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FOREWORD

The trangition to a market economy is taking place in aout 30 countries of Eastern Europe,
the Bdtic States and the former Soviet Union. A great dedl has been achieved so far but much
dill remains to be done. A common fegture of the entire group of trangtion economies —
athough the progress in the introduction of the market economy varies sgnificantly acrossthe
region — is the severe contraction accompanying the fundamenta changes in economic
sructures, ingitutions and policies. By 1997 the GDP of the trangtion economies, on average,
is gill below 75 per cent of the pre-trandtion level achieved by 1989. Only in Poland, after
eight years of sound changes, has production surpassed the 1989 leve, while the Polish GDP
in 1997 stands at 110 per cent of pre-trangtion levd.

The impression that these remarkable results are due to a jump-gart to the whole transtion
process, and a radica gpproach towards economic liberaization and stabilization in the early
1990s is naive. Complex, multidimensiond processes of change during two widdy different
periods in the eight years of Polish economic transformation have been set in motion. Firg,
often associated with the so-cdled 'shock therapy’, and accompanying it, were severe
recesson and relatively high inflation, which lagted from late 1989 until mid-1993, and,
second, there has been an advanced stage of trangtion associated with the Strategy for
Poland development programme and the sound economic growth of late 1993-97.

This paper has been prepared by Professors Grzegorz W. Kolodko and D. Mario Nuti within
the UNU/WIDER research project on Trangtion Strategies, Alternatives and Outcomes.
Professor Kolodko, who was the Polish Minigter of Finance and First Deputy Premier from
April 1994 to February 1997, is currently the holder of the Sasakawa Digtinguished Chair in
Development Policy a UNU/WIDER, Helsnki. Professor D. Mario Nuti is Professor of
Comparative Economic Systems a the Faculty of Economics, Rome Univerdty La Sapienza,
and Vigting Professor at the London Business Schoal.

While this publication is focused manly on a discussion of the Polish case of the trangtionto a
market economy and policies to sustain economic development, it draws a number of
conclusions relevant for dl countries involved in the great post-communigt transformations.
This study addresses the fundamentd and il intriguing question: What works and what does
not work in trangtion economies — and why? | warmly recommend this publication to dl those
who are interested in the complexity of the trangtion process.

Giovanni Andrea Cornia
Director, UNU/WIDER
March 1997
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ABSTRACT

In 1994-97 Poland has recorded an outstanding economic performance in terms of GDP
growth, smultaneous reduction of inflation and unemployment, fiscd badance, zloty red
revauation, capacity restructuring, private sector growth and ingtitution building. The Polish
success needed a market environment but is not and could not be, as it is often claimed, the
delayed result of the so-called 'shock therapy' of the early 1990s.

This paper shows that initid shocks — eg. in the foreign trade regime, exchange rate, credit
and interest rate policies — were largey unnecessary or excessve. Therefore Polish
dabilization and trandtion involved costs, often unduly bdittled, which would have been and
were subsequently reduced by the dternative policies adopted by post-1993 governments
under the new Strategy for Poland.

The Strategy documents form an integrated and detailed package of medium to long term
economic policies, characterized by a commitment to establish a modern and open market
economy and by new and distinctive fegtures. There is emphasis on the reform of centra
adminigration, on inditution building through a participatory process, on parity between Sate
and private enterprises; promaotion of invesment and growth; greater security in economic
transactions. Strict fisca audterity, with alower and fairer tax burden and the drastic reform of
the pension and socid welfare system, is matched by reliance on monetary relaxation and by
an anti-inflationary socid pact on wages. Multi-track privetization isamed a raisng budgetary
revenue and establishing corporate governance, accompanied by commercid management of
the resdud date sector. Industrid and agricultura policy guide restructuring, avoiding the
softening of budgets congtraints and direct or indirect favour for individua enterprises. Greater
openness to trade integration, and to foreign direct investment, prepares an early Polish
accession to the European Union with an option for possible membership of EMU.

Congstent implementation of these policies has alowed and promoted Polish success, which is
judged to be economicdly sustaindble The Strategy ideas and policies, which were
unfashionable and controversd at the time of their first formulation and implementation, have
been gaining increasing acceptance and are now gradualy forming a new consensus. Poland's
successful experience provides an dternative paradigm to those post-communist countries
whose transformation is till incomplete.

Vi






| INTRODUCTION

The outstanding Polish economic performance of the last four years has been likened to that of
the 'Four Tigers (Hong Kong, Korea, Singapore, Taiwan) and other high-performing Asan
economies. The June 1996 Rating Report by IBCA, raisng Poland's standing to investment
quality, was entitled Transition Tiger, and in March 1996 the Kleinwort Benson's Report
Wolves and Tigers compared Poland favourably with these Asian economies and concluded
that in the medium term Poland can match, or even exceed, Asan productivity gains as it
catches up with the West. Kolodko (1996) cortrasts Poland's 800 days of ‘cold turkey' with
its 1000 days as 'soaring eagle€ when he was Minigter of Finance and First Deputy Premier in
charge of the economy.

Poland has the best performance to date of dl the trangtion economies of central-eastern
Europe. In 1994-97 the Polish economy went from dtrength to strength, speeding up
economic growth and capacity redructuring, lowering smultaneoudy both inflation and
unemployment, maintaining fisca restraint and strengthening the currency (see Table 1 and
section |1 for more detailed information). EBRD confirms that by 1996, 'The leading economic
performer in the region was Poland' (1997: 7). This performance might be regarded as an
economic miracle, except that in economics cudow nie ma, as the Polish saying goes— there
are no miracles, any more than free lunches.

A vison of Poland's recent development and economic future is embodied in two mgor policy
documents, both prepared by Grzegorz W. Kolodko with a team of advisers which included
Mario Nuti: A Strategy for Poland, whose firgt draft was available aready in October 1993
and inspired government policy, and Package 2000. These documents, widdly distributed and
publicized, provided, at the same time, a sense of direction and focus for criticism; they were
formaly approved by government and Parliament, after wide ranging discussions, respectively
in June 1994 and March 1996. A third document, Euro 2006, prolongs the time horizon to
include Poland's prospective membership both of the European Union and the European
Monetary Union; in January 1997 Euro 2006 was approved by the Committee for Economic
Integration.

These policy documents represented an integrated and detailed package of medium to long-
term economic policies. They were neither forecasts nor centra plans but firm policy
commitments, internaly condstent and feesble within the ordinary policy indruments
commonly a the disposd of governments in any market democracy. By and large the
ambitious targets set in Strategy have been implemented, often at a fagter rate than origindly
envisaged (see section |1 below).



TABLE 1
SUMMARY STATISTICS FOR POLAND, 1989-96

1989 1990 1991 1992 1993 1994 1995 1996

Output and expenditure (percentage change)

GDP at constant prices 0.2 -11.6 -7 2.6 3.8 5.2 7.0 6.0
Private consumption at constant prices -0.3 -15.3 6.3 2.3 5.2 4.3 4.5 8.2
Public consumption at constant prices -4.6 0.5 10.2 6.4 3.8 2.8 2.9 3.4
Gross fixed investment at constant prices -21  -10.6 -4.4 2.3 2.9 9.2 18.5 20.9
Exports of goods/services at constant prices 2.6 15.1 -1.7 10.8 3.2 13.1 18.4 11.2
Imports of goods/services at constant prices 4.3 -10.2 29.6 1.7 13.2 11.3 22.7 26.5

Industrial production na na -8 2.8 6.4 12.1 9.7 8.5

Agricultural production na na -1.6  -12.7 6.9 -9.3 10.7 0.3

Prices and wages
Consumer prices (annual average) 251.1 585.8 70.3 43.0 35.3 32.2 27.8 19.9
Consumer prices (end-year) 639.6 249.3 60.4 44.3 37.6 29.5 21.6 18.5
Producer prices (annual average) 212.8 6224 48.1 345 31.9 30.1 254 12.1
Wages and salaries (annual average) 291.8 398.0 70.6 38.9 34.8 34.5 31.6 26.4

Monetary sector 1)

Broad money (end-year) 526.5 150.0 36.9 57.5 38.0 38.2 34.9 29.4

Government sector (in percent of GDP)

General government balance 2 -7.4 2.8 -2.1 -4.9 -2.3 -2.2 -1.8 -2.5
General government outlays 2 48.8 45.1 45.8 50.0 49.9 50.5 49.7 48.9
State budget balance 3) -3.0 0.4 -3.8 -6.0 -2.8 -2.7 -2.6 -2.5
State budget outlays 3) 28.5 34.6 29.9 33.2 32.2 32.7 31.9 30.0
External data in convertible currencies (in billions of US$)
Current account balance 4) -1.4 0.7 -1.4 -0.3 -2.3 -0.9 -2.3 -8.5
"Adjusted" current account balance 4 na na na na na 2.3 5.5 -1.4
Trade balance 4) 0.2 2.2 0.1 0.5 -2.3 -0.8 -1.8 -8.2
External debt 40.2 48.9 48.3 482 48.7 40.9 39.4 na
(percentage change in the US$ value)
Exports (data from the balance of payments) 4) 4.5 43.4 17.5 9.7 -2.9 24.8 35.0 6.7
Imports (data from the balance of payments) 4) 16.3 17.9 46.8 6.1 17.7 12.0 38.9 31.9
Flow of foreign direct investment settled in cash 0.0 0.0 0.1 0.3 0.6 0.6 1.1 na
(in months of imports of goods and non-factor services)
Gross international reserves (end-year), excl. gold 3.6 5.5 3.3 3.4 3.0 3.7 6.5 6.0
Miscellaneous items (denominations as indicated)
Population (in millions) 38 38.2 38.3 38.4 38.5 38.6 38.8 38.64
Employment (percentage change, end-year) -5.3 -10.6 -8.1 -4.8 -3.1 5.7 0.8 1.7
Unemployment (% of the labour force, end-year) 0.0 6.5 12.2 14.8 16.4 16.0 14.9 13.6
Exchange rate (zloty per US$, end-year) 5) 0.65 0.95 1.096 1577 2.134 2437 2468 2.876
Exchange rate (zloty per US$, average) 5) 0.145 095 1.058 1.363 1.812 2272 2.424 2.697
Interest rate (refinancing rate, end-period) 6) 140 55 40.0 38.0 35.0 33.0 29.0 25.0
GDP (in billions of new zloties; current prices) 11.8 56.0 80.9 1149 155.8 2104 286.0 361.8
Private sector share of GDP (%) 28.6 30.9 42.1 45.4 47.5 53.0 62.0 70.0
The share of agriculture in GDP (%) 7) 11.8 10.3 9.0 6.7 6.6 6.2 7.9 7.7
The share of industry in GDP (%) 7) 44.1 44.9 40.3 34.0 32.9 32.2 32.0 31.5
GNP per capita (in US$) at PPP exchange 9 na na na na na 5,380.0 6,200 7,000
rate

Source: Data for 1989-95 are an EBRD summary of official data from national authorities, the IMF, the
World Bank, OECD, PlanEcon and the Institute of International Finance (Transition Reports
1996), revised and updated to 1996 by the authors on the basis of the data from the Ministry of
Finance.



