade
of Bosnia and Herzegovina, The former Yugoslav Republic of Macedonia and Yugoslavia is not covered. The partner country grouping has been revised recently
(subsequent changes back to 1980 were made also in appendix table B.13) following the changes in the national statistical sources. Thus, the earlier reported “Transition
economies” group is now replaced by “ECE transition economies”, which covers the east European countries, including the successor states of the former SFR of
Yugoslavia, the Baltic states and the CIS. “Developed market economies” excludes Turkey and includes Australia, New Zealand and South Africa.

€ January-June over same period of 1998.
d Revisions for Czech Republic included; 1998 value and growth rates include Polish figures according to the previous customs declaration system.
€ Including Bosnia and Herzegovina, The former Yugoslav Republic of Macedonia and Yugoslavia.

In volume terms, the region’s exports remained  weak import growth in western markets contributed to this
broadly unchanged (table 1.2.8), as average dollar unit  outcome. In the Baltic states, more dependent on the CIS
vaues were 3-5 per cent lower than ayear earlier. Sharply  markets, export growth began to fdl aready by mid-year
reduced demand from the CIS markets (above dll 1998, and in early 1999 the eventual decline in the value of
reflecting the collapse of Russids imports), condrictive  exports was much steeper than in eastern Europe.
macroeconomic policies, various restraints on intraregional

transactions (especially within south-east Europe) and However, signs of a recovery of trade flows were
apparent in several countries in the third quarter of 1999.



32

Economic Survey of Europe, 1999 No. 3

In the Baltic states, the Czech Republic, Hungary and
Slovenia, exports picked up somewhat in July and/or
August (month-on-month), raising expectations for a
stronger recovery later in the year.”” This improvement
was mainly due to reviving demand in the EU,
particularly in Austria, France, Germany and lItaly; in
contrast, CIS and intraregional import demand remained
very depressed (trade within BAFTA and within CEFTA
shrank by 8-11 per cent, with the mutua trade of the
Czech and Slovak Republicsfalling by onefifth).

In January-June 1999, the developed market
economies, and particularly the EU, were the only
markets to which east European and Badltic countries
exportsincreased. The Czech Republic, Hungary and the
three Baltic countries reported buoyant growth of exports
to the EU (increases of 10-12 per cent in dollar value and
13-16 per cent in volume), while exports of Slovakia and
Slovenia to the same markets rose 2-5 per cent in dollar
vaue and 5-8 per cent in volume, as compared with the
first six months of 1998. However, apart from the Czech
Republic and Hungary, the growth of exports to the
developed market economies was not sufficient to offset
losses incurred on the CIS and intraregional markets
(chart 1.2.1 illustrates the dramatic impact of Russa's
market collapse on the quarterly exports of the eight east
European and three Baltic countries through June 1999).

The Polish economy, in contrast to those mentioned
above, has been fdling behind: its exports to EU markets
were virtually unchanged in January-June 1999 (-1 per
cent in dollar value and +2 per cent in volume), and there
were no signs of an export surge in late summer. The
rapid growth in wages, in excess of productivity
increases, and the relatively smal change in the red
exchange rate of the zloty against the euro have raised
relative labour unit costs with a negative effect on the
competitiveness of Polish exports. Although there were
increases in relative labour unit costs aso in the Czech
Republic, Estonia and some other east European and
Badltic countries, these nonetheless increased their exports
to the EU.”® The Polish export commodity structure,
which is more strongly oriented towards relatively low
value added industria intermediate and consumer goods
(SITCH5, 6, 8, 9) is likely to have been a mgjor factor in

™ In August-October (and probably through the end of 1999) the

relative year-on-year growth of exports is expected to be somewhat
stronger across the region than in the earlier months of the year. In part
this is a datistical effect reflecting the collapse of Russian imports
following the financial crisis in August and the resulting decline in the
exports of its trade partners. For instance, in September 1998, east
European and Baltic countries' exports to Russia dropped to 15-25 per
cent of those in the same period of the previous year, then remained at 25-
35 per cent through the end of 1998 and the first months of 1999.

% n Hungary, too, real wage growth accelerated sharply in the first

half of 1999 while labour productivity growth slowed, but in contrast to
the above-mentioned countries the forint's real depreciation vis-a-vis the
euro quickened, which helped to keep relative labour unit costs on a
downward trend. See sect. 1.2(ii) above.

the stagnation of Polish exports to the EU.” In addition,
the dollar prices of most intermediate goods and raw
materials (except energy) were lower than in 1998.%°
Also, the lower value added consumer goods have been
subject to increased price competition from chesper
Asian products since 1997.

In January-June 1999, exports continued to fall in
the south-east European transition economies, in
particular those affected by the Kosovo crisis (Bulgaria,
Croatia, Romania, The former Yugodav Republic of
Macedonia and, especialy, Yugosavia).®* Unfavourable
external demand coupled with infrastructure constraints
and shortages of imported inputs in some of the
chronically depressed economies of the region
substantially reduced their exports to al major markets
(exports from Bulgaria and The former Yugodav
Republic of Macedonia fell by one fifth, for instance, see
table 1.2.2). Exports from the south-east European
countries to other European transition economies
(including the CIS) were even more strongly affected: in
the first half of 1999 the declines ranged from 18 per cent
in Romaniato 49 per cent in Bulgaria.

Although the value of imports increased somewhat
in the summer months, due mainly to higher oil and non-
ferrous metal prices and somewhat grester imports of
consumer goods boosted by the recovery of persona
consumption in several trandition economies, total
imports into the east European and Baltic countriesin the
first half of 1999 were lower than in 1998. The declinein
dollar value of east European imports was nearly 4-6 per
cent (year-on-year), following 9 per cent growth in 1998
(tables 1.2.2 and 1.2.7), but the import volume was down
only dightly (2-3 per cent). There were increasesonly in
Albania, Hungary and Slovenia; imports into all the other
countries in the region fel, and by large amounts in the
Bdltic states (18 per cent) and in The former Yugoslav
Republic of Macedonia (22 per cent). The decline of
imports into the Baltic countries, in contrast to that of
exports, was evenly spread in terms of trading partners:
imports from the EU were down by 18 per cent, and
those from eastern Europe and the CIS by about one

& Jointly these commaodities (SITC 5, 6, 8, 9) accounted for nearly

54 per cent of total Polish exports in the first half of 1999, while in the
Czech Republic, Hungary and Slovakia their share varied from 31-45 per
cent of total exports.

8 Raw material (excluding energy) prices were 13 and 12 per cent

down in the first and second quarters of 1999, year-on-year, but only 5
per cent lower in the third quarter as prices for industrial and agricultural
raw materials were flat for that period and those for non-ferrous metals
increased by 9 per cent. (Hamburg Institute of Economic Research
(HWWA), direct communication.) Average export unit values for
European manufactured goods in the first half of 1999 were aso slightly
lower (2 per cent) than ayear earlier. United Nations, Monthly Bulletin of
Statistics, October 1999 (www.un.org).

8 The reported strong growth in the dollar value of exports from

Albania and Bosnia and Herzegovina probably reflects recovery from the
very low levels of trade and a somewhat improved coverage of
transactions in the customs data.
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TABLE 1.2.8
Changes in the volume of foreign trade in selected transition economies, 1995-1999
(Per cent)
Exports Imports

ST 1997

1995 1996 1997 1998 Jan.-Mar. Jan.-Jun. 1995 1996 1997 1998 Jan.-Mar. Jan.-Jun.
Czech RepubIiC ..o 5.7 2.1 14.2 14.4 -2.3 4.6 23.7 10.7 7.6 8.5 1.2 3.0
HUNGAIY .o 8.4 4.6 29.9 22.1 12.1 11.3 -3.9 55 26.4 24.9 12.6 12.2
Transition eConoOMIes ...........oe.... 20.2 -0.2 252 47 21.2 -20.3 -4.1 2.8 53 12.1 17 3.6
European Union .........c.cccevvenne. 51 5.7 33.6 241 16.9 16.1 2.7 4.0 29.7 238 15.9 13.6
POl@NA® .o 16.7 9.7 13.7 2.3 -1.6 5.3 20.5 28.0 22.0 14.3 -2.3 -1.2
Transition eConoOmMIes ................. 46.5 29.0 35.8 -5.0 -33.1 -29.0 25.1 19.3 135 12.6 -0.2 33
European Union .........c.cccevvenne. 17.1 5.7 11.9 8.5 0.6 2.3 19.6 213 252 16.2 -11 -0.8
Slovenia® ..o, 75 31 114 8.4 5.8 3.6 155 - 9.6 104 2.6 5.8
ESIONIa ..o 8.1 6.7 51.1 9.6 -10.1 -10.2 . . . 9.5 -17.7 -21.6
LatVia oo 7.1 8.8 20.1 10.2 -8.2 -8.6 . . . . . .
Russian Federation ..............cco.... . 0.1 1.8 -0.3 18.1 17.2 . -1.9 211 -11.0 -37.5 -29.0
NON-CIS ..o 6.4 3.6 1.8 -0.6 25.4 213 -3.2 0.1 317 -8.4 -39.1 -30.4
ClIS o . -15.6 1.9 0.8 -6.3 15 . -6.2 -1.8 -18.4 -32.7 -25.8

Source: UN/ECE secretariat calculations, based on national foreign trade statistics.

