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Griegorz Kotodko

STABILISATION POLICY IN POLAND - CHALLENGES AND CONSTRAINTS

Thae author reviews the determinants and barriers to a faster
overhaul of the socialist economy. It is suffering from a deep, gene-
ral crisis, which can be cured only through a systemic, market re-
form, a restructuring of the real sphere and a realignment of econo-
mic policies. Shortageflation and foreign debt pose the most difficult
challenges, sariously limiting room for manceuvre to improve &conomic
efficiency.

Another issue discussed here are the necessary changes in the
consumption and real wage jevels, as the cost of stabilisation measu-
res. The author proves that stabilisation calls for at least a transitio-
nal stagnation in real wages. However, under the conditions of an eco-
nomy of shortage, it is not tantamount to the stabilisation of consump-
thon. Actually, in the deep disequilibrium of an economy of shortage,
consumption may gyrow even when the absolute level of real wages is
somewhat lowered.

in the final part of this essay, the author considers various sce-
narios of further developments in the socialist countries of Europe, in
the aspect of EEC integration after the year 1392, The latter has so=
me very definite implications for the whole of stabfilisation policies in
the short term and for adjustment - in the longer run - in the face
of changing domestic and external growth challenges.

1. Introduction

Years spent on trying to stabilise the economy have failed to produce re-
sults and the process of macroeconomic reproduction Is stil] suffering from a
crisis. While the scale may differ from country to country, this statement is

true for Poland, as well as for other soclalist countries. This crisis, which |
call the general crisis of the socialist economy te differan-

tiate from the production crisis, L
sisting in the decline of the absolute
oultput lever, as was the case In Poland
in the years 187%-82, isreflected in many negative pheno-
mena and social and economic processes. Specifically, | refer to slower econo-
mic growth for even recession, sometimes/, structural stagnation, disequili-,
brium and ‘inflati-m, foreign debt, low competitiveness, lack of innovative



propensity and ecological disequilibrium. Problems resulting therefrom are
the fundamental growth dulenges that contemporary soclalist economies ha-
ve to deal with.

Looking at the phenomenon of the general crisis of the socialist econo-
my, one must perceive its three dimensions: systemic, political and structu-
ral. Attempts to implement radical and Irreversible Ei‘l!ﬁge! in the econo-
mic and financial mechanisms, {.e. the economic reform, are a reactlon to
the systemic crisis. Measures taken to counter crisis phenomena In the area
of economic policy are reflected in a new evaluation of the objectives and
recourse to instruments and methods different from those which had been
previously used. It is precisely in this light that one should consider the
stabllisation pelicy. The new, reformed economic and filnancial system, and
the new economic policy which should support its operation, should lead to
such transformations in the real sphere of the natlonal economy, which would
preduce an economic structure geared to social needs and - especially - to
effective demand. This means that the restructuring of the national acono-
my should be perceived a reaction tu the deep and still persisting structu-
ral crisis.

Thus, stabllization policy should be viewed as 3 part of a broader so-
cial and economic policy. It is so, because we have a seriously destabilised
economic system /bul aiso 3 destabilised social and political system, which
is largely a result of the former/, where there are various interferences in
the course of growth processes. This is why, keeping In mind the need for
measures designed to achieve long-range economle and social effects, espe-
cially to ensure the bast possible fulfiiment of social needs and the creation
of stable and durable premisas for future growth, it is still necessary to
implement appropriate short- and medium-term measures Intended to stabili-
se the economy., This usually refars to steps taken to balance the economic
system, both with regard to the external environment and - which is more
important - intarnally.

At the present stage, the priorities of stabilisation peolicy in the so-
clalist economies are connected mostly with growing foreign debt and ever
higher inflatlon. There are broad implications to that, as the problem con-
cerns both forms of inflation /open and repressed/, as well as financial di-
n;:tuilihrlﬂm, un~institutionalized internal debt in the form of the inflatlona-
ry overhang, the second economy, the parallel existence of two currencies



and othar related phenoména. There are soms definite relationships betwesn
all these issues, though some of them are actually contradictions.

2. Attempted Acceleration

The late eighties brought a marked acceleration of the necessary adjust-
ment processes in several socialist countries. It could be gbserved in the sys-
temic, structural and political spheres, though changes were slowest with re-
gard to structure, largely due to the nature of structural changes, which re-
quire nvestment outlays, among other things, while the crisis restricted the
ability socialist aconbmigs have had in the earlier stages of their development
~ that of a strong investment drive. Structural changes within a given stru-
cture of productive assets are relatively insignificant, which is derived from
insufficient systemic or political pressure on such transformations. 1 specifi-
cally refer to the conwversion of a part of the productive capacities from the
manufacture of the means of production to that of consumer products, that is
to the curbing of the phenomenon of the so-called “self-eating economy", whe—
re a high proportion of the output is consumed for production purposes, and
to convert a part of the productive capacities from military to consumer needs.
aspeciaily to the production of consumer goods bought by the households. Car-
tain symptoms of Improvement with this respect could have been observed in
Hungary, where it was announced that defense expenditure would be cut by
about 18% and in Poland, where these cuts are to amount to about 4% in 1989
/in real terms/ .Major efforts aiming to speed up systemic and political chan=
ges were to be obserwed in the late eighties in Poland. Hungary and Yunosia-
via. Cenerazlizing, one may say that their main objective was to continue the
likening of these economies to the market economies, a further monetization
of economic relations and a democratization of political relations. These three
countries saw their governments change, which was fullbwed by more swesping
attempts at the transformation of the economic and financial mechanisms, as
well as of the political institutions. Each of them has its own specificity /Adam
1939/, but the processes they are currently undergoing reflect certain gene-
ral patterns of the contemporary socialist economy and must be seen in the
context of the general crisis of socialism in its forms krown thus far /often
referred to as post-stalinist, though this phenomenon du-u not apply to Yu-
goslavia/. '

Changing the economy to a market-type, under the conditions of the
current crisis, is a far more difficuit task than would have been in times



of a relatively stable and less unbalanced growth. e.g. in the early seven-
ties in Poland. At that time howewer, Poland did not meet all the reguire-
ments needed to implement such reforms (Kotodke 1388b/.

