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CHAPTER 3

THE TRANSITION ECONOMIES

3.1 Introduction economies, especially those in the more advanced
reformers, where the external shock was preceded by a
(i) Expectations and outcomes period of relatively robust economic growth and improving

_ macroeconomic fundamentals. Although a number of

The overall trends of economic activity in the ECE policy corrections were made in some countries in the
transition economies were abruptly reversed towards thgourse of the year, in general inertia prevailed: on average,
middle of 1998 by the impact of a strong externalpolicy adjustments were not sufficient to counterbalance
demand shock, the negative effects of which dominatethe negative implications of the external shock. However,
the second half of the year. The Asian and the RussigRe magnitude of the disturbance was such that it is
crises caused a considerable weakening of economigestionable whether domestic policies were even in a

activity in many parts of the world, including western position to cope with it in a comprehensive manner.
Europe. The combined real effect of these factors — the

collapse of Russian imports, the drop in global demand for At the start of the year it was widely expected that
primary and intermediate products, and — in the seconthe relatively high rates of economic growth which had
half of the year — a weakening of west European imporgémerged in eastern Europe and the Baltic region in the
demand — had an unexpectedly strong negative impact @cond half of 1997 would continue and even strengthen in
economic performance in the transition economies. 1998. In fact, in almost all countries (with the exception of
. . . Hungary and to some extent Slovenia and Bulgaria) the
Virtually all of them, including those that are more 4045 outcomes were below the-anteforecasts (table
advanced in the reform process, were negatively affectegly 1) | virually all the east European and Baltic
(albeit to varying degrees) by the fall in external demandyangiion economies (again, with the possible exception of
Thus, although most of the central European Count”eﬁlungary), the second half of the year was marked by a

weathered the global financial turmo_il relatively cgnsiderable deterioration in the growth of output.
successfully and proved to be less susceptible than feare

to direct contagion from the crisis in other emerging The rate of growth of aggregate GDP in eastern
markets, they nevertheless turned out to be rathdEurope in 1998 (2 per cent) was a mere half of what had
vulnerable to real demand shocks. This underlines thibeen expected and below the average for 1997 (2.8 per
concern that was raised in last ye@lgvey namely, the cent). While the modest 1997 growth figure was mostly
risks to stability when growth is predominantly export led.due to the poor performance in three crisis-hit economies
It was argued that a high degree of external dependeng@lbania, Bulgaria and Romania), the aggregate rate of
coupled with a substantial divergendsetween the growth in 1997 reflects a general weakening of economic
composition of domestic output and domestic demandictivity throughout most of eastern Europe. Thus, in
(which is a feature of a fast-growing, immature market1998, the aggregate GDP growth rate in the Baltic states
economy);”® is an inherent source of fragility and dropped by some 3 percentage points from the impressive
vulnerability and that, as a result, a fall in export demand i3.6 per cent in 1997. In addition, the deep recession
likely to develop into a full-scale negative demand shockcontinued in Romania in 1998 for a second consecutive
Developments in 1998 appear to confirm these fears. year and — rather unexpectedly — the Czech economy also
slipped into a recession driven by mounting domestic and

The speed at which the economic situation
%xternal problems.

deteriorated in the second half of the year presents

serious challenge to policy makers in the transition A closer look at the patterns of output performance
in the east European transition economies in 1998
provides further support for the vulnerability conjecture
158 This compositional mismatch is related to the nature and scale Oputllngd a}bove. Wh"e the manufacturing Secmr_ had been
the required change in economic structure. While the process ofhe principal engine of recovery and growth in recent
economic  restructuring and  reindustrialization generates highlyyears in many transition economies (especia"y when the
diversified demand (in partlcula\_r, for sophisticated hi-tech goods that ar&onditions on foreign markets were favourable), it was
not produced locally), exports in this phase of development are usuall .
rather narrowly based. As a result, there may be little or no room for thélSO the first to face the demand shock when external
substitution of domestic sales for lost export markets, even when, overalgonditions deteriorated. Industrial output (particularly
there is excessive domestic demand. This makes such an econor?ﬁanufacturing) turned out to be the most vulnerable and

especially vulnerable to external demand shocks. UN/EE2Bnomic .
SuFr)vey o)f/Europe, 1998 Na,.ip. 9-10. bore the brunt of shrinking external demand.
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TABLE 3.1.1

Basic economic indicators for the ECE transition economies, 1996-1999
(Rates of change and shares, per cent)

GDP (growth rates) Industrial output Inflation (per cent Unemployment rate
1998 (growth rates) change, Dec./Dec.) (end of period, per cent)
Ex-ante 1999

official Actual official
1996 1997 forecast outcome forecast 1996 1997 1998 1996 1997 1998 1996 1997 1998

Eastern Europe ........ccooeeeue 4.1 2.8 43 2 2.9 6.0 5.6 1.4 . . . 117 119 126
AlbaNIa ... 9.1 -7.0 10 8* 8 136 -5.6 10+ 174 420 78 123 149 176
Bosnia and Herzegovina®@ .... . . . . . 876 37 238 32 122 22 . 39* .
Bulgaria .......ccvveeeererrnrirnenne -10.1 -6.9 3.0 3* 37 3.8° -10.2 94 3111 5787 09 125 137 122
Croatia ........... .. 60 6.5 75 3* 152 31 6.8 37 35 4.0 56 1569 176 186
Czech Republic .. .. 39 10 1426 2.7 -0.8 20 | 45 16 8.7 9.9 6.7 35 5.2 75
Hungary .......... . 13 4.6 4.0 5 5 34 111 126 200 184 104 105 104 9.1
Poland ..... .. 60 6.9 b5.6-5.8 4.8 45 83 115 47 187 132 85 132 103 104
Romania .. 39 -6.9 - 13 -2 6.3 -72  -170 568 1517 407 6.6 88 103
Slovakia .. 6.6 6.5 5.0 4.4 3 2.5 1.7 4.6 55 6.5 55 12.8 125 15.6
Slovenia ... 35 46 354 4 4 1.0 1.0 37 9.0 8.8 66 144 148 146
The former Yugoslav

Republic of Macedonia ...... 0.8 15 5.0 29 6 32 1.6 45 0.3 45 -10 398 425 .
Yugoslavia® ... 5.9 74 10.0 2.6 7 75 9.5 36 599 103 457 261 256 272

Baltic states ..... w41 7.6 6.3 4y 45 46 9.4 36 . . . 6.4 6.3 74
Estonia .... .. 40 114 556 42 4 29 134 08 150 123 6.8 5.6 4.6 5.1
Latvia ...... . 33 6.5 5-6 4% 4 55 138 20 132 7.0 28 7.2 6.7 9.2
Lithuania . 47 6.1 7.0 45 5 5.0 33 70 131 8.5 2.4 6.2 6.7 6.9

CIS e 3.4 11 12 2% 1.1 -3.0 26 2.3 . . . 6.6 7.6 8.5
AMMENIa ..o 5.9 31 5-6 7.2 4 1.4 0.9 2.5 56 218 -1.2 9.7 110 8.9
Azerbaijan .. w13 5.8 . 100 9 -67 0.3 22 6.8 0.3 -7.6 11 13 1.4
Belarus ......ccoovvvevevenrernrennnns 28 114 7-8 8.3 4-6 35 188 110 391 634 1816 40 2.8 23
(CT=T0] (01 RPN 11.0 113 11-13 2.9 8 6.8 8.2 2.7 13.6 7.3 11.0 3.2 8.0 4.2
Kazakhstan .. 05 17 35 25 15 0.3 4.0 21 286 113 1.9 41 39 37
Kyrgyzstan 71 9.9 3.6 18 2.8 88 504 46 350 147 183 45 31 31
Republic of Moldova® .......... -7.8 16 335 -8.6 3 65 - -11.0 151 111 183 15 17 19
Russian Federation .............  -3.5 08 005 -4.6 25 40 2.0 52 218 110 85 100 112 124
Tajikistan .......cocoveerveeieenns -16.7 1.7 . 53 . =239 -2.0 81 406 159.9 27 24 2.8 2.9
Turkmenistan .........c.c.cveene. 6.7 -114 . 5.0 . 197 -323 02 4458 215 198 . . .
Ukraine .. -10.0 -3.2 0.5 -1.7 -1 51 -0.3 -15 397 101 200 15 2.8 43
Uzbekistan ........cccoveeneenens 1.7 5.2 6.0 44 44 2.6 41 58 800 275 . 0.3 0.3 0.4

Total aboVe ........coccvevererineienes -0.4 2.0 2.6 4 0.7 0.1 38 0.9 . . . 8.1 8.8 9.6

Memorandum items:

CETE-S ... .. 50 55 47 36 3.6 6.1 9.4 5.0 . . . 11.2 98 102
SETE-7 .......... w21 3.1 33 -1.9 1.3 5.7 -3.9 -9.2 . . . 125 143 154
Former GDR .......ccccocnvuuren. 32 17 . 2.0 . 33 5.8 75 . . . 170 208 186

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat (IMF and World Bank data for
Albania).

Note: Aggregates are UN/ECE secretariat calculations, based on previous period weights at 1992 prices. 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 except for Croatia and The former Yugoslav Republic of Macedonia for which
retail price index is used. Unemployment generally refers to registered unemployment at the end of the period (with the exception of the Russian Federation, where it is
the Goskomstat estimate of the ILO definition and Estonia where it refers to job seekers (see section 3.5(ii) for details)). 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); CIS (12 member countries of the Commonwealth of Independent States); and total transition economies.

a Data reported by the Statistical Office of the Federation; these exclude the area of Republika Srpska.

b Bulgarian industrial output indices were recently recalculated according to a new methodology and the old series reportedly have been revised back to 1991. Here
and in appendix table B.4 industrial output now includes the gross output of all activities of industrial enterprises (and not just the gross output of "pure" industry, as
previously published). The figure for industrial output growth in 1996 according to the new methodology (3.8 per cent) differs significantly from the figure for the rate of
change of gross industrial output (-9.1 per cent) reported in the national accounts for the same year.

C  Gross material product instead of GDP.
d Excluding Transdniestria.
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After a notable recovery in many transition employment in recent years represents a positive balance
economies during 1996-1997, industrial output growthbetween job creation (thanks to economic recovery — in
decelerated rapidly in the course of 1998 and in the fourtparticular, the start-up and growth of new business — in
guarter it actually declined in most of them (chart 3.4.1)the more advanced reform countries) and job destruction
Indeed, the weighted average annual rate of growth dfdue to the continuing process of labour shedding caused
industrial output in eastern Europe in 1998 (1.4 per centy microeconomic restructuring). This delicate balance
was the lowest since 1993 (appendix table B.4). Thapparently suffered a blow in 1998 in a number of
deterioration of industrial output had negative transition economie's?
repercussions on economic activity across the board, and

eventually led to a deceleration of the overall rate Ofmark-er{]sebgc?;?w:g?suogciglfl thfoﬁétﬁggggir?rt]hethseeclgr?guhralf
economic growth. P yp

of the year when unemployment started to increase
There was also a considerable deterioration in 1998apidly throughout the whole region: between June and
in the Commonwealth of Independent States (CIS)December the average rates of unemployment in eastern
While the official ex-ante forecasts were for positive Europe increased from 11.6 to 12.6 per cent; in the Baltic
growth in all the CIS countries, the outcome was actuallystates from 5.9 to 7.3 per cent and in the CIS as a whole
negative in four of them: Kazakhstan, the Republic offrom 7.7 to 8.5 per cent (table 3.5.2).
Moldova, the Russian Federation and Ukraine (table
3.1.1). In three of the other CIS countries for wrash
ante forecasts were available (Georgia, Kyrgyzstan an
Uzbekistan), actual performance was below expectation
albeit growth was still positive. In aggregate, the GDP o
the CIS fell sharply (by 2% per cent), nullifying the gains
of the modest 1.1 per cent recovery in 1997.

Several major factors affected prices in the ECE
éransition economies in 1998 resulting in divergent
énflation trends among countries. In general, disinflation
f'fot only prevailed in eastern Europe, in the Baltic region
and in some CIS countries (table 3.1.1), but in many
countries the year-on-year inflation turned out to be much
lower than was expectezk ante™® While disinflation
The shock waves from the Russian crisis reached atloes reflect the positive results of lasting policy efforts in
the ECE transition economies but their repercussionthe transition economies, this specific outcome in 1998
were especially damaging in the neighbouring ClSwas also largely induced by negative import price
countries. Apart from the negative impact on trade angbressures resulting from the considerable drop in
output, these countries were very strongly affected by theommodity prices (as well as of the prices of other
devaluation of the Russian rouble which triggered a seriesadeables) in 1998 (for details see chapter 2.1 and
of currency crises among these countries. The ClSections 3.2(ii) and 3.4).
economies (and especially those in Europe), are still very . .
closely linked to the Russian economy and their ties, @ the same ftime, contagion from the global
sometimes go much beyond what might be expected fro?énan?'al t“r.".‘o" in 1998, 'and es'peual.ly frqm the
simply looking at the official trade figures. Apart from ~oooian  CTISIS, trets)u:ted n growmgb flnapct|a| ‘_it_nd
geographic proximity and traditional business relationsgqc?)cnrgrenﬁggomfl?heu:ngsetngie’sit')?e areglljlrtn o?r trﬁs fri?gi'c'gl]
there exist a number of additional, sometimes informaldisturbancé Was a series of exchanae rate crisis leading t
economic ties and links which make the actual”; ; fang ISIS 1€ading 1o
interdependence of these economies even stréfgen. sizeable (in some cases manifold) depreciation of the

fact, the very heavy fallout from the Russian crisis o exchange rates (discussed in more detail in section

some of the CIS countries suggests that these economig&): AS a consequence, strong inflationary pressures
are still very closely integrated. ré-emerged in a number of transition economies,

especially in the second half of the year. Due to the lags
The unexpected weakening of output wasin transmission mechanisms, the actual 1998 price
detrimental for the situation on the labour markets in thestatistics do not reflect in full the actual inflationary
ECE transition economies. Labour markets in thes@otential of the devaluations; however, the continuing
countries are still undergoing substantial structuralweakening of the currencies of a number of transition
changes and there have been major shifts in theconomies suggests that the inflationary pressures are
composition of the labour force. These often lag behindikely to remain high in these countries for some time to
the changes in the structure of output due to the inheregbme.
rigidities in labour markets. The increase in total

157 . ) 158 For example, while in 1996-1997 total employment in eastern
One extremely important channel of interdependence (and ofgyrope increased both in 1996 and in 1997 (table 3.5.1), this trend was
dependence on Russia) is the inherited common energy infrastructure apgyersed in 1998 and the decline in total employment resumed. At the
distribution networks of the Soviet Union. Anecdotal evidence suggestgame time, however, employment continued to increase in some east
that a substantial proportion of Russian energy deliveries (in particular Ouropean transition economies (notably Hungary which was relatively

gas and electricity) are not being paid for by the recipient countries angbss affected by the demand shock and Poland).
that Russian suppliers are often subject to strong political pressure to

accept payment arrears (which amounts to politically motivated capital In some countries (The former Yugoslav Republic of Macedonia,
transfers to other CIS countries). In turn, the existence of such arrears &/menia and Azerbaijan) year-on-year CPl was even negative (table
likely to become a lever for exerting political influence on the recipient3.1.1). The deflationary trend was even more widespread as regards year-
CIS countries as they become hostage to their own economic problems. on-year changes in PPI (table 3.4.3).

159
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This macroeconomic turbulence was another factothese significant falls in value reflect to a large extent the
that adversely affected economic activity in somecollapse of world commodity prices. As discussed in
transition economies. The erosion of real incomesection 3.6, export performance in volume terms was
(provoked by currency depreciation and the subsequemtixed, but even the increased export volumes of certain
surge in inflation) and, in many cases the austeritcommodities were insufficient to offset the effect of
measures undertaken to restore macroeconomiower prices.
equilibrium, resulted in a dampening of domestic demand

and this, in turn, also had a negative impact on output. One specific consequence of the deterioration in

export and output performance in 1998 was the
It should be noted that the changes in externalidespread re-emergence of trade protectionism. This
demand in 1998 were highly differentiated both by typeaffected both bilateral trade relations among the transition
of products (the shock affected most severely the demaregtonomies themselves as well as their exports to some of
for primary commaodities and semi-processed goods) antheir major trading partners among the western market
by the direction of the flows (at first South-East Asia,economies (for details see section 3.6).
subsequently Russia and, towards the end of the year, . .
western Europe). Due to this specificity, their actuali e-nrgrealcgzg?r?riéﬂtg?eimexei;noﬂ ;';Vgitr; Tn?lt gi;{ﬁ)r?i?
impact does not always show up clearly in the 1998 trad e? transition economies FE)ut individual countl:r)ies were
performance data. Thus, the most affected trar]Siﬁoaﬁected in different wa s’ Thus the external (trade and
economies were those which were relatively more ysS. | .
dependent on the affected exoort markets or prodicts. current account) balances in the first three quarters of
p p p

Other types of export flows from the transition economies1998 do not show any uniform pattern: they worsened in

_ such as final consumption goods destined for Westerﬁome countries but improved in others (table 3.1.2). The
Europe or products marketed through the distributio ifferences, especially as regards trade balances, reflect

network of multinational companies — were not affecte oth the general downward pressure on import prices

resulting in lower import values due to the falls in world
to the same extent by weak external demand. On th&\arket prices) and the fact that some countries were

contrary, these exports (mostly from central Europe an orced to adjust their external positions due to balance of

the Baltic states) tended to grow quite strongly duringpayments constraints. However, as discussed in section

1998 3.7, there appears to have been a considerable worsening
On balance, the value of the foreign trade of the eagif the current account balances in a number of transition

European countries increased by some 8-9 per cent #&conomies in the fourth quartét. The external balances

1998, more than the 6 per cent increase in 1998 (tablef most of the CIS countries, however, had already

3.6.1). The higher rates of growth in most casesdeteriorated in the first three quarters of the year (table

however, were mainly due to developments during the3.1.2).

early months of the year, whereas trade performance

weakened considerably in the second half. Despite th The escalation of global financial trmoil in 1997-

spparenty siong agaregate expot perormance fo ke 20 12 560 renewed concers about e custananily
region as a whole, there were substantial declines in bof/hvhich _ as shown in table 3.1.2 — have been quite hiah in
the value and volume of exports in many individual o q 9

countries. The growth of trade in the Baltic states in 199§ecem years in some countries (this issue is discussed in

decelerated substantially from previous years: the valud'ore detall in section 3.7). On the one hand, a current
ccount deficit is a normal feature of a restructuring

of their exports and imports increased on average bgconomy especially when it is growing fast. On the

some 3 and 7 per cent, respectively (table 3.6.1), wa cEher hand, the deficit can be a source of vulnerability

below the annual rates of 20 to 30 cent between 1995 a i - ) .
and macroeconomic instability, especially when financed

weakering. of import demand in the CIS. couniries., SOTHer capial flows.  Maintaining current accourt
‘deficits within sustainable limits thus requires a

rincipally in Russia, again primarily in the second half . o )
(F;f thepyeilr (table 3.1.2?. Thpere wa)é some redirection O?ontlnuous monitoring of the delicate balance between

exports by the transition economies, mainly to westerrf’éig'llt'tgfir;? ?r:omét:te(mgllcgo? da}%i/o?g?r\]/gﬁc?qvar ttLIJrITI]’IeCaaiSa
Europe, but this was not sufficient to offset the fall in for close 0”{: %oor dination and policy flexibility
exports to Russia. policy policy '

The value of the foreign trade of the CIS taken as g, 20 20 10 (E0PCTE, (ERt OTEEe B T oneral
whole declined in 1998: during the first three quarters o eterioration of borrowing conditions on the interngtional
the year, the dollar value of total CIS exports declined bﬁ 9

some 14 per cent, while the value of total CIS imports el nancial markets. Immediately after the Russian default

by 5 per cent (table 3.6.6). All CIS countries are heavilym August access to these markets was practically denied

specialized in the exports of primary commodities anato most  transition economies; in the months that

160 161

The components of the demand shock and its sequencing are Only partial and preliminary current account data for the fourth
discussed in sect. 3.3(ii). quarter were available at the time of writing tBisrvey
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TABLE 3.1.2

International trade and external balances of the ECE transition economies, 1996-1998
(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)
1996 1997 1998° 1996 1997 19982 1996 1997 19982 1996 1997 19982
Eastern EUrope ... 3.0 5.9 9.8 145 6.5 8.6 9.6 -10.6 9.5 -3.7 -4.3 -3.7
Albania ......ccoovveeiiiiiee, 53 -33.5 . 40.5 -32.1 . -26.0 211 - -4.0 -12.0 -0.9
Bosnia and Herzegovina ......... 141.6 874 222 129.9 29.2 -32.0 -41.3 -43.3 . . . .
Bulgaria .. -85 05 -12.6 -10.0 3.7 22 -1.9 0.3 -4.0 0.2 42 -1.0
Croatia . 2.6 -1.6 6.6 37 16.9 -2.0 -165 245  -18.1 43 -121 -5.4
Czech Republic .......cccocovvenncen. 43 2.7 17.0 10.5 -1.3 5.0 -10.2 9.2 -3.6 -1.6 -6.2 -1.2
HUNGANY .o 22 21.6 21.3 48 17.0 21.3 5.4 -4.7 -5.7 3.7 2.1 -3.7
Poland ...... 6.8 5.4 6.3 27.9 139 114 89 -116  -125 -0.9 -3.0 -3.4
Romania ... 22 43 -3.3 113 -14 7.4 9.5 -8.2 -8.9 -1.3 -6.7 -6.8
Slovakia ... . 28 0.2 8.2 26.6 -8.0 6.5 -122 105  -102 112 69  -101
Slovenia ... 0.1 0.8 73 0.7 0.7 55 5.9 -5.4 -5.0 0.2 0.2 0.4
The former Yugoslav
Republic of Macedonia ......... -4.7 2.8 12.8 -5.4 7.8 9.6 -108  -155  -14.0 -6.5 14 6.3
YUQOSIAVIA ..evvrierirerierieinn 20.6 28.7 6.7 54.3 16.7 13 142 -134 . . -7.2 .
Baltic states ... . 176 23.0 8.3 26.3 26.7 14.1 -186  -220  -22.6 -8.2 95  -113
Estonia ......... . 132 40.9 13.0 271.2 375 15.0 264 324 327 97  -120 9.7
Latvia ....... .. 107 15.9 129 27.6 174 22.3 -171 -190  -204 5.4 -6.2 9.7
Lithuania .........ccoeeeeeerneerseennnes 24.0 15.1 2.7 24.9 23.8 9.5 -1563  -186  -19.1 92 -102 -130
CIS e 10.2 18 -13.6 5.9 18.7 -0.6 7.0 54 4.7 1.2 05 -39
Armenia. ........ 554 -12.2 8.9 67.1 45 18.4 -25.8 -28.1 273 -18.3 -18.8 211
Azerbaijan ... -3.1 181  -40.1 414 -286 46.3 -8.8 -1.0 9.3 292 -237  -30.6
Belarus ......... .. 63 1.8 -1.4 25.6 21.2 132 -3.5 7.1 9.0 -3.8 -6.0 -7.4
(CT=T0] (0T RO 23.3 45.1 -16.4 78.7 44.1 10.2 -8.2 -10.0 -11.7 -6.6 -7.0 -7.0
Kazakhstan ...........cccooverieennns 15.7 284 -3.4 12.3 51.9 13.6 6.9 7.0 53 -3.6 -4.1 -4.1
Kyrgyzstan ..........ccoe.... 200 1545 47 1076  -21.9 59.4 -134 0.6 -6.3 237 7.8 -19.1
Republic of Moldova ... 9.7 60 -140 54.5 35.0 20.5 99 -156  -29.9 -11.1 139 233
Russian Federation ...... . 87 -2 -149 -4.9 23.3 0.2 8.8 6.7 7.1 2.8 0.8 2.7
Tajikistan ...........c...... .. -116 77 -162 -13.9 -6.2 -1.4 14.6 22.2 6.5 -7.0 -5.4 -4.6
Turkmenistan ... .. -421  -455 297 493 425  -157 -17.3 -8.6 9.7 20 222 254
(8 U T 134 23.6 -8.0 17.1 12.7 -6.2 13 2.8 26 2.7 2.7 -4.1
Uzbekistan .........cccoveemeerreenees 94.0 -4.4  -136 96.0 19 -315 0.9 -0.5 0.3 -7.1 -3.9 -3.4
Total above ... 6.7 4.7 -0.2 12.7 10.6 6.5 -0.1 -1.4 2.7 -0.9 2.2 -4.0
Memorandum items:
CETE-5 e 4.0 6.8 127 15.6 6.7 10.7 -8.6 9.5 9.1 33 -35 -33
SETE-7 oo -0.6 25 -1.4 8.7 48 31 112 124 -111 -5.3 -6.8 5.4

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

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 are in some cases estimated from reported real growth rates and consumer price indices. On regional
aggregates, see the note to table 3.1.1.

a January-September.

followed, the conditions eased somewftidiut the costs reform countries did not apparently have problems in
of borrowing in general remained much worse than theyinancing their current account deficits; the inflow of FDI
had been before the crisis. As a consequence (48 these countries in 1998 was also unaffected by the
discussed in section 3.7), a number of transitiorfinancial turmoil.

economies started to face serious balance of payments
constraints already in 1998; others may well be facinq rans
them in the near future. On the other hand, there has al%%cti
been a growing differentiation among the transition
economies in their access to the international capitg]
markets. It is noteworthy that some of the most advance

The painful experience of a number of recent
formation crises (Romania is a case in point — see
on 3.2(iii)) point once again to the enormous
ifficulties that policy makers and the population at large
re still facing in a number of transition economies.
oreover, the unexpected general economic downturn in
1998 — coupled in some cases with financial turmoil —
revealed once again the inherent fragility and
In the last quarter of 1998 and in the beginning of 1999 severalulnerability of the transition economies to setbacks and,

ECE transition economies were able to borrow again on internationabspecia”y to those caused by external shocks. In this
markets. .
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context, chronic economic weaknesses — if leftgrowth is envisaged in 1999. However, in recent
unchecked — may set the stage for a full-scale financiatatements government officials in both countries have
and economic crisis. One of the main lessons from thizarned that these targets were unlikely to be'fhethe
recent experience is thus related to the dangers @zech budget was drafted under the assumption of 1.5
complacency: a deliberate, consistent and long-terrper cent GDP growth in 1999, but with the dramatic
policy effort — combining prudence and a dedication toworsening of output in the fourth quarter of 1998, when
reform — is the major prerequisite for successfulquarterly GDP fell year-on-year by 4.1 per cent, this
transformation; otherwise recovery and macroeconomiforecast has been lowered and it is likely that recession
stabilization may be easily reversed. will continue in 1999%° The 1999 budget adopted by the
new Slovak government assumes a considerable
(i) Short-term outlook slowdown in economic activity but positive GDP growth
(of 3 per cent) is still expected in 1999. However, given

Due to the considerable volatility of output in the the scale of the required adjustment effort in Slovakia,
second half of 1998, the short-term outlook for the ECEsyven this reduced growth rate may turn out to be

transition economies is very uncertain. At the moment opptimistic. Official expectations were also cut

writing this Surveyit was not clear how much deeper the substantially in Croatia: preliminary estimates of some 5
current downturn might go and how much longer itper cent GDP growth in 1999 were first lowered to some
would last. However, if the deterioration in west3 per cent and at the beginning of the year the central
European economic performance continues in 1999, asank reduced it further, to 1.5-2 per céhtRecession is
well it might, then a number of transition economies,jikely to continue in Romania in 1999 but its depth
including some of those that have grown rapidly in recentemains uncertain. The government forecast of a 2 per
years, could even move into recession. The risingent decline in GDP is conditional on renewed financial
uncertainties (and the increased downside risks) are gupport from the IMF which is still under negotiation. In
serious handicap in attempting to quantify even the shorthe absence of IMF finance Romania may face a serious
term outlook and this, in itself, presents a serioussalance of payments constraint due to the problem of
challenge to economic policy in the transition economiesservicing its foreign debt and in this case, the actual

Most of the official government forecasts reportedd€cline in GDP may be even worse.
in table 3.1.1 are those associated with the formulation of  As output kept decelerating in 1998 in the Baltic

the 1999 budgets. Although the budget procedures anglates, so did the official forecasts for 1999. In October
their timing vary widely among countries, in the majority 1998, the official forecasts for the three Baltic countries
of cases the 1999 budgets were prepared before thgill envisaged that GDP growth in 1999 would be in the
worsening of output became clear, when expectationfange of 5-7 per ceff® Since then, the forecasts have
about 1999 in general were much more optimi§tic. peen lowered in all three countries, and in mid-March
Since that time some governments have lowered thetheir GDP, on average, was expected to grow by 4.5 per
growth forecasts for 1999 and some of these revisions atgnt (table 3.1.1), some 1.5 percentage points below the
reflected in table 3.1.1. However, on average, most oéxpectations of five months agf8.

the forecasts in table 3.1.1 still appear to be somewhat

optimistic, especially in view of the possible further

weakening of west European demand and the continuing

volatility of output in some transition economies in the

] 4
first few months of 1999 165 |n the case of Poland, Prime Minister Jerzy Busek stated in March

; ; P that he expected GDP to grow by 4.5 per cent in 1999. Oxford Analytica,
Accordlng to the available official forecaSts’. “Poland: slowdown responseQxford Analytica Briegf 15 March 1999.

governments in _a” the east European an_d Baltic countriefhe National Bank of Poland has also lowered its 1999 growth forecast to
(with the exception of the Czech Republic and Romania}-5 per cent (statement by Central Bank Governor Hanna Gronkiewicz-

i it i i Waltz as reported blReuters News Servic2,March 1999). In Hungary,
stil eXpeCt posmve economic grovvth in 1999. Among he Economics Minister Attila Chikan stated, also in March, that GDP

the central European transition economies, the growtfowh would not reach 5 per cent in 1999 and that the Ministry of
projections underlying the budgets were highest irEconomics was preparing a revised forecast envisaging growth in the
Hungary and in Poland where some 5 per cent GDnge of 3-4 per cenReuters News Servick7 March 1999).

166 Both the Ministry of Finance and the Central Statistical Office in
the Czech Republic prepare independent forecasts. At the beginning of
February the Central Statistical Office had already revised its 1999 GDP
forecast to a 0.8 per cent decline. The forecast of the Ministry of Finance
was also revised downwards but as of February it still envisaged some 1
per cent GDP growth in 199®éuters News Servicg February 1999).

These difficulties are also reflected in private sector forecasts as 167
well, but a clear downward trend of expectations can be traced in the mo
recent forecasts. For example, between September 1998 and March 19997
the mean of available private forecasts of 1999 GDP growth in the Czech 168 n/ECE Economic Survey of Europe, 1998 Nop349.
Republic decreased by almost 2 percentage points to -0.4 per cent; in the
case of Hungary it was lowered by 0.5 percentage point to 3.8 per cent; in The downward revision of forecasts has since continued. On 18
Poland it was reduced by 1.6 percentage points to 3.7 per cenMarch Lithuania’s Ministry of Economics announced a reduction in its
Consensus Economics InEastern Europe Consensus ForecaMsrch 1999 GDP forecast to 3.7-4.1 per ceReuters News Servic&8 March
1998. 1999.

163 The actual deterioration in output performance became eviden
only towards the end of 1998 and in the beginning of 1999.

164
Statement by Central Bank Governor Marko Skreb, as reported by
uters News Servicg2 February 1999.
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Official forecasts envisage falling GDP in 1999 in was before the global financial crisis. Given the
three of the CIS countries — the Republic of Moldova, thencreasing divergence in the performance of individual
Russian Federation and Ukraine (table 3.1.1). Moderatigansition economies, the accessibility of financial
but still positive GDP growth is projected for Kazakhstanmarkets is also likely to remain highly differentiated:
and Kyrgyzstan, whereas in the rest of the CIS countriewhile some countries will probably continue to enjoy a
for which official forecasts were available relatively high privileged status, others will find it increasingly difficult
rates of GDP growth are envisaged. While the reliabilityto borrow. Thus, balance of payments constraints may
of many of these forecasts remain questionable, onemerge in some cases as the dominant factor in
feature is common to all of them: economic prospects imetermining the performance of individual economies.
the CIS as a whole by and large depend on th&he tightening of balance of payments constraints in
performance of the Russian economy. However, at theome transition economies that previously were able to
beginning of 1999, numerous uncertainties surround th&nance relatively large external imbalances may force
economic prospects of Russia. Among them, thehem to make unwelcome macroeconomic adjustments
unsettled issue of servicing of the foreign debt is probablynd thus dampen further their rates of economic growth.
the most acute problem facing the Russian economy in
1999. These uncertainties are reflected in the differe . . .
forecasts for the Russian Federation: as late as March, te2 |SSU€s in transformation policy
official forecasts for the decline in GDP in 1999 ranged
between -2 and -10 per céfft. But whatever course the (i) Policy challenges in the current stage of
Russian economy takes in 1999 will determine to a large  transition
extent the growth path in many of the other CIS countries
as well. The transition from plan to market posed a double
challenge for policy makers in the transition economies.
On the one hand, the process of economic transformation

as unprecedented in terms of both the nature of the
olicy issues involved and the severity of the problems to
e solved. On the other hand, due to their decades of
isolation and adherence to central planning dogmas,
olicy makers in these countries had little, if any,
xperience with modern economic policy-making. The
licy-making background was also rather weak: with the
xception of a small number of (mainly central
. . . ~~European) countries, there were actually very few trained
determined mostly by domestic facto_rs. Hence, while i congmis'zs and there was a gene?/al d):aficiency of
can be expected that the medium-term trend OLyminisirative know-how and skills. Transition was thus

d|smflat|_on W!” continue in t_he more advanced_ Iso a “learning-by-doing” process for policy makers in
economies, price developments in 1999 on average Wihase countries and, inevitably, one characterized by
probably not match the disinflation record of 1998. ONu i1 ond-error” ’ '
the other hand, the series of currency crises in 199 )
resulted in currency devaluations in a large group of Almost a decade after the start of economic
transition economies (for details see section 3.2(ii)), and @ansformation, the policy scene in many of these
renewed upsurge of inflation in these can probably b&ountries now looks rather different. Many of the
expected in 1999. transition economies have made remarkable progress in
: - . the policy process in terms of developing both its
st o oo oo 950 ey sonceplil basis and the actal polcy mechanams and
instruments required for effective implementation.

current account deficits and their financing. DeSpIteH owever, as with many other aspects of the transition

m ing in borrowin nditions, at least for som - . "
Z(c))rrgweearl: i? canbt())e (()ax egctzod tcriwa?i:t,e;at?gsal gnjﬁci%rocess, there are also growing disparities among
’ P ountries in the general stance of economic policy. The

markets will in general remain tight, and that borrovVing“leading" reform countries, in terms of institutional and

will be more limited and relatively more expensive than it .

y P structural questions, are often also ahead as regards the
depth and sophistication of their policy process. In most
of the central European and Baltic countries, the cardinal

170 The latest available forecast by the Russian Ministry of Economics €9IMe€ Ch_a_'nges which We,re typlcal of the_m't'al stages of
was drafted in February and it assumed that GDP would fall by 2.5 pethe transition — and which as a rule involved some
cent in 1999 Ifterfax News Agencyl2 February 1999). Subsequently, macroeconomic turbulence — have already been
the Analytical Department of the Duma published a report in March (“On:; g : ;
the forecast of socioeconomic development in Russia for 1999”) WhichpIememed’ albeit with varying deQre.es of success. Itis
contained three basic scenarios: according to the first (which was iOMetimes asserted that these countries have more or less
agreement with that of the Ministry of Economics) GDP would decline bycompleted the “first phase” of the transformation process
2-3 per cent in 1999; in the second scenario the fall in GDP amounted télnd have now entered a new one where the policy issues

5-6 per cent; and in the third GDP declined by 9-10 per cent. WPS Inc., .
Banks and Exchanges Weelg@yMarch 1999. and problems are of a rather different nature.

As regards inflation, the short-term outlook varies
considerably among the transition economies. The bett
than expected 1998 inflation performance in a number
transition economies was largely determined by extern
factors, in the first place, the considerable fall in world
commodity prices. In the short run there does not appe
to be much room for further falls in these prices, but o
the other hand an abrupt upward reversal also see
unlikely. Under these circumstances price developmen
in the transition economies in 1999 are likely to be
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For example, in this second phase theprocess has improved considerably (notably, in this
macroeconomic policy process is turning towards finedirection) in the advanced reformers; however many
tuning and is becoming more routine, combining longertransition economies still have a long way to go.
term objectives with current day-to-day management. . .
This requires continuous policy coordination, especially Thte t:aCko?rtouEd.Oflt.h's ptollcy |(r:nbalan(§e Ylvai both
between fiscal and monetary policy, and although this‘?of?cip ua é}” thec nrl:':la n ?13 uref. thonctep u? A \f[\_/as a
policy debate has contributed to improving the quality o hose % lied in the early phases Fc))f trar?sitibn pThes)é
the policy process. Painful setbacks can still occur Withir% Abp ytp v inl d .b h
this group of transition economies (as indicated by th ere In many cases stongly intuence y the

recent experience of the Czech Republic); however, thesgVashmgton Consensus® (see chapter 1) which in

disturbances are starting to resemble cyclical downturnggnmcg?llg s]zsr:gnzggnerfégﬁé;ﬁ mi?r\:veézz Egrl]'gg tS:rr:ce
in mature market economies. The composition of the 9 ) Y, 9

macroeconomic policy mix in the more advanced reformOfséTjercggcgn;haeﬁtfo'trt iikgsnsrg:ﬁ:gﬂﬁ om:(rzgtir:esrsnotrl:gtea
countries has also changed significantly. The appareﬁ? . . pe 9 ry
authority, capable of pursuing well defined monetary

eclecticism in defining the nature of macroeconomic bjectives than to establish a similar policy infrastructure
policy and its components which marked the early stageg ) poticy

of the transition has gradually diminished and even®' the pursuit of (macroeconomic) fiscal policy goals.
disappeared altogether. In particular, a clearer distinction ~ As discussed in section 3.2(i)), the monetary
has developed between the policy issues addressed huthorities in a number of transition economies have
monetary and fiscal policy; there has also been growingnade considerable progress in this respect: they are
emphasis on creating automatic countercyclicakcapable of setting a wide range of monetary objectives
mechanisms and increasing the flexibility of the availableand have developed the policy instruments to pursue such
macroeconomic policy tools: objectives. This notwithstanding, the central banks in the
. i - transition economies often face difficult policy dilemmas
It is worth stressing that the aspiration for i, jementing their agenda and in the day-to-day
reintegration in the European economy — and “'t'matel%onduct of monetary policy. In addition to that, the
for future EU membership — has been a very strong,,qoqeveloped money and capital markets and the still

d”;."ng force for _the trr])osmve Ch?nges |nTtr:1e €CONOMIG;iteq arsenal of available policy tools at the disposal of
POIICy Process in these countries. € Necessalyontral panks, may limit the efficiency of monetary
legislative harmonization and policy synchronization

> L : . . policy. Thus — as argued in section 3.2(ii) — when faced
with the EU — in itself a formidable policy challenge — IS \vith conflicting policy objectives (as appears to have

not only an essential element of the preparatiqns for E%een the case in 1998), the monetary authorities may
accession but hgs also been a strong . stl'mulus f%rometimes be forced to revert to “second best” policy
upgrading the policy process and the functioning of they icions.  In part, this conflict may also be a
public admlnls_tratlon in these countries. Moreover, thet:onsequence of the imbalance between the monetary and
mo(rje_ erlergetlcb_he}[_s befenh the e_ﬁotrt to .&Ct:'heveEljhﬁscal policy noted above: due to this imbalance monetary
medium-term objeclive of harmonization wr et ' policy may sometimes turn out to be overburdened with
the stronger ha_s be_en the positive externallty of po!'Cy'macroeconomic policy objectives, some of which may in
Zﬁ_fec'f'% tadmlc;us;[;atlve .k”Ct’W'edgt“% and skills being principle be possible to pursue (and probably to pursue
Ifused towards the aspirant countries. more efficiently) through other policy means, in

Despite the progress in reforms and the refinemerarticular through fiscal policy.
of the policy process, policy makers still face numerous In fact, through a large part of the 1990s, and

challenges even in the more advanced transitioRgnecially in the first phase of transition, fiscal policy in
economies. _Wlthln the principal macroeconomic pollcymany transiton economies has  predominantly
mix, the dualism of monetary and fiscal policy in general,ncentrated on the containment of endemic fiscal crises,
probably calls for a better balance between thgyrgely stemming from the legacies of the communist
macroeconomic  policy goals pursued through the,,st and the transformational recessidmt the extreme
instruments of monetary and fiscal policy. At the start ofyhich however was not uncommon in this period), this
economic transformation the monetary-fiscal dualismyne siged notion of fiscal policy was merely reduced to
was somewhat disproportionately biased towardsne pursuit of quantified budget deficit targets.
monetary policy: the main macroeconomic policy regrettably, such a simplistic approach fails to take into

objectives were primarily pursued through monetary,ccoynt the fact that not only the deficit position but any
policy tools while fiscal policy apparently lagged behind,

especially as regards its role in demand management.
Indeed, as mentioned above, in recent years the poIicy172

J. Campbell, “Reflections on the fiscal crisis of post-communist
states,” pp. 84-112, and S. Owsiak, “Financial crisis of the post-socialist
state. The Polish case”, pp. 149-167, in J. Hausner, B. Jessop and K.
Neilsen (eds.)Strategic Choice and Path-Dependency in Post-Socialism:
See, for example, National Bank of HungaMonetary Policy Institutional Dynamics in the Transformation Procéaklershot, Edward
Guidelines 199¢Budapest), pp. 5-7. Elgar, 1995).