& Over same period of 1998.

b Volume indices for 1998 are based on growth rates of trade value according to the previous customs declaration system.

€ Volume indices for Slovenia as reported by IMAD, Slovenian Economic Mirror, Vol. Ill, 1997; Vol. V, 1999 and Spring Report, 1999. January-May instead of

January-June in 1999.

fifth from a year earlier. This was not, however, the
case with the east European countries: their purchases
from the EU remained flat while those from the CIS
were reduced by one third and those from within the
region by 7 per cent.

Domegtic demand, reatively strong in severa
countries of the region (see section 1.2(ii)), appears to be
increasingly satisfied by locally produced goods which
had previoudy been destined for the CIS and
intraregional  markets. The factors behind this
development include protectionist measures introduced
(often to the accompaniment of clams as to their
temporary nature) by several east European and Baltic
economies since the end of 1998% and the redl
depreciation of domestic currencies against the dollar and

8 For some details on the attempts of individual east European and

Baltic countries to increase import duties, impose quotas and other non-
tariff barriers to trade at that time see UN/ECE, Economic Survey of
Europe, 1999 No. 1, chap. 3.6(ii), pp. 150-152. More recently, Slovakia,
for instance, introduced an import surcharge of 7 per cent affecting nearly
70 per cent of goods (as from 1 June 1999), in Poland duties were
increased on farm produce, and the Czech Finance Ministry has a plan to
extend an import tariff on sugar as a 200-day emergency measure.
Moreover, the representatives of CEFTA during the mid-September
summit in Budapest failed to agree upon concrete measures to resolve
their ongoing disputes concerning agricultural trade. This sector currently
accounts for 80 per cent of al protectionist measures instituted by
CEFTA countries, even though it is set to be nearly fully liberalized by
2004. (BBC Monitoring, Summary of World Broadcasts, central Europe
and Balkans, 23 and 30 September 1999; Rzecspospolita, 29 September
and 1 October 1999.) The Estonian government, one day before the
parliament ratified the WTO accession agreement on 29 September 1999,
for the first time approved customs tariffs on certain foodstuffs from third
countries. BBC Monitoring, Summary of World Broadcasts, former
USSR, 1 October 1999.

the euro in many countries® The latter, coupled with
reduced export earnings, has restrained imports including,
in some cases, purchases of industrial inputs.

The reduction in imports led to a narrowing of trade
deficits across the east European and Baltic countries—in
aggregate, to $19.1 billion in January-June 1999 from
$21.3 billion ayear earlier. The marked exceptions were
Albania, Bulgaria, Hungary and Slovenia where trade
gaps widened.®  Although it fell by $360 million
compared with the first haf of 1998, Poland's trade
deficit was ill the largest in absolute terms, at $8.4
billion, accounting for nearly one half of the region’s
aggregate deficit. In relation to GDP, however, the
Polish deficit remained broadly unchanged, a dightly
less than 12 per cent (table 1.2.2). In this respect, the
Situation worsened most serioudy in Bulgaria: with the
sump in the economy, the merchandise trade deficit rose
from 5.7 per cent of GDP in 1998 to 13.6 per cent in

8 In January-June 1999, most of the region’s domestic currencies

depreciated in real terms against the dollar and the euro; as compared
with the same period of the previous year the Romanian leu lost one fifth
of its value in real terms, the Slovakian koruna depreciated by some 10
per cent, and the currencies of Bulgaria, Hungary and Poland by 1-6 per
cent. The Czech koruna, the Lithuanian litas and the Slovene tolar
remained broadly unchanged, while the domestic currencies of Estonia
and Latvia appreciated slightly (2-3 per cent) in real terms.

8 Deficit widening was due in part to relatively strong importsin the

above-mentioned countries partly because of relaxed import policies (for
instance, in January 1999 average Bulgarian import tariffs were reduced
significantly and a 5 per cent import surcharge was eliminated ahead of
schedule), or in anticipation of new taxes or surcharges (in Slovenia,
imports went up by the end of the second quarter in anticipation of a new
VAT tax which was to be implemented on 1 July 1999). BNA's Eastern
Europe Reporter, Val. 9, No. 5, May 1999



Economic Survey of Europe, 1999 No. 3

CHART 1.2.1

Quarterly changes in the exports and imports of eastern Europe and the Baltic states, 1997-1999
(Index over same quarter of the preceding period)
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Source: UNJ/ECE secretariat calculations, based on national statistics and direct communications from national statistical offices.

January-June 1999. At the same time, there were some
marked reductions in trade deficits: in Estonia, for
instance, the deficit-to-GDP ratio fell by 10 percentage
points, and in Latvia and Slovakia by 5 percentage points.
There were aso some reductions (by about 1.5
percentage points) in relative trade deficits in the Czech
Republic, Romaniaand Lithuania.

In respect of the maor trading partners, the
substantial narrowing of the deficits in trade with the EU
were responsible for the overal improvement. For
eastern Europe and the Bdltic states as a whole, the trade
deficit with the EU shrank from $10.6 billion in the first
half of 1998 to $7.8 billion in January-June 1999, which
more than offset the $1.4 billion widening of the gap in
trade within ECE transition economies (including the CIS
countries).®

8 The aggregates here, and in the discussion on commaodities below,

do not include The former Yugoslav Republic of Macedonia and
Y ugoslavia as foreign trade data by destination and commodities for these
countries were not available at the time of writing this Survey.

In respect of commodities traded, the east European
and Bdltic countries remained traditional net exporters of
manufactured consumer goods (SITC 8), with an
aggregate surplus in January-June 1999 somewhat higher
than a year earlier, but another traditional net export
category, beverages and tobacco (SITC 1), moved into
deficit. Tota exports of the latter, together with food and
agricultural products (SITC 0, 1, 4), fell by nearly a
quarter in dollar terms (mainly because of the collapse of
the CIS markets), whereas imports declined rather less,
by 12-14 per cent.

The largest net import category, of about $8 billion
(%1 hillion less than in January-June 1998), was
machinery and equipment (SITC 7), with chemica
products and intermediates (SITC 5, 6) coming close
behind.  However, while the region's exports of
machinery and equipment grew in aggregate some 6-7
per cent in dollar value (driven mainly by strong growth
in the Czech Republic, Hungary, Romania and Slovakia),
with imports being nearly flat, both exports and imports
of chemicals and intermediates fell.
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The largest contribution to the reduction in the
overal trade deficit was due to the considerable fall in net
imports (by some $2 hillion) of raw materials and fuels
(SITC 2, 3, 4) in the first half of 1999, with both exports
and imports falling sharply. Restrained domestic demand
and an improvement in the terms of trade (by 6-7 per cent
as compared with the same period of 1998) were among
the main factors behind this development.

As the impact of two mgjor shocks, the protracted
crisis in Russa and the Kosovo conflict, begins to
aleviate somewhat, and given the forecasts of recovery
in the west European economy, which absorbs about two
thirds of total exports from the region, merchandise
exports of the east European and Baltic countries are
expected to strengthen towards the end of 1999 and in
early 2000. However, their terms of trade most probably
will worsen because of recent increases in the
international market prices of oil and some other
commodities and as a result of increasing price
competition from Asian producers on west European
markets. Imports, if not hampered by weak domestic
demand resulting from tighter fiscal policies in individual
countries and a further real depreciation of domestic
currencies against the euro and the dollar, are aso likely
to resume their growth at least insofar as imported inputs
are necessary for exporting industries.  According to the
few available country forecasts for 1999, export and
import growth in real terms is unlikely to exceed 4-5 per
cent in those countries where there was dready an
upward tendency by mid-1999 (the Czech Republic,
Slovenia). In Hungary, however, increases of 10-12 per
cent are expected.®*® Forecasts for trade growth in 2000
show a further dight improvement in the mgjority of east
European and Baltic countries.