Notes to Table 1 (previous page)

1) Beginning December 1991, data are based on a new system of accounts and an improved
reporting system.
2) ‘General government' includes the state, municipalities and extra-budgetary funds. The data are

compiled on a commitment basis, except for external interest payments which are cash-based.

3) For the period 1988-90, the 'state budget' includes central government accounts and accounts of
local and regional authorities. The state budget for 1991 and subsequent years includes the
central government accounts, the accounts of regional authorities and accounts of several
previous extra-budgetary funds. Flows are compiled on a commitment basis, except for external
interest payments which are cash-based.

4) The unadjusted series is based on official trade data which are likely to understate exports very
significantly. The 'adjusted’ estimates take into account export revenues that flow through the so-
called 'kantor' markets for small-scale foreign exchange transactions. Such flows are negligible
prior to 1994.

5) Zloty values are expressed in the re-denominated units: given the elimination of four zeros on
1 January 1995, the figures given here should be multiplied by 10,000 to obtain actual pre-1995
values.

6) From 1996 Lombard rate.

7) At current prices.

8) PPP stands for purchasing power parity. The estimate quoted here stems from the World Bank

Atlas 1996. In the computation of this estimate, the country's nominal GNP per capita in local
currency was divided by the PPP, defined as the number of units of the country's currency
required to buy the same amount of goods and services in the domestic market as one would
buy in the United States.

Polish achievements are not, and could not be, the result of the mere activation of markets,
which in the early days of trangtion was tregted as a sufficient condition for recovery and
growth. Strategy for Poland and Package 2000 have added pardld ingitution building,
necessary sructura policies and a different mix of quantitative and quditative indruments. This
distinct policy switch defined a new, more developed and articulated Polish dternative; thereis
atight connection between achievements, policies and instruments.

A number of myths, through cumulative and uncritica repetition, are ingrained both in generd
public opinion and, even, in professond circles. At the risk of oversmplification, the
conventiond wisdom is that Poland's outstanding success is due primarily, or even exclusively,
to the so-called 'shock therapy' of January 1990 — a package of macroeconomic stabilization,
price deregulation and reduction of subdsdies, foreign trade liberdization and immediate
convertibility. For ingance, in mid-January 1996 a conference organized by CASE (Centre for
Socia and Economic Research, Warsaw) reportedly 'diagnosed Poland's economic Situation —
thanks to its first reforms — as good in comparison to other post-socidist countries.” The
initid deep recesson which accompanied those policies is dismissed as either a Satittica
illuson (eg. Berg 1992) or the inescapable cogt of transformation (e.g. Gomulka 1996). In
this perspective, the therapy's effects were reinforced by systemic changes — primarily
privatizetion — and structura reforms implemented by successive governments until September
1993.

! See New Europe. 26 January 1997: 8 (emphasis added).



The harvest was regped ingead by Poland's former communigs. They
changed their name to social democrat, adopted the 'Balcerowicz programme
as their own (sic!) and won the September 1993 genera dections by
promising to reduce the socia costs of reforms. They then proceeded to
maintain the budgetary restraint and the macroeconomic sability which have
underpinned economic growth and pushed dowly ahead with privatization and
other reform (Robinson 1997).

Post-1993 governments are credited at best with good luck, at worst with wilful delays and
digressons which falled to reverse Polish progress, thanks only to the strength of previous
achievements and of favourable externd trends.

These myths are matched by counter-myths, namely that the cost of Polish stabilization could
have been reduced by a more gradua approach, or that demand expansion funded by public
sector deficits would have permanently contained unemployment without causing inflation.
Both sets of arguments are often extended to explain the experience of other trangition
economies,; often — rightly or wrongly — the poor performance of Russia, Ukraine or Blarusis
attributed to a more gradual approach while, on the contrary, China and Vietnam are used to
demongtrate the possibility of agradua aternative accompanied by economic growth.?

Clearly Polish economic achievements to date could not have been obtained without the
fundamenta policy switch of September 1989, from a somewhat reformed socidist planned
economy to a genuine market economy. However, fird, this was a necessary but not a
sufficient condition for the recent Polish achievements. Second, of course this does not imply
that the switch to the market economy was wel designed and well implemented: it is the
quality of the trandformation that is questionable, rather than its speed. Third, it is quite
implausible that the Polish economic performance in 1994-97 should have been predetermined
by earlier policies, let done the January 1990 policy package on its own; there is no known
ingtance in world economic higtory of such a combination of long lags and totd invariance of
economic performance with respect to current policies, as is implied in this reasoning. While
other trangition economies have enjoyed a comparable start and identical externa conditions,
they have been consderably less successtul.

This essay presents a brief review of Polish economic performance in 1994-97 (section|l)
and seeks to discredit these myths by contrasting them with facts. The negative legacy of post-
communist governments prior to September 1993 is illustrated (section I11). We argue that the
sabilization package of 1990, while putting the transformation on the right track, inflicted on
the Polish economy more, and deeper, shocks than were necessary and led to overshooting
(section 1V); that the accompanying recesson was red, not a gatistica mirage (section V).
We then dress the didtinctive features of new gtrategies and ideas that have shaped Polish
transformation in 1994-97 (section V1), in its macroeconomic, microeconomic and sectora

2 Until 1996 China and Vietnam have experienced continued fast growth since the start of transition,
respectively at 9.4 per cent since 1978 and 7.1 per cent since 1986.



aspects. respectively fiscd, monetary, exchange rate and trade policies (section VII),
privatization and governance (section VIII), restructuring (section 1X). Section X assesses
positively the sustainability of Polish economic growth in the longer run, while stressing politicd
obstacles. Issues raised by Polish accession to the European Union, including prospective
membership of the European Monetary Union, are considered in section XI. The last section
notes that these ideas and Strategies, which were unfashionable and controversid at the time of
ther firg formulation and implementation, have been gaining increasing acceptance and are
now gradualy forming a new consensus.



[l ECONOMIC PERFORMANCE 1994-97

In 1994-97, Polish GDP growth accelerated to an average of over 6 per cent, making Poland
the firgt trangtion economy to overtake its 1989 red income (a summary of Polish economic
indicators for 1989-96 is provided in Table 1).2 This growth is rooted in invesment and
export growth, thus appearing sustainable. Unemployment, which in 1994 peaked at 16.9 per
cent of the labour force, has been faling steadily to 13.3 per cent in December 1996, under
the levd of end-1992. The private sector has continued to grow, reaching nearly 65 per cent
of GDP in 1996; there are over 2 million private enterprises, of which over 200,000 trade on
the international market.

In 1994-97, the public sector deficit has been stabilized and maintained at well under 3 per
cent of GDP; public debt has falen from 86.9 per cent of P in 1993 to 53 per cent in
1996; it is forecast a 50 per cent in 1997. Thus both deficit and debt are below the
Maeastricht benchmark — a sure sign of fiscal convergence with Europe.* Inflation has steadily
declined, down to 18.5 per cent in 1996. The zloty has continued to depreciate a a crawling
peg, though at a fdling rate (1 per cent a month in early 1997) and, snce mid-May 1995,
within a 7 per cent band ether sde of a crawling parity. However, the zloty has been
appreciating in red terms, and accasondly even in nomina terms, thus repidly lifting wages
and incomes in dollar terms. This has not upset Polish competitiveness, thanks to exceptiond
labour productivity increases, due to restructuring, higher than wage growth. Both exports and
imports have boomed, integrating Poland further into the European and world economies. An
gpparent trade deficit is reduced and sometimes offset by large scale border trade, especidly
with Germany; its order of magnitude is an amazing US$6-7 billion. Foreign investment, which

® De Melo et al. (1996) classify 28 transition economies in terms of their growth experience since the
beginning of transition, into growing (China and Vietnam), recovering, lagging. Recovering economies
are those that have experienced an initial drop in real GDP but register a positive growth rate in 1994-95: al
central-eastern European countries, the Baltics, Slovenia, Mongolia, Armenia, Croatia. Lagging economies
have declined and continue to decline in 1994-95: all the other former Soviet republics, FY R Macedonia.

Within the group of recovering economies, Poland ranks second after Slovenia with an identical initial
drop of 16 per cent of GDP with respect to the transition base year (1989 for Poland and 1991 for Slovenia),
and respectively an average yearly real GDP growth since the start of -0.6 per cent and 1.7 per cent. But
this comparison glosses over Slovenian decline in 1989-91, and ignores that Poland was first in resuming
growth in 1992 at a sustained and accel erated trend rate (the 1996 apparent slowdown follows exceptional
agricultural growth in 1995). If 1989-95 is considered, the four Visegrad countries and Slovenia stand head
and shoulders above the others in the ‘'recovering' group, with Poland at the top.

* Maastricht Treaty accounting conventions measure the deficit as the increase in government nominal
debt + privatization revenue, which means that privatization revenues are excluded from budget revenue -
a debatable asymmetry since government investment in productive assets is not excluded from the
expenditure side. According to this stricter definition Poland would exceed the limit in 1996 but will be just
over the 3 per cent limit in 1997. Government debt is also defined dlightly differently from the Maastricht
rules; for instance in Poland interest accrued but unpaid on public debt is not included. The differenceis
an underestimate of total debt of the order of 1.5-3 per cent, which does not affect Poland's observance of
the 60 per cent limit.



until the end of 1993 represented only 7 per cent of the cumulative tota inflow into the area,
has accelerated: in 1994-95 it exceeded that which took place in 1989-93; on acash basisit
reached US$14 hillion in 1996; beside the booming automotive sector (US$3 hillion projects
by Generd Motors, Fiat, Daewoo, another US$1 billion in component plants, plus plans by
Mercedes Benz and Isuzu). FDI has moved in sectors from home computers to retall
networks. An emerging trade balance is manageable through the mobilization of reserves,
judtified not only by the large investment component of imports that lays the foundations for
further growth, but aso by the high cost incurred by the National Bank of Poland to Sterilize
much of its mounting foreign reserves (over US$21.6 hillion at the end of October 1996)
equivaent to seven months imports, i.e. well in excess of IMF-recognized prudentid limits of
three months (see below).

In other respects, and overdl, Poland is a front runner jointly with the Czech Republic and
Hungary, as confirmed by ther common achievement of OECD membership. Thus, for
ingtance, the Czech Republic boasts a larger share of private sector activities, and lower
inflation, but a the cost of unchanged management and governance mechanisms, lack of
restructuring and above al aweeak banking sector. Hungary shares Poland's advantages while
boasting a grester foreign presence in its privatization and higher cumulative foreign invesment
to date, but has a more unstable macroeconomic postion (higher inflation, burden of foreign
debt, lower growth).

