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The practice of economic sanctions is hardly new in international relations, but the
twentieth century is especially rich in sanction episodes. The use of sanctions increased from two
cases in the 1920s to more than 20 in the 1980s. Despite their widespread use, traditional
scholarly perception is that sanctions are remarkably unsuccessful in achieving their stated policy
objectives. Nevertheless, the number of disputes in which they were employed during the first
half of the 1990’s contributes to the conclusion about the ever-growing popularity of sanctions.
It also demonstrates clear differences from previous decades. While the majority of the sanctions
employed previously were unilateral and originated by the United States, today they are
predominantly multilateral and imposed by the United Nations. This reflects a belief that a new,
inexpensive and potentially potent weapon against small and medium size troublemakers has been
found (Mueller, 1994: 363). This study will argue against this view. To this end, basic concepts
of sanctions will be defined, the post-Cold War environment will be discussed in view of changes
that led to the recent proliferation of multilateral economic sanctions, and finally, the case of
Yugoslavia will be analyzed. It will be argued that the sanctions, helped to a great extent by pre-
existing economic difficulties and macroeconomic mismanagement, had a devastating effect on
the Yugoslav economy, thus helping make Serbian President Milosevic more cooperative, but
were of no decisive importance for stopping the war in Bosnia. Moreover, poverty, which
increased as a result of the sanctions, made people more receptive to authoritarian and totalitarian
regimes, making democratization ever more difficult to achieve.

A Study of Economics as an Instrument of Politics

1. Basic Concepts

In defining relevant terms, this study will mostly rely on Baldwin’s (1985) definitions.
Baldwin’s takes a more general and theoretical approach, as opposed to focusing on particular
cases, that is more conducive to this study.

Offering economic rewards or withholding economic advantages in order to make other
international actor(s) do what they would not otherwise do means using economics as an
instrument of politics and is, according to Baldwin, best labeled as “economic statecraft.” The
economic techniques of statecraft are defined as governmental influence attempts that have three
basic components. Economic policy instrument, as opposed to other means of statecraft relying
primarily on negotiation (diplomacy) or force (military statecraft), economic statecraft relies on

International Journal of Peace Studies, Volume 3, Number 1, January 1998




68 Economic Sanctions as a Foreign Policy Tool

instruments primarily aimed at affecting other actor’s production and consumption of wealth, for
example, denying or promising aid or trade boycott. A case can be made that, insofar as the
“going market price” for such transactions exists, they should be labeled as an economic
statecraft. There are, however, borderline cases, such as the sale or gift of military hardware, that
can be classified either as economic or as military statecraft, depending on the particular case in
question.

Secondly, there is the domain of the influence attempt where other international actors
upon which influence attempt is targeted and is often referred to as the “target.” Finally, the
scope of the influence attempt applies to some dimension of target’s behavior that the sender(s)
country(ies) perceives as objectionable and wants to change. It can be named also as “goal.” It
i1s worth noting that any dimension of the target’s behavior can be selected. Since the political
quality of the act is a function of the total influence relation, it is not a function of scope. This
implies that attempts at influencing another state’s attitude towards foreign direct investments or
tariff levels are no less *“‘political” than attempts at influencing its respect for human rights.

Economic statecraft is usually deployed to exercise economic power. It is used to threaten
or damage the wealth of the target, leading to compliance by making the objectionable policy
more expensive and/or provoking political disintegration. However, the sanctions need not bite
in order to work (Baldwin, 1985: 372), implying that they might work through noneconomic
power bases. Trade restrictions can successfully convey a threat of invasion even if their
economic impact is negligible, while human rights offenders might care more about their moral
standing in the international community than the effects of sanctions on their economic welfare.

Economic techniques of statecraft are often accused of not working, which raises the
question of how their usefulness i1s measured. This can be done by employing one of two
alternative criteria—effectiveness and efficiency. The first step in assessing effectiveness is
establishing the intended goals and targets (scope and domain). However, as Baldwin correctly
notes, the evaluation of effectiveness can be diluted with the importance of secondary, implicit
or unstated goals, as well as third parties. Therefore, instead of considering economic statecraft
strictly in terms of securing compliance with explicit and publicly stated demands, the approach
which recognizes that there are usually a multitude of targets and goals is likely to bear more
fruit. Another problem, as identified by Baldwin, is that some of the best known applications of
economic statecraft involve extraordinary levels of difficulty. One example of this is promoting
economic development and democracy in countries that have never known either (Baldwin, 1985:
133). Moreover, not all effects of statecraft are easy to observe. Less glamorous than diplomacy
and less decisive than war, the effects of economic statecraft tend to be underestimated since they
are seldom sudden or dramatic. All this implies the need to be careful when judging influence
attempts into simple dichotomies, such as “success” or “failure” because the outcome is much
more likely to be "mixed” or “ambiguous.”

