
1
8
Economic Survey of Europe, 2000 No. 1

The Economies of the ECE Region in Early 2000
7

CHAPTER 1

THE ECONOMIES OF THE ECE REGION IN 

EARLY 2000
1.1
Introduction

The negative effects of the financial crises in Asia in 1997 and Russia in 1998 were still depressing real economic activity in much of the ECE region, including international trade, until the early months of 1999.  Fears that the world economy might slide into recession receded as stability was restored to the international financial markets, helped to a large degree by the temporary loosening of monetary policy in the United States, harsh adjustment measures in Asia and other developing countries, the costs of which were borne more by the domestic populations rather than foreign investors, and by the continued strong growth of the United States economy which was able to act as “importer of last resort” for the rest of the world.

By the middle of 1999 the situation in most parts of the world economy had stabilized and in the second half of the year business confidence, real activity and expectations for 2000 were all improving steadily.  In western Europe economic growth received a strong boost from exports to the rest of the world, not least from the strong import demand of the United States economy, and, by the third quarter, GDP was rising at its highest annual rate since before the Asian crisis.  In the transition economies of central Europe the worst effects of the Russian crisis were receding in the second half of 1999 and they were starting to benefit from the revival of domestic demand in western Europe.  In Russia there was a significant recovery in output for the first time in a decade, and, although the extent to which the underlying factors provide a basis for sustainable growth over a longer period is uncertain, this has nevertheless had a positive effect on most other members of the CIS.

These widespread improvements in the economic situation are not reflected in the annual figures for performance in 1999, which for the most part show a marked deterioration on those for 1998, but they are seen in the quarterly and monthly indicators for late 1999 and early 2000 and, above all, in the current forecasts for 2000.  For the first time since 1990, average GDP growth in western Europe is likely to exceed 3 per cent; for the transition economies of eastern Europe growth should return to an average of 4 per cent or more in 2000, and the Baltic economies should emerge from recession with an average growth rate of some 3 per cent.  After a much better than expected outcome in 1999, growth is also likely to continue in Russia and the other CIS countries, although here the prospects are much more problematic and uncertain.  This much improved outlook for the European economies is also set against a background of more optimistic forecasts for other parts of the world economy and, not least, for continuing growth in the United States where, although a slowdown is currently forecast, GDP is still expected to increase by some 4 per cent in 2000.

However, it is important to stress two points: first, there is always a distribution of risk surrounding any forecast and although this Survey believes the balance is now more favourable for growth in Europe this does not mean that the downside risks are negligible; the possibility of a crash in overvalued equity prices in the United States is a serious risk to the current outlook, and there are uncertainties over the course of oil prices and of monetary policy in the EMU (discussed below).  Secondly, not all the economies of the region enjoy the same prospects and there are especially large differences among the transition economies.  In particular much of the region of south-east Europe is still beset by severe structural problems and the consequences of several armed conflicts which have made the process of transition to a market economy much more difficult than in central Europe.  The fact is that for the past decade these countries, the poorest in Europe, have continued to fall further behind both western and central Europe rather than catch up.
  The slight improvements in the short-run outlook for many of them in 2000 will do little to alter this situation, which poses a constant, if unpredictable, threat to economic and political stability in the European region as a whole.

1.2
The market economies of western Europe and North America

The economic prospects for western Europe now appear to be better than at any time in the last decade.  In the second half of 1999 the region finally shook off the sluggishness of activity which had marked 1998 and early 1999, and by the third quarter (and probably the fourth as well) GDP was growing at an annual rate of around 3.5 per cent.  Exports to the rest of the world had helped the process of recovery earlier in the year, but given the high levels of interdependence of the European economies this quickly had multiplier effects on demand throughout most of the EU.  Business and consumer confidence strengthened considerably.  Monetary policy has been expansionary and relatively low levels of interest rates have helped to boost consumer expenditure and investment.  Rising levels of employment and gains in real income, boosted in some countries by rising asset values, have also supported confidence and consumer spending.  Business fixed investment was also rising through 1999, with above average increases in machinery and equipment – better prospects for sales, lower costs of financing, better profits, and perhaps some stimulus from the need to prepare for the Y2K problem, were the main influences behind this improvement.