Polish economic progress has entered genera perceptions and expectations. Internally, Poland
enjoys awidespread fed-good factor. In July 1996 opinion polls, amgority of families viewed
their financia position as better than in July 1995 (57.2 per cent) and expected it to continue
to improve in the following year (56.9 per cent), markedly reversing the previous baance.

International confidence has been growing.” In 1996 Standard & Poor's, Moody's and IBCA
rased Poland's credit-raing giving invesment qudity to its sovereign debt. In July 1996
Poland borrowed DM 250 miillion at a fraction of only 65 per cent of one percentage point
above the Bundesbank — better than Hungary. In November 1996, membership of the OECD
gave Poland the slamp of gpprova as an open, advanced market economy, thus concluding a
whole stage of trangtion. Poland's accession to the European Union, gpplied for in April 1994,
is not in doubt; the only quedion istiming — whether it be by the year 2002 as claimed by
bureaucrats given the technical delays of negotiation and ratification of tregties, or by the year
2000 as envisaged in September 1996 by President Chirac during his state visit to Warsaw.

® In September 1994, an agreement with the London Club commercial creditors confirmed international
confidence by slashing a US$13.2 billion component of external debt by 42.5 per cent.



[ THE LEGACY OF 1989-93

The clams that Poland's successes of 1994-97 are rooted in the earlier policies of 1989-93
must necessarily imply that by September 1993 Polish ‘fundamentals were aready poised for
recovery and growth. On the contrary, while the previous post-communist governments
(successvey led by Mazowiecki, Bidecki, Olszewski, Suchocka) had successfully initiated
the Polish transformation, they had left dso an extremey heavy, negative legecy. The new
governments (successvely led by Pawlak, Oleksy, Cimoszewicz) have benefited from the
switch to market economy, which they have sustained and consolidated, but have aso had to
contend with the aftermath of a drastic, excessve output contraction and mass unemployment,
without the redeeming festure of cgpacity redructuring. Savings and investment hed
plummeted. Earlier, draconian monetary dringency had faled to control inflation, which in
1993 was 4till running at the yearly rate of 38 per cent; instead such policy had resulted in the
accumulation of inter-enterprise payment arrears. The bad loans inherited by the banking
system from the 1980s, wiped out by the rapid inflation of early trangtion, were replaced by
new bad, or non-performing, loans®

Privatization inititives had brought neither badly needed budgetary revenue, nor the speedy
transfer of ownership intended through mass privatization, which followed a cumbersome and
overly centralized programme.

In the name of laissez faire, the state sector at best had been neglected, leading to complaints
of 'state desertion' (Nuti and Portes 1993), with state firms operating under neither central

guidance nor market discipline; incentives were weak and often perverse. At wordt, the state
sector was ddliberately attacked through crippling taxation, discriminatory with respect to the
private sector and therefore distortionary, and through the indiscriminate denia of investment
credit regardless of economic viability. This process, which is part of what Jerzy Hausner
(1996) calls ‘transformation as victory', was welcomed as ‘creative destruction’ — atravesty of
this Schumpeterian concept in the absence of the innovation, invesment and competition
necessarily associated with its creative component. Moreover, the necessity for creative
destruction in the Polish and other transitions remains to be demondirated; not al destruction is
necessaxily creetive.

Paradoxicdly, drastic systemic changes were often implemented as a centraly planned form of
inditutional engineering, Smilar to that imposed by the Soviets in the trangtion to communism
and condemned by Hayek (1992) as ‘fatd concelt’; suffice to mention the unprecedented
experiment of mass privatization. In other respects, the new ingdtitutions were expected to be
generated directly by the new opportunities, as exemplified by Jeffrey Sachss belief that
"markets spring up as soon as central planning bureaucrats vacate the field' (1993: xii;
emphasis added). By end-1993 not only had the massve task of inditution building and

® The programme for the financial restructuring of enterprises and banks, however, was initiated in early
1993.



consolidation not been completed; worse, earlier governments had acted asiif it had, relying on
supply responses which were not yet fully present.

Monetary policy had been a first more redtrictive than actualy intended by the government,
due to anchoring nomind monetary targets to under-estimated inflation; then geared to an
incoherent combination of high interest rates and above-target monetary expanson which,
together with exchange rate policy, prevented afaster fal of inflation (see below, section VII).

Fiscd policy had been erratic, moving from an unwanted surplusin 1990 to a Significant deficit:
in 1989-93 budgetary subsidies had been cut by 9.6 per cent of GDP, but smultaneoudy
socid spending had been raised by 11 points from 10 to 21 per cent of GDP — the dead-
weight cost of unemployment and above dl pensions, used on alarge scde asasocid pacifier,
with generous early retirement and invaidity pensonsin lieu of redundancy payoffs. Falure to
address this issue is amgor areain which pre-1993 policies could have been improved; early
warnings had been clearly and loudly given by the OECD country study of 1992 (pp. 75-7).
By 1993 roughly 32 per cent of Polish adults were pensioners of some kind or another. The
burden was set to rise because of the infelicitous switch, a atime of fdling rea wagesin the
early trangtion, from price to wage indexation of pensons, which predictably triggered off an
excessve growth of red pensons once red wages resumed their growth. The reversa of this
ample but devastating misca culation was to become the most difficult task for the post-1993
governments to ded with.

Foreign trade policy had dso been erratic, moving from the dragtic devaluation of 1 January
1990 to rgpid and significant red revauation, and from an initid regime which, by any world
standards, was exceptiondly free to the subsequent rise of protectionism (see below).

The mixed nature of Polish economic performance can be summarized in a macroeconomic
gabilization ‘pentagon’ drawn in terms of income growth, unemployment, inflation, fisca stance
and current account postion (Kolodko 1993a). The pentagon area, rather than individua

parameters, summarizes economic performance’ in the Polish case, progress in some
directions was maiched by excessve deterioration in others, showing that early Polish
trangition had not resolved the outstanding problems but smply transformed them into other
problems and, what matters most, had underperformed.

Furthermore, by the end of 1993 the initid period during which the population was willing to
accept sacrifices for the sake of transformation was dready over. The new governments faced
a disllusoned, frusrated and highly expectant public; reform fatigue; a hogtile media, and a
condtitutiond crisis due to Walesals abuse of presdentia vetos.

" Of course, the pentagon area, like any synthetic quantitative measurement of any multi-dimensional
phenomenon, is necessarily sensitive to the scale and origins adopted; the device is away of illustrating
precisely the multidimensional nature of economic performance, and of considering and assessing the
trade-offs actually selected.



IV UNNECESSARY SHOCKSAND OVERSHOOTING

Polish gahilization and transformation did not begin on 1 January 1990 with the dragtic policy
package announced in September 1989 by the new Solidarity-led codlition headed by
Tadeusz Mazowiecki. The package was meant to administer a shock therapy, a big bang, a
cold turkey? trestment. But Poland, like Hungary and unlike other transition economies —
including Romania and Bulgaria, Russa and especiadly other FSU republics right up to 1992 —
had dready benefited from a very great ded of price and trade liberdization and even the
building of much of the infrastructure of the market economy. By the autumn of 1989, the
gabilization and transformation of the Polish economy ill had some way to go but did not
actudly need much of a shock.

Sgnificant systemic changes had taken place in Poland long before 1990, even under martia
law in 1982-83. By 1989 reform achievements were many and significant. Centra planning
had been replaced by 'government contracts; the share of material inputs subject to central
alocation, aready relatively low in 1986 at 45 per cent, had fallen to 22 per cent by 1988. As
in Hungary, branch minigtries had been abolished and merged into a sngle Minigry of
Industry. Wage payments had been liberdized, subject to progressve taxation on excess
earnings. New legidation and agencies promoted joint and private enterprises, including
‘agency’ and leasing contracts involving the private redeployment of state assets, with a specia
role for Polish expetriates, there was a thriving private sector not only in agriculture, which hed
been decallectivized in Poland since the late fifties, but dso in manufacturing, including high
technology activities? A two-tiers banking system (the lack of which delayed the CSFR
trangtion by one year) was in podtion, together with an exceptiondly independent central
bank (aready by January 1989, see below). The informal foreign exchange market had been
legdlized in February 1989, thus losing its 'black’ status; currency retentions by exporters,
transferable to other users, and currency auctions by the central bank, had enhanced de facto
convertibility a the margin — in a'dua-track’ foreign exchange market. Thus by 1990 Polish
producers were aready subject to external competition and could bypass resdud centra
controls through direct access to foreign trade on a significant scale (at least 20 per cent of
their purchases). OECD could state that 'as a result of these reform efforts, Poland by 1989
was very far from the typical idea of a centraly planned economy' (1992: 12).

® Thisis defined in the Oxford Dictionary as 'abrupt withdrawal from addictive drugs.

® |n 1989, private agriculture amounted to 75 per cent of the land, about 10 per cent of GDP and 21 per cent
of employment (see Rapacki and Linz 1992); in the 1980s non-agricultural private activities trebled to about
10 per cent of GDP and employment, including manufacturing as well astraditionally private activities such
astrade, catering, services.
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Poznanski argues that since 1971 Poland had experienced

the relatively dow, often inconsequentid, disntegration of the planning regime
and the pardld re-emergence of capitdist markets. Much of this systemic
transition has been brought about unintentionally by the communist
leadership responding to a variety of pressures coming from a
disaffected society. The mid-1989 negotiated relinquishment of politicd
control by the communist party did not mark the end of this inditutiona
trangtion, but it did accelerate it by opening additional avenues for reform
(1996: 1; emphass added). The transfer of power in mid-1989 was orderly
and peaceful and, consequently, rather than seeing some momentous changein
the aftermath of that transfer, one finds the post-communist economic system
changing a ardatively dow pace, with many dements of the past ill in place
or just margindly dtered (1996: 3).

Following Poznanski, the Polish reform appears as an evolutionary, amost ‘random' process,
rather than the intentiond and prefigured development typica of Hungary.

Poland had dso dready made significant progress towards stabilization before 1990. In
generd, macroeconomic stabilization in a trangtion economy has three dimensons. Firs, the
elimination of shortages and queues, which is a system-specific aspect of trandtion economies:
the monetary 'overhang’, due to excessively low prices reative to avallable supplies, must be
eliminated; repressed inflation must be transformed into open price rises, up to a market-
clearing level. Second, price subsidies must be reduced and prices fully deregulated. Third,
open inflationary pressures must be brought down to the desired level. In this respect, asin the
development of market inditutions and private ownership, Poland had an immensdy smpler
task than any other trangtion economy — arguably including CSFR and Hungary, not to spesk
of FSU republics.