Given that the concept of effectiveness involves only the achieved benefits while ignoring
the cost sustained by the sender, a more appropriate criterion would be efficiency, in Baldwin’s
view. Efficiency implies that economic statecraft i1s always chosen among alternative courses of
action, such as negotiations or military action, depending on the basis of their cost and benefits.
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However, this concept is not without its problems, for Baldwin warns that analytical pitfalls
frequently occur, such as completely ignoring cost or misleading cost comparisons.

Economic statecraft, as defined here, is intentionally broad, since it has to include all
economic forms of influence. However, the distinction can be made between negative sanctions
(withholding economic advantages) and positive sanctions (offering economic benefits), as well
as trade and financial sanctions. For the purposes of this study, using the case of Yugoslavia,
economic sanctions will be used to describe the technique of economic statecraft that withholds
economic advantages through either trade or financial restrictions.

2. Sanctions After the Cold War

This section will analyze different patterns in the use of sanctions during the 1990s,
focusing on factors that gave rise to the recent proliferation of multilateral economic sanctions.

Since the first documented sanctions episode, Pericle’s Megarian decree enacted in 432
BC', sanctions have remained an important foreign policy tool, especially for great powers.
However, only after World War I was extensive attention given to the opinion that economic
sanctions might substitute for armed hostilities as a stand-alone policy (Hufbauer, Schott and
Elliott, 1990: 5). President Wilson viewed economic means as suitable for pursuing foreign policy
goals, as he was the leading advocate of building a capacity to use the ‘“economic weapon” in
the League of Nation’s. Out of the eight cases Hufbauer, Schott and Elliott identified between
1918 and 1940, four involved League of Nations attempts to apply economic sanctions to settle
disputes. Sanctions were usually imposed to disrupt military adventures or to complement a
broader war effort (League of Nations v. Yugoslavia, League of Nations v. Greece). In the period
after the World War II, the imposition of sanctions occurred against the background of the rivalry
between the superpower, thus making other policy motives increasingly prevalent. The sanctions
were used for strategic reasons—to deny strategic materials and/or impair military potential
(COCOM), destabilize foreign governments in the context of containment (Cuba, Chile), or
overthrow a rebellious government inside the block (Yugoslavia, Albania). Apart from the
episodes with a dominant Cold War flavor, sanctions were still occasionally used to force a target
country to withdraw its troops from border conflicts, to abandon plans of territorial acquisition,
or to cease other military adventures (as was the case of Egypt that was forced to withdraw from
Yemen and the Congo as a result of withholding development and food aid) (Hufbauer, Schott
and Elliott, 1990: 5). Finally, sanctions were also used on behalf of efforts to protect human
rights (as was the case in Chile, where the United States imposed sanctions after General
Pinochet was charged with widespread violations of human rights), to halt nuclear proliferation
(evidenced by sanctions imposed on Pakistan in 1979 by the United States), to settle
expropriation claims (as demonstrated by sanctions imposed on Ceylon 1961-65 by the United
States after expropriating assets of US and UK oil companies), and to combat international
terrorism (as in the case of Syria, where sanctions were imposed in 1976 after Syria, among
others, was listed by the Carter administration as a country supporting international terrorism).

Of the 116 cases documented by Hufbauer, Schott and Elliott, the United States, either
alone or in cooperation with its allies, have deployed sanctions 77 times (1990: 7). This reflected
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the US role as an economic hegemon and a political and military superpower. However, both the
economic and the political situation have changed. Beginning with the 1970s, trade and financial
patterns have become far more diversified, new technology has spread faster, and new
competitive economic superpowers have emerged. These trends resulted in the declining average
trade linkage between the United States and its targets—from 24% of GNP prior to 1973 to 17%
since, as well as lower costs irnposed on targets—1.7% of GNP v. 0.9% of GNP (1990: 107).
The overall outcome was a diminishing effectiveness of US sanctions due to the reduced
vulnerability of the potential targets to unilateral economic coercion.

As the Cold War came to an end, the strategic reasons for imposing sanctions, which
existed due to superpower rivalry, disappeared. Coupled with severe economic problems at home,
Russia became far less likely to assist the countries hit by the US sanctions as it used to do with
Cuba. Not less important, the termination of the Cold War seemed to have opened the door for
an unprecedented degree of international cooperation. As far as the United Nations was
concerned, this cooperation raised the expectations that it would finally be able to act in the true
spirit of the UN Charter and that the broad use of veto, that had made the Security Council
impotent to act during the Cold War, would be abandoned (Higgins, 1994: 174) This was
apparent in the use of multilateral economic sanctions that were, in fact, collective enforcement
measures (Article 41, Chapter VII of the UN Charter). Article 41 was applied for the first time
in UN history in December 1966, when comprehensive economic, financial, and diplomatic
measures were adopted against the racist regime of Southern Rhodesia. In the absence of a
similar consensus in the Council, only a mandatory arms embargo could be decreed against South
Africa in 1977. Since the invasion of Kuwait on August 2, 1990, however, sanctions have been
instituted against Iraq (1990), the Federal Republic of Yugoslavia (1992, lifted in 1996), and
Libya (1992). They were also imposed on Somalia in 1992 and Haiti in 1993, but were abolished
after the unsuccessful military intervention (Somalia) and when the democratically elected
president came back to power (Haiti).