171



The Transition Economies 57

fiscal action has macroeconomic implications — even ifproblems that are typical of the first phase of transition,
these are not explicitly spelled out or intended. Thussuch as the existence of major macroeconomic
sometimes (Russia is the most conspicuous example dlisequilibria and, hence, persistent sources of
this regard) the blind pursuit of deficit targets, macroeconomic instability. Indeed, some transition
disregarding complex causal relations and the actuaconomies have been in a state of “permanent crisis”
factors (including microeconomic and institutional ones)since the very start of the transformation process. While
that cause the fiscal deficit in fact did lead to perversehese problems are largely due to the considerable
macroeconomic outcomés. difficulties in the implementation of the transformation

More recently, and especially with the emergence o genda, they also — at least partly — reflect gaps and flaws
" P .~ _In the policy process itself: inconsistencies and
new, transition-specific imbalances, the scope of fisc

policy in some of the more advanced reformers has beencoherence in the policy mix; the absence of policy

. scipline; poor policy coordination; and a lack of public
broadened to incorporate some of the features of mor&ebaﬁe abrc))ut t?\e golicy course, with the conspequent

conventional demand management. Thus, as discussedy, o"v gain public support for difficult but necessary
section 3.3, when faced with unsustainable external Olsforms

domestic imbalances, a number of transition economies

have in recent year been compelled to restore equiliborium  Due to the lack of experience and expertise, the
(or at least to reduce the imbalances) largely through theconomic policy process in some transition economies is
use of fiscal policy. However, so far, the widening of thestill embryonic and this adds to the overall fragility of
scope of macroeconomic fiscal management has leandghdeir economies and their vulnerability to disturbances
almost exclusively towards its use in cutting and shocks. It is not uncommon for important policy
expendituré’* Besides, there appears to be ample roondecisions to be taken in an ad hoc manner and without a
for a more sophisticated use of fiscal policy through thecoherent and consistent framework for policy and long-
differentiated management of the individual componenterm objectives. In the absence of overall policy
of the fiscal accounts. consistency and due to a myopic bias caused by a state of

Th ted slowd f . wih i “permanent crisis”, policy is often inefficient and
€ unexpected slowdown OF €CONOMIC growtn Ngnmetimes  produces  unintended  or  perverse

the second half of 1998 poses further challenges for the o --oeconomic consequences. In turn, the lack of

conduct of fiscal policy. It is natural to expect Iargertransparency in the policy process encourages corruption

fiscal deficits in the downward phase of a cycle and thi,y yentseeking behaviour which further reduces the
should be borne in mind in designing the proper po"cyefficiency of the policy-making process
response. An excessive fiscal austerity in response to '

lower revenue and the desire to meet targeted fiscal Ironically, it is this group of lagging countries,
deficits (planned under different conditions andwhich is most in need of outside assistance for improving
assumptions) at any cost, may in fact have perversée policy-making process but which de facto has
effect: such policies may further dampen output and théeceived less than the leading reformers.  The
end result may be even larger deficits. Thus the curreiternational financial institutions (IFIs) have indeed been
downside risks in the economic outlook call for moreactive in this region and maintain operations in most of
policy flexibility and innovation as well as greater the less advanced transition economies. However, the
coherence and closer coordination of all elements in th&ain problem is that when economic performance in
macroeconomic policy mix to counterbalance thesghese countries goes off-track (and it tends to do so more
adverse effects. often in their fragile economic environment), the IFIs,
) _due to the nature of their assignment and their terms of

In contrast to the notable progress in econoMiGeference, tend to withdraw as well.  Consequently,
transformation in some (mostly central European angational policy makers are left on their own exactly at the
Baltic) countries, important reforr_ns have been staIIeo! Ofmoment when they are most in need of external
have suffered serious setbacks in a number of transitiogssistance.
economies, especially in the Commonwealth of

|ndependent States but also in south-eastern Europe. In addition, the less advanced transition economies
Policy makers in these countries are still faced withiend to have less intensive relations with the EU and

some of them in fact have not even been part of the

debate on the future enlargement of the'EUDespite

the existence of some forms of EU financial assistance,
173 Eor example the mechanical sequestration of budgetary spendint€ countries without association agreement have been

to meet deficit targets (in view of revenue shortfalls) had highly |eft outside the accompanying policy discussions and,

detrimental macroeconomic repercussions for the Russian econom ;

UN/ECE, Economic Survey of Europe, 1998 Nop@. 31-41. henqe, have not benefited to the same extent from the

infusion of policy-related know-how from the EU. The

174 1 1 H - - . - - - -
A notable exception has been the use of fiscal policy to booslyacisijon to start pre-accession negotiations with only five
domestic demand, via public investment, in Slovakia. However, as

argued in sect. 3.3, the policy wisdom of this experience is rather

guestionable: due to its unsustainable scale and because it was not

designed in the framework of an overall consistent macroeconomic

policy, this fiscal boost led to a dangerous escalation in the external and 175 only 10 ECE transition economies have association agreements
domestic imbalances. with the EU and none of them are CIS countries.
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of the 10 associated transition economies is also likely tteast implicitly) that this would then pave the way for
add to the existing disparities. With the start of the presetting the economy on a path of high and self-sustained
accession negotiations, the “fast track tier” of countrieggrowth. This paradigm embodied strong reliance on the
(which is anyway more advanced in the reform and policautomatic operation of the market mechanisms in
process) will begin to receive a disproportionately largerestructuring the economy, an assumption incorporated —
share of financial and technical assistance from th€°EU at least implicity — in the design of the transition
while the flow of assistance to the countries left out of theorogrammes. The main ingredient of success, it was
negotiations at this stage (and which are less advanced lirelieved, was the strong political will to press ahead with
the reform process) will decline, at least in relative terms. a reform agenda so formulated.

The unprecedented difficulties and policy The increasing number of transformation failures
challenges in the implementation of the transformatiorhas shown that in many cases this paradigm did not
agenda are mirrored in the recent series of transformatigeerform in accordance with expectations. In particular, it
crises in several ECE transition economies. Given thwvas found to pay insufficient attention to a number of
severity of these crises as well as their unprecedentdectors which were crucial for the transformation process.
nature and character, various issues of $uisveyhave = Among these are several that are clearly identified in the
been devoting special attention to them, in an attempt tanalysis of the Romanian crisis (section 3.2(iii)), namely,
identify their causes and the mechanisms through whicthe crucial importance of the starting conditions for the
they evolve and escaldfé. Following this tradition, success of economic restructuring and transition in
section 3.2(iii) contains an analytical assessment of thgeneral; the key role of institutions, not only for the
difficult transition process in Romania, focusing both onestablishment and proper functioning of markets (an issue
the underlying roots of the “permanent crisis” in Romaniathat has been repeatedly stressed in previous issues of this
and on the causes of the recent acute deterioration of tirvey but also for avoiding a vicious circle of “path
economic situation in this country. The nature of manydependence” in economic performance during the
of the economic problems that Romania has been facingansition; and the fact that the endogeneity of the policy
throughout the entire decade of the 1990s — as well as thgocess may become a dominant factor during a period of
roots of these problems — are not only confined tcsevere structural adjustment.

Romania; for the most part they are also characteristic of ) , ) "
most transition economies. It is mainly the frequency and  /AS Shown in section 3.2(iii), the starting conditions
scale of the problems that differ from country to country€@" In principle be presented in terms of the transition

and that define whether or not they have the potential t§°0NoMy’s “distance” from the “normal” state of mature
develop into a crisis. market economies (or, equivalently, from any desired

“end-point”).  This quantifiable measure (which is
As argued in chapter 1, the series of transformatioountry-specific and which in general depends on the
crises poses a number of questions about the wisdom pfherited distortions in the domestic allocation of
the prevailing transformation paradigm (at least agesources and in relative prices) helps to define the
regards its success in some transition economies) whighagnitude of the required adjustment effort to be
was heavily influenced by the “Washington Consensus’made in the course of the transformation process. As
This philosophy — underlying the transformation agendadjustment is costly and painful, and because there is
in many transition economies (and especially in they |imit to the pain that will be endured by the
programmes implemented in the first phase of transitionpopulation, (beyond which social cohesion will be
— presumed that sustainable macroeconomic stabilizatiofhreatened) the needed adjustment time basically
could be easily and rapidly achieved through rapicdepends on two parameters: 1) the “distance” from
liberalization and monetary austerity; it was supposed (ahe starting point to the desired structure and 2) the
available (locally or attracted from abroad) resources
required to make the necessary adjustment.

176 o . .
Since the Essen Council of December 1994, EU assistance e ;
programmes, PHARE in particular, are to be increasingly directed at The transition economies that have made the most

preparing the potential candidates for accession. The Court of AuditorPfOQress in the transformation process so far are those that
has interpreted this to mean “that a substantial part of the PHAREhad to cover a smaller “distance” and/or were capable of

Programme should be oriented towards a larger-scale and more adequsa&racting more external resources (in the first p|ace FDl)
preparation of the administrations of the candidate states concerned f ’

T . :
the understanding, the adoption and the implementation of the mai:in contrast, the most severe transformation crises have
Community policies and the related regulations”. Seé\tiual Report  occurred in countries where both these conditions were
concerning the financial year 1994 together with the institutions’ repliesmost unfavourable. The fact is that 10 years after the start

0JC303 (Luxembourg), 14 November 1995, p. 216. On the strateg|cf . f . 2. .
influence of the EU on the development of policies and institutions inOT €conomic transtormation, some transition economies are

both candidate and non-candidate transition economies, see UN/ECBLill incapable of sustaining their own economic
“Enlarging the European Union to the transition economiEsgnomic performance and can onIy keep functioning with the
Bulletin for E Vol. 48 (1 . 7-18. . K . .

ulletin for EuropeVol. 48 (1996). pp. 7-18 continued support of international assistance.

7 an analytical account of the transformation crisis in Bulgaria is
given in UN/ECE Economic Survey of Europe in 1996-199p. 75-84; However, the issue of regaining economic

the Czech exchange rate crisis is discussed in UN/EE€&)omic Survey i i i inti ;
of Europe, 1998 No.,Jpp. 75-82; and the crisis in Russia is analysed in SUStamabI“ty IS Intlmately related  to economic

UN/ECE, Economic Survey of Europe, 1998 Nop@. 31-41. restructuring in the broader sense, that is, to the
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establishment of a sufficiently large number of viablebecome a dominant factor that determines the plausibility
businesses that would pull the whole economy onto af the policy course and de facto sets upper limits to the
viable performance path. In this respect, some transitiopossible speed of restructuring. If adjustment is pushed
economies appear to be unrestructurable on their own at a greater speed than the plausible one (in terms of
that can only be done if there is an inflow of externalsocial cohesion), policy is likely to generate perverse
resources on a significant scale (and considerably largeesults and resistance to reforms.

than current levels of official assistance). Obviously, the ) i ) i
international financial markets would hardly be willing to In this context, public resistance to transformation
supply such funds on such a scale, especially, given thdigforms and the emergence of_ political structures that are
current sentiment towards emerging markets. Thistongly opposed to the policy of reforms in some
underlines the need for a more differentiated approach bgpuntnes is not solely based on ideological grounds as is
the international community towards the transformatiorPftén suggested. These reflect the emergence of large

process in individual transition economies. numbers of people who are not only losers in the
transformation process but who also see no chance of

Wide public support is crucial for the success ofpecoming winner§! These processes are at the same
complex and painful reforms. This aspect of the reforn‘time the regrettable outcome of wrong policy
process has been repeatedly emphasized in the recgfiescriptions made in the first phase of economic
policy reform literaturé’® An important part of this transformation; had this first phase been more successful
literature has studied the importance of political— and more successful in a greater number of countries —
constraints for the success of policy reforms: it has beethe political environment could have been much more

argued that political constraints may be a key factor in theeform-friendly in the transition economies in general and
reform process and may impede the successfyh each individual country.

implementation of a reform package even in the presence

of the political will to push it forward, and even if the On the other hand, domestic policy can affect the

latter increases long-term social welfdfe. Other level of resources deployed in support of an adjustment
important findings concern the endogeneity of the policyeffort (especially those attracted from abroad), and hence
process: the policy process can be strongly affected bjpay also have a positive impact on the plausible speed of

the actual outcome of the ongoing reform proé®ss. restructuring.  Establishing a favourable investment
climate, policy transparency and predictability, the

_ Itcan be argued that, given the scale of the requiredsiaplishment of the rule of law, legislative as well as
adjustment effort which needs to be engineered throughitical stability, are all factors that can affect the inflow
policy ref(_)rms_ln the course of economic transforma‘_uorbf external resources, in particular FDI. Thus, Hungary
(and “which is largely determined by the startingpoyides a good example of policy attracting FDI at the
conditions) and the available resources at the disposal gfarly stages of transition when there was relatively much
the authorities, the endogeneity of the policy process byreater interest by direct investors in expanding business
and large determines the plausible speed of restructuring, ine former centrally planned economies. At the same
As show_n in the_z case of _Romania (section 3.2(jii)), V\{heqime Hungary never applied shock-therapy type of
the required adjustment is very large, the endogeneity Qjerajization-cum-monetary austerity and never pushed
the policy process (i.e. the extent to which policy can bgqy gpeedy disinflation; rather, a more gradualist approach
followed independently of previous outcomes) Mayyas followed towards macroeconomic — stabilization
coupled with a pragmatic and non-doctrinaire approach to
foreign participation in the economy.

178 This literature analyses the process of policy reform in the context On balance, despite the considerable progress in

of motivated behaviour of policy agents (representing interest groups, i ; ;
particular, “winners” and “losers” from policy reforms) who operate transformation reforms, the policy challenges and

under political constraints (support or resistance to the reform process). dilemmas in the current phase of transition still appear to
179 ¢ _ _ pe formidable. The questions are still much more
or example, some studies have analysed the importance o . .
uncertainty as a political constraint for policy reforms. If there is NUMErous than the readily available answers and most
considerableex-anteuncertainty about the outcome of reforms, political transition economies, even the most advanced ones, still

support for the reform may be weak and these expectations mapgye g long way to go before they reach the mature state.
negatively affect electoral results. R. Fernandez and D. Rodrik

“Resistance to reform: status quo bias in the presence of individual’]-he mternatlpnal Commumty’ the IFls as We_” as the
specific uncertainty, American Economic Reviewol. 81, No. 5, 1991,  European Union — the leading regional economic power —
pp. 1146-1155; A. Drazen, “The political economy of delayed reform," have a great responsibility in assisting and guiding this
Journal of Policy ReformVol. 1, No. 1, 1996, pp. 25-46. Other studies ifficult

have focused on the political constraints to microeconomic restructuriné:II ICult process.
due to the resistance of workers that are threatened by displacement. M.

Dewatripont and G. Roland, “Economic reform and dynamic political
constraints,’'Review of Economic Studjédo. 59, October 1992, pp. 703-
730.

180 The endogeneity of reform policies and public attitude to reforms 181 Russia and Ukraine are among the countries that are most
(and the fact that they may and do change endogenously over time) haftequently quoted as examples of where public resistance to reforms has
been studied in the same vein of literature. A. Krueger, “Virtuous andaken the form of organized political structures which even dominate the
vicious circles in economic developmenfiinerican Economic Review current political spectrum. However, similar processes have taken place
(AEA Papers and Proceedingdjol. 83, No. 2, 1993, pp. 351-355. in other transition economies as well.
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(i) Monetary policy These inherent weaknesses have come to the
forefront of the policy debate since the beginning of the
(a) Overview of monetary policy in 1998-1999 Asian crisis which was marked by high volatility on
. . . L L global financial markets. The Russian crisis — apart from
In pursuing thelr_m_aln object!\{e—mamtammg_thebeing a major domestic shock — had a further
general price level within a specified range — nationayesiabilizing impact on the ECE transition economies.
monetary authorities use indirect levers which affectrpege external developments served as a detonator to the
prices th_rough the monetary transmission ’T_‘eCharﬁng-internal pressures which had been building up in a
Hence, in most cases, the monetary policy goals argmper of transition economies in recent years. The
defined in terms of intermediate targets which, in tumeychange rate regimes were especially vulnerable to these
depend on the chosen monetary and exchange rgiassures and several countries were faced with full-
regime. In the case of a fixed or pegged exchange ralgown currency crises. Many ECE transition economies

regime the target is the nominal exchange rate and thge now in the process of painful adjustments whiittby

main policy tool of the central bank is its own lending yji, require some major macroeconomic policy changes.
rate (which serves as a reference point for the level of

domestic interest rates) while money supply is more or Contagion from the turmoil in the international
less treated as endogendtis.In the extreme case of a financial markets also posed serious challenges to the
currency board regime, there is no room for anmonetary authorities in the transition economies; on
independent monetary policy as the monetary authoritgeveral occasions in this period some of them were forced
cannot act as a lender of last resort and loses the interest revert to emergency measures such as excessive
rate as a policy todf! In the case of a pure floating tightening of monetary policy (in some east European
regime, the monetary authorities usually target the levednd Baltic countries) or even restrictions on the
of money supply (as defined by a selected monetargonvertibility of the currency (in some CIS countries) to
aggregate) while the exchange rate is left to berevent financial and macroeconomic destabilization.
determined on the market. The main policy tool is agaitMoreover, the immediate impact in terms of direct
the interest rate but in some cases direct controls over tlentagion, strong as it was, was not the only negative
monetary aggregates are also applied. In the intermediatensequence of the recent crisis. With time it became
cases of a pegged exchange rate with a fluctuation bamdear that the global financial instability and the resulting,
or a managed float, the central bank may set multipleinexpectedly strong slowdown of global economic
targets (with explicit or implicit priorities among them).  activity would have lasting negative implications not only

The central banks in the transition economies stiIIfor output in the transition economies but also, more

o ; roadly, on their macroeconomic balances.
face numerous challenges in implementing monetar)l? y

policy. The conduqt of _monetary policy is Iar'ge.ly The negative developments in the global
hampered by the inefficient monetary transmissionenyironment will almost certainly require changes in the
mechanisms  which, in turn, is a consequence Ofocys and priorities of monetary policy. Among the major
underdeveloped money and capital markets.  Th@eyelopments are the possible further weakening of
institutional infrastructure of these economies (even inuyternal demand (especially in western Europe) and the
the more advanced let alone the less advanced reforgaing costs of financing current account deficits. In the two
countries) is still relatively fragmentary and weak.years or so prior to mid-1998 the central banks in the fast-
l\/_larke_ts are marred by mhe_nted or transmon—speC|f|c(‘:]rowing transition economies were concerned at the
distortions and are far from being efficient. In general theyrospect of overheating and the consequences of significant
transition economies Iac_:k robustness: they remain qu“@apital inflows; but they are now facing the opposite
fragile and prone to disturbances, and policy makergyoplem: an economic siowdown and emerging balance of
cannot afford to neglect these imperfections in settingayments constraints. Thus the focus of monetary policy in
their policy agenda. the more advanced reform countries has been gradually
shifing from seeking a balance between growth and
stability towards invigorating domestic economic
82 During the last decade, a number of developed market economieee.rfqr.mance and growth' Indeed, some changes in .pO“Cy
have turned to “inflation targeting”, a regime under which the governmempnorItIeS along these lines were already obse.rv.ablg in the
or the central bank sets directly an explicit inflation target. G. Debellesecond half of 1998; others were made explicit with the

Inflation Targeting in Practice IMF Working Paper WP/97/35 setting of the 1999 monetary p0|icy guide"nes_
(Washington, D.C.), March 1997. Since 1998, some transition economies

(notably the Czech Republic and more recently Slovakia and Poland) . .
have introduced elements of this regime in their policy framework. The introduction of the euro so far does not appear

However, the monetary authorities in these countries have continued, d® have had any major impact on the monetary stance of

facto a_nd in parall(_el, to meet oth(_ar targets as We_II e_md it will probably takghe transition economies. However, in pure|y practical

some time before inflation targeting will emerge in its pure form. terms it did affect the conduct of monetary policy insofar

~ 1% See, for example, E. Koch, “Exchange rates and monetary policyas all the transition economies that used the deutsche

In central EuTope — a survey of some IssubQCT-MOSTVol. 7. No- mark as a reference currency (for a direct peg or as a
’ PP ' component of a currency basket) switched to the euro as

184 P .
For a description of the currency board regime see UN/ECE,the reference currency as of 1 January 1999
Economic Survey of Europe in 1996-199770. y y '
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Exchange rates an almost identical manner: a persistent run on the

The ECE transition economies apply a wide Varietycurrency leading to a drain of the limited currency

of exchange rate arrangerments. covering oractically theeSerVes forced the monetary authorities to give up futile
9 arrang ' enng p y Sttempts to maintain the exchange rate within its targeted
whole range of existing currency regimes. The variou

: X ?ange. Thus on 4 September 1998, Ukraine was forced to
regimes in 1998-1999 were as foIIoW%cu_rrency bo_ards bandon the previous fluctuation corridor of 1.8-2.25
in Bosnia and Herzegovina, Bulgaria, Estonia an

Lithuania; a fixed exchange rate in Latvia; an adjustabl%ryvnla per dollar and to adopt a new band of 2.5-3.5

. ; -hryvnia per dollar, a significant effective currency
Peg In Yu_goslawa (where the_re was a forced deva.luat'oaevaluation As pressures on the currency continued, a
and multiple rates now exist); a fixed rate with ag : X

) . : . urther devaluation occurred on 9 February 1999 when
fluctuation band in Slovak.|a (until 1 October 1998, . trading band was raised to 3.4-4.6 hryvnia per dollar.
managed float afterwards); a crawling peg against a

currency basket with a fluctuation band in Hungary and  In the second half of the year pressures also started
Poland; a target band in Russia (until 18 August 19980 increase on the Moldovan [€f. After losing some
managed float afterwards) and in Ukraine (however, wittone third of its reserves in defence of the curréfiahe
forced changes in the band in this period); a managegentral bank was forced to discontinue intervention on the
float in Croatia, The former Yugoslav Republic of foreign exchange market on 2 November. In the week
Macedonia, and Slovenia. The rest of the CIS countriegfter this decision the leu depreciated by more than 30 per
formally have floating exchange rate regimes, withcent. Towards the end of the year, following a worsening
varying degrees of intervention by the central bankspf the fiscal balance in the aftermath of the Russian crisis,
however, in most of these countries currencythe Georgian lari also became the target of a speculative
convertibility is limited and multiple exchange rates existattack and on 4 December the central bank abandoned its
de facto in some of them. support of the currency. Within a month the lari lost
almost half of its value against the dollar only to recover
nslightly in the first months of 1999. Following a

The crisi i din A hen th . | significant deterioration in the trade and current accounts,
; € crisis cu m;r(;ate Iln q ugust, when the ﬁerﬂs]'fent OSthe Kyrgyz som also fell victim to a currency run losing
of investor confidence led to a massive outflow of capital,, e 50 per cent of its value in the second half of 1998.

from Russia, to the collapse of the exchange rate regime
(which had been maintained since 1995), and default on ~Among the most affected CIS currencies was the
domestic public debt. After the rouble was floated, it lostBelarussian rouble. For some time now the Belarussian
much of its valu&’” and has been under intense pressur@uthorities have been engaged in soft-lending to ailing
ever since; without the reintroduction of someCOmpanies and to the agricultural sector (for which
administrative controls over the currency market it wouldRussia has been the main export market) which had
have depreciated even more in this period. resulted in the weakening of the currency already in

_ . i ) .. 1997. The drying-up of Russian import demand in the

The glo.bal.ﬂnanmal turmo'll anq the Russian crisisgecond half of 1998 resulteihter alia, in increasing

had a negative impact on the financial markets of all th%ressure on the currency. Between September 1998 and
transition economies. The currencies of a number ke time of writing thisSurveythe Belarussian rouble has
them came under growing pressure both as a result gken falling steadily, resulting in a considerable loss in its

_changing_ investors’ sentiments (see next section) and t_hﬁ‘alue and in the persistent widening of the margin
inherent internal weaknesses of some of these economigsstween the official and the trading rat@s.

In addition, the collapse of the rouble in August 1998

reduced the competitiveness of Russia’s trading partners

and especially those neighbouring countries with which it

has relatively intense trade relations (see section 3,6&_ Apart from the negative impact of the Russian crisis, the economy of

; A E ; he Republic of Moldova has been marked for several years by serious
This resulted in import substitution by Russia and los omestic and external imbalances (a “twin” deficit problem). The lack of

revenue for the affected exporters. progress in correcting these prompted the International Monetary Fund in
. . . . id-1997 to discontinue disbursements under a 1996 agreement which
In effect, the Asian and the Russian crises trIggereﬁrrﬂndered the balance of payment constraint even more acute. IMF financing
a series of currency crises in the region which unfolded imesumed in January 1999 after a tough 1999 budget was approved; however,
the current imbalances (and the further weakening of the economy by the
Russian crisis) will require a major policy effort to restore equilibrium.

189

For much of 1998, public attention was focused o
the escalating financial and economic crisis in Ruésia.

188

According to a statement by the Central Bank Chairman Leonid

185 For an overview of exchange rate regimes and their implications forf @imaci, intervention by the bank in the period September-October resulted
monetary policy in the transition economies see P. Desai, “Macroeconomit? @ fall in the country's hard currency reserves from $300 million to $200
fragility and exchange rate vulnerability: a cautionary record of transitionMillion. RFE/RL,Newsling Vol. 2, No. 212, Part Il, 3 November 1998.

economies”Journal of Comparative Economjcglol. 26, 1998, pp. 621- 190 1t js difficult to be precise about the actual extent of the devaluation

241; Hw\é\igg?fzrgewralh_l?,a?km%lg Tr:nsnmtnlgggntneﬂ\/lF Working due to the complicated system of multiple exchange rates which exists in
aper (Washington, D.C.), Augus ) Belarus as a result of the numerous currency regulations. The official rate is

186 These developments have been analysed in more detail in previod8 Practice only applied to transactions between the central bank and the

issues of th&urvey UN/ECE,Economic Survey of Europe, 1998 Np. 2 government. The trading rate at the interbank market, although formally
pp. 22-26; and.998 No. 3pp. 31-41. subject to regulation, has in fact been deviating considerably from the official

rate. The exchange bureaus operate at a cash rate which is also subject to

187 Some 70 per cent between September 1998 and February 1999. regulation. In addition, apparenttyere exists a black market rate.
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Currency troubles were not confined to the CISof the rouble is tantamount to a competitive devaluation
region. Faced with a persistently large current accountis-a-vis the currencies of neighbouring countries and, as
deficit and a worsening fiscal deficit, the National Banklong as the rouble continues to fall, downward pressure
of Slovakia had been experiencing problems for quitewill continue to be exerted on them as well.
some time in maintaining the peg of the koruna; these The capacity of national currencies to resist the
pressures increased considerably after the collapse of t%ancial turn?oil that followed in the wake of the Asian
Russian roubl®' On 1 October the central bank

abandoned the fixed exchange rate regime and floated tﬁl g jojt\s,\lle;r;:nstﬁz Siirgs e;c;fzﬁve ?er?gmiimt?gn?i;g;ng
koruna. However, as this move was coupled with g y 9

. . C o economies and those lagging behind in the process.
further tightening of monetary policy, it has not so farDespite growing volatility in their financial markets and a

resulted in_ a subs_tantlal depre_uatlpn of the SIOva!éignificant outflow of capital abroad, most of the central
currency. The considerable deterioration of the econom'&uropean and Baltic countries have managed to weather

situation in Romania in 1998 (see section 3.2(iii)) wa o : : -
reflected in a substantial weakening of the currency: if]the crisis without substantial damage to their currencies.

the course of the year the leu lost some 25 per cent of its  The crisis did not prevent some of the leading
value against the dollar and continued to fall sharply irreform countries from successfully pursuing both their
the first months of 1999. The Yugoslav dinar was alsdong-term and immediate monetary targets. Thus both
devalued twice in 1998 (in March and in May). Hungary and Poland, in the course of 1998, made cuts in
the monthly rates of the crawl in their currencies and it is

It is important to note that_alth(_)ugh contagion from noteworthy that the actual reductions were larger than the
Russia played a role in triggering financial disturbances

_ 93 ;
in other transition economies, in virtually all cases of X ante targets: Poland went ahead with a new

currency crises the fundamental source of the turmoil Wa%z:st:]tfj){eslaa\{vfu(rlt?lel;ogt:s ?cl)r\}s:r diarr;ltje?ert}iln 1t9r?§)ste\x\r:jlgr] ds
rooted in the serious economic difficulties they were P 9

facing in implementing their transformation agenda. Th of the Organization for Economic Cooperation and

94 H i
pressures which led to the subsequent collapse of tﬁ%evelopment Despite the floating exchange rate

various exchange rates were in themselves indications FIme, both Slovenia and to some extent Croatia were

much deeper economic problems and merely signalle§>> ﬁffec;]ed by exfchr?r?ge rate volatility, dul_e_to thz
the need for major macroeconomic adjustments. One ¢} °'2 coference_o tt e Tac;roegpnotmlc ptollues tanl
the regrettable implications of forced devaluation (or € use IF _soSrPe Instruments for direct caprtal controls
unwelcome depreciation) is that it will probably cause a(espema y in Slovenia.)
significant upsurge of inflation in these countries thus Because of their proximity to and more significant

reversing the favourable disinflation trend of the lasttrade relations with Russia, the economies of the Baltic
several years. states were strongly affected by the Russian crisis;
Qowever, so far, they have been able to sustain their
exchange rate regimes. Lithuania continued to prepare
or a future exit from the currency board regime, notably
hrough reintroducing some monetary instruments in
99819

It is also important to note that no early end can b
foreseen to the current instability of exchange rat
regimes in the affected transition economies an
especially those in the CIS. One of the factors tha
increases the tension is the continuing weakness of t
Russian rouble: at the moment of writing ti8srvey
there was still no clear-cut strategy in place for stabilizing
the Russian currency? As noted above, the depreciation % on 26 February 1998 Poland reduced the monthly rate of the crawl
from 1 to 0.8 per cent (and at the same time the fluctuation band for the
zloty was widened from7 per cent ta:10 per cent from parity). Further
cuts in the monthly rate of devaluation took place on 10 July (to 0.65 per
191 cent) and on 4 September (to 0.5 per cent). On 4 November the fluctuation

7 In September alone the central bank reportedly spent some $hand of the zloty was widened $d2.5 per cent from parity. Hungary cut
billion of its reserves to support the exchange r&euters News Service the monthly rate of the crawl by 0.1 percentage point to 0.7 per cent with
2 October 1998. effect from 1 October; a further reduction to 0.6 per cent was made on 1

192 Jgnuary 1999. The fluctuation band of the forint has remained unchanged
nce March 1995, at2.25 per cent from the central rate.

Recently several observers have repeated the idea of establishing
currency board in Russia as the most radical and effective approach @
achieving macroeconomic stabilization in Russia (it was suggested first by the 194 Thg new |aw contains provisions guaranteeing and facilitating the
international financier George Soros, but has since been supported by @rrent account convertibility of the zloty while maintaining controls over
number of economists. See, for example, P. Boone, A. Breach and S. JohnsgRytain types of short-term capital flow.

“Institutions and prospects for a currency board in Russia: perspectives on a
deepening crisis”Post-Soviet Geography and Economigsl. 39, No. 7, The Bank of Lithuania first started open market operations in late
1998, pp. 371-378). Although the discussion of this proposal has helped tt997. In 1998 the set of monetary instruments was expanded to include
achieve a better understanding of its economic problems, a currency boardrispurchase agreements, deposit auctions and lombard credits. R. Sarkinas,
hardly a viable option for Russia. As argued in previous issues &uhisy “Euro: the integration process and the Bank of Lithuania’, Bank of
the nature and the depth of the Russian crisis, which is largely microeconomidthuania,News Releasd 3 February 1999. Nevertheless, due to the recent
and institutional in origin, appear to demand different approaches to thénancial turmoil, the actual dismantling of the currency board will probably
resolution of the current problems, especially when these are seen in a longéake longer than was previously envisaged. Thus, in January 1999, the
term perspective. In fact, a number of economists have expressed dekjthuanian central bank decided to postpone by at least a year the re-
reservations about the chances of success of a currency board in Russia. $@gging of the litas from the dollar to a dollar-euro basket, a change which
for example, R. Schweickert, “Chancen und Risiken eines Currency Boardas due to be made in mid-1999. Statement by Central Bank Governor R.
Systems”Die WeltwirtschaftNo. 4, 1998, pp. 421-441. Sarkinas, as reported Reuters News Servic29 January 1999.

195
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Interest rates and money supply changes in their reference interest rates. In general, the

To the extent that there is room for an independe entral banks tended to pursue a more active interest rate

" op aepen ngolicy when their prime monetary target was the exchange
monetary policy,” interest rates are the main policy rate’®® Thus between April 1998 and February 1999 the
Instruments used by C?”tfa' banks n the trans't'orNational Bank of Poland cut its main reference rates six

economies to pursue their monetary policy targets. Thﬁmes200 between June 1998 and January 1999, the National
monetary authorities pursue their objectives th.mUQhBank of Hungary made 14 changes in the interestate;

changes in the rates that they charge on their OWPetween July 1998 and February 1999, the Czech National

domestic currency asséts. In the case of a fixed or 02 :
pegged exchange rate regime, the nominal interest rate IT:’S"’“""2 changed the key two-week repo-rate nine tifies.

a second anchor which supports the targeted range of the Under a currency board arrangement, interest rates
nominal exchange rate. In the case of a floatingare market determined and the monetary authorities
exchange rate regime, the level of interest rates onannot influence interest rates directly. However, they
domestic currency assets is the main policy tool withcan use other policy tools (notably, reserve requirements
which the central bank seeks to control its primeand prudential regulations) to affect the stance of
intermediate target, the money supply. monetary policy. In 1998, partly in response to the

. . : financial volatility resulting from the Asian and Russian
In pursuing their monetary policy, central banks have ises but also to fears of overheating (and, in Estonia, to

to take into account the fundamental macroeconomi%r‘e unprecedented credit expansion which had occurred
importance of the interest rate as well as its dual role in th the second half of 1997), the central banks of Estonia

economy. Apart from serving as a nominal anchor fo']and Lithuania were particularly active in making their

macroeconomic stability, interest rates directly aﬁec&)anking regulations more stringent which effectively

economic activity as they determine the cost an : . . .
accessibility of credit. As regards the supply side, théesulted in a tightening of monetary policy and upward

- o =~ :_ pressure on interest rates.
character of monetary policy (“restrictive” or “loose”) is
determined by the level of real interest rates, that is, by =~ Subject to varying pressures and types of
comparing the nominal rates with the rate of inflation. intervention, interest rates in the transition economies did
not follow a uniform pattern in 1998 (table 3.2.1). The

To be efficient, monetary policy instruments, in them st spectacular change in nominal rates was in Bulgaria
first place, have to target assets that have the greate er the introduction of the currency board in July 1997:

weight in the monetary aggregates. Despite the growmgn average, interest rates fell from the three-digit level

divergence in the patterns of economic performance, th\(;\:,hiCh had prevailed in 1996 (and the beginning of 1997)

term structure of domestic assets in most transition . L . ; ;
economies continues to be dominated by assets of shcgr a single-digit (or slightly above) in 1998. Nominal

maturity!*®* This has implications for the conduct of iterest rates in many central European and Baltic

. ; ; . - countries declined markedly in 1998, continuing the
monetary policy which has to aive higher priority to downward trend of the previous few years. At the same
targeting assets of shorter maturity. )

time, the tightening of monetary policy in some countries

In 1998, and especially in the second half of the yea(Croatia, the Czech Republic, Slovakia, Estonia) resulted
when concerns about the possibility of an economidn higher nominal lending rates than in 1997. However,
slowdown started to outweigh worries about inflation, theas discussed in more detail in the next section, the
central banks in the transition economies were unusuallgombination of a certain degree of policy inertia and
active in intervening on the money markets throughsome specific external factors led to a large rise in real
interest rates in a number of transition economies in
1998.

Under a currency board arrangement, the monetary authorities
forfeit this privilege as a result of a one-to-one backing of the monetary
base with foreign exchange reserves. The implications of the exchange 199
rate regime on the conduct of monetary policy are discussed in UN/ECEd
Economic Survey of Europe in 1996-198j3. 74-75.

197

196

This was not always the case though; for example, the key
iscount rate of the Bank of Latvia has not been changed since April
1997.
These vary considerably depending on tradition as well as on the 200
specifics of individual central bank policies and targets. Among the most
widely used reference rates are the repo-rate (the rate applied
repurchase agreements made by the central bank); the lombard rate (
rate charged on specific collateralized loans extended by the central 201 \yith the exception of a one-time reversal after the collapse of the
bank); the discount/rediscount rate (applied on collateralized refinancingoyple in August, the general direction was towards a lowering of rates.
provided by the central bank); the rate on deposits with the central banithys, over the same period, the overnight repo-rate was cut from 23.9 to
as well as various intervention rates. 18.5 per cent, while the one-month repo-rate was reduced from 18.4 per
cent to 13.5 per cent.

During this period the lombard rate was reduced from 27 to 17 per
ent, the rediscount rate from 24.5 to 15.5 per cent, and the repo-rate from
%to 13 per cent.

198 This largely reflects the inherent uncertainties of the transition
environment which continue to be high even in the more advanced reform 202 pithough as of 1998 the declared policy of the Czech National

countries. That investors continue to be hesitant about the longer-tergank has been that of “inflation targeting”, the de famticy continued
prospects of these countries is illustrated by the fact that even the markegs pe hased (at least implicitly) on exchange rate targeting (through the
of government securities are dominated by short-term paper. Only at t_hl%anaged float) with the deutsche mark being used as the reference

beginning of 1999 has debt paper of longer maturity started to gairkyrrency (from the beginning of 1999 it was replaced by the euro).
ground in a few financial markets: Hungary issued a 10-year government

bond and the Czech Republic a five-year bond. 208 During this period it was cut from 15 per cent to 8 per cent.
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TABLE 3.2.1
Short-term interest rates in selected transition economies, 1995-1998
(Per cent)
Short-term deposits Average yield on short-term
Short-term credits (domestic currency) government securities
1995 1996 1997 19982 1995 1996 1997 19982 1995 1996 1997 19982

BUIgaria ..c.eveveeeicineiene 79.8 3003 2098 14.2 437 1464 80.8 3.0 61.7 2787 200.8 6.2
Croatia .......... 20.2 225 155 15.8 55 5.6 4.3 4.6 20.7 18.1 8.8 10.2
Czech Republic . . 127 12.4 13.2 13.7 7.0 6.8 7.7 8.1 . . . .
Hungary ........ . 326 27.3 21.8 19.3 26.1 22.2 185 16.2 32.0 24.0 20.1 17.7
Poland ... 335 26.1 24.9 24.6 22.7 18.5 18.1 17.0 25.6 20.3 21.6 19.1
Romania . 48.9 55.3 725 55.4 36.5 38.1 55.8 37.3 414 511 85.7 64.0
Slovakia . 17.7 14.3 17.3 20.6 9.0 6.7 8.0 10.1 . . . .
Slovenia . 234 22.6 20.0 16.1 153 15.0 13.2 10.6 10.3 5.7 5.0 44
The former Yugoslav

Republic of Macedonia ........ . . 214 211 . . 115 11.7

SIS (0] 1 19.0 149 11.8 15.0 8.8 6.1 6.2 8.1 . . . .
(1111 - R 34.6 25.8 15.2 14.3 14.8 117 5.9 5.3 28.2 16.3 4.7 5.3
Lithuania ......ccccceevvvverennens 27.1 21.6 144 12.2 20.1 13.6 8.1 6.5 29.3 21.0 8.6 10.7
Belarus ........ccco..... .. 148.0 64.3 32.9 27.0 80.4 32.3 155 14.3 . . . .
Russian Federation .. 3195 1468 46.2 43.6 102.0 55.1 16.4 15.1 168.0 85.8 26.0 45.2
UKIaing ......cocoovevevevrererennns 122.7 79.9 49.1 54.4 70.3 33.6 18.2 21.9 . . . .

Source: Central bank publications and direct communications to UN/ECE secretariat; IMF, International Financial Statistics (Washington, D.C.), various issues.
Note: Definition of interest rates:

Credits — Belarus: weighted average rate on short-term loans; Bulgaria: average rate on short-term credits; Croatia: weighted average rate on new credits; Czech
Republic: average rate on total short-term loans; Estonia: weighted average rate on short-term loans; Hungary: weighted average rate on loans of less than one year;
Latvia: average rates on short-term credits; Lithuania: average rates on loans of one to three months; Poland: median of the rate on low-risk short-term loans. Beginning
January 1995, weighted average rate; Romania: average short-term lending rate; Russian Federation: weighted average rate on loans of up to one-year maturity;
Slovakia: average rate on new short-term loans; Slovenia: average rate on short-term working capital loans; The former Yugoslav Republic of Macedonia: midpoint rates
for short-term loans to all sectors; Ukraine: weighted average rate on short-term loans.

Deposits — Belarus: weighted average rate on short-term deposits; Bulgaria: average rates on one-month time deposits; Croatia: weighted average rate on new
deposits; Czech Republic: average rate on short-term time deposits; Estonia: weighted average rate on short-term deposits; Hungary: weighted average rate on deposits
fixed for more than one month, but less than one year; Latvia: average rates on short-term deposits; Lithuania: average rates on deposits of one to three months; Poland:
weighted average rate (according to information collected from 15 biggest commercial banks) on short-term households' deposits in domestic currency; Romania: average
short-term deposit rate; Russian Federation: prevailing rate for time deposits with maturity less than one year; Slovakia: average rate on time deposits; Slovenia: average
rate on time deposits of 31-90 days; The former Yugoslav Republic of Macedonia: lowest reported interest rate on household deposits with maturities of three to six
months; Ukraine: weighted average rate on short-term deposits.

Yields of government securities — Bulgaria: yield on government securities is computed as the average weighted yield of all issues during the calendar month; Croatia:
interest rate on NBC bills, due in 91 days; Hungary: weighted average yield on 90-day treasury bills sold at auctions; Poland: yield on bills purchased, weighted average,
13 weeks; Romania: rate on 91-day treasury bills; Slovenia: BS tolar bills, 14 days overall nominal rate; Latvia: weighted average auction rate on 91-day treasury bills;
Lithuania: average auction rate on treasury bills with maturity of 91-days; Russian Federation: weighted average rate on government short-term obligations (GKO) with
maturities of up to 90 days. Beginning in April 1997, the rate is calculated on the basis of GKOs with remaining maturity of up to 90 days.

a January-November for Bulgaria, Hungary, Slovakia and Russian Federation.

Despite significant progress in a wide range ofMoreover, the transition experience so far has indicated
reforms, the financial systems in many transitionthat changes in this sphere take place only very slowly: in
economies remain relatively underdeveloped, a stattact, on average there has been very little change in the
which is largely a reflection of the legacies of the formerevel of monetization since the start of refotthand it
economic systems. Even in the more advancedvill probably take decades for the depth of financial
economies financial markets are still rather shallow ifmarkets in these countries to reach levels comparable to
terms of product diversification and the extent of theirthose in the developed market economies.
penetration into the economy. This is clearly The remonetization of the transition economies
demonstrated by the monetization ratios (table 3'2'2'nvolvesanumber of delicate policy issues related to the
which with the possible exception of the Czech Republi policy

and Slovakia (where they reflect specific historic factors)cglrﬁnmceerc?slt\g f:;tsfﬁeu';y t?:r?si?igor:,\/tehc.orl)ﬁieesv?#trlgge?;
remain rather low by international standa8s.

years (credit to the non-government sector as a proportion

204 Actually the range of products offered by the banks in some of the
transition economies has increased enormously in recent years and ,yg

continues to grow rapidly; however, this improvement still touches only a . |t is noteworthy that in the cases where radical changes did occur,
tiny segment of the market so far. as in Bulgaria in 1996-1997, they were in the reverse direction: the

financial crisis provoked scaling down of the level of monetization due to
205 UN/ECE, Economic Survey of Europe in 1996-198775. the erosion of the value of domestic assets by very high inflation.
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TABLE 3.2.2
Monetization in selected transition economies: share of monetary aggregates 2 in GDP, 1995-1998
(Per cent)
M1P° Total broad money © Total credit9
1995 1996 1997  1998° 1995 1996 1997  1998° 1995 1996 1997  1998°

Albania .......ceceeviieeeiieienns 21.3 34.7 . . 39.1 62.6 . . 55 6.4 . .
Bulgaria ... 9.3 7.4 6.5 9.7 56.9 44.4 23.9 26.8 35.5 345 174 15.7
Croatia .....ooveevereresrererins 7.9 9.0 10.0 9.8 21.2 28.4 36.0 39.5 30.2 33.2 33.1 40.4
Czech Republic .........cccovvvee 30.6 20.1 25.7 22.3 68.5 69.9 69.3 67.6 64.8 63.5 65.2 63.6
Hungary 16.4 15.2 14.7 14.7 37.2 36.4 35.6 33.0 21.8 23.3 24.2 23.8
Poland ......... 9.9 10.9 13.9 133 32.0 335 41.2 43.0 16.0 17.2 20.4 22.7
Romania 6.9 7.3 5.0 51 18.0 20.8 185 21.0 17.6 19.2 14.9 14.6
Slovakia 23.8 25.8 235 21.3 66.1 64.6 64.3 63.1 57.5 58.9 55.9 52.8
Slovenia 7.9 7.8 7.9 8.9 31.7 40.6 425 473 23.0 26.9 26.3 28.4
The former Yugoslav

Republic of Macedonia ........ .. . 6.4 . . .. 12.7 . . . 26.7
Yugoslavia ... 6.0 53 6.4 6.2 29.4 36.6 313 36.5 . . . .
Estonia ......cccoeveceiiicreinen, 174 17.9 19.1 17.9 22.0 23.3 26.4 25.4 13.2 16.6 24.7 33.2
Latvia 12.7 12.4 14.3 16.4 27.4 19.7 23.0 26.1 15.4 7.3 9.1 14.8
Lithuania ......cocoevevvereeennnne 11.7 10.6 10.7 11.9 20.8 16.5 16.3 17.6 16.5 12.3 10.4 12.1
Belarus .......cccocoeeveveieeereinnen . 6.7 6.4 7.6 .. 124 121 14.0 .. 4.3 3.9 4.9
Russian Federation............... 7.0 7.8 10.9 10.4 13.9 14.8 16.5 17.8 11.2 10.1 10.7 11.3
UKFaing .....ocevevevevevevenereriinnns . 6.6 8.5 8.8 " 9.5 11.9 13.0 . 7.1 7.6 8.0

Source: National statistics and direct communications from national statistical offices to UN/ECE secretariat; IMF, International Financial Statistics (Washington,
D.C.), various issues.

a  Averages of monthly or quarterly figures.

b- currency in circulation plus demand deposits.

C M1 plus time deposits in domestic currency and foreign currency deposits.

d  Total outstanding claims on firms and households.