(b) Commonwealth of I ndependent States

In the first six months of 1999, the dollar value of
total merchandise exports from the CIS countries fell by
14 per cent and imports by 37 per cent. The value of CIS
trade in 1999 continued to be affected by low world
commodity prices and was greatly influenced by the
effects of the Russan financial crisis (through falling
GDP in Russa, Ukrane and Kazakhstan and
depreciating, in dollar terms, national currencies
throughout the region). As aresult, most CIS countries
merchandise exports declined — between 4 per cent in
Armenia and as much as 47 per cent in the Republic of
Moldova. Exports from Azerbaijan and Turkmenistan
increased while from Georgia and Tagjikistan they were
basicaly flat. Total merchandise imports fell across the
board except in Turkmenistan, the declines ranging from
about 5 per cent in Tgjikistan and Uzbekistan to 57 per
cent in the Republic of Moldova. The CIS region's
merchandise surplus was about $16 billion, a more than

8 IMAD, Spring Report 1999 (Ljublijana) 1999; NAPI GAZDASAG

as quoted by Reuters News Service, 15 September 1999.

twofold increase over the first half of 1998. The overdl
improvement was the result of alarger surplus in Russia
and a smaller aggregate deficit in the other CIS countries
— due, in both cases, to the value of imports falling a a
greater rate than exports.

Commodity prices, a mgjor determinant of export
performance in many natural resource-dependent CIS
economies, were generdly lower than in the first six
months of 1998. While most prices in the first six
months of 1999 were till showing year-on-year declines
of between 5 per cent (nickel, gold) and 16 per cent
(cotton, copper), the price of the most important CIS
export commodity — crude oil — rose by 25 per cent.
More importantly, at the beginning of the third quarter,
most commodities (except cotton) were trading at higher
prices than the average levels in the second quarter. For
example, crude oil and gasoline prices were higher by
about 25 per cent, copper by 12 per cent, duminium by 9
per cent and nickel by 23 per cent.®” Similarly, gold
traded at $325 an ounce in early October (about 19 per
cent higher than in the second quarter of 1999), following
an announcement by 15 European centra banks to reduce
gold salesfrom their official reservesfor five years.

While this dramatic — but possibly short-lived —
turnaround in commodity pricing bodes well for the third
quarter export earnings in a number of CIS countries, the
price changes came too late to improve the aggregate
trade performance in the first half of 1999. In Russia,
despite a 4 per cent increase in the volume of crude ail
shipped abroad, 18 per cent in ail products and 16, 10,
and 17 per cent in coa, auminium and copper
respectively, low commodity prices continued to have a
negative impact on export receipts.®® Overall, the volume
of Russia stota exportsincreased by 17 per cent, but this
failed to offset a 26 per cent fal in export prices®
Similarly, in Kazakhstan, the volume of exports of key
natural resources such as crude oil, copper, zinc, coa and
steel products was either steady or increased, but the
export values were down significantly due to lower
export prices. The value of Kazakhstan's crude oil
exports were down by 38 per cent, coal by 60 per cent
and all other metals by between 5 and 19 per cent.® In
contrast, the increased export revenues of Azerbaijan
were the result of greater volumes of crude oil exports:
increased production in the first haf of 1999 (up by 28

87 IMF, International Financial Satistics (Washington, D.C.),

September 1999.

8  The Russian Federation Goskomstat, Sotzial’ no-ekonomicheskoe

polozhenie Rossii (Moscow), January-July 1999.

8 Russian Federation State Customs Committee, Tamozhennaya

statistika vneshnei targovlii Rossiiskoi Federatsii, Nos. 1 and 2
(Moscow), 1999.

% Based on the first five months of 1999. Kazakhstan, Sotzial’ no-

ekonomi cheskoe pol ozhenie respubliki, June 1999, pp. 36-37.
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per cent)® was induced and accommodated by the
availability of additional (Baku-Supsa) export pipeline
capacity.

One year after the financial crisis in Russia, the
collapse of Russian domestic demand — retail trade was
down 14 per cent in the first half of 1999 — has continued
to affect the rest of the CIS. The dramatic decline in
Russia s imports from other CIS countries led to falls in
GDP and industrial output throughout the region. The
most severe impact was on countries with economies and
trade patterns closdly tied to Russia. In the first six
months of 1999, GDP fell in Kazakhstan, the Republic of
Moldova and Ukraine, while the Belarussian economy
bucked the trend and grew by 2 per cent (see section
1.2(ii)). Other countries such as Armenia, Azerbaijan,
Georgia and Kyrgyzstan are relaively less dependent on
the Russian economy and/or were able to shift some
exports to non-CIS destinations.  Still, in Georgia and
Kyrgyzstan, industrial output fell in the first half of 1999,
partly because of reduced mutual trade with Russia and
other CIS countries. The impact on the remaining
countries of central Asia (Tgjikistan, Turkmenistan and
Uzbekistan) — which are generadly less open, have
national currencies subject to administrative controls and
rely more on commodity exports which are easly
diverted to non-CI'S markets — has been less pronounced.

The devaluation of the Russian rouble in August
1998, in addition to contributing to the reduction in intra-
CIS trade, has dso had detrimental effects on exchange
rates. Currency devaluations characterized CIS foreign
exchange markets as this externa shock (exacerbated at
the time by faling commodity prices) destabilized
macroeconomic policies in the region.  Moreover,
generaly loose fisca policies, combined with low
confidence in the domegtic financial sectors, put
additional pressures on aready shaky currencies.®” Asa
result, in the first six months of 1999 al CIS countries
currencies fell in nominal terms— depreciating against the
dollar, year-on-year, between 25 per cent in Kazakhstan
and 86 per cent (in the official rate) in Belarus. Only in
Armenia and Azerbaijan were the currency devaluations
relatively modest (7 and 2 per cent, respectively).
Currencies in Armenia, Kazakhstan, Kyrgyzstan and
Ukraine continued to fall after the second quarter.”* The

' Turan News Agency as reported in BBC Monitoring, Summary of

World Broadcasts, 6 August 1999.

92 There were also other reasons for weaker national currencies. In

Azerbaijan, for example, manufacturing and agriculture have faced
intensified pressure from increasingly competitive Russian imports after
the collapse of the rouble. The IMF has suggested that “it would now be
appropriate for an exchange rate policy to be geared toward restoring the
competitiveness of the non-oil sector”. (IMF, “IMF concludes Article IV
consultation with Azerbaijan Republic”, Public Information Notice (PIN),
No. 99/72, 9 August 1999.) A week later the Azerbaijan central bank let
the national currency depreciate by 7 per cent.

% The Ukrainian hryvnia began falling in July under the influence of

gasoline shortages that triggered fears of an overall price increase and
thus boosted demand for dollars.

immediate effect of declining purchasing power has been
lower imports from the non-CIS area and reductions in
purchases of goods priced in dollars from other CIS
countries. Depreciated currencies aso create
opportunities for more competitive exports to non-CIS
markets. However, dthough there were considerable
increases in non-ClIS exports from Armenia, Azerbaijan,
Belarus, Georgia and Turkmenistan, these were not
necessarily due entirely to wesker currencies. In
Armenia and Turkmenistan other factors a work
included increased shipments of crude oil and natural gas,
while the other countries shifted some of their exports
away from the CIS markets to the non-CIS area. The
impact of exchange rate instability on intraregional trade
is more difficult to analyse. IntraCIS trade is not
transparent: extensive barter transactions, misreported
prices, hard currency settlements and prevalent payments
arrears al contribute to the opaqueness of international
trade transactions. Nonetheless, most CIS countries have
found it difficult to compete on the important Russian
market as their national currencies strengthened against
the rouble.

Russian oil companies clearly benefited from the
weaker rouble and risng commaodity prices. So did the
Russian government both through higher tax revenue
and, in particular, from the opportunity to raise export
taxes® However, the oil companies rush to export
rather than sell domesticaly led to price increases and
supply shortages at home. The government responded by
banning the export of gasoline and limiting the export of
fuel oil and diesdl in August. A similar situation, of
gasoline shortages, rising prices and fears of insufficient
heating fuel stocks for the winter, was aso evident in
Belarus, Kazakhstan and Ukraine. The governments of
these countries responded in a similar way, by lowering
import duties and taxes to increase supply (Ukraine), by
prohibiting fuel exports and abolishing import taxes
(Kazakhstan) and eliminating excise taxes, VAT, licences
and customs duties on imports of oil products (Belarus).

Geo-political  complexities have continued to
influence internationd trade relations in the Caucasian
and central Asian countries and, in fact, have become
more complicated. First, the political instability in the
Chechnya and Dagestan regions of Russia caused the
Baku-Novorosiisk il pipeline to be closed for
considerable periods, forcing Azerbaijan's crude oil
exports to be shipped by rail. As a result, an estimated
300,000 tonnes of oil have not been delivered. Second,
the discovery of a massive natural gas field in Azerbaijan
has made the country a potentially significant new
competitor in the region. The two major gas producersin
the region — Russia and Turkmenistan — have been
competing to supply the fast growing natural gas market

o Export taxes on crude oil were raised to 7.5 euros per tonne from 5

euros in September.
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in Turkey by planning to construct new gas pipelines.®
Even before the discovery of natura gas reserves in
Azerbajan, the regiona producers were engaged in
complex politicd and commerciad negotiations
concerning the distribution of potentialy enormous
resource rents. These related to the route of a $3 billion
oil pipeline from Azerbaijan, the issue of pipeline access
for Turkmenistan’ s huge and largely underutilized natural
gas reserves, and the division of Caspian sea resources by
itslittoral states.