Nonetheless, as expectations rose to new heights, disappointments lurked just around the
corner, for the improved East-West climate was only one of the preconditions for the improved
prospects of the United Nations. Additional concerns included the need for reform that would
address shortcomings in form of inefficiency and too much bureaucracy, as well as the financial
problems due to failure of the member states to pay budgetary dues (Higgins, 1994: 180).2
However, the euphoria that followed the enforcement measures authorized by the United Nations
against Iraq in 1990-1991 gave way to a new and disturbing reality (ibid: 180). After the
relatively straightforward two-alliance confrontation of the cold war, the world has turned back
to the riskier maneuverings of a multipower system (The International Order, 1994: 17). The
world’s chief powers remembered how different they were from each other and started acting
accordingly (ibid: 20). This came to a head in the case of Yugoslavia.
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The Case of Yugoslavia

The sanctions on the Federal Republic of Yugoslavia were imposed in May 1992. One
year later, the Serbian President Slobodan Milosevic, in the wake of a deteriorating economic
situation in Yugoslavia and threats of a tighter regiment of sanctions, urged acceptance of the
Vance-Owen peace plan® as opposed to the Bosnian Serbs, who rejected it. In August 1994 he
responded with an imposition of sanctions on the Bosnian Serbs when they refused to accept the
Contact Group peace plan, thus illustrating a clear U-turn from his previous support for the
Bosnian Serbs’ war effort. In November 1995, a peace agreement, negotiated by the US, was
reached in Dayton, Ohio. All this suggests the conclusion that the sanctions were successful.
However, the essence of the peace plan that envisioned two separate entities within the Republics
of Bosnia and Herzegovina (the Muslim-Croat Federation and the Republics of Srpska) as well
as the decisive use of NATO’s air-power in August 1995 cast doubt on the importance of
sanctions for stopping the war in Bosnia.

The following section will address the question of usefulness of sanctions with reference
to the framework discussed previously. To make the domain and scope (target and goals) of UN
action more comprehensible, a historical overview of the crisis in former Yugoslavia will be
discussed, while the relevant economic data will describe the impact of the instrument used.
Finally, the sanctions will be assessed with respect to their contribution in achieving the stated
goals (effectiveness) as well as in comparison with other policy alternatives (efficiency).

1. Situation

Since defining the intended scope and domain of sanctions is, according to Baldwin, the
basic step in assessing their effectiveness, this section hopes to contribute to this end through
presenting a chronology of the main events in the crisis in former Yugoslavia,* as well as a brief
historical overview of the involvement of the international community.

The Socialist Federal Republic of Yugoslavia (SFRY) was a second attempt of the
Yugoslav peoples to live together in one state. The first Yugoslavia, set up in 1918, brought
together peoples of different historical backgrounds: Serbia and Montenegro were sovereign
states that had gained independence at the 1878 Berlin Congress after centuries of Ottoman
dominance; Slovenia and Croatia were parts of the Austro-Hungarian Monarchy; Bosnia and
Herzegovina were under Ottoman rule until 1908, when they were annexed by the Austria-
Hungary; and Macedonia, as a component part of Serbia, had been under Ottoman rule. This
resulted in a plural society, divided by several lines of cleavages—nationality, religion,
language—and further aggravated by an uneven level of economic and cultural development. The
SFRY tried to address those cleavages in a number of ways. One way was the 1974 constitution,
the adoption of which many take as the point of departure in the disintegration of Yugoslavia.
The 1974 constitution established a loose form of federation and a rather impotent federal
government , with the constituent parts of the federation (six republics and two autonomous
provinces, Kosovo and Vojvodina, that were parts of Serbia) autonomous to a great extent.
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Moreover, the communism that existed in Yugoslavia differed from the Communism in
other Central and Eastern European countries due to the Tito-Stalin rift of the late 1940s. Being
independent of Moscow brought Yugoslavia a special relationship with the US, which included
the implicit guarantee of special access to Western credits in exchange for Yugoslav neutrality
and its military capacity to deter Warsaw Pact forces from invading Western Europe (Woodward,
1995: 104).

In 1980, Marshall Tito died. His death left a void of charismatic leadership in
Yugoslavia—he was a symbol of the independent policy Yugoslavia had been pursuing. The
outbreak of the debt crisis, triggered by the defaulting of Mexico and Poland, made it more
difficult to get new credits, while increasing in interest rates aggravated by repaying the old.
After a relatively dynamic growth rate, Yugoslavia entered a decade of economic stagnation
(Stamenkovic, Posarac, 1994: 33). Handling the situation required a federal government more in
charge of things, yet constitutional reform could deliver a more powerful central government
could not be agreed on among the republics. As a result, the 1980s passed against the background
of steadily deteriorating economic conditions and numerous attempts to create economic policy
able to serve the foreign debt while reviving economic growth at home (Woodward, 1995: 114).