€ January-November for Bulgaria, the Czech Republic, Hungary, Poland and The former Yugoslav Republic of Macedonia; GDP data for 1998 are estimates.

of GDP, see table 3.2.2) shows that in a number of the  As argued in previous issues of th&urvey®

faster growing countries (for example Croatia, Polandmoney demand in the transition economies tends to be
Estonia, Latvia, among others) the share of credit alshighly unstable and it is imperative that the day-to-day
increased in 1996-1998. An increasing share of credit iconduct of monetary policy takes due account of #Rat.
GDP indicates an intensification and widening scope oFinancial volatility and, in particular, rising concerns
banking activity. Moreover, when credit to the corporateabout the stability of the currency or of the exchange rate
sector increases faster than the narrow components mfgime may provoke rapid changes in money demand,
money supply (MO and M1), this suggests an increase iand ultimately, a run on the currency. Foreign exchange
the value of the money multipliers and thus a deepeningeserves can be used to protect the currency in the case of
of financial intermediation in the country. Such aa speculative attack and the extent to which domestic
development also suggests that the improved access afsets can be matched by reserves is one of the indicators
firms to finance may have contributed to the strongof financial vulnerability’’® Hence, in overseeing and
economic performance of these countfiés. It is  monitoring the rate of monetary expansion, central banks
noteworthy that in most of the countries where there waseed to take into account the extent to which domestic
an economic downturn in this period there was also gurrency assets (including the broader definitions of
shrinking share of commercial credit: this was the case idomestic monetary aggregates) are backed by reserves.
Bulgaria, the Czech Republic, Romania and Russia. It iAs indicated by the monetary ratios in table 3.2.3, most
difficult to draw general conclusions about the directioneast European and Baltic countries can be regarded as
of causation in these cases; most likely the shrinking
share of credit reflects the outcome of a vicious circle of
contracting money demand and more cautious lending
policy due to the unfavourable economic environment.

208 por example, UN/ECH;conomic Survey of Europe in 1996-1997

pp. 73-75.
209

Moreover, abrupt ad hoc financial market interventions by the
207 monetary authorities may themselves trigger unwelcome shifts in money

It should be stressed, however, that credit expansion is & healthyemand which, in turn, may have a destabilizing impact on the financial
development only when banks perform proper credit screening angnarkets.

finance viable economic projects. As indicated by the painful experience

of some transition economies (Bulgaria is an example), providing credit 219 When markets panic, the restructuring of investors’ portfolios in
to unviable firms leads to a snowballing of bad loans which, if uncheckedresponse to the changes in money demand usually involves attempts to
can lead to a financial crisis. convert all domestic currency assets into a reserve currency.
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TABLE 3.2.3
Monetary ratios for selected transition economies, 1995-1998
(Per cent)
Official foreign exchange reserves
Dollarization: share of foreign Official foreign exchange reserves as percentage of broad money,
currency in broad money as percentage of M1 domestic currency
1995 1996 1997 19982 1995 1996 1997  1998%@ 1995 1996 1997 1998

Bulgaria .......ccoveevevnivriernenns 27.2 34.8 498 41.0 107.2 770 2221 200.3 245 213 1199 1313
Croatia «...c.oveereereeenrenenrenes 52.9 59.8 62.1 65.1 1243 1257 1236 1245 98.3 98.7 91.0 88.3
Czech Republic ........ccocvrnee. 75 8.0 10.3 11.3 64.2 78.2 81.5 91.7 31.0 355 33.6 343
HUNGANY oo 25.1 26.6 234 194 1108 1502 126.1  109.5 65.6 85.5 68.0 60.4
Poland .......cccoveenreneerneienns 22.0 17.0 14.1 129 831 1119 9.6 116.0 32.8 437 37.9 413
ROMANIA ..o 22.5 23.0 320 29.7 719 675 1606 160.3 34.6 30.8 63.4 55.7
Slovakia 12.7 10.6 10.7 12.0 57.3 70.9 68.5 74.9 26.5 317 28.8 28.8
Slovenia 333 34.9 315 27.2 113.0 1293 2149 2063 35.6 38.2 54.3 53.1
The former Yugoslav
Republic of Macedonia ........ .. . . . . 34.0 53.4 85.3
YUgoslavia .........oceceeienes 69.7 79.4 72.1 75.4 . . . . . . .
[ (0T RO 121 111 12.7 17.5 86.8 77.0 71.7 80.4 78.2 66.4 59.4 60.1
Latvia ...... . 32.2 32.6 30.7 . 89.2 85.1 77.2 83.1 78.7 70.0
Lithuania 30.5 25.7 25.3 234 91.0 85.2 87.8  100.3 73.2 73.2 76.6 88.3
BElarus ......ccccoervrniiniinereiis . . . . . . 441 334 . . . .
Russian Federation............... . 19.5 17.9 21.7 . 374 371.7 319 . 245 25.7 24.1
UKFaiNe .....cooevvneveeerncenennenes . 18.9 143 17.6 . 34.0 53.4 41.4 . 28.9 44.6 335

Source: National statistics and direct communications from national statistical offices to UN/ECE secretariat; IMF, International Financial Statistics (Washington,
D.C.), various issues.

&  January-November for Bulgaria, Czech Republic, Hungary, Poland and The former Yugoslav Republic of Macedonia.

relatively safe on this account. In some of the ClSand the “appetite” for permanent access to easy finance
countries, however (for example Belarus, Russia anémanating from an inconsistent fiscal policy (or a
Ukraine), the level of reserves as a share of the monayalfunctioning economy in general). Monetizing
supply has on average been much lower in recent years;laealthy” money demand is beneficial and essential for
situation which made their currencies more vulnerable tehe normal functioning of the economy (indeed, not
speculative attacks and added to the currency turmoil imonetizing such demand would risk the creation of
1998. unnecessary obstacles to improved economic

While the overall level of dollarization of an performance). Conversely, accommodating monetary

economy may reflect some country-specific features (iﬁ:lalms arising from chronic fiscal (or quasi-fiscal) deficits

particular, historical traditions and persistent habits), jran set the stage for macroeconomic destabilization and

evolution largely reflects changes in the overall level OfperS|stentIy high inflation.

confidence in the national currency. Indicative of this is One of the greatest policy dilemmas facing a
that in many of the more advanced transition economiegansition economy at present is how to remonetize the
(for example, Hungary, Poland, Slovenia and Lithuania)Russian economy while minimizing the negative side
the level of dollarization has been shrinking rapidly ineffects.  The artificial macroeconomic stabilization
recent years (table 3.2.3). Conversely, a deterioration iprogramme pursued in 1995-1998 was founded on what
the economic situation, and especially a financial crisisturned out to be an unsustainable exchange rate regime
usually results in currency substitution and growing levebased on an unnecessarily restrictive monetary policy.
of dollarization. Such a change occurred even in the Czechhis resultedjnter alia, in a mushrooming of monetary
Republic after the 1997 currency crisis (table 3.2.3). surrogates. The size of these flows and the extent of their
propagation put them on a comparable level with the

. . . official monetary circulatiod?* The return to a normal
economies needs to be conducted with utmost cautio inctioning of the economy necessitates the

Thus, in targeting the money supply (or in assessing thﬁamonetization of all commercial and fiscal relations.

Zﬁitlgf tg}?;ertr:e%ln%);/ SpquI)ti):% V\;?]znCglrir:;ttggr:isng;gde'?c?-lowever, this is not a minor task and no easy solutions
distinguish the different néture of the various forcesappear: o be_ ath h?Edl' The greatest - source (f)f
driving money demand. A clear distinction needs to pPPrenension s the likely macroeconomic impact o
made between money demand generated by robust
economic performance and growing sophistication of the
economy (in fact, by the catching-up process in which 2u p oo see UN/ECEconomic Survey of Europe, 1998 Np. 3
some of the transition economies have already engagegl). 31-41. ’

To sum up, the remonetizing of the transition
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remonetization: injecting new liquidity is likely to have a economies'®* The change in investors’ sentiment about
strong inflationary impact and to cause a furtheremerging markets in the aftermath of the Asian crisis
weakening of the exchange rate. The main dilemma arisggovoked an outflow of foreign capital (mostly short-term)
from the doubts as to whether, at this stage, there existsftam the transition economies which had a destabilizing
workable solution to the problem of non-monetaryeffect on their financial markets and put downward
payments (and, for that matter, of non-payments as welf)ressure on their currencies. One of the conventional
and whether it can be resolved in a one-off operationpolicy responses in such circumstances is to tighten
While the existing “stock” of non-monetary instruments monetary policy and, in particular, raise interest rates.

can in principle be removed in the framework of a one- e rationale behind such a move is related to the
time monetary emission, the difficult issue is how t0¢hange in the investors' perception of the risk of holding
address the “flow” of non-monetary paymefits.If this  555ets denominated in the currencies affected (directly or
problem remains unresolved, simply monetizing ajngirectly) by financial instability. The series of crises in
continuous flow of payments in non-monetary form will 1997.1998 “increased investors’ perception of the risk

not only produce a one-step increase in the price level bgksociated with financial investments in all emerging

The policy issues related to the remonetization ofConsequently investors started to require higher interest
the Russian economy are also relevant for a number ¢femia to compensate for the increased risk of investing in
other transition economies facing similar problems. Thughe affected currencies. If, as a result of the change in
finding an efficient, workable solution to the problem in €Xpectations, the returns on the financial assets denominated

Russia may have important policy implications for otherin the local currency do not match the expected risk

countries as well. premium, investors may decide to pull out of the currency

o and of the country and, as noted above, this is what

(b) Selected policy issues: can monetary happened in many transiton economies in 1998. In an
policy be efficient when trapped between  attempt to counter this outflow, the monetary authorities
conflicting targets? often revert to tightening monetary policy in order to

Policy makers often face difficult choices betWeenengineer a rise in the yields of local assets sufficient to
maitch the higher risk premium. The result is a general

conflicting goals and the monetary authorities in the -
transition economies are especially prone to polic)),!pward pressure on interest rates, and a tendency for them to

dilemmas in implementing their agenda. There are n ise above the level at which the monetary authorities would
universal prescriptions as to how to proceed in SUICgave set them in the absence of the external pressure.

situations: in some cases it may turn out that the de facto  During the same period, however, there were other
optimal solution goes against the conventions of economiexternal factors at play that acted in the opposite direction.
theory; in other cases it may turn out that an optimaln the wake of the Asian crisis, the weakening of global
solution simply does not exist and that the choice iglemand for primary commodities and semi-processed
between “second-best” or even “third-best” solutions. Yegoods generated strong downward pressures on prices,
another source of confusion is the fact that policy decisiongspecially those for tradeables, in many parts of the world.
are as a rule judged by the public in accordance with thefdn average, world market prices of internationally traded
ex-postefficiency which may not necessarily coincide with goods probably declined in nominal terms in 1998. The
the ex-anteefficiency due to the fundamental uncertainty transition economies are basically price-takers and, given
characteristic of the environment in which decisions ardheir openness and very little domestic price protection,
taken. lower import prices resulted on average in a much faster

The Asian and Russian crises and the ensuinéate of disinflation in 1998 than in 1997.

global financial turbulence in 1998 created a difficult and In the course of 1998 it became clear that actual
equivocal environment for the monetary authorities in thénflation in many of the transition economies was going to
transition economies in which they were faced withbe lower than theex-ante targets (either the explicit

conflicting goals and the need to compromise betweefiiflation targets or the inflation expectations on which
controversial alternatives. Apart from the fundamentamonetary policy in general was focused). After years of
uncertainties of the transition environment, there werdighting inflation this was an unexpected outcome, and for
several additional sources of external disturbance in thig number of transition economies this was the first time

period that generated monetary pressures with a varie§jnce the start of economic transformation that actual
of consequences. inflation was below expectations. At the same time, output

rowth throughout the region was losing pace, prompting
e possibility of a need for a change in policy. Due to its
nature and focus, it is usually monetary policy that bears
the brunt of policy adjustments in the short run. Did policy

makers — in particular, the monetary authorities — respond

212 This aspect of the remonetization of the economy is one of thdO the increasing gap between expectations and outcomes?
issues that has not been properly addressed in recent proposals to
establish a currency board in Russia. If non-monetary payments re
emerge after a currency board is put into operation, they may easily
compromise this monetary regime. 213 UN/ECE, Economic Survey of Europe, 1998 Nppf. 41-43.

First, there was a general increase in financial markq
volatility which affected practically all the transition
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As discussed in the previous section, the monetargonflicting objectives: on the one hand, central banks
authorities throughout the region but especially in centralvere faced with capital outflows and downward pressure
Europe were rather active during the second half of then their currencies; on the other, with an unexpected
year in moderating monetary austerity. In fact, in terms ofleflationary impulse from the prices for imports.
the number of changes in key interest rates, 1998 was
_?_LObany tlhe m?]st activist yeellr smfcI:e thﬁ start of ransitiony, 0" \yith such a situation are determined by the
These policy changes not only reflected some revision onetary and exchange rate regime as well as by the
inflation targets or expectations by the central banks but alsg

th ldwide fall in interest rat hich allowed interest ctual monetary targets (nominal anchors) and the tools
1€ worldwide fall In interest rates which allowed Interest,, 5;apie to pursue these targets. As noted above, when
differentials to be maintained at lower local rates.

the exchange rate is chosen as the intermediate target of

However, in terms of actual real interest rates, thesenonetary policy (as is the case in fixed or pegged
policy moves were far from sufficient in moderating the exchange rate regimes), the main policy instrument at the
restrictive character of monetary policy. On the contrarydisposal of the central bank is the nominal interest rate.
real interest rates actually increased in many transitiodssuming that the exchange rate provides a reference
economies in 1998. This is especially striking in terms opoint to the price level in the country (or country zone) of
the forward-looking ex-po$ real lending rates (chart the peg, keeping the exchange rate within the targeted
3.2.1)** while not necessarily resulting from deliberate range acts as an anchor for the level of domestic prices.
policy actions, the actual outcomes point to a considerable
de facto tightening of the stance of monetary policy in 3he
number of countries in 1998. Thus, rather than providingpixe
the required (and probably desired) support to activity, th%
persistently (in some cases increasingly) restrictiv
character of monetary policy may have actually depress
it, reinforcing the deceleration of economic growth.

The degrees of freedom of the monetary authorities

One basic requirement for the proper functioning of
monetary transmission mechanism in countries with
d or pegged exchange rates, following the logic
utlined above, is that there are no major and systemic
isalignments in the change in foreign trade prices
lative to the change in prices in the reference country.
However, such a misalignment is exactly what happened

It is difficult to be definite as to the exact set of in 1998: there was a substantial drop in the relative prices
country-specific factors that could have led to such a®f many internationally traded goods which produced a
unwelcome outcome. Besides, as seen on chart 3.2.third party” bias (that is, a bias that did not originate in the
there was considerable variation in the extent of monetarfeference country). This created a serious distortion for
tightening in those countries where the information onmonetary policy in transition economies that adhered to
real lending rates is available. Moreover, at the momergxchange rate targeting, since the exchange rate failed to
of writing this Survey it was not quite clear what provide the relevant reference point for monetary targeting;
direction this trend would take in each individual country.in reality, the trade-induced price effect was different in
However, the fact that monetary tightening was not armagnitude and probably in directif. An interest rate
isolated phenomenon but occurred in a large group afolicy aimed at defending an exchange rate target under
countries, suggests that it may have been influenced ifese circumstances would tend to create (and is likely to
some common factors related to the nature of théave done so) an undesirable rigidity in monetary policy.

monetary policy process and the policy instruments  ap indirect argument in support of this conjecture is
availaple in the transition economies. the fact that countries where monetary policy did not

Leaving aside the question of whether the monetarjarget the exchange rate directly were much less affected
authorities were actually ready to respond quickly tody such a policy bias as regards the level of real interest
rapidly changing external conditions, the real issue igates. This especially seems to be the case in Slovenia
whether they had efficient policy alternatives and policybut also, to some extent, in Croatia (chart 3.2°1Yhere
instruments at their disposal. The basic problem is that a¥as, indeed, an upsurge of real interest rates in these
a result of the two divergent and externally inducedcountries towards the end of 1997, largely due to the

trends, monetary policy became trapped between twésian crisis, but afterwards the pressure on real lending
rates subsided rapidly. Since the intermediate target of the

central banks in these countries is the money supply and
the monetary aggregates were not affected by the above-

214 The ex-postforward-looking real interest rate is the nominal rate mentioned price misalignment, there was no
deflated by the prevailing inflation rate in the period when the loan isu; ” : :
actually being taken up. For practical purposes this means that the instrumental UPward bias generated by monetary pollcy.
prevailing interest rate at time t should be deflated by the average inflation
rate prevailing in the period (t+T), where T is the maturity of the loan. Note
that this is the period following the drawing of the loan, so that interest rates
reported at time t have to be deflated by average inflation reported in a 215 o major shift in the cross exchange rates of the currencies

subsequent period of time (hence, forward-looking). Such a quantitativ@omprising a currency basket may create similar distortions for monetary
assessment can only be pel_’forree!daost Another important d(_etall is the palicy in an economy whose currency is pegged to such a basket.
price index to be used for this assessment. Conventional logic suggests that

if the loan is used to finance a production cycle, then the proper price It is more difficult to make a clear judgement about the recent
deflator should be that of the goods produced. Thus the closest aggregdtends in real interest rates in Romania because of the major regime
proxy for assessing the real interest rate on corporate loans is the Produadrange that took place at the beginning of 1997: monetary policy was
Price Index (PPI). On chart 3.2.1 the short-term nominal lending rates aréghtened considerably and the long-standing practice of soft bank lending
deflated by the average PPI in the subsequent three-month period. (often at negative real rates) was discontinued.
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CHART 3.2.1

Nominal and real lending rates 2 in selected transition economies, 1996-1998
(Three-month moving averages)
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Source: UN/ECE secretariat calculations, based on national statistics and direct communications from national statistical offices.

& Ex-post, forward-looking rates computed by deflating the nominal rates quoted for a given month by the average producer price inflation in the three-month period
following this month.
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However, there is another possildause of the substandard and non-performing loans, they tend to
unwelcome upsurge in real lending rates in some of theharge higher interest rates to their “good” clients in
transition economies in 1998 and it is related to the actuarder to be able to compensate for the lost income. This
set of policy tools used to pursue the monetary targetsesults in higher spreads between lending and deposit
The fact is that by and large the central banks used omates. Although in recent years interest rate spreads in
and the same instrument (interest rates) both to prevesbme transition economies have declined considerably,
rapid capital outflows and to pursue a targeted level ofhey still remain stubbornly high in others (table 3.2.1).
the exchange rate. Hence, when faced with conflictindgJndoubtedly, the existence of high nominal spreads
objectives, they were trapped with no efficient strategieplayed a negative role in supporting the rise in real
to pursue these two goals simultaneously and thus thdgnding rates in 1998, at least in some transition
were compelled to give up one objective at the expense @conomies:®
the other. Related to this issue is a sequencing problem: o o
initially, interest rates were kept too high for too long (to ~ The negative impact of high interest rate spreads
serve as “capital controls”); but then, when they wereéd€comes especially pronounced at low nominal rates.
lowered, they were not allowed to fall enough (due to theVhen rates of inflation and interest are high, a wide
policy misalignment). interest rate spread alone would have a relatively small

) o .. impact on real rates as it would be diluted by the high

In short, in 1998 monetary policy in the transition nominal values. However, in a period of disinflation,
economies has been revealed to have a cerajghen nominal interest rates are falling, a persistent
i‘downward. rigidity” in the face of negative, exte(nally markup on lending rates caused by the low average
induced price shocks due to a reluctance_ or failure tQuality of bank assets would create a permanent upward
respond quickly. Whether deliberate or unintended, thgjas in real lending rates. This is one more reason for
de facto outcome was that monetary policy turned out t@mphasizing the fact that the soundness of the banking

be unnecessarily restrictive in the post-shock period angystem is a prerequisite for effective policy and a healthy
this probably contributed to the slowing down of outputeconomy.

growth in 1998 and in early 1999. Although so far there

has been little debate over this episode, and the future  Finally, another lesson concerns the set of monetary
evolution of policy is still not clear, some policy lessonspolicy tools: a further diversification of the monetary
can already be suggestéd. policy instruments is highly desirable in order to avoid a

One of the lessons is that monetary policy did no?tuaﬂon of policy paralysis or “second best” solutions in

apply the most efficient tools to target the two divergen Eg figfnogﬁgrr:gctg]ng dogjﬁﬁﬁvesforgégsegf ngg&’g;‘g (%f
trends (or to pursue the two conflicting objectives). In ficul pth trade-induced 9 t on d ic ori

line with the discussion in chapter 1, it can be argued that®" I'gu E’I‘r’ be La |ef- 'T uce |lrc1)?_pac olr_1 omestic prlcehs)
interest rates are probably not the most efficient poIic;}:.Ou _aiso be nelpiu ml ena dlng po 'Cg to ssszss the
instrument to regulate the movement of short-term capita?'tllj.""t'0.n more accurately and respond with adequate
flows: arguably, if the latter were targeted by other policyIOO ICy Instruments.

instruments (for example by some form of capital

controls), the monetary authorities could have lowerediii) Structure, strain and economic adjustment:
interest rates more rapidly and more aggressively. the crisis in Romania

Another policy lesson concerns the impact of the @)
quality of banking assets on real lending rates. When
banks’ portfolios are burdened with substantial shares of  This  section  discusses restructuring  and

macroeconomic adjustment during the post-communist
transition in Romania and links them to two major issues:

In terms of the policy lessons of this episode it might also be i ;
useful to consider the hypothetical “mirror image” of the 1998 the Iegacy of resource misallocation, or what can be

developments, that is, what would have been the likely outcome of Jermed inherited structgre, and_inStitUtional frag”ity- The
symmetric policy overshooting in the opposite direction. Consider alegacy of resource misallocation leads to very intense

transition economy using an exchange rate anchor in the hypothetical beftrain in the system when there is a brutal and dramatic
not unrealistic situation of a positive shock to world commodity prices

and the prices of internationally traded goods in general (i.e. the relativgl“ange.Of relative prices to market'CIea”ng levels. At. the
prices of internationally traded goods increase vis-a-vis the general pricBEW pPriCes resources should flow from low to hlgh
level in the reference country). In this case there will be a higher tha%roduc'“v'ty areas, a process which can generate much

normal trade-induced upward pressure on local prices which will not__. o . p .
necessarily be targeted by monetary policy due to the inherent ain and friction in a real economy. The strain or tension

misalignment of the exchange rate target. Assume at the same timel@volved explains why there is much opposition to
situation of non-negligible net capital inflows. If the central bank relies change, and why coalitions of interests emerge to hinder
on interest rate policy to discourage an unwanted capital inflow, it might

be tempted to lower interest rates in order to reduce the premium. Thus,

apart from the direct impact of higher imported inflation, such a monetary.
policy overshooting (due to the delayed response by the monetary
authorities to the changing external conditions, implemented entirely A detailed assessment of the impact of spreads on real interest
through interest rates) may in fact lead to an inappropriate easing afates would require a detailed comparative analysis of individual banks’
monetary policy and, consequently, an even stronger upsurge in the raportfolios and lending practices, information which was not available at
of inflation. the time of writing thisSurvey

Introduction: the starting point
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deep restructuring. Strain also explains why large fiscal In the following review of economic developments
and quasi-fiscal deficits, of varying degrees of visibility, during 1990-1998, stop-go policies, resurgent inflation
are a feature of post-command economies which creand macro-disequilibria, as well as bank failures, all
an endemic proclivity to high inflation. emerge as an inevitable outcome of a feeble pace of
restructuring and fragile institutions. It is emphasized
breakdown of the political process and rent-seekin that without large inflows of foreign direct investment
i : pg _ proces : . gtFDI) and the creation of appropriate institutions, the
activities by old elites. \.Nh'le. this IS not |mplaus_|ble, economy is unlikely to be able to escape from the grip of
2?]2 ﬁi?gézagpthid?eptﬁﬁe:ﬂnrégsurigcfég?loggﬁa T1asvvlzr$icszh tiqﬁe old structures. It is also clear that a more rapid rate of
gnt quires : ’ ; ?)rivatization would help to increase the inflow of foreign
sometimes so large that it undermines attempts to aCh'e\é%pital. The slow pace of restructuring has maintained

durable stabilization. It is arguable that the success of thiﬁtense strain in the system and has led to a bad “path

E;ﬁg‘gaginségoré:E;Owimlefhs crjrﬁfg’,n?trf,rg:mgf troegs)ilr'?éd_ependency”. R_oma_nia.s_,tarted the tran_si.ti_on process at a
resource reallocation while not being “captured” bydlsadvantage, W|t_h S|g_n|f|cantly worse initial conditions
vested interests than those prevailing in the_ leading reform counffies,
' which suggests that her policy makers have also had less

Institutional fragility is another dimension of the room for manoeuvre. Nonetheless, the end result is that
transformation process which underlines the complicatethey have not yet been able to find a clear way forward to
nature of change, restructuring included. The lack of well-functioning market economy. Under the current
institutions, of organized markets, hinders a smoothunfavourable conditions in the world economy it will be
reallocation of resources and has a negative effect dncreasingly difficult for the Romanian economy to
performance at both the micro and macroeconomi@scape from this path dependency.
levels; it also helps to explain the intense friction in the
system, especially rising transaction costs, that arise?

Some analysts relate inflation, primarily, to the

In comparative analyses of the transition economies

during the passage between two reaimes.  This line d sufficient attention has been paid to the initial
9 p 9 A reg ’ . onditions prevailing when the transformation process
reasoning finds substantial analytical support in recen

work 220 got underway? Communist Romania, particularly in
) the 1970s and 1980s, provides an interesting and

Together with strain, institutional fragility helps to instructive case of “immiserising-growth” which was
explain stop-go policies, as well as many of the setbackgaused by the logic of the system, in particular, the rush
and inconsistencies in the transition process. Fuzzine$d Speed up industrial growth and to increase ties with
and a lack of transparency characterise the realm d@parket economies on a very weak functional basis (by
public finance. For example, banks are frequently thdotally ignoring market mechanisms). In the literature,
vehicle for the granting of subsidies. Primitive bankingthis phenomenon is explained by the existence of various
systems, in the grip of redundant structures, are likely t§"ice distortions which harm resource alloqatlon, worsen
perpetuate much of the old pattern of resource allocatiofte terms of trade, and lower welfate.But it can also
(or misallocation) and engage in significant quasi-fiscalP€ argued that it was the way the economy functioned as

operations, with the latter showing up in high rates o Whole (including the genesis of wrong industrial
inflation or of bank failures. choices) which constitutedhe distortion that led to

immiserising growth. It has been shown that the inner
Romania’s experience is a highly relevant exampledynamics of the system its incapacity to cope with
of how strai® and institutional fragility condition
macroeconomic stabilization.

towards international prices and a new, “western-like” economic
structure. The higher the value of J the greater the required change in
relative prices and the greater is the strain of adjustment. Obviously other
P. Boone and J. Hoerder, “Inflation: causes, consequences, andariables such as quantities, employment or relative wages, can be
cures” in P. Boone, S. Gomulka and R. Layard (ed&)erging from substituted for the price vectors in the index. For empirical estimates of
Communism. Lessons from Russia, China and Eastern Europstrain, made by OECD, see table 3.2.7.

(Cambridge, MA, MIT Press, 1998), pp. 42-72.

220
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222 Romania practised late Stalinism until the very end of the
O. Blanchard, The Economics of Post-communist Transition communist regime. Initial conditions can be related to the magnitude of
(Oxford, Clarendon Press, 1997). resource misallocation, the institutional ingredients of a market

221 ) . . . environment, the existence of a private sector, to a certain industrial
A formal development of the idea of strain was given in D. gyjture, etc.

Daianu, The Changing Mix of Disequilibria during Transition: A

Romanian BackgroundIMF Working Paper WP/94/73 (Washington, 223 An IMF report of 1997 acknowledges that “Romania emerged
D.C.), 1994, and D. Daianu, “An economic explanation of strain”, in J.from communism with an economy that was suffering from considerably
Bachaus (ed.)lssues in Transformation TheoMarburg, Metropolis, more deep-seated structural problems than most former communist
1997). Essentially, strain (J) measures the distance or dissimilaritgountries in the region”. IMF Staff Country Report No. 97R6mania,
between two vectors of prices and quantities, namely: Recent Economic Developme(itgashington, D.C.), July 1997, p. 7.

224 3. Bhagwati, “Immiserising growth — a geometrical nofghe

oo B 10
J=Xailpi-pi|/3piai Review of Economic Studje¥ol. 25, June 1958, pp. 201-205; H.
Johnson, “The possibility of income losses from increased efficiency of
where pi and qgi refer to prices and quantities at the start of the transitiofactor accumulation in the presence of tariff§he Economic Journal
for sector i and the asterisk denotes their level after full adjustmen¥ol. 77, 1967, pp. 151-154.
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increasing complexity and its inability to assimilate andhiatus??’ and  “systematic’ policy incoherence.
generate technological progress — led to a “softening” olnstitutional hiatus refers to the melting down of much of
output, characterized by its expansion with a strong biathe old institutional structures without a rapid build up of
towards low value added industrial goods, which led to anarket-based institutions. This, obviously, contributed to
steady deterioration of the terms of tréte. increasing uncertainty, fuzziness, and volatility in the
national economic environment. At this stage “the
trenched structures are being broken and changed,
Rich means that the quantity of friction in the system
oes up considerably and important energies (resources)

from the reduced level of investment, growth possibilities® consumed in order to accommodate change. A lot
' 9 P oils down to a change of the organizational behaviour of

were also impaired by a sharp reduction in imports 0actors, to the buildup of new organizational capital. In

machinery and equipment from t.he western countnesmis phasef transition there exists a territory over which
The heavy overtaxation of domestic absorption that tOOlﬁnarket coordination  failures  combine  with  an

place during this period subsequently resulted in Iowe"abandoned child” feeling of many enterprises, which are

rowth rates of roduction, reduced welfare :
9 P ' o longer able to rely on central allocation of resources

. . . . n
(qqnsumptlon), and blgger_ _domestlc |mbalance§ _(bo_t de customers. For these enterprises information and
visible and hidden). In addition, shortages were rising I ansaction costs skyrocketed®

both production and consumption.
In spite of its tortuous path some institutional change
did take place during those years; through spontaneous
rocesses, such as massive land privatization and the
mergence of a private sector (which preceded Law 54 of
1990 on the setting up of private enterpris€sys well as
easures “from above” initiated by government. Among
latter are the start of the two-tiered banking system (in
1990), the commercialization of state owned enterprises
The structure of industry also revealed a strong biaglaw 15 of 1990), and the privatization Law 58 of 1991
towards the creation of gigantic units, with no regard fowhich aimed at giving 30 per cent of the equity of
the important sources of flexibility in an economy, commercial companies to Romanian citiz€hs. What
namely, the small and medium-sized enterprises. Thus, inappened with the privatization law is symptomatic of the
1989, 1,075 enterprises with more than 1,000 employeegcillations and inconsistencies of reform policies during
each, represented more than 51 per cent of all unit$hat period; Law 58 of 1991 created much confusion
provided jobs for 87 per cent of all industrial workers andregarding the actual structure of property rights and the
supplied almost 85 per cent of all industrial output;need for enhanced management of assets. What was
enterprises with over 3,000 workers (which accounted fototally lacking was a concern for building institutionally
about 16 per cent of the total) supplied over 50 per cent gfrganized markets for factors of production.
total industrial output and provided jobs for_ 53 per cent of Overall and in a formal sense, it can be said that
all employ_ees n industry. Al the same time, the small; olicy makers practised a sort of “institutional mimetism”
and medium-sized enterprises (with less than 50(%

y trying to adopt, although in a highly inconsistent way,
employees) accpunted_ for 4 per cent of all workers and stitutions found in the western world. A problem with
per cent of total industrial output.

institutional mimetism, however, is that it cannot deal
The forced reduction of the external debt in the 1980svith the fine print of reforms (institutional change) and,

(actually asui generisshock-therapy), accentuated the frequently, it lacks substance since the real functioning of

decline in the competitiveness of the economy,nstitutions is driven by vested interests.

exacerbated imbalances among sectors, increased

shortages, and generally lowered the welfare of the people.

Since “immiserising growth” limited the potential to
increase exports, the targeted trade surpluses in the 19
— required to pay back the external debt — were achieve
through very large cuts in hard currency imports. Apar

The immiserising nature of “growth” in communist
Romania is well illustrated by its income per capita
(which has remained one of the lowest in Europe) and thg
very high energy intensity of its GBP. Another telling
fact is that whereas the GDP grewllegedly- by almost
28 per cent during the 1980s exports decreased over t
same period.

(b) The high inflation period, 1990-1993 27 R. Kozul-Wright and P. Rayment, “The institutional hiatus in
) ) . economies in transition and its policy consequendgatmbridge Journal
The early years of post-communism in Romaniaof EconomicsVol. 21, No. 5, September 1997, pp. 641-661.

were marred by severe economic difficulties, InCIUdmg a 228 p Daianu,The Changing Mix of Disequilibria during Transition:

very large fall in output (table 3.2.4), an institutional A Romanian BackgroundMF Working Paper WP/94/73 (Washington,
D.C.), 1994.

22% |n 1991 the number of private companies rose quickly to 72,277,
they operated mainly in trade and services. By the end of 1995 the
number had risen to almost half a million. It should be recalled that, in

225 p, Daianu, “A case of immiserising growthRevista Economiga  contrast with Hungary or Poland, the communist regime in Romania did
No. 20 (in Romanian), 1985. not allow any form of private property.

226 The energy consumption per unit of GDP is twice as high in 23 It should be said that commercial companies represented only 60 per
Romania as in Hungary, and more than 4 times larger than the OECPent of state assets; the rest belonged to the so-cedigigs' autonomés
average. EBRDTransition Report 1998 ondon), p. 77. which were created according to the French model.
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TABLE 3.2.4

Macroeconomic indicators of Romania, 1990-1998
(Per cent)

1990 1991 1992 1993 1994 1995 1996 1997 1998

GDP (@annual change) ........ccceeerrereenenrneseennenees 5.6 -12.9 -8.8 15 39 7.1 39 -6.9 -7.3
Unemployment rate (end of period) - 33 8.2 10.4 10.9 9.5 6.6 8.8 10.3
Inflation

AVETAGE oovrviciieiriseie st 5.1 170.2 210.4 256.1 136.7 323 38.8 154.8 59.1

December/DeCcembEr ........cccvevvereveieseneneinns 37.7 222.8 199.5 295.6 61.9 21.7 56.8 151.7 40.7
M2 (end of period) growth rate ............cooccevevrererinnn. 22.0 101.2 79.6 141.0 138.1 716 66.0 104.9 27.42
Nominal devaluation

AVETAGE oovrviiriieieiiseieiessssie st sis 50.3 240.5 303.1 146.8 117.8 22.8 51.6 132.5 23.8

December/December 140.4 444.5 143.3 177.4 38.4 45.9 56.5 98.8 36.5
M2IGDP .ttt 55.7 27.4 20.1 13.8 13.3 18.1 20.5 18.1 .
Budget defiCit /GDP ..........cvevvveeieeereeeeessesvesnenions 1.0 33 -4.6 04 -1.9 2.6 -39 -3.7 -4.0°¢
Current account/GDP ... -85 35 -8.0 -4.5 -14 5.0 7.2 -6.7 -6.6
Real Wage iNAEX ....vvveevrerierieieierssissiese s 5.1 -18.3 -13.0 -16.7 0.4 12.6 9.5 222 4.72

Source: National Bank of Romania.
a November 1998.

b Consolidated budget.

C Estimates.

After December 1989 there was tremendousnvestment) a stabilization plan, supported by the IMF,
pressure from belovto consume tradeables, to reducewas introduced at the start of 1991.The middle-of-the-
exports and boost imports of both consumer andoad, gradualistic stabilization programme that took
intermediate goods, after the years of severe deprivatioshape included the following: a tightening of fiscal and
in the 1980s. The switch in favour of tradeables wasnonetary policy (although real interest rates remained
almost instantaneous and virtually unstoppable; it wasighly negative), a tax-based incomes policy, a new
also strengthened by a “shunning of domestic goodstievaluation and introduction of a two-tier exchange rate
syndrome. In 1990 the boost in consumption wasystem (through the initiation of an interbank foreign
financed primarily by dissaving (the depletion of foreignexchange auction system, in February 1991). The
exchange reserves). programme failed to stop inflation.

However, there is another side of the story that At the end of 1991 there were growing tensions in
needs to be highlighted, namely, that policy makerghe system: for example, an overvalued official exchange
complicated the state of the economy both Dbyrate; artificially low prices for energy and raw materials
commission and omission. By commission, since thewhich  encouraged their overconsumption; and
faltered in the face of pressures from below and werénsufficient inflows of foreign capital to compensate for
influenced also by the prospect of elections in May 1990the low levels of domestic saving and the weakness of
This resulted in the concession of large wage¥isasd  fixed investment. Many exporters and importers found a
the introduction of the five-day workweek, despite theway out of theimpassein making barter deals, which
fact that output was plummeting, together with theintroduced anmplicit exchange rate into the functioning
maintenance of wide-ranging price controls, a greatlof the economy; this rate mitigated the pernicious effects
overvalued exchange rate, and mismanagement of th&f overvaluation but entailed considerable information
foreign exchange reserves. By omission, for there werand transaction costs. However, capital flight and
no serious attempts to deal with macroeconomidnsufficient exports were becoming matters of major
imbalances before November 1990. Events during thatoncern.
year revealed a fundamental flaw in the transformation In the spring of 1992 policy makers were compelled

process, namely, the considerable decision-making powicre act. Interest rates were raised considerably, the
of enterprises when they do not have to face hard-bUdgreﬁnance rate of the National Bank reaching 80 per cent;

constraints. the exchange rate was devalued substantially and
Confronted with a rapid deterioration of the €xporters were granted full retention rights in the hope of

economy and unable to contain growing disequilibrigovercoming their mistrust of policy makers and

(unsustainable trade deficits, rising prices, Vanishindencouraging the repatriation of cap_ital. The fuI_I retenf[ion
measure was thought necessary since enterprises still had

a vivid memory of the “confiscation” of their hard-

231

This development should be seen in the context of the elections in
May 1990. Measured real wages rose by 11 per cent between December

1989 and October 1990, while output continued to fall. The removal of 32 b, pemekas and M. KhariThe Romanian Economic Reform
price controls began in November of that year. Program IMF Occasional Paper, No. 89 (Washington, D.C.), 1991.
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currency holdings at the end of 1991. But the policyreduction in the trade deficit to $411 millié#. The
turnround was incomplete and interest rates remainedconomy absorbed the shock of high positive real interest
negative as a result of a large array of preferential creditgites and of the exchange rate unificatiowhich meant
and very low deposit rates the latter reflecting a high the suppression of some implicit and explicit subsidies to
propensity to shun the domestic currency in favour of thénefficient producers — and there was no decline of output.
dollar. Political factors, resulting from the elections of The removal of subsidies explains why the budget deficit
September 1992, also weakened the determination of thveent up to 4.3 per cent in 1994, with a large part of its
government to pursue a consistent policy. financing being obtained from external sources.

The export drive played a major role in the recovery,
but it cannot explain why so many enterprises in the weak
sectors also did well in 1993, especially as arrears did not

Rising inflation and the persistence of a large tradéappear’ to be rising sharply in 1994. Several
imbalance eventually forced a reconsideration of policieseXplanations can be suggested. One is the existence of
A breakthrough occurred in the last quarter of 1993 whefimportant market imperfections, such as monopolies that
several key decisions were made in order to contain angRn extract rents and which operate in the less efficient
reverse the dynamics of inflationary expectations, to stagectors. Another is that there are huge amounts of "X-
the remonetization of the economy and to create #efficiency” in the systeri® This means that potential
transparent, functioning foreign exchange market. Thénicro-efficiency gains are ubiquitous and that, when under
major omission in the whole strategy, however, wagPressure, even firms in the backward sectors can realize
privatization, which would have had a major influence onsome of them and cope with the situation. But accepting

the size of capital inflows and on the scope and intensit§his explanation requires an evaluation of the resilience of
of restructuring. organizational routinesn the system. An implication of

the X-inefficiency explanation is that the pressure for

The main decision, a dramatic rise in nominalfundamental restructuring begins to bite only when most of
interest rates, led to positive real interest rates. Thus, thge efficiency reserves are exhausted. A third explanation
central bank's average refinancing rate rose from aps that there was more reliance on self-financing, although
annual rate of 59.1 per cent in September 1993 to 1363 fact many companies were plagued by a lack of working
per cent in January 1994 and remained at that level fafapital. Last, but not least, unwarranted bank lending

another three months. Commercial banks’ lending rategollover of loans) may have played a significant role in
followed suit with a two-month Iag This measure hadsupporting the weaker enterprises_

two major consequences: first it stemmed the flight from

the leu and started a rapid rate of remonetization; and,  (q) Fragile growth and relapse into inflation,

second, it greatly helped the formation of a transparent 1995-1996

foreign exchange market and, thereby, strengthened the

potential for an export drive. The scale of remonetization ~ In 1995 there was a rapid growth of GDP in

explains why the policy shock of 1994 did not lead to aRomania, 7.1 per cent against just under 4 per cent in

decline of output as was the case in 1997 (when th&994 and under 2 per cent in 1993; at the same time the

economy was subject to a credit crunch). inflation rate at the end of 1995 was about 28 per cent.

o . The remonetization of the economy continued, as

Another key decision was the substantialiygicated by the expansion of the money supply (72 per

devaluation (in several stages) of the official (interbankzent) far exceeding the rate of inflation (table 3.2.4 and

market) exchange rate which lowered it to more or lesgpgrt 3.2.2); money velocity (for the aggregate M2,

the rate prevailing on the grey market; this also increaseginich includes hard currency deposits) fell below 5

the transparency of the foreign exchange market which i " 7 £ i 1993 reflecting a rise in money

turn reduceq considerably the entry costs for those "aemand. While exports continued to grow rapidly (by
heed of foreign exchange. over 20 per cent) imports increased by more than 30 per

The third measure involved a stricter control of basecent, causing the trade imbalance to increase again to
money and consequently a reduced rate of monefnore than $1,570 million and putting pressure on the
creation. And finally, the fiscal stance was tightened tdoreign exchange (interbank) market.
aim at a low budget deficit when corrected for the
removal of explicit and implicit subsidiés.

(c) A policy breakthrough, 1993-1994: “the
interest rate shock”

234 . . "

: : It can be argued, however, that tteteris paribuscondition does

The results Of_ this pOIICy breakthrough were muChnot apply in this assessment since there were favourable external
as expected. Inflation fell to an annual rate of 62 per centhocks” as well.

(December-on-December) in 1994 and there was a Iarge235 Caution is required with the numbers since arrears can be obscured

by inefficient activities being kept afloat by bank lending (via rollovers).
Ultimately, these “hidden” arrears will show up in a deterioration in the
portfolios of the banks. This is what appears to have happened in 1996
and thereafter.