In Ukraine, following the presidential veto of a 30
per cent export duty, the parliament reintroduced
legidation to impose a 23 per cent duty on exports of
sunflower seeds — one of a few successful export
products. The country is also considering tightening
restrictions on trade in grain and sunflower seeds by
creating specia exchanges.  While the Ukrainian
government has removed foreign exchange restrictions
on current account transactions, it has continued to
introduce restrictive import measures with a view to
protecting domestic producers (eg. of clothes,
pharmaceuticals and food). It is aso carrying out two
anti-dumping investigations related to imports of lamps
and artificia fur.®® In Kazakhstan, there has been a recent
reversal in trade liberaization, which was one of the
motives that led the Executive Board of the IMF to refuse
to renew the country’s Extended Fund Facility in July.
The Board expressed “serious’ concern with respect to
the imposition of trade restrictions on neighbouring
countries, an upward drift in average tariffs and the
proliferation of specific and mixed tariffs.”’

In contrast, Armenia, Georgia and the Republic of
Moldova are taking practical steps to liberalize trade
policy and customs control. Georgia will be admitted to
the World Trade Organization as afull member following
domedtic ratification of the accession agreement. The
government has aso transferred control of its main
customs operations to a British company to stem
smuggling, to ensure that al cargo is declared accurately
and, in effect, to raise government revenues.”® (A similar
contract was awarded to a Swiss company in Armenia
last year.) In Georgia, widespread cigarette smuggling
lowers potential tax revenues and some 60 per cent of
fuel imported into the country is believed to be
unregistered by customs officials. In the Republic of
Moldova, the government is considering the reduction of
excise taxes on cigarettes to reduce the incentive to

% |t is estimated that Turkish consumption of natural gas will rise

more than fourfold in the next 20 years. “Baku opens the doors to natural
gas development”, Petroleum Economist, July 1999, p. 24.

% BBC Monitoring, Summary of World Broadcasts, 16 July 1999.

9 IMF, “IMF concludes Article IV consultation with Kazakhstan”,

Public Information Notice (PIN), No. 99/73, 9 August 1999,

% “Georgiato transfer control of custom duties’, Financial Times, 10

August 1999.

smuggle. By some estimates, only 7 per cent of tobacco
productsin the country isimported legaly.”

Non-Cl Strade

In the first six months of 1999, the dollar value of
Russid s and other CIS countries merchandise exports to
non-CIS countries fell by 5 per cent (table 1.2.9). For
commodity exporters such as Kazakhstan, Kyrgyzstan,
Russia, Tajikistan, Ukraine and Uzbekistan, exports to
non-CIS countries fell between 3 and 9 per cent. Many
of them increased their shipments, but the volume
increases were not sufficient to completely offset lower
commodity prices. For example, Russian non-CIS
exports were down by 6 per cent in value terms — the
result of a 20 per cent volume increase and a 25 per cent
fal in prices. Russas exports of virtualy dl of its
important commodities — crude oil, natura gas,
aluminium, copper and coal — increased in volume in the
first six months of 1999, but weaker prices continued to
lower export earnings. The value of exports of steel
products from Russia féll, in part because of increased
trade barriers, especialy anti-dumping procedures, in
foreign markets.

9 Commersant Mol dovy as reported by Novecon, 29 June 1999.
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Market access problems have constrained Ukraine's
exports of ferrous metals, and low prices and supply
difficulties in the chemica and agricultural sectors have
also affected exports to non-CIS countries. Azerbaijan
increased its non-CIS exports by over 50 per cent as a
result of the new export pipeline and increased crude oil
production while Uzbekistan's hard currency earnings
were lower due to a large reduction in cotton exports in
the first half of 1999. Other CIS countries — notably,
Armenia, Belarus and Georgia— were able to divert some
of their export production away from the CIS markets
with a 20-30 per cent increase in exports to the non-CIS
area

The value of CIS imports from non-CIS countries
fell by 39 per cent in the first half of 1999, with declines
ranging from 5 per cent in Tgjikistan to 60 per cent in the
Republic of Moldova The largest CIS economies
drasticdly reduced their non-CIS imports. Russia by 45
per cent, Ukraine by 41 per cent, Belarus by 27 per cent
and Kazakhstan by 14 per cent. Overdl, the fal in non-
CIS imports reflected dow or negative GDP growth (in
Kazakhstan, Ukraine and Russia) and weak domestic
demand (in Bearus, Kyrgyzstan, the Republic of
Moldova, Russia and Ukraine) exacerbated by
depreciating national currencies. Russia’'s experience
was rather typical in that GDP fell, the national currency
depreciated, and retail trade was down. The large fall in
the vaue of Russian non-CIS imports was the result of
lower import prices and reductions in volume. In volume
terms, Russia s non-CIS imports fell in virtualy al major
categories, with the largest declines in raw materias
(wood, minerals and energy) and machinery.
Turkmenistan was the only country going againgt this
trend: its GDP increased by 15 per cent, with large
increases in the output of natural gas, cotton and crude
oil, and this led to increased imports from non-CIS
countries.

Intra-Cl Strade

In the first six months of 1999, compared with the
same period of 1998, the dollar value of intraCIS
merchandise trade declined dramatically (table 1.2.9). As
noted above, the financia crisis in Russia and the rouble
devauation in particular adversely affected economic
performance and trade throughout the region. Overall,
intraregiona exports and imports decreased by about a
third with significant declines in virtualy every CIS
country except Tajikistan and Turkmenistan. Tajikistan’s
value of CIS exports increased by 14 per cent partly due
to grester auminium shipments, while Turkmenistan
boosted natural gas sdles to Ukraine®® and increased

10" Gas sdles were suspended in the second quarter of 1999 because of

Ukraine's financia difficulties and its inability to pay for the purchases.
Ukraine has begun repaying its natural gas purchases in kind.
Turkmenistan, a cotton and grain growing country, will accept $100 million
worth of nitrogen fertilizers in partia payment for natural gas deliveries.
BBC Monitoring, Summary of World Broadcasts, 20 August 1999.

TABLE 1.2.9

CIS countries' trade with CIS and non-CIS countries, 1998-1999
(Value in million dollars, growth rates in per cent)

Export growth  Import growth Trade balances

1998  1999% 1998 1999% 1998 19982 19992

Armenia

Non-CIS ............. -129 310 132 -7.0 -552 -248 -206

CIS s -150 -476 -23.0 -100 -150 -50  -64
Azerbaijan

Non-CIS . 537 518 -62 -299 -187 -102

CIS s -386 -395 1563 -223 173  -57  -66
Belarus

Non-CIS ............. 07 359 43 -269 -1085 -741  -13

CIS e, -41 -381 45 -349 -394 -144 -183
Georgia

Non-CIS ............. -174 185 127 -496 -592 -312 -129

CIS e, 235 -168 113 -304 -274 -106  -67
Kazakhstan

Non-CIS ............. 79 94 138 -141 999 597 589

CIS e, -296 -576 -142 -29.6 99 224 -207
Kyrgyzstan

Non-CIS ............. 07 -27 468 -187 -118 42 12

CIS e, 277 -158 11 -410 -210 -100 -33
Republic of Moldova

Non-CIS ............. 239 32 29 -601 -381 254 @ -48

CIS e, 295 -620 -27.2 -523 @ -11 36 9
Tajikistan

Non-CIS .. -167 79 12 47 129 62 53

CIS 257 143 74 50 -243 -142 -115

Turkmenistan
Non-CIS ............. 473 366 -0.2 491 -88 -46 -92
CIS e, -66.3 4433 -268 -26.1 -326 -213 204

7.7 -65 -405 1657 743 1843
-410 -20.1 -19.3 -3695 -1859 -2008

Uzbekistan

Non-CIS ............. -9.8 8.0 -26.1 -7.3 169 194 171
CIS i, -40.7 -126 -237 2.5 -75 9 -66
Total above

Non-CIS ............. -4.4 -1.6 -19 -26.7 -161 -234 2054
CIS i, -220 -356 -143 -25.1 -5452 -2402 -2614
Russian Federation

Non-CIS .. . -158 -63 -16.8 -44.7 25343 8495 15523

CIS -179 -37.8 -209

-46.6 2391 662 1008

CIS total
Non-CIS ............. -133 51 -120 -39.0 25182 8261 17577
CIS e, -20.0 -36.7 -16.9 -33.7 -3061 -1740 -1606
Source:  CIS Statistical Committee, Ekonomika Stran Sodruzhestva

Nezavisimykh ~ Gosudarstv, Express-Doklad, August 1999 and direct
communication to the UN/ECE secretariat. For Turkmenistan and Uzbekistan:
UN/ECE estimates and Reuters, 16 August 1999 and 28 July 1999, respectively.
For the Russian Federation: Russian Federation Goskomstat, Sotzial'no-
ekonomicheskoe polozhenie Rossii, January-July 1999 and Russian Federation
State Customs Committee, Tamozhennaya statistika vneshnei torgovli Rossiiskoi
Federatsii, No. 2 (Moscow), 1999.