On the basis of econometric evidence for 1985-95 Nijsse and Sterken claim that, 'Contrary to
the popular forced savings hypothes's, where money holdings are merely believed to be a
passve resdua of the central planning process, ... households in Poland had sufficient
opportunities to adjust their money baances to the desired leve' (1996: 22). This may or may
not be an exaggeration but undoubtedly by August 1989, under the Rakowski government,
repeeted rises of both free and administered prices, including indeed especidly food, had
greetly brought down monetary overhang. Price subsidies had dready been faling sgnificantly
in 1988-89, by some 3 per cent of GDP. Prices for about half of total transactions had been
deregulated. In the course of 1989 severa successive nomind devauations had restored some
competitiveness, with the dollar premium being driven primarily by speculation; in October-
December 1989 monthly inflation fell dragticdly to 30 per cent. Therefore the first two
dimengons of trangtiond stabilization indicated above — market clearing, deregulated prices at
reduced subsidies — were aready well within sriking distance, before and without the shock
therapy of January 1990.
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The very announcement of a dragtic stabilization plan — just as it hgppened in mid-1990 in the
CSFR with the January 1991 stabilization plan pre-announced by Vaclav Klaus— predictably
brought about immediate adverse effects. Inflationary expectations, leading to speculative
purchases by households and firms, became sdf-fulfilling. Commentators have argued thet in
1989 inventories were built up to the point of offsetting the tightness of monetary policy in the
following year (Schaffer 1992). On the eve of the stabilization plan, generous wage settlements
which anticipated the price rises that this would bring about actually exacerbated inflationary
trends and recrested excess demand for goods and foreign exchange (see Nuti 1990).

The policy package of January 1990 ddivered a shock to the economy, indeed severd
identifiable different shocks. Many of these were not a dl therapeutic, or had bad side effects:
the foreign trade regime shock, the exchange rate shock, the credit and interest rate shock.
Whatever the therapy's merits, its dosage was demongtrably excessive, overshooting severd
targets: an initid budget surplus, a trade surplus and unintended accumulation of reserves,
actua wages mostly below satutory guiddines for most of 1990. Moreover the promised
early end to inflation and recesson was not ddivered.

The authorization for al economic agents — state or private, individuas or enterprises —to
conduct foreign trade activities was clearly a necessary and most important component of the
move to a market economy. It was aso necessary to remove the earlier quantitative
restrictions and licensing on both imports and exports. However, especidly sarting from a
sructure of productive capacity so far from equilibrium with respect to internaiond trade
opportunities, it was not necessary to remove amost entirely al forms of tariff protection to the
point of establishing one of the most liberd trade regimes in the world. Higher (though il

modest), non-discriminatory and temporary tariffs would have been ill fully competible witha
market system and would have been tolerated by trade partners. With that aternative policy,
some activities which were unprofitable without some tariff protection, but Hill yidded a
positive vaue added, would have made a posgitive contribution to employment, consumption
and net exports. As it was, sudden unrestricted trade opening amounted to a further shock: in
1990 Poland's average tariff (including agricultural goods) fell from 18.3 to 5.5 per cent. After
sgnificant red gppreciation of the Zloty, this regime soon had to be accommodated by tariff

increases. by August 1991 tariffs were raised again to an average of 18.4 per cent, though

spread more uniformly across products.’® In January 1992 tariff suspensions were reversed; in
December 1992 a 6 per cent ‘temporary' import surcharge was established; it was lifted only
in 1997 with the implementation of Strategy for Poland, though the inroads of subsidized EU
exports into the Polish domestic market dlowed by the 1990 measures continued to cal for
some countervailing measures even after 1993. Dradtic trade opening, and subsequent
reversdls, at least partly cancelled out in the end, but they till represented separate, unsettling
shocks.

The ingant convertibility decreed in January 1990 could only be achieved a a grosdy
undervalued exchange rate — with respect to Purchasing Power Parity (with the US dollar at

1 OECD (1992: 134). Average weighted tariffs rose to 11 per cent on industrial goods and 18 per cent on
agricultural goods (EBRD 1994: 115).
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amogt twenty times the PPP rate a the beginning of January 1990) and other measures of
competitiveness, with respect to the level of domestic wages expressed in foreign currencies
(about US$50 in the month of January 1990) and to the experience of smilar (but nor
trangtiona) economies where the ratio is usudly of the order of 2. The same thing adso
happened in other trandtion economies, due to the existence of monetary overhang, pent-up
demand for foreign assets, over-caution on the part of authorities. But Poland's retio between
PPP and actud exchange rate was the highest outsde the FSU, for additiona reasons. the
exceedingly libera trade regime; the pitching of the new nomind exchange rete a the free-
market level, higher than the equilibrium unified rate™ the use of the exchange rate as a
nomina anchor in conditions of inflationary expectations.

Such gross undervauation digtorts the short-run profitability of foreign trade with respect to
longer term opportunities. Therefore it provides no guidance for capacity restructuring;
encourages digtress exports (i.e. unprofitable in equilibrium) especidly in associaion with
restrictive monetary policy; disrupts patterns of production and trade which would be vigble at
a sustainable equilibrium rate. But the most damaging effect in the short run isits generation of
inflationary pressures, under the guise of high profitability of exports and lack of
competitiveness of imports. These sharp increases [in the ratio between actual and PPP
exchange rates] surely exacerbated inflationary pressures ...' (de Meo et al. 1995: 23). Terms
of trade worsened sgnificantly as aresult, by as much as 36 per cent in 1990. At undervalued
rates, the threat of over-expensve importsis no subgtitute for the lack of interna competition;
monopolistic behaviour is encouraged, aso contributing to the first round of trangtiond
inflation. Of course, red revauation occurred fadt, reversing the trend in terms of trade by
1991 with a 25 per cent improvement — which was as much a shock as their previous
collapse. By 1996 the Zloty rate to the dollar had fallen under twice the PPP rate. Due to NBP
policy, however, the unstoppable red revauation of the zloty occurred not through nomina
revauation or at least Sability of the nomind rate, but through further nomina devauations and
differentiad inflation with respect to foreign currencies. As with trade policy, undervaluation
followed by red revauation dso ddivered some destabilizing jolts to the Polish economy.

Another unnecessary shock was due to credit and monetary targets being taken as nomina
anchors for an expected inflation rate which was sgnificantly lower than the actud rate — not
least because of an undervalued exchange rate: therefore the unintended contraction of red
credit and money gave arecessonary squeeze to the economy, in addition to the targeted high
interest rate which was aimed a achieving a pogtive red rate (see Cavo and Coricdli
1993)." Such a squeeze played an important part in the Polish recession, a least in the first
eight months of 1990.

1t iswell known (not least from post-war literature on price controls and black markets) that the high free
price in a two-tiers price system is normally higher than a uniform equilibrium price at which the same total
quantity is sold. Thus in 1990 the zloty was made cheaper than if it had been left to float. See also Nuti
1995 and Roseti (1996).

12 Bofinger (1994) challenges the role of credit shocks because of the fairly uniform collapse in countries
with different monetary policies, including, for instance, Russia and Ukraine where initially monetary
policies were expansionary. However, this could be better explained by the lack of market institutions in
these two countries, which may have prevented the operation of monetary stimulation.
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Unnecessary shocks, plus a therapy overdose, led to overshooting with respect to important
origind targets such as the fiscd stance, the trade baance and the unplanned acquisition of
reserves, wage levels.

The 1990 fiscal baance target was overshot and a surplus obtained instead, of 3.5 per cent of
GDP in the government budget and 0.7 per cent in the State budget. This was primarily due
dtate enterprises being taxed on their paper profits; their tax liabilities rose by afactor of three,
due to the Zloty revauation of their foreign assets and revenues, to windfal gains of stock
revauation in the face of huge inflation, and to the large profits of the banking sysem. This
aurplus created a temporary demand deficit, which in the firgt half of 1990 could have been
eiminated by keynesan expanson. The output loss involved was ot made any better by the
following fiscd crigs, which arose with the drying up of these sources of revenue and the
growth of socia wefare expenditures, a phenomenon related to output collgpse and
unemployment (discussed in the next section).™

Another aspect of overshooting was the redlization of trade surplus, partly due to the recession
itself, partly to 'distress exports (mentioned above) caused by illiquidity and undervauation;
these were detrimentd to the domestic economy through low (if any) value added, and through
supply lines disruption. The accompanying reserve accumulation of US$2.2 hillion in 1990
was aso unintended and — in view of very high nomind interest in a currency sable in terms of
the dallar (until May 1991) — ruinoudy expensive to Serilize.

These criticisms should not be confused with the cdls for some kind of gradudism which have
been put forward in the trangtion debate on Poland and on other countries by authors of the
most diverse backgrounds, al have ether never had any involvement in the trangtion, even as
government advisers, or have logt a position of power. These include kaeckianskeynesians
such as Amit Bhaduri and Kazimierz Laski (1993); 'socid market' supporters such as John
Gray (1994); anti-neoclassica writers such as Alice Amsden, Bogdan Kochanowski and
Lance Taylor (1994); former advocates of reform in the old system and Third Way seekers
like Nikola Petrakov (former chief economic adviser to President Gorbachev) and Valtr
Komarek (first Czechodovak Deputy Prime Minister immediately after the Velvet Revolution);
representatives of the Sate enterprise lobby such as Arkady Volsky in Russain 1992.

For instance, Bhaduri and Laski (1992) claim that,

The economic disaster of pursuing the orthodox remedy of ‘augerity only' is
now far too apparent in East Europe ... By redtricting demand in dmost every
possble way — through an extremey tignt monetary policy, reduced
government expenditure in an attempt to reduce budget deficit and restraint on
wage — these economies have been precipitated in an economic depresson

3 See Kolodko (1992) on what he calls the 'perverse effect of fiscal adjustment’, or the deterioration of
fiscal balance as aresult of privatization and other aspects of systemic change.
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which can only be compared to that of the 1930s in the capitdist world (1992:
5).

Apart from the fact that the 1930s saw neither structura problems nor systemic change, for
Poland this argument only holds for the firg eight months of 1990. Subsequently the only
conceivable room for further keynesan expanson in Poland was of a Haavelmo type, i.e.
through the balanced budget multiplier effects of both higher fisca revenue and higher public
expenditure.™

More generally, the juxtaposition of shock thergpy versus gradudism is, to a very great extent,
a fdse dilemma the scope of choice is narow and is further redtricted by actud
circumgances. The only country where undiluted shock therapy was possible is East
Germany, by virtue of unique, unrepeatable circumstances (see Brezinski and Fritsch 1995).
Everywhere ese some shock therapy measures were undoubtedly necessary (e.g. price
liberdization, gabilization, exchange rate unification, legdization and encouragement of private
ownership and enterprise, etcetera), to an extent depending on earlier progress, e.g. low in
Hungary and Poland, higher esawhere. Most other measures — especidly inditutiond
developments — on the contrary necessarily take time; their effects can be brought forward by
government announcements, provided these are consigtent and credible. A time duration
necessarily raises problems of optimum sequencing of policy messures. A mgor source of
trangtiona costs has been the ignoring of the necessary downess of many of the steps towards
the target model — which is, however, per se a case for taking additiond rather than dternative

steps.

Very few measures could have been the object of choice between gradudism and speed,
aways involving, as they did, not absolute superiority of one over the other but a different
trade-off between dternative objectives, arguably there are only four instances.