236

23 The budget deficit was actually higher in 1994 than in 1993, but
most of the implicit and explicit subsidies had been removed, which was a H. Leibenstein, “Allocative efficiency vs. X-efficiencyAmerican
key objective. Economic Reviewol. 56, No. 3, 1996, pp. 392-410.
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CHART 3.2.2 deficit the fiscal imbalance reached 8.4 per cent (on an

Remonetization vs. demonetization in Romania, 1994-1998 accrual baSIS) in 1996 (table 3'2'5)'

(Per cent, December over December) The process of remonetization had supported the
efforts to subdue inflation in 1994 and 1995. Regarding
remonetization several aspects should be emphasized:

O Inflation, CPI B Money supply, M2 . o . .
160 |t facilitated the subsidization of various sectors of the

140 ] economy (agriculture, energy) from the central bank’s
resources, allowing the central bank to pursue

simultaneously the reduction of inflation. The sectoral

120

100 financing mirrored the existence of major structural
80 disequilibria in the economy;

g0 It “helped” put off dealing resolutely with the two failed

40 banks — Dacia Felix and Credit Bank; more then 1,700

billion lei (approximately $400 million) were injected in
both through special credits during 1995-1996. If
money demand had not grown for most of 1995 and

20

1994 1995 1996 1997 1998

<¢— Pericd A -4 PeriodB —pm 1996 the size of the special credits would have certainly
fuelled inflation. The reason for this injection was that
Source: National Bank of Romania. there was no insurance scheme for small depositors and
Note: The change in M2 for 1998 refers to November over November. so it was felt necessary to forestall a run on the banks

and, therefore, a possible systemic crisis;

What caused the trade imbalance to deteriorate agaih, It involved the expansion of base money through the
bearing in mind that the real exchange rate did not increase of net domestic assets, and not through the
appreciate in 1995 (although it did so in the second half of accumulation of net foreign assets.  Ideally,
1994) and that there were no major changes in the terms of 'emonetization should have taken place as an outcome
trade in this period? One explanation is that an import and Of a rise in net foreign assetsthat is, as a result of
consumer spending boom started in the last months of capital inflows or of net exports and not, primarily,
1994, which, arguably, might have been encouraged by via base money injections which supported the
perceptions that the exchange rate was unsustainable. Butexpansion of domestic credit;
this explanation would have to be reconciled with the fact
that in 1994 the trade and current account imbalances
improved dramatically and the foreign exchange reserves
of the banking system (including the central bank)
increased substantially, which might have suggested that
the exchange rate was in fact sustainable. It is also possible
that the various economic agents were unused to stability of
the nominal exchange rate and therefore anticipated an
inevitable depreciation which, paradoxically, may not have
been justified by the economic fundamentals. Another
conjecture is that some of the improvement in the trade
balance in 1994 was caused by temporary factors; their ~ BY the end of 1996 several worrying tendencies had
removal in the following year then put additional pressureemerged: a very sharp rise in the monthly inflation rate
on an exchange rate that was already overvalued. Withowtich was in double-digits in the last quarter of the year;
dismissing these factors, the more important explanation i€ sharp rise in the trade and current account deficits,
probably that the higher growth rate of the economy’although the growth rate of GDP was lower than in 1995
driven by highly import-dependent branches, led to(3.9 per cent as against 7.1 per cent); and still greater

It can be argued that this remonetization slowed down
the development of monetary policy instruments,
namely open market operations. This is because the
central bank did not face the pressure to cope with a
surge of liquidity as would have been the case with
substantial capital inflows. The main reasons why
such inflows did not occur are the feeble pace of
privatization during 1994-1996, the poor functioning
of the domestic capital markets, and the credibility
problem surrounding domestic policies.

overheating and the rapid growth of imports. distortions in relative prices due, especially, to the delay in
) ) ) adjusting energy prices and to the administrative control of
In 1996 thel’e Wwas a C|eal’ |Il’lk betWeen |nﬂat|0n aHQhe exchange rate. OveralL the macroeconomic

the way the budget deficit was financed. Whereas thetapilization programme was losing steam. The inflation
target for the consolidated budget deficit was 2.2 per centgte at the end of the year was 57 per cent. Furthermore, in
it turned out to be 5.8 per cent, on an accrual basis. Morghite of heavy borrowing (over $1.5 billion) on the

significant was that its financing was inflationary as ajnternational capital market§, the foreign exchange
result of the commercial banks buying an increasing

volume of three-month treasury bills. The scale of

inflationary financing was augmented by the injection of

base money in order to cover the quasi-fiscal deficit = During 1995 Romania was rated BB- by the principal western
which arose because of the losses of agriculture and &ing agencies (and BB+ by JCRA), which helped the raising of money

P, . g on the international capital markets. These accommodating capital
the régies autonomes Together with the quasi-fiscal infiows fended off a major balance of payments crisis in 1996.
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TABLE 3.25 subsidies to be given to agriculture and other sectors in
Fiscal and quasi-fiscal deficits of Romania, 1993-1997 1995 a,nd . 1996 without raising m,ﬂatlon; as the
(Percentage share in GDP) remonetization process came to a halt in the latter half of
1996, maintaining subsidies without igniting inflation
1993 1994 1995 1996 1997 was to prove an impossible endeavour.

Budget balance What happened in 1997? The new government’s
Total first step was to liberalize the foreign exchange market
hols U 04 ds a0 48 as  and the prices of certain goods which were siil
Primary administratively regulated. Paradoxically, in a year when
CaSN oo . 05 12 22 05 renewed efforts were made to achieve macroeconomic
ACCIUals ......oevve. . 05 -16 -41 05 stabilization, the expected annual inflation rate, 90 per
Quasi-fiscal deficit * 36 03 26 - cent, was much higher than in 1996 (57 per cent). The
Budget balance including quasi-fiscal deficit explanation of this paradox lies in the magnitude of the

Total effect of liberalizing prices and the anticipated
/gscs:@-s- ---------------------------------- gg Zzg-g gg :g-i :g-g devaluation of the leti? Nevertheless, the assault upon
primary ' ' ' ' ' several of the major imbalances led to some positive
Cash 25 41 15 48 05 results: the foreign exchange market began to function
ACCIUAS ooeereveveeee e 25 41 19 67 05 adequately; the consolidated budget deficit (including
Memorandum item: quasi-fiscal deficits) was reduced to 3.5 per cent of
Interest payment ............... 09 14 14 17 24 GDP the current account deficit shrank a little, from

7.2 per cent to 6.7 per cent of GDP; and the central
bank’s foreign exchange reserves soared to about $2.6
billion.?** The size of the fiscal adjustment should also be
seen against the backdrop of the sharp fall in output,

reserves of the national bank stood at about $600 million J¢Nich greatly reduced the tax base. But despite all this,
the end of 1996. The external debt of the country wal'ere wWas another side to the coin: the actual inflation rate
rising rapidly with peak payments looming in the WS 152 per cent and GDP fell by much more than

following years. In addition, the policy mix being pursued®XPected (6.9 per cent as against 2 per cent). Both
by theg éovernment (multiple pexc);]ange ragt’eg, pricéjemand and supply shocks were behind the decline of the
controls, subsidies, etc.) was making it unlikely that it€¢0NOMYy-

would be possible to reach a new arrangement with the One conseguence of the programme, which is not
IMF. Such developments were clearly leading to a deatbften mentioned, was its severe impact on the emerging
end and a policy change was urgently required. private sector. The large contraction of real credit

The events of 1995 and 1996 underscored both thi@Wered considerably the prospects for many small- and
importance of privatization for inducing autonomousMedium-sized companies and was a major factor in the

capital inflows and for enhancing restructuring, as well a%a” of output. Thus, total real credit (in domestic and
the danger of “populist macroeconomié¥” oreign currency) declined by 52.5 per cent and its non-
' government component by as much as 61.3 per cent.

(e) The “policy shock” of 1997 and its This should be set against the growth of real credit in
policy previous years when the non-government component
increased by 19.7 per cent, 35.6 per cent, and 4.1 per cent

At the end of 1996 the economic situation was adn 1994, 1995, and 1996, respectivéfyIn many sectors
follows: the monthly inflation rate was over 10 per cent;Sales fell by 20-25 per cent. This development was the
the consolidated budget deficit and the quasi-fiscal®@Son behind the growing chorus of demands in the
operations of the central bank were in excess of 8 pdifivate sector for fiscal relaxation, demands which
cent of GDP; the current account deficit was about 7.2€came very intense during 1998.  lIronically, a
per cent of GDP; and foreign exchange reserves wef@ogramme which was meant to advance reforms,
down to some $600 million, less than a month’s imports
in spite of the large loans that had been raised in the
international capital market. At the same time, financial 2* From some 4,000 lei/$1 at the end of December 1996 the rate rose
indiscipline (total arrears) had reached a magnitude thaharply to about 9,000 lei/$1 in late February 1997, after which a nominal
was causing serious concern (about 34 per cent of GDF;‘);,Jpreuauon took place and the rate stabilized at around 7,000 lei/$1.
while inadequate steps were being taken toward **° This is an overstatement to the extent that arrears stood at a high
privatization and restructuring. Last but not least, thdevel and even increased. The bail-out of Banca Agricola and Bancorex

. . . 1n 1997 indicated how serious the problem of arrears was and how they
remonetization of the economy had allowed massive,y ohscure quasi-fiscal deficits.

241

Source: National Bank of Romania.

@ National Bank of Romania refinancing.

consequences, 1997-1998

Significant amounts of portfolio capital entered the country, which
tested the ability of the central bank to sterilize them when base money

238 . . _represented no more then 4.6-4.7 per cent of GDP.
The elections of 1996 clearly had an impact on macroeconomic "

policy and, subsequently, on the performance of the economy.

National Bank of Romania data.
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affected negatively the emerging entrepreneurial clasand the implications for government spending of the
and encouraged the expansion of the undergroundescue package for the two state owned banks. Actually,
economy because of the degree of austerity involved.  the budget deficit was kept under control by a very severe

There are several factors that explain the high raté:Ut in public expenditure undertaken in August.

of inflation. First, the corrective component of inflation Real interest rates stayed high in 1898s a result
(price de-control plus a rise in some administered prices)f the tight monetary conditions and a lack of sufficient
came strongly into play in March when inflation reachedcredibility in macroeconomic policy.  Their level
almost 30 per cent. Secondly, the overshooting of thendicated how small the room for manoeuvre available to
leu. Thirdly, the programme underestimated the role opolicy makers was. Interestingly, real credit started to
monopolies and the slow response of supply as sources gfow again in 1998 although output did not. Between
inflation.  Another factor lay in the economic policy December 1997 and November 1998 real domestic credit
slippages in the latter half of the year when there was sose by some 24 per cent with the non-government
premature relaxation of monetary policy: there was artomponent increasing even more. A note of caution is
extensive and abrupt indexation of wages, redundancyeeded here, however, since over the same period, the net
payments were granted to laid-off workers, and largdoreign assets of the banking system fell by almost a half
amounts of money were pumped into banks that were iand the real money supply shrank (see table 3.2.4).
difficulty. It was obvious that the macroeconomic policy

response had been greatly overestimated. pp y P

1997 (after the sharp devaluation at the start of that year),
Belated moves were made to restructure some oivhich helps to explain the rising trade and current
the major “producers” of arrears. The delay was due taccount deficits in 1998. The foreign exchange reserves
the inherent problems of undertaking such an operation iof the national bank declined to less than 1.9 billion at the
a year when the economy was in steep decline: on the omeexd of the year, a result of its interventions to stem the
hand, the overall measures aimed at restructuring impliefhll of the leu. It should also be mentioned, that
the need for layoffs, but on the other hand, the troublesxcessively lax income policies also help to explain the
confronting the small and medium-sized enterprises irsize of domestic absorption in a year when there was a
the private sector, a direct consequence of the austerifurther contraction of output. Real wages actually grew
measures, were discouraging the creation of new joby about 4.7 per cent in the year to December (table
opportunities. Privatization of large enterprises dragge®.2.4).
on at a snail's pace and as for bank privatization, the Because of the fallout from the financial crisis in
various projects were left in abeyance. Such a situatio

P . : L Russia external bond issues were postponed, which in
could not provide incentives for direct foreign investment L Y
nor promote restructuring. turn casts doubt on the possibility of rolling over a

portion of the external debt in 1999. Because of the size
In the last months of 1997 the big losses of statef payments due in 1999 (about $2.9 billion) there is a
banks, accumulated over a long period and mirroring théhreat of a financial crisis and default unless an agreement
state of the real economy, attracted increasing attentiomwith the international financial organizations is reached
In the last quarter of the year, the central bank and thearly in 1999. This threat explains the considerable
Ministry of Finance converted 8,000 billion lei ($1 efforts to conclude privatization deals at the end of 1998
billion) of poor credits granted by the Agricultural Bank (Romtelecom, Romanian Development Bank, etc.) and
and Bancorex into government bonds as a way ofhe attempt to close down large loss-making companies.
recapitalizing the two banks. While the Dacia Felix and
the Credit Bank failures were caused by large-scale fraud () A comparison of the two stabilization
and embezzlement, the failure of the state banks was the programmes, 1994-1995 and 1997-1998
result of a chronic misallocation of resources and of poor
performance in a number of large economic sectors, There are several features which differentiate the
which in turn was due to slow restructuring and feebldwo attempts at macroeconomic stabilization in 1994-
capital inflows2*® 1995 (hereafter policy A) and in 1997-1998 (policy B).
These differences help to explain why output grew, albeit

i GDP cgntimged;g decline inA19h§)8, aé:cc;rdring ©on a very fragile basis, during the first attempt whereas it
preliminary data, by 7.3 per cent. At the end of the yeafe jineq’in 1997 and 1998. It should be stressed that in

unemployment stood at about 10 per cent (as against th th f restructurin feebl

per cent in December 1996). Inflation in Decembe?D cases the pace of restructuring was feeble.
(year-on-year) fell to 40.6 per cent, and the consolidated  Both policies were accompanied by interest rate
budget deficit was kept to just below 4 per cent. Theshocks. However, policy A did not involve a credit

latter should be seen against the background of a furthefunch; on the contrary, M2 grew rapidly and so did
reduction of the tax base (because of the fall in output)

243 244

Behind these developments was the slow pace of privatization In the second half of the yeex-postollar returns on three-month
which failed to attract capital inflows and thereby help restructuring. treasury bills hovered at about 50 per cent.
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lending. As was mentioned already, this was due to the  Policy B tried to speed up privatization and used the
rapid remonetization of the economy, which wasstock market to this end. This explains the large inflows
enhanced by a psychological factor: for the first timeof portfolio capital in the first half of 1997 and the
people found it worthwhile to put their savings into banksaccumulation of foreign exchange reserves by the central
(because of positive real interest rates). Consequentlpank. In 1997 Romania, for the first time, received
bank deposits grew rapidly. The psychological-cum-substantial autonomous capital inflows, which tested the
savings reorientation factors were no longer strong in theterilization capacity of the central bank. These flows
second period, and the sharp rise in interest rates (later subsided as policy ran into an impasse.

1997) could not be accompanied by remonetization.
Policy B, as a matter of fact, involved a major credit
crunch.

An apparent puzzle comes out of comparing the two
programmes. In the period 1994-1996 the trade and
current account deficits rose in the wake of the expanding

It should also be emphasized that the process agconomy. With the very severe compression of domestic
remonetization came to a halt in the second half of 199@&bsorption in 1997 and 1998 an improvement in the
which created a major constraint for policy in 1997. Thecurrent account deficit might have been expected. There
increase in the velocity of money forced policy makers tavas a slight reduction of the deficit in 1997 (as against
consider a much tighter monetary policy. The issue at996), but it started to grow again in 1998. The fact is
stake was how much tighter it should be. that, after a fall in GDP of more than 13 per cent in just
two years, the current account deficit remained in the

| hooti fthe | hich ified inflati vicinity of 7 per cent of GDP. The immediate
arge overshooling ot the feu, which magnified infiation explanation is that this was due to the real appreciation of
and the decline of money balances in real terms. Polic

. . the exchange rate (see chart 3.7.1) and the lax incomes
A included multiple exchange rates and controls on ke)bolicy in 1998

prices such as energy.

Policy B involved exchange rate unification via a

. ) ) i , Whether the fall in output could have been smaller,
_Policy B involved a major fiscal adjustment, or even avoided, in 1997 can only be a matter for
including a large reduction in explicit and implicit specylation. It is clear nonetheless that, owing to very
subsidies, which affected certain sectors more heawlylght credit conditions, a continuation of growth was

than others. hardly possible and this is why the programme

Policy B used as a nominal anchor base monegnticipated a decline of 2 per cent in GDP. One policy
(which actually recovered its 1996 December level in théSSue for analysis is the appropriateness of the nominal
second quarter of 1997), whereas policy A was quité@duction of base money in the first quarter of 1997,
eclectic, relying on both the control of the money Suppantead, for instance, of keeping MO fixed for a while.

and a certain degree of stability in the exchangé“fate 1he reasons for the reduction — a rising velocity of money
during the phase of intense remonetization. and the desire to mitigate the size of the correction in the

price level — are plausible but not indisputable. In

Macroeconomic imbalances persisted, or everaddition, the appropriateness of moving at the same time
developed, over the 1994-1996 period. Arrears rose ten two tracks, the cut in MO and floating the exchange
over 34 per cent of GDP in 1996 (from an average of 22rate, can be questioned. It is possible to conceive of a
23 per cent in previous years), which was increasinglgequence of moves so that the floating of the exchange
worrisome since, as the economy had been growingate would have followed the correction of the
restructuring should have been encouraged. A factor hefgflationary surge that had been set off by the too rapid
is that policy makers ignored the need for a restructuringxpansion of base money in late 1996. There might also
policy, an industrial policy conceived as a damagehave been a closer and more critical look at the size of
control device®™ The growth of arrears indicated the tariff reductions proposed for agriculture. The conclusion
unsound basis of economic growth. The rising tradgs that policy makers underestimated the scale and extent
deficits in 1995 and 1996 were financed by substantiabf supply rigidities in the economy.
accommodating or compensatory capital inflows, which . .
created a dangerous situation for the following years,  AS for the 1994-1995 programme, it should again
With the benefit of hindsight, one can imagine various®® €mphasized that the slow pace of privatization and

scenarios against the backdrop of the world financiaf€Structuring damaged its effectiveness. A faster rate of
crisis. privatization, and consequently more capital inflows,

especially of FDI, could have changed significantly the
structure of the economy. Even if the then government
had not allowed the official exchange rate to float, a dual
system — a commercial rate with rationing, and a free rate
2%% The plural “exchange rates” is emphasized since a de facto quasfor financial transactions — could have created an exit
unification of the rates occurred during 1994. The relative stability of theyyindow for potential foreign investors in the local equity
rates helped the stabilization effort at that time. market. The government might have also used the
248 such an industrial policy, seen as managing the gradual phasindavourable circumstances of an expanding economy to

out of chronically inefficient companies, was advocated already in thedeal with the Iarge Ioss-making units. The failure to do
early 1990s. D. Daianu, “Transformation and the legacy of '

backwardness'Economies et Sociétdso. 44, May 1992, pp. 181-206. SO represents a missed opportunity.
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(g9) What next? the latter under tremendous strain since resource
eallocation cannot take place quickly enough and without
. i . riction. One effect of this strain are massive
threats and poI|c7y challenges: the r'SI.( of an externg terenterprise arrears, which appear aslisgenerisand
payments defauft,’ the danger of a banking crisis owing | yintended financial innovation and create a structural trap

to thefstﬁalt;z of bad Io:;]ms in the banklnfgtﬁystemt alng tr?r stabilization policy>? Strain is also intensified by the
Slz€ ol the foreign exchange reserves ol the central ban isorganization in the system which results from the

which were less than base money and insufficient to Steffl i tional hiatus during the process of regime change.
a run on the banké€? and a possible financial crisis as a

result of persistently high real interest rates and the  The magnitude of the required resource reallocation
consequences of a further bail-out of Bancorex (abougan seriously qualify the attempt to pursue a low inflation
$400 million in December 1998). Other importantrate in the short rur particularly if the lack of capital

constraints on policy are social and policy fatigi@nd  markets, the presence of large and growing budget
an increasingly unfavourable external environment. deficits, low savings rates, and meagre foreign capital

In February 1999 the parliament approved a budgé'pﬂows and external aid are taken into account. In a
that envisages a deficit of 2 per cent of GDP and whiclsystem subject to substantial strain there are strong forces

relies on a rise in taxation and further cuts in expendfture. that create a high propensity to generate inflation as a way

The big unknown in the whole picture, however, is the reaPf diffusing tension by spreading out, or putting off, the
quasi-fiscal deficit in the economy which is hidden byCoSts of adjustment. Theflation tax andnegative real
pterest ratesare implicit subsidies for those that are

arrears and the accumulation of bad loans to enterprise ; : . "
What happened with Bancorex and Banca Agricola is aHnable to make ends meet financially in a competitive
illustration of the result of years of weak restructuring,€nVironment. Inefficient enterprises develop a vested

which shows up in the balance sheets of the Barded, interest in raising prices at a faster pace than the increase

ultimately, in the consolidated budget deficit when thell COStS (wages), and, in addition, tend to form strong
“day of reckoning” cannot be postponed any longer. lobbies to obtain cheap credit. Their endeavours are made

_ _ easier since markets tend to be heavily monopolized, the
In the short run, in order to avoid default on externalcontrol of money supply is shaky for both technical and
payments, it is essential for the government to reach apolitical reasons, and a fixed exchange fads an anchor

agreement with the IMF and the World Bank. Thegng source of market disciplineis virtually a practical
difficulties of concluding such agreements stem from th‘?mpossibility.

requirements of further drastic cuts in the consolidated

budget deficit and of finding resources to finance Analysts have frequently highlighted the relatively
substantial lays-offs in a year when GDP is expected tdghter financial discipline in countries such as the Czech
fall again. As already mentioned, a very critical Republic, Hungary and Poland (table 3.2.6), as compared
challenge for policy is to avert a banking crisis. Over thayith Romania, the Russian Federation or Ukraine.
longer term, the government needs to design a strategyonetheless, the pernicious effects of arrears are a
which will help the export-orientation of the economy, problem for policy makers in all the transition economies.
lead to better management of the external debt, and credteis noteworthy that even where macrostabilization has

In early 1999 Romania faces three major interlinke

conditions for sustainable economic growth. been seen as comparatively successfas in the Czech
_ Republic where the underlying inflation rate was already
(h) Concluding remarks below 10 per cent in the early 1999sarrears remained

If it is accepted that a command system allocate&eSilient and were a warning of substansiaain in the
resources inefficiently because of the impossibility ofSyStent=> But the question remains: why have the first
economic calculation, the implication is that the freeingthree countries fared better in this respect? It is suggested

of prices and the functional opening of the economy pufleré that the answer can be pursued by looking at the
structureof these economiég’ their ability to export to

247 Despite a moderate level of external debt (which does not exceed

30 per cent of GDP), it has nevertheless been increasing rapidly. 252 D. Daianu, Inter-Enterprise Arrears in a Post-Command

Questions, however, can be raised about the management of the eXte”@onom : :
. c - y. Thoughts from a Romanian PerspectM& Working Paper
debt, with a peak payment approaching $3 billion in 1999. WP/94/54 (Washington, D.C.), September 1994. For the history of

248 At the start of 1998 the $500 limit to the purchase of hard currency@fféars in Romania see also E. Clifton and M. Khan, “Inter-enterprise

by individuals was lifted. This measure may increase the risk of a run ofTears in transforming economies. The case of Romania”, BUif
the banking system. Papers Vol. 40, No. 3 (Washington, D.C.), 1993, pp. 680-696.

253 . « ;
249 The result of an austerity policy underway for two years in which In the Czech Republic it was noted that, “Many companies are
GDP has fallen by more than 13 per cent. locked in a circle of bad debt caused by unpaid bills from customers ...

250 Officials fear that many other companies could be affected if major

Particularly worrisome are the low shares in the state budget ofompanies are allowed to go bankrupt”. P. Blum, “Czechs set to act on
expenditure on education and healthcare, and the plunging share of capitahnkruptcy” Financial Times17 February 1993, p. 2.

expenditure (especially on infrastructure). 254

051 A World Bank study shows the median nhumber of employees in a

Non-performing loans were 57 per cent of total outstanding loanssample of firms in Romania to be 1,327, whereas in other countries it was
at the end of 1997. very low: Slovenia, 213; Poland, 820; Hungary, 241; Bulgaria, 291.
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TABLE 3.2.6 Otherwise, high real interest rates will maintain intense
Government revenues in selected east European economies, _straln _”_1 the s_ystem a_nd make it pror_le to macrpecpnomlc
1990-1996 instability. High real interest rates will also maintain the
(Per cent of GDP) fragility of banks, particularly of domestic orés.
1990 1991 1992 1993 1994 1995 1996 The situation of potentially viable enterprises, but

which are burdened with heavy debts, should be dealt

ROMANA ... 97 419 374 389 321 319 296 with more carefully and creatively. It should be kept in
Albania 315 235 256 245 240 - mind that many companies are heavily in debt because
Bulgaria ....... 9 404 384 372 399 362 336 they were undercapitalized (without working capital) by
Czech Republic .... .. . 482 505 494 484 . desi d by choi h £ fi .
HUNgary ............. 521 509 500 507 496 466 458 esign, and not by choice, as was the case of firms In
Poland 424 439 476 472 472 457 South-East Asia. The fact is that tight monetary
Slovakia ................ . . 461 442 463 468 . conditions and high real interest rates can kill even

potentially viable companies. One way of reducing this
risk would be to distinguish between past and current
payments. On past debts the interest rate applied should

be slightly above an average inflation rate whereas current

western markets and to attract foreign investment, thelforest rates should concern only current payniénts.
size, and their economic policies. Furthermetejcture
E\

Source: Country authorities and IMF estimates.

- . omething along this line could mitigate the plight of

is influenced by whether or not there was a history o any potentially sound companies.

partial reforms (that, in some cases, brought about sever

of the ingredients of a market environment), the degree of  There is much need for foreign capital to act as a
concentration of industry, and the prior existence of gowerful influence for modernization and restructuring.

private sector. Policy credibilty can be singled out as a The more this capital is committed long term, the easier it
major explanatory factor, but credibility itself depends onwill be for post-communist economies such as Romania to
how much structural adjustment can be brought about bweather the inherent risks of a market environment.
that policy over a stated period; and tagacity to adjust  Policy makers, however, need to be aware that the
is influenced by the initiatructure and the scale of competition for capital is intensified by the effects of the

resource misallocatiothat it contains. redistribution of economic power in the world. The nature

- , ., of capital inflows needs to change. Currently, most of
- h.c .'t is accepted that t_he roots of financial them are of an accommodating nature, a result of the
indiscipline are to be sought istructure — however  eyisting pattern of production and consumption in the

mul_tifaceted— and _thestrain to yvhic_h the economy is Romanian economy, rather than a force for structural
subjected, the obvious conclusion is that bstthicture  change.

and strain have to be targeted by policy. Dealing with

structure includes a focus on both property rights and Romania’s experience emphasizes once again the
corporategovernance Also attention must be paid to the principle and problems of continuity, thadtura non facit
development of appropriate and effective marketsaltum, that making institutions function properly takes
institutions and to finding ways to erode the existingtime, and that there is a grip stfucture— the product of
economic power structure and to change enterprisgistory — that is hard to loosen. It would be naive to
behaviour. Strain,which reflects the scale of the required assume that the institutions of the post-communist
resource reallocation, should be approached by startingconomies can quickly and easily perform according to
with the simple truth that structural adjustment is alwayshe various role models of western Europe or North
difficult even in an advanced market-based economy angimerica; they need time to develop in order to perform
even when reform is credibié. effectively. Realism is needed not only in designing

The structure of the economy has to be tacklecPOI'C'eS' but also in making balanced judgements as to

firmly and industrial restructuring must be enhanced by dvc\;uztnc;c;(rgftltutes good performance” and *what is to be

privatization and supported by capital inflows: both must

take place if real interest rates are to fall significantly. A crucial lesson is that institutions in the making are
fragile, and that their verfragility makes the economic
system more vulnerable to both internal and external
shocks. This institutional fragility magnifies tegain in

255 Defining policy credibility in post-command economies needs
qualification since, with the exception of Hungary and Poland, there is no
history of stabilization attempts. Without such a history agents react
according to entrenched behavioural patterns, and not on the basis of what
they have learned about past policy intentions and their possible reversal. 7 This is because foreign banks will cater less to the needs of
Certainly, when widespread bail-outs represent a reversal of a majdRomanian companies and will be less dependent on the vagaries of the
policy goal, stabilization history starts on the wrong foot and policy local environment.
credibility is impaired from the very beginning. 258

056 Martin Feldstein has proposed something similar for Asian

M. Bruno, “Stabilization and reform in eastern Europe: a companies hurt by the high real interest rates resulting from austerity
preliminary evaluation”, IMF Staff PapersVol. 39, No. 4, (Washington, measures. M. Feldstein, “All is not lost for the womall Street
D.C.), December 1992, p. 753. Journal 4 June 1998.



The Transition Economies 81

TABLE 3.2.7
Levels of strain in labour market adjustment
(Percentages)
Czech United
Romania Hungary Poland Republic Slovakia Slovenia  France Kingdom

1990 1995 1992 1995 1992 1995 1991 1995 1991 1995 1993 1995 1992 1994

Relative wages (average monthly earnings=100)

Agriculture and forestry ...........ccocoueeneinees 1042 816 689 768 823 906 972 842 997 817 1053 955 725 779
INAUSTY oo 98.6 107.6 99.0 1040 987 108.9 1045 99.2 1014 1043 849 850 1111 1165
CONSHIUCHION ..o 1109 1064 902 844 1061 925 1062 108.0 1024 1048 83.0 825 986 109.2

Trade, hotel and restaurant ............ccceevenee 86.1 782 970 90.0 90.3 889 858 882 893 940 1022 99.8 90.9 69.9
Transport, COMMUNICAIONS ..........c.vverennes 1085 121.0 1058 106.5 1021 101.2 1021 100.7 102.1 1084 115.0 1109 1054 1446
Financial, banking and insurance, real

estate and other Services ...........covevenne. 109.3 126.8 144.7 1374 1477 1373 999 130.7 1039 1314 1438 1246 1280 136.8

Education, health and social assistance ... 965 853 935 865 869 817 932 912 976 872 1118 109.6 75.8 53.0
Public administration and defence, other

Dranches ... . 886 1180 111.3 1157 1089 885 1038 1034 1025 1278 1327 910 936
Index of “strain” on prices .. . 98 241 197 183 170 211 191 238 172 339 331 117
Excluding agriculture ...........coccoevnmvrecene. . 129 260 213 229 181 212 200 240 186 345 348 120
Employment shares (per cent)
Agriculture and forestry ........cocoeonmiviniins 290 344 114 81 255 226 121 66 158 92 107 104 5.2 2.0
INUSETY oo 369 286 302 271 252 259 410 332 359 303 387 380 206 202
Construction . 6. 5.0 5.4 6.0 6.6 6.1 5.7 9.2 8.2 8.6 5.4 5.1 7.2 6.4
Trade, hotel and restaurant .............c.c..ce.. 69 104 148 159 107 136 78 157 81 131 146 154 174 208
Transport, communications ................ce..e.. 7.0 5.9 8.6 8.8 55 58 9.0 1.7 55 7.8 6.5 5.9 5.8 5.8
Financial, banking and insurance, real
estate and other SErvices ..........covneveen. 39 42 5.2 5.9 13 2.0 5.4 6.7 5.4 5.8 4.6 6.1 108 125

Education, health and social assistance .... 6.7 81 136 156 131 133 138 121 165 145 102 114 6.9 145

Public administration and defence, other

BIANCNES ... 3.1 34 106 125 121 107 5.1 8.8 46 107 9.2 7.6 26.2 17.9

Index of “strain” on quantities .................... 914 766 476 372 604 567 681 471 687 459 622 56.7 13.8
Excluding agriculture 575 415 337 46.0 424 631 444 634 432 529 483 21.8

Indicator of total “strain” 772 533 421 631 592 713 508 726 490 709 656 18.1
Excluding agriculture 590 490 399 514 461 666 487 678 470 632 595 24.9

Source: OECD, Centre for Cooperation with Non-members (CCNM); OECD Economic Surveys 1997-1998, Romania (Paris), 1998, p. 171; D. Daianu, The Changing
Mix of Disequilibria during Transition: A Romanian Background, IMF Working Paper WP/94/73 (Washington, D.C.), 1994 and D. Daianu, “An economic explanation of
strain”, in J. Bachaus (ed.), Issues in Transformation Theory (Marburg, Metropolis, 1997).

the system caused by the resource misallocation inheritedpidly in the second half of the year but the average
from the command economy. The time constraint isncrease in GDP remained relatively high (around 4v4 per
increasingly short for the Romanian economy and societygent), although below the 7.6 per cent in 1997. GDP
but time (and breathing space) is precisely what policygrowth in eastern Europe as a whole (some 2 per cent)
makers need after years of indecisiveness in dealing witivas lower than in 1997 (2.8 per cent); but within this

a complicated and burdensome legacy, a legacy which aggregate, output in central Europe increased by 3.6 per
indicated by the intensity of the foreign exchangecent, while it actually declined by almost 2 per cent in

constraint and the persistence of soft budget constraingouth-eastern Europe. In all parts of the region, the

throughout the economy. deterioration of performance occurred in the second half
of 1998; in the first half, GDP was growing more or less
3.3 Output and demand at the same rates as in 1997.

() Output Eerform_ance ir_1 the t_ransition economies _in 1998
remained highly differentiated across countries and

Output performance in the ECE transition subregions. While the shrinking of external demand had
economies as a whole deteriorated in 1998: aggregagtrong negative repercussions on economic activity across
GDP fell by over 0.5 per cent from its previous year'sthe board, the central European countries managed to a
level, a considerable slide from the 2 per cent growtHarge extent to shield their economies from contagion and
achieved in 1997. Output performance worsened most ifinancial turmoil. However, for a large number of
the Commonwealth of Independent States where after taansition economies, the external demand shock was
modest 1.1 per cent rise in 1997, aggregate GDP declineanplified by the deepening of internal problems and this
by 2%, per cent in 1998, mostly as a result of the Russiamndoubtedly reinforced the negative trends in these
crisis. Economic growth in the Baltic states deceleratedountries.
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(a) Central Europe half of 1998: in the fourth quarter, GDP growth slowed to
] ] _ some 3 per cent. At the moment of writing tBisrvey

With the notable exception of the Czech Republicthe future direction of Polish output in 1999 was not at all
the central European transition economies as well as tr@ear,m moreover, the available data were not sufficient
three Baltic states experienced a period of rapid growth ify assess the extent to which individual sectors were
the 18 months ending in mid-1998. It was underpinnegfected by the weakening of industrial outfsti.
by relatively successful macroeconomic stabiIization,,A\pparenﬂy there was no negative impact on the
progress in structural reforms and booming exportsgonstryuction sector where gross output continued to grow
especially to western Europe. However, with thegg double-digit rates in 1998 (table 3.3.6). However,
escalation of negative external developments, this trenghost of the uncertainties at the beginning of 1999 pointed
was reversed towards the middle of 1998 and as a resy§ 5 considerable increase of the downside risks and thus
the course of output in the two halves of the year wag, yising probability of a further deceleration in gro#th.
quite different. Thus although the average annual figureg), the other hand, the continuing large inflow of foreign
for economic performance in 1998 look quite favourable girect investment to Polaffd suggests that foreign

economic growth was obviously losing its previousinyestors still judge the medium-term prospects for
vigour in the course of the year and there will have to bggand as quite favourable.

an adjustment to more moderate rates of growth in 1999. _
Compared with the other central and east European

After several years of robust growth, some slowingeconomies, Hungary passed through the 1998 turbulence
down had been expected in Poland in 1998 as in the finghther successfully and so far has incurred the least
months of 1997 there had been fears of overheating dLuamage from the worsening external environment. In
to the rapid growth of private spending and a rising1998 the Hungarian economy grew at a steady and even
current account deficit. Thus te&-antepolicy stance in  pace (quarterly GDP growth was in the range of 4.5-5.5
1998 implied a moderate degree of monetary and fiscgler cent) throughout the whole year (table 3.3.1)
restraint which targeted domestic demand on the&inderpinned by sound fundamentals and a balanced
assumption, however, that external conditions woultmacroeconomic policy mix. While booming exports
remain favourable. The moderation in the pace otontinued to be a major factor, an upsurge in domestic
activity in the second half of 1997 and during the firstdemand also contributed to the robust performance of the
half of 1998 followed this pattern of orderly adjustmentHungarian economy in 1998 (table 3.3.7).

towards the desired balance between growth and stability.
g y The principal driving force behind the Hungarian

However, the external conditions in 1998 turned outupturn in 1997 and 1998 has been the revival of the
to be much more unfavourable than expected. Actuallynanufacturing sector. In both years gross manufacturing
Poland was hit by the weakening global demand fooutput grew at double-digit rates (table 3.3.4): it has been
commodities and intermediate goods already in the secorgtowing without interruption since 1993 (despite the
quarter of the year; Russian import demand (especially theneven performance in other sectors of the economy) and
“shuttle” trade) had also started to shrink at the same timénacreased by more than 62 per cent over the period 1993-
With the escalation of the Russian crisis in August, Polisi998?°° Hungarian manufacturing benefited from a
exports suffered a further blow; as suggested by thenassive inflow of foreign direct investment which, in
estimates of potential losses from the Russian crisis (table
3.6.5), Poland appears to have incurred the largest absolute
export loss among the central European exporters. At the
same time, as discussed in section 3.2, policy was slow {0 According to preliminary data industrial output was continuing to

’ o . Fall in January 1999.

respond to these unfavourable developments; apart from260

the lag in the appreciation of the problem, policy makers _t_DeSp“e the no(fgbl'e progress in S}atriftic)a' practices, Ofl"y a_feWI
. - ransition economies (Folan e|ng one o them report quartery nationa

Fjo not appear to have_ ha_d at .thell‘ dISpOS&l the necessé ounts. Due to the lags in reporting, only data for the first three

instruments to cope with it efficiently. Thus despite theguarters of 1998 were available at the time of writing (table 3.3.2). Thus

gradual easing of monetary policy in the second half of théhe available data do not reflect, for the most part, the impact of the

year, monetary austerity de facto lasted for too long ang;anges that occurred (as in the case of Poland) in the last quarter of the

. ar.
turned out to be harsher than intended. o6

Consequently, it appears increasingly unlikely that the 5.1 per cent

The worst affected sector of the Polish econom)ﬁgs':e%fion"";ggﬁjgft)i\'l‘v‘;?[)lggii ;g the 1999 budget (which was finally
was industry (table 3.3.1 and chart 3.3.1); the growth of > y '
industrial output rapidly decelerated in the course of 1998 "~ In 1998 Poland became the leading destination among the

: : : ansition economies for foreign direct investment which (in terms of
and in the last quarter of the year It turned negative ('1'5ommitments) amounted to some $9 billion. As stated by Economy

per cent, y_ear—on—_year). In fact, this was the first timewinister J. Steinhoff, “Direct investment amounted to $1 million an hour
that Polish industrial output had fallen since 1992; duringast year", as reported bigeuters News Servic@8 January 1998. A

; ; ; ; ; imilar or higher inflow of FDI is expected in 1999. In terms of capital
this penod manUfaCtunng was the main engine 01ﬁows recorded in the balance of payments, the inflow of FDI in 1998 was

economic recovery in Poland. somewnhat lower (table 3.7.4).

As a result, the growth of GDP also decelerated 23 Among the ECE transition economies, only Polish gross
! anufacturing output increased more (by some 85 per cent) over this

rapidly and much more than expected during the Secor;azriod. UN/ECE secretariat calculations, based on national statistics.
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TABLE 3.3.1

GDP and industrial output in the ECE transition economies, 1997-1998
(Percentage change over the same period of the preceding year)

GDP Industrial output
1998 1998
1997 Jan.-Mar. Jan.-Jun. Jan.-Sept. Jan.-Dec. 1997 Jan.-Mar. Jan.-Jun. Jan.-Sept. Jan.-Dec.
Eastern EUrOpe ......ccooovvvevvicinnnee 2.8 . . . 2 5.6 6.1 4.4 3.4 14
ALDANIA .. -7 . . . 8* -5.6 -12.4 -1.3 9.3 10*
Bosnia and Herzegovina ............... . . . . . 35.7 14.2 21.1 25.4 238
Bulgaria .......coeeevvrniereenns . -6.9 18.9 11.9 43 3 -10.2 6.2 0.7 -6.7 9.4
Croatia ............. 6.5 33 32 33 3 6.8 6.4 5.8 6.8 37
Czech Republic .... .10 -0.9 -1.7 2.1 2.7 45 8.4 6.7 5.0 1.6
Hungary ......c....... . 46 45 48 51 5 111 13.6 13.6 13.6 12.6
Poland ...... .69 6.4 5.8 55 48 115 11.0 8.4 7.0 4.7
ROMANIA ... 6.9 9.4 -5.2 5.7 7.3 -1.2 -21.9 -19.2 -17.3 -17.0
SIOVAKIA ..o 6.5 6.2 6.2 5.8 44 17 47 5.3 6.4 4.6
SIOVENIA ..o 4.6 6.4 4.6 44 4 1.0 9.8 42 45 37
The former Yugoslav
Republic of Macedonia 15 . . . 29 16 8.3 9.6 7.9 45
Yugoslavia ........cccocevevvinineniis 74 . . . 2.6 9.5 15.9 12.3 7.0 36
Baltic States .......c.cocvervenercerennen. 7.6 . . . 4y, 94 11.6 9.5 72 3.6
Estonia ......... . . 9.3 74 5.4 4.2 13.4 11.4 79 4.0 0.8
Latvia ...... . . 7.6 6.4 49 4* 13.8 14.7 11.2 7.0 2.0
Lithuania 47 7.3 5.7 45 33 8.9 9.2 9.6 7.0
CIS o . . . 2% 26 3.0 18 -1.2 2.3
Armenia . 6.4 6.7 6.9 7.2 0.9 43 32 0.6 25
Azerbaijan .... . 58 8.2 9.1 8.5 10.0 0.3 0.2 0.7 11 22
Belarus ......... . 114 13.0 125 10.0 8.3 18.8 14.6 135 10.8 11.0
Georgia ........ . 113 11.2 8.9 7.3 29 8.2 -3.2 0.8 -12 2.7
Kazakhstan .. .17 1.9 17 - 2.5 4.0 38 11 -1.2 2.1
KYrgyzstan ........cccovneinininns 9.9 11.5 5.0 14 18 50.4 52.1 235 9.7 4.6
Republic of Moldova ..........cccevnee. 1.6 4.2 4.7 4.7 -8.6 - 3.4 2.3 5.7 -11.0
Russian Federation ... 0.8 - -0.9 -3.3 -4.6 2.0 13 01 -39 5.2
Tajikistan .........coc...e. 17 13 2.6 6.5 5.3 2.0 9.5 12,5 8.7 8.1
Turkmenistan ... . -114 -8.0 3.0 44 5.0 -32.3 -11.0 -5.0 20 0.2
Ukraine ............. . =32 0.2 0.2 0.5 -17 -0.3 17 0.7 0.3 -15
Uzbekistan ... 5.2 33 4.0 44 44 41 43 55 6.1 5.8
Total above ... 2.0 . . . A 38 43 29 0.6 0.9
Memorandum items:
CETE-S i 55 . . . 36 9.4 10.5 8.3 7.2 5.0
SETE-7 . . . . . -1.9 -39 -6.7 1.2 8.1 9.2
Former GDR .......cccoevvinireireiiiis 17 36 17 17 2.0 5.8 . . . 75

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat (IMF and World Bank data for
Albania).

Note: Industrial output figures for 1998 in table 3.3.1 are based on monthly data. Because of differences in coverage, the cumulative monthly figures for 1998 as a
whole differ slightly from the reported annual figures for some countries; where this is the case, the annual figures have been used. On regional aggregates see the note
to table 3.1.1.

turn, was encouraged by deliberate policy effftsThe  (and mostly that directed towards exports) is channelled
upsurge of manufacturing output in the last two yearghrough the distribution networks of these multinationals
also partly reflected the expansion of aggregateither for further processing or as final sales. These flows
production capacity as a number of new engineering responsible for a considerable and increasing proportion
plants started operation in this period. of the fast growing Hungarian exports — have two
) important characteristics. In terms of composition, these
What makes Hungary somewnhat different from otherare products of relatively high degree of processing (even
transition economies is the fact that many of the new (0fy the case of intermediate products) and thus are less
restructured) manufacturing facilities are operating withingypject to the price and demand volatility that characterize
the international framework of the multinational the markets for primary commodities and products with a
companies that own them. A large share of their outpybw degree of processing. In terms of marketing, being
part of the multinational distribution channels and with
deliveries mostly based on long-term contracts, these
exports are less subject to demand fluctuations than

Hungary opted for aggressive privatization sales to foreign roducts marketed through the local firms' own
investors already in the early phases of transition; at the same tim

attractive conditions were offered to prospective greenfield investors. istribution channels.