The improvement in output led to rising levels of employment during the year, by some 1.5 per cent on average between the fourth quarters of 1998 and 1999.  The level of unemployment in western Europe has also fallen, from 9.1 per cent at the end of 1998 to 8.4 per cent in the last quarter of 1999 (9.6 per cent in the euro area).  Nevertheless, unemployment remains the greatest blot on the west European economic landscape and the major challenge for policy makers.  Despite a wide range of schemes to reduce joblessness among particular groups, the problem of youth unemployment remains acute (16.8 per cent in the EU at the end of 1999) and the long-term unemployed, nearly one half of total unemployment in the EU, have yet to benefit significantly from the cyclical upturn in activity.

Despite the rise in import prices in 1999, due to higher oil prices and the weakness of the euro, the impact on west European rates of inflation has been quite modest.  Intense competition has forced some absorption of higher producer prices in lower margins, but there have also been offsetting price falls for other products and in services where liberalization has been important.  Labour cost pressures also remain mild, and although the annual rate of inflation in the euro area in February 2000 was 2 per cent, the upper limit of the ECB’s target, most forecasters expect the impulse from higher import prices to die away during the coming months.  The main problem of inflation for the euro area is more the dispersion of rates (1.5 per cent to 4.6 per cent in February 2000) within the euro area and the difficulty that this raises, in combination with divergent cyclical positions, for the ECB’s “one-policy-fits-all”.

Against this general improvement in the economic indicators economic growth in western Europe in 2000 is expected to average slightly more than 3 per cent and, with most of the revisions tending to raise rather than lower the national forecasts, the outcome could perhaps be closer to 3.5 per cent.

Nevertheless, one of the major concerns of analysts and policy makers in western Europe has been the relatively weak performance of the European economies over the past decade in comparison with the United States economy and the question being asked now is whether the “new economy” of the United States can be replicated in Europe.  The contrast between the two sides of the Atlantic is highlighted by the fact that after eight years of sustained growth, the increase in United States GDP in 1999 was still double the west European average; at the same time inflation was just 2.2 per cent, a fraction higher than the upper limit of the ECB’s target for the EMU, and unemployment was 4.2 per cent against 9.2 per cent in the EU (10 per cent in the euro area).  It is this performance of the United States economy – combining sustained growth and low unemployment without boosting inflation – which has convinced many observers that there is something “new” about the United States economy, and policy makers in Europe, as shown by the recent EU Summit in Lisbon in March, are eager to adopt it themselves.  The sense that the west European economies, on average,
 have been performing less well than the United States is reflected more generally in the still fairly large difference in their levels of real income (GDP) per head.  The process of convergence has been slowing down since the early 1960s, and by 1990 real incomes in western Europe were some 35 per cent lower than in the United States.  In the 1990s western Europe has actually fallen behind rather than continuing to close the gap, albeit slowly.  Thus the potential for western Europe to “catch up” with the United States is still significant.

1.3
What is the “new economy”?

The underlying argument for a “new economy” in the United States is that a microeconomic combination of new information technology and market liberalization has transformed the key macroeconomic relationships between the growth of output and productivity, inflation and employment.  The increased mastery over information flows enables resources to be employed much more efficiently than in the past; competition is increased as consumers can compare prices over a much wider range of suppliers on the internet; much more sophisticated stock control is possible with the new technologies and thus, by dampening swings in inventories, the amplitude of the business cycle itself is reduced if not eliminated.  Moreover, these developments, it is claimed, all tend to raise corporate profits and economic growth; and rising productivity growth in a highly competitive environment keeps inflation at bay.  Thus, taken together, these various elements are used to explain not only the macroeconomic performance of the United States over the last decade or so but also why the present level of stock prices should not be judged against traditional yardsticks of asset values.