In 1987, the leadership of the League of Communists of Serbia, a branch of the so-called
leading political force of Yugoslav society, the League of Communists of Yugoslavia, changed
and Slobodan Milosevic came to the forefront. Soon he became very popular, capitalizing on the
people’s will to see Serbia united, since autonomous provinces were perceived to be ‘“states
within a state” that paralyzed the decision making process. On the other hand, the situation in
Kosovo, Serbia’s southern province with an Albanian majority, was becoming more complicated
and tense. Milosevic’s visit to Kosovo and his famous statement that he would make sure that
no one harmed the Serbs in Kosovo any more, made him almost a national hero.

As the federal state increasingly malfunctioned, the governments of the republics became
ever more powerful. The poor economic performance in the 1980s caused republics to begin
blaming all the problems on the others, contributing to an awakening of ethnic tensions. Slovenia
and Croatia, as the wealthier parts of Yugoslavia, complained that helping the poorer members
of the Federation slowed their progress, while Serbia protested against being treated as the chief
supplier of raw materials and the market where the final expensive products could be sold.

The last attempt to save and reform the SFRY was Ante Markovic’s government that took
office in January 1989. As soon as he took office, Ante Markovic announced he was going to
launch comprehensive economic reforms as well as reforms designed to transform Yugoslavia
into a multiparty parliamentary democracy which would integrate the country into European
institutions. However, apart from having to compete for power with regional authorities, a
problem that his predecessors also had to face, Markovic also had to deal with the dramatically
changed international environment. By 1989 the Cold War was over, so Yugoslavia no longer
had the geopolitical importance the United States had previously given it (Zimmerman, 1995: 2).
With the disintegration of the country well under way, and international financial institutions
unwilling to back up the reform with new financial arrangements, the collapse of Markovic’s
government came as No SUrprise.
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The degeneration of the political system, as well as growing nationalism, affected the
League of Communists of Yugoslavia, and it fell apart at the 14th Congress in 1990, marking
the end of party monolithism. Like Serbia, nationalism proved to be the winning card in other
republics, but the communists understood this only too late, losing power everywhere but in
Serbia and Montenegro. The fact that ethnic parties won power in all of the republics apart from
Macedonia (Zimmerman, 1995: 6) represented a serious setback for those who had hoped that
Yugoslavia could stay together in a democratic framework. The only all-Yugoslav party was the
Alliance of Reformist Forces of Yugoslavia (SRSJ) led by Ante Markovic. Only created in July
1990 after the parliamentary elections were held in Slovenia and Croatia, SRSJ took part in the
elections in the remaining four republics. Hopes were high for successful performances in
ethnically mixed settings of Bosnia and Macedonia. In Bosnia, however, the three national parties
gained votes and seats almost directly proportional to individuals’ choices of national identity in
the 1981 census®, while in Macedonia SRSJ was one of the three best placed parties. In Serbia
and Montenegro, the last republics to hold multiparty elections, poor electoral results came as no
surprise, given the support that Milosevic‘s Socialist Party enjoyed.

Almost all of 1991 passed against the background of increasingly aggravated inter-
republic and inter-national relations. The turn for the worse occurred at the end of June 1991,
when both the Slovenian and the Croatian Parliaments declared independence and sovereignty.
The Yugoslav government responded by manning all frontier crossings along Slovenia’s borders
with Italy, Austria and Hungary, as well as all airports on that republic’s territory. This resulted
in a short war that included the involvement of the European Community (EC), who decided to
send a peace mission (so-called Troika) to Yugoslavia.® The crisis was temporarily solved with
the so-called Brioni Declaration on Yugoslavia, under the auspices of the European Community,
by which the decisions of Slovenia and Croatia to declare sovereignty and independence were
suspended for a duration of three months. Within the context of its ever broader involvement in
resolving the Yugoslav crisis, the European Community decided, in agreement with all interested
parties in Yugoslavia, to convene a Peace Conference on Yugoslavia at The Hague (later to be
continued in Brussels) that was aimed at brokering a cessation of the conflict in the former
Yugoslavia and at reaching a comprehensive solution of the Yugoslav crisis. Lord Carrington was
appointed its chairman. It was also decided to set up an Arbitration Commission, consisting of
five Presidents of Constitutional Courts of five EC member-states. The Commission was often
referred to as the Badinter Commission after its chairman Robert Badinter, President of the
Constitutional Court of France.