Looking at this issua from a different point of view, one may obsearve
that it is Czechoslovakia and the GDR - which are sconomically most advan-
ced and enjoy the highest consumption levels amongst the socialist countries,
negligible price inflation and relatively least serious shortages - that have
the best economic conditions for the successful implementation of such re-
forms as are now carried ocut in Poland and Hungary. The problem however,
is precisely that such favourable (in comparison with other socialist count-.
ries (| conditions are not what generates reform-minded determination on the
part of the authorities, nor do they induce the population to demand re-
forms [Mick 1983/; the more $0 that the experiences of the countries which
tried to accelerate the process of market and democratic reforms have not
aiways been particularly encouraging, particularly if we look only at the
outward appearances - mostly inflation accompanied by social and political
destabilisation,

Coing ahead with market reforms in the economic and financial system
calls for simultaneous progress in the democratization of the institutions of
social and political life. This thesis is not only gaining increasingly wides-
presd recognition in the countries which press on with their reforms, but
it is also being practically implemented, though to 3 still inadequate extent.
- Where does the need to democratize political life come from? The peint in not
only that it is a vaiue on its own, a value even superior to the economy,
but also, a definite historical and international context in which these de-
velopments are taking piace. After all, the world is advancing at an asto-
nishing pace, also with regard to political evolution. 1

Another point is that the authorities wishing to carry out their pro-
jects of market reforms and implement the necessary stabllisation and adju-
stment processes, must enforce various unp;npuhr measures over a short
period of time., These may consist in the temporary lowering of the living
standards of some social groups, liguldation of loss-making companies or
even whole industries, changes in the structure of prices and Incomes, an
overhaul. of the tax system producing far reaching conseguences in income
redistribution, etc, We thus cowne to mnﬂicting' economic interests, in many
complex planes, without being wholly aware of the directions and even less,
of the intensity of redistribution in incomes and wealth. If wrong -methods



are used, or If the timing is wrong, these contradictions may be further
antagonized, as vividly illustrated by the Polish crisis of the eighties.

Thus, the implementation of such unpopular, sometimes potentially
antagonizing measures, designed to streamline the economic system and
economic structure, may call for the canvassing of popular support. The
authorities must secure at least the passive approwval of various social and
political forces which are beyond their control, for their stabilisation poli-
cies. As It is known, implementing the necessary changes requires a strong
government. One may say that the more sweeping the systemic and structu-
ral changes undertaken in the therapy of short-term stabilisation and long-
term adjustment, the stronger the government must be.

The strength of a government may be derived sither from peopular sup-
port or from efficient policing. Market reforms and democratization require
the former. It is in this light that we should view the palitical transforma-
tions in some of the socialist countries, especially in Yugoslavia, Poland and
Hungary. What is required Is agreement within the framework of mostly new
institutions, in order to implement the necessary reforms as democratically
as possible. The government facing further economic and social destabiliga-
tion, and political anarchy, may prove strong even without such agreement,
but its strength will not stem from popular support. Much as such develop-
ments would be undesirable, one cannot exclude this possibility. Thus, at
the threshold of the nineties, the socialist countries /though not yet all of
them/ came to face the problem of working out their own solutions with res-
pect to the institutions of peolitical democracy, There is no doubt these so-
lutions will not be as uniform as they used to be, since each country will
make its own contribution. What we are witnessing now, is a8 great histori-
cal experiment, which will yield a variety of solutions, though with the sa-
me principal objectives,

i, The Shortageflation Dilemma

The shortageflation syndrome is one of the major problems facing sta-
bilisation policies in Poland and other socialist countries /Kotodko - McMa-
hon 1387/, What | call shortageflation s a phenomenon unknown to the mar-
ket economy, which is not merely a simple sum of price /open/ and repre-
ssed inflation, but a wholly new category. It is a very specific form of the
coexistence of overall price growth and the accompanying redistribution of
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incomes and resources, with the permanent shortage of goods in the mar-
ket.

The problem lies not only in the fact that prices soar while shortages
persist and in the resulting choice between the scale of these two intercon-
nected phenomena, but also in the fact that prices keep on rising while shor-
tages grow ever more acute. In a way this is similar to stagflation, known
to the market economy, where rising inflation is accompanied by rising
unemployment. In the case of shortageflation the rates of price /open! and
of repressed inflation are rising, the latter being reflected in increasingly
massive shortages. This phenomenon is to be observed in all socialist eco-
nomies undergoing reforms in the second half of the eighties, but Poland's
case is again the most spectaculer /Kolodko 1988 a/.

The rate of price inflation showed a systematic decline between 15332
and 1985, falling from about 105% to about 15%, Then, it started rising
agein, and not only from year to year but, starting with the second quar-
ter of 1988, from month to month. This was a predictable effect of the so-
-called "price and income operation” of February 198E. It was demonstrated
once r.gnln, that instead of stabilising effects promised by the economic po-
licy, it actually led to a further destabilisation. Thus, as price growth be-
came faster, currency dwiously also depreciated at a higher pace. This is
illustrated in Fig. 1. What is striking, is the symmetry between the cur-
bing of inflation in the years 1382-85 and its take-off in the years 1986-
19859,

A 100 zlotys of the year 1980, which marked the beginning of the so-
cial and economic crisis, is now worth a little over 5 zlotys /Fig. 1/. In
other words, taking the 1980 price level as 100 and predicting 1989 infla-
tion to reach 110%, we end up with a 20-fold increase in the level of pri-
ces (Fig. 3/ and a corresponding decline in the purchasing power of the
Polish zloty.