Around these basic ideas there are a number of variations which essentially amount to the same thing: thus, the “new economy” is sometimes described as “information” or “knowledge” driven, or as “weightless” or “dematerialized”.  What these terms are attempting to encapsulate are two tendencies which are often related: first, that the value added to gross output ratio has risen and continues to rise in the industrial economies, i.e. the raw material content of manufactures, for example, is an ever smaller proportion of their final price; and second, there has been a major shift in the structure of output and employment from industry to services, such that the “new economy” is also referred to as “the service economy”.  This latter development is particularly significant because it emphasizes the relatively high labour-intensity of the “new economy” and therefore suggests the likelihood of increasing employment instead of the more apocalyptic predictions of the mass destruction of jobs by the new technologies.

However, these descriptions of the “new economy” as “weightless”, “knowledge driven” or “service dominated” are essentially new labels for ideas and tendencies which have been around for a very long time.  The decline in the materials intensity of GDP, as a result of technical change, rising incomes and shifting consumption patterns, has been long established and long recognized;
 the shift to skill intensive activities was quickly recognized by trade economists trying to account for the Leontief paradox in the 1950s and 1960s;
 and the expansion of the service and information sectors is also consistent with old dynamic theories of economic growth in which the division of labour becomes finer and more specialized.
  Thus the suspicion arises that the “new” economy may not be so original after all, but it is still important to identify the key factors in the United States economy’s success of the last few years.

Since the mid-1990s there has been a sharp acceleration in United States productivity growth, although it has been almost entirely due to the durables sector of manufacturing.
  At the same time there has been a major boom in fixed investment: in the eight years following the 1991 recession year, gross fixed capital formation rose by 75 per cent or 7.3 per cent a year.  So one obvious reason why labour is more productive in the United States is that is has more and better capital to work with (the capital labour ratio has risen).  But changes in labour productivity are also influenced by a host of other factors such as technical change, organizational efficiency and economies of scale.  This latter group of factors thus accounts for the change in output that cannot be directly attributed to changes in the combined services of capital and labour.  In the traditional growth accounting framework the “residual”
 is commonly known as total factor productivity or multifactor productivity.  The interesting feature of the more rapid growth in labour productivity in the United States economy in recent years is that it does reflect to a large degree a stronger growth of total factor productivity rather than of capital intensity.
  This does point to a more general and efficient use of all resources in the economy.

Such growth accounting, however, is beset by a number of important and well-known conceptual difficulties, not the least of which is the existence of interaction effects between factor inputs, notably capital (which embodies technical change) and total factor productivity.  It is therefore no surprise that in fast growing industries (such as information technology) there tends to be not only strong growth in capital investment but also in both labour productivity and total factor productivity.  The investment boom in the United States has been largely driven by the growth of business expenditures on information and communications technology.  It is quite likely that the direct growth enhancing effects of such new capital goods on labour productivity may not be adequately captured by the traditional growth accounting methods which would tend to exaggerate the improvement in total factor productivity.

In seeking the factors behind the United States investment boom it should be recalled that fixed investment has traditionally fluctuated much more than in western Europe.  In the United States investment was actually very weak in the second half of the 1980s – in 1991 it was only just over 2 per cent more than in 1985 – whereas in Europe it rose by more than one third over the same period.  So, bearing also in mind that technical progress does not usually stop during slowdowns and recessions, there was a large catch up to be made in the United States and this started quickly in 1992.  Another key element of the investment recovery is that it has been stimulated by a large fall in the cost of capital goods which has encouraged the increase in the capital-labour ratio and in the size of the capital stock desired by enterprises.
  It is this rapid fall in the cost of the equipment embodying the new technology which is perhaps one of the most striking features of the United States economy in the last decade.  All new technologies eventually fall in price as new entrants compete away the super-normal profits of the innovators, but the process appears to have been exceptionally rapid in the 1990s.  Market liberalization and increased competition must have played a role in this, but processes of cumulative causation are also set in motion when innovations trigger relative price changes which increase still further the demand for the innovations, which in turn leads to lower unit costs of production, and so on and so on.  For this process to occur, however, enterprises must have confident expectations about the future growth of output if they are not to be caught with expensive idle capacity on their hands in the event of an unexpected fall in demand.  It is at this point that macroeconomic policy plays a crucial role.  In the United States the federal budget deficit has been eliminated, removing the costs of crowding out and leaving monetary policy as the dominant influence in guiding the economy.  In doing this the Federal Reserve has throughout the 1990s taken a very pragmatic view of its role, accepting that there is considerable uncertainty over estimates of potential output and capacity utilization, especially in an economy dominated by services,
 and being prepared to “wait and see” before risking a premature tightening of policy.  Had the Federal Reserve acted rigidly on the basis of the conventional estimate of a potential output growth of 2.3 per cent, the United States boom might well have been cut short some time ago.