The crisis occurred after the Badinter Commission Report of November 29, 1991. in
which it was stated that Yugoslavia was being dissolved into six republics as its successors (as
opposed to the Serbian view that Slovenia and Croatia seceded from Yugoslavia, so they could
not be its successors). The second report of the Commission of January 15, 1992 contained the
opinion on whether the Serbian population in Croatia and Bosnia-Herzegovina, as a constituent
people of Yugoslavia, enjoyed the right to self-determination and whether the internal borders
could be considered as borders in the sense of international law. This report also contained the
opinion of the Arbitration Commission on the recognition of Bosnia and Herzegovina, Croatia,
Macedonia and Slovenia.
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With respect to the first question, the Arbitration Commission replied that the Serbian
population in Bosnia-Herzegovina and Croatia was entitled to enjoy all rights recognized to
minorities and ethnic groups—that those republics had an obligation to ensure the members of
these minorities and these ethnic groups were given all human rights and fundamental freedoms
recognized by international law, including, in case of need, the right to national determination.
As for the second question, the Arbitration Commission replied that, first, external borders would
have to be recognized in all cases in accordance with the international law; second, demarcation
lines between Croatia and Serbia or Serbia and Bosnia-Herzegovina or possibly between other
neighboring States would be possible to change only by free and mutual agreement and third, if
nothing happened to the contrary, the former borders would assume the character of borders
protected by international law.” Regarding the recognition of Bosnia-Herzegovina, Croatia,
Macedonia and Slovenia, the Arbitration Commission replied that Slovenia and Macedonia had
fulfilled the necessary conditions for recognition of new states, while Croatia had not met, at the
time, the European standards on individual and minority rights or free speech. As far as Bosnia-
Herzegovina was concerned, the answer was that the expression of the desire for sovereignty by
the population of Bosnia-Herzegovina could not be considered fully justified untill an
internationally controlled referendum was held in which all of the citizens of Bosnia-
Herzegovina would be invited to participate.

Faced with the escalating violence in Croatia that had began at the end of spring 1991,
and the increasingly tense situation in Bosnia-Herzegovina, the European Community decided
to apply economic pressure.® Slovenia, as a nationally homogenous state, remained intact and
began to return to normality.” The next instrument available to the Community included
diplomatic recognition or nonrecognition of the warring parties. Paradoxically, though the
Badinter Commission had suggested Slovenia and Macedonia for recognition, the first to be
recognized were Slovenia and Croatia in January 1992, with Bosnia and Herzegovina to follow
in April 1992. The unilateral recognition of Slovenia and Croatia and the subsequent recognition
of Bosnia-Herzegovina, coupled with the Serbian’s persistent rejection of the Carrington
proposals, finally brought about the failure of the EC mediation centered on its peace conference.

Posing a “direct threat to international peace and security” the Yugoslav crisis was put
on the Security Council agenda on September 25, 1991. In October 1991, Secretary General
Perez de Cuellar named former US Secretary of State Cyrus Vance as his special envoy for
Yugoslavia. Vance continued his duties after the arrival of Boutros Boutros Ghali. The Vance
plan, which formed an annex to the report of the Secretary General to the Security Council on
December 11, 1991, represented the plan of the United Nations for a peace keeping operation in
Yugoslavia (UNPROFOR). This temporarily ended hostilities in Croatia and caused the first rift
between Slobodan Milosevic and the Serbian leaders in Croatia and/or Bosnia, since he was ready
to accept the Vance plan, unlike the Serbian leader in Croatia.

On the other hand, the situation in Bosnia-Herzegovina was deteriorating steadily. The
conflicts, that first occurred in the beginning of March, escalated after the recognition of Bosnia-
Herzegovina on April 6, 1992, leading to the adoption of the Security Council Resolution 752
on May 15, 1992. The Resolution demanded adherence to the cease-fire agreement signed on
May 12, that all forms of interference by military forces outside Bosnia-Herzegovina. including
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the Yugoslav People’s Army units and elements of the Croatian army cease immediately, and that
all irregular military forces in Bosnia-Herzegovina be disbanded and disarmed. After Resolution
752 had not been complied with, Resolution 757, imposing sanctions on FR Yugoslavia, was
adopted on May 30, 1992. Noting that in the complex context of events in the former Socialist
Federal Republic of Yugoslavia all parties bore some responsibility for the situation, the Security
Council condemned the failure of official bodies in the Federal Republic of Yugoslavia to take
effective measures to fulfill the requirements of Resolution 752. The Security Council also
stressed the unacceptability of territorial gains or changes brought about by violence, condemned
violations of human rights and fundamental freedoms, including the practice of “ethnic cleansing”
and the deliberate impeding of delivery of food and medical supplies to the civilian population.
The Security Council decided all states should adopt the following measures: prohibition of
imports originating in FRY, and prohibition of the sale and supply of commodities and products
to FRY, excluding supplies intended strictly for medical purposes and foodstuffs. It also decided
that all states should not make available to the authorities in FRY, or to any commercial,
industrial or publicly utility undertaking in FRY, any funds or any other financial or economic
resources. Air-traffic was also prohibited, as well as participation of persons and groups
representing FRY in sporting events. Finally, scientific and technical cooperation and cultural
exchanges and visits were suspended and the level of the staff at diplomatic missions and
consular posts of FRY reduced.