This purchasing power is actually even lower, since given the condi-
tions of the economy of shortage, it must be measured not only with the
amount of goods and services which can be bought for a2 nominal unit of
currency, but alsi: bty the real chances to realize effective demand. And
these chances are strongly limited due to parallel repressed inflation.
Morecver, rising inflation in the eighties wes accompanied by ever more
acute shortages. There are no precise indices to measure repressed infla-
tion, to match those used for price inflation, though there is already guite
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an extensive literature devoted to this problem SMuki 1936 Kolodko 1987;
Miliuk 1989/, All-available estimates show that shortages became even more’
serious in that period. Among other things, it was reflected in the increased
wolume of the inflationary overhang, in shop stocks falling to levels which no
longer guaranteed 3 continuity of sales, the ever expanding scope of the se-
cond economy and the “dolarization” of the economy,etc. /Raport 1983/,

Rising price inflation, paralleled by increasingly serious shortages tes-
tifizs to the inefficiency of short-term stabilisation of measures and longer-term
measures of adjustment to the changing conditions macroeconomic reproduc-
tion. This appraisal holds for all three spheres: systemic reform, realignment
of economic policy and structural transformations. This observation also leads
to @ certain conclusion., Thet the only wariants of s5ta-
Biltisation policy which can be recogmni=
csed as politically wiable are those which
ensure a paralle] lowering of both open
and represased inflation iKotodkae 1%89% al.
Meilher the assumptions, nor the implementation of the “price and income ope-
ration" of 1988 met these criteria. What is worse, currently enforced measu-
res do not fulfil them either, as they actually lead to & further rise in price
inflation.

4. Financial Policy vs. Stabilisation Measures

A systemic market reform would considerably enhance the role of finan-
cial policy. But slready here, we should cbhserve, that its instruments fre-
gquently have a limited impact or even - that they are grotesgue in compari-
son with their eguivalents in advanced market economies. This can be s d
for example of the attempts to set up a capital market in a situation of massi-
ve shortages (Czekaj 1%89%/. The inefficiency of many of the instruments of
financial policy iz also partly attributable to the fact, that the na-
tional economy is% now a hybridi: ne [on
ger centrally planned factwally, no |on-
ger planned at all /! but hardly a mar-
ket econaoamy, as ¥ et Thisis why the impact of such in-
struments as prices, taxes, exchange rates or the inlerest rate is limited
or distorted. Companies are nearly immune to the influence of some of the-
se instruments or their use leads companies to adjust in guite different
ways than in advanced market economies,

These statements are hardly meant to imply that we should not have an
ever broader recourse to the instruments of active financial palicy, but on
the contrary. However, we should be fully aware of the shortcomings of so-
me of the instruments of this policy while balancing and stabilising the eco-
nomy /Nuti 1988b/,
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If we reject command-type, administrative methods of stabilisation poli-
cy and go on with marketizing the economy and monetizing economic rela-
tions, major changes will be required also in the national financial policy
fNutl 1388a/. Foremost amongst these changes should be shifting the empha-
sis from fiscal to monetary policies. This implies the enhancement of the ro-
le of the interest rate as an instrument designed to shape demand for . mo-
ney and regulate its flow to the economy. On the other hand, the regula-
tion of fimancial flows with the use of fiscal policy instruments must be li-
mited. Eventuafly, there would have to be less redistribution through the
state budget, as this is what these postulates really come down to. State
subsidies for unprofitable producers and company taxation must be cut.
Thus, the argument about excessive fiscalism or excessive subsidies cannot
be substantiated. What |s justifiable is the zonjunclion of these two points of
view, as the problem lies in too much redistribution through the state bud-
get. One must add here, that lmiting redistribution through the state bud-
get will result in more redistri bution through the market. Having said that,
we must stress that the more balanced the sconcomy becomes the less prob-
lems concerning redistribution we shall have.

In the light of this just postulate calling for the shifting of emphasis
towards monetary policy, it is worthwhile to devote some attention to the
issue of the so-called "real” interest rate. 1t is usually understood. as an
interest rate higher than the current inflation rate. This is not entirely
accurate, because what it really means is a positive /in real and not nomi-
nal terms/ rate, while a real interest rate actually means a rate which ba-
lances money demand and swupply. Just as a real price is an equifibrium pri-
ce Jand not simply an unsubsidized one, though this approach seems to do~
minate in all discussions on the stabilising functions of pricing policies/, a
real interest rate Is not one which is simply higher than the overall infla=
tion rate, but an equilibrium rate which balances the demand for money
from all economic sectors with its supply for the whole economy. In our
further deliberations however, we shall adopt the more widespread inter-
pretation, of an interest rate higher than the inflation rate.

There is a common and sound postulate to reach a positive fin real

terms/ interest rate. The problem is that there is no way

t o establish what this rate shouild bae.

The market would take care of thal in an adwvanced market economy, but
cannot do it in a destabilised, "post-planned" socialist economy. The mone-
tary autghorities cannot to it either, because it is an 1m-
‘possible task under ever higher Infla-
tien and persistent shortages. Given the-

13
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sa Circumstances, after a short period for adjustment, inflation would again
rise above the interest rate. This is conmected to what might be called a
specific balance of the anti-inflationary and inflationary effects of interest

rate increases,

The anti-inflationary effects are connected with two processes. First,
there is the decline (though, what must be emphasized, only temporary/ in
the demand for money from wvarious sectors, especially from the companies,
Companies opt for less liquidity, use more of their own funds as working
capital and channel a higher proportion of their own funds into investment.
Demand growth on the macroeconomic scale is lower, especially for capital
goods, but consumer demand also falls, due to the indirect effects on the
WALES.

Second, there is the increase, though also only temporary, in the pro-
pensity to save, This effect concerns mostly the households., This adjust-
ment process results again in 2 slower growth of demand, which has an anti-
—inflationary impacti.