What are the lessons for European policy makers from the United States experience of the last decade?  The first is that given the sluggish rate of European investment in the 1990s
 and given that technical progress continues anyway, there is clearly a potential for a significant level of catch-up investment in Europe, just as there was in the United States in the early 1990s.  The second lesson is to ensure that the strengthening business expectations about growth prospects are not upset by a premature raising of interest rates or confusions about the likely course of monetary policy.  Statements about the need to raise interest rates whenever output picks up – and without even reference to estimates of capacity utilization, however uncertain – will not encourage investment in capacity-increasing investment.
  Western Europe is in a more disadvantageous position than the United States insofar as the ECB is not required to address the broader agenda of economic growth, price stability and “full” employment that is the responsibility of the Federal Reserve.

Finally, although information technology is a major element in the current wave of innovation, governments should still be cautious about promoting the use of individual technologies or the development of particular skills.  This is another variant of “picking winners” for which the record has not always been very impressive (recall the oversupply of chemists in the late 1950s and early 1960s).  A more appropriate strategy for market economies might be to improve the general environment for business investment and innovation, and to raise significantly the basic levels of education for all school-leavers.  The latter is especially important, not only for increasing the supply of qualified and flexible members of the labour force, but also for reducing marginalization and income inequalities.

There are two problems, however, that western Europe will have to face which differentiate its situation from the United States experience of the 1990s.  The first is that the massive United States investment in fixed assets and new technology was financed despite the low domestic savings rate by large inflows of foreign capital.  The west European economies in aggregate are now in current account surplus and so there is scope to supplement domestic savings with foreign capital, although it would not be desirable, even if possible, to go as far as the United States in this direction.  The second is that the long United States upswing was also assisted by the boom in stock prices which fuelled domestic spending and lowered the cost of equity capital for enterprises.  Nobody knows when the stock market will turn or how far it will fall, but long historical experience suggests that it is probable that west European governments will have to deal with the consequences of a major adjustment before very long.  It is possible that Europe might benefit from a flight from dollar assets, but this could be more than outweighed by financial instability and upward pressure on the euro.  Nevertheless, if the risks
 of a premature tightening of monetary policy and of a disruptive fall in stock prices can be avoided, western Europe could be on the threshold of a period of sustained growth of 3 per cent or more which would, at last, make significant inroads into the currently high levels of unemployment.

1.4
Eastern Europe and the CIS

There are 27 member countries of the United Nations Economic Commission for Europe which, since the early 1990s, have been described as having “economies in transition”; that is, they are in the process of transforming the institutions, incentive systems and economic structures of central planning into those appropriate to a market system of decentralized decision making, largely, by private agents.  This is a massive and complex task and very few of them have got anywhere near completing the process.  The legacy of the command economy is still strong in many parts of the CIS, and in south-eastern Europe the process has been set back by a series of external shocks and by the effects of the various wars in the area.  But in general the progress in institution building and structural change has been considerable even if it varies greatly among individual countries.  Nevertheless, while some of the leading reformers in central Europe now have the capacity to handle such shocks with relative ease,
 many other transition economies remain highly vulnerable to external shocks, such as the Asian and Russian crises of 1997-1998 or the Kosovo conflict of 1999.  Although the leading reformers are now, as a result of successful restructuring and integration with western markets, more sensitive to changes in domestic demand in western Europe – nearly three quarters of eastern Europe’s merchandise trade is now with the European Union (appendix table B.13) and for most of them Germany is the largest single trading partner – they succeeded in maintaining domestic demand and relatively high rates of GDP growth.