& January-June.

output of cotton fibre and crude oil — other significant
export commodities— by 50 and 14 per cent.'

Russias exports to the CIS, in ddllars, fell by
amost 40 per cent in the first six months of 1999 — this
was due to faling export prices as the aggregate export

101 | nterfax News Agency, 20 August 1999.
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volumes were roughly flat. Exports of Russas most
vauable CIS trade commodity — natural gas — declined
by 17 per cent in volume while exports of machinery and
equipment to the CIS dmost halved. Volumes of crude
oil, gasoline, diesel fudl and heating oil increased
between 12 and 85 per cent, but export revenues declined
between 23 and 45 per cent. Russia' s CIS importsfell by
about 50 per cent in vaue, with sharp declines in
machinery and equipment, coal, steel products and most
agricultural products’® Overdl, import volumes were
down by 28 per cent and prices by 26 per cent.

Among the other CIS countries, the value of
Azerbaijan’s CIS exports fell 40 per cent largely because
of a 60 per cent decline in the volume of oil products.
Imports from the CIS fell 22 per cent in value with large
fals in stedl products and machinery and equipment.
Belarussian CIS exports, predominantly oil products,
steel products and machinery, fell by 38 per cent in value
(exports of oil and steel products fell considerably but
machinery and equipment increased). The exports of the
most important products from Kazakhstan to the CIS —
crude oil, coal and grains — fell by more than half in
volume which, together with falling prices, led to an
amost 60 per cent decline in total export earnings. The
value of Kazakhstan's CIS imports declined by a third
with falsin al mgor product groups except natural gas
and cars. The economic situation in Russia, the Republic
of Moldova's largest export market, led to a virtual
collapse of the country’s exports. The Republic of
Moldova depends predominantly on exports of
agricultural products and the collapse of the Russian
import demand was largely responsible for the 62 per
cent fal in Moldova's CIS exports. In turn, its imports
fell by over 50 per cent mainly because of much lower
imports of energy products.

(vi) Current accounts and external financing

In early 1999, there were concerns that the current
account balances of many European transition economies
would come under pressure. About two thirds of them
had aready posted relatively high current account deficits
in 1998. While the projected financing needs of many of
these countries appeared manageable, this was not the
case for al, especialy those whose financia position had
noticeably weakened in 1998. Significantly, aggregate
economic growth in western Europe, the largest single
market for eastern goods, was expected to dow, and it
appeared unlikely that the severely depressed demand in
many CIS and certain east European countries would
recover quickly. Moreover, several countries showed
signs of real exchange rate appreciation and declining
competitiveness, a trend which probably accelerated with
falling productivity at the end of 1998. In early 1999,

102 Russian  Federation Goskomstat, Sotzial’ no-ekonomicheskoe

polozhenie Rossii (Moscow), January-July 1999, pp. 111 and 119-120.

too, oil prices turned up, partialy eroding the benefits
which fuel-importing countries had realized in 1998.

In the financial sphere, the transition economies
continued to experience the repercussions of the Asian
and Russian financid crises. Borrowing costs remained
above pre-crises levels and in general access to new
funds was more difficult than before. At the sametime, a
number of countries faced heavy debt service burdens. In
severd cases revenues from the privatization of strategic
assets were counted on to provide much of the needed
financing, but the unsettled investment climate cast
uncertainty over the completion of sales. In other cash-
strapped countries privatization prospects remained poor
and, a most, they could rely only on officia flows or
short-term credits. A resurgence of financial market
turbulence continued to pose arisk for the whole area.

On top of this, the onset of the Kosovo conflict in
late March promised to further exacerbate current
account imbalances and/or tighten financing constraints,
particularly for the countries of south-east Europe. The
disruption of trade routes and the collapse of Yugodav
trade adversely affected merchandise exports and net
earnings from services (including tourism receipts).
Investor confidence, never high in the area, seemed to
suffer.

(@ Current account developments

The expectations of early 1999 have been broadly
confirmed by data for January-dune. Balance of
payments dstatistics indicate that the value of east
European, Baltic and European CIS exports of goods and
services'® declined by 4 per cent, 15 per cent and 15-18
per cent,'™ respectively. Thisisin contrast to the genera
expansion of such exports in the east European and the
Baltic countries (but not the European CIS) in 1998.'%®
However, in Hungary exports continued to expand,
athough at a dower pace than in 1998. Also, Albanian
exports of goods and services continued to recover (from
the disruption caused by the collapse of the pyramid
schemes in 1997), as was aso the case in Bosnia and
Herzegovina'® In the Czech Republic, merchandise
exports (but not services) turned up after a sharp drop in
the first quarter of 1999. Overall, weak external demand,
including among the transition economies themselves,
and a variety of domestic factors contributed to the
negative export performances.

198 This section is based on balance of payments statistics whereas in

sect. 1.2(v) merchandise trade data based on customs returns are used.

1% The value of exports of goods and services from Russia declined

by 15 per cent while the combined value of those from Belarus, the
Republic of Moldova and Ukraine fell by 18 per cent.

105 As noted in sect. 1.2(v), the exports of eastern Europe and the Baltic

states weakened already in 1998, but the annual changes are till positive.

196 Merchandise trade results for Bosnia and Herzegovina are given in

table 1.2.2. Balance of payments data for January-June 1998 have not
been released so comparisons with 1999 are not possible.
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Deteriorating export performances placed current
account balances under increased pressure.  The
combined current account deficit of eastern Europe rose
to nearly $10 billion in the first half of 1999 (table
1.2.10), due to a further increase in the merchandise trade
imbalance’’ and a faling surplus on services. Larger
current account deficits were reported by Bulgaria,
Hungary, Poland and Slovenia, but in all cases they were
eadly financed (as was dso the case in Latvia and
Lithuania — see below).'® In Poland, the imbaance has
been exacerbated by the decline in unclassified current
transactions, which nonethel ess remain a major source of
foreign exchange.'® In some other transition economies,
current account balances improved, but the reasons for
this vary from country to country. In Croatia, Romania
and Slovekia, the reduction of the large imbalances
registered in 1998 was an explicit policy objective. The
depreciation of rea exchange rates and the weakening of
internal demand led to falling imports of goods and
services (in al cases by more than those of exports).
Sluggish economic activity in the Czech Republic further
reduced the country’s modest deficit. In the Baltic States,
the contraction of output reduced the pressure on current
account balances, but the deficits of Latvia and Lithuania
rose nonetheless. In Lithuania an increase in the fiscal
imbalance has kept the merchandise trade deficit high,
but in Latvia the balance on services deteriorated sharply.

In Belarus, the Republic of Moldova and Ukraine the
impact of the steep fdl of exports on the current account
was compounded by the stoppage of capitad inflows
(Ukraine had aready experienced capital outflowsin 1998
— see beow). The resulting decline in domestic demand
(or growth dowdown in Belarus) and the depreciation of
real exchange rates reduced imports of goods and services
by nearly one third, shifting their current accounts into
surplus.™ In 1998 these countries managed to cushion the
negative impact of faling exports and wesakening capital
imports on their current accounts by drawing on officia
reserves, but their low level in 1999 precluded a repetition
of this policy response. It should be noted that there was
also amarked deceleration of capita inflowsinto Romania
and The former Yugodav Republic of Macedonia in the
first haf of 1999 and that their macroeconomic adjustment
in the face of faling exports was similar: a contraction of
domegtic demand (in Romania) and imports and the
elimination of the current account deficit.™* All these
countries faced severe financia constraints (see below).

197 1t should be noted that the customs statistics cited in sect. 1.2(v)

show a decline in the merchandise trade deficit in the first half of 1999.

108 1y Bulgaria official sources, as expected, provided the bulk of new

financing.

199 Unclassified current transactions amounted to $6 billion in 1997-

1998. The recent decline is attributed to reduced informal border trade
with Belarus, Russia and Ukraine.

10 The Republic of Moldova moved into current account surplus in

the second quarter of 1999.