264
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CHART 3.3.1

Gross industrial output in selected transition economies, 1995-1998
(Year on year percentage changes)

I Quarterly output 12-month output
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CHART 3.3.1 (concluded)

Gross industrial output in selected transition economies, 1995-1998
(Year on year percentage changes)

I Quarterly output 12-month output
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Source: National statistics and direct communications from national statistical offices to UN/ECE secretariat.
Note: The coverage of industrial output in the monthly statistics may differ from the coverage in the annual data.
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TABLE 3.3.2

Share of major sectors in GDP @ in eastern Europe and the Baltic states, 1993-1998
(Per cent of GDP, at current prices)

1993 1994 1995 1996 1997 1998 ° 1993 1994 1995 1996 1997 1998 P
Albania Romania
AGICURUIE vvvovervrrerererereenenne 546 546 546 52.8 . . AGHCUIUTE oo 216 206 207 201 197 176
INAUSTY oo 139 125 117 125 . . Industry ....... . 349 376 345 348 386 350
Construction ... e 9.1 96 103 114 . . Construction ............ . 54 6.8 6.9 6.8 57 5.7
Wholesale and retail trade ........ . . . . . . Wholesale and retail trade ........ 10.6 85 110 122 108 -
Transport and communication ... .. . . . . . Transport and communication ... 104 91 81 94 110
Financial services, real estate ... . . . . . . Financial services, real estate ... 8.6 8.2 8.8 7.0 7.4 .
Other services® ..., 225 232 234 233 . . Other SErViCes .......ccoeererrernn. 8.6 9.2 9.9 9.7 6.9 14.7°
Bosnia and Herzegovina Slovakia
AGHCUUIE .o . . 250 207 183 . AQHCURUIe ..o 49 69 60 55 51 52
INAUSETY oo .. . 244 215 217 .. INAUSEY ©oovvvoreeriscrisiesiesinens 320 251 346 320 296 269
COoNSIUCtioN ......cccveveverrereirnen. . . 3.0 43 6.1 . COoNStIUCHON ...covvvvciiveiiieines 4.9 4.7 4.9 5.0 55 5.7
Wholesale and retail trade ........ . . . . . . Wholesale and retail trade ........ 217 . 193 237 229 253
Transport and communication ... .. . . . . . Transport and communication... 84 89 90 89 85 83
Financial services, real estate ... . . . . . . Financial services, real estate ... 14.2 . 130 120 151 161
Other Services® .........couuvvmmrnnnn. . . 476 535 539 . Other SeIViCes ........ooevvvrevrnnn. 139 544 132 129 132 125
Bulgaria Slovenia
AGICURUIE vvvevvrerrererirereenenne 106 123 139 154 262 20.0 AGHCUIUTE oo 51 45 45 44 42
Industry . 270 285 259 267 26.8 Industry . 347 326 320 318
Construction 5.8 51 5.2 43 2.8 35 Construction 4.7 4.7 5.0 5.6 5.6
Wholesale and retail trade ........ . . . 118 9.6 . Wholesale and retail trade ........ 140 148 150 146 145
Transport and communication ... .. . . 73 74 . Transport and communication... 78 75 7.7 76 80
Financial services, real estate ... . . . 267 183 . Financial services, real estate ... 14.6 14.6 157 16.0 15.6
Other SErViCes ........ccommrvenrrennrns 54.4° 556° 525° 86 9.1 497° Other SerViCes ......c...couvvverrenrenn. 205 192 195 198 203
Croatia The former Yugoslav Republic of Macedonia
AGHCUUIE .o 133 112 104 100 93 . AQHCURUre ..o . 106 128 131 137
INAUSETY oo 29.7 274 231 256 259 .. INAUSEY ©oovvvoreerecrisies e . 189 222 224 224
Construction 4.8 51 59 6.6 7.1 . Construction . . 4.9 5.4 5.7 5.2
Wholesale and retail trade ........ . . . 152 156 . Wholesale and retail trade ........ 116 144 168 173 183
Transport and communication ... .. . . 88 87 . Transport and communication... 70 58 69 68 68
Financial services, real estate ... . . . 147 140 . Financial services, real estate ... 20.5 26.0 122 105 10.1
Other SErVices ..........cocveevernnns 523 563 605 19.1 195 . Other SerVices ........oocovvvrerrnnn. 201 194 237 241 236
Czech Republic Estonia
AGICURUIE oo 52 44 46 . . . AGHCUIUTE oo 110 103 79 75 71 64
INAUSETY oo 325 321 332 . . . INAUSEY oo 245 241 231 222 221 209
CONSLUCHON ..o 7.1 7.6 8.1 . . . CONSErUCON ..o, 6.6 6.4 59 5.8 55 6.3
Wholesale and retail trade ........ 145 162 149 . . . Wholesale and retail trade ........ 183 166 176 184 191 197
Transport and communication... 7.7 72 7.7 . . . Transport and communication ... 124 116 105 108 118 143
Financial services, real estate ... 20.2 18.8 175 . . . Financial services, real estate ... 10.2 116 131 143 150 133
Other SErvices ........ccccveervevennnn. 128 138 140 . . . Other SerViCes ........ccveerveverenas 170 196 218 210 194 191
Hungary Latvia
AQHCURUIE oo, . 67 67 66 58 . AQHCURUIE ..o 118 95 108 90 74 71
Industry ...... 253 263 263 282 . Industry ....... . 308 254 281 264 256 240
Construction . 51 46 43 46 . Construction ............ . 43 59 51 47 50 46
Wholesale and retail trade ........ 133 126 133 133 133 . Wholesale and retail trade ........ 96 114 124 165 177 187
Transport and communication... 88 85 90 92 96 . Transport and communication ... 23.1 205 160 170 172 172
Financial services, real estate .. 17.8 19.7 19.6 211 19.6 . Financial services, real estate ... 7.8 12.1 9.9 9.0 8.1 7.1
Other Services ........coeververernnns 220 221 205 193 188 . Other SErViCes ......ccoeererernnnn. 127 153 177 175 190 213
Poland Lithuania
AGHCUIUIE .o 72 69 70 65 56 56 AQriCURUIe ..o 142 107 117 122 117 123
INAUSERY oo 357 311 319 303 295 296 Industry ........ . 342 270 261 258 252 225
Construction ... e 7.1 7.4 7.3 75 8.0 17 Construction ............ . 51 7.2 7.1 7.1 17 9.0
Wholesale and retail trade ........ 168 212 209 220 221 . Wholesale and retail trade ........ 153 189 193 184 182 175
Transport and communication... 66 74 66 65 65 . Transport and communication... 9.8 101 94 95 96 9.1
Financial services, realestate ... 69 93 9.2 98 112 . Financial services, real estate ... 11.5 11.7 105 105 9.6 10.7
Other SErViCes ........cocvververennnn. 197 167 171 175 171 57.1° Other SerViCeS .......ooovveveverrenns 99 144 158 165 180 188

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

Note: Data are presented in terms of the NACE/ISIC classifications. For Bosnia and Herzegovina, Croatia (for 1993-1995) and The former Yugoslav Republic of
Macedonia, the three countries not reporting in NACE/ISIC, industry includes mining, manufacturing and water management; wholesale and retail trade includes
trade, hotels and restaurants, tourism and crafts; financial services, real estate includes financial and other business services; other services include community
services, education and culture, health care and social welfare and public administration.

a Percentage shares of total value added.

b Ful year for Romania; January-September for other countries.

C  All services.
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TABLE 3.3.3
Share of major sectors in GDP 2 in the CIS economies, 1993-1998
(Per cent of GDP, at current prices)

1993 1994 1995 1996 1997 1998 1993 1994 1995 1996 1997 1998
Armenia Republic of Moldova
AGHCURUIE .o 50.8 435 4038 Agriculture .........ccocevnnnee 303 281 322 298 288 275
Industry . 291 243 Industry . 378 322 275 250 225 253
Construction 40 67 65 Construction 32 46 39 41 53 49
Wholesale and retail trade ........ 26 51 102 Wholesale and retail trade 91 93 97 98 99 100
Transport and communication... 59 42 43 Transport and communication... 43 64 57 61 70 83
Financial services, real estate ... 1.4 3.6 4.0 Financial services, real estate ... 5.9 7.0 6.1 9.6 95 108
Other Services ......coovuveriernns 12.8 79 9.8 Other Services ................ 95 123 150 156 170 132
Azerbaijan Russian Federation
Agriculture . 314 267 272 219 2138 Agriculture ... . 82 65 80 77 74 69
Industry ....... 198 29.0 284 271 239 Industry ........ . 344 328 307 298 285 281
Construction . 71 39 102 150 176 Construction ............ .19 9.1 8.8 8.2 7.8 7.1
Wholesale and retail trade ........ 39 39 52 59 6.0 6.1 Wholesale and retail trade 190 184 186 159 166 19.2
Transport and communication... 7.9 11.9 184 113 13.0 137 Transport and communication... 86 9.9 113 135 123 121
Financial services, realestate ... 7.1 55 2.8 11 1.1 01 Financial services, realestate ... 6.9 58 3.6 28 38 40
Other Services ........ccoververerenns 227 203 139 159 159 168 Other Services ................ 150 176 189 221 236 226
Belarus Tajikistan
AGHCUIUIE .o 168 139 170 157 145 . Agriculture .........cccconienee 222 215 380 380 386
INAUSTY oo 284 287 302 340 352 .. INAUSEIY ©oovvererrireeriiianns 347 248 333 281 281
Construction 1.7 5.7 5.9 5.4 6.4 . Construction . 11.7 18 2.8 3.0
Wholesale and retail trade ........ 11.0 152 115 103 101 . Wholesale and retail trade 6.1 154 56 169 154
Transport and communication ... 12.0 122 133 126 119 . Transport and communication ... 1.4 27 18 23 20
Financial services, realestate ... 9.1 82 52 34 33 . Financial services, real estate ... 52 125 82 46 53
Other SErVices ........c.coevvevrernns 150 160 169 186 185 . Other Services ............... 208 114 112 7.3 75
Georgia Turkmenistan
AGICURUIE vvvovervrrererererernenns 69.7 651 444 321 296 261 AQHCURUTE oo 192 329 169 131 210
INAUSETY ©ooverrvorereresreeressesnens 85 83 101 107 101 96 Industry ........ 49.0 387 553 56.6 346
Construction ... e 0.9 1.7 2.3 48 5.0 6.1 Construction ............ 12.0 6.9 6.1 108 118
Wholesale and retail trade ........ 7.6 84 276 230 231 229 Wholesale and retail trade 4.1 5.6 4.3 3.3 3.9
Transport and communication... 3.8 51 90 65 104 139 Transport and communication... 52 48 50 59 108
Financial services, real estate ... 2.6 25 0.2 . . . Financial services, real estate ... 1.7 2.3 14 1.9 2.9
Other Services ........ccoeeveveren 71 88 64 228 218 214 Other Services ............... 88 89 110 85 150
Kazakhstan Ukraine
AQHCUIUIE .o 164 152 128 127 119 . Agriculture .........ccocennenee 200 153 150 137 126
INAUSETY ©oovevcereeeeceeeeeesnens 286 297 244 221 223 . INAUSEIY oo 276 367 338 306 335
CONSLrUCHON ..o 8.3 9.8 6.7 4.6 44 . Construction .........cccevve 6.4 7.8 75 6.6 59
Wholesale and retail trade ........ 103 124 179 180 16.3 . Wholesale and retail trade 115 7.6 7.6 7.8 6.4
Transport and communication... 9.9 114 111 118 122 . Transport and communication ... 10.9 85 131 146 95
Financial services, real estate ... 6.3 0.9 1.4 1.2 1.2 . Financial services, real estate ... 9.5 7.8 3.2 2.9 .
Other Services ........coeververernns 20.2 206 257 296 317 Other Services ............... 141 163 198 239 322
Kyrgyzstan Uzbekistan
AGHCUIUIE ..o 40.0 399 431 494 442 431 Agriculture ..........cocevennee 299 36.2 314 256
INAUSELY oo 257 213 127 118 178 187 Industry ....... 240 179 191 203
CONSEIUCHON ..o 55 35 6.5 6.4 48 2.6 Construction ............ 9.6 7.6 7.9 9.4
Wholesale and retail trade ........ 79 105 120 112 113 123 Wholesale and retail trade 86 102 9.1 109
Transport and communication... 40 47 48 49 45 47 Transport and communication... 59 61 81 7.7
Financial services, real estate ... 5.8 53 43 11 1.9 2.0 Financial services, real estate ... 3.6 4.6 43 3.7
Other Services ........coeververernnns 11.0 148 166 151 155 165 Other Services ............... 185 175 201 224

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

Note: To compile sectoral statistics, CIS countries use national classifications which are modified versions of the former Soviet Union’s branch classification.
Although the figures in the table are presented according to NACE/ISIC categories, they are not fully comparable with those in table 3.3.2. Agriculture covers agriculture,
fishing, hunting and forestry; industry covers mining and quarrying, manufacturing, production of electricity, gas and water and their supply for production purposes;
wholesale and retail trade covers trade and catering, supplies and procurement, renting of machinery and equipment and trade-related intermediation services; financial
services and real estate cover banking, insurance and pension funding, real estate, information, computing and other business services; other services cover geology and
exploration, publishing houses, recycling, security, housing, community services (including electricity, gas and water supply to households), hotels, personal service
activities, health care, recreational, cultural and sporting activities, education, science and public administration. In some years non-reported sectors are included in “other

services”.

a Percentage share of total value added.
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However, the risk of a large overall exposure to acome?® Their persistence is largely due to the slow
single market exists for Hungary as well and the negativerogress in structural reforms (in turn, a result of the
impact of weakening west European demand began to lmbscure ownership structure after the rapid mass
felt towards the end of 1998. Thus while the rate ofprivatization), inefficiencies and gaps in the institutional
growth of industrial output still remained high in the fourth infrastructure, and the malfunctioning of important
quarter, it was considerably lower than in the first threamarkets which constitute the microeconomic foundations
quarters (chart 3.3.1). Also, it has to be borne in mind thasf the Czech crisi§€® It remains to be seen whether the
the high rates of growth in 1997-1998 partly reflect theproper policy responses can be found to resolve these
introduction of new production capacities; it is only naturalproblems and reverse the negative trends.
to expect that with the phasing out of this one-time effect 1o gjovak economy is in the process of going

the growth of manufacturing output will moderate. through a painful macroeconomic adjustment. In fact, the
In contrast to Hungary, the crisis in the Czechannual figures on Slovak growth in 1998 (GDP increased
economy — which initially was only associated with theby 4.4 per cent and gross industrial output by 4.6 per cent —
collapse of the exchange rate regime in May 1997 table 3.1.1), which followed several years of robust
deepened in 1998. It had been expected that after a meaggeovery, may be misleading insofar as they conceal the
1 per cent GDP growth in 1997, economic performancénagnitude of the required adjustment effort. For several
would accelerate in 1998. Indeed, there were somgears the Slovak government had followed a rather
positive signs at the beginning of the year: the 199hazardous policy of artificially boosting output through
depreciation of the exchange rate, together with théarge, publicly-financed infrastructural investment projects;
austerity measures including, in particular, a certain degre@ Iarge67shar<_a of the finance was raised by borrowing
of wage restraint, boosted Czech exports and as a resi@@road:’ While this policy did boost domestic output and
manufacturing output started to recover strongly in the laggn'Sured high rates of economic growth, it also gave rise to

quarter of 1997 and the first quarter of 1998 (chart 3.3.1). €scalating macroeconomic disequilibria, notably, large
current account and budget deficits and a snowballing of

However, during the second quarter of 1998 thistoreign debf®® At the same time very little progress was
trend was reversed and throughout the rest of the year thef@ade in structural reforms, particularly in restructuring
was a steady weakening of economic activity. The pace ¢fiefficient industrial firm<®

industrial output gradually decelerated and by the fourth
guarter had started to fall (chart 3.3.1). Constructioqalect

output also continued to fall in 1998, for a secondyger the September parliamentary elections; consequently,
consecutive year (table 3.3.6). The downturn becam@ere \was litle change in the pattern of performance.
especially pronounced in the fourth quarter of the year witltsoss industrial output grew strongly (chart 3.3.1) but this
quarterly GDP declining by 4.1 per cent (year-on-year) angyas mostly due to the expanding operations of the new
industrial output falling by 7 per cent. Volkswagen plant whereas other manufacturing branches
A number of factors — both on the supply and on thevere facing difficulties (table 3.3.4). However, the post-
demand side — were behind these developments. As all teéction period was marked by an abrupt reversal in
transition economies, the Czech Republic was severely Hgerformance. Already on 1 October the National Bank of
by the external demand shock. However, the Czecﬁloyakla was forcgd to abandon the _flxed exchange rate
economy in 1998 was a case where the combination ¢g9!me. Faced with large and growing macroeconomic
domestic and external factors amplified considerably thdnbalances, the new government announced its intention

negative trends and resulted in an output performance thi feduce _considerably its involvement in investment
was much worse than expected. projects. Together with the negative external impact, this

. _ decision triggered a considerable weakening of output in
On the domestic side, both factors that hadhe fourth quarter: industrial output declined by 0.1 per

contributed to the relative improvement in manufacturingcent (year-on-year), after growing by 8.6 per cent in the

performance lost momentum in 1998. Wage restrainthird quarter (chart 3.3.1).

turned out to be short-lived: real unit labour costs increased

again in 1998 (table 3.4.4) and this had a negative effect on

t.he competltlveness of C.ZGC.h exports. .The Sbetamlal 285 The 1999 budget was drafted on the assumption of 1.5 per cent GDP

tlght_enmg of monetary policy in 1998 causteder alia, &  growth, butin February the Czech Statistical Office reduced its 1999 growth

relative strengthening of the Czech koruna and this alsfrecast to -0.8 per cenReuters News Servicg February 1999.

had a negat[ve effect Or! competitiveness. In_ ad_dltlon, %6 The Czech crisis is analysed in more detail in UN/EE&Nnomic

monetary policy resulted in an unprecedented rise in re&urvey of Europe, 1998 No.fp. 75-82.

interest . rates_ . (chart 3.2.1) . which  further depressed 27 An estimated $3 billion, as reported Bguters News Servic&6

economic activity and domestic demand. In fact, all theseptember 1998.

components of domestic demand cor_ltracted in 1_998 28 previous issues of thBurveyhave questioned the sustainability of

(tables 3.3.10 and 3.3.12), a reflection of growingis policy and wamed of the imminent need for a major adjustment.

uncertainties about the future of the economy. UN/ECE, Economic Survey of Europe in 1996-1997 87; Economic
Survey of Europel998 No. 1p. 88 andl998 No. 3p. 53.

These negative developments — which are the ,q " i 1997 th  adobted a highl . i
. . . oreover, In € government adopted a nighly controversial
background to the current recession — are likely to contlnu&ogramme of “revitalizing” ailing enterprises, which implied the

to affect Czech economic performance for some time t@rovision of additional “soft credits” to these firms from public funds.

In 1998 policy came under the influence of the
oral cycle and no changes were made in policy until
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TABLE 3.3.4

Growth of industrial output by branch in eastern Europe and the Baltic states, 1997-1998
(Annual percentage change)

NACE codes C-E C D 15, 16 17-19 20-22 23-25 26 27,28 29-35 36, 37 E
Food, Textiles, Wood, Non- Basic Other  Electricity,
Mining beverages apparel paper metallic metals and Machinery — manu- gas,
Total and Manu- and and and Chemical mineral metal and facturing steam and

industry quarrying facturing tobacco  leather printing  industry  products  products equipment industries  water

Bosnia and Herzegovina

1997 ... .. 357 46.1 39.8 19.4 27.4 63.1 82.6 102.4 108.8 424 44.4 25.5

1998 ... 23.8 22.8 29.7 138 17.7 16.9 32.6 27.3 121.4 14.3 -1.0 13.6
Bulgaria

1997 ... .. -102 -102 -103 -181 -4.7 21.3 -16.1 2.9 12.4 -3.6 -26.4 5.9

1998 ..o 9.4 0.6 -12.1 " . . . . . . . 35
Croatia

1997 o 6.8 -0.3 39 -6.7 18 35.1 -1.8 -11.2 20.9 14.0 315 24.2

1998 ... 37 2.4 32 36 -0.8 8.6 -2.8 14.0 125 29 -7.2 8.7
Czech Republic

1997 o 45 -2.9 6.4 43 -6.2 105 2.8 8.2 4.1 17.7 4.6 2.7

1998 ..o 1.6 5.7 25 -0.4 -6.8 6.3 -1.8 11 4.4 13.1 10.7 -15
Hungary

1997 o 11.1 -8.5 14.8 -7.2 24 154 4.6 44 8.1 54.9 0.7 12

1998 ... 126  -18.2 16.2 0.8 10.6 5.4 32 12.6 2.8 41.4 24.1 0.4
Poland

1997 o 115 0.5 134 94 8.7 151 11.2 119 13.6 18.2 24.8 3.4

1998 ... 47  -132 6.5 6.7 2.4 124 -0.9 124 7.3 9.6 122 19
Romania

1997 oo 59 122 47 -16.1 9.3 -12.2 -16.1 -13.0 0.9 34 8.1 0.1

1998 ... -170  -139  -181 -1.0 -29.2 -34.5 -14.7 -16.8 9.5 -17.3 -43.4 -124
Slovakia

1997 o 2.0 7.3 2.6 -1.2 -15.2 14.2 0.2 2.0 6.3 9.2 6.9 -39

1998 ... 46  -111 6.1 3.0 -5.5 -2.0 9.3 20.8 -2.5 375 2.2 -5.8
Slovenia

1997 oo 1.0 18 0.2 -3.0 2.0 -17.1 6.6 4.8 3.7 -6.9 16.4 8.2%

1998 ..o 37 -0.4 39 32 -1.3 -7.3 23 6.7 34 11.0 9.5 3.3
The former Yugoslav
Republic of Macedonia

1997 o 1.6 -0.5 2.1 75 -14.1 -12.4 -7.8 6.2 1.9 -1.0 -12.5 14

1998° ...oooeeevvi, 5.7 24 5.8 0.4 10.3 8.2 20.7 -8.8 18.1 -6.3 38.2 5.1
Yugoslavia

1997 o 10.0 8.0 14.2 -34 8.1 24 33.6 34 29.9 12.3 27 6.0

1998 5.0 -0.2 6.8 7.1 7.0 -1.4 8.5 114 5.4 8.4 36 -
Estonia

1997 o 134 5.6 16.9 18.6 117 36.0 2.3¢ 33.6 . 7.79 17.9¢ 3.1

1998 ..o 15 -1.4 2.9 6.1 18 23.1 -14.2° 17.9 . -14.79 3.7 5.1
Latvia

1997 15.0 75 15.8 143 11.0 35.9 18.8¢ - 56.3 1.1¢ 7.9¢ -

1998 2.0 6.2 25 11 2.0 16.7 -7.1° 30.7 -4.8 -8.8¢ 0.8 -1.0
Lithuania

1997 o 0.8 12.3 49 3.1 104 5.2 155 0.6 10.6 01 9.3 -11.8

1998 ... 7.0 52.1 47 -3.6 -2.0 35 175 2.5 49 12.9 8.9 6.0

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

Note: Data are presented in terms of NACE classification except for The former Yugoslav Republic of Macedonia and Yugoslavia. For these two countries national
classification data have been aggregated into NACE groups. Figures for total industry may differ slightly for some countries from those shown in other tables because of
differences in coverage. (Statistics on industrial output by branches normally cover enterprises above a certain threshold defined in terms of the number of employed
persons.)

@ Production and distribution of electricity only (NACE 40.1).

b January-November.

C  Excluding manufacture of coke, refined petroleum products and nuclear fuel (NACE 23).
d Excluding manufacture of office machinery and computers (NACE 30).

€ Excluding recycling (NACE 37).
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Obviously this is only the start of the adjustmenta considerable surge in exports to western Europe which
necessary to restore macroeconomic equilibrium. Imgave a considerable boost to economic activity (GDP grew
January 1999, in the framework of the budget debatedy 6.4 per cent and industrial output by 9.8 per cent in the
the government adopted a further package of austeritfjrst quarter of the year — table 3.3.1). However, with the
measures, mostly aimed at curbing the budget andeterioration in external conditions, some manufacturing
external deficits. Given the magnitude of the imbalancedyranches started to experience difficulties and this pace
it appears that considerable further effort will be neededould not be maintained: average industrial output growth
to reduce the current gaps. Judging from the experienageakened considerably in the course of the year (chart
of other transition economies that underwent similar3.3.1)?”> A decline of output in the tourist industyas
adjustments (Hungary in 1995-1996 and the Czechwell as in other services also contributed to the overall
Republic since 1997), this promises to be a long andhoderation of output.
painful process and is likely to entail an unwelcome
economic downturf’? (b) The Baltic states

In 1998 the Croatian economy followed a pattern of ~ Compared with the central European countries, the
output performance which looked somewhat similar tothree Baltic states have a greater trade exposure to the
that in Slovakia (table 3.3.1 and chart 3.3.1); however thussian market;’ moreover, some Baltic banks had
underlying macroeconomic fundamentals and the policgccumulated sizeable exposure to Russian financial
stance were rather different. Indeed, the current accountarkets. Therefore the Baltic economies were more
deficit had also reached dangerous proportions in 199prone both to demand shocks and financial contagion
(12.1 per cent of GDP, the highest among the eadtom Russia. On the other hand, the recent strong
European and Baltic countries, table 3.1.2); howeveri€covery in these countries was predominantly driven by
Croatia’s overall fiscal position was considerably morethe rapid growth of exports, mostly to western Europe (to
sound. As it was considered that the external imbalanc&hich trade exposure is much greater). They are thus
reflected an overheating of domestic demand, a moderaféghly susceptible to external demand shocks (see the
and coordinated tightening of monetary and fiscal policyargument in section 3.1). In addition, the persistently
was made in 1998. Overall, this policy change producetfrge current account deficit in the three countries (table
in 1998 the required adjustment: the current accoun$.1.2) was another source of financial and
deficit was reduced substantially (table 3.1.2), andmacroeconomic vulnerability.
judging from the growth of retail trade (chart 3.3:2), Financial markets throughout the Baltic region were
this was achieved mainly by curbing domestic demandspayen by the fallout from the Russian crisis and the
In terms of output, the adjustment was not costless eithefrasgyre on them remained high during the second half of
the tightening of policy obviously dampened €CONOMIChe yeaf™ Banks were weakened by the incurred losses
growth and by much more than was expected already ifuggecially in Latvia and to some extent in Estonia) and
the first half of the year (table 3.3.1). In addition, andyere forced to restructure partially their portfolios, which
like most of the other transition economies, the Croatiafegjted inter alia, in liquidity constraints and in a general

economy was hit by the deteriorating external conditionqightening of credit. With monetary policy also remaining

in the second half of the year: industrial output fell¢;; tricti ; ; fi 2(ii)). thi
strongly (by 4.2 per cent) in the fourth quarter (chazfé‘Ilry restictive_(as discussed in section 3.2(i), this

) . produced a significant rise in real interest rates (chart 3.2.1).
3.3.1). Thus the 1998 pattern of output growth in Croatig, ¢a.( despite the relatively high average annual growth
reflects to a large extent the outcome of a policy-induce

y g L - ! igures, 1998 turned out to be a year of high volatility and
orderly” adjustment with increasingly negative external

deteriorati tput perf in thi ion.
factors only adding to the further weakening of etenorating outptr: periormance in this regon
performance in the second half of the year.

In recent years, Slovenia has been following a ,
cautious and bal,anced pOIIC_y which has allowed mOderat(?able 3.3.4) as well as the high rates of growth of total export that were
rates of economic growth (in the range of 3-4.5 per cenhaintained until the end of the year (table 3.6.1) were achieved to a large
per annum in the period 1995-1998) while maintaining alegree thanks to the rapid expansion in the motor vehicles industry which
relatively high degree of macroeconomic stability. At the!S mostly export oriented: according to preliminary estimates, the

L . . roduction of transport equipment in 1998 increased by more than 29 per
beginning of 1998 the Slovenian economy benefited frOngent. Institute of Macroeconomic Analysis and Developnm®atyenian
Economic Mirror(Ljubljana), January 1999.

273

2 Actually, the relatively high annual manufacturing output growth

Compared with 1997, overnight stays in 1998 fell by 1.5 per cent

270 . . while revenue from foreign tourists in the first 11 months dropped by 5.8

The 3 per cent GDP growth forecast incorporated in the 1999,e; cent over the same period of 1997. Institute of Macroeconomic
Slovak budget thus appears as overly optimistic, especially given the\nalysis and Development, op. cit.

continuing slump in external demand.
271

214 ps suggested by the estimates in table 3.6.5, Estonia may have lost

Regrettably, the national accounts data for Croatia are stillsome 6-8 per cent of its total exports as a result of the Russian crisis,
complied only in current prices which creates considerable difficulties inyhjle in Latvia and Lithuania foregone exports amounted to some 7-10

accessing macroeconomic performance in more detail. In particular, witQey cent of total exports. These relative losses are much higher than those
the exception of retail sales, the Croatian statistical office does Nnof gther east European countries.

produce any indicators reflecting the dynamics of domestic demand in
real terms. 278 UN/ECE, Economic Survey of EuropE998 No. 3pp. 42-45.
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CHART 3.3.2

Volume of retail sales in selected transition economies, 1996-1998
(Year on year percentage changes)
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CHART 3.3.2 (concluded)

Volume of retail sales in selected transition economies, 1996-1998
(Year on year percentage changes)
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In terms of their negative impact on the realGiven their poor performance in the 1990s, the gap
economy, the repercussions from the Russian and thHmetween them and the more advanced reformers in
global crises were especially pronounced in Estonia andentral Europe is becoming ever wider.

Latvia. The speed and the scale of the deterioration of The Romanian economv has been in deep recession
industrial output performance in these two countries in_. y P

the course of one year (chart 3.3%indicate the fragility since ';he b3e %'r.\.nm% of l|997' fz dlstcustsedlln mcl)(re detail
of transition economies in general, even those which ha\/I ?nzif[:l Iori]nhéri(t“elz)d, ! frlc?mp ?r?gecorgnfurr?i(s:turir\igz? \?v%?(?r?s
made considerable progress with reforms. In bot y dd d h i h P f o
countries, the biggest falls in annual output were in thér/vere not addressed at the earlier phases of transition;
nstead, the authorities attempted to alleviate the pressure

chemical industry and in the manufacture of machineryf the necessary adjustments through accommodating

%ZOSI ecr]g;)[;nt’:le n;[/vg?sk?[l?\i?'s '42%30& i\;?;}]tzﬁsligdyviyfégi&“ policies. The 1997 programme of policy reforms did
P y y not bring about the expected results either; in particular, it

processing, which incurred heavy losses in the secon id not produce the urgently needed reduction in the trade

half of the_ year_lgadmg to the clqsure of many fiffhs. and current account deficits. On the contrary, inadequate
The Russian crisis also had a direct negative effect og

. = olicies exacerbated the crisis and instigated a severe
other sectors of economic activity such as transport an

other services. At the time of writing there were no clear, conomic downturn: in 1997 GDP fell by 6.9 per cent
. : . Hng and this was followed by a further decline of 7.3 per cent
signs of a reversal in these negative tréffds.

in 1998 (table 3.1.1). The abrupt reversal in monetary

Compared with Estonia and Latvia, the impact ofpolicy led to a sharp rise in real interest rates (chart 3.2.1)
the crisis on Lithuanian output so far has not been thaind a credit squeeze, while devaluation and high inflation
strong. One of the factors that alleviated the negativBave eroded real wages and incomes. In addition, being
impact was the relatively smaller exposure of Lithuaniarpredominantly an exporter of intermediate goods, the
banks to Russia. Another was the strong growth oRomanian economy was badly hit by the weakening of
output in mining and quarrying; due to the start of a international markets in 1998. The combined supply-
new oil-extraction facility; the latter probably also gave aand-demand shock provoked a steep plunge in industrial
boost to domestic oil refining. However, in view of the output by 23 per cent over the period 1997-1998 (table
deteriorating conditions in other export markets, thes®.1.1). With output and exports continuing to decline and
factors could only provide a one-time cushion to externatlebt service problems looming on the horizon, the
shocks. With falling exports and an emerging balance offoubles facing the Romanian economy are by no means
payments constraint, economic activity is likely to over.

weaken considerably in 1999. Neighbouring Bulgaria underwent a similar crisis in

h 1996-1997 which was resolved with the establishment of
(c) South-east Europe a currency board in July 1997. This ended a period of

Most of the south-east European transitionvery high inflation (in December 1998 the year-on-year
economies have been experiencing serious difficulties ifate of CPI inflation in Bulgaria was one of the lowest
the process of economic transformation. A wide array ofRmong the east European and Baltic transition
factors — unfavourable starting conditions, a lack of cleapconomies, see table 3.1.1) and helped to strengthen the
vision as to the course of reforms, stop-go policies as welfanking system (whose weakness had been one of the
as the numerous conflicts in some of the successor stateguses of the crisis). However, despite the obvious
of the former SFR of Yugoslavia — have created &rogress in macroeconomic stabilization, the economy
difficult environment for the implementation of the remains in a very difficult situation. In particular,
transformation agenda in the countries of this regionmanufacturing industry is in an extremely precarious

state: industrial output has been declining persistently
since the beginning of 1996, a fall which was only briefly
interrupted in the first quarter of 1998 (chart 3.3%9).
In Estonia, the year-on-year rate of growth of industrial outputWith a composition of exports similar to that of Romania,
dropped from 11.3 per cent in the first quarter to -5.7 per cent in thegyj|garian exporters also incurred considerable market
fourth; the corresponding numbers for Latvia (14.7 per cent in the first . ) .
quarter and -11.4 per cent in the fourth quarter) suggest that the sho@(nd revenue losses in 1998; Consequ_eml)/_ the decline of
was even there. industrial output accelerated substantially in the second
21" The importance of this sector is illustrated by the fact that in half of 1998 (Chart 3-3'18)1
Latvia it accounts for some 40 per cent of total manufacturing output
while in Estonia it was responsible for about half of its exports to Russia.
In the second half of the year about half of Latvia's licensed fish
processors were closed down increasing unemployment by some 5,000

persons. Economist Intelligence Un@ountry Report. Estonialst
Quarter 1999 an@ountry Report. Latvialst Quarter 1999 (London).
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20 On the inconsistency of the statistical reporting of Bulgarian
28 According to preliminary estimates, industrial sales in Estonia inindustrial output for 1996 see the note to table 3.1.1.

January 1999 continued to decline rapidly, falling by some 15 per cent ,g; L .
from their level in January 1998. It was around 18 per cent lower than a year earlier in both the third

and fourth quarters of 1998; according to preliminary statistics the decline
Gross annual output in mining and quarrying increased in 1998 byhas continued into 1999: in January industrial sales were 23 per cent
52 per cent (table 3.3.4). below their January 1998 level.
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The preliminary (quarterly) national accounts for After recovering at a relatively fast pace in 1996 and
the first three quarters of 1998 do not reveal anl997, the Yugoslav economy entered another difficult year
unequivocal picture of the state of the economy in 19981 1998. The average annual figure for aggregate output
due to the very uneven and uncertain quarterly basgrowth (2.6 per cent in 1998) may be misleading as
against which they are measuf&d.According to these regards the actual state of the economy at the beginning of
data quarterly GDP in the first quarter of 1998 increased999. Thus chronic macroeconomic imbalances forced
year-on year by 18.9 per cent while in the third quarter itwo devaluations of the dinar in 1998 (in March and in
fell by 5.9 per cent from its level in the same period ofMay) which triggered further instability and an upsurge in
1997, resulting in an average growth of 4.3 per cent fomflation. The tightening of external sanctions in June
the first three quarters of 1998 (table 3.3.1). Despite thamplified the negative impact of the deterioration in
apparent stability of the current macroeconomic regimeexternal markets, and this led to the rapid shrinking of
new pressures and imbalances are starting to build umdustrial output in the second half of the year (chart 3.3.1).
The trade and current account deficits deterioratedh view of the persistently negative trade balance (table
substantially in 1998 (table 3.1.2) and this trend is likely3.1.2), the current exclusion from the international
to continue; on the other hand, while the banks nowinancial markets makes the balance of payments
appear to be more prudent in their lending policy,constraint extremely acute in the case of Yugoslavia. The
anecdotal evidence suggests a snowballing of otherscalation of the conflict in Kosovo in 1998 has
payment arrears (both among enterprises and to thendoubtedly weakened further the economy and as long as
budget). The key to stability in Bulgaria is to arrest theit is not resolved, it will remain a major impediment to the
free fall of the real economy and to engineer a sustainablestoration of economic order in the country.

recovery of economic growth; unless this is achieved, the  gjnce the signing of the Dayton Accord, a process

imbalances are likely to keep accumulating to the poinks nostwar reconstruction has been underway in Bosnia
when they could again endanger macroeconomigny Herzegovina. In the economic sphere it is focused on
stability. the rebuilding or establishment of new institutions (for

The assessment of current economic performance i@xample, a central bank functioning as a currency board
some of the south-east European countries has traditionafjarted operation in August 1997), the restoration of
been difficult either because of the lack of adequatdroduction facilities and business outlets, and the
statistics or due to substantial lags in compiling tfém. reinstitution of markets, all of which were destroyed
Thus at the time of Wrmng thSurveyn was 0n|y possib|e during the war. The reconstruction has been almost
to make a partial and rather incomplete assessment of tg&clusively financed from official foreign aid. Despite a
main developments in these countries in 1998. marked recovery since 1998,the economy of Bosnia

) ] and Herzegovina is still extremely feeble. Obviously,

After a prolonged period of stagnation or near-considerable more external aid and a long reconstruction

stagnation, the economy of The former Yugoslavperind is needed before the economy regains sufficient

Republic of Macedonia was apparently recovering intlity to sustain economic recovery on its own.
1998. Industrial output grew solidly in the first half of

the year (table 3.3.1 and chart 3.3.1) but, as in the rest of After the considerable economic and political

eastern Europe, it started to lose momentum in the thirffirPulence in 1997, the economy of Albania apparently
jhas been recovering in 1998: some very preliminary

quarter and growth was negative in the fourth quarter.'<> .
After an upsurge in late 1997, private consumption (agstlmates point to annual GDP growth of some 8 per cent.

reflected by retail sales, chart 3.3.2) was only recoverinr?f‘ev_ertheless_’ the economic situation remains quite
modestly in 1998 and presumably did not provide muctragile especially in view of the considerable weakening
support to local producers. The declared intention of thf State institutions and continuing riots in 1998.
government to boost foreign direct investment — and thusimilarly to Bosnia and Herzegovina, the economy of
revitalize the economy — failed to materialize in 1998, inlbania is extremely dependent on external assistance:

part due to the general reversal in investors’ sentimerf!0St ©of it has been raised from foreign official
about emerging markets and in part due to the risin§multllateral) aid; in addition there has been a steady and

uncertainties about the Balkan region. The scanty€latively large inflow of private remittances from the
int tgiaspora abroad. Considerable new investment will be

much the same picture of a weakening economy: fopeeded if Albania is to create the basis for self-sustained
example construction activity continued to decline in€cOnomic growth.  However, the continuing unrest and

1998, for a second consecutive year (table 3.3.6). !ack of pqlitical stgbility are deterrents to foreign
investors; in fact since 1997, a number of foreign

investors have reportedly suspended their Albanian
operations due to the escalation of chaos and disGrder.

The 1997 quarterly national accounts are likely to be marred by the
distortions caused by the hyperinflation combined with a deep recession
in the first quarter of 1997.

283

282

24 The growth figures need to be regarded with extreme caution

~Quarterly aggregate output data are still unavailable for Albania,pecayse the reconstruction of the economy started practically from scratch.
Bosnia and Herzegovina, The former Yugoslav Republic of Macedonia

and Yugoslavia, while the annual figures are usually published with long Economist Intelligence UniCountry Report. AlbanigLondon),
delays. 1st Quarter 1999.
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(d) The Commonwealth of Independent numerous policy problems facing the Russian authorities.
States By some estimates several hundred insolvent banks have

. no future prospects and face bankruptcy and liquid&tion.

of Independent States were ovenwihelmed by the crigs {f] December, an Agency for Restucturing Credi

Russia whose repercussions left deep traces both OBrganlzatlorjs was established which was assigned the task

economic performance and on economic relations amo Qrestruct_u ing the f".i"ed Russian ba_mks. The Agency is to

these countries. Output performance in a number of ClI on (;gg?g';%“izteid evlltre]ctz d igegg;l éﬁ;gﬁe 2:1 dgroe\ﬁzrgirlir;gtnet

countries was deeply affected by the negative impact e ba’nkin SeC'[SG?Z P S

the Russian crisis since Russia is still a major trading 9 '

partner for most of them. In the course of the second half of the year and

Output in Russia itself followed a rather hectic path,eSpeCIaIIy in the fourt'h quarter, domestic _demand also
started to weaken significantly as real incomes fell

reflecting the escalation of financial turbulence and’shar v due to the upsurae in inflation after the collapse
subsequently, the fallout from the financial collapse in Pl psurg P

August?®®  The deceleration in the growth of industrial of the rtcl)ubtl)é??’ f.tAfj the same tirrf1e, Iotchal grodlljcet(s )
output, which had started already in the first months of th@Pparently benetiled on average irom the devaluation.
year (after the modest recovery in 1997), gradually gaine8Xp°rter.s gained in competitiveness Wh'le. some do_mestlc
momentum and from May onwards monthly output Wassales picked up thanks to devaluation-induced import

declining year-on-year (table 3.3.1 and chart 3.3.1). ThEUbStitUtion'. A modgrat_e Iqosening of monetary policy
major shock occurred in the third quarter, when industri nd a selective recapitalization helped some banks return

output plunged by 11.9 per cent (year-on-year). Th 0 business and the payments system was partially

magnitude of the output decline at this early stage came 5§St9r6d' The Cof“b'f!ed effect of these _factors_ produ_ced
a surprise to many observers because of the relative sllgh'; deceleration in the rate of decline of industrial
small financial exposure of the real economy and the fa@utPut in the fourth quarter when output fell by 8.2 per
that the negative repercussions of the financial crash el year-on-year (chart 3.3.1).

stil not affected (measured) consumer dentéhd. Overall, and according to preliminary estimates,
Although the transmission mechanisms through which th&ussian GDP fell by 4.6 per cent in 1998. In annual terms,
financial crisis affected the real economy so early on argross industrial output decreased in 1998 by 5.2 per cent,
still not quite clear, obviously this initial large fall in output with the biggest falls in ferrous metals, engineering,
was largely due to a supply shock. chemicals and light industry (table 3.3.5). Apart from the

One important channel for the effects of this shockfall in indust_rial output, a poor harv_est also contriputed to
was undoubtedly the banking system. Russian banks thé €conomic downturn: gross agricultural output in 1998
extremely leveraged and overexposed to exchange rate ridf@S down by 12.3 per cent (table 3.3:6)At the time of
— started to have serious liquidity problems as soon a4fiting this Surveythe economic decline in Russia had not
portfolio capital started to flow out of Russia. The Augustbee” arrested and was expected to continue at least through
moratorium practically paralyzed the banking sector1999. In the absence of a coherent programme to address
blocking the payments and clearing system of the countz}he array of problems plaguing the Russian economy,
for an extended period of time and thereby causing maj here_ls much uncertainty about the economic prospects
disturbances in the Russian economy. At the same timgven in the short run.
the devaluation of the rouble transformed the huge open
foreign exchange positions of the bafikisito direct losses
which often exceeded their capital base, thus rendering?®® aAccording to estimates of the Russian central bank, at the end of
them insolvent (as their net worth became negative)l998 some 720 banks (or half of the operating banks) were insolvent.
While the three-month moratorium temporariy shielded?( inacs: o0, o Latr s bk ovemer v Cesnchionc
the banks from incurring these losses, when it ended thgq of 1999, down from about 1,500 at the peak of the financial crisis.
insolvency of a large number of banks became a ré&lity. Reuters News Servic0 February 1999.
The restructuring of the banking system is now one of the 201 The initial issue amounts to R10 billion (worth some $500 million

at the date of the announcement) in five-year OFZ bonds that bear a fixed
rate and start maturing from 200Beuters News Servicg January 1999.