Firg, the more dowly subsidies are reduced the lower is the rate of inflaion — at a
corresponding budgetary cost which may be incompatible with other targets, or involve a
trade-off between current and future inflation. Czechodovakia had the budgetary resources to
sugtain subsidies for longer than was consgtent with Vaclav Klaus rhetoric; China reduced
subsidies and price controls even more dowly, relying on its dua-track price system to reduce
adverse effects on efficiency. Poland, like dl other trandtion economies, had neither the time
nor the resources to delay the reduction of subsidies. By 1989 the question of the optimd time
scale for subsidy reduction and price deregulation, whether one or ten years, had become —in
the absence of time trave fecilities— largdly irrdevant.

 De Crombrugge and Lipton (1992) suggested arise of budget revenues from 23.4 per cent of GDPin 1991
to 30 per cent, with current spending also up, from 24.9 per cent to 27 per cent of GDP, thus bringing
government saving from -1.5 to 3 per cent, but raising investment from 1.9 to 6 per cent while lowering the
deficit from 3.3 to 3 per cent of GDP. For plausible values of the parameters determining the multiplier this
kind of fiscal manoeuvre could have been non-recessionary.
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Second, the fagter the privatization, the lower is its contribution to budgetary revenue and the
wesker its impact on enterprise efficiency — due to the likely greater role of indgders — but the
earlier that particular impact is felt. Third, the sooner convertibility is introduced, the faster is
the reintegration into the world economy but the grester is the devauation necessary to sustain
it — regardless of the exchange rate regime adopted — with inflationary repercussons and
adverse terms of trade trends. Fourth, the faster the lowering of trade barriers, the greater the
impact on competition and the attraction for foreign investment, but the greater dso the
unemployment cost of destroying activities which — though loss-making &t internationd prices—
dill yield some positive value added.® In these areas there is no obvious superiority of speedy
or gradua change; the best choice depends both on trade-offs actudly available and on
government preferences.

Last but not least, the focus of the trangition debate should move away from the comparison of
an extreme approach down to the nitty gritty both of the programmes actudly implemented
(their smal print, the unintended effects of a process which acquired an uncontrolled life of its
own) and of the proposed dternatives — attempted in this evaluation of both maor periods of
Polish trangition, before and after September 1993.

> Williamson (1993) regards this as 'avoidable loss.
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V A VERY REAL RECESSION

The policies launched in January 1990 were widely expected to bring ingant relief from
inflation and, in a matter of months, fast recovery and growth after a smal output fall. Sachs
expected a 1 per cent inflation in January 1990, instead of the recorded 45 per cent, and
recovery after 9x months, Bacerowicz (1992) dso expected a turnaround in a matter of
months, Gomulka (1990) predicted GDP growth rates in 1991-93, respectively, of 4.7, 8.7
and 7.9 per cent. Contrary to these expectations, in Poland as in every other trangition
economy — outsde China and Vietnam — stabilization was accompanied by a protracted,
large-scde fdl in recorded consumption, GDP and indugtrid production; the initid price flare
was higher, and inflation fell much more dowly than was anticipated by the promoters (Table
1).

There has been a marked tendency for policy makers and their advisers to 'massage’ officd
data and argue that much of the recesson was a datigicd illuson, while any unexplained
resdua was smply regarded as a legacy from the padt, i.e the necessary cost of the
transformation.

Fird, it has been argued that GDP satistics do rot include the welfare increase from the
eimination of shortages and of time-wasting queues, and from a broader scope for choice
(Berg 1992). In 1991 an adviser to the Polish government, asked to name the greatest
achievement of the stabilization programme, answered 'Y ou can now buy kiwis in Warsaw
Stresets.

Second, it has been argued that earlier levels had been achieved only on paper, due to
incentives to over-report economic performance. Thus rea wages on the eve of the reform
were much lower than 'Satistical’ real wages'® New private sector activities, on the other
hand, were being under-recorded for severd reasons, given both a fisca incentive to keep a
low profile and the poor coverage of smdl enterprises especidly in the semi-legd ‘grey’
economy, where many workers officidly unemployed are believed to be working (see Berg
and Sachs 1992)." Moreover, index numbers underplayed quality improvements (Osband
1992). Chinds performance, on the contrary, was overstated by deflating money income
growth by price indices which were not representative and underestimated inflation; in any
caseits specid features bar generdizations.

18 "Using consumer expenditure data, we found that the weighted volume of consumption fell in 1990
compared with 1989 by around 4 per cent, not taking into account the rise in product variety, product
quality, or the end of queuing time' (Sachs 1993: 71, referring to Berg-Sachs 1992; emphasis in the
original).

7 See also Sachs (1993: 75) ... the statistical agencies did not report data on key parts of the nonindustrial
economy ...". "'The official index almost surely undercounts the contribution to production of new, small-
scale, privateindustrial enterprises (1993: 76).
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The latest, determined attempt at revising Polish nationd income gaigtics in the earlier days of
the trangtion is thet of Czyzewski et al. 1996. According to this study, the 1989 GDP level
usualy taken as a Sarting point of pre/post trangition comparisons was overestimated due to
high inflation (at a yearly point-to-point rate of 549 per cent) which, according to the netiona
income conventions of the time, had trested the value increase of inventories as income. When
properly measured, Czyzewski et al. (1996) argue that the cumulative income decline in the
early trangition was 7 per cent, instead of 18 per cent.

These authors dso introduce a novel methodology to evauate the specific weight of factors
contributing to changes in gross industrid output in Poland during 1989-91. Seven factors are
consdered: the Comecon effect; other export changes, import effects, the domestic spillover
of Comecon effects (estimated by means of a 1990 input/output table elaborated by the main
datistica office for 32 branches); domestic spillover of other net export effects and the effect
of gabilization (both by means of input-output analyss). Findly, the unexplained resdud is
defined as a 'dructurd effect’ — dthough quantitative structura changes are dready fully
accounted for in the andlysis. Such structura effect, as it hgppens, in 1990 has a stronger
negative weight than stabilization, which according to this study makes a poditive contribution
to average industrial output change by 1991.

While some of these arguments do not have red substance, others are vastly overplayed. The
search for goods had been replaced by the search for jobs, with one giant queue of
unemployed replacing the innumerable queues for goods, while the wefare of employed
workers was worsened by job insecurity. Further, established nationa income conventions do
not include consumers surplus derived from sheer access to markets and the broadening of
consumer choice.

Sachs and Berg's cdculations neglect the faster than average drop in public consumption in
Poland, and seem to be the result of a certain amount of massaging of raw data (their first
edimate of consumption fal was higher: see Nuti-Portes 1993). By the autumn of 1989
shortages in Poland had been virtudly eiminated, i.e. rea wage fals with respect to October
1989 cannot be entirely dismissed.

Much private sector growth consisted of exigting, formerly illegd, activities surfacing. Private
sector activity levels may well be underestimated, but their growth probably is not, due to a
lower degree of under-recording of these activities under the new system (the Polish private
sector, incidentdly, was dready large and had been rapidly growing even under the old
sysem, with a million employees outsde agriculture by 1989). On the contrary, Polish
indudtria output, being an index of sales, was probably inflated by the splitting of large state
enterprises through the incluson of formerly excluded infra-enterprise transactions now
become inter-enterprise transactions. Rachagl Walker (1996) applies to the Visegrad
countries in 1990-93 the method devised by Gerschenkron (1947) for the \erification of
Soviet pre-War output indices. She finds that by that method ‘the decline in industria output in
the trangtion may indeed be greater than is accounted for in the indices for indudrid
production’ (see aso Rosati 1994).
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The so-cdled 'dructurd effect’ is redly a spurious concept which, like dl unexplained
resduds, is more likely to be evidence of the inadequacy of data and methodology than an
edimate of anything. A transforming economy cannot perform like a market economy until all
the necessary new ingdtitutions have been set up and are fully operationd; it would be more
plausble to interpret the structurd effect discussed by Czyzewski et al. as the cost of
implementing a stabilization package in a market vacuum.*® Such a cost cannot possibly be
separated from the overal cost of the sdected stabilization policies.

Sample enquiries conducted by the World Bank confirmed that the unemployed were red. In
any case the 'true unemployment rate should have included those involuntarily withdrawn from
the active population: the early retired and pseudo-invaids pensoned off instead of being
sacked, plus those unemployed who, no longer being entitled to benefits, failed to register.
Moreover per capita average data hid the drastic redistribution that had plunged below
poverty levels — however measured — an increasing proportion of the population. According to
World Bank (1996) the Gini coefficient of income inequdity (ranging from zero for uniform
income to 100 for a theoretica digtribution of al of GDP to one person) in Poland rose from
25 in 1987-88 to 30 in 1993, higher than in Hungary (23), Sovenia (28) and the Czech
Republic (27), though lower than in Bulgaria (34) or Russia (48). Over the same period the
percentage of the population living below the poverty line — conventiondly fixed a US$120
per month throughout central eastern Europe — rose from 6 to 16 per cent, the highest among
Visegrad countries. The poverty gap index, which indicates the average percentage of the
poverty line reached by those below that line, is usudly taken as a measurement inversely
related to the depth of poverty; in Poland in 1993, thisindex was only 27. Sixty per cent of the
poor in Poland are workers;, during 1989-91 old age pensoners actualy improved their
relative pogtion (see below on pengon trends for an explanation) while the greatest losers
have been children. Dragtic income redigtribution is the likely cause of the rgpid growth in the
consumption of luxuries and durables (VCRS, stereo tape recorders, colour TV sets, washing
machines, freezers) which some observers mistake for signds of unrecorded income recovery
in the early trangtion.

The origind clam that the output loss involved in the January 1990 package had been
overemphasized by officid data, improbable but plausble a the time, was eventudly
transformed into a much dronger and totally implausible cdlam that "There has been no
sgnificant fdl in living gandards. Red incomes did not plummet. Unemployment, while high, is
not soaring to the levels that were feared' (Sachs 1993: 71), or 'Economic life remains hard in
Poland. It aways has been, and had been getting worse fast at the end of the 1980s. But it did
not get still worse after 1989' (p. 78). These statements are contradicted by Sachs's own data;
it has taken until 1993 for food consumption per capita to approach the 1989 leve. At the
beginning of 1990 Labour Minister Jacek Kuron anticipated one million unemployed by the
end of 1990; his forecast was impressvely accurate. Whether or not the unemployment levels
actudly reached were as high as feared, they gill amounted to mass unemployment: if ... the
transformation has not resulted in mass unemployment' (Sachs 1993: 73) one may wel ask:

18 'Market signals- such as there are - [are] covered by noise or echoing in asystemic vacuum...' (Eatwel| et
al. 1995).
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where does mass unemployment begin? (for a critique of the denia of recession, see Kolodko
1992 and 1993b).