1 Romania's large repayments of foreign debt resulted in a net

outflow of capital in the second quarter of 1999 and the current account
moved into surplusin July.

Economic Survey of Europe, 1999 No. 3
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TABLE 1.2.10
Current account balances of the ECE transition economies, 1996-1999
(Million dollars and per cent)
Million dollars Per cent of GDP
January-June January-June
1996 1997 1998 1998 1999 1999 1996 1997 1998 1998 1999
Eastern EUrope? .........ccccovvvvrnrinnns -13498 -15021 -17507 -7 666 -9 717 . -3.8 -4.3 -4.6 -4.3 -5.6
AlDANIA ...oooveviee e -107 -272 -45 -99 31 . 40  -119 -1.5 -6.5 1.8
Bosnia and Herzegovina ............. 748 -1060  -1097 -835P . 269 -317 -268 -37.1°
Bulgaria .......ccccoevininiinns 16 427 -376 -87 -507 -6544 0.2 4.2 -3.1 -1.6 9.4
Croatia ............ 1148 -2 343 -1551 -1293 -1 037 . 58 -115 -7.1 -126  -10.6
Czech Republic ... -4 292 -3211 -1 059 -231 -15 " -1.4 -6.1 -1.9 -0.9 -0.1
HUNGATY ©eoovvveeeevorveeeesccveeeesnee -1678 981 -2298 904  -1218  -1200¢ 37 21 48 38 52
Poland.........ccocoeeeviviieeeeieiinns 1371 -4 312 -6 858 -2 663 5001 -6804d -1.0 -3.0 -4.3 -3.6 -6.9
Romania . -2 137 -2 968 -1 037 =721 -711°¢ -1.3 -6.1 -1.8 -6.7 -5.6
SIOVaAKIA ..o -1 952 -2 059 -1095 -731 . -11.2  -10.0 -10.1 -11.0 -7.9
SIOVENIA wvevevciceeeee e 37 -4 -110 477 -408° 0.2 0.2 - -1.2 -4.7
The former Yugoslav
Republic of Macedonia ............... -288 -276 -289 -147 -40 . -6.5 -75 -8.2 -85 2.3
Yugoslavia? ........ccovvereneinrinninnns -817 -1317 -1 300* " " " 5.1 -6.7 -7.9 " "
Baltic States ......ccccovvveveeeeiirinnn, -1 400 -1 890 -2 489 -995 -1021 . -8.1 95 -111 9.4 -9.7
Estonia ........ -398 -563 -478 -266 -138 . 9.1 -122 -9.2 -10.6 55
Latvia ...... -279 -345 =713 -208 -289 " 5.4 6.1 -11.1 -6.8 -9.3
Lithuania =723 -981 -1298 -521 -594 . 92 -102 -121 -10.3  -12.1
European CIS ..., 10 292 1580 -931 -7 022 9436 . 2.1 0.3 -0.3 -3.1 9.7
Belarus........cocevevevveiieeeeeienenns -516 =799 -945 -579 25 . -3.8 -6.0 -7.1 -8.4 0.6
Republic of Moldova ... -188 -267 -334 -182 -10 " -11.1 139 204 -29.6 -2.5
Russian Federation ..................... 12 181 3981 1643 5242 8978 . 2.9 0.9 0.6 2.7 115
UKIAINE oot 1185 -1335 -1296 -1019 443 " -2.7 -2.7 -3.1 -4.7 3.1
Total above @ .......c.cccceveeeveeienes 4606 -15331 -20928 -15683 -1303 . -0.5 -1.8 -2.8 -3.8 -0.5
Memorandum items:
CETE-5 oo 9400 -10420 -12278 -5003 -7 443 . -3.3 -3.7 4.1 -35 -5.3
SETE-T2 oo, -4 098 -4 601 -5229 -2 663 -2 274 . -5.7 -6.5 -6.6 -1.7 -1.4

Source: National balance of payments statistics; IMF for Bosnia and Herzegovina (1996-1998); UN/ECE secretariat estimates.

a8  Aggregates exclude Bosnia and Herzegovina and Yugoslavia. Yugoslavia has reported a current account deficit of $1,837 million for 1997. The $1,317 million in
the table includes a $520 million upward adjustment of exports to reflect the value of imports used for outward processing.

b Excludes official transfers.
€ January-July.
d January-August.

Russia reported a $9 hillion current account surplus
in the first half of 1999, which represents a $14 hillion
swing from the first haf of 1998. The continuation of
current account surpluses implies a transfer of resources
abroad, with negative consequences for economic
activity. Little of the recent surplus seems to have found
its way into officid reserves or debt repayment,
presumably because of continuing massive capital flight.

During the Kosovo conflict, the IMF estimated that
the criss would cause a (incrementa) $0.7-$0.9 hillion
deterioration in the combined current account balances of
six south-east European countries and cregte a financing
gap of $1.1-$1.7 billion.*> While it is too early to assess

12 IMF, The Economic Consequences of the Kosovo Crisiss An

Updated Assessment (Washington, D.C.), 25 May 1999. The countries
covered by the report are Albania, Bosnia and Herzegovina, Bulgaria,

the full impact of the conflict on the externa sectors of
these countries, some preliminary observations are possible
from incomplete balance of payments data for January-
June 1999."* Current account balances improved rather
than deteriorated as had been expected, athough this was
not the case in Bulgaria. Aside from Albania and Bosnia
and Herzegovina, these countries reported lower
merchandise exports. However, since their exports were
declining prior to the beginning of the conflict (due to the
other negative factors mentioned above), the conflict itself
is likely to explain only part of the contraction observed in
the firs hdf of the year. This is paticularly true in

Croatia, Romania and The former Yugoslav Republic of Macedonia. The
estimates exclude refugee costs.

13 Idedlly, outcomes should be compared to expectations, but thisis not

possible here. Below, observations are made comparing 1999 flows with
those in the same period in 1998. The conflict lasted from late March to
early June 1999.
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Bulgaria, Croatia and Romania where the impact of a
decline in exports to the CIS was larger than that from
export losses in south-east Europe. Overal, exports from
Bulgariaand The former Yugodav Republic of Macedonia
declined most,*** but it appears that the latter's exports to
Yugodavia rebounded after the ceasefire.  Although
balance of payments data are not available for Yugodavia,
itislikely that the lack of financing and, by some accounts,
the exhaugtion of foreign exchange reserves contributed to
the collapse of the country’ s external trade.

The impact of the conflict on services was mixed. In
Bulgaria the balance deteriorated due to a decline in
transport receipts and an increase in expenditures, the latter
reflecting the higher costs of importing by aternative
routes and/or transport modes. However, following the
cease-fire in June trangport receipts recovered. This was
aso true of tourism receipts which were actudly higher
than in January-June 1998. Croatid s net transport receipts
fell by about $80 million in the first haf of 1999. Tourism
earnings were somewhat higher but nonetheless they may
have falen short of expectations in the second quarter of
the year™™ In The former Yugodav Republic of
Macedonia, expenditures on transport barely changed, but
since merchandise imports fell by nearly 28 per cent in the
second quarter, unit transport cogts increased sharply. On
the podtive sde, travel and tdlecommunication receipts
increased  dignificantly, presumably because of the
spending by Kosovar refugees and international relief
workers, This and, especidly, higher private and officid
transfers contributed to the current account surplus in the
second quarter of the year (the decline in imports was
important as well). Similar developments are observed in
the travel baance and net transfers of Albania, which aso
posted a current account surplus (its merchandise exports
may aso have benefited in the post-conflict period). Data
indicate that Romania's net service earnings were largely
unchanged from 1998, but river shipping is reported to
have been severely reduced.

A number of neighbouring countries were fearful of
suffering from a misconception by potential tourists that
they were in the conflict zone. For example, some early
estimates put the potential losses of Hungary's tourist
sector a $250-$400 million.  However, baance of
payments data suggest considerably smdler reductions in
tourism revenues and only smal shortfals in transport
receipts. In Slovenia transport and tourism receipts fell
dightly but rebounded in June. Part of the decline in the

14 The former Yugoslav Republic of Macedonia is landlocked and

depends heavily on direct and transit trade through Y ugoslavia.

15y April 1999, the official estimates of lost tourism earnings ranged

from around 10-15 to 50 per cent (of a total of $2.7 hillion in 1998).
UN/ECE, Economic Survey of Europe, 1999 No. 2, chap. 1. It should be
noted that tourism receipts fared better than data on tourists' nights (down
22 per cent — see sect. 1.2(ii)) would suggest. This appears to be the casein
Slovenia as well (below). Tourism earnings are concentrated in the third
quarter of the year.

country’s merchandise exports is due to the collapse of
Y ugodav demand.