To sum up, the Yugoslav loose federation, built with the predominate concern to promote
“brotherhood and unity” of the post-war Yugoslavia (Cviic, 1995: 823) failed to resolve economic
problems and political antagonisms polarized around national issues. The crisis came to a head
after the Cold War when Yugoslavia lost much of its geopolitical importance to the United
States. In a process of dissolution, the independent states of Slovenia, Croatia, Bosnia and
Herzegovina and Macedonia were created. Given the significant percentage of the Serbian
population in Croatia and Bosnia (12% and 33%, respectively) as well as Milosevic’s rise to
power based on Serbian nationalism, the outbreak of the war was unavoidable. Nationalism
proved to be winning card in the newly independent states as well. In such a setting, sanctions
were viewed as a tool for stopping the war by containing Milosevic’s pan-Serbian policy. To put
it in Baldwin’s terminology, putting an end to fighting, violations of humanitarian law and to all
forms of interference in the territorial integrity of the state was the primary goal of the sanctions.
However, the fact that the measures were applied only against FRY, although the Council had
noted that “in the very complex context of events in the former SFRY all parties bear some
responsibility for the situation” could be explained with the importance of implicit or unstated
goals—a pan-Serbian policy, pursued by the Serbian president Milosevic, was perceived as a
major threat to peace, so the sanctions were aimed at either changing his policy or at removing
him from power. The domain could be broadly defined as the Federal Republic of Yugoslavia
(Serbia and Montenegro) although the sanctions were meant to convey different signals to
different groups in the Yugoslav society. As for the ruling elite, the sanctions were intended to
communicate strong moral disapproval and to put economic constraints on further assistance to
the Bosnian Serbs® war effort. With respect to the ordinary people, whose lives were to be the
most affected by sanctions, it was expected that both isolation and worsening living conditions



76 Economic Sanctions as a Foreign Policy Tool

would lead to dissatisfaction, which in turn would, through electoral behavior, result in
compliance with the international community’s demands.

2. Economic Impact of Sanctions

While establishing the intended scope and the domain merely explains who is being
influenced with respect to what, the most important element of economic statecraft is the
economic policy instrument that is relied on to accomplish this. To be labeled as economic, the
instrument has to have its price and that is, in case of Yugoslavia, the damage caused to the
Yugoslav economy. However, the sanctions were only one of the acute factors that aggravated
the chronic state of crisis in the Yugoslav economy and hence cannot be analyzed separately.
Therefore, this section will present the economic data relevant for assessing the impact of
sanctions with regard to pre-existing economic difficulties and macroeconomic mismanagement.

The crisis in the Yugoslav economy is a cumulative result of both chronic and acute
factors (Stamenkovic, Posarac. et al., 1994: 17). The chronic factors were the result of system
endemic characteristics that resulted in the lack of proper economic environment and, hence,
inadequate economic policy. As opposed to the other socialist states characterized by state
ownership, the Yugoslav economy was based on *‘social ownership” and “self-management”, a
complicated system where factories were owned and managed by workers and their councils. This
resulted in a situation where it was very difficult to determine who owns what and who is
responsible for taking decisions.

The 1974 Constitution has to be mentioned here again, since it not only reversed the
existing trends towards a market economy (established by 1965 reform). but also, through
promoting greater autonomy for the constituent parts of the Federation, contributed to
disintegration of the Yugoslav economy. The flow of goods and services between the republics
thereafter declined, and a common fiscal policy was abandoned resulting in a public spending
“explosion™ between 1974 and 1978 (Stamenkovic, Posarac. et al., 1994: 18). The resulting
deficit was closed with heavy borrowing. Loans, received from the international financial
institutions as well as commercial banks, were also used for investments that were meant to
promote economic development. but resulted in a number of so-called “socialist giants,” that were
too big to be flexible to adjust to market conditions.

The impossibility to get new loans due to the outbreak of the debt crisis in Eastern Europe
and Mexico, coupled with the necessity to repay the old ones, made the problems visible. The
partial reforms, that tried to keep system going rather than to change it fundamentally, failed.
Reforming the economic system was impossible without a fundamental reform of the political
system, since the two were intertwined (Posarac. forthcoming). The old communist elite was
reluctant to undertake such reforms. being aware that they might end party monolithism and.
hence, their absolute power. Postponing the reforms in order to save the power fueled the process
in which the Yugoslav communists lost not only their power, but also the state they ruled
(Posarac, forthcoming). The last and the most comprehensive attempt to reform the system was
undertaken in 1990, by the Markovic government. However, with the process of disintegration
of the country well under way and the unwillingness of the international financial institutions to
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back up the reform with new financial arrangements, the failure of Markovic’s government came
as no surprise.

As a result of the long-term structural factors, the relatively dynamic rates of growth in
the sixties and seventies were replaced with the decade of stagnation and, in the first half of
1989, with negative rates of growth. This was further aggravated by the acute factors, including
the disintegration and war in Yugoslavia as well as UN sanctions (Stamenkovic, Posarac, et al.,
1994: 21). Throughout 1989 the flow of goods between the Yugoslav republics were disturbed,
to mention only the Serbian boycott of the Slovenian goods and the retaliation from Slovenia.
In 1990 the republics adopted the practice of unauthorized printing of money (the so-called
intrusions in the monetary system), thus-‘rying to make their own position more favorable in view
of the possible dissolution of the country. The closing of the markets of the republics intensified
throughout the first half of 1991, while the outbreak of war and the independence of Slovenia
and Croatia contributed to a complete severance of economic ties.