292 . - . ) . .
286 Eor more details about the Russian crisis see UN/EEEnomic As there are no clear policy guidelines on implementation, discretion

Survey of Europe, 1998 Na. [#. 22-26 and998 No. 3pp. 31-41. will apparently play an important role in the process of bank restructuring
287 and, especially, in deciding the fate of individual banks. Thus, according to

In the third quarter of the year the volume of retail sales was stillanecdotal evidence, several technically insolvent banks have been hand-
growing, albeit at a decelerating rate (chart 3.3.2). picked for a bailout by the authorities in the absence of openly declared

288 » . ) ) selection criteria. In addition, the central bank has apparently extended
~~ These positions resulted from excessive and highly risky exposurgefinancing to some troubled banks at its own discretion.
mainly in two types of financial activities: foreign exchange credits

obtained from foreign banks (with the funds subsequently invested in In the fourth quarter the volume of retail sales fell, year-on-year,
rouble assets) and forward contracts on the rouble hedging the exchangg 14.8 per cent (chart 3.3.2).
rate risk of foreign portfolio investors. 204

289

293

Only 47.8 million tons of grain were collected in 1998, 46 per cent
According to some estimates, as a result of the incurred losses, tHess than in 1997 when the grain harvest amounted to 88.6 million tons.
aggregate net worth of the Russian banking system fell by more than 6Russian Federation Goskomst&ptsial'no-ekonomicheskoe polozhenie
per cent in 1998. Oxford Analytica, “Russia: bank restructuri@gford Rossij No. 12 (Moscow), 1998, p. 90. Reportedly, this was the worst
Analytica Brief 29 January 1999. grain harvest in 40 years.
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TABLE 3.3.5

Growth of industrial output by branch in the CIS economies, 1996-1998
(Annual percentage change)

Non- Logging,
Total Ferrous ferrous Building  wood and Light Food
industry Fuels Energy  metals metals  Engineering Chemicals  materials paper industry  processing
Armenia
14 . 8.6 196.0 9.5 9.8 53 5.6 -11.1 -33 11.0
. 09 . 2.3 18.1 -25.4 -33.1 -1.6 6.2 . 50.4 243
1998 ..o 2.5 . -1.0 -25.62 50.0 -20.0 -8.0 11.0 7.48 10.0 12.0
Azerbaijan
1996 ..o 6.7 -1.6 -3.6 -72.8 -17.4 -18.0 25.0 7.1 11 -40.6 -34.8
0.3 0.2 -6.6 430.3 262.4 0.7 -28.2 -4.4 7.3 -16.5 -6.6
35 -5.2 -1.6 234 319 16 7.2 -4.0 14.2 119 55
18.8 -1.0 5.6 35.1 51.3 25.7 19.4 26.1 34.7 27.1 21.0
1998 ..o 11.0 0.6 -75 15.4 14.82 13.2 6.0 14.3 212 22.2 19.0
Georgia
1996 ..o 7.7 1134 2.3 -16.8 238 15.0 473 52.2 216 -2.6 249
8.1 64.7 3.2 14.0 -33.7 11.2 204 26.1 6.1 -12.6 10.7
0.8 8.0 5.7 -10.1 574 10.9 -1.1 64.2 108.8 28.6 4.6
0.3 2.2 -10.3 -17.5 3.6 9.2 -27.0 -33.6 10.1 19.8 351
4.0 0.5 -14.2 25.2 13.8 -29.9 -29.9 -19.3 274 -18.8 0.3
2.1
1996 ..o 8.8 -11.2 11.0 -64.6 6.5 6.0 0.1 25.9 -21.8 0.7 -3.0
50.4 7.9 -6.9 . 280.3 5.9 -20.5 11.7 12 -7.0 9.7
4.6 -53.0 -15.0 . 30.0 - -45.0 10.0 -19.0 -26.0 20.0
1996 ..o 6.5 . 5.6 . . -19.8 6.5 26.8 -21.2 0.2 -84
1997 - . 11 . . -22.4 -52.6 9.5 -5.6 -3.3 2.8
1998 ..o -11.0 . 4.0 . . -10.0 - -16.0 -20.0 -14.0 -12.0
Russian Federation
1996 ..o -4.0 -15 -1.6 -3.6 -3.6 -4.6 -7.1 -17.3 -17.5 -22.5 4.2
1997 s 19 0.3 2.1 1.2 5.0 35 2.0 -4.0 1.2 24 -0.8
1998 ..o 5.2 25 2.5 8.1 -5.0 -75 -7.5 -5.8 04 -11.5 -19
Tajikistan
1996 -13.3 2.2 -96.8 -19.3 -29.5 -19.7 -33.3 -30.4 -46.7 -33.0
1997 -0.9 5.9 . 33 213 2.8 -19.5 -24.4 -4.0 -18.8
1998 -25.0 2.0 . 4.0 16.0 -46.0 -19.0 25.0 3.0 19.0
Turkmenistan
1996 ..o 17.9 10.8 6.3 . . 155.7 -1.6 -34 39.1 63.8 -18.6
5.1 6.7 -6.9 11.9 8.0 -26.1 -34 -34.2 -18.6 -24.6 1.2
0.3 6.2 2.6 8.1 94 -0.2 2.1 -104 0.9 11 -10.3
-1.5 2.0 -1.0 -8.0 11.0 -5.0 2.0 5.0 10.0 - 4.0
1996 ..o 2.6 04 1.0 30.5 18.3 40.1 15.1 5.6 219 6.4 15.0
1997 s 41 4.2 -1.0 -17.1 7.6 442 13 -34 111 11.3 342
1998 .o 5.8 8.0 2.0 2.0 - 5.0 24.0 1.0 5.0 3.0 10.0

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

Note: Data are presented in terms of national branch classifications comparable among the countries shown in the table. These classifications are not fully compatible
with NACE or ISIC. Figures for total industry differ for some countries from those shown in other tables because of differences in coverage.

a January-September.
b January-June.

€ Excluding Transdniestria.
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TABLE 3.3.6

Gross output of agriculture and construction in the transition economies, 1993-1998
(Annual percentage change)

Agriculture Construction
1993 1994 1995 1996 1997 1998 1993 1994 1995 1996 1997 1998

BUIGATIA .oovvveceeeeeiee e -18.3 6.8 164 -11.8 20.2 . -104 -6.7 4.4 175 -276 -10.32
Croatia® . b -3.0 1.0 2.0 3.0 . -10.7 -4.6 -3.8 90 170 2.3°
Czech RepubIIC ......ceueeriececncinin -2.3 -6.0 5.0 -1.4 -5.9 -1.3 -1.5 75 8.5 5.3 -39 -7.0
HUNGAIY oo 9.7 32 2.6 6.3 -3.8 -1.0 26 121 -157 0.1 9.7 131
Poland . 6. 93 107 0.7 0.2 6.6 45 0.3 5.6 30 155  116¢
ROMANIA ... 10.2 0.2 45 13 34 -1.6 114 291 132 36 -244 -180
SIOVAKIA ...voovoiricie -8.1 48 23 2.0 -1.0 . -32.4 6.7 29 44 9.2 3.7
SIOVENIAPE ... 0.7 200 0.1 0.7 -0.6 . -18.2 0.1 0.9 2.5 -5.2 1.7
The former Yugoslav

Republic of Macedonia® ............ccco...... -20.0 8.0 4.0 2.0 . . -58 -10.6 -3.0 20 -16.0 -9.0°
YUQOSIAVIA® ........veeeeeeeeeeeeee e -3.0 6.0 4.0 1.0 7.0 -6.0 244 -150 -3.0 9.0 -3.0 -6.0
EStONIa’ wvvvovveeceevvieceeeece s -122 -129 0.2 6.3 -15 -1.0 20.3 -4.2 40 210 150 .
LatViad ..o -220 -20.0 -7.0 6.0 0.2 . -37.0 5.6 5.9 53 82 111
Lithuania? ... 55 -20.2 61 103 6.5 -3.0 -38.8 0.8 -1.0 7.2 123 218
AIMENIA .o . 3.0 5.0 20 60 130
Azerbaijan ... . -13.0 -7.0 3.0 -7.0 4.0 . . . . . .
BElarus 9 ..o . -14.4 -4.7 24 -4.9 -0.4 -170  -31.0 -21.0 20 150 110
(=100 - OO -12. 110 130 6.0 6.5 -8.0 . . . .
Kazakhstan9 ... . -198 244 5.0 09 -189 -31.0 -11.0 -450 76.0 . .
KYrgyzstan 9 ........ccoocvevneeeneenerneeineenennne -10. -18.0 20 150 122 41 230 -52.0 -30 -310 140 -477
Republic of Moldova? ..........cccccveencrnnnns 100 -25.0 30 -130 120 -106 . -480 -370 -130 . -7.00
Russian Federation 9 . 4. -12.0 -8.0 5.1 13 -123 80 -240 9.0 -140 -6.0 -1.5
TaIKIStAN ... -1. 65 -259 20 36 6.5
TUrKMENISTAN ..o . -4.5 13 -333 206 244 . . . . .
Ukraine ¢ L -16.5 -3.6 9.5 2.0 -8.0 99 -37.2 -384 -310 -104
UZDekistan ... . -8.0 3.0 -6.0 4.0 4.0

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat. The volume of construction
output in the Russian Federation is from the joint database of the Working Centre for Economic Reform and the Russian European Centre for Economic Policy (internet
website).

a January-March.

b Construction refers to effective working time.

January-October.

Excluding work abroad and by enterprises not classified in construction.

Agriculture is final agricultural output, excluding intra-branch consumption.

- D® O O

Construction refers to sales of construction work.

Construction refers to the volume of work done by construction enterprises and companies.

0O «Q

January-September.

The Ukrainian economy also suffered a setback ira miserable grain harvé$tled to a substantial decline in
1998 which was largely triggered by the Russian crisisgross agricultural output (table 3.3.6). With IMF
but it also reflected some deep-seated domestic econonfinancing on hold, and growing uncertainties about
problems, very similar in nature to those in Russia. Atmacroeconomic stability (especially in view of the forced
the beginning of the year it had been expected that theevaluation of the hryvnia), the negative trend in output
prolonged economic downturn in Ukraine had come to aintensified in the fourth quarter when industrial output
end and that 1998 would be marked by the start ofleclined, year-on-year, by 4.1 per cent (chart 3.3.1). As
recovery (table 3.3.1). Indeed, in the first half of the yearin the case of Russia, the key to the rehabilitation of
there was a small increase in GDP growth for the firstJkraine’s economy lies in putting together a
time since Ukraine gained independence. However, theomprehensive and credible action plan, backed by
subsequent loss of Russian markets, as well as thifficient resources, which will address not only the issue
domestic financial squeeze in the second half of 1998, ledf macroeconomic stability proper but also the
to a substantial deterioration in Ukrainian output
performance. Domestic demand also suffered a blow at
the same time: after a modest recovery in 1997 and the2%s ygraine harvested just 26.5 million tons of grain in 1998, some 25
first half of 1998, retail sales plunged abruptly in the thirdper cent less than the 35.5 million tons collected in 1997. Interstate

it ~ ~Statistical Committee of the CISpmmonwealth of Independent States in
and fourth quarters of the year (chart 3.3.2). In addltlonlg%_ Statistical AbstraéMoscow). 1999 p. 78.




98 Economic Survey of Europe, 1999 No. 1

fundamental structural and institutional weaknesses of thexports to Russia) resulting in an annual fall of 11 per
economy. cent (table 3.3.1). Poor results in the important
agricultural sector (table 3.3.6) also contributed to the bad

The economic situation in Belarus and the Republic u. - tcome for the year. This disastrous economic
of Moldova has been precarious for quite some time

Both countries have been conducting a rather hazardo performance led to the fall of the Moldovan government

. ) d . Whd to further political reshuffling in February. Given the
and inconsistent course of economic policy; they WerSery weak external position of the country and its
also among the countries that were strongly affected booming foreign debt problems, the hopes for overcoming

Egc;t;t;or;};ﬂe gjlsftasr:?nv%lglss.stgﬁqw?:/oer; Iihaepi)fec?r:rsoi]hic he current crisis are largely dependent on agreements
being reached with the international financial

domestic economic problems. o9
P institutions?°®

Despite the fact that the reliability of the official
output figures in Belarus has often been questioned b&au

H 6
outside observers; the economy was undoubtedly Armenia and Azerbaijan. Indeed, in both countries there

recovering strongly in 1997 and until mid-1998 (table .
3.3.1). However, this performance was based olvere very strong GDP growth rates in 1998 (table 3.1.1),

unsound fundamentals, in particular, the resurrection of, fact the highest achieved since independence.
1N P ' (;However, despite the strong output growth, which would

many policy Instruments thf”‘t were typlcallof _the era O.normally tend to suggest robust economic activity, the
central planning (such as price controls, ubiquitous pum'%\ctual economic situation in the two countries is not so

procurement and state orders, and directed soft ct&dit). roS
The Russian crisis seems to have undermined the two "
most important driving forces of this recovery: the The relatively strong recovery in Azerbaijan since
competitiveness of Belarussian exports on the Russiab997 has been almost exclusively driven by large
market and Russian import demand. The apparenfvestment projects (financed by foreign capital) in the
(although not openly proclaimed) policy response inCaspian oil fields. The implementation of these projects
Belarus in the aftermath of the Russian crisis has been gave a major boost to construction activity and to
let the domestic currency depreciate even further (seeonsumer demand (through rising personal incomes).
section 3.2(ii)). This response has softened (at leasiowever, apart from oil-related business, there has been
temporarily) the severity of the external shock on the reabery little (if any) revival of activity in the other branches
economy (the growth of industrial output reportedly onlyof industry (table 3.3.5). The Azerbaijan economy is thus
slowed down but still remained positive in the secondgreatly exposed to external disturbances, and the fall in
half of the year). However, as domestic financialglobal oil demand and oil prices is likely to have long
pressure continues to build up and macroeconomitasting negative consequences on the economy, especially
instability continues to increase (reflected in a strongf these developments turn out to be persistént.

upsurge in inflation), the unsustainability of the present

: ; o . : Armenian GDP also grew strongly in 1998 (by 7.2
olicy course is becoming increasingly evident and, as a : . X
EesuIBtI a major macrogconomic gé}ustment will bePe" cent) despite the fact that gross industrial output

difficult to avoid in the not too distant future. decllr]ed, Igrgely as a resul.t' of the drqp in exports 1o
Russia. Similarly to Azerbaijan, the main driving force

In contrast, output in the Republic of Moldova fell of economic growth during the year was investment:
sharply in 1998 as a result of the negative externahere was a notable upsurge in foreign direct investment
developments coupled with acute domestic problemin 1998 Strong growth of agricultural output (table
(especially the large, chronic twin deficits). In fact, the3.3.6) was another factor that contributed to high GDP
Republic of Moldova had the poorest growth record of all
the transition economies in 1998 with GDP falling by 8.6
per cent on an annual basis (table 3.3.1). - Industry was There are some signs that relations with the IMF and the World
the worst affected sector: after a modest 2.3 per cemank (which have been frozen since the suspension of IMF finance in
growth in the first half of the year, industrial output mid-1997, after persistent failures to meet IMF conditionality) might be

plunged in the second half (mostly due to the collapse d(ﬁ;gﬁtri‘s’g:ﬁgnig ]}r%?ftﬁg Eggg“:tg’ngﬂi;“g;:;gnqgkd that it might resume

299

The fallout from the Russian crisis on output in the
casian rimwas generally less direct, especially in

Recently there has been a notable change in investors’ attitude as
regards future oil extraction in this region and a number of projects have

The concern that has been raised most frequently is that therbeen put on hold. For example, in January 1999, the Caspian
might be overreporting of output at the expense of an underreporting ofinternational Petroleum Company announced that it would abandon the
inflation. The reported high growth figures for 1997 and 1998 (tableKarabakh field in Azerbaijan. Future prospects are also marred by the
3.3.1) have attracted the most scepticism. uncertainties related to the construction of new pipelines to export the oil

297 . " . . from this region. In addition, as Azerbaijan's domestic and external

A recent IMF study identified four main factors that contributed to 5jances are extremely sensitive to oil-related revenue, continued

the acceleration of growth in that period: the existence of excess capacifyjeakness in oil prices may endanger the country’s macroeconomic
in manufacturing industry; a sharp revival of exports to Russia, pa"“ystability.

thanks to the depreciation of the Belarussian rouble; an expansionary
credit policy directed towards selected sectors; and a certain amount of According to a statement by President R. Kocharyan, foreign
restructuring in some export-oriented enterprises. |REpublic of investment in 1998 amounted to some $210 million and played a
Belarus. Recent Economic DevelopmeWashington, D.C.), August significant role in overcoming the crisis.Reuters News Servic®
1998. February 1999.
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growth. However, with chronically large trade and Similarly to Russia, some of the central Asian CIS
current account deficits (table 3.1.2), the Armeniancountries managed to reduce inflation in 1996-1997
economy has become dependent on foreign officiaprimarily on the basis of tight monetary policies
assistance. As a consequence, the country’s foreign def@ixchange rate controls were also used in some cases).
has been growing very rapidly in recent yedrsif left However, one of the side effects of these policies, as in
unchecked, the increasing debt burden may become oftussia, has been the escalation of payments arrears
of the constraints on future growth, especially in view ofwhich, according to anecdotal evidence, have started to
the deteriorating conditions on the international financialapproach exorbitant levels and proportions in some of
markets. these countrie¥® As indicated by the experience of
. . gther transition economies, the escalation of large
Georgigrr?p:é?)?]c:?n;hewc:;]erra?ﬁgrCrarlml:)CriSIpre%ct)ggtrE;’ ttr? ayment arrears is by no means a harmless matter an_d, if
eft unchecked, they will become a real threat to financial

negative external developments in 1998. Apart from th%md macroeconomic stability. Indeed, there are already

\(/jvee\;ilggitrl]on th?r)u tugutcgr:(reen?ér gﬁgpu;ﬂegrra\r/\]féh sg:/:?)i me indications that financial indiscipline is becoming a
9 9 Y erious problem in some of the central Asian states,

guarter GDP was actually declining. Industrial .
performance was rather uneven but the negative tren%ddlng to the pressure generated by external

H 04
gained momentum in the last quarter and for the year as® nstraints’

whole output fell by 2.7 per cent (table 3.3.1). Among the central Asian CIS countries, Kazakhstan
Agricultural output also suffered a setback dropping by 8vas most affected by the international financial crisis in
per cent from the previous year's level. Overall, GDPterms of output performance. The modest recovery
growth in 1998 (2.9 per cent) was much worse than in thguring the previous two years had generated expectations
previous two years, when it was growing at double-digitthat growth might strengthen in 1998. However, already
rates, and much below official expectations (table 3.1.1).in the first half of the year the level of economic activity
In 1998 economic activity in theentral Asian CIS Was remaining low with GDP increasing by a meagre 1.7
countriesremained uneven and their output performancd®r cent (year-on-year). The rate of growth of industrial
was mixed. All these countries are predominantlyQUtPut decelerated rapidly and after increasing by 3.8 per
commodity exporters and they were severely hit by th&ent in the first quarter output was_falllng fpr the rest pf
weakening of global commodity markets. The coIIapséhe_ year (chart 3.3.1)._ Unlike the situation in some of its
of Russian imports and financial contagion from Russid'€/ghbours, the agricultural sector performed rather
also had a destabilizing macroeconomic impact an@C0rly in Kazakhstan: for the year as a whole, Jross
strongly affected their economic activity. However, a2dricultural output declined by 19 per cent (table 3:3:6).
relatively better harvest in some parts of the region gave ahiS in turn helped to accelerate the decline of aggregate
boost to the agricultural sector (which has a considerab@UtPut in the second half of the year, and as a result
weight in these economies) and this partly offset thénnual GDP fell by 2.5 per cent (table 3.1.1).
negative impact of the crisis on aggregate output, in some

. X After a strong recovery in 1996-1997, output in
of the central Asian countries. 9 Y P

Kyrgyzstan was also disappointing in 1998, GDP
Financial pressures have been increasing rapidly ificreasing by a meagre 1.8 per cent (table 3.1.1). It
the aftermath of the Asian and Russian crises and thghould be noted that the growth figures for the previous
current macroeconomic situation in the region is rathefwo years have to be treated with some caution due to the
precarious. The currencies of all the central Asian stateféct that they incorporate a major one-off effect: the start
have weakened considerably due to the pressures
generated by the Russian devaluation and, as noted in
section 3.2(ii), this is likely to persist as long as theiggs, faced with severe balance of payments problems, Turkmenistan
Russian currency continues to fall. On the other handmposed s_tript foreign exc_hg_nge controls which, effective!y, abrog‘ated the
the fall in export revenues has put increasing strain Ogiready limited) convertibility of the manat. Economist Intelligence

. . . . nit, Country Report. TurkmenistafLondon), 1st Quarter 1999.
both their external and domestic balances (since fisCareign exchange restrictions were tightened aiso in Turkmenistan.

revenuﬁ is also SfeESItIVE tOl export prlces_). Thel’le are so Thus, the overdue payables of the enterprise sector in Kazakhstan
signs that some of the centra Asian countries are a reaqty.]une 1998 amounted to some 34 per cent of GDP which in relative

experiencing severe balance of payments constféints. terms was close to the situation in Russia (where it was 41 per cent) at the
same time. UN/ECE secretariat calculations on the basis of data from:
Government of Kazakhstan, European Commission, Directorate General
for External RelationsKazakhstan Economic Trendslonthly Update

301 ) . . (Akmola and Brussels), November 1998.
At the end of 1998 the foreign debt was estimated at $740 million 304

(some 40 per cent of GDP) and was expected to increase by 12 per cent, President A. Akayev of Kyrgyzstan warned in January 1999 that
to $847 million, by the end of 1999. A. Markarian, “Armenia: foreign the country risked defaulting on its foreign debt unless internal financial
debt approaches dangerous limiRFE/RL Weekday Magazinel4 discipline improved and local companies cleared their arrears to the
January 1999. budget. Reuters News Servictl January 1999.

302 305

In January 1999 the government of Kazakhstan initiated a package This was largely due to a disastrous grain harvest: just 6.4 million
of austerity measures (in particular, a downward revision of the 1993ons of grain were collected in 1998, down from 12.4 million tons in 1997
budget) aimed at counterbalancing the negative effect of the internationgh drop of 48 per cent). Interstate Statistical Committee of the CIS, op.
financial crisis. Agence France Press27 January 1999. In December cit., p. 78.
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of operations of the joint venture Kumtor gold mine, performance in 1997 (table 3.3.1). The economic
which boosted total industrial output by more than 50 pecollapse in 1997 was caused by the suspension of gas
centin 1997 (table 3.1.1). By mid-1998, the effect of thisdeliveries to Ukrain€® and the production of gas
start-up was largely phased out and, with the rest ofeportedly continued to decline in 1998. With the
industry performing rather sluggishly and quite unevenlysigning of a new agreement in Decembegas exports
total industrial output increased by just 4.6 per cent irto Ukraine resumed in the beginning of 1999 and this will
1998 (tables 3.3.1 and 3.3.5). Kyrgyzstan experienced eontribute to some strengthening of economic activity.
full-blown currency crisis in 1998 (see section 3.2(ii)) However, the Turkmen economy still remains in deep
which also disturbed economic activity in the second haltrisis. The fall in export revenue led to further
of the year. restrictions on the convertibility of the currency and

The impact of the global crisis on economic activitycaused a severe liquidity squeeze in the final months of

in Uzbekistan was less pronounced: in 1998 GDF?1998?12 The future prospects of the_ strategically
increased by 4.4 per cent which was close to the rate 6r1‘nporta_nt gas sector are also uqclear mainly because of
the previous year (table 3.1.1). The growth of industrigHncertainties and risks related to its transportétion.

output actually accelerated in 1998 thanks to the..

expansion of mining and quarryif§which in turn gave () Demand

a boost to some manufacturing branches, in particular, the o

chemical industry (table 3.3.5). Gross agricultural output (&) The demand shock and its impact

also increased by 4 per cent in 1998 but within An external demand shock was one of the main

g?tr;]cgltr#;ien %irf(;m?enrgi %fs?g;@%ﬁzfcg(i?gnlsrﬁ:gi o r;actors behind the weakening of output performance in
P . P P the transition economies in 1998. Due to the lags in

international markets led to a large fall in export earnings,, .. .. ; : ; -
and a forced cut-back of imports (table 3.6.7). Statistical reporting (in particular, of national accounts)

and to the fact that most of the output downturn occurred
For several years until mid-1997, drawn out internalin the last quarter of the year, at the time of writing this
conflicts had caused major disturbances to Tajikistan'Surveyit was not possible to assess precisely the impact
economy. Since the signing of the peace agreement if weaker demand on growth performance. Thus, only a
June 1997, the economy has started to recover anfkw signs of its negative impact can be traced in the
according to the official data, GDP grew by 5.3 per cenpartial and preliminary estimates of the contribution of
in 1998 (table 3.1.1). Within industry, performancethe various components of final demand to GDP growth,
remained uneven but a marked recovery in somas shown in tables 3.3.7 and 3.38For this reason, the
manufacturing branches (table 3.3.5) contributed to adliscussion that follows on the transmission mechanisms
increase of total industrial output by 8.1 per cent in 199&f the demand shock in the transition economies is
(table 3.3.1). Gross agricultural output also increased bgecessarily only tentative and mostly qualitative.
6.5 per cent (table 3.3.6). Despite these positive )
developments, the economy of Tajikistan remains deeply ~ There were three main components of the 1998
depressed. Contagion from the Russian crisis generatedig@mand shock: the direct impact from the weakening of
strong pressure on the Tajik rouble but in the absence @lobal demand (which was most pronounced in primary
reliable data it is difficult to assess the actual impact witffommodities and intermediate products); the direct
any pretence to accuracy. As in Uzbekistan, the shariypact from the Russian crisis; and secondary effects
fall in the international price of cotton seems likely to
have resulted in a de facto tightening of Tajikistan’s
balance of payment constraint. 309

The stoppage was reportedly caused by a prolonged dispute with
Poor statistical reporting also makes it very difficult the Russian gas monopoly, Gazprom, over transit fees.
to assess properly the current economic situation in 3° According to estimates of the Turkmen Institute of Statistics and

Turkmenistari®® The very limited data for 1998 suggest Forecasting, gas production in 1998 fell by 23 per céwence France

a partial recovery of output after the disastrous’es5¢28 January 1999.

311 The issue of the transit fees paid to Gazprom was also settled in
the framework of the new agreement. Oxford Analyti€aford

Analytica Executive SummarjésJanuary 1999.
312

306 Domestic extraction of gas increased by 7 per cent in 1998. Economist Intelligence UnitCountry Report. Turkmenistan

Interstate Statistical Committee of the CIS, op. cit., p. 57. (London), 1st Quarter 1999.

307 While official full-year figures for Uzbekistan were not available ' For example, on 7 December 1997 the United States company
at the time of writing, some preliminary estimates indicate that the grairlnocal announced that it was pulling out of the planned Turkmen-Afghan
harvest was the largest in the 1990s. Economist Intelligence Unitgas pipeline project. Oxford Analytica, “Turkmenistan: further decline”,
Country Report. Uzbekistafondon), 4th Quarter 1998. At the same Oxford Analytica Brief15 December 1998.
time the cotton crop was the lowest in 20 years. Oxford Analytica, 3,4

“Uzbekistan: poor harvestQxford Analytica Brief17 December 1998. " At the time of writing thisSurveyfull-year national accounts (in
preliminary and incomplete form) were only available for Kyrgyzstan, the

Since the beginning of 1997 the officially released statistical Republic of Moldova and Romania; partial estimates on the basis of the
information on Turkmenistan's economic performance has beerpreliminary national accounts for the first three quarters could be made
extremely scanty even for basic economic indicators such as aggregater Bulgaria, the Czech Republic, Slovakia, Estonia and Latvia (tables
output or inflation. 3.3.7 and 3.3.8).
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TABLE 3.3.7

Contribution of final demand components to real GDP growth in eastern Europe and the Baltic states, 1994-1998
(Percentage points)

1994 1995 1996 1997 19982 1994 1995 1996 1997 19982
Bulgaria Slovakia
Consumption .......ccceeeeeerrennn. -4.1 -1.8 58 -134 53 Consumption ........cceeeererreenns 2.9 24 7.6 31 24
Fixed investment ...... 0.1 22 3.2 -3.0 1.0 Fixed investment ... . -l4 15 109 5.2 43
Changes in stocks ... -1.7 4.9 5.1 5.8 32 Changes in stocks . . L7 6.8 0.7 -7.0 2.3
Nettrade .......cccoevvevrveeneneens 75 25 39 2.6 -6.6 Nettrade ......ccccovrvereererrnninee 10.9 37 -126 5.2 13
EXPOMS ..o, . . . 0.1 5.2 EXPOMS oo 8.5 2.0 0.2 36 5.6
Imports . . . 2.7 -14 Imports ... o 2.3 5.7 -124 16 -4.3
GDP o 18 29 -101 -6.9 4.3 GDP 4.9 6.9 6.6 6.5 5.8
Czech Republic Slovenia
Consumption .......cceeereereenn. 1.9 3.0 4.4 0.5 -1.9 Consumption ........ccoeererrennes 2.9 6.0 2.1 2.8
Fixed investment 49 6.2 29 -1.7 -1.0 Fixed investment ... . 28 36 20 2.6
Changes in stocks ............... 0.7 0.8 1.6 0.9 -1.3 Changes in Stocks ................ 04 1.6 -1.0 -0.2
Net trade -3.6 5.0 14 2.1 Nettrade .......ccoovererereinnines 0.8 -7.1 04 -0.6
Exports 8.5 31 6.0 9.7 Exports ... 7.6 0.7 18 6.2
Imports -12.1 8.1 -4.6 -7.6 Imports ... .. -84 -7.8 -14 6.8
GDP .o . 6.4 3.9 1.0 2.1 GDP it 5.3 41 35 4.6
Hungary Estonia
Consumption ........ceveeereenns 2.0 -5.6 2.3 15 . Consumption .......ccceevreereenns 0.9 7.3 45 6.9 47
Fixed investment ................. 2.7 -1.0 13 1.9 . Fixed investment ..........c....... 15 11 29 35 45
Changes in stocks ................ 1.7 3.2 1.7 11 . Changes in Stocks ............... -14 0.2 04 3.0 2.3
Net trade 49 0.6 0.2 . Nettrade ............ e 6.1 0.4 -4.4 232 2.2
Exports 4.6 31 104 . Exports ... 2.6 3.9 1.6 21.6 119
Imports 0.3 25  -10.3 . Imports ... v 87 -4.3 -6.0 -248 -141
GDP o . 15 13 4.6 . GDP ..o 2.0 43 40 114 5.4
Poland Latvia
ConsSUMPLON ......ceovereerrinns 32 2.6 5.6 48 . ConsUMPLoN ........ccveveerennes 1.7 08 6.9 34 0.8
Fixed investment ................... 15 3.0 3.7 45 . Fixed investment ................. 0.1 12 3.4 2.0 11
Changes in stocks ................ - 1.3 0.2 0.1 . Changes in stocks . . 26 24 2.3 0.1 5.9
Nettrade ........cooevvevrvienennnns 0.6 0.1 -34 -2.6 . Nettrade ............ o 3.8 12 -4.6 12 -14
EXPOMS oo 2.7 5.4 31 30 . Exports ... -4.1 19 9.5 5.4 8.7
IMPOITS .o 2.1 5.3 -6.5 -5.6 . Imports ... w03 0.7 -141 42 -101
GDP oo 5.2 7.0 6.0 6.9 . GDP ..o 0.6 -0.8 33 6.5 6.4
Romania Lithuania
Consumption .........c.oeeerevenes 29 8.3 5.7 -3.6 -3.2 ConsuMPLoN .....c.ocevevereenes . . 49 55
Fixed investment 37 14 12 0.7 -4.0 Fixed investment ... 25 5.7
Changes in stocks ................ -6.3 24 -06 2.8 . Changes in stocks . . 0.1 1.2
Net trade 0.2 2.3 0.4 . Nettrade .....occoovrrveereiernnines . . 2.6 -6.3
Exports 4.2 0.6 32 . Exports ... 103 133
Imports -4.4 2.9 2.8 . Imports ... .- . -130 -196
GDP oo . 7.1 39 -6.9 -7.3 GDP ..o . . 47 6.1

Source: National statistics and direct communications from national statistical offices to UN/ECE secretariat.
Note: The sum of component changes may not equal the GDP change for some countries due to reported statistical discrepancies.

&  January-September for Bulgaria, Czech Republic, Slovakia and Estonia; January-June for Latvia.

through the weakening of import demand in “third party” of exports from eastern Europe and other transition
countries. These developments were interrelated aneconomies to developing countries, which began already
reinforced each other and their joint evolution in timein 1997 (table 3.6.2) and continued through 1998, is most
resulted in a rapid acceleration of their combinedprobably a direct real impact of the Asian crisis.

negative effect on the transition economies. As discussed in several parts of tBisrvey the real

The weakening of global demand started with theeffect of the Russian crisis was equivalent to a second
escalation of the Asian crisis in the second half of 199%&xternal demand shock for many of the transition
and continued in the course of 1998. It originated in @&conomies, especially those with intensive trade links
sharp contraction of import demand in South-East Asiavith Russi&’® The mechanism was very similar to that
caused by currency depreciation and the forced
macroeconomic adjustment in the crisis-hit countries:
The adverse effect on producers in the transition s Exports from eastern Europe to developing economies declined in
economies can be traced in the weakening of expotbllar terms by some 10 per cent both in 1997 and in 1998 (table 3.6.2).
performance in _Som_e transition economies already in s For an assessment of the “export losses” due to the Russian crisis
1997 and especially in 1998. For example, the sharp fadbr some transition economies see sect. 3.6.
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TABLE 3.3.8
Contribution of final demand components to real GDP growth in selected CIS economies, 1994-1998
(Percentage points)
1994 1995 1996 1997 1998 1994 1995 1996 1997 1998
Armenia Kyrgyzstan
ConsUMPLoN ......cceverevrvenns 4.2 8.5 38 6.8 ConsuMPpLion ........ccccevevene -18.8  -15.6 59 -8.2 -0.6
Fixed investment ................... 55 -35 1.7 2.2 Fixed investment .................. -3.8 7.3 -2.6 -6.6 -1.8
Changes in stocks ................ . . . . Changes in stocks . . 03 14 4.7 6.8 15
Nettrade .......cooovvevernerneinnes -10.6 35 21 -6.2 Net trade ............ v 2.8 15 09 179 117
EXPOIS .o 153 -4.1 -1.3 44 Exports ... -6.4 -5.9 2.0 6.5 39
17007 -25.9 75 34  -106 . Imports ... w91 74 29 114 7.8
GDP ..o 5.4 6.9 5.9 31 7.2 (C]5] =S -20.1 5.4 7.1 9.9 18
Azerbaijan Republic of Moldova
Consumption .........c.oeeeevenns -18.9 2.8 79 105 ConsuMPpLion .......cccevevenreenns 9.8 71 87 111 5.5
Fixed investment ................... 18.6 47 174 195 Fixed investment ... -6.8 -0.7 4.0 0.9 -
Changes in stocks ................ . . . . Changes in stocks . -22.2 -2.0 -39 -0.4 -0.2
Nettrade .....cccovevvrvrnieneinens 23  -168 -199 11 Net trade .... 7.8 5.9  -146 -7.9 2.9
EXPOIS .o 43 2.7 03 112 Exports ... 115 179 -5.1 09 -106
IMPOMS oo 66 -141 -202 -10.1 . Imports ... v 2372237 9.6 -8.8 7.7
GDP ..o -19.7  -11.8 13 58 10.0 GDP ..o -30.9 -1.9 -7.8 1.6 -8.6
Belarus Russian Federation
Consumption .......ccceverreerrennns 9.2 -7.6 2.6 7.6 Consumption ........cooeeerereenns -1.9 -1.9 -15 1.1
Fixed investment .................. -4.6 9.8 0.8 51 Fixed investment ... 5.2 -1.6 -34 0.8
Changes in stocks ................ -1.4 04 2.6 0.9 Changes in stocks . .o =31 -1.1 0.1 0.8
Nettrade .......coovevvevnnrneienns 8.7 6.7 -1.6 -1.5 Net trade ............ . -10 0.1 0.7 05
EXPOIS ..o, 01 -199 43 116 Exports ... w19 2.0 0.2 0.1
IMPOIS ..o 85 265 59 -131 . IMPOIS .o 2.9 -1.9 05 0.7 .
GDP oo -126  -104 2.8 114 8.3 GDP v -12.7 4.1 -3.5 0.8 -4.6
Georgia Ukraine
Consumption ........ceeeeereenn. 9.1 Consumption .......ccceeeereereenns 6.2 -25 -6.4 2.6
Fixed investment ................. 7.0 Fixed investment .................. -10.0 -1.2 5.3 -14
Changes in stocks ... . Changes in stocks . 0.1 9.1 -1.6 0.1
Net trade ........ccc...... -1.4 Net trade ............ e 6.7 22 - -17
EXPOIS oo . 0.9 EXPOIS oo 2.7 04 7.9 -05
IMPOMtS .o -11. -0.5 . . . IMPOMtS .o 9.4 1.8 -7.9 -12 .
(€] R -10. 26 110 113 29 (€]] =S 229 -122  -100 -3.2 -1.7
Kazakhstan
Consumption ......cceeeeereenn. -17.1 -165 5.9 0.9
Fixed investment ................. 32 9.9 55 0.6
Changes in stocks ............... . . . .
Nettrade ........cooevvevrveenenenns 16 112 8.2 -1.8
EXPOMS oo -4.2 1.9 0.8 0.8
1577 00] SN 2.6 94 74 -2.6 .
(€] -12.6 -8.2 05 17 -2.5

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat.
Note: The sum of component changes may not equal the GDP change for some countries due to reported statistical discrepancies.

experienced in the aftermath of the Asian crisis: the Also in the second half of the year, the negative
weakening of Russian exports led to a fall in imports fromimpact of the weakening of the global economy (in
the transition economies already in early 1998 (charaddition to the Russian crisis) began to affect western
3.6.2); the subsequent collapse of the rouble in Augudturope as well, causing a slowdown of economic activity
provoked a plunge in Russian imports in the last months ah a number of countries. Although in terms of growth,
1998"" and this had a severe impact on suppliers fronthe picture in western Europe remained mixed in the final
many transition economies. In fact, the Russian crisisnonths of 1998, the marked weakening of manufacturing
amplified the already deteriorating export conditionsoutput in several economies (Germany, Italy, the United
facing the transition economies and this procesKingdom, among others) played an important role in the
accelerated considerably in the second half of the year. overall slowdown.

Because of the lag with which this secondary effect

is felt, the data available at the moment of writing this
317 The average monthly dollar value of Russian imports during the Surveydld not allow an aCCULate assessment of the actual
last four months of 1998 were 44 per cent lower than their averagénagthde of its impact on the transition economies. On
monthly level during the first eight months of the year and 51 per centhe one hand, the available (preliminary and incomplete)
lower than in the last four months of 1997. UN/ECE secretariatexport data for the fourth quarter of 1998 (table 3.6.1) do

calculations on the basis of data from Russian Federation Goskomstat ” t t that all the t iti d
Sotsial’'no-ekonomicheskoe polozhenie R@b&iiscow), various issues. ot sugges ata e transition economies eXpe”ence
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an additional fall in exports in the final months of the domestic demand would be mostly indirect, albeit with
year; however, this may well be due to the inherent lagsertain time lags (through the negative impact on incomes
in the execution of export contracts. On the other handand expectations and the effect of the latter on spending
indirect evidence (and especially the unexpectedly shargnd investment decisions). Obviously, due to the inherent
deterioration in output performance in a number oflags in the transmission processes, the proliferation of such
countries in the fourth quarter) suggests that some of thiadirect effects may continue for some time in the future.
transition economies were subject to an additionallhus while the effects of the shock are not always reflected
demand shock in the closing months of 1898. in the 1998 performance indicators, they are likely to

. . . .continue to have a negative effect on domestic demand in
The mechanisms through which changes in certaltghe transition economies in 1999 as well

components of demand may affect output performance —

or macroeconomic performance in general — can be  The magnitude of the external shock (already
extremely complex due to the heterogeneous causgéflected in a considerable worsening of output
relations involved:® Such an analysis requires a detailedperformance), coupled with the deteriorating conditions
assessment of the actual transmission mechanismgi the international financial markets, suggests that a
usually, the latter are country-specific and their analysigumber of transition economies are likely to face
requires taking into account the interrelations of bothincreasingly tough balance of payments constraints in the
macro and microeconomic factors. Even the simplghort run. The main problem is that a number of
measurement of the statistical contribution of thetransition economies will be facing increasing difficulties
components of final demand to economic growth (asn financing current account deficits (which in some cases
shown in tables 3.3.7 and 3.3.8) — which is a purelhave been a necessary element in their recent recovery
statistical operation and does not imply any direction otnd in others are a reflection of chronic economic
causality — can only be made on the basis of the annu@leakness). As already indicated by the experience of
national accounts data. some transition economies, the weakening of global

Nevertheless, although the compositional mix of thearkets has also had a negative impact on their fiscal
factors of growth may have been different in thePosition, especially in cases where fiscal revenue is
individual transition economies, the direction of changel9Nly sensitive to export revenue.  If these imbalances
in their output performance in 1998 (as discussed i€ [0 be kept under control, some transition economies
section 3.3()) suggests that the externally inducedVill face the necessity of a macroeconomic adjustment,
demand-side shock started to play the dominant role ilg'9€ly by further cuts in domestic ?%r:and and thus a
most of them from the beginning of the year; and'Urther weakening of output performantce.
virtually all the indicators suggest that this dominance

! In this regard it is illuminating to consider how
strengthened in the course of the year.

similar adjustment efforts have taken shape in some of the
It is difficult to judge how and to what extent transition economies in recent years. Thus the Hungarian

domestic demand in 1998 in the individual countries wagXperience of 1995-1997 reflects the outcome of a
affected by the external shock, as its impact was oftefleliberate policy response to the emerging twin-deficit
mixed with various domestic factors. As noted alreadyproblem, the simultaneous enlargement of the fiscal and
tight macroeconomic policies (aimed at improvingcurrent account deficits. This experience may thus be
external or domestic balance) had already resulted in tH&levant for other transition economies that are facing, or
curbing of domestic demand in some transitionMay expect to face, similar problems in the near future.

economies (Croatia in 1998 is a case in point; the policy

gifg?irlgrlnaéhlistgéiihbliiﬂ:bgfislig tlu ?g; dagsl?t g ng?ﬁ?&:&&m and 3.3.12, the policy of macroeconomic austerity
J r|1esulted in a severe contraction of domestic demand in

deeper than expected). Full-blown economic crises havﬁungary in 1995 (the year when the policy correction

recently forced cuts in domestic demand in a number of . C :
transition economies (Bulgaria in 1996-1997, Romania &> initiated).  The principal demand-side factor of

since 1997, Russia and a number of CIS countries iﬁrowth in that year was net rade, most_ly thanks to_the

e . continued expansion of exports, as real imports declined

1998). It is difficult in all these cases to separate bl . Thi de eff v d h

domestic from external factors (tg e 3.3. ). is net trade effect was partly due to the
' trimming of costs (resulting from restrictive policies) and

On the other hand, the basic conjecture about thto the one-time depreciation of the currency. The
transmission mechanisms of the external shock is that following year, 1996, when investors’ confidence started

would first affect output while the eventual impact onto recover, it was fixed investment that started to make a
notable contribution to growth; the net trade effect also

remained positive while consumption (both private and

As can be seen from the statistics in tables 3.3.7,

318 As discussed in sect. 3.2(ii), the upsurge in real interest rates
towards the end of 1998, amplified the magnitude of the external shock im

a number of transition economies. 320 . .
As noted above, a number of transition economies are already

819 For example, a distinction is sometimes made between “supplyundergoing such a process for the reasons discussed. In these cases, the
driven” and “demand-driven” types of growth in order to emphasize theunfavourable external environment is likely to amplify substantially the
dominant role of causality in one or the other direction. downside factors and risks.
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government) continued to subtract from the overallthis would in fact achieve the expected result because of
growth in output. By the time a rapid recovery started irnthe general weakness in export mark&tsNevertheless,
1997, the negative impact of austere policies wad$f sluggish export performance continues, it can be
diminishing while the positive impact of enterprise expected that many transition economies will be facing
restructuring was beginning to pay off, and in 1997 as éncreasing domestic pressures to resort to a competitive
whole all the components of final demand made alevaluation in order to boost economic activity.

positive net contribution to growth (table 3.3.7). The i ) ) )
preliminary data for 1998 suggest that the rapidly Thus, if the weakness in external demand persists, it

growing private consumption (chart 3.3.2) probably took™ay have a long-lasting negative impact on the general
the lead as the largest net contributor to growth. level of economic activity in many transition economies
since there will be very limited potential for an export-led

_ When analyzing country-specific policy experience, 5djustment and recovery in the short ®inThe resilience

it is notoriously difficult to draw general conclusions or 10 of individual countries to the repercussions of the external
come up with general policy recommendations for othefiemand shock will again depend on the general state of
countries. Nevertheless, it is tempting to ask whethefnejr economy which, in turn, will reflect the progress
given the economic circumstances likely to prevail inmade in economic reform, in strengthening institutions,
1999, other transition economies will be able to repeat, 3{n4 in microeconomic restructuring. A sustained and
least partly, the policy success of Hungary in engineering gpyst growth of domestic demand (which does not lead to
painful — but effectual — adjustment effort. While it may gyerheating and macroeconomic imbalance, but instead
be difficult to come up with any definite conclusions, refiects rising confidence in the future) can provide another

several important, policy-relevant factors need to be takeflefence for domestic economic activity against the
into consideration when making such an assessment. | \nfavourable external environment.