. Both these processes were to be observed on a certain scale in Poland
in 1988, when the maximum inlerest rate was set at 30%. It was meant to be
the so-called "real" interest rate, since it was three points higher than the
inflation rate assumed in the Central Annual Plan /after the elimination of the
lag effects from the previous year/. The so-called "new" price growth was not
to exceed 17%. Such calculations are obviously incorrect and are more of a ma-
nipulation designed to produce short-term political effects. In reality, infla-
tion rate was planned to be 851, Eventually, it exceeded 613, meaning that
it was more than twice as high as the maximum interest rate, as the avera-
ge interest rate on the deposits of the non-socialized sector was 11,5%, which
resulted from the structure of the deposits of this sector of the national eco-
nomy in the banking system,

Thitte processes were even more apparent in 1939, There, attempts we-
re made to correlate the interest ra.te directly with the inflation rate, setting
the former as a8 ratio to the gverall inflation rate assumed in the plan. The
problem however was that, as was stressed before, that this is not 2 planned
economy any longer. Projections set inflation at 55% feven in documents adop-
ted by the Parliament as late as mid-February /. Actualiv, inflation in the
first hatf of 1989 exceeds 75% in comparison with the corresponding period
of the previous year and continues its rise. The monthly price growth is
equal to about 8%, which gives an annual inflation rate in excess of 160%.

14



Hence, the gap between the inflation and the interest rates kept on wide-
ning, instead of being nearly closed, which had been announced fwith the
usual fanfare/ in statements on economic policy. Why was it so?

There i3 no doubt that ris!rrg inflation in Poland, and in other socia-
list economies, is affected by a whole set of relatively well-known and des-
cribed causes [Adirim 1983, Muti 1586, Winiecki 1986, Kotodko 1987/, There
is o need for their broader presentation here. What must be stressed ho-
wever, are the inflationary effects of the attempts to achieve a "real™ inte-
rest rate. They are twofold.

First, given the important /more than twofold, as the maximum rate had
been set at 65% for 198% and it will no doubt be revised upwards/ increase in
the interest rate paid on savings deposits, there will be an important growth
in the incomes, especially of the households. This important source of addi-
tional demand, created solely by higher interest, will no doubt absorb a lar-
ge proportion of the additional supply predicted for this year.

Second, bank credit is becoming increasingly expensive which, given the
automatic inciusion of Its cost in production costs and into prices, will send
the ovarall price level still higher. After a siight drop in the demand for cre-
dits in early 198%, the inflationary character of adjustment processes led to
recovery to at least the previous level. In other words, the publicly decla-
red anti-inflationary effects of the attempts to achieve a "real" interest rate,
actually fuelled inflation. Inflation still has the upper hand. Inflation and in-
terest rate patterns are iHustrated in Fig. &,

Doss that mean that raising the interest rate makes no sense? Of cour-
e not, since the smaller the gap between the inflation rate and the interest
rate, the lower the losses of the depositors, the less redistribution via the
banking system, shifting resources and incomes from those who save, to tho-
se who borrow. All | am trying to prove here, is only that such a pelicy will
not ensure a lasting, long-term, positive fin real terms/ interest rate and not
even in the medium-term.

Attempts to achleve a positive /in real terms/ interest rate can succead
only when inflation s falling. That was the case in Poland in the years 1982-
-85 /see Fig. 1/ and that was the time to take steps to set the interest rate
on deposits and credits above the falling inflation rate. At that time however,
this postulate did not find the necessary support, was not espoused by the
economic policy which, it might be believed, underiaid the inflationary take-
-off in the subsequent years.
15
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It is in this light that we must formulate an economic principle which
should be observed in the implementation of stabilisation policies. Namely,
that in amn economy of shortage, attempts
te ~achievea "real"interest rate by set-
ting It higher than the inflation rate,
will strengthen the current trend with
regard te inflation 1f at a given tima,
the inflation rate is falling, then such
adjustment of the interest rate will furtl-
her curb inflation. And conversely, when
such attempts are made while inflatien |s
en the rise, a8 higher interest rate will
send the overall pric e level still higher.
Thus, an efficient stabilisation policy must first lower the pace of price
growth and only then can it set the interest rate above the rate of price
growth. It is therefore clear that the prime task of the stabilisation policy
must consist in reversing the coexistent trends of the accelerated price
growth and of the ever more serious market disequilibrium.

Some of the postulates put forward In the "Position on Social and Econo-
mic Policy and on Systemic Reforms" worked out at the "Round Table®™ talks
fStanowisko 198%/ seem to meet these requirements. While the whole set of
measures proposed there seems to have an inflationary character, it does in-
clude a number of sound postulates concerning specific issues, especially tho-
sg calling for the balancing of the demand and supply of capital goods, of the
state budget and the adjustment of the overall company and household demand
to the supply capacities of the economy. It is worthwhile to stress, in the [ight
of earlier comments with this regard, that it is assumed that the automatic
crediting of stote budget deficits by the central hank will be abandoned.The-
s& deficits are to be financed by non-inflationary methods, among other ways,
through the sale of some elements of state property and through the emission
of securities, purchased by the companies and households.

The problem however is that unless more progress is achieved in curbing
inflation, there will be little interest in purchasing such securities or in the
development of the capital market, failing which one tan hardly oxpect to ba-
lance supply and demand in the national economy. Hence, what we are facing
here is a systemof negative feedbacks, where once
again, inflation i 5 the key factar. Ma ma-
jor advances in stabilisation can b e
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expected wunless there i 5 some major
breakthrough with respect ta inflation

5. Stabilisation Messures versus Consumption and Wages

The need to lower the living standards of certain social groups may be
oneg of the very unpopular elementis of stabilisation policies, especially in the
short run. This issue merits more attention, as it often leads to various mi-
sunderstandings. We often hear the postulate - also advanced by Polish eco-
nomists /Kieer 1%8%/ - that the crisis cannot be overcome without a further
fall in the population s living standards. Here we shall treat this living
5tar:|;lard. at par with consumption from the national income, although this
is methodolegically incorrect, as the category of real consumption would be
more appropriate. Real consumption covers more than consumption frem cur-
rent national distributed income [including foreign transfers/, including also
the value of consumption resources amassed in the past and the vaiue of house-
holdss own production and services. It can happen in a crisis /understood
as economic recession/ that consumption in terms of the distributed national
income may fail, while real consumption will still rise, or at least fall at a lo—
wer pace. M. Pohorille called this phenomeénon the "lag principle” (M. Poho-
rille 1982/, 1t no doubt occurred in Poland in the early eighties. However,
we shall concern ourselves with another problem here. Namely: whether or
not the implementation of proposed stabilisation and adjustment measures
really necessitates lowered consumption /ex national income/.

