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EXPLANATORY NOTES

The following symbols have been used throughout this Survey:
= not available or not pertinent

— = nil or negligible
* = edimate by the secretariat of the Economic Commission for Europe
O = breakinseries

In referring to a combination of years, the use of an oblique stroke (e.g. 1998/99)
signifies a 12-month period (say, from 1 July 1998 to 30 June 1999). The use of a
hyphen (e.g. 1999-2001) normally signifies either an average of, or atotal for, the full
period of calendar years covered (including the end-years indicated).

Unless the contrary is stated, the standard unit of weight used throughout is the metric
ton. The definition of “billion” used throughout is athousand million. The definition
of “trillion” used throughout is a thousand billion. Minor discrepancies in totals and
percentages are due to rounding.

Referencesto dollars ($) are to United States dollars unless otherwise specified.

The membership of the United Nations Economic Commission for Europe (UNECE)
consists of al the states of western Europe, eastern Europe, the Commonwealth of
Independent States (CIS), North Americaand Isradl.

The term EU-15 refers to the aggregate of the following 15 member states of the
European Union: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Irdand,
Italy, Luxembourg, Netherlands, Portugal, Spain, Sweden and the United Kingdom.

EU-25 refers to the 15 above-mentioned member states plus the 10 countries which
have joined the European Union in May 2004, i.e. Cyprus, Czech Republic, Estonia,
Hungary, Latvia, Lithuania, Malta, Poland, Slovakiaand Slovenia.

WECEE comprises the EU-25 plus the countries of Iceland, Norway and Switzerland.

CEBS-8 (central Europe and Badltic states) includes the new member states listed
above excluding Cyprus and Malta.

For the convenience in presentation, the countries of eastern Europe and the CIS are
sometimes grouped into subregions based on geographical proximity.

The group of countries denoted as Eastern Europe comprises the following subregions:
o Bdltic states (BS-3): Estonia, Latviaand Lithuania;
¢ Central Europe (CE-5): Czech Republic, Hungary, Poland, Slovakiaand Slovenia;

e South-east Europe (SEE-7): Albania, Bosnia and Herzegovina, Bulgaria, Croatia,
Romania, Serbiaand Montenegro and Theformer Y ugodav Republic of Macedonia

The Commonwealth of Independent States comprises the Russian Federation and the
following subregions:

¢ Caucasian CIS (CCIS-3): Armenia, Azerbaijan and Georgig;

e Central Asian CIS (CACIS-5): Kazakhstan, Kyrgyzstan, Tajikistan, Turkmenistan
and Uzbekistan;

e European CIS, excluding Russia (ECIS-3): Belarus, Republic of Moldova and
Ukraine.
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FOREWORD

The world economy strengthened in the first half of 2004 and the consensus of current forecasts
is for the globa recovery to continue in the second half of this year and into 2005. There remain
important risks and uncertainties, however, that could trigger a cyclica setback. Higher ail prices
have so far had little if any noticeable impact on the pace of the globa growth, but any further large
increases — as a result, for example, of continuing or intensified geopolitical uncertainties — could
very well jeopardize the recovery. Another important downside risk is whether the rapid closing of
the globa output gap will lead to stronger than expected inflationary pressures which could result in
a more pronounced tightening of monetary policy than is currently anticipated. The possibility of
disruptions in the pattern of capita flows and exchange rates arising from abrupt changes in market
sentiment and investor confidence about the sustainability of the twin deficits of the United States
also remainsamajor downsiderisk.

Againgt this background, macroeconomic policy makers are faced with important challenges.
The surge in globa liquidity resulting from the considerable easing of monetary policy in recent
yearsin the magjor industrialized countries carries risks of higher rates of inflation and the creation or
intensification of asset price bubbles. The difficult task is to return to a broadly neutral monetary
policy stance without endangering the sustainability of the globa recovery. The decision of the
Federd Reserve to raise its key interest rate in late June 2004 is a key turning point for monetary
policy in both the United States and the rest of the world. But the expected further tightening of
monetary policy will need to be accompanied by a more prudent fiscal policy to restore the interna
and external balance of the United States economy.