The first refers to external conditions. Hungary )
embarked on its policy adjustment when the external (D) The components of domestic demand

environment was rather favourable. The recovery in  The composition of final demand in many transition
western Europe and its strong import demand supportegconomies is still undergoing substantial change (table
the rapid growth of Hungarian exports after they had3 3.9)32¢ Both the transition shocks and the uneven pace
been given a boost by the adjustment effort. The strongf economic growth have contributed to significant
export performance then became a major factor not onljjyctuations and shifts in final domestic demand and, in
in reducing the macroeconomic imbalances but also igome cases, to abnormal proportions in the composition
providing the main engine of recovery and growth. Ingf demand. One striking example is the proportion of
addition to this favourable environment, the Hungarianjomestic consumption in GDP in some transition
policy package of 1995 also included a one-time — bugconomies: in several of the CIS countries, this share is
significant — currency devaluation (by 8 per cent) and &jose to, or even exceeding, unity. The fact that domestic
switch from fixed to crawling peg exchange rate regimegytput hardly covers (or even fails to cover) the level of
which undoubtedly gave an additional impulse to exporgomestic consumption is a conspicuous indication of the
performance and the improvement in the externafjeneral weakness of these economies and their inability

balance. Finally, the Hungarian adjustment effort wago create the basis for sustained economic performance.
successful largely because it built on the success in

restructuring the Hungarian economy, and especially
manufacturing industry. As noted in section 3.3(i), the"

export-led revival of this sector, underpinned by a steady '™~
inflow of FDI over a period of several years, was the heir final demand (table 3.3.9). One of the regrettable

main factor behind the strong recovery that started iffonsedquences of these crises has been a further reduction
1997.  Without this support from a restructured©f @lready low shares of investment in GDP (especially
manufacturing sector, the Hungarian economy wouldnanifest in Bulgaria and, in 1997-1998,.|n Russia qnd in
hardly have been able to grow at such rates, despite tienumber of other CIS countries). This change in the

reduction in the external imbalance.

The transformation crises recently experienced in a
umber of transition economies has brought about further
istortions and detrimental changes in the composition of

The situation in early 1 — fi ring weak global
e situatio early 999 eaturing weak g oba 822 por example, the Czech Republic introduced a policy package in

trade, dePressed CommOd'ty prices and hesitant 'mPOIbw that was similar to the Hungarian one of 1995; however, largely due
demand in parts of western Europe — looks quit@o the unfavourable external environment, the adjustment process has

different. It is highly unlikely that the transition economies beer;] rgther ditfrf]icult and tthc(ei accompanying recession has turned out to be
will be able to rely on a strong growth of exports to checK™¢" @eePer fan expected.
their external imbalances in the short run. Even if some *** As many of the transition economies are less advanced than

e ; ungary in the reform process and few have enjoyed similar inflows of
transition ~ economies were o resort 1o Currenq};Dl, it is not very likely that the Hungarian experience of fast post-

depreciation to boost expoftst is questionable whether adjustment recovery and growth can be repeated in many other countries.

%24 The statistical offices in many transition economies started
compiling national accounts only very recently. Despite an obvious
improvement in statistical practices in recent years, the quality of the data
Some transition economies were already forced to devalue as aften remains questionable; they often contain inconsistencies and/or
result of the global financial and Russian crises (see sect. 3.2(ii)). puzzling discrepancies.

321
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TABLE 3.3.9
Composition of final demand in current prices in selected transition economies, 1996-1998
(Percentage of GDP)
Consumption Fixed investment Change in stocks Net trade
1996 1997 19982 1996 1997 19982 1996 1997 19982 1996 1997 19982

BUlgaria ......ccoecvvvevereriiriniens 88.5 84.1 84.9 136 113 10.9 -5.2 05 35 31 55 24
Croatia ........... 87.5 86.9 . 219 283 . 15 39 . 95 -152 .
Czech Republic 715 71.6 70.8 330 307 25.9 25 32 38 -70 55 -0.5
Hungary ...... 743 72.3 . 214 22.1 . 54 6.1 . -11 -0.5 .
Poland ......... 79.6 79.6 83.1 209 236 22.2 11 11 0.9 -16 43 6.2
Romania ...... .. 826 85.3 90.8 230 220 18.1 2.9 0.2 - -84 11 85
Slovakia ........ccoeemvereiriniinnn. 72.6 71.6 714 369 386 36.8 24 32 2.7 -120 71 -108
Slovenia ... 775 76.9 77.0 226 235 24.0 0.9 0.7 03 -1.0 12 -1.3
The former Yugoslav

Republic of Macedonia ........ 90.2 . . 17.4 . . 2.7 . . -10.3 .
Yugoslavia 91.0 . 119 120 . 4.9 6.1 . -11.6 -9.0 .
(0] - AR . 814 81.3 267 265 29.0 11 34 0.6 115 -114 -8.8
1511 R . 904 84.9 181 193 15.7 0.7 0.4 8.2 81  -101 -8.8
Lithuania .......c..vevereeerneenienens . 84.0 84.0 230 244 26.0 15 2.2 26 -98 -106  -12.6
AIMENIA ..o . . 17.9 . . 21 . . -32.8 . .
Azerbaijan ... . 90.4 93.0 291 378 452 -0.1 0.5 - 310 274 -359
Belarus .......cooconmevnerinerineinnne . 77.2 82.8 220 250 22.3 2.5 1.7 2.8 -3.9 -6.3 -7.0
(7100 R 93.2  100.0 . 136 123 . 43 4.2 . 714 -16.2
Kazakhstan 82.6 . 172 163 . -1 07 . 07 21 .
Kyrgyzstan . 86.2 99.3 224 124 108 2.8 9.3 2.6 258  -79  -269
Republic of Moldova .............. 94.4 975 1023 196 199 219 45 38 4.0 -188 211 -283
Russian Federation ................ 716 75.3 76.8 206 185 173 19 2.8 11 39 2.8 6.4
Tajikistan ...........coee.. 62.0 . . 125 . . 9.0 . . 9.7 .
Turkmenistan .. 56.3 81.7 . 413 409 . 8.2 73 . -13 311
Ukraine ........ w799 83.7 . 20.7 183 . 2.0 18 . -26 38 .
Uzbekistan ..........ccouevererneene . . 85.0 . . 33.7 . . -19.0 . . 0.2

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat.
Note: The sum of components does not add up to 100 per cent for some countries due to reported statistical discrepancies.

& January-September for Bulgaria, the Czech Republic, Poland, Slovakia, Estonia, Lithuania, Azerbaijan, Belarus and Uzbekistan and January-June for Latvia.

composition of final demand is among the factorsconsumption. In a number of cases (notably Poland,
contributing to the new dividing line among the transitionSlovakia and the three Baltic stat&$),the strong
economies.  The proportionate decline in currentecovery of final consumption in 1996-1997 was a major
investment in some transition economies (which are nasupport of economic growth (table 3.3.7). As the
among the advanced reformers anyway) is not improvingxpansion of consumer spending was often accompanied
their chances of catching up with the higher incomeby an upsurge in household credit, this started to give rise
levels prevailing elsewhere in Europe; on the contrary, ito fears of overheating in some of these countries. In
is likely to lead to a lower growth rate of output and afact, such concerns were among the arguments for the
further falling behind in the future. tightening of monetary policy that occurred in several

i . i transition economies in the second half of 1997.
Due to the delays in compiling the national

accounts, the assessment of changes in the various The prevailing change in private consumption in the
components of domestic demand in 1998 can only beast European and Baltic countries in 1998 — as depicted
tentative and partial at present. It is largely based oRY retail sales volumes (chart 3.3.2 and table 3.37H)
some surrogate indicators that are compiled and

published by the statistical offices in their current

(monthly and quarterly) statistical reviews. 326 Croatia probably falls into this category as well, although the lack
) of full national accounts data do not allow this to be confirmed.
Consumption 327

Some words of caution are needed as regards the use and

The recent recovery of economic grovvth in manyinterpr_etation of rgatail sales as a proxy for privat_e consumption. There are
sometimes puzzling anomalies in the data which presumably are due to

east Euro_pean and Baltic C(_Junt”dsas often be_en country-specific differences in statistical methodology and practice but
accompanied by very rapid growth of private which are not always explicitly spelled out in the publications of the
national statistical offices. There are notable discrepancies between the
reported rates of growth of retail sales and of private or total consumption
for some countries (for example Latvia and Lithuania in 1997 and 1998;
Such as the volume of retail sales which is taken as a proxy foRomania and Estonia in 1998, among others — see tables 3.3.10 and
private consumption and the volume of investment outlays which is taker3.3.11). In some cases (Poland is an example — see the note to table
as a proxy for fixed investment. 3.3.11), there are considerable discrepancies between monthly and annual
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TABLE 3.3.10

Real consumption in selected transition economies, 1995-1998
(Annual percentage change)

Private consumption expenditure @ Government consumption expenditure Total
1995 1996 1997  1998¢ 1995 1996 1997  1998°¢ 1995 1996 1997  1998°¢
Bulgaria ........cocovevevvrnienennns 05 -19  -157 8.2 82 -289 115 4.2 -1.9 6.7 -151 6.4
Czech Republic .........cccovvvnee. 7.0 7.1 17 3.1 2.0 41 2.1 -1.3 42 6.2 0.6 2.6
HUNGArY oo -1.6 -3.2 23 33 -5.7 2.3 12 . -6.6 2.9 2.0 .
Poland ... 33 8.3 6.8 . 29 34 32 . 32 7.2 6.1 .
Romania .........coveeeeeineeneinns 12.9 8.1 2.9 6.5 1.0 15 -116 . 10.8 7.0 -4.3 3.7
Slovakia .....ccccovvveeniireireies 4.3 6.3 6.4 32 0.9 22.3 04 05 33 10.9 42 21
Slovenia ..., 9.1 24 33 . 25 37 4.3 . 74 27 36 .
EStONIa ....oveveerriveieeneiias 5.4 8.1 8.9 7.0 18.8 0.8 5.9 19 9.1 5.4 8.0 5.6
Latvia I 10.3 39 4.6 1.3 18 38 9.8 0.9 8.1 39 0.9
Lithuania .......cccovevnveeernenns . 8.4 7.6 . . -4.0 0.9 . . 5.6 6.2
AIMENIA ..o 9.0 38 75 . 0.2 2.4 4.7 . 8.0 32 6.1
Azerbaijan ..., 2.9 9.4 11.7 . 2.4 -05 18 . 2.8 8.1 10.5
Belarus ... . -117 43 9.7 . -2.9 0.2 8.9 . 95 32 9.5
[CT=T0T o ORI 5.8 . . . 52.2 . . . 8.6 . .
Kazakhstan ...........coccoevniine -20.6 5.2 31 . -16.7  -16.7  -10.0 . -18.7 -7.0 11 .
Kyrgyzstan . -16.7 6.0 -8.9 -17 -13.4 7.3 -4.5 33 -16.1 6.3 -8.1 0.7
Republic of Moldova ............ 74 19.2 13.7 6.6 14.2 -8.6 6.7  -387 9.4 10.5 11.8 5.7
Russian Federation .............. -4.6 -3.0 21 -3.6 11 0.2 0.5 0.2 2.7 2.1 1.6 2.5
UKTaINg ...ovvvveerrviveieieneiias -19 95 5.4 . -7.9 54 24 . -3.6 -8.4 33

Source: National statistics; CIS Statistical Committee; direct communications from national statistical offices to UN/ECE secretariat.
a Expenditures incurred by households and non-profit institutions serving households.
b Expenditures incurred by the general government on both individual consumption of goods and services and collective consumption of services.

€ January-September for Bulgaria, the Czech Republic, Hungary and Estonia and January-June for Slovakia and Latvia.

was for a general weakening. In most countries, the ratel999 even if economic growth in the country is
of growth of retail sales gradually decelerated in themaintained. In contrast, consumer demand in the Czech
course of the year and in some (Croatia, YugoslaviaRepublic weakened further in 1998 as the unexpected
Estonia and Lithuania) the quarterly sales volume startedepth of the recession began to take its toll. In fact, the
to fall (in relation to the same period of 1997) in thedynamics of private consumption in the Czech Republic
second half of the year or in the last quarter. Despite the 1998 were almost a mirror image of those in
overall weakening of consumer demand, the actuaHungary?*® with substantial declines in the sales of
pattern differed widely among individual countries. consumer durable$?

Thus Hungary was the notable exception among the  since 1989, Poland is the transition economy that
central European transition economies in 1998. Aftehas had the longest, uninterrupted rate of recovery. The
several years of restraint, there was a real consumer bogiiyh rates of economic growth during a period of six
which accelerated in the course of the year (chart 3.3.2)ears has led to notable progress in living standards
The sharp rise in private consumption in 1998 wasyhich is also reflected in the recent growth of private
especially pronounced in consumer durabfesyhich  consumption. Due to a somewhat confusing discrepancy
probably reflects, at least in part, the effect of previouslyin statistics of retail trade in Polafd,it is difficult to
deferred purchases. As these are probably one-timgssess precisely the actual change in consumer demand in

effects, the average growth of private consumption ing9gsg; but both the annual and the monthly data point to a
Hungary is likely to moderate somewhat in the course of

data for the volume of sales due to the different coverage of the statistical 32° The comparison of consumer behaviour in Hungary and the Czech
samples. The reported retail sales volumes for many CIS countries haygepyblic in 1998 is almost a textbook illustration of the high income

traditionally raised suspicion of distortion due to improper deflation. Asg|asticity of consumer demand for luxuries (or durables).

can be seen in tables 3.3.10 and 3.3.11, the inconsistencies in the reported
growth rates of retail trade and private consumption for some CIS 330 According to estimates of the Czech Car Industry Association, the
countries are quite confusing, as even the signs are opposite in sonsales of new cars in the first 11 months of 1998 fell by more than 17 per
years. cent from the same period of 199Central Europe Online21 December

328 : . . . 1998 (internet edition).
While the total volume of retail sales in 1998 increased on average

by 8.4 per cent, the growth of its components was rather heterogeneous:331 As indicated in the note to table 3.3.11, the growth of retail sales in
thus, sales of motor vehicles increased by 76.3 per cent and purchasesRifland as reflected in the monthly data apparently overstates the actual
furniture by 13.9 per cent; at the same time sales of food, beverages amate of growth. Thus according to the preliminary annual figures, annual
tobacco increased by only 3.8 per cent. Hungarian Central Statisticaktail sales in 1998 increased by 3.6 per cent, while the aggregation of the
Office, Monthly Bulletin of Statistics\No. 12 (Budapest), 1998, p. 133. monthly data (used on chart 3.3.2) suggests an increase of 12.9 per cent.
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TABLE 3.3.11 probably abnormally high in 1997 due to special

333
Retail trade in the transition economies, 1996-1998 factors:

(Percentage change over same period of previous year) Among the Baltic countries, the weakening of
. consumer demand in 1998 appears to have been most
o I e Jan- pronounced in Estonia where retail sales started to
1996 1997 Mar. Jun. Sept. Dec. decline rapidly in the second half of the year (chart
3.3.2)¥* |t is difficult though to compare directly the

(B;('giga """""""""""""""""""" gg fig gi gg i? gé retail sales volumes for the three countries or to draw
Czech Republic 96 20 -43 58 60 -68 more general conclusions about the most recent changes
Hungary ... w. 50 10 02 33 52 75 in private consumption due to the problems mentioned
POIANA? ..o 45 68 132 143 143 129 above.
Romania ........ccoccovevrirnriennienn: 153 -121 30 62 56 41 . . . .
Slovakia .. v B 46 73 96 91 79 Both in Bulgaria and in Romania, there was some
SIOVENIA ..o 54 32 - 14 19 moderate growth of retail sales during 1998 after their
Tgigﬂrbrﬂsmaoiﬁlnm 102 43 52 33 35 12 disastrous fall in 1997 (table 3.3.11). Due to the collapse
YUGOSIRVIA o 74 90 220 188 93 27 of the previous two years, it is d_|ff|cult to speak of_a

. recovery of personal consumption in these two countries:
EStonia ...coovvveveeceeceees . 8.0 34 24 02 -28 in both of th th bsolute | | of retail | in 1998
Lavia .. 186 215 254 248 218 in both of them the absolute level of retail sales in :
Lithuania . 129 236 204 169 111 remained considerably below that in 1996 (in Bulgaria by
Amenia .. . 52 21 83 52 61 27 per cent and in Romania by 22 per c&htMoreover,
AZEMDAAN oo 141 149 120 130 97 91 with the renewed deterioration of the economic situation
Belarus ... 17.9 440 410 390 210 in Romania, the growth in the volume of retail trade
GEOMGIA . 5215 201 151 132 117 abated in the course of 1998 and in the fourth quarter of
Kazakhstan 293 310 230 200 180 the year its level was practically the same as in the same
Kyrgyzstan . 88 124 93 86 84 iod of 1997 hart 3.3.2 Th limi 1998
Republic of Moldova® ........... 177 35 130 -100 -80 -130 perod o (chart 3.3.2). € preliminary :
Russian Federation ... 37 23 04 -10 -07 -45 national accounts also point to a considerable fall in
Tajikistan . 61 90 356 -263 -93 82 personal consumption (table 3.3.10) and a negative
TUTKMENIStAN ...oovvvsverrivnes -9 w87 90 . - - contribution of consumption to GDP growth (table 3.3.7).
UKraing® ... . 1.9 04 04 -31 45 ] o
Uzbekistan 126 171 121 131 140 There are no reliable current statistics on consumer

— — — — — demand for most of th€IS countriesn 1998. Among

Source: National statistics; CIS Statistical Committee; direct communications h . d Ukrai babl h |

from national statistical offices to UN/ECE secretariat. them, Russia and Ukraine are probably the only two

Note: Retail trade covers goods and catering in Hungary and the CIS where the current reta'lltrade statistics are a rela_tlvely
countries; mainly goods in Bulgaria, the Czech Republic, Croatia, Poland, more accurate reflection of changes in private
Romania, Slovakia, Slovenia, The former Yugoslavia Republic of Macedonia, consumption.

Yugoslavia and the Baltic states. The coverage in 1998, based on current
reporting, may differ from the coverage in the annual statistics. As noted in section 3_3(i), there was a considerable

@ There is a considerable discrepancy between the monthly and the annual lag before the negative impact of the crisis in Russia

data on retail sales in Poland due to differences in coverage. For example, started to affect consumer demand: the actual shock

according to the cumulative monthly flgures (whlch cover enterprises with more occurred onIy in the fourth quarter of 1998 when
than 5 employees) annual retail sales in 1997 increased by 15.0 per cent whereas

the annual data indicate only 6.8 per cent growth. There is a similar discrepancy quarterly retail sales plunged by 14-_8 per cent, year-on-
in 1998: the preliminary annual figure is 3.6 per cent growth, which is much below ~ year (chart 3.3.2). There are two principal factors which

the figure from the monthly data (12.9 per cent). appear to be behind this development. First, despite the
b Registered enterprises (for the Ukraine 1996). persistent escalation of financial turmoil in Russia (which
had started already in the final months of 1997), the

major negative shock to real incomes occurred after the

collapse of the roubf&® And secondly, in the period

ce_rtain dec_elerati_on in the growth of consumer Spe”dingmmediately preceding the August crash, there was an
With the tightening of monetary policy, the boom in

household credit (that had become a source of concern
for the monetary authorities in 1997) also slowed down
considerably in 1998

333 sSuch as the large precautionary purchases in the final months of

1997 in anticipation of the introduction of VAT in 1998.
As already noted, monetary and fiscal restraint sz .

. . . . In the fourth quarter alone, the quarterly volume of retail sales was
aimed at curbing domestic qem_and I‘ES!.Ilt(E"d IN" &0 .4 per cent below its level in the same period of 1997 resulting in a total
weakening of consumer spending in Croatia in 1998decline of annual sales by 2.8 per cent (table 3.3.11).

However, the sharp drop in retail sales in Croatia also sss

- UN/ECE secretariat calculations, based on national statistics.
partly reflects the fact that consumer spending was

336 In terms of 12-month moving averages, the rate of growth of real

per capita money incomes in Russia was positive throughout the 18-
month period beginning in December 1996 and ending in May 1998
(UN/ECE secretariat calculations, based on Goskomstat data). Real
Central Statistical Office,Poland Vol. 6, No. 3 (Warsaw), incomes only started to decline in June 1998 but they plunged abruptly
December 1998, p. 5. with the upsurge of inflation in September.
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upsurge in precautionary purchases, notably of consumeutlays (reflecting past investment decisions) may de
durables, which gave a boost to the total volume of retailacto be lagging behind actual changes in the level of
sales® However, the deep downturn in consumereconomic activity (and may, for example, appear to be
demand that occurred in the fourth quarter of 1998&ut of line with what might be expected given the current
probably indicates a major shift in aggregate demand iposition in the business cycle). This can partly be
Russia which is unlikely to be reversed in the short run; abbserved in the pattern of investment in the transition
the beginning of 1999 the steep decline of retail sales wasconomies in 1998.

still continuing and there were no apparent signs of it

coming to an end® Investment varied considerably among the

transition economies in 1998. Although only partial and
After a modest recovery in 1997, private preliminary information was available at the time of
consumption in Ukraine fell again in 1998, especially inwriting this Survey it allows some clear distinctions to be
the second half of the year (chart 3.3.2). The renewedrawn about the investment pattern in a number of
decline of retail sales reflected the general weakening dfansition economies. Thus, in 1998, investment demand
economic activity in Ukraine due to the shock from thecontinued on average to be quite high in many central
Russian crisis. One important negative influence orEuropean and Baltic economies (with the notable
private consumption was real income which started te@xception of the Czech Republic) despite the slowing
decrease rapidly in the final months of the year due to thdown of economic growth. In most cases (Hungary,
upsurge in inflation that followed the devaluation of thePoland, Slovakia, Slovenia, Estonia and Lithuania,

hryvnia in Septembé#? among the countries for which investment data were
availablej* investment grew at higher rates than GDP
Investment (table 3.3.12) and made significantly positive

The level of business investment is generallycontributions to growth (table 3.3.7).
regarded as one of the most reliable indicators of the  Business investment has been very buoyant in

overall economic perspectives of a country as it mirroroland since 1995: investment outlays have been
the collective perception of investors as to the prospeci§rowing at double-digit rates for four consecutive years
for profitable business. Each investment decision reflectand in 1997-1998 they increased by more than 20 per
a balance between the individual assessment of thgent (table 3.3.12). There were also very high rates of
overall business and economic risk and the expectefvestment in Slovakia in this period; however, as already
return on the investment. Thus the aggregate level qfoted, large-scale infrastructure projects, financed from
current  business investment can be regarded gsublic funds, accounted for a considerable share of the
representing an aggregate “consensus forecast” of thgtal3** In view of the post-election change in economic

future economic prospects of a country made by theolicy, it can be expected that this type of investment will

circle of prospective individual investors. In general,he reduced substantially in the future (some deceleration
investment activity can be regarded as a lead indicatqqas already visible in 1998 — table 3.3.12).

with respect to economic activity and growth; moreover,

as regards mature market economies, there are well- In contrast, the deteriorating economic situation in
documented cyclical elements in this relation. the Czech Republic led to a further marked weakening of

investment in 1998: the volume of outlays and of
It should also be borne in mind that, in purely investment in fixed capital fell for a second year running
statistical terms, the relation between investment angtable 3.3.12). Despite some recovery in 1998,
growth may be somewhat equivocal because of thénvestment remained rather weak in Bulgaria in absolute
presence of lags. Thus the “lead” of investment may nakerms: the share of fixed investment in GDP in Bulgaria
necessarily be reflected in the actual statistics ofs the lowest among the east European and Baltic
investment outlays, as there may be a long intervatountries (table 3.3.9), a reflection of the sharp
between the investment decision and its implementatiogontraction in 1996 and 1997 (by over 20 per cent in both
depending on the scale of the project, technologicajears). The preliminary 1998 national accounts figures
complexity, etc. In such cases, recorded investmerfor Romania indicate a similar process of collapse in
fixed capital formation (table 3.3.12). Although the
background to the current downturn of investment
activity in these countries may be different (in the Czech
_ In August alone, the volume of retail sales of non-food items Republic it reflects mostly uncertainties about the
increased by 8.8 per cent from its level in July and by 6.6 per cent from . g
August  1997. Russian Federation ~Goskomsteé@ptsial'no- prospects Qf recovery_ln th.e short run, V\{hll? in the other
ekonomicheskoe polozhenie Rgg$i. 12 (Moscow), 1998, p. 122. two countries, especially in Bulgaria, it is more the
338 According to preliminary Goskomstat data, retail sales in January®UtCOMe of a persistent lack of investors’ confidence)

continued to decline at double-digit rates year-on-year. Due to a
methodological change in the reporting of the volume of retail sales, it
was difficult to compare the actual rate with those in the preceding

months. 340 In Latvia, after strong growth during the first two quarters,

339 o . investment slowed down in the second half of the year (table 3.3.12).
The largest decline in real incomes occurred between August and

November 1998, real wages plunging by more than 10 per cent. UN/ECE Mostly highways, but also including the construction of the
secretariat calculation, based on national statistics. nuclear power station in Mohovce.
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TABLE 3.3.12

Investment in selected transition economies, 1995-1998
(Annual percentage change)

Gross capital formation Gross fixed capital formation Investment outlays
1995 1996 1997 19982 1995 1996 1997 19982 1995 1996 1997  1998°

Bulgaria .......coccveeerererncrenne. 754 532 32.8 36.8 161 212 221 9.5 . . . .
Czech Republic ........ccccuuu... 231 13.0 2.2 -6.4 21.0 8.7 -4.9 -33 30.3 18.1 95 -5.0
HUNGary ..o 8.2 12.8 11.0 . -4.3 6.7 8.8 13.7 5.3 5.2 8.5 10.2
Poland ......c.cocvevreencrncrienes 24.1 19.5 20.8 . 16.5 19.7 21.7 . 17.1 19.2 22.2 23.9
Romania ........coovveverreininns -4.2 25 -14.4 " 6.9 5.7 -3.0 -18.1 10.7 31 -19.0 0.8
Slovakia ... 29.1 40.8 -4.7 12.0 -0.2 39.8 145 10.6 9.4 39.6 117 10.3
Slovenia ... 23.0 42 10.1 . 16.8 9.2 113 . . . . .
Yugoslavia ........coovvvninnnen. . . . . . . . . 3.7 5.7

Estonia ........ 48 12,5 224 7.0 4.0 114 125 15.6 . . . .
Latvia ...... -6.6 6.0 10.3 448 8.7 22.3 111 6.8 85 55.5 20.6 20
Lithuania 10.0 26.6 . . 109 235 . 143 12.0 14.6 16.8
AMMENIA ..o -16.0 7.8 8.6 . -17.3 10.3 12.4 . . . . .
Azerbaijan ... 552 1114 67.0 . -180 1114 67.0 . -180  110.0 39.0 45.0
Belarus .......ccocovmerrereneirninns -28.7 7.2 17.2 . -29.6 3.1 231 . -31.0 -4.8 195 16.0
(71010 - AR 41.0 . . . 64.8 . . . 38.0 11.0 36.0 80.0
Kazakhstan ... 425  -295 5.7 . 379 -239 33 . -37.0  -39.0 12.0 12.8
KYrgyzstan ..........coveeeerennn. 96.3 114 07  -429 60.7 -130 -296  -145 81.7 19.0 -40  -53.0
Republic of Moldova ............ 9.1 0.2 -5.5 -1.0 -34 24.9 -4.7 0.2 -16.0 -8.0 -8.0 0.2
Russian Federation .............. -108  -17.7 03 -129 75 -16.9 -4.6 -7.0 -100  -18.0 -5.0 6.7
Turkmenistan .............ccco...... . . . . .. . . . -45.0 63.0 -53.0 17.0
UKFaine ..o -46.4  -25.7 -6.5 . 308 -22.7 -6.7 . 285 -22.0 -1.3 5.0
Uzbekistan ..........coocvevinns . . . . . . . . 4.0 7.0 17.0 15.0

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

Note: “Gross capital formation” and “gross fixed capital formation” are standard categories of the United Nations 1993 SNA (System of National Accounts) and the
European Union’s 1995 ESA (European System of Accounts). Gross capital formation includes gross fixed capital formation plus changes in inventories and acquisitions
less disposal of valuables. “Investment outlays” (also called “capital investment” in transition economies) mainly refers to expenditure on construction and installation
works, machinery and equipment. Gross fixed capital formation is usually estimated by adding the following components to “capital investment”: net changes in productive
livestock, computer software, art originals, the cost of mineral exploration and the value of major renovations and enlargements of buildings and machinery and equipment
(which increase the productive capacity or extend the service life of existing fixed assets).

&  January-September for Bulgaria, the Czech Republic, Hungary and Estonia; January-June for Slovakia and Latvia.
b January-September for the Czech Republic, Poland, Slovakia and Latvia; January-June for Romania.

these developments indicate the scale of the problenexpansion of exports of manufactured goods to new

standing in the way of efforts to achieve a sustainablémostly west European) markets; in the most successful

recovery of economic activity. reformers, this last development was accompanied by an
) i i increasing share of products of higher quality and

_ As has b_een repeate_dly argued in previous issues ?échnological content in total exports.

this Survey**? investment in the manufacturing sector is

one of the key factors for success in the whole The most recent changes in the transition economies

transformation process. Since most transition economiegntinue to provide evidence in support of this

embarked on the process with over-large industriafevelopment. It is noteworthy, that both Hungary and

sectors and underdeveloped services, it was widelffoland —two of the transition economies that have made

expected that the latter would attract most of the newhe most progress in transforming their economies — have
investment, but in reality things have worked outdone so through such a process of reindustrialization. As
somewhat differently. The greatest progress in economiglready noted in section 3.3(i), since 1993 these two
restructuring (and in economic transformation in generalgountries have had the highest rates of growth of
has in fact been achieved in the countries where a proce@nufacturing output among the transition economies.
of de facto reindustrialization was initiated and where itThe revival of manufacturing, in turn, was based on
has advanced most. This process of reindustrializatiolarge-scale new investment in the processing industries:
was based on a combination of large, new (predominantiyhile total investment was growing throughout this
greenfield) investments, a gradual upgrading of thé)el’iOd?43 in both countries there were substantial
product mix of manufacturing industry, and a rapidincreases in the share of manufacturing in total

842 UN/ECE, Economic Survey of Europe in 1996-19p@. 105-106; 343 Wwith the exception of Hungary in 1995 when real investment
Economic Survey of Europ#998 No. 1pp. 101-103. declined (table 3.3.12).
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investment outlay¥? This development may also partly facto tightening of monetary polié/, and in some cases

be related to the substantial inflow of FDI to the twoby a tight fiscal stance. Wage increases, in general, have
countries as manufacturing apparently has been attractirgpntinued to moderate, albeit to rates still outpacing the
relatively larger shares of incoming FDI compared withincrease in output prices. The growth in labour
other sectors of economic activity. productivity, however, which had risen remarkably since
1995 in most of the transition economies, slowed down

- C : ' Meharply after mid-1998 and in a few countries it even fell
composition and direction of investment (and espemalIydurinlogy the fourth quarter. Given this weakening in

this clear shift towards the leading role of manufacturin roductivity growth, the deceleration in the growth of

mves_tment) are elt.her less pronounced among ﬂle Othuhit labour costs lost momentum for the year as a whole,
transition economies or not to be found at*all.

and in many countries there was even a sharp reversal of

{\:I;r:g%\ﬁnrétilgn sgrrirs]:s cgéjur}tr:;isa ﬁhzri;::rﬁ] h?i/rft) bﬁg[ﬁe downward trend, particularly in the fourth quarter, a
) P ' eflection in the main of the collapse in the growth of

gg\'/};‘r’:ﬁre gg‘ mt\)/L?tSth\ﬁ?l’:iI’?Ut{?e/S Z%Itlglg ?ﬁgngsﬁgfepagﬁndustrial production rather than wage rigidity or labour
Yy , ’ market inflexibility.

manufacturing investment also was shrinking. In many
of the CIS countries where there has been prolonged Import price pressures, on the other hand, which
distress during the transition, investment (includinghad already weakened in 1997, continued to fall during
investment in manufacturing) has fallen to a smallthe course of 1998. Reflecting both world demand and
fraction of its pre-transition levéd® supply conditions, international commodity prices in
dollar terms fell by more than one quarter in 1998. Given
e intense competitive pressures on world markets, the

It should be added that this structural change in th

Despite the fact, noted above, that a predominantl

export-led growth al_so carmes ”f‘:‘ks’ _the EXPENeNnce Ofrices of manufactured goods also continued to fall. In
successful economic restructuring in some of th

" . . addition, many of the transition economies’ currencies
transition economies, and particularly the role of

C ere relatively stable in nominal terms and even
manufacturing investment, may well be a source of usef : : . : .
policy Iesson% for policy makgrs in other countries tha“%t/ppreuated against the major currencies, except during

are still goina throuah a painful brocess of reform he few months following the rouble crisis. This strong
going ghap P : exchange rate appreciation had two contrasting effects on

producer price inflation: on the one hand, it amplified the

3.4 Costs and prices positive terms of trade effect on the material costs of
domestic production, but on the other, by depressing
() Introduction exports, it weakened output growth which in turn

. . . ) » _exacerbated the unfavourable effect of domestic demand
Disinflation continued in most transition economies o, unit labour costs. Given the enfeebled pricing power
in 1998. The slowdown in inflation in 1998 was not only of producers due to intensified competition, both on
widespread, the main exception being a few ClSjomestic and international markets, it was not possible in
economies, but also remarkably rapid. In severajenerg| to pass these increased unit labour costs on to
transition economies, inflation performance overshot th‘?)roducer prices. Therefore, in contrast to 1997, profit
ex-antetargets and official forecasts for the first time margins in many transition economies were probably
since the start of the reforms. squeezed significantly in 1998.

Some of the domestic but mainly the external
inflationary pressures weakened considerably. In théli) Consumer prices
majority of the countries, domestic demand was
dampened, albeit to varying degrees, by a deliberate or de (a) Total consumer price inflation (CPI)

Consumer price inflation continued to fall in most
transition economies in 1998, albeit at very different rates
344 Thus, the share of manufacturing in total investment in Hungaryand influenced by _varlo_us lmderlylm:l causes (table 3'_4'1)'
increased from 20.9 per cent in 1993 to 27.8 per cent in 1998; in Poland N eastern Europeinflation in 1998 accelerated only in
iFfjclfeadsed dufri“%r:hef,sapﬁl period fr?m 20?;39%;-1 ‘Cﬁﬂé?é (the df;“a_f@f'ugoslavia and, at a much lower rate, in Croatia. In
oland are for the first three quarters o . secretariaj : : :
calculations, based on national statistics. broatla this was due essentially to the one-off effect of
a5 e the sh . acturing | . the introduction of VAT (22 per cent flat rate) in January
or example, the share of manufacturing in total investment ; :
outlays in the Czech Republic declined from 27.2 per cent in 1993 to zo.é\lhen consumer prices increased by 2.4 per cent. After
per cent in 1998 (the data are for the first three quarters of 1998) and anuary the average monthly rate fell to less than 0.3 per
Slovakia, despite the strong growth of total investment, it decreased frorcent for the rest of the period despite the slow but
30 per cent in 1993 to 19.9 per cent in 1997 (UN/ECE secretariapgntinyous depreciation of the kuna, mainly because
calculations, based on national statistics). It should be noted, however . .
that direct cross-country comparisons are notoriously difficult due IOQOmestlc 'd'emand was SUppressed by tight monetary and
serious methodological differences in the reporting of investment. fiscal policies. In Yugoslavia, however, where all
346

Between 1991 and 1997 investment in mining and manufacturing
in Russia decreased by 70 per cent while in Ukraine, between 1991 and
1996, it fell by 73 per cent. UN/ECE secretariat calculations, based on

national statistics. 347 see sect. 3.2(ii) for discussion on monetary policies in 1998.
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TABLE 3.4.1

Consumer prices in the transition economies, 1997-1998
(Percentage change)

Annual average, December over previous December
all items 1997 1998
1997 1998 All items All items Food Non-food goods  Services
ALDANIA ..o 33.1 20.3 42.0 7.8 7.1 . .
Bosnia and Herzegovina ................ 11.8 49 12.2 2.2 -6.7 15 75
BUIGANA ...ovovvereeieeeceenne 1082.6 22.2 578.7 0.9 -4.7 - 22.0
Croatia? 37 5.9 4.0 5.6 4.0 47 10.2
Czech Republic ....c.ovvvvvereecirnnnne 8.4 10.6 9.9 6.7 -0.5 . .
Hungary 184 14.2 184 104 8.0 9.7 15.0
Poland ......... 15.1 117 132 8.5 29 9.6 14.7
Romania 154.9 59.3 151.7 40.7 26.0 46.9 68.1
Slovakia 6.2 6.7 6.5 55 45 5.7 6.4
Slovenia 84 7.9 8.8 6.6 45 . 9.5
The former Yugoslav
Republic of Macedonia 2 ............. 3.6 . 45 . . . .
YUQoSIavia ... 23.2 30.4 10.3 457 43.2 48.4 473
Estonia .... 111 10.6 12.3 6.8 0.5 6.1 12.5
Latvia ... 8.5 4.7 7.0 2.8 0.8 2.8 7.0
Lithuania ........cccveeevemrericnennniines 8.8 5.1 8.5 24 -1.3 5.2 10.9
AIMENIA ..o 13.8 8.7 21.8 -1.2 -4.3 1.0 6.5
Azerbaijan ... 3.6 -0.8 0.3 -7.6 9.0 -3.0 -0.6
Belarus ........ 63.9 73.2 63.4 181.6 187.3 197.6 126.6
Georgia ....... 6.9 36 7.3 11.0 . 14.1 9.5
Kazakhstan ..... 17.4 7.3 11.3 1.9 0.5 - 9.2
KYIQYZStan ......cceeeeneeeneeneerneeneennes 255 12.1 147 18.3 17.2 15.2 29.8
Republic of Moldova ..........ccceuune. 11.8 7.7 11.1 18.3 11.3 20.7 34.1
Russian Federation ..... 14.7 27.8 11.0 84.5 96.1 99.5 18.5
Tajikistan ................ 85.4 431 159.9 27 -3.0 19.2 319
Turkmenistan ...... 83.7 16.8 215 19.8 22.7 12.6 23.6
Ukraine ............ 15.9 10.6 10.1 20.0 22.1 24.1 13.0
Uzbekistan ..........ccoeveneinereininnins 73.2 . 275 . . . .

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.

attempts to achieve price stability in recent years havstrongly in real terms)? has not only continued to choke
proved to be unsustainable, the sharp acceleration in thgroduction, but has also increased the cost of borrowing to
inflation rate reflected the devaluation of the dinar (by 45an already heavily-indebted industry, which is under
per cent at the end of March and again in May), théntense pressure to restructure and increase effici&ncy.
lagged effect of monetary expansion in the second half ofhe desired effect of high interest rates in dampening price
1997 and, particularly in the last quarter, the monetaryncreases, which were already being stimulated by new
emission which had been increased in order to finance taxes and tariff increases designed to limit the growing fiscal
rapidly growing budget deficit and to alleviate a growingdeficit, was thus partly offset by their negative effect on
stock of wage and pension arrears. Furthermore, iputput and on production costs. Nevertheless, the actual
October the government introduced a new sales tax ipear-end rate of inflation (40.7 per cent) was still lower than
order to raise revenue to support its increased militaryhe original target agreed with the IMF (45 per cent).
expenditure. These factors, in addition to increased cost

pressures during the second half of the year from the In Bylgaria, afte_r the_se\_/ere finan(_:ial crisis in 1996
renewed downward pressure on the dinar angmdaperlod of hyperinflation in the closing months of that

- . . . ear and early 1997, a currency board was introduced in
significantly weaker industrial production, prepared t_he?/n id-1997 and the lev was pegged to the deutsche mark.

grlj); cr:sdl a\ji(;r inaggittgegf t?geg;g?pr(i)cfe zgﬁtr;glgs inflation - in Inflation started to fall rapidly and the monthly rate fell to

In Romania, the inflation rate continued the
downward trend which had started in the second quarter of3*® The leu appreciated in real terms (CPI deflated) by 29.5 per cent
1997, but the deceleration has been slow and was achievmﬁin?t {gg éjouslr _ar;d 54.5tpe:hcent a?ainsct’ thle dgutsch_e r_n?lrkt_in thti first

H [0} . ainly aue to the continuea slowdown In Intlation, e
Iargely throqgh_ the depressmn of Consumer_ der_nand, es of change were 23.2 per cent and 25 per cent, respectively, for the
result o_f shrinking real incomes. The very high interestear as a whole.
rate policy pursued by the central bank in order to control s For an extended discussion of the Romanian situation see sect.

inflation through a stable leu (which in fact appreciateds o).
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less than 1 per cent in the last quarter of 1997; duringrhich has significantly dampened domestic demand, thus
1998, prices rose by only 0.9 per cent for the year as eurbing both the growth of output and of prices. In recent
whole (equivalent to less than 0.1 per cent per month), thgears, in the absence of deep micro-level restructuring
lowest rate among the east European and Baltic countriesxd with only slow rates of labour shedding, persistent
and which is well below the government’s year-end targetvage growth in excess of productivity gains has been the
of 16 per cent (equivalent to a monthly rate of 1.2 pemajor source of inflation in the Czech Republic. Since
cent). However, these rather impressive improvements imid-1997 the factors which have helped to weaken
macroeconomic stability have been achieved at the cost aiflationary pressures have come from both the demand
a severe depression in aggregate demand and a collapseantl the supply sides. On the demand side, falling real
output in 1997; there was only a slight recovery of GDP inncomes and growing uncertainties on the labour
1998 while industrial production continued to fall sharply. market>® have led to reduced household expenditire.
Furthermore, the very small increase in the unemploymer®ther components of domestic demand have also
rate”° suggests that most of the restructuring remains to beontracted mainly due to very high real lending rates, a
done and this will be particularly difficult to undertake problem emanating from the troubled and hesitant
without a strong recovery in aggregate demand and outputanking sector, and the tightening of fiscal policy after
Therefore to sustain this recent achievement of near pridtee exchange rate crisis of May 1997. On the supply
stability in Bulgaria may prove to be costly in terms ofside, cost pressures weakened considerably in 1998
overall macroeconomic performance and social cohesion.thanks to weaker import prices, in national currency, for
Jaw materials and food. Furthermore, in the first three

been the crucial factors behind disinflation in 1998 indUarers, there was also a relatively strong growth in

Albania, Bosnia and Herzegovina and, to a lesser exteH?bour productivity (5.4 per Cent)’.Wh'Ch exceeded real
in The former Yugoslav Republic of Macedonia Wherep’rOdUCt wage growth f(_)r the first time since th‘? reforr_ns
' %ltlarted. However, in the last quarter, industrial

there was also a sizeable recovery in measured industri . X X
productivity, due largely to output growth rather than production collapsed by 7 per cent and industrial labour
' ¢@st pressures have started to increase.

employment contraction, as has been the case in rece
years. In the second and third quarters consumer prices In contrast, the expansive stance of fiscal policy
in The former Yugoslav Republic of Macedonia in factcontinued in Slovakia in 1998, particularly before the
fell, largely reflecting the combined effect of the waning September elections. However, as in recent years, the
of the effect of the July 1997 devaluation of the dinar anc¢rucial factor behind the combination of relatively low
a significant increase in wage arrears which furthefnflation and a high growth rate in 1998 was again the
depressed consumer demand. employment of various price controls and a very slow pace
. . of price deregulation. The dampening effect of an
In the Czech Republic and Slovakia the downward, ificially strong Slovak koruna on import prices and a
trend in inflation resume_d in 1998 after reverses in 199_7relatively tight monetary policy also helped the resumption
In the Czech Republic, despite large increases iRt gisinflation in 1998." However, after the elections, the
controlled prices and the imposition of VAT in January central bank abolished the 7 per cent fluctuation band in
and again in July, consumer price inflation slowedpctoher and allowed the Slovak koruna to float. The
significantly during 1998. The actual “net” inflation rate sypsequent effective devaluation of the currency did not
at the end of the year was 1.7 per cent compared with thead to a reversal of the downward trend in Slovak
central bank’s target of 5.5-6.5 per c&ht. Since the inflation in the closing months of 1998 thanks to a very
effective devaluation of the Czech koruna in May 1997ight monetary policy, which restrained both real wage
the central bank has pursued a very restrictive monetagrowth?® and the removal of the import surcharge in
policy, initially deliberate then, more recently, de fa€to, October. The austerity package announced in January
1999, however, which includes a significant degree of
price deregulatioff? forecasts a year-on-year inflation rate
in December of 10 per cent, up from 5.5 per cent in 1998.
350 |n Bulgaria, the registered unemployment rate increased from 12.9n January 1999, monthly inflation jumped to 3 per cent, a
pr et at he end of 1956 o 197 pey contat he en of 1957 nd 1 Pl winich may suggest that the governments infiation
seven years of high growth rates, the registered unemployment rate f@rget Is rather ambitious if further major increases in
December 1998 was still only 1.8 percentage points lower than in Bulgaria.administered prices will be implemented as promised.