I feal there is no such necessity, though there is a need to lower real
personal incomes Jincluding wageﬁ.l'. These two statements are not as contra-
dictory as they may appear, if the analysis is confined 1o the macroeconomic
scale and/or considered in terms of averages. This cstensible
paradoeox of a decline in real wages accom
panied by rising consumption Iis possible only
under the conditions of an economy of sheortage, §.e. under inflationary di-
sequiiéhrium. A% it is known, the latter is the only type of diseguilibrium
known to the socialist economy. Let us focus on this issue and try to ex-
plain it drawing on recent Polish experiences.

In an economy which is experiencing strong, though partly repressed
inflationary pressure, demand permanently exceeds the supply. In the long
run, this leads to the creation of the so-called inflationary overhang [Herer-
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Sadowski 1981, Kolodke 1986, Nuli 19867, Under such condilions, even when
the overall pace of price growth /inflation rate/ is higher than the growth ra-
te of nominal perscnal incomes /wages/, househeld consumption can still grow.
After all, consumption is 2 function of production and of the supply of con-
sumer goods or, even more precisely - of their real sales - and not of the
overall level of real incomes. Let us consider this on an example,

In year t, nominal household incomes were 100 units, whereof 95% was
earmarked for consumer expenditure, while 5% for the increase in voluntary
savings. The supply of goods /actually sold/ however, was only 50 units,
thus compulsory savings /i.e. imposed on the households by the shortage of
goods/ were also 5 units. In year t nominal wages grew by 10%, achieving
the nominal level of 110 units. Inflation rate at the same time was 158%,- thus
the price index was 118, This means that real wages fell by 3,5% i.e. to
96,5%. The supply of goods to the market - which is a function of other wva-
riables - increased over this period hy'l‘% je.g. thanks o increased produc-
tivity /,which means that supplies to the market were egual to 91,8% af the
preceding year’s level /in terms of volume/ and to 106,6% In nominal terms.
The propensity for voluntary savings remaining at 5% the households would
have saved 5.5 units from their incomes /which for our purposes we assume
to be equal to wages/. Effective demand was therefore 104,5 units /current
nominal incomes less increase in money balance due to voluntary savings/.
This demand was met by a supply increased by 2% in real terms, in compa-
rison with the preceding year, or 108,6% in nominal terms. The entire supply
wis sold and - assuming that households did not stockpile = consumed. Thus,
consumption grew by 2%, for that was the growth in production fand also in
supply, spending and lastly - copnsumption/, even though real incomes had
fallen by 3,5%, These figures more or less reflect the situation in Paland in
1987, when real wages fell by 3,5% on the average, while household consump-
tion grew by about 3% and about 2, 4% per capita.

Let us observe on the macroeconomic scale, the “cost" of this trend
was the elimination of compulsory savings, which fell from 5% in year t, to
zero procent in year t,. To make the picture complete, we must add that
the stocks of goods grew by 0,1% in year Llir: current prices, which is due
to a slight excess of supply (108,6%/ over demand /104,5% created by cur-
rent incomes. This is precisely the desired stabilisation effect which is to be
sought in the lowering the level of real incomes in an economy of shortage.
Thus, this effect can be achieved without lowering the average consumption
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level, as long as it is possible to maintain an economic growth structure ca-
pable of keeping consumption on the rise.

Maturally, the inverse may also be true. It is possible to have an In-
crease in real wages fin the statistical approach/ accompanied by declining
consumption, or even a disproportionately high increase of wages comparing
to the actual growth of production and consumption. This was the case in Po-
land in 1988, when a 3,1% increase in consumption was accompanied by a near-
Iy 14% rise in real wages! Recent patterns with this regard are [llustrated in
Fig. 5.

The core of the problem lies in the fact that the relationships discussed
hers apply to the macroeconomic scale and to averages. In the real-life sogial
and economic mechanism, a 3,5% decline in real wages accompanied by a I,4%
rise in consumption, means only that it was how things were on the average.
The higher the inflation rate, the more important are the deviations from this
averaged picture. This is why stabilisation policies calling for the lowering of
real wages (without a decline in the average - and let's stress the word "ave-
rage” - consumption level of the households/ are all the more difficult to imple-
ment, insofar as social acceptance is concerned, the higher the inflation rate.
And yet, it is then that this acceptance is needed most badly.

The situation in Poland is rendered still more complex by at least two
factors. First, comes the widespread attitude, that mo decline whatsoever in
real wages is acceptable, that the Polish society had already paid dearly and
enough for the crisls. This hinders constructive discussion, which among ot-
her things, should clearly point to the difference between real wages [in
formal and statistical terms/ and consumption. Let us make it clear however,
that that is not the only point here. We must remember that in our theoreti-
cal example, the households were left with nominal savings of 10 units in
year t_, but half of that were compulsory savings induced by shortages. In
year t,, they ended up with savings of 5.5 units, pointing to the stabilisa-
tion in the real level of savings and there were no compulsory savings on the
macroeconomic scale. | believe that this beneficial stabilizing effect is unwelco -
me from the microeconomic point of view of the households, due to the impre-
ssion that they are losing money.

The second factor which complicated the situation with this respect,
was the discontinuous nature of real income and wage growth in 1988, It has
to be negatively offset in the subsequent periods, unless some other outlet,
like e.g. voluntary investment, is provided. It appears possible in wview of
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the newly created opportunities for private enterprise and for privata in-
vestment in productive activities. What is most important however, is te no
longer drain excessive financial resources from the households
but to match supply to cu r r e n t personal incomes.