Mundell (1995) questions whether the underground economy in the trangtion is greater than
under communism, whether under-reporting of new firmsis on a sufficient scae to account for
output collgpse; he regards the share of industrial output produced by the private sector as too
amdl, initialy, to dter the recessonary picture even if it did grow more rapidly than recorded.
Munddl concludes that in trangtion economies in generd, The negative mirage theory is
completely unconvincing’; indeed, in the whole history of the world, he regards the Black
Degth as the only appropriate comparison to the deep recesson — except that in that case
income per head did not fdll.

To the extent that there was, at least a some time or in some sectors, a recognized fal in
resdua output or income, it is varioudy attributed to exogenous factors, to departures of
dabilization measures from the recommended path, and most of dl to the communist
inheritance, i.e. the liquidation of negative vaue added activities. Thus the Comecon collgpse
and the Gulf War are taken as exogenous shocks; but the Comecon shock was sdlf-inflicted
by centra-eastern European ex-members upon themsdlves, through a deliberate political
choice; the Gulf War impact has been exaggerated. While the failure to implement mass
privatization rgpidly has been taken as the main explanation for that part of the Polish recesson
which is not explaned away by other factors, former Hungarian Finance Minister Lgos
Bokros on the contrary, regards the Polish delay in mass privatization as a ‘blessng in
disguise, which enabled Poland to reorganize and restructure state enterprises ahead of
privatization and collect substantia revenue from their sdles™® Another resson often given for
the recesson is western falure to adequately support the trandtion countries efforts with
financia aid and trade access — an obligation which paradoxicaly is associated with the kind of
international solidarity of traditiona former socidist ideds.

The ingppropriate composition of supply a the start of trangtion is often regarded as the
ultimate cause of output depressions; therefore 'Post-reform recessions are inevitable and,
in terms of unemployment of labour, have to be deep and fairly long' (Gomulka 1993,
emphass added). Does that mean that, insofar as there is arecession, it is al for the bet, in
the best of dl possble worlds? Firg, in Poland as esewhere, the initid industrid output fal
was accompanied by little indudtria restructuring, of akind that should have occurred if output
collapse had been caused by the eimination of negative vaue added activities. Second, such
eimination must create unemployment in the short run, but supporters of this approach ill
have to come up with some explanation of how it is that cutting negative vaue added activities
can a the same time reduce GDP, which is nothing but total nationwide value added.

Paliticdly, if the Polish recesson had been a satisticd illusion, or if the sacrifices had been
believed necessary, the 1993 eections should have brought the parties associated with the
early trandtion policies back to power. But on the eve of the dection the western financia

® At aUNU/WIDER conferencein Helsinki in November 1996.
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press (for ingtance The Financial Times) reported extensively on the ‘fed-bad factor' of the
Polish ectorate, and correctly predicted the forthcoming changes.
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VI THE NEW STRATEGY FOR POLAND

In September 1993, when the Polish e ectorate gave an absolute parliamentary mgority to the
reformed successors of the socidist and peasant parties that had ruled in 1989, there was
widespread concern for the stability and continued transformation of the Polish economy.
There were dismd predictions of ‘cregping destruction’ (former Finance Minister Balcerowicz)
‘300 per cent inflation within Sx months (former Premier Bidecki), 'national catastrophe
(former EBRD Polish Director Winiecki). These fears were shown to be unfounded by the
most impressive economic performance (illustrated above, section 11).%

In the face of such an outstanding performance, the reactions of the critics went through three
sages. At firdt it was claimed that the state of the economy was not as good as it looked and
in any case what was good was due to earlier policies taking effect with alag. Then there was
talk of 'fool's luck’, a Polish colloquid expression which here attributed success to internationa
'koniunktura. More recently and happily there is increasing recognition that the Polish
economic performance has been the joint product of both pre- and post- September 1993
transformation and policies.

The new drategy, as the then First Deputy Premier and Finance Minister stressed in a gpeech
to the IMF annua mesting in Madrid in October 1994,

does not involve any change in target modd, nor in trangtion speed, nor in
fiscd stance.... The target remains a modern capitalist mixed economy, though
with emphasis on equdity and partnership between private and public sectors,
rather than the previous discrimination and antagonism between the two. The
speed of trangtion is, in some respects, accelerated.... In other respects, [it]
continues to be dictated by the technicd delays of effective inditution
building.... The overdl fiscal stance does not leave much scope for manoeuvre
by any government. The differences are in actud policies, in the choice and
cdibration of policy ingruments, in the trade-offs between dternative targets
selected by the government in preference to other possible trade-offs — asis
normally the case in the theory and practice of economic palicy.

The new governments have continued the fundamental processes of trangition and stabilization.
They have been committed to fisca restraint, which has steadied and tightened the public
sector deficit; monetary restraint, while respecting the Nationd Bank of Poland independence;
trade and price liberdlization, poised to achieve greater European integration; further building

% The September 1993 elections caused a temporary dip in the Warsaw stock exchange which did not
prevent record appreciation rates of over 1,000 per cent in dollar termsin ayear by early March 1994. The
April-November two-thirds collapse was due to a bursting speculative bubble after price/earnings ratios
had reached Japanese levels.
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of market inditutions;, privatization ondl tracks, including the overdue implementation of mass
privatization, and the resolution of pending clams for property restitution (or reprivatization);
and the determined pursuit of grester price Sability.

At the same time, Strategy for Poland and Package 2000 have nevertheless included many
sgnificant changes with respect to the gpproach followed by previous governments. There
have been differences in the choice of policy ingruments and ther actua quantitative
parameters, as well as improvements and innovations. These changes are due patly to a
different vison of the transformation, as a more participatory and more open-ended process;
partly to different government preferences, attaching greater weight both to economic growth
and to the socid cods of dabilization and transformation; partly smply to learning from
previous errors and mistakes.

Package 2000 updates and extends to the end of the century the projections originaly
established to the year 1998 by Strategy for Poland; Euro 2006 goes much further. These
documents contain not only detailed positive propositions of economic policy but dso a set of
macroeconomic projections for a variety of important indicators, such as GDP, budgetary
expenditure and revenue, invesment, inflation, wage guiddines, unemployment, imports and
exports, and so on.

TABLE 2
THE ECONOMY IN STRATEGY FOR POLAND
(YEARLY GROWTH RATES UNLESS OTHERWISE STATED)

1994 1995 1996 1997 1997

(1993=100)
GDP real growth 4.5 5.0 5.2 5.5 121.8
Average earnings 15 2.8 3.0 3.1 110.8
Average pensions 6.5 1.4 3.1 1.0 112.5
Consumption 3.1 3.3 3.6 3.6 114.3
- of which: private 3.5 35 4.0 4.0 115.9
Investment 6.0 7.0 8.0 8.0 132.4
Investment share of GDP 21.3 22.1 23.2 44.4
Exports (constant prices) 6.0 7.0 8.0 9.0 1335
Imports (constant prices) 25 4.0 5.2 6.0 118.0
Consumer prices (XII/XII) 23.6 16.1 12.0 8.7 174.7
State budget revenues (constant prices, GDP deflator) 5.3 4.3 4.8 5.5 121.4
State budget expenditures (constant prices, GDP deflator) 8.0 8.4 1.8 2.1 121.7
Public debt (% of GDP) 77.7 76.9 74.1 72.4
Unemployment rate (end-year) 17.2 6.7 15.6 14.0
Current account balance (% of GDP) -22.1 -1.7 -1.7 -15

Source: Kolodko (1994).

Strategy's policies are summarized in Table 2. Taking 1993 as a base, by 1997 GDP was
expected to rise by a cumulative 21.8 per cent, labour productivity 17.5 per cent, rea wages
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10.8 per cent, consumption 14.3 per cent (faster for private consumption) and investment
32.4 per cent — raisng the share of investment in GDP from 20.9 per cent in 1993 to 24 per
cent in 1997. Unemployment, expected to peak in 1994 to 17.2 per cent of the labour force,
would gradualy fal, down to 14 per cent in 1997. Inflation, cumulatively at 74.7 per cent in
four years, would reach single digit rates by 1997; the budget deficit, after adight riseto 3.7
per cent of GDP in 1994, would fdl to 2.5 per cent in 1997. The Polish economy was being
seered dready in Srategy towards the convergence conditions required by the Maastricht
Treaty for European monetary unification — a policy pursued further in the two subsequent
policy documents Package 2000 and Euro 2006 (see Tables 3 and 4).

TABLE 3
MACROECONOMIC PATHS IN PACKAGE 2000

Yearly growth rates average
(per cent) 1995 1996 1997 1998 1999 2000 1996-2000
GDP 7.0 6.0 55 5.3 5.1 5.1 5.4
Consumption 4.4 45-4.7 3.2-3.6 3.2-3.6 3.1-3.6 3.1-3.6 3.5-3.8
Gross investment 19.0 10.5-13.0 9.5-14.0 9.5-12.5 10.0-10.5 10.0-10.5 9.9-12.1
Imports 211 11.5-13.6 8.0-13.0 7.0-10.3 6.5-8.6 6.5-8.3  7.7-10.5
Exports 17.0 13.4 12.4 10.0 8.4 8.3 10.5
Budget real outlays 3.6 2.3 1.8 2.0
Budget real revenue

in percentage 3.5 2.3 1.9 2.3
Unemployment rate 14.9 13.6 13.1-134 12.0-12.4 10.7-11.3 9.4-10.2
Inflation rate

(end-year) 21.6 17.0 12.0 8.0-10.0 6.0-8.0 5.0-7.0
Budget outlays/GDP 329 31.8 31.2 29.9
Budget revenue/GDP  30.2 29.1 28.5 28.2
Deficit/t GDP 2.8 2.7 2.6 1.7

Source: Kolodko (1996).

These projections were not an indicative plan because they were not broken down by sector
and were not constructed through an iterative process. They were not aforecast; considerable
room for manoeuvre was left to government policy within generd guiddlines; targets and

instruments were not uniquely and rigidly predetermined. The documents were backed by an
array of potentid policy instruments and as such were the statement of government multiannua
commitments for the medium and long term tha were judged to be mutudly consstent,

feasble and commensurate with the range of instruments available within the confines of the
open market economy and democratic consensus. Instruments under direct government
control, such as tax policy and fisca stance and the mgor components of public expenditure,
were given in detall. Other ingtruments were not specificaly quantified because they were not
under the full control of the government or were subject to negotiations with groups or

indtitutions; but as economic trends unfolded, these other aspects of government policy were
to take shape, keeping the economy as close as possble to the course mapped in the
documents.
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TABLE 4
EURO 2006: INFLATION AND FISCAL CRITERIA

Budget deficit/GDP 1 Debt/GDP 2 Inflation rate 3
1991 60.4
1992 6.0 85.2 44.3
1993 2.8 86.0 37.6
1994 2.7 69.5 29.5
1995 2.6 56.2 21.6
1996 2.4 54.0 18.4
1997 2.7 49.8 13.0
1998 3.0 48.1 9.9
1999 2.9 46.9 7.8
2000 25 45.6 5.0
2001 2.3 44.5 4.5
2002 2.2 43.4 4.1
2003 21 42.4 3.7
2004 2.0 41.5 3.1
2005 2.2 40.7 2.6
2006 2.2 40.0 2.4

Source: Kolodko (1997).
Notes: 1) Maastricht criterion: maximum 3 per cent of GDP
2) Maastricht criterion: maximum 60 per cent of GDP
3) Maastricht criterion: September 1996, maximum 2.6 per cent

Marek Belka, gppointed Minister of Finance in February 1997, has stressed his commitment
to Strategy's implementation. But it is Sgnificant that the three documents actudly cover a
period which goes beyond the time horizon of the 1993-97 legidature. This reflects the belief
that future governments will be equaly congtrained by externd factors and above dl by the
desire to maintain stability, sustain economic growth, move fast towards accession to the
European Union, and enhance internationa credibility. Any new government should be
persuaded, therefore, to continue dong the same course, smply because the policies
recommended are sound and have worked — of course without preudice for the kind of policy
changes asociated with norma politica dternations intermittently occurring in any democratic
system. Rather than Strategy taking over the policies of the Solidarity-led governments, the
opposite is now the case, as Bacerowicz ‘admits that the SLD's economic policies and goas
expressed by Marek Beka, the new Finance Miniger, are virtudly indistinguishable from
those of UW'; (UW isthe Union for Freedom Party; Financial Times 27 March 1997).