Overdl, it gppears that losses in the externd sectors
due to the conflict were not aways as large as had been
anticipated, and in certain cases they were at least partialy
offset by somegains. Furthermore, in a number of instances
receipts recovered quickly after the cessation of air Strikes.

(b) External financing

In the wake of the south-east Asian and Russian
financial shocks, total capital flows to emerging markets
were expected to decline due, among other things, to
heightened risk aversion among private investors and
expectations of dower rates of globa economic growth.
In the emerging markets as a whole, total capital flows
had already declined in 1997, but in eastern Europe and
the Baltic states they rose through 1998 (table 1.2.11).
Almost two thirds of the decline in capital imports in the
first half of 1999 is accounted for by the Czech Republic,
Hungary and Poland. By contrast, in 1998 these three
countries had attracted larger inflows which presented the
authorities with a problem of currency management and
resulted in an increase of foreign exchange holdings.
Given their abundant official reserves (true of the Baltic
states as well) it is unlikely that reduced inflows in the
first half of 1999 mark atightening of external financial
congraints. However, in Croatia, Romania, Slovakia,
and The former Yugosav Republic of Macedonia —
where the strengthening of financial positions was a
policy target for 1999 — the slackening of capital imports
seem to have contributed to the narrowing of current
account deficits. In Belarus, Russia and Ukraine there
was a net outflow of capital (or aslowdown in the case of
the Republic of Moldova) in the first half of 1999, in part
because of outflows of unrecorded capital.

On the whole, 1999 has been a period of recovery for
emerging market bonds. Spreads have fallen somewhat
from their post-rouble crisis peaks of August 1998 and the
issue of new debt has resumed. Nonetheless bond yields
have generaly remained high. This is thought to reflect
investors  judgement of an increased probability of
defaults and the new officia policy to “bail-in” private
investors in the event of payments difficulties™” More
tranquil financial markets have aso facilitated a limited
recovery of bond issuance by creditworthy transition
economies. The $4.5 hillion raised in January-October
1999 exceeds the pace of issuance in 1998. It should be
stressed, however, that this comparison excludes Russa
and Ukraine. Together they issued bonds totaling $7

116 ngtitute of International Finance, Capital Flows to Emerging

Market Economies (Washington, D.C.), 25 September 1999.

17 Ecuador's default on Brady bond payments in October (with IMF

approval) is the first instance of the new policy in play. Other steps in
this direction involve Ukraine, which was asked to restructure a $150
million bond coming due. Romania was requested to obtain $450 million
in new private loans as a condition for the release of an IMF tranche.
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TABLE 1.2.11
Net capital flows into the ECE transition economies, 1996-1999
(Billion dollars and per cent)
Capital and financial account flows 2 Changes in official reserves
Billion dollars Capital flows/GDP Billion dollars Reserves/GDP
Jan— Jan—
Jan.—Jun. Jan.=Jun. Jun. Jun.
1996 1997 1998 1998 1999 1997 1998 1998 1999 1997 1998 1999 1997 1998 1999
Eastern Europe® ............... 157 214 249 159 9.9 6.1 6.5 9.0 5.7 6.4 74 0.2 1.8 19 0.1
Albania ........ccooeerrierirnrinnn, 02 03 01 01 - 137 35 89 25 - 01 o1 19 21 43
Bosnia and Herzegovina . 1.1 11 1.0 . . 343 254 . . 01 -01 . 26 -14 .
BUlgaria ......oovvvvevrirnriins 08 08 03 02 04 77 23 37 65 12 01 -02 119 -08 -37
Croatia ...... 1.7 2.8 1.7 1.3 1.0 13.7 78 129 104 0.4 0.2 - 2.1 07 0.2
Czech Republic . . 35 14 30 15 02 27 53 56 09 -1.8 19 02 33 34 09
HUNGAMY v, 02 08 31 23 18 18 65 98 77 0.2 08 0.6 04 17 25
Poland .......ccooverenririnrinns 50 79 126 72 50 55 80 98 69 36 57 - 25 36 -
Romania ... . 2.8 3.8 2.1 1.0 - 10.9 5.6 63 -0.1 17 -08 -07 48 -22 57
Slovakia .....c..ooveeririnrines 23 20 15 16 10 103 74 159 103 - 05 02 02 -27 25
SIOVENIA ..o, 05 13 02 05 05 69 08 50 45 13 02 - 71 08 -02
The former Yugoslav
Republic of Macedonia .. 0.3 0.3 0.3 0.2 0.1 8.4 93 104 4.2 - - - 1.0 1.2 1.9
Baltic states ..o 1.7 2.4 2.9 1.3 11 120 131 122 102 0.5 0.4 0.1 25 2.0 0.6
Estonia . 05 08 05 03 01 164 94 131 52 0.2 - - 42 02 -03
LatVvia oo 05 04 08 03 05 73 117 113 156 0.1 - 02 12 06 63
Lithuania .......ccccoeererennen. 0.7 1.2 1.7 0.6 0.5 127 158 123 9.4 0.2 04 -01 25 3.7 27
European CISY . 2.8 2.8 1.0 1.0 -03 4.4 1.7 34  -14 04 -16 0.2 07 -28 1.0
Belarus ..........coo..... . 05 08 09 05 -01 60 67 70 -15 - 01 - - 04 -09
Republic of Moldova ........ 0.2 0.3 0.1 0.1 - 16.6 6.8 170 9.9 01 -02 - 27 -136 74
UKraing .....ccovevvevieinnnnns 2.1 1.7 - 04 -02 35 01 19 17 04 -13 0.2 08 -32 14
Russian Federation ......... -150 20 69 36 83 05 -25 18 -107 19 53 06 04 -19 08
Russian Federation® ....... 61 62 28 96 -50 1.4 10 49 64 19 53 06 04 -19 08
Total 8bove ® ..o 141 328 316 278 57 38 43 68 20 92 09 11 11 01 04
Memorandum items:
CETE-5 .o 116 134 203 131 8.5 4.8 6.7 9.1 6.0 3.0 8.0 1.0 11 2.7 0.7
SETE-7C s 4.1 8.0 45 2.8 15 11.2 5.8 8.2 4.6 34 07 -08 47 09 27

Source: UN/ECE secretariat estimates, based on national balance of payments statistics.

@ Including errors and omissions.

b A negative sign indicates a decrease in reserves.

€ Aggregates exclude Bosnia and Herzegovina and Yugoslavia.
d Excluding Russian Federation.

€ Excluding errors and omissions.

billion in 1998, but neither currently enjoys access to the
markets.® In 1999 there have been sovereign bond issues
by Croatia, Hungary, Kazakhstan, Latvia, Lithuania,
Sovakia and Sovenia, and corporate and/or municipal
issues by entities in Bulgaria, the Czech Republic, Poland
and Sovakia Margins ranged from 87 basis points for
Slovenia to 875 basis points for Kazakhstan, the only CIS
country to issue a bond this year. These margins underline
the huge differences in the cost of borrowing facing most
trangtion economies rated by the international rating
agencies. Infact about 13 countries are currently excluded
from the markets by their lack of (or very low) credit
ratings. They are therefore bound to continue to

18 n January-October 1998, the transition economies issued bonds

worth some $11 hillion. UN/ECE, Economic Survey of Europe, 1998 No.
3, table 4.3.4.

experience severe congtraints in obtaining foreign capital.
It may be noted that the Kosovo conflict temporarily
unsettled international markets causing bond yields to rise
and prompting several transtion economies to postpone
new issues. Towards the end of October 1999, concerns
asociated with the possble impact of Y2K and poor
market liquidity derailed the bond issuance plans of severa
borrowers from the transition economies.