Keeping in mind economic, social and pelitical constraints, it would
appear that as far as the real growth of personal incomes /especially wa-
ges/ and consumption are concerned, soclalist countries suffering from high
inflation should follow stabilisation policies characterised by certain definite
features. First, they should stabilise real wages for at least several years
or @ven - in extreme cases /Poland being one/ - lower somewhat their ave-
rage level, Second, there should be a moderate growth in consumption, in
line with the growth of the distributed national income, that Is after the ne-
cessary deductions for the service of a part of the foreign debt. Third, sta-
bilisation should gradually rein in price inflation /insofar as practicable at a
given stage of the adjustment process/, to minimize wealth and income re-
distribution, i.e. to minimize deviations from the standard situation for all
households. Fourth and last, necessary protection ought to be given to the
economically weakest groups, to avert an excessive lowering of living stan-
dards among these social strata. There is no doubt, that such lowering of
fiving standards will be inevitable with regard to quite numercus groups of
the population. That is the price of stabilisation measures or rather the cost

to e borne to overcome ecoOnomic Crisis.
6. Attempis at Stabilisation - Economics and Palitics

Each country has [ts specific features., Apart from the generalities,
aven crisis, adjustment and growth have 2@ number of specific traits. They
sometimes decide on the rarity, or even exclusivity of some phenomena and
. processes, in other cases they only determine the specific forms in which
rcertain general trends and patterns are manifested. It Is the latter that we
are most interested in. It is aiso in this context that one should view the
successive attempts to bring the crisis of the Polish economy in the final
years of this decade under control and to overcome what | call the genaral
crisis in the socialist economy in the final years of this decade. | specifi-
cally refer here to the "Plan for the Consolidation of the Maticnal Econo-
my" [Plan 1989/ and the deliberations and resuits of the "Round Table®
i{Porozumienia 1983/,
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The "Plan for the Consolidation of the National Economy®™ came inte being
as yet another initiative aimed at stabilising the national economy after seve-
ral successive falled attemptls for fallures to even trv - as was the case of
the "frogram for the Strengthening of the Currency/. Specificaliy, it was
g reaction - and & very prompt one al that - to the catastrophic outcome of
the price and income cperation /sometimes referred to as "price-list and com-
pensation™ operation/ of February 1988, As stressed before, the situation esca-
ped control and rising open price inflation, which excesded the planned 85% o
reach &1%, was accompanied Dy a visibly stronger supply inflation, Already
massive shortages became even more dramatic. This was followed by stron-
ger social discontent, leading to the staging of various protests and strikes.
The beginning of the implementation of the so-called "Ind stage of econemic
reform”, designed to bring economic, social and political stabilisation, produ-
ced guite the opposite effects. These developments led to the demise of the
government - first time ever in the history af the socialist countries, 11 is
warth stressing, that the motion celling for the resignation of the cabinet
was put forward - publicly at least - by the so-called “official trade unions®.

The government resigned but the system remained. Problems waiting to
be solved, more complex than ever, remained too. Rising inflation, ever stron-
ger economic disecuilibrium and growing foreign debt are the foremost. Vage
disparities are also increasing, entailing all the cbvious social and political
consequences, while the definitely undesirable structure of prices is setting
b, One may say that the situation in 198% is much mere difficult than in the
beginning of the decade, despite many attempts at its improvement made in
the meantime.

The "Plan for the Consolidation of the MNational Economy" put forward
in August 1988 at the Tth Plenum of the Central Committee of the PUWP,
which the Parliament adopted after much discussion and controversy in Feb=
ruary 1989, was designed to change this state of things and of the negative
trends it preduced. Unfortunalely, it proved to ke yet another plan of wish-
ful thinking. It concetrated on inflationary goals derived from social motiva-
tions, rather than on strict, stabilising measures. High priority was given o
the food industry, housing and environmental protection. Attempts to found
the "Plan for the Conscolidation... " on the ctherwise sound assumptions of
the "Program for the Strengthening of the Currency" /Program 1387/, which
assumed & subordination of state aconomic policies to the challenges posed by
the need to contain economic diseguilibrium and inflation falled, because the
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mechanisms of negotiation and consuitation - so desirable in principle, when
our economic and political life is undergoing democratization, but which are
not a substitute for democratization - often lead astray fo rotten compromi-
ses. Instead of radical, consistent and - above all - comprehensive measu-

res, it all came down again to attempts to conciliate incompatible postulates

of sconomic policy.

It must be emphasized that the "Program for the Consolidation of the
Mational Economy" should have been correlated to the corresponding adju-
stment program negotiated with the International Monetary Fund. In a cer-
tain sense, it was to be its internal, domestic version. This however was
not the case. Eventually, it came out that it was impossible to elaborate a
single plan of stabilisation measures, which would meet both the main crite-
ria put forward by the international financial community and those of the
population. A stabilisation plan for Peland, and actually for many other
countries, inciuding Yugosfavia and Hungary, would have to reflect a cer-
tain :zumpr-umise between these two contradictory positions. | believe howe-
ver, that the only measures which offer some chance of success are those
which will be aimed at the gradual overcoming of the shortagefiation syn-
drome,

The consolidation plan does not offer such opportunities, because it
is not really aimed at curbing inflation. Actually, this should not be a sour-
ce of concern, since under the presant systemic and political circumstan-
ces, such a plan cannot be viewed as a real Instrument of macroeconomic
palicy. | fully support my earlier statement, that this is no longer 8 cen-
trally planned, but nol yel o market economy. Moreover, the life expectan-
cy of the consolidation plan has been clearly shortened and its importance
changed, following the results of the "Round Table® and the consequences
that its saettlements may have for the stabilisation of the national economy
and for its growth.