The details of the new drategy are discussed in the next three sections; its generd features
include, inter alia:
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6.1 Interactive versusimperative transformation

The new gpproach could be labelled socid democratic, as opposed to the earlier liberd,
fundamentalist gpproach. This does not mean etatist, asis often suggested in Poland in public
discussons, in the sense of direct date interference with the economic life of individua
enterprises. Indeed, Jerzy Hausner, while Chief of Economic Advisers to the Minister of
Finance, cdled himsdf "anti-etatist’, though 'not in the sense of being an enemy of an activerole
of the state in the economy: ...an extreme liberd project leads in practice to far-reaching state
interference in the economy'. In Hausner's words, 'Most important is the choice between an
imperative and an interactive mode of transformation’ (1996: 7). The latter involves the
recognition that there is a choice between dternative market sysems; the shift from central to
participatory building of inditutions, the deliberate congtruction of a market system, insteed of
the passve expectation that it will establish itself once the old system is destroyed; the
rglection of ‘transformation as victory' and of so-called ‘creative destruction’ (see section |11
above).

6.2  Parity between private and public sectors

On the rebound from the old system, the early trangtion had deliberately grosdy neglected the
date sector, and pendized it with discriminatory and, therefore, inefficient taxation not levied
on the private sector (see above, section I11). There was, for instance, the dividend, a capital
tax levied regardless of profitability and of reinvestment requirements. A heavy excess wage
tax (PPWW or popiwek) had the added function of enlising employee support for
privatization in the hope of higher wages. PPWW in particular was typicd of what in the old
system used to be caled 'indirect or parametric centrdization', i.e. the grading of policy
parameters so as to induce the same result as would be obtained with direct controls. The
ided of early trangtion governments seemed to be a system of generdized markets for
everything except labour. By 1993 these taxes had dready come under criticiam, for instance
by Jerzy Osatynski, who however had not dismantled them while Finance Minister. Popiwek
was abolished only by the new government, and the dividend was significantly reduced.

To establish parity between private and state enterprises, Strategy for Poland envisaged the
commercidization of date enterprises, i.e. their corporatization, the converson of sdf-
management into employee part-ownership, the gppointment of boards of independent
directors and the enhancement of managers functions, pendties and rewards financid
resructuring; assgnment either to a state agency for subsequent privatization or to the
Treasury for economic management. This ‘commercidization’ process was seen not as an
dternative to privatization, but as the preparation of sate enterprises for either amore efficient
and fagter privatization or amore efficient operation by the Treasury of those enterprises which
were to remain in gate hands. The Commercidization Law, vetoed by Waesa, was endorsed
by Presdent Kwasniewski in anew verson with effect from April 1997. There are Htill areas
in which gtate enterprises are in a favoured postion (for ingtance, the ability to run substantia
tax or socid security payments arrears, in the railways and the cod mines); however these
anomalies are recognized by the government which seeks to overcome them.
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6.3 'Reform of the Centre

A mgor dement of Strategy for Poland is inditution building, including the reform of centrd
date adminigration to fully reflect the trandformation from a centraly planned economy with
dominant state ownership to a market economy with dominant private ownership and
enterprise. An integra part of the Srategy, the reform of centrd administration followed
urgently upon economic consolidation. In 1996 tis policy was implemented by speeding
through a dozen acts of Parliament; politica debate concentrated on details but the genera
approach was unchal lenged.

The reform involved the excising of the Centra Office of Planning and other centra or branch-
oriented ingtitutions. The new Treasury was set up as a Ministry responsible for sate property,
taking over the functions of the Ministry for Ownership Changes, aso abolished, and
respongbility for the improvement of governance and control of state assets. This approach
encourages the further rapid progress of privatization, with some prior restructuring of date
enterprises and overhauling of their management to ensure their profitability; thus the new
Treasury is gmilar to the German Treuhandangtdt, except for its continued respongbility for
running the resdud gdate sector — much smdler and more commercidly oriented than in the
past. This delegation of governance functions to the Treasury leaves the Minigtry of Finance
with purdy fisca competency which, in ate enterprises, involves benefiting from profits as
well astaxes, without treating dividends as a fixed rate tax on capital asin the early trangtion.

Centra adminigtration reform aso involves the decentrdization of many centrd powers and
budgets to regiond and locd authority (voivodships and counties — or gmina) level. A new
Committee for European Integration has taken over dl work for the preparation of and
negotiations for Polish accession to the European Union.
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VIl MACROECONOMIC POLICIES

Strategy for Poland aims at the consolidation of macroeconomic stability and the promotion
of investment and growth. Fiscal policy seeks the reduction of expenditure and tax revenue as
a share of GDP, the further reduction and stabilization of the deficit well under the limit of 3
per cent of GDP dlowed by the Maastricht Treaty, and a more even redigtribution of taxes
and benefits. This policy involves a dragtic reform of the socid wdfare sysem. In Poland
monetary and exchange rate policies are under the independent responsbility of the Nationa
Bank, which is widdly regarded as one of the most empowered centrd banking ingtitutions in
the world (in the words of an earlier NBP governor who presided over the early stage of
trangtion, see Baka 1995). Strategy postulated a strict fiscal stance to be matched by a
dightly more accommodating monetary policy than otherwise would have been necessary,?
with an exchange rate policy dictated exclusvely by the need to ensure the internationa
competitiveness of Polish producers. The actud policies followed by NBP have been dricter
than pogtulated in terms of interest rates, excessvely accommodating in terms of monetary
expansion, prone to implement a seady (and inflationary) nomina devauation greater than
needed, as proven by occasional nominal revauations. Monetary and exchange rate policies
have caused Poland to underperform with respect to both inflation and growth, but
internationa congtraints have contained NBP departure from the role postulated by Strategy
for Poland (see beow). Massve capitd inflows, patly expensvely derilized, partly
transformed into excess monetary expansion, have forced NBP to reduce both interest rates
and Zloty devauetion.

The combination of fiscd augterity, moderate monetary relaxation, a social pact on wages —
together with the microeconomic and sectoral measures discussed in the next two sections —
has enabled Poland to achieve the smultaneous reduction of both unemployment and inflation
as postulated in the Strategy for Poland.

7.1  Fiscal policy

Within fisca redtraint, Srategy for Poland promotes invesment and growth directly, through
investment switching in government expenditures, and indirectly, through the tax regime, for
ingance through accelerated depreciation schemes for enterprises and profit tax reductions
geared to reinvestment, and through incentives to housing investment for individuas (including
restructuring of past housing debts, access to mortgages, a new Housing Fund, etcetera). Itis
mainly through growth accderation, as well as through standard active labour policies, that
unemployment can be brought down further.

2! This is the policy also advocated by David Currie (1993) for Finland, another country suffering from the
external shockstypical of central-eastern European transition economies.
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The share of public expenditure in GDP has been reduced from the earlier 32-34 per cent in
1993 to below 30 per cent in 1996. The reduced role of redistribution through the budget will
help to bring down inflation. Persona income tax rates are being reduced from 21, 33 and 45
per cent to 19, 30 and 40 per cent in 1998, lowering the tax burden by about 1 per cent of
GDP. Corporate tax at the 40 per cent flat rate is to be reduced by 2 percentage points
yearly, partly compensated by other charges such as higher VAT on energy and arise in
excise duty (see Poland 2000). There is a commitment not to introduce a capitd gainstax at
least until the year 2000, in the interest of capitd accumulation and growth. The rise in the
disposable income of enterprises and households should raise their propensty to save and
inves, thus promoting competitiveness and growth.

Parity between dtate and private sector involves necessarily a shift in fisca burden reflecting
their relative sze; the replacement of the excess-wage tax in favour of performance related
earnings, the absorption of the informal sector into the official economy so as to broaden the
fisca basis, and greater security in economic transactions.

Reductions in tax rates should encourage the surfacing of economic activities now submerged
in the 'shadow economy’, which is another important god of the Strategy. The fairer
contribution of the shadow economy — which in 1994 was estimated to be adding an
unrecorded 18-20 per cent to officid GDP? — should make possible the further reduction of
the tax burden.

7.2  Social security and pensions

The maintenance of afairly drict fiscad stance imposes aradica reform of socia security and
above dl pensons. Throughout OECD countries, not only in Poland, the penson system's
mounting liabilities gppear to be a veritable time bomb; with the difference that in Poland the
bomb has a short fuse. No other country — except for Italy perhaps — presents such an
adverse combination of an ageing populaion, a faling activity ratio, a high proportion of
invaids and retirees, a high unemployment, for an exceptiondly high average pension reative
to the average wage. The present system is far from sdf-financing and represents an
unbearable burden on the state budget, while at the same time it raises labour costs by at least
one third. With 15 per cent of GDP, Poland already has one of the highest levels of public
pensions expenditure in Europe. Without reform, further increases are projected which would
immediatdy clash with the maintenance of fisca redtraint. Previous governments have not
confronted this problem successfully; their attempts at income and pension cuts in the public
sector were later declared uncongtitutional by the Congtitutional Court.

The reform of the system as envisaged by Strategy for Poland is an absolute precondition of
sudaning — let doneimproving — the country's fiscal integrity. Following Strategy principles, in

2 Kaufmann and Kaliberda (1995) estimate that the Polish share of the unofficial economy is 19 per cent,
i.e. GDP is 19/(100-19) = 23.5 per cent higher than actually reported. This compares with 17 per cent in the
Czech Republic and 29 per cent in Hungary.
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1995 the government presented a draft proposa for dragtic reform, moving from a pay-as-
you-go to a fully capitalized penson sysem. More precisdy, the new penson system would
consgt of three-tiers.

i) abadc sate penson avallableto all,
i) acompulsory earnings-related contribution system, and
iii)  voluntary contributions to penson funds.