FDI flows to the emerging market economies have
held up much better than had been expected immediately
after the Adian crisis, dthough a modest downturn is
predicted for 1999.'° Despite earlier fears, the long-term
strategic views of international companies appear to have

19 ngtitute of International Fi nance, op. cit. Direct equity investment

continued to increase through 1998, athough at a slackening pace.
Estimates for 1999 suggest a drop of about 2 per cent.
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TABLE 1.2.12

Foreign direct investment 2 in the ECE transition economies,
1996-1999
(Million dollars)

January-June

1996 1997 1998 1998 1999

Eastern Europe® 9214 13745 6100 5565

Albania .......ocovrvvriniiirinriens 48 45 24 15
Bosnia and Herzegovina ...... - - 100 50* 30*
BUlgaria .....ccvvvrenrrrniienis 109 505 401 230 220
(S0 T U 533 487 873 568 234
Czech Republic ......cocovvvrenne 1428 1300 2540 1164 1313
Hungary 2085 1935 951 672
Poland........... 3077 5129 2323 2329
Romania 1215 2031 544 584
Slovakia 161 508 240 130
Slovenia 321 165 33 51
The former Yugoslav
Republic of Macedonia ....... 11 16 118 22 18
Baltic states ........ccocvvrirnrnnne. 685 1142 1863 563 570
Estonia 267 581 158 183
Latvia .......... 521 357 181 171
Lithuania 355 926 223 216
European CIS 7526 3733 1610 1713
Belarus 192 144 66 172
Republic of Moldova ............. 24 72 85 44 10
Russian Federation .............. 2479 6639 2761 1073 1364
UKIaing ....covvvveenricinnininns 521 623 743 426 166
Total above® ...........ccovvvneen 11482 17882 19341 8272 7848
Memorandum items:
CETE-5 .o 6695 6944 10277 4712 4495
SETE-7% oo 1007 2270 3468 1387 1071
Source: UN/ECE secretariat, based on national balance of payments

statistics; IMF for Bosnia and Herzegovina 1996-1998. Data for 1999 are

preliminary.
2 Inflows into the reporting countries except for Albania and The former
Yugoslav Republic of Macedonia, which are net of investments abroad.

b Aggregates exclude Bosnia and Herzegovina.

prevailed over shorter-term concerns while the depressed
prices of emerging market assets have proved attractive
to foreign investors. In the European transition
economies FDI inflows declined somewhat in the first
half of 1999 (table 1.2.12), but subsequent signed and
scheduled privatizations could raise the inflows for the
whole year to the 1998 level. FDI flows into the Czech
Republic and Poland remained buoyant in the first haf of
1999 and further substantial inflows are expected from
the sales of severa large assets. In Hungary, which has
sold off the bulk of its state property, inflows have falen
(while outflows have reached significant proportions). In
Slovakia, privatization and FDI inflows have lagged
behind most other transition economies. Since the
ingtallation of the new government in late 1998, foreign
investors seem to have adopted a wait-and-see attitude.
In September 1999, the parliament amended the
privatization law to alow the sde of some large state
assets, but it is doubtful that the designated banks and
telecommunication company will be sold before the end
of the year. The investment climate in the European CIS

generally remains discouraging and FDI inflows are
smdl. In Russiainflows ran somewhat above the pace of
1998, but the $6 billion received in al of 1997 seems
beyond reach.

One of the concerns about the Kosovo conflict was
that it would weaken investor confidence and derall
privatization programmes throughout south-east Europe.
None of the countries in this area has been very
successful in attracting FDI and, until recently, they had
failed to move ahead with the sale of large state assets.
When examining the FDI inflows in the first half of
1999 (table 1.2.12) it should be borne in mind that they
reflect decisions taken prior to the conflict and thus are
unlikely to reflect its full impact on investment
intentions. The experiences range from increased FDI
flows into Romania to a cessation of investments in
Albania in the second quarter of the year. In Croatia,
FDI was dluggish but it did not cease during the
conflict. The completion of several key privatizations
has been an encouraging development. A consortium of
Greek (OTE) and Dutch (KPN) telecommunications
companies purchased a 51 per cent stake in Bulgarian
BTC in July for some $500 million. Around the same
time Romania signed a contract giving Renault a 51 per
cent stake in Automobile Dacia SA. In early October a
35 pe cent sake in  the Croatian state
telecommunications company HT was sold to Deutche
Telekom for $850 million, and in September the
Macedonian parliament approved the sale of a majority
stake in the OKTA ail refinery for $190 million. Thisis
the country’s largest foreign investment to date, and
further deals are reportedly in the pipeline. It should be
borne in mind that these sales involved key assets to
buyers who generally have strategic regional objectives.
Therefore their success may not accurately reflect the
degree of investor interest in the area.

(vii) Short-term outlook

In the course of 1999, economic expectations and
the short-term outlook for the ECE transition economies
have been unusually volatile and have undergone major
changes and revisions. At the start of the year, the
negative impact of the Russian crisis turned out to be
much stronger than expected for a number of transition
economies (notably the three Baltic states) which led to
weaker expectations and downward revisions of
forecasts. However, towards mid-year and especially in
the second half, output performance started to improve
in many transition economies and this was coupled with
a strengthening of the economic recovery in western
Europe (whose favourable impact in terms of rising
import demand has started to gain momentum). This
has brought about a reversal of expectations and
forecasts in positive directions, at least in some of the
transition economies.
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In the Baltic states, the 1999 growth forecasts have
been significantly lowered and despite some
improvement in expectations in the second half of the
year, it is unlikely that the recent strengthening of
output can offset the disastrous performance in the first
half of the year. Thus while the earlier official forecasts
for GDP growth in 1999 were in the range of 4-5 per
cent in al three countries, by October they had been
reduced to close to zero for Estonia and Lithuania and to
1 per cent for Latvia (table 1.2.1). Forecasts have been
revised in a number of central European transition
economies as well. Poland is unlikely to achieve the
previoudly forecast 4.5 per cent rate of GDP growth in
1999 (the official projection was later revised to 4 per
cent), but there are clear signs of an improvement in
economic performance after the very wesk first quarter.
Most observers agree that the Czech economy has
turned the corner and that growth should strengthen in
the second half of the year. By October, GDP growth in
Slovakia and Slovenia was still expected to be in the
range of 3-3.5 per cent, which represents only a dight
reduction in earlier forecasts. Hungary will remain the
fastest growing among the central European and Baltic
economies in 1999, with a revised forecast of 4.5 per
cent growth in GDP (dightly below the previously
expected 5 per cent).

The Kosovo conflict was an unexpected negative
shock for many transition economies, especially those in
south-east Europe. Virtualy al the south-east European
transition economies have lowered their officia
forecasts in the course of 1999. GDP in a number of
these economies (in particular Croatia, Bulgariaand The
former Yugoslav Republic of Macedonia) is likely to
stagnate in 1999 as a whole (or, at best, to show a
marginal increase), while the official growth forecast for
Romania (which had been negative before the conflict)
was lowered ill further (table 1.2.1). Although there
are no reliable data on the current economic situation in
Yugoslavia, all observers agree that the war delivered
an exceptionaly hard blow to the economy. The
forecasts for 1999 vary widely, but al of them point to a
deep fall in GDP ranging from 25 to 50 per cent as
compared with 1998.

On balance, the prevailing expectations in October
1999 were that output in the second half of the year
would be stronger than in the first haf, both in central
Europe and in the Baltic states. If this expectation
materializes, the growth of aggregate GDP in eastern
Europe for the year as a whole could reach 1 per cent
(combining a 3 per cent growth rate in central Europe
with a 4.5 per cent fal in south-east Europe — table
1.2.1). As to the Bdltic states, their aggregate GDP is
likely to remain stagnant for the year as awhole.

The short-term outlook for the CIS countries is
dominated by that for the Russian economy. While
much uncertainty still surrounds the outlook for the
Russian economy, the short-term prospects have

improved considerably since the beginning of the year.
The improvement is reflected in a series of upward
revisions to the official 1999 growth forecasts. Thus, at
the beginning of the year the official forecast was for a
continued fall in GDP in 1999; by mid-October this had
been revised to positive growth of 0.5-1.5 per cent.® If
the unexpectedly strong recovery of industria output
continues through the end of the year, it would not be
unredlistic to expect the growth of Russian GDP to
come close to the upper bound of this range. Thanks to
the recovery in Russia, the short-term outlook for most
of the CIS countries has also improved in the second
half of 1999. In particular, the officia forecasts for
Ukraine have been raised and by October they
envisaged that GDP would remain flat in 1999, in
contrast to the beginning of the year when growth was
expected to be negative in 1999. The one major
exception to this general improvement is Kazakhstan
where the forecast for GDP growth has been lowered to
-1.5 per cent for the year as a whole, following the
negative outcome in the first half of the year. All in al,
by October the aggregate GDP of the CIS countries was
being officially forecast to grow by some 1v4 per cent,
which represents a magjor shift towards more optimistic
expectations from the earlier forecast of -1.1 per cent
(table 1.2.2).

Positive expectations generally prevail in the
officia forecasts for the transition economiesin 2000 as
well. In virtualy al the countries for which such
forecasts are available, the authorities expect positive
rates of GDP growth in 2000 and an acceleration as
compared with 1999 (table 1.2.1). If these expectations
materialize, the growth of aggregate GDP in eastern
Europe could reach some 3 per cent in 2000, that in the
Baltic states might be in the range of 3.5-4 per cent,
while the CIS countries could grow by an average of
some 2.5 per cent. These forecasts imply that GDP in
the ECE transition economies as a whole would grow
by some 2% per cent in 2000, an average rate of growth
that has not yet been achieved during the past 10 years
of economic transformation.

120 1 October the forecast of the Russian Ministry of the Economy

was for GDP growth of 0.5-1 per cent in 1999, while the Ministry of
Finance envisaged 1-1.5 per cent. AK&M News, 19 October 1999 as
reported by Reuters News Service.