Economic growth slowed down very sharply in virtually all the transition economies at the beginning of last year and the outcomes were generally much lower than the forecasts made at the start of the year.  Instead of growing by some 3 per cent, as forecast, eastern Europe only managed 1.4 per cent, while the Baltics plunged into a sharp recession.  Only the CIS moved in the opposite direction, partly under the influence of Russia where GDP increased unexpectedly by more than 3 per cent when most of the forecasts, official and unofficial, had been predicting another large fall in output.

This weak performance in 1999 to a large extent reflected the carry-over from the second half of 1998 of the after-effects of the general turmoil created by the Asian and Russian crises, aggravated for some economies by the Kosovo crisis last spring and by the slowdown in west European import demand.  The Russian crisis had particularly severe consequences for the Baltic economies with massive cuts in their exports to Russia leading to a severe deterioration in output and employment.  However, the unwinding of these various factors in the course of 1999 led to a marked improvement in central Europe in the second half of the year and a more moderate one in the Baltic states.  The recovery in western Europe was particularly important for central Europe, while for the Baltic countries stronger west European import demand was not sufficient to offset the losses in the CIS markets.
  Economic growth in three of the leading reformers, however – Hungary, Poland and Slovenia – was least affected by the various shocks of 1998 and 1999: all three have reported rates of GDP growth for 1999 of more than 4 per cent.  Despite their dependence on the EU market for their exports, domestic demand, consumption and investment, including construction in Hungary and Slovenia, remained strong but, more generally, the performance of these countries reflects their economic “maturity” and the ability of their economic institutions to handle external shocks more easily.

The biggest surprise in 1999 was the recovery of output in Russia, GDP rising by over 3 per cent instead of an expected fall of 2.5 per cent.  The factors behind this were the sharp rise in oil prices from the spring, which boosted profits and the government’s tax revenues, a real depreciation of the exchange rate by nearly 50 per cent since the August 1998 crisis, and a fall in real wages.  The latter two factors enabled local producers to win back a significant share of their domestic market.  Although GDP is expected to rise again in 2000, it is still difficult to be confident about the outlook for Russia because of the lacunae in the institutional framework and the limited progress made in microeconomic restructuring.  It is to be seen whether the new administration can take advantage of the breathing space provided by the windfall gains of 1999 to launch an effective and radical programme of structural reforms.

Nevertheless, the recovery in the Russian economy, together with higher world prices for oil and non-ferrous metals, had a favourable impact on the other members of the CIS with output continuing to fall only in Ukraine and the Republic of Moldova.

The economies of south-east Europe were obviously greatly affected by the Kosovo conflict and its aftermath for much of the year, although the direct impact on the neighbouring economies appears to have been less than feared.  Reconstruction work in Kosovo itself has helped to raise industrial production in the region as did the recovery in west European import demand.  But Romania remained in severe recession (GDP falling over 3 per cent) and in Yugoslavia, with its infrastructure severely damaged by NATO bombing, GDP and industrial output are estimated to have fallen some 20 per cent and more.  There was, however, modest growth in Bulgaria and The former Yugoslav Republic of Macedonia (just over 2.5 per cent) although in the former, industry remains in severe recession.