The Federal Republic of Yugoslavia was established on April 27, 1992, as a federation
of the former federal units, Serbia and Montenegro. The fact that the internal market was reduced
by 60% (FRY accounts for roughly 40% of SFRY’s territory) and that the number of consumers
fell from 24 million (SFRY) to 10.5 million (FRY), had an enormous effect on the economy. In
1989, Serbia “imported” from other republics 47% of GDP (compared to imports from the other
countries, that accounted for 27%) and “exported” 49% (compared to 20.4% export to other
countries). Conversely, the share of Serbia’s “exports” to other republics accounted for 44.7%
of their GDP, while “exports” to Serbia accounted for 49.9% of GDP (Stamenkovic, Posarac et
al., 1994: 118). The structure of the consumers changed, not only because Slovenia and Croatia
were the wealthier parts of Yugoslavia, but also because the inhabitants of Serbia and
Montenegro became poorer (GDP per capita fell from $2083 in 1989 to $1302 in
1992—Stamenkovic, Posarac et al., 1994: 106). On the other hand, the Yugoslav producers were
deprived of suppliers that were left outside the “new” Yugoslavia, while the substitution of
missing materials and energy was expensive and, hence, inefficient. This resulted in a sharp
decline in the standard of living, aggravated by the costs of fighting a war in other parts of
former Yugoslavia.

Shattered with the economic consequences of disintegration of the country, FR Yugoslavia
was badly poised to take severance of economic ties with the outer world. At the end of 1991,
the European Community suspended the Trade and Cooperation Agreement with Yugoslavia,
restored the quantitative limits for textiles, removed Yugoslavia from the list of beneficiaries of
the GSP and suspended the PHARE program. Finally, on 30 May 1992, the UN sanctions were
imposed. Both the general public and the Yugoslav politicians were very optimistic about the
duration of the sanctions and their effectiveness. However, three months after their imposition
the industrial production fell by 40% (Stamenkovic, Posarac, et al., 1994: 21).

Surprisingly, no serious adjustments to constraints resulting from acute factors were made.
Even when those facts were finally taken into consideration, the political will to take appropriate
measures was still lacking. This primarily means unwillingness to reduce the budget deficit to
the level sustainable by the economy. According to Stamenkovic, Posarac, et al. (1994, p. 28),
public spending as a percentage of GDPin FRY in 1990 was 49, while the revenues accounted
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for 46% of GDP (calculated out of SFRY budget). In 1991, revenues remained the same, while
the spending increased to 63% of GDP, producing a deficit of 17% of GDP. The estimates for
1992 and 1993 were even higher—total public spending (with transfers to the Serbs in Bosnia
and Croatia) amounted to 65-70% of GDP, while the revenues fell to 24% in 1992 and not more
than 10-11% in 1993, thus making the enormous deficit of more than 50% of GDP (Stamenkovic,
Posarac, et al., 1994: 28).

Index of industrial production in Yugoslavia, 1993 average=100
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Figure 1: Industrial production in FR Yugoslavia, 1989-1994 (1993 average=100)

Those gaps were closed by printing money. that was in effect indirect taxation through
inflation tax. The inflation tax refers to a revenue a government raises when it decides to finance
its deficit through printing money. The money is absorbed by the public that tries to maintain the
real value of its money balances constant in view of the decreasing purchasing power due to an
increase in prices. By making people spend less than their income and pay the difference to the
government in exchange for extra money (Dornbusch and Fisher, 1990: 657), inflation acts just
like a tax. In developed economies, the amount of money that can be raised through inflation
tax is constrained by the fact that the public increases its holdings of both bank deposits and
currency. and thus a part of the increase in the public’s holdings of money does not go to the
government to finance the deficit'’. However, in countries in which the banking system is less
developed and in which people therefore hold large amounts of currency. the government obtains
more revenue from inflation and is more likely to give high weight to the revenue aspects of
inflation in setting policy. However, whenever the inflation tax is used on a large scale, inflation
invariably becomes extreme. As the inflation rate rises, the expectation of the public changes—
people reduce their real holdings of the money base, because the base is becoming increasingly
costly to hold. Eventually the real monetary base drops so much that the total amount of inflation
tax revenue received by the government falls. This point was reached by the Yugoslav
government by the middle of 1993 with the monthly rate of inflation was 4667% (Stamenkovic,
Posarac, et al.. 1994: 28), thereafter becoming the loser in the hyperinflation game.
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However, it is well worth noting that the Yugoslav government did not rely only on the
inflation tax for raising the capital to close the budget deficit. The foreign currency savings,
deposited with the state banks, and impossible to get since late 1990, amounts to $4 billion. Since
the public did not trust state banks any more, the savings were deposited with the so-called
“privatc”'" banks, whose owners maintained close relationships with the ruling party. Those
banks offered a monthly interest rate for foreign currency savings of 15%, so an enormous
number of people were attracted to invest their money. The gamble lasted until the elections in
December 1993. After the elections were over, the owner of the “Jugoskandik™ left the country,
causing the run on the other big bank, Dafiment. Soon thereafter, they declared insolvency. The
amount of money owed to the public by these “phantom” banks is unknown, since the data were
denicd even to the experts that were supposed to ‘“rehabilitate” them. This suggests the
conclusion that those funds had served as a “buffer” in view of the slowing down of economic
activity due to sanctions and other problems—they postponed the necessary macroeconomic
adjustments and reduced the mounting social tensions, since a number of people were living on
the interest their foreign currency deposits yielded.