In the euro area, the strength of the recovery remains relatively moderate, relying largely on the
stimulus from foreign demand. In view of moderate rates of inflation, monetary policy can remain
on hold until the recovery is more broadly based. This requires a sustained strengthening of
domestic demand. Due to the recent deterioration of public finances, however, the scope for fiscal
policy to stimulate economic activity in the three largest member states of the euro area has been
reduced to the operation of automatic stabilizers, asis now also the case in the United States. Thisis
partly the price being paid for not having pursued fiscal consolidation when the economic situation
was more favourable. A mgjor challenge is therefore to design consolidation strategies that will
ensure fiscal sustainability in the medium and longer term without limiting the operation of the built-
in stabilizers in the short run. This underlines the important role of monetary policy in contributing
to a supportive policy mix that will keep the European economy on a sustained and, eventualy,
more dynamic growth path.

A better balance of macroeconomic policies needs to be complemented by structural reforms if
the improvement is to be sustainable. The “conventional wisdom” is that there is a need for more
gructural reforms in labour markets and further deregulation in product markets if the growth
potential of the European economy is to be increased. But the reform agenda is often too narrowly
conceived in terms of making it easier for firmsto hire and fire employees: it should comprise much
more than that, including reforms in the sectors providing services of generd interest as well as
education and training, research and development, and hedth care. There is also the need to
improve labour market flexibility by raising labour skills and matching them more closely to the
changing requirements of the economy. Improving theincentivesto work, particularly on the part of
older workers, can aso contribute to meeting the challenge of coping with the adjustment pressures
created by population ageing and the associated problems of financing retirement pensions in the
medium to longer term.

Structura reforms frequently involve adjustment costs, which generdly appear before the
benefits of the reform; the population naturally tends to resist such adjustments in times of cyclica
weskness and crisis.  Such adjustment costs can be more easily absorbed in a context of sustained
economic growth, supported by adequate macroeconomic policies. It is therefore important that policy
makers better exploit the opportunity for structural reforms and fiscal consolidation provided by a
growing economy and expanding employment. Thisisalesson that applies equally to the countries of
eastern Europe and the CIS, al of which are still facing difficult structural adjustment problems.



For the eastern European countries that joined the EU at the beginning of May 2004 an
immediate policy challenge is to develop a coherent strategy for achieving the nominal convergence
targets (the Maastricht criteria), without a the same time jeopardizing further progress in red
convergence. The timing of the obligatory entry into the EMU is a key element in such a Strategy.
An important intermediate step is the decision as to when to join the new European Exchange Rate
Mechanism (ERM-2), which is the antechamber to the EMU. The precise timing will have to reflect
the specific economic circumstances in the individual countries. Three economies — Estonia,
Lithuania and Slovenia — joined the ERM-2 after only two months of EU membership. For those
countries that have not yet followed a fixed exchange rate regime — Estonia and Lithuania have
maintained their currency boards — joining ERM-2 will reduce the scope for using monetary policy
as an ingrument of macroeconomic policy. Given the potentia conflicts between the EMU targets
for inflation and exchange rate sability that may arise in the process of economic catch-up, this will
require skilful management. In the presence of volatile and often speculative capita flows, there is
an increased risk of currency crises that should not be underestimated.

Another mgjor preoccupation of governments in many of the new EU member states is the fiscal
adjustment required by the rules of the EU’s fiscd policy framework. Many of the new member
states have budget deficits that are significantly above the threshold of 3 per cent of national GDP.
These countries face major structural adjustments, including the urgent need to rehabilitate and
enhance their infrastructures, which, for reasons of intergenerational equity and political feasibility,
will have to be financed by government borrowing. Thisisatransitory process but it will require a
flexible interpretation of the Stability and Growth Pact (SGP), in order to avoid a counterproductive
fiscal tightening. The crisis of the SGP in 2003 has, in any case, accentuated the need for a more
flexible interpretation of the fiscal rules. The recent proposals made by the European Commission
go in the right direction, but any modifications should explicitly take into account the specific
circumstances of the new member stetes.

In oil-exporting CI'S countries, especially Russia, the sharp risein il prices hasled to alarge and
progressive real appreciation of their national currencies in the past few years, with adverse effects
on their domestic manufacturing sectors. One of the current policy challenges for these economies
is thus to prevent a possible overshooting of the real exchange rate. If the increased oil revenues,
however, are used efficiently to enhance productive capacities and promote economic
diversfication, the growth potential of these economies can be increased and their dependence on
natural resources reduced.

All of the UNECE economies continue to face increasing pressures from the forces of
globalization and technologica progress. In order to ensure that these forces are exploited to
enhance rather than diminish the welfare of their populations it is up to governments to design
policies and institutions that create an environment that will encourage both the necessary structural
changes in the patterns of specidization and ensure that the costs and benefits of such change are
equitably distributed.

Brigita Schmdgnerova
Executive Secretary
United Nations Economic Commission for Europe