Although some countries experienced periods of financial distress, capital flows into eastern Europe generally held up well in the wake of the various crises of 1997-1999.  In 1999, against a backdrop of improving conditions in the international capital markets, new debt was issued by many transition economies and FDI was often quite buoyant.  Thus, for many countries the financing of their current account deficits was not a problem.  However, in several countries, capital inflows slowed in 1999, causing exchange rates to depreciate and triggering sharp adjustments in current account balances, often with negative consequences for domestic economic activity.  This was the case, for example, in the Republic of Moldova and Ukraine, the only two CIS members reporting negative growth in 1999.  GDP also declined in Romania, which was unable to raise the private capital required by the IMF under its new “bailing in” policy, and it was forced to draw on already low reserves to avoid default.  A number of countries facing financial constraints early in 1999 saw their current account deficits decrease during the course of the year, which together with FDI inflows related to privatizations facilitated new borrowing and left them with much improved financial positions by the end of the year.  The situation in Russia was exceptional with a large current account surplus feeding large capital outflows.

The setbacks to activity in the transition economies in 1999 checked the gradual improvement in employment that had taken place in the previous two years and, apart from Hungary and Slovenia as well as Russia and a few other members of the CIS, there was a general fall in the first three quarters of the year.  In several countries in eastern Europe, especially Poland, the fall in employment was also due to a more intense rate of industrial restructuring.  Unemployment, already high at the start of the year, reached an average 14.6 per cent of the labour force in eastern Europe by December, a total of roughly 7.6 million people.  In the Baltic states unemployment averaged just over 9 per cent at the end of 1999, compared with 7.3 per cent a year earlier.  In Russia the unemployment rate (according to ILO definition) was just over 12 per cent at the end of the year, about a point lower than at the end of 1998.

The other setback last year was a general check to the decline in rates of inflation which had been underway for several years and had gathered momentum in 1998.  The factors behind this – and the extent of the reversal – vary between countries, but the most important single reason was the external shock of the rise in commodity prices and the appreciation of the dollar against most currencies.  Nevertheless, given the weak state of the labour market in most countries, and the generally prudent stance of macroeconomic policies, this upturn in prices seems likely to be no more than a temporary setback to the process of lowering inflation rates.

With a recovery of output underway since the second half of last year and with the prospect of a relatively strong recovery in western Europe, growth in all the transition economies in 2000 is expected to average 3 per cent, with GDP in eastern Europe rising 4 per cent.  Hungary and Poland should again have the highest rates of expansion, of 5 per cent or more, and depending on the rate of growth in western Europe these forecasts could be raised.  As mentioned already, the Russian economy remains fragile and vulnerable to any external shock such as a sharp drop in the price of oil.  Nevertheless, the government is expecting growth of up to 2 per cent and some officials are forecasting more than that.  All the other CIS countries expect a return to, or an acceleration of, growth in 2000, although some of these expectations are highly contingent (for example, on the avoidance of a debt crisis in Ukraine and on a major policy adjustment in the Republic of Moldova).

1.5
South-east Europe

It was mentioned above that only a small group of former command economies are approaching the state of “normal” market economies.  One particular subset of transition economies that has lagged far behind in the process are the (seven) economies of south-east Europe.
  Although these are not the only economies making slow progress, attention has been focused on them in the aftermath of the Kosovo conflict and by the subsequent efforts of the international community to draw up proposals for the economic regeneration of the region and, it is hoped, thereby strengthen the prospects for peace and general stability in the area.

Although, as noted earlier, the direct impact of the Kosovo conflict was less than feared earlier in 1999, the damage was still significant and the economies of south-east Europe moved from modest GDP growth in 1998 (1.3 per cent) into recession (about -3 per cent).  The improvement forecast for 2000 is largely a recovery from this recession rather than the first signs of sustained economic growth.  The macroeconomic situation in most of these countries is still relatively fragile.  In general the main success has been in reducing inflation, in several cases to very low rates; but current account deficits have been large and persistent, with a consequent build-up of foreign debt, unemployment rates average nearly 17 per cent, much higher than in central Europe, and in conjunction with widespread job insecurity and discontent with living standards, this makes it difficult to implement reforms that might worsen the social situation still further in the short run.  Domestic investment remains weak and foreign investment is not attracted to the region in any significant quantity.