The idea of the "Round Tabie" came into being more or less simoita=
neously with that of the conselidation plan. 1ts sense consisted mostly In
the political aspects, which cannot be underestimated. The very fact that
people representing different ideclogies and political convictions met and
negotiated, merits praise and testifies to progress in democratization,

Some elements of the settlements achieved at the "Round Table® will
no doubt have a positive impact on the sysiemic sphere. Settlements con-
cerning the so-called "new economic crder”, which further develops the
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correct assumptions on the marketization of the economy, are amongst the
foremost. Despite differing rhetorics, the elements of new economic order
are essentizlly 2 continuation - despite a somewhat different distribution
of emphasis, an intensification of certain steps and a radicalization of cer-
tain solutions - of the guidelines adopted in the program for the implemen-
tation of the Ind siage of economic reform and in the consolidation plen. It
is no doubt an important step forward in the process of systemic transfor-
mations, which | called the "triple D" /as an analogy to the already tradi-
tional "triple 5"/, referring to deregulation, demoncpalization and democra-
tization (Kotodko 19880/,

While settlements concerning the ares of systemic adjustment raise rat-
her less objections and doubts, the postulates concerning econdmic policy
must lead to objections. Here again, politics dominated over economic rationali-
ty, with the scle difference that this time the opposition is to blame, rather
than the government. The opposition was also guided by its short-term pali-
tical interests, connected with its legalized renaissance in the enterprises.
The suspension of strikes resulted in the forced settlement on a general
system of wage indexation, which - facing inflation in the region of the
psychological three-digit level and massive shortages - added another fac-
tor to the already wvery strong mechanism of the inflationary spiral. This
reflects passive subordination to inflationary processes, resulting from the
inability to stand up to it.

GCeneral and automatic indexstion will further fuel inflationary proces-
ses, checking at the same time the opportunities to introduce necessary
changes in the structure of prices and incomes. This will prevent any effi-
cient operation on the part of mechanisms designed to provide incentives
for better work.

While attenuating - and only temporarily - the wage demands of some
social and professional groups, the system of general indexation will only
boost demands put forward by other groups and aiso - further weaken the
impact of the new financial and economic mechanisms, which are so difficult
to set in motion under the conditions of rampant shortagefiation. Widespread
and automatic indexation of wages and other incomes is justified only with
regard to the sphere of non-productive services and some social benefits,
especially disability and old-age pensions and scholarships. With regard to
the productive sphere, it would pul in gquestion the whole set of stabilisa-
tion measures, including those proposed in the "Round ‘Table" settlements.

25



The idea which professedly underlies the postulate of generalized in-
dexation s connected to naive faith in the appeasement of social attitudes.
Actually, that is quite impossible, due, among other things, to the strength
of social demands, the time lag between the adjustment of weges to rising li-
ving costs or - more precisely - to the important and hardly controllable
differences in this time lag. Indexation in an economy of shortage can be
hardly compared to that in market economies. In the first case, the hou-
seholds form their expectations with respect to inflation and their demands
basing on their subjective appraisal of price movements in the free markets
falternative, black, etc./, whére these movements are much stronger, rat-
her than on the average increases In the cost of living.

The adoption of automatic indexation, at the threshold of three-digit
inflation and with major shortages, would be tantamount to & gquantum leap
into rampant inflation. | understand this phenomenon as a scale of inflatio-
nary processes where wage movements are no longer connected or related
in any way whatsoever with changes in the effectiveness of production or
labour productivity, where savings lose their sense, while inflation turns
against economic growth. Eventually, such developments must end In a mo-
netary reform. The implementation of such reform however, may prove in-
compatible with the further democratization of political life.

Given the existing set of circumstances, such an ill-considered deci-
ston on hitroducing generalized indexation, will produce a situation where
monetary reform will be only a matter of time. It is likely that in the mean-
time, we may bave yet another unsuccessful stabilising operation, that is a
freeze on wages and prices. Obviously, such a freeze will not cure the
causes, nor the far-reaching consequences of inflationary processes, but
will at least cut down the population’s expectations of inflation and allow
some time required to prepare further action. Actually, a fresze on wages
and prices would have more sense under the present circumstances, much
- more than generalized indexation, which offers no positive solution to the
situation. 1t seems however, that political considerations had once again
oulweighed economic reasons. Short-term political interest had once more
triumphed over long-term economic interests. This time however, the res-
ponsibility for this ill-considered economic policy is not only the govern-
ment*s, as before, but also of the opposition, though there ls no doubt
that the authorities wiil get all the blame. That is the cost to be paid for
this late birth of democratic institutions in Poland.
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7. External Aspects

While discussing economic stabilisation and its long-term adjustment to
growth challenges, one cannot forget the external determinants of these pro-
cesses, One the one hand, thess are the efforts made by some socialist coun-
tries to achieve more openness to the external world and, on the other - de-

elopments which follow their course in the surrounding world independently
f what is going on in the socialist economies; even if there is a lot going
on, like.the end of an era, which is symbolized in Soviet perestroika /Desal
1389/, which has its positive implications for reforms in other socialist coun-
tries, Including Poland.

The opening up of socialist economies to the external worlid /Boivk
1989/ is reflected, among other things, in attempts to set up joint ventures
and it must be said, that notable progress with this respect has been achie-
ved, among others, in Polish legislation on joint ventures, enacted in 1989.
There are also political reasons which lead to a greater inflow of foreign ca-
pltal also to other countries, especially China and Hungary and, lately, to
the USSR. It is, however, the internal social and p-ﬂlitin:i:i stabilisation in the-
se countries, as well as the methods and time required to achleve currency
convertibility, that are decisive for a more ulgni-l"u':tnt inflow of foreign ca-
pital, Joint wventures, direct foreign investment and suchlike. Some progress
can be also observed with this r;ulpa:t - so far only with rnspe;::l. to limited
internal convertibility - especially in Poland. .

The second aspect of the external implications of adjustment processes
in the socialist economy concerns some global and regional processes, which
no doubl bear onm what happens in these countries and particularly on their
growth prospects. | specifically refer here to the worldwide debt crisis, which
also affects some socialist states /mostly Fnlind, Yugoslavia and Hungary/! and
the progress of integration in Western Europe, about to culminate in a single
market uniting 12 West European states of the EEC after 1092,

"The current situation with regard to worldwide debt cannot last. The
cexisting debts simply cannot be paid back, even if we consider the so-called
"unconventional” methods of debt service and repayment, in the form of a se-
condary debt market, swaps or trensactions involving t}n writing off of a
part of the debts for environmental protection. Major changes can be expec-
ted as goes for the approach of creditors towards their debtors. Such chan-
ges are already taking place with regard to some d&valppd:ng countries. ThI!
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is not only humanitarian concern. It is also common sense, since it is ob-
vious that these debis cannot be repaid anyway. The debts of some of the
poorest African states are being written off, while the proposals of the new
American administration, presented by MNicolas Brady, the Secretary of .Tru-
sury , actually imply the relingquishment of the major part of Latin American
debt to American commercial banks.