Retail price index, previous month = 100
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Figure 2: Retail prices in FR Yugoslavia, 1992-1994 (previous month=100)

As a result of both chronic and acute factors, GDP in 1993 fell by 30%—from $13.60 to
$9.52 billion (Stamenkovic, Posarac, et al., 1994: 29). It was produced with only 35% of the
existing capacities. Industrial plants were either closed or worked with minimum capacities. By
the end of 1993, 1.3 million workers were on “paid leave of absence”—not working, but
receiving salaries, while 750,000 were unemployed (Stamenkovic, Posarac, et al., 1994: 29).
Together with sending the money to the Serbs in Bosnia and Croatia and additional payments for
import-export transactions because of the UN sanctions (the estimates are that the licenses were
paid additional [5-100% of the transaction—Stamenkovic, Posarac, et al., 1994: 29), those 2
million people that were dependent on public spending contributed to an increasing budget
deficit. On the other hand, the government revenues were diminishing. Sharp declines in inflation
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tax revenues occurred in the middle of 1993, while the other revenues rapidly decreased due to
the Tanzi-Oliviera effect'? (in the first half of 1993 fiscal income accounted for 16% of GDP,
in November only 3%, while in December they were negligible (Stamenkovic, Posarac, et al,
1994: 30). This resulted in extremely low salaries and pensions—the average monthly salary at
the end of 1993 amounted to $15 (Stamenkovic, Posarac, et al., 1994: 29). By the end of 1993,
with the highest monthly inflation rate in the world (313 million percent), the whole system was
at a breaking point. To avoid the collapse that would have had inevitably occurred had the money
continued to be printed with no limits, the Program for Reconstruction of Monetary System and
Strategy for Economic Recovery of Yugoslavia was launched.

Table 1: GDP and GDP per capita in FR Yugoslavia, 1989-1993

Year GDP in GDP per capita
billion USD in USD

1989 21.81 2083

1990 19.98 1898

1991 18.38 1766

1992 13.60 1302

1993 9.53 908

source: Statistic Yearbook of Yugoslavia 1993, quoted in Stamenkovic, Posarac, et al.. 1994, p. 106

The Program for Reconstruction of Monetary System and Strategy for Economic Recovery
of Yugoslavia (hereafter the Program) relied upon three basic pillars: cutting the hyperinflation
by discontinuing the practice of uncontrolled money printing, significant reduction of the budget
deficit accompanied by the reconstruction of tax collection system and, making enterprises free
to set the prices according to the costs of production by making the state responsible for the
social policy. The new dinar (often referred to as “super” dinar) was introduced and was linked
to the German mark with the parity 1:1. The internal convertibility was declared—the new dinar
was supposed to be printed to the level of foreign currency reserves and gold. This reintroduced
the national currency, brought about the stability of prices and established a shaky balance. The
fact that money was functioning again and that the stability of prices had been achieved, were
the most important results. Production increased by 41% in the first three months after the
Program had been introduced (19% if the season is taken out, MAP I, 1994, p. 4 ). The most
significant growth occurred in the parts of industry that experienced the worst decline. The
average salary was approximately 50 dinars (50 DEM). The psychological effects were great—
people were enjoying normal life, reflected by the fact that the price of food was not changing
by the day.

However, the limits for recovery were soon reached. The average monthly rate of
industrial production growth in 1994 was 2.6% (Opste tendencije, 1995: 11). This figure hides
differences between the first and the second half of 1994—while the industrial production in the
first half of the year increased by an average monthly rate of 4.1 %, in the second half of the year
the average rate of growth was only 0.7%. On the other hand, wages grew faster than the growth
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of production, resulting in 326.1% increase in nominal, and 255.7% in real wages between
February 1994 and February 1995. Prices “exploded” by the end of 1994. Their monthly growth
in November was 7.3% and in December 2.5%. The internal convertibility functioned till the
middle of 1994, while later on it was administratively restricted and, in fact, informally
suspended. The price of the German mark started increasing in the second half of the year,
resulting in the exchange rate 2:1 in the beginning of 1995. This trend continued in 1995 as well,
resulting in increase of retail prices by 26.5% in the first four months of 1995, which
corresponds to the average rate of growth of 102% at an annual level (Opste tendencije, 1995:
8 ). The estimated share of public spending in GDP in 1994 was 60%, implying that no serious
fiscal adjustments were made. Moreover, the projections for 1995 show that they were no