As this Survey has previously emphasized, however, all these negative features are a reflection of problems which are much more fundamental than macroeconomic imbalances.
  The economic problems in south-east Europe are for the most part essentially those of underdevelopment, despite the fact that on a number of indicators, such as education, they are much closer to western Europe than the traditional group of developing countries.  The problems of transition are additional to the development issue, and on top of both are the economic and political consequences of the Kosovo conflict.  This is a highly complex mixture of problems which has subjected these economies to much greater strain than those of central Europe.  In some of them (Albania, Bulgaria, Romania) the legacy of the command system was much harsher than elsewhere and there were none of the gradual reforms that occurred in central Europe before 1989.  The initial conditions were thus highly unfavourable: much of the capital stock was rendered economically non-viable by the collapse of the old regime and the opening of markets, while much of the institutional and social capital, required to manage adjustment and the reallocation of resources, was also destroyed or made redundant.  This mixture of development problems, with the shock of transition and institutional disorganization, greatly narrowed the policy makers’ room for manoeuvre.  Policy errors were certainly made and vested interests also obstructed reforms, but the sheer scale of the problems facing the governments of the region meant that the probability of crises was bound to be high in the absence of sustained, well-organized and targeted assistance from abroad.  The failures and delays in reform cannot be easily dismissed as “a lack of political will”; often it was more a case of “political paralysis” or policy “gridlock”.

Of course, it should be emphasized that the countries of south-east Europe differ as much between themselves as the group differs from central Europe, if not more.  Nevertheless, although the mix may vary significantly from country to country they all share some combination of the same set of problems: institution building, political and economic; constitutional and security issues; macroeconomic stabilization; industrial restructuring; high unemployment; high and/or growing levels of foreign debt; and so on.

In discussing proposals for the economic revival of the region, it is important to stress the importance of “non-economic” factors with significant economic consequences.  First of all, one of the consequences of the violent dissolution of the former SFR of Yugoslavia is a continuing uncertainty and ambiguity over borders and the formal status of several geographical entities in the region.  This is a major source of insecurity and while it persists it diverts the attention and energy of governments away from economic matters and creates a propitious environment for illegal activities and organized crime.
  Secondly, many of the countries in the region are still preoccupied with basic constitutional issues, the creation of political systems, and the rebuilding of the state (perhaps nowhere is this more important than in Albania and Bosnia and Herzegovina).  Thirdly, institutions need to be developed for handling social conflicts – these include an effective and honest judiciary, trade unions, democratic institutions, and all the other elements of civil society which encourage peaceful cooperation and strengthen the power of “voice” rather than provoking “exit”.  And fourthly, the leitmotif of the above, is the creation of a strong rule of law, both to secure individual rights and security within a predictable framework and to improve the conditions for market-based activity by defining and protecting property rights and enforcing laws of contract.  Without significant progress in all of these areas it will be extremely difficult, for example, to attract foreign investment to the region or to focus the energies of governments on economic development.  These various dimensions of the economic problems of south-east Europe are clearly recognized in the Stability Pact for South-eastern Europe,
 both in its title and in its creation of three “Working Tables”, namely, for Democratization and Human Rights (I), for Economic Reconstruction, Development and Cooperation (II), and for Security Issues (III).

International efforts to assist the economies of south-east Europe are now extensive but it is becoming increasingly clear that they suffer from many of the same problems that have beset the assistance efforts to most other transition economies ever since 1989.  First, there is a large gap between promises to provide assistance and its actual disbursement – this delays action and creates disillusion in the region.  Secondly, there is poor coordination between the 29 countries and international organizations belonging to the Stability Pact – resources are widely dispersed and inadequately coordinated both between donors and with national programmes.
  Thirdly, there is also a confusion of conceptual frameworks and approaches, and it is by no means obvious that the essential differences between the trio of problems – development, transition and postwar reconstruction – are clearly recognized.  There is also a tendency for donors to promote separate projects without placing them within a broader programme of development; and sometimes projects reflect more the interests of their promoters than those of the recipient countries.