Exchange rate targeting and weak demand have al

31 In late 1997 the Czech central bank formulated a new “net” inflation
indicator designed to screen out increases in regulated prices. In other
words “net” inflation is that part of the price index which can be influenced 353 . .
by monetary policy, and since the beginning of 1998 this has been the measure ; Th; Czech rate OL ;memgloyment,t althQSQFQS;'IIt tr;e5lowest '?.
used for inflation targeting. In July, due to the correction of energy prices angas €rn =urope, Increased Irom 4 per cent in mid- 0 /.5 percentin

rents, the monthly rate of increase in the CPI was 1.9 per cent, but according oecember 1998 (table 3.5.2).
the net inflation index prices fell by 0.2 per cent. During the 12 months to 354 The yolume of retail trade fell by 2 per cent in 1997 and almost 7

December 1998, regulated prices increased by 20.4 per cent, accounting {9&r cent in 1998; in 1996 there had been an increase of nearly 10 per cent
5.1 percentage points of the 6.8 per cent increase in consumer prices. Czgghyle 3.3.11).

National BankMonthly Bulletin No. 12 (Prague), 1998.
352

. 35 The new government lifted wage controls on 15 December 1998.
On 15 January 1999, the Czech central bank cut interest rates for

the eighth time since July 1998 in an attempt to stimulate growth and 356 Electricity prices were raised 30-35 per cent. Other items for
weaken the koruna. which prices were increased include heating, water, sewage and fuels.
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In Slovenia, where consumer prices continued tanay be more difficult in the near future given the recent
rise at around 9 per cent per annum during 1995-199%yeakening of industrial production, particularly in Poland,
the rate fell rapidly during 1998 and te&-antetarget where economic growth has been one of the major factors
was met, thanks to restrictive income policies, introducedbehind significantly increased productivity and slower
in 1997, which somewhat checked wage increases igrowth in unit labour costs despite slowing but still strong
spite of strong union resistanté. Fiscal discipline was wage growth. In Hungary output growth has held up better
also maintained in 199&hile a strong tolar significantly than in Poland due to a stronger performance of both
alleviated external cost pressures and very high reaxports and domestic demand. In 1998 there was a sharp
interest rates kept domestic demand subdied. rise in household consumption, which had fallen
However, as in Slovakia, the deregulation of controlledprecipitously in 1995-1996 and stagnated in 199 Real
prices has been rather slow in Slovenia, although it hawage growth was moderate and real interest rates were
been precipitated recently in line with the preparations fohigh. This upswing in consumer demand can therefore be
the pre-accession negotiations with the EU. Thdargely explained by rising consumer confidence
introduction of VAT, because of its possible inflationary emanating from the general improvement in the economic
impact, has been delayed and will only be introduced irconditions of households, particularly employniént.
July 1999 under pressure from the EU to proceed wittHowever, a further weakening in exports and therefore of
tax harmonizatio®?® Also, complete price liberalization industrial production is likely to lead to a slowdown in
is due to be implemented by 2000, although themeasured productivity growth (assuming the usual lag in
programme is still to be announced. These expected tdke employment response) and to an increase in unit labour
increases and the scale of price deregulation in Slovenizosts in the short run. Furthermore, if the policy of a
are bound to slow the disinflation process in 1999 unlessoderate depreciation of the real rate of the forint is
there is a greater moderation in cost increases, andaintained in 1999, in order to sustain export
particularly in wage growth which is still increasing competitiveness, then the rate of disinflation might slow
rather strongly in real terms in spite of the fact thatdown unless commodity prices (mainly food and energy)
Slovenian wage levels, in dollar terms, are still very highremain weak, which is likely. The Hungarian budget
compared with other countries in the region. assumes a 10-11 per cent annual average inflation rate in

. . 1999, down from 14.2 per cent in 1998.

Both in Hungary and Poland, consumer price
inflation has been generally higher than in the other early  In Poland, the gradual slowdown in the economy
reformers. Disinflation in both countries, however, wasgained considerable momentum during the last quarter of
not interrupted in 1997 and it has continued in 1998, and998°* and the early months of 1999. Domestic demand
even at a more rapid rate, particularly in Hungary wherés subdued, unemployment is rising, world commodity
the year-on-year increase in December fell to 10.4 peprices seem to remain weak. Furthermore fiscal policy is
cent, down from 18.5 per cent in 1997. In Poland the ratexpected to be tighter and the Monetary Policy Council
fell from 13.2 per cent in 1997 to 8.5 per cent in 1998, thénas adopted direct inflation targeting. Given all these
first time it has been in single digits since the start of théactors, the central bank’s inflation target of 8-8.5 per
reforms. In both countries, but particularly in Hungary,cent for 1999 seems to be easily in reach.
inflation for the year as a whole fell well below the initial In theBaltic countriesinflation rates continued to fall
targets set in early 1998 (14 per cent in Hungary and 9.% 1998 for the fifth consecutive vear. The average
per cent in Poland for the 12 months to December). Imonthl ’ rates in Latvia and artigulari in Lithuanig
both countries prudent monetary policy and budgeta emainywell below those in m(r))st of theyeast European
discipline combined with a carefully designed exchang P

rate policy and lower import prices all contributed to thiscountnes and furthermore, in all three countries inflation in

favourable price performance. In contrast to most of th(g‘998 as a whole was well below the inilial targets. The

e ) . e rucial factor in Latvia and in Lithuania has been a strong
other transition economies, disinflation in Hungary andgxchange rate which has further lowered both the material

Poland has been achieved without either choking output of f oroduct d the ori e q
demand growth or by further worsening labour markef:oszl5 0 plro lIiCt'o.n and t ed pncefs 0 Ilmp?rte hconsulmer
conditions. However, the sustainability of lower inflation goods. In Latvia a prudent fiscal poiicy has also

. ontributed to a subdued inflation rate despite relatively
rates, supported by progress in reforms and strong growt drge increases in real wages and household spefiting.

Rapidly growing real wages, far in excess of productivity

357 The Minimum Wage and Adjustment Act was activated in mid-

1997 and will remain in force until mid-1999. Among other things, it
shifts the indexation of wages from a quarterly to an annual basis, and 360 Ratajl trade fell by 1.4 per cent in 1997 and increased by 7.5 per
reduces the compensation to 85 per cent of the annual change in the CRgnt in 1998 (table 3.3.11).

Furthermore, the increase in remuneration also takes into account
productivity rises.

361 Total employment increased by 2.4 per cent and by 5.1 per cent in

358 . . _industry in the first three quarters of 1998 (table 3.5.1).
Retail trade volume increased by 1.9 per cent (year-on-year) in 162

January-December 1998 compared with 5.4 per cent in 1998 (table
3.3.11). 1998.

359 |nstitute of Macroeconomic Analysis and Developm&hoyvenian 363 Retail trade volume in 1998 increased by more than 20 per cent
Economic Mirror No. 11, Vol. IV, December 1998. (table 3.3.11).

Industrial output fell by nearly 3 per cent in the fourth quarter of
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growth, was also the major domestic inflationary pressureutput have collapséd and the domestic banking system
in Lithuania. However, cheap imports and probablyis in disarray, the present government is mainly concerned
sharply reduced profit margins pulled down the 12-monttwith  solving  day-to-day = economic  problems.
inflation rate to 2.4 per cent in December, one of théNevertheless, the monthly inflation rate in January and
lowest rates among the transition economies. Chealpebruary fell to 8.5 per cent and 4.1 per cent, respectively,
imports also eased price pressures in Estonia where thempared with 11.6 per cent in DecemiSer.However,
tightening of monetary policy in mid-1997 had alreadythis deceleration reflectster alia, the continuing fall in
contributed to the cooling of the economy and thedemand, increased import substitution and stabilization of
resumption of the downward trend in inflation. In fact, in the rouble since Januaty.

Estonia, in contrast to the two other Baltic states  General macroeconomic instability and intense
(particularly  Latvia), consumer demand weakenedyressure on the exchange rate were already evident in
considerably throughout 1998. some of the CIS countries in the first half of 1998. This

In most of theCIS economiesinflation either Was particularly true for Ukraine. Th(_a hryvnia was
continued to slow down or prices actually fell during the€ffectively devalued in September and its value fell by
first three quarters of 1998. However, in the month£Ver 50 per cent against the dollar between mid-August
following the Russian financial crisis, inflation picked up 2nd end-December despite the imposition of exchange
again strongly in many of these economies. The majc ontrols. After achieving virtual price stability between
exception throughout the year was Belarus, wher anuary and August, the consumer price index climbed
expansionary monetary and fiscal policies have bee y more than 4 per cent a mont_h during the rest of 1998
maintained also in 1998. Moreover, without a number ofand the year-on-year increase in December was 20 per

: T cent compared with some 7 per cent in August. There
gcgﬁ ﬁg;]t;)ls’ inflation in this economy would have beenhas also been a reversal of recent near price stability in

the Republic of Moldova. At the beginning of
The financial crisis in Russia had a major effect onNovember, the central bank stopped supporting the leu

consumer price inflation as a result of the rouble’sand its value fell from 6.4 per dollar to 10 per dollar. In

collapse and initial panic buying. The monthly inflation most of the other CIS countries where Russia accounts for

rate in Russia averaged some 0.5 per cent during Januagp important part of their trade turnover, there have been

July, and the year-on-year inflation rate was down to 5.Bimilarly large depreciations and hence some reversal of

per cent in July; the year-on-year rate reached 52.4 pdhpeir recent low inflation rates can be expected.

cent in September, and even though it slowed sharply

during the last quarter the year-on-year increase in (b) Components of CPI

December was 84.5 per cent compared with 11 per centa  Within the consumer price indefgpod pricesin

year earlier. 1998 (table 3.4.1) declined or stagnated in many of the

After the Bank of Russia allowed the rouble totransitio_n economies, thanks to falls in the prices of

domestic produce during the summer and particularly to

float effectively on 17 August, its exchange rate fell ; D s :
sharply from some 6.2 roubles per dollar to 16.1 by thesharply lower import price? However, in those CIS

end of September. The rate of depreciation slowe ountries where there was strong currency depreciation,
considerably during the last quarter but still reacheiOOOI prices also rose sharplyNon-food goodsprices

ither fell or increased slightly in many of the transition
nearly 21 roubles per doI_Iar at the end of 1998. At th conomies, reflecting cheaper industrial raw material and
end of July, the Russian government had aIready

) d 3 " h . " E£1termediary goods combined with falling import prices
IMposed a o per cent surchargé on IMports —anfg finished consumer good¥. In some countries, there

increased VAT on all imports from 8 per cent to 20 per, o5 5i50 the disinflationary effect of weaker consumer
cent.  Import prices therefore increased sharplygemand. Therices of servicein 1998 were again the

However, the actual impact of these increases ORygtest rising component of consumer prices in all the
consumers is difficult to judge given the large fall in

real incomes as well as the huge wage arrears which
have probably forced consumers to change drastically
the structure of their consumption baskets. Anecdotal 3% | real terms the rouble depreciated by 292 per cent (CPI) and
evidence suggests that subsistence food consumpti@fo.5 per cent (PPI) against the dollar.

and the rate of substitution of cheaper domestic products3 the supstantial increase in domestic prices in December was

for expensive imports have increased. largely a lagged response to the considerable effective extra emission by
the Russian central bank as it extended credit to commercial banking

In addition to a severely restrictive monetary policy, structures in August and September.
a ”gl_d exchange rate regme was a crucial tool O,f_ the a7 Ministry of Economics, “Report on the current economic situation
Rg33|an g_c_Jver_nment_ in its pursuit of an overambitiousind forecast for the first quarter 199®ussian National News Service
price stabilization policy. Now that the rouble and the(Moscow), 2 March 1999 (internet website).

%68 During 1998, world market prices for food, as measured by the
HWWA Index, fell more than 16 per cent in dollar terms (sect. 2.1).

369 Developed market economies’ export unit values for manufactured
Retail trade volume in 1998 shrank by nearly 3 per cent (tablegoods in dollar terms fell in the first three quarters of 1998 by 3 per cent,
3.3.11). after falling 6.6 per cent in 1997.

364
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transition economies except Belarus, Russia and Ukrainstructure thanks to the gradual market reforms which had
Apart from this sector’s relatively slower productivity already started in the 1980s.

growth and lower exposure to import competition, the

major contribution to relatively higher, and often still (d) Rents

accelerating, service price inflation is often coming from _ _ o

adjustments to administered or controlled prices, most of ~ One of the major service prices in the CPI basket,

which are concentrated in this sector and include rentgvhich has remained under widespread administrative
utilities, transport, health, education, etc. control isrent, which in the early stages of the transition

was considered as an element of the social safet{ net
(c) Relative price changes within CPI, 1995- and was typically set even below maintenance costs.

1998 During the communist era the state was responsible

Chart 3.4.1 shows the cumulative monthly rates ofor the housing system. Access to housing was usually
change in the three components of the CPI, namely foogontrolled by local housing authorities and distribution
non-food goods and service prices since the beginning d¥as carried out according to needs and not incomes.
1995 in selected transition economies. In the majority ofince the 1970s, mainly due to intensified internal
the countries, food prices fluctuated more but increasethigration (i.e. rural to urban), chronic shortages and
more slowly than the other two components and pulledhidden homelessnes$” has increased sharply in the
down the overall index, particularly in the CzechUurban areas. Therefore some governments expanded the
Republic, Hungary, Poland and the Baltic states. On théhare of the “market sector” by permitting cooperatives
other hand, service prices, which have also fluctuated@nd individuals to provide housing for their own
often increased more rapidly than the other twoConsumption, although the state retained control over
components of the CPI. The extreme case is the Clgccess to and exchange of housifig.However, the
countries where service prices have increased at leaSgbsidies allocated to owner-occupied housing, in order
twice as fast as the rest of the index since the beginnir@ cover the difference between the negligible house
of 1995. In Russia, this differential narrowed sharplyPrices and their actual costs (including mortgages), grew
after the collapse of the rouble in August as the prices dgfonstantly and their share in many government budgets
both food and non-food goods surged by more than 8exceeded 10 per cefit. On the other hand, rents were
per cent between September and December. The relati@lificially low and being a tenant was even more
price changes compared with eastern Europe were algjtractive than being a homeowner, who still had to bear
more significant in the Baltic states, which may partlyall the maintenance costs. This tenure structure, i.e. a
reflect their relatively late start in the reform process andPolarization between public renting (state controlled
hence the larger relative price corrections required anfousing) vis-a-vis subsidized home ownership, and a
undertaken for service prices.  Furthermore, theivirtually non-existent private rental sector, was one of the
exchange rates were more stable (currency board ariajor characteristics of the communist era.
fixed exchange rates) and appreciated significantly in real
terms which dampened the imported inflation pressure on
food and non-food goods prices.

Am.ong the east Eurqpean .Countrles’ the fQUI’. year s V. Koen and P. De MagRrices in the Transition: Ten Stylized Facts
cumulative rate of change |n.sewlce prlpes was similar vr Working Paper WP/97/158 (Washington, D.C.), November 1997.
that of non-food gOOdS prices Only in_Hungary and 372 For example see R. Buckley and E. Gurenko, “Housing and income
Slovak!a' This neg“glble relative price Change IN gistribution in Russia: Zhivago’s legacyThe World Bank Research
Slovakia, however, reflects the very slow pace ofobserver Vol. 12, No. 1 (Washington, D.C.), February 1997, pp. 19-32,
liberalization of controlled or administered prices which,where the authors conclude that “... the distribution of housing in Soviet

; ; ; :Russia reduced income inequality and provided a strong cushion against the
in fact, is one of the major problems the economy faces I5onsequences of the transition ... when the imputed value of housing is

sustaining its artificially low inflation rate and overall added to household income, the increase in income inequality that occurred
macroeconomic stability in the near future. Whereas irin recent years is significantly reduced ...". See also B. Renaud, “The real

; ; tate economy and the design of Russian housing reforms, Part | (and Part
Hungary, a.lthough at much hlghe.r rates of Increase’.th ", Urban StudiesVol. 32, No. 8 (and No. 9) (Abingdon), 1995, where
small relative price change within the consumer pricéoth the social (safety net) and economic (for example, resourcelasset

index during the last four years is partly due to the factllocation, incentives, new investments, labour market mobility and overall
that a Iarge-scale correction of service prices took p|ac§JCCGSS of the reform process) effects of voluntary privatization of the
during the early years of transitidh Secondly the housing stock, at nominal cost or free in Russia, is analysed.

. L ! A 373 . . . .
Hungarian economy started the transition process with a~ Sharing accommodation with parents, relatives, etc.

more developed service sector and a less distorted price®”* For an extended discussion on the trends and transformation of the
housing sector in transition economies see, UN/B@Enan Settlement
Trends in Central and Eastern Eurofignited Nations publication, Sales
No. E.97.1l.E.11) and also J. Huttman, “Housing allocation, tenure and
mobility in eastern Europe'JUrban Law and Policy No. 9, 1988, pp.

370 . . . 277-294.
“By 1993 more than 90 per cent of prices, weighted by their share

in the consumption basket, had been freed of administrative controls”, R. 875 3. Hegedis, S. Mayo and |. Tosid@ansition of the Housing
Moghadam, R. van Elkan, E. Ruggiero and P. Pefdnagary. Selected Sector in the East-Central European Countr{®fetropolitan Research
IssuesIMF, 22 August 1997, p. 9. Institute, Budapest, 1996).
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CHART 34.1

Consumer prices of food, non-food goods and services in selected transition economies, 1995-1998
(Indices, January 1995=100)
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(For source see end of chart.)
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CHART 3.4.1 (concluded)

Consumer prices of food, non-food goods and services in selected transition economies, 1995-1998
(Indices, January 1995=100)
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After 1989, various market oriented reforms weresome countries increased sharply. In the mid-1990s it
carried out to transform the housing sector, such as largeesached some 90 per cent or above in Albania, Bulgaria,
scale privatization of public housing (usually by Croatia, Hungary, Slovenia, Romania and Lithuafiia.
transferring ownership to the occupants and often aDn the other hand, the public or semi-public rental sector
nominal fees), the reduction and restructuring of
subsidies, et&® The share of owner-occupied housing in

11 (Abingdon), 1997, pp. 1798-1818. Since early 1997 the Russian
government has increasingly focused on housing reform which calls for,
inter alia, gradual reduction of housing subsidies (for which both owners

X . B o and tenants of privatized apartments are eligible), “with the goal of 100 per
_For example in Russia, the law “On Privatization of the RSFSRent cost recovery by 2003 ... cost recovery has increased from less than 2
Housing Stock” passed by the Supreme Soviet in June 1991 whicher cent in 1993 to about 30 per cent by late 1997”. A. Guzanova, “The
mandated the privatization of state owned rental units to registered tenanigoysing Market in the Russian Federation: Privatization and its
However, most tenants refused the offer in order not to be liable for fu”lmplications for Market Development”, World Bank Working Paper Series,
maintenance and communal service costs, which have in fact increasggh. 1891 (Washington D.C), December 1997.

frequently after 1992. By the end of 1996 about 55 per cent of the total

housing stock (including the rural areas) was in private ownership, up from 77 For example in Hungary, housing subsidies as a percentage of
33 per cent in 1990. R. Struyk, A. Puzanov and L. Lee, “Monitoring GDP fell from 6 per cent in 1989 to less than 2 per cent in 1994,
Russia’s experience with housing allowancéshan StudiesVol. 34, No. UN/ECE,Human Settlement Trends, op. cit, p. 40.
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remained large in others (the Czech Republic, Slovakia, TABLE 3.4.2

EStoma,’ Latvia an_d Russia), as remglnlng a statg tenarﬁelative rent changes within the consumer price index in selected
was still economically more attractive than being an transition economies, 1990-1997

owner®® However, the private rental market remained (Percentages)

limited everywhere, mainly due to continued control of

some rents (e.g. on those units obtained throug CPI11997 Weight Relative

restitution but with the old tenants as occupants) and/c 19902100 G rent

punitive taxe$™ Nevertheless, over time rents have beer Total  Rent 1990 1997 change®
raised significantly to finance the upkeep. Table 3.4.Zzech Republich.......... 297.8 444.2 .17 4916
shows that in most of the countries for which there aretungary .........cccoooeeevven. 453.0 383.9 1 03 -1526
data, rent increased faster than the total CPI betwe€e®and ... 7456 15642 21 35 10978
1990 and 1997, particularly in Latvia (more than five ROMANA wvvisic 199437 13304 .. . 9333

. . iaC
times) and Poland (more than double). Rents increas x:ﬁ'ig S 1‘21‘7125 2?282 o égg
less than the overall rate of consumer price inflation only j,..a 130166 676928 11 4008
in Romania and, to a much lesser extent, in Hungary.  Ryssian Federation ®..... 3274521 602222.0 ) ) 83.90

Even though rents were adjusted fairly frequently source: National sources and UN/ECE secretariat estimates.
_and usua"_y rose f{-'?-Ster than the OV_era" CoONSUmMer PriC€ a Rejative rent change is calculated as: [(r = p ) - 1]* 100, where r is the
index, their share in the consumption basket remainegntindex and pis the total CPI in 1997, with 1990=100.
very low, and even declined between 1990 and 1997 in b et rent for rental flats set by the Ministry of Finance. Czech National
Hungary, where it was due to the rapid privatization ofBank, Monthly Bulletin, No. 1 (Prague), 1998.
public rental unit$®® One general major reason for this ¢ 1995,
very low share of rent in the consumer price basket is that d yeignt of rent: 1995.
there are no I.mpmed e.Stlmates for the ren_tal equwalent of € 1991=100; change in rent estimated by the change in “roubles per square
owner-occupied housing in these countries. A seconglee of communal housing”.
reason is that public rents are still very low, and therefore
their share in total expenditure remain insignificant. And i Furth N i f th .
thirdly, the growing but still limited private rents are, to a COUNtrIes.  Furthermore rents remain one or the major

considerable extent, either not declared or remaiff€Mments of “postponed inflation” in some of these
controlled. countries, such as Slovakia, where rent controls and

housing subsidies are still high. In addition, the
In fact, due to explicit or implicit subsidies and artificially low rents in some countries, which do not
other price distortions (such as controls), the weights irven cover the maintenance costs, do not only increase
the CPIs in most transition economies do not accuratelthe fiscal burden but also act as a disincentive to renovate
reflect the relative importance of certain secttirs. housing and invest in new real estate, the lack of which is
Expenditure on rent is one of these major items, if not th@articularly important in reducing labour mobility. On
most important, in the CPI index and one that distorts théhe other hand, as mentioned above, these controls and
measurement of inflation both over time and acrossubsidies, in some countries, still provide an in-kind
social safety net and thus are an important element of the
social cohesion needed to support the reforms.

378 1. . .
Ibid, p. 46; and UN/ECETrends in Europe and North America, PR ; ;
1996-1997(United Nations publication, Sales No. E.97.ILE.5), p. 136. (e) Inflation-output growth relationship

These shares are extremely high compared with the west, e.g. some 40 per . ; ;
cent in Germany, 50 per cent in Austria, etc. Nevertheless, before the Many of the transition economies have succeeded in

reforms started, private ownership was already advanced in somEapidly lowering their inflation rates from very high to
countries. For example, in Bulgaria, the state sector accounted for only fhoderate levels of about 20-40 per cent per anfium.
per cent, in Hungary 20 per cent, in Poland 35 per cent and injqyever to reduce inflation further to one-digit annual
Czechoslovakia 45 per cent. P. Baross and R. Struyk, “Housing in ep . .
transition in eastern Europe: progress and proble@itigs, Vol. 10, No. rates_ has prove_d to _be difficult in most countries. The
3, 1993, pp. 179-188. persistence of inflation at so-called “moderate” rates
%79 These taxes on rent income are one of the reasons also fdrannot be easily explained by standard theories, such as
underreporting, which introduces a downward bias for overall rentinsufficiently tight macroeconomic policies or excessive
expenditure in household budgets. wage pressured’ because a large part of this inflation is
380 «On 1 January 1990, there were 721,000 dwellings in public caused by conditions peculiar to transition economies,

ownership, 18.7 per cent of the housing stock. In 1995, 500,000 rentaych as the prolonged adjustment of relative prices,
dwellings had been sold, approximately 69 per cent of the number of

1990 public dwellings”. Z. Daniel, “The paradox in the privatization of
Hungary’s public housing: a national gift or a bad bargaiBggnomics

of Transition Vol. 5 No. 1 (Oxford), 1997, pp. 147-170.

381

. . . L . . 382 For example, all of the early reformers had lowered inflation to
For a detailed discussion of the statistical problems involved in theygderate rates, albeit at varying rates of deceleration, by 1993 and the

analysis of inflation and the measurement of relative price variability segzgjtics by 1995, from triple-digit (or near triple-digit) rates in 1989-1990
S. Coorey, M. Mecagni and E. Offerdal, “Designing disinflation programs anq 1992-1993, respectively.

in transition economies: the implications of relative price adjustment”,
IMF  Papers on Policy Analysis and AssessmefPAA/97/1 R. Dornbusch and S. Fischer, “Moderate inflatiofhe World
(Washington, D.C.), February 1997. Bank Economic Reviewo. 7 (Washington, D.C.), 1993, pp. 1-44.
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CHART 3.4.2
Average annual rate of change in GDP and consumer prices in selected transition economies, 1993-1998 2
(Percentages)
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Source: National sources.
a The former Yugoslav Republic of Macedonia and the Baltics states: 1995-1998 and CIS: 1996-1998.

which cannot be influenced by the standard instrumentand sustain a relatively high growth rate (many of the
of monetary policy. Even though a low inflation advanced reformersy.

environment usually improves resource allocation and,
ceteris paribug®* stimulates growtf® very rapid
disinflation, at relatively low or moderate initial inflation
rates may involve high costs in terms of lost growth in

Chart 3.4.2 plots the average annual rates of change
in the CPI against the growth in GDP in transition
economies where the average annual inflation rates were

output. This may be especially true in a transitionaround 30 per cent or below. __The panel_on the left
economy where large relative price adjustments are stifPPOts the proposition of a positive correlation between

needed in order to improve market mechanisms anawoderate inflation rates and GDP growth in the east

which in turn are major conditions for sustaining
macroeconomic stability, growth in fixed investment and
in potential output and, eventually, increasing
employment in a market economy.

387 The IMF paper by S. Coorey, M. Mecagni and E. Offerdal, op. cit.,

empirically examined for a group of 21 transition economies between
i ; s 990 and 1995, the question of “whether the achievement of low inflation

. The tre_m3|t|on economle,s can be, dIVI(_jed roughly:lhas been constrained by the adjustment of relative prices — a necessary

into two major groups according to their choice or tradeaspect of the transition to a market economy — or whether inflation in

off between a rapid achievement of low inflation at a highhese economies results only from the traditional factors of insufficiently

cost in lost output grovvth (most of the CIS) al,]dtight financial policies and wage pressures”. One of the key findings is
that relative price adjustments continue, even in those countries that have

acceptance of a gradual rate of disinflation, toyndertaken comprehensive initial price liberalization, not only because of
accommodate the necessary changes in relative 3ﬁ‘ﬁcesgradual adjustment of controlled prices of certain capital intensive,
nontradeable prices, such as housing and utilities (“cost-recovery
hypothesis”) but also due to the changing composition of output and
demand associated with the gradual movement towards a market
economy. The “relative price variability has a statistically significant

There are, of course, other determinants of growth which may|mpact on inflation ... more than in the case of other explanatory

influence the relationship between disinflation and growth, such as th%gifbflfosmsiigaior:ﬁm:gzl vg?/?; %L%thériﬁdm(l)g%(rffgggStg%’loezze?h%n

level of physical and human capital, the level and distribution of INCOME i\ ariate relationship between inflation and growth and tried to answer
etc. the question “If inflation is bad for growth, is disinflation good?” The
385 For example see M. Bruno and W. Easterly “Inflation crises and@nSwer is “not necessarily”. However, according to the statistical results
long-run growth”,NBER Working PaperNo. 5209 (Cambridge, MA),  ©f this study, it is only when the initial level of inflation is below 10 per
1995, where the authors show that at very high initial inflation rates,Cent that severe disinflations (at least a halving of the annual rate of
growth resumes almost immediately after disinflation. inflation) are associated with a fall in GDP growth, at least in the short
run. At all other inflation rates the results suggest a statistically and
386 Nevertheless, an increase in relative price changes (i.e. a greateconomically significant negative relationship between inflation and
variance) does not necessarily lead to a rise in inflation, if price increasegrowth. However, the authors conclude, “exactly how far this negative
in some goods (such as some services) are offset by price declines ialationship extends remains an open and difficult question”, as relatively
others (such as food and some manufactures), as was the case in 198Yere moderate disinflations are also associated with higher GDP growth,
1998 in most of these economies. depending on the initial level within the moderate inflation limits.
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European and Baltic countri&$. All of these countries TABLE 343

have comblned.rglanv'ely unllnterrupted rates of Ol'!tpubroducer prices in industry 2 in the transition economies, 1997-1998

growth and of disinflation during the 1993-1998 period. (Percentage change)

Furthermore, the higher the average inflation rate, the

higher was the average growth in GDP, the mair Annual December over

exceptions being Hungary and Slovakia. In Hungary thi: average December

reflects the sharp slowdown in GDP in 1995-1996 1997 1998 1997 1998

following the launching of the stabilization programme in gosnia and Herzegovina ............ 32 36 9.2 9.0

March 1995. Whereas in Slovakia it reflects mainly theBulgaria ............ccccccoorrrnree 888.1 228 4433 43

suppressed inflation which has resulted from postponingroatia ... 37 -15 29 2.1

the deregulation of administered prices. Czech REPUDIIC ... 5.1 4.9 5.7 22

HUNGarY ..o 20.9 11.4 19.4 7.1

The right-hand panel in chart 3.4.2 plots the sameoland ... 122 72 113 4.9

relationship in the CIS countries: it displays an obvVioUSIyROMANA ... 1505 336 1438 200

larger variance but nevertheless it tends to SUpPOrt o aka e 46 33 46 L5

. . . . OVENIA ..o 6.1 6.0 6.8 36
negative correlation between the average inflation ratgne former Yugoslav
and output growth. In these countries disinflation was Republic of Macedonia ............. 38 46 85 -0.2
generally much faster than in eastern Europe betweergoslavia ..., 206 259 10.6 413
1996 and the first half of 1998, and output growth waststonia ..............cccccococcrvric. 8.8 338 7.7 -0.3
significantly lower, even declining (except in a few Latvia 43 20 38 -1.9
countries where there was significant growth in a fewHuana. ... 60 38 09 82
primary commodities such as cotton, metal mining, Oil,AMenia ... 217 4.7 19.2 3.4
gas, etc.). This part of the chart, and bearing the aboVAZEMDAIAN ..o 114 55 25 -84
qualiﬁcations in mind, ShOWS tha.t although IOW inﬂation (B;zg:glz ......................................... 89.4 723 90.9 19;;
is generally better for growth, it is not enpqgh t0 eNSUrazakhstan ... 156 10 117 52
it;** on the contrary, a too rapid rate of disinflation mayKyrgyzstan ..o 27.0 9.4 53 26.4
distort the functioning of both the capital and productRepublic of Moldova ..................... 14.9 9.7 13.6 136
markets, thus hampering growth and, eventuallyRussianFederation .............. 150 7.3 74 236
macroeconomic stability itself, an outcome which WasTﬁjrlll:rlzteanr;SiéH """"""""" %ggé ggg 123% 22
clearly demonstrated during 1998 by the Russian Crisigyaine .................. 151 132 50 354
and its spillover effects in the region. UZbeKiStaN. ... 53.9 405 371 48.9

. - Source: UN/ECE secretariat estimates, based on national statistics.
(i) Producer prices in industry . o ,
Industry = mining + manufacturing + utilities.

The rate of increase in industrial producer prices
(PPI) also fell in 1998 (table 3.4.3), in the main reflectingthan the increase in consumer prices in most of the
cheaper imported raw materials and intermediatéransition economies in 1997, but in 1998 the pattern was
products and a squeeze on profit margins due toeversed as a result of upward pressure on consumer
intensified competition. Compared with 1997, not onlyprices from new taxes and above all by the faster rate of
did the deceleration in producer prices gain significantleregulation of controlled prices of services.
momentum in many of the east European economies in
1998 but it was also much more general (the onlyiv) Wages, unit labour costs and profit margins
exception was Yugoslavia). In the Baltic countries in industry
producer prices actually fell markedly in Lithuania. In
contrast, in many CIS economies producer price inflation  (3) 1998
picked up strongly in the second half of 1998 due to falls ) o ]
in productivity and exchange rate depreciation, and the ~ Nominal wage growthin industry, which affects

12-month rate in December was higher than a yeaPoth consumer demand and the cost of production,
earlier. decelerated in the first three quarters of 1998 throughout

o ] o o eastern Europe and the Baltic countries, except Croatia
of production cost pressures in the economy, was highgficrease remained high and in some economies largely

outpaced producer price inflation.

_ . _ _ Real product wage growfff thus remained high or
The chart allows for differences in the time at which the reforms,even accelerated, particularly in Croatia and the three

and thus the disinflation process, started. . . . .

s80 P Baltic countries. The main exceptions were the Czech

This has been recently supported by various studies. For example,

see L. ValdiviesoMacroeconomic Developments in the Baltics, Russia
and Other Countries of the Former Soviet Union, 1992-198/F
Occasional Paper, No. 175 (Washington, D.C.), 1988. The author
emphasizes that to ensure growth these countries must reduce the3° Change in average nominal gross wages in industry deflated by the
structural weaknesses (mainly current account and/or fiscal deficits) thgtroducer price index. Ceteris paribus real product wage growth
underlie their macroeconomic imbalances. measures the wage pressure on producer prices.
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TABLE 3.4.4

Wages and unit labour costs in industry 2 in the transition economies, 1997-1998
(Annual average percentage change)

Real Unit Real unit
Nominal wages ° product wages © Labour productivity @ labour costs © labour costs f
1997 19989 1997 19989 1997 1998" 1997 1998 1997 1998
ADANIA ..o . . . . -8.8 . . . . .
Bosnia and Herzegovina ...........ccoc...e. 49.2 34.3 44.6 29.7 11.3 1.7 34.0 24.8 29.9 20.4
BUIGAria ..o 980.9 26.6 9.4 2.9 -6.4 . 1054.7 . 16.9 .
Croatia ............ 104 131 6.5 14.4 11.2 9.2 -0.7 3.6 -4.2 48
Czech Republic 124 10.3 6.9 51 5.6 2.1 6.4 8.0 1.3 2.9
Hungary ...... 21.6 17.0 0.6 4.4 9.3 7.6 113 8.7 -7.9 -3.0
Poland ......... 20.0 14.9 7.0 7.2 11.2 5.8 7.9 8.7 -3.8 14
Romania ...... ... 100.1 55.1 -20.1 16.1 -4.9 -12.2 110.3 76.6 -16.0 32.2
SIOVAKIA ..vveveririereeeree e 9.3 8.7 4.5 5.2 3.7 9.0 54 0.3 0.7 -35
SIOVENIA ..o 12.0 10.8 55 4.6 5.5 4.7 6.2 5.8 - -0.2
The former Yugoslav
Republic of Macedonia ..................... 23 . -18 . 10.0 85 -6.9 . -10.7 .
Yugoslavia ...... 22.0 314 1.2 8.6 13.0 6.5 8.0 234 -10.5 2.0
ESONIA ..o 19.6 17.0 10.0 114 20.3 41 -0.6 124 -8.6 7.0
[ 1A R 18.7 18.0 13.8 15.7 10.0 1.0 7.9 16.8 35 14.6
Lithuania .......cccovvveenrnennneeneens 23.8 131 16.8 17.6 33 9.7 19.8 3.0 13.0 7.1
AMMENIA ..o 213 36.6 -0.3 27.1 124 14 7.9 34.7 -11.3 254
Azerbaijan ... 425 38.3 27.9 46.4 17.3 13.6 215 218 9.1 28.9
Belarus ........ 87.5 104.5 -1.0 20.0 18.6 10.5 58.1 85.1 -16.5 8.6
Georgia ....... . . . . 40.8 . . . . .
Kazakhstan ..... 255 15.2 8.6 12.0 18.0 3.0 6.4 119 -7.9 8.8
Kyrgyzstan .................. 27.1 25.0 - 143 60.2 5.6 -20.7 18.4 -37.6 8.2
Republic of Moldova ..........cccouevnrreneee 9.4 25.3 -4.8 143 24 -9.6 6.9 38.6 -7.0 26.5
Russian Federation ..............ccucnven 19.8 13.6 4.2 5.9 12.1 -39 6.9 18.2 7.1 10.2
Tajikistan .......cc...... 76.3 79.5 -14.9 39.7 13.0 9.8 56.0 63.4 -24.7 27.2
Turkmenistan .. 2145 477 -12.8 1125 -38.1 . 408.0 . 40.9 .
Ukraine ........ 16.5 7.6 1.2 -4.9 8.9 2.9 6.9 46 -7.1 -7.6
UZDeKiStan ........ccocvvvervenreneininennes 69.3 47.3 10.0 7.1 3.9 49 62.9 40.3 5.9 2.1

Source: UN/ECE secretariat estimates, based on national statistics and direct communications from national statistical offices.
@ |ndustry = mining + manufacturing + utilities.

b Average gross wages in industry except in Bosnia and Herzegovina and The former Yugoslav Republic of Macedonia: net wages in industry; in Bulgaria. Estonia
and all the CIS economies: gross wages in total economy; in Yugoslavia: net wages in total economy.

C Nominal wages deflated by producer price index.

d Gross industrial output deflated by industrial employment.

€ Nominal wages deflated by productivity.

f Real product wages deflated by productivity.

9 January-September 1998 over January-September 1997, except in Poland, Romania, Slovakia, Lithuania, Belarus, Kyrgyzstan and the Russian Federation.
h" Estimated on the basis of January-December output data and January-September employment data.

Republic and Slovenia where the downward trend thatvhich in the medium term can lead to a sharply lower
started in 1997 accelerated, and Bulgaria where thegrowth of investment and thus hinder restructuring.

actually fell by nearly 3 per cent. In the Czech Republic .
the deceleration both in nominal and real wage growth in !N most of the CIS countries, compared to the
1998 was a consequence of tighter monetary policy angijority of east European and Baltic economies, nominal
the wage freeze in the government sector. In Slovenid/ade growth in 1998 remained considerably higher, or
restrictive income policies, introduced in 1997, kepttVeN accelerated, compared with 1997 (except in

nominal and particularly real wage growth subdued. ~ Kazakhstan, the Russian Federation and Ukraine).
Furthermore, given the significant fall in producer price

Real product wage growth in 1998, as in 1997 inflation, real product wages, which had still been
remained in double digits in all three Baltic economiesdeclining in 1997 in many of these countries, generally
and remains a major domestic source of inflationaryose sharply; the exceptions are Ukraine where they
pressure in these economies. It is not only damagingctually fell and Russia and Uzbekistan where the rate
their export competitiveness during a period of alreadyemained in single digits. However, given the huge wage
faltering demand, but also their enterprise profitability,arrears in most of the CIS economies, these data should
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not be taken as indicating any more than the possible = Among the Baltic countries, labour productivity
orders of magnitude of industrial wage pressure in somgrowth in industry during 1998 only accelerated in
of these countries. In addition, producer price inflationLithuania, mainly due to a significant pick-up in energy
picked up sharply in some of them during the fourthproduction and a sharp fall of employment in other
quarter, following the exchange rate crisis, which had &ranches. In the other two Baltic states, there was a
significant dampening effect on real product wages in thenarked slowdown in productivity gains as a result of the
same quarter. collapse of output growth in the second half of the year.
In many of the east European and Baltic Nevertheless, despite the general slowdown in

economiesneasured labour productivity growtowed ~ Productivity growth in 1998, it was only in Romania

down significantly in 1998. The main exceptions wereWhere it actually fell, and by even more than in 1997 (12
Slovakia and especially Lithuania, where it increased aper cent compared with 5 per cent). Industrial labour
almost double-digit rates, in spite of the slowdown inproductivity probably also fell in Bulgaria in 1998 given

the fourth quarter. Also in Croatia and The formerthe decline in industrial production, particularly during

Yugoslav Republic of Macedonia, albeit less than inthe first half of the year.

1997, productivity gains in 1998 were still significant

(some 9 per cent). After Slovakia, the largest gain in Productivity growth slowed down considerably in
labour productivity in 1998 among the early reformersMOSt of the CIS countries in 1998, particularly during the
was in Hungary. However, while in Slovakia this partly _second_ half, reﬂe_ctmg the marked deterioration in their
reflected a 4 per cent decline in the industrial workindustrial production performance. The slowdown was
force, in Hungary the large increase in industrialParticularly significant where competitive currency
production (12.6 per cent) was distributed betweerflevaluations led to very large increases in the prices of
gains in both productivity and increased employment imecessary industrial raw material imports. It was only in
industry, 7.5 and 5.5 per cent, respectively. The growttJzbekistan where productivity gains improved, albeit
of industrial employment in Hungary had alreadyslightly, and mainly a reflection of relatively robust
started in 1997 but accelerated in 1998 in the wake of autput growth in the energy sector.
combination of strong growth in fixed investmeaixd ] o ]
an intensification of enterprise restructuring since 1995.  The growth ofunit labour costsn industry in the
However, by end 1998, the level of industrial transition economies has been moderating, albeit at
employment in Hungary was still one third below its different rates, since early 1997, and this continued in
pre-reform level. most countries during the first half of 1998. However,
during the third and, particularly, the fourth quarters,
~ In Poland, measured labour productivity in industry,this downward trend was reversed in the majority of
whlph startgd to improve in late 1991 and then |_ncreasefhese economies as the sharp slowdown in output
rapidly until early 1998, slowed sharply during the growth was not immediately accompanied either by a
second and third quarters and actually fell in the Iasﬂ'uoderation in wage increases nor by a fall in
quarter, when there was a 1.5 per cent ff”ll.l in_ industriaémployment. Unit labour costs in 1998, for the year as
gﬁﬂ:cggg' oyfggghﬁfssi’elsr?%oﬂgguig“gelrifollggfa whole, therefore generally increased at similar or even
This was the result of a persistently high rate of growth Ogll?)r\]/zlr(i;azgs s;[igirt] f;n”)lgl_?gr’] gtzre; r:r? (;nLﬁﬁEIea?ltig)ntsh ::Ilgg
output supported by a strong recovery in fixed investme S h !
rather than through the continued shedding of labou ,0 strong productivity growth.
which had been the case in the very early stages of the  Tnhe rate of change imeal unit labour cost&:

reform process. In December 1998, employment inneasures the difference between the growth rates of real
industry was only 2 per cent less than in 1992 and ongyoquct wages and labour productivity. It therefore

quarter below its pre-reform level. At the end of 1998, ,1hy measures the change in the relative wage share
measured industrial labour productivity both in Hungaryand, ceteris paribus the change in “profit margins.

%ndeIPoIand was nearly 60 per cent above its pre-reforr-?hese real unit labour costs fell in most of the transition
Vel. economies in 1997 and continued to do so in the first half

In the Czech Republic the weakening growth ofof 1998. Their development was particularly favourable
industrial production, which actually fell by some 7 perin the Czech Republic and Slovakia, where the growth of
cent in the last quarter, wiped out nearly three quartereeal unit labour costs had been climbing in recent years.
of the productivity gains during the first half of the However, during the second half of 1998, they rose
year. At 2 per cent, it was the lowest rate ofsharply particularly in the Baltic states. For the year as a
productivity growth in eastern Europe. In Sloveniawhole they declined only in Hungary and Slovakia, and
also, productivity gains slowed down during the fourthstagnated in Slovenia.
quarter, although by much less than in the Czech
Republic, and the increase for the year as a whole
remained at a little below 5 per cent, compared with 5.5
per centin 1997.

%1 The rate of change in unit labour costs deflated by the producer

price index.



The Transition Economies

123

Real product wages and unit labour costs in selected transition economies, 1993-1998
(Indices, 1993=100)2
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(For source and notes see end of chart.)