Comes the question about the realtionship can this have to the indeb-
tedness of the socialist countries, already in excess of 120 billion dollars. It
would appesr that such 2 relationship can be noticed In the case of Yugosla-
via, Hungary and Poland. Their foreign debt amounts to 22 plus, 18 and 39
billion US dollars, respectively. Given their structurally limited export ca-
pacities and internal problems, none is able to assure full debt service,
which, is why their debts are plling up. Yugoslavia and Poland had repaid
over the last two decades more or less the same amounts that they still owe
to the richest countries. Moreover, as | had stressed before, thtfgu is no so- .
- lution which would simultaneously solve the problems of Il'lti?rnll and axternal
equilibrium. Such a situation cannot last. Thus, major changes with this re-
gnrci can tll.llpmlﬂd and they are likely to be connected with political chan-
ges which thess nnunlrhi: have Initlated and which are already In progress.

Thus, potential changes in the external determinants of economic growth,
resulting from a new ipgprnm:ﬁ of the creditors, can facilitate and help in acce-
lerating stabilising and adjustment processes. There are obvious feedbacks bet-
ween the foreign debt burden and the capacity of the economy to finance the
necessary structural transformations, failing which even farthest-reaching chan-
ges and a realignment of economic polictes, and of policy In general, cannot .
produce the desired effects mor create the premises for long-téerm soclal and
economic development.

Accelerated West European integratlon, leading to the formation of a sin—
gle market after 19921, is another important factor bearing on the external de-
terminants of economic growth in the soclalist countries, especlally in the small
and medium East European states. This market will be second only toe North
America, and not only for goods, but also for services, capital and labour.
Leaving aside a number of issues which West European countries must still
sdve on their way ‘to integration, one must remember that this is a mejor challen-
ge for other states and it is factor to be reckoned with in the elaboration of
their growth strategies. -



Theoretically speaking, there are four possible scenarios for the deve-
lopment of the mutual refations of the European sociajlist countries with inte-
grated Western Europe. The first is a scenario of continuity, consisting in
the persistence of the present trends, with only minor chinges. This would
be reflected in efforts aimed at "the further strengthening and streamlining
of socialist integration” in the framework of the Council of Mutual Economic
Assistance, embracing also the Soviet Union and three non-Europsan member
states: Cuba /Roca 1%89/, Mongelia and Vietnam /Goodman 198%9/. This scena-
rio would- mean that East and West European countries would grow increasin-
gly different and any chances for a some major future rapprochement would
be elirr-lfnated.

The second scenario could consist in the strengthening of the real in-
tegration processes within the Comecon, especially amongst its European nem-
bers, founded on reformed, market economies and a common, convertible cur-
rency. Such & community as a whole, would grow cioser to West European eco-
nomies through dynamically expanding commercial and financial contacts, as
well as the trensfer of people, capital and information. This scenario seems
to be advocated by the bureaucrats connected with the existing patterns of
bilateral trade which, under the cover of the CMEA, had actually dominated
over multilateral contacts.

The third scenario could be the dissolution of the CMEA in its form
known thus far and the members would look for their own selutions in the
rew situation. This scenario is as unlikely as the second.

Lastly, the fourth is a scenario of diversification. Some economies will
evolve more repidly towards economic integration with Western Europe, while
other will remain in the framework of their present economic relations. An in-
creasing economic rapprochement to integrated Western Europe does not imply
the severance of ties with other socialist states. These contacts are often be-
neficial and appear rather durable, though the dominance of competitive aco-
nomic structures over complementary structures, reflected in the likeness of
these countries’ economic structures is a barrier to more modern and adwvan-
ced forms of economic cooperation.

The fourth scenario is also the most likely. Actuaily, its implementation
is to some extent already under way. Some Comecon countries have already
concluded agreements on collaboration with the EEC /Crechoslovakia, Hunga-
ry, Romania/, others - including Poland - are striving to intensify economic
ties with the EEC. Y goslavia - though not a member of the CMEA and nat



2 member of the Warsaw pact, which has a special importance in this con-
text - is in the most advantageous position with this respect and has the
best chances to first become an associate member of the EEC. Hungary and
Poland appear to have the chances to be second and third. There is no
doubt that these contries are more European than e.g. Turkey. Here howe-
ver, we come once again to the dominance of politics over economy, this ti-
me gn the international scale.

The reply to the guestion about the pace at which the socialist eco-
nomies will grow nearer the integrated Western Europe, while maintaining
strong and parallel integration ties with other socialist states, will depend
mastiy on the success of thelr reformatory efforts. Success in the market
realignment of their economies, monetization of economic relations and de-
mocratization of public life institutions may, though not necessarily, make
this rapprochement nearer. On the other hand, given the overall nature
and patterns of change in the contemporary socialist economies, a certain
acceleration in the creation of more advantageous conditions of commercial,
financial, technical and capital collaboration with West European countries
should be a catalyst for adjustment p}mse: in the socialist economy. Ho-
wever, as is the case of all catalysts, this factor will come into play only
when the societies and authorities . of the countries concerned will effecti-
vely Implement the necessary changes. These ::har;gus will have to cover
the set of the indispensable, radical and consistent measures with regard
to the operation of the national economy [economic reform/, appropriate
market structural transformations and 2 realignment of economic policy.
Action along these lines will also call for further and substantial progress
in the democratization of soclal and political life, while averting the risks
of anarchization which unfortunately, cannot be excluded. And it is only
the process of adjustment in the socialist economy, understood as expla-
ined above, that offers the chance to overcome its general crisis and the
creation of premises for durable social and economic development in the fu-
ture.
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