The need for individual countries in south-east Europe to draw up their own programmes for transition and development, which would accurately reflect their specific problems and preferences, is one of the lessons which this Survey has previously drawn from the highly successful Marshall Plan of the late 1940s.
  These national programmes would then be discussed in a regional framework to improve coordination, and to encourage cooperation wherever there are international public goods, economies of scale and other externalities to be found.

The regional dimension is certainly important and for a number of reasons.  The very fact of increased efforts at regional cooperation is a sign of increasing stability and security in the region and, as such, an important step towards attracting foreign investment.  But cooperation to remove trade barriers and other obstacles to doing business across the region would also help to overcome the difficulties of trying to attract FDI to a collection of small, low income and fragmented markets.  If foreign direct investors can envisage supplying a regional market instead, the incentives to invest in the region are greatly increased; this will be even more the case if the EU were to move quickly to remove all trade barriers to imports coming from south-east Europe.
  Regional cooperation can also make it easier to deal with black markets, organized crime and other activities which are subversive of market and democratic institutions.  The failure to deal effectively with these and other matters is one reason why some of the better placed countries in the region are more keen to disassociate themselves from “the Balkans” and seek directly closer bilateral links with the EU.

The importance of this regional dimension is clearly recognized by the EU and specifically in the Stability Pact, but the dimension of national programmes does not get similar emphasis.
  Yet it was the integration of national programmes within a regional framework which was a crucial element in the effectiveness of the Marshall Plan – and it is difficult to see how regional cooperation can be effective if national programmes fail.  This is underlined in the present case by the current exclusion of Yugoslavia from the Stability Pact, although it is widely recognized that a programme for regional security and economic development cannot succeed unless it is included.  But that success not only requires the participation of Yugoslavia in regional cooperation schemes but also the recovery of the Yugoslav economy itself.  At present the prospects for this are highly uncertain and largely dependent on political developments.  Nevertheless, the maintenance of economic sanctions against Yugoslavia would appear to be counter-productive from the perspective of the economic objectives: they encourage rent-seeking and the concentration of wealth among the ruling elite in Yugoslavia while leaving much of the population in an impoverished and vulnerable situation; and at the same time they encourage the very black market and other illegal activities that regional cooperation is trying to eliminate.

The problems and delays in getting an effective programme of assistance underway for the economies of south-east Europe have been widely aired in recent weeks, not least by senior officials of the European Commission and of NATO, and by the heads of EU governments at their summit meeting in Lisbon in March.  The Special Coordinator of the Stability Pact has complained about the delays in implementation and the gap between countries’ commitments to provide funds and their actual delivery.
  Nevertheless, an increased sense of urgency marked the Regional Funding Conference for South-east Europe in late March and the amounts pledged ((2.4 billion) were actually more than the stated requirements ((1.8 billion).  The emphasis on a “quick-start” package
 (of (1.8 billion) for regional projects and initiatives
 over the coming year, and on projects that will make a visible difference to the lives of ordinary people, is important for lifting expectations not least in the local business communities.  The EU is to contribute (530 million to the quick-start package, which is to be matched by contributions by individual EU member states.  This is to be the first installment on a (12 billion six-year programme for the region.  Within this long-term programme, (2.3 billion has been earmarked for Serbia, provided there is a change of leadership.  Limited funding for Montenegro is also envisaged (although World Bank participation is not possible because it is not a sovereign state).  The EU’s proposal to accelerate the liberalization of its imports from south-east Europe should provide an important boost in the same direction.  But the problem of the slow disbursement of committed funds will have to be overcome – essentially by the donor countries – if expectations are not to take the opposite direction.  The problem of coordinating national programmes of development still needs to be addressed, and although a quick start to many projects is crucially important there should be no illusions that the basic task, the economic regeneration of the region, can be accomplished quickly.  For western Europe, and the EU in particular, the pursuit of economic regeneration and of stability and security in the region will have to be a long-term commitment.
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