This sysem should enhance the level of savings and the provison of funds for company
investment. In addition, it is planned to earmark a sgnificant fraction of state assets, Hill to be
privatized, for the endowment of additiond funds which would invest their income in the
purchase of government bonds. This would be a rdaively painless way to finance the cost of
shifting from the old to the new pension system, usudly regarded as the main drawback of this
type of penson reform (as in the Chilean example).

A number of painful but necessary decisons, dso from the viewpoint of overdl farness,
involve the move to indexation to prices ingtead of wages, the increase of retiring age for
women, a more stringent regulation of invaidity pensons, and the reduction of pensons
granted in the past on the occasion of plant closures.

Together with pensions, the reform of socid security is aso essentia to prevent opentended
commitments which would eesily jeopardize any attempt at containing public expenditure, and
to ensure the targeting of public funds to the neediest recipients. For both pensions and socid
security reforms the achievement of avery broad socid consensusis essentidl.

In spite of these audterity measures, the implementation of Strategy has gone hand in hand
with the reversa of previous trends in income digtribution and poverty. While in 1990-93 the
rich got richer and the poor poorer, 1994-97 has seen a generdized income per head growth
across the board. The Gini coefficient peaked in mid-1994 but then began to decline together
with other measures of inequdity such as the decile ratio (between the average income of the
ten per cent top recipients and that of the bottom ten per cent) as well as within income groups
(see OECD 1997: 84-90).

7.3  Monetary policy

The new governments policy has been one of respect for central bark independence — despite
the NBP Governor's political involvement as a presidentid candidate in the autumn of 1995 —
but of transparent debate on targets and insgruments. In norma market economies there is a
frequent, though by no means universal, support for Central Bank independence, in order to
condrain government ability to rase employment through inflationary fiscal deficits and
domestic currency devauations. Thisinvolves adivison of targets and insruments between the
Central Bank — restraining monetary expanson in order to achieve low inflation and supporting
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the domestic currency's internationd strength — and government aiming at employment targets
through fiscd palicy.

In the early trangition there was considerable cooperation between the Ministry of Finance and
the independent Nationd Bank of Poland. Under the new governments there seems to have
been a certain reversal of roles between the two. The NBP appeared to be particularly
concerned with supporting the international competitiveness of Polish exports — and therefore
employment — through the steedy crawling nomind devaduation of the zoty, a mgor
inflationary factor especidly in view of the necessary red revaduation that the zloty had to
undertake in order to reverse the gross excessive undervauation of 1990. The NBP pushed
this policy too far as, during 1995, it had to reverse the effects of crawling by alowing
ggnificant nomind revaudions, thus missng the opportunity of reducing inflationary
expectations and inflation through afixed or more dowly crawling rate.

At the same time the NBP targeted redl interest rates comparable to those of the currencies
entering the basket to which the exchange rate is related. The combination of competitive redl
interest rates and red revauation made the return on financid investment in Poland particularly
attractive, driving up capitd inflows. As well, a zloty ill undervalued with respect to PPP
encouraged a large turnover and surplus in border trade. Whether due to capitd inflows or to
border trade, in 1994-96 the NBP acquired large, unplanned hard currency reserves. In 1995
net internationd reserves rose by about US$9 hillion, reaching US$20.4 billion, and had risen
further, to US$22.1 hillion, by the end of 1996.

Such rapid accumulation of reserves was partly sterilized at great cost for NBP, equivaent to
the excess interest differentia over zloty devauation; such cost is reveded by the NBP profit
contributions to the state budget rapidly faling in 1995 and 1996 and being poised to reach
actua losses. To the extent that additiond reserves were not Sterilized, they led to monetary
expansgon a afaster rate than origindly targeted — and therefore higher inflation — at the same
time forcing adecline in interest rates.

Externd factors finaly forced the NBP to adopt a more accommodating policy than it had
intended, both in terms of interest rates and monetary expansion. Such a policy, consstent
with Srategy postulates, was forced upon afully independent National Bark of Poland not by
the government but by international markets. The NBP policy, however, involved an
unnecessary, wasteful, and immense cogt (for a full account of monetary and exchange rae
policy in Poland in 1994-96 see Nuti 1996).

The NBP policy-mix hes clearly been sub-optimd. Lessinflation could have been achieved at
lower interest rates and a Seadier zloty exchange rate, i.e. avoiding intermittent nomind
revaluations on top of crawling nominal devauation. The Serilization of reserve increases —
which in 1995-96 cogt the state budget something in the order of 1 per cent of GDP due to
the NBP open market operations, could then have been much chesper even on alarger scae.
Lower interest rates would have killed two birds with one stone, i.e. reduced both capital
inflows and the cost of ther Seilization. They would have dso lowered inflationary
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expectations, thus aiding dis-inflation. However, given the inditutiona and political congraints
faced by the government, the policy actudly implemented has turned out to be a workable
compromise between policy targets and dternative indruments; it is inefficient but broadly in
linewith the origind premise of Strategy for Poland.

74 A social pact

Beside containing the budget level and deficit, the government has sought to fight cost Sde
inflation, without resorting to direct or indirect controls, such as the old-tyle punitive taxation
of excess wages over centrd guidedines (which was applicable exclusvely in the public sector).
Indeed such taxation was completely abolished in 1995, restoring a genuine labour market; it
was replaced by a consensus approach based on socid partnership, through a nationa
Tripartite Commission for Socio-economic Affairs that sets quarterly target maxima for wage
increases chargeable as costs. These procedures are designed to reduce drife, to contain
wage settlements in line with inflationary targets, to replace the earlier direct confrontation
between enterprises and workers, often directed against a government which was powerless
to intervene in the private sector. This economy-wide negotiating mechanism has not yet been
fully implemented; and athough railway srikes, for example, are difficult to handle without the
new dructure, the machinery isin position and is becoming increesingly effective.

Such negotiating structure while reminiscent of former Labour Miniger Jacek Kuron's
‘enterprise pact’, goes much further, because it embraces entire sectors and the whole
economy (and in any case Kuron's initiative was not part of the early trangtion libera design
but a social-democratic appendage). These labour market policies are dso particularly close
to European Union policy, which promotes partnership relations between labour and capitd
(the Socia Chapter, profit sharing, €tc.).

The microeconomic and sectora policies implemented under Strategy for Poland are also

markedly different from those of early trangtion, as will be seen in the next two sections on
privetization — including governance — and sectoral restructuring.
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VIl PRIVATIZATION AND GOVERNANCE

Before Strategy, Polish privatization had followed a multi-track course, not by policy as by
default, i.e. through the increasing adoption of new methods to overcome unexpected
difficulties as they arose (see Table 5 on the progress of ownership transfer 1990-95). Initidly
the dominant method was to be a western style ‘indirect' or ‘capitd’ privatization, involving
open sales of shares and the search for a strategic outside investor; this proved to be dower,
codtlier and harder than anticipated. To speed up the process and resolve the problems of lack
of liquid savings — pulverized by high inflation at the inception of the Polish trandformation —
and of asset vauation, a mass privatization scheme was devised, which technicdly is another
form of ‘capital’ privetization. This track was held up by politica and technical delays resulting
from the approach originaly sdected, which — unlike the Czechodovak approach — placed
complex and controversid procedurd burdens on the government, such as setting up Nationa
Invesment Funds, selecting Fund managers, negotiating reward formulas, and dlocating
enterprises (see Nuti 1995). Thus, by September 1993, four successve governments had
failed to implement mass privatization. Meanwhile, many insolvent state enterprises were being
closed down and sold off to private buyers, as a whole or in bits and pieces, according to
Article 19 of the old, September 1981, Law on State Enterprises. Other, economicaly viable,
State enterprises were being sold or leased, also as a whole or in parts, to private buyers and
consortia of buyers, with priority granted to new companies formed with employee
participation; this was alowed by the 1990 Privatization Law, Article 37. Both processes
involved enterprise 'liquidation' in the literd technica sense of their cancellation by the Tribund
from the registry of dtate enterprises; the resulting dominance of employee ownership, if not
actudly againgt government policy, was not at dl part of it.

Strategy for Poland promotes privatization on al tracks as a matter of policy; emphasis is
placed on de novo private activities, while in the privetization of State assets a dominant roleis
given to sdes by the newly established Treasury, with a move from mass privatization to
raising revenue or funding penson reform.

Past commitments to mass privatization have been honoured, after an initid ddlay due to
Premier Pawlak's qualms about nationa control of crucia sectors. By the closing date of 22
November 1996, as many as 25.7 million Poles, or 95 per cent of those eigible, have clamed
their privatization vouchers, a year earlier only one in ten Poles said they would clam, while
the government expected only 10 million participants. V ouchers were distributed by the state
bank PKO a zI 20 fee (US$7), sdling for as much as ten times that fee on the Stock
Exchange; in March 1997 they were exchanged for shares in 15 Nationa Investment Funds
(NIFs), controlling 512 companies formerly in state ownership, covering a cross section of
industry. NIF shares, tradable beginning in June 1997, should massively enhance the
capitdization of the Warsaw Stock Exchange.
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TABLE 5

PROGRESS OF OWNERSHIP TRANSFER IN POLAND, 1990-95
(CUMULATIVE NUMBER OF ENTERPRISES AT THE END OF EACH YEAR)

1990 1991 1992 1993 1994 1995
Total number of state-owned enterprises 8453 8228 7245 5924 4955 4563
Liquidation
Started 49 989 1576 1999 2287 2507
Completed 0 201 561 893 1248 1450
Article 19 of the SOE Law
Started 18 540 857 1082 1845 1358
Completed 0 19 86 186 303 396
Article 37 of the Privatization Law
Started 31 449 719 917 1042 1149
Completed 0 182 475 707 945 1054
Converted into joint-stock companies 38 260 480 527 723 958
Capital privatization 27 51 99 134 160
Public offerings 11 12 15 19 22
Trade sales 16 39 81 110 132
Mixed methods 0 0 3 5 6
Total:  Started 93 1276 2107 2625 3144 3625
Completed 6 228 612 992 1382 1610
Income from privatization (flows, mn zl.) 170.9 484.4 780.4 1594.8 2641.7
Leasing and sale of liquidated assets 46.4 171.8 287.0 322.9 406.2
Capital privatization 124.5 308.7 439.4 846.7 1714.2
Bank privatization 0.0 3.9 54.0 425.2 521.3

Source: Ministry of Ownership Transformation (1996).

Note: Zloty figures are expressed in re-denominated zlotys, i.e. pre-1995 zlotys should be multiplied
by 10,000 for conversion to old units. 'Liquidation’ of viable enterprises took place under Art. 37
of the July 1990 Law (restructuring privatization) and for non-viable enterprises under Art. 19 of

the old Law on state enterprises of September 1981.

The private sector has continued to grow, necessarily raising its share at a dower rate which
however is il faster than income growth, reaching amost 70 per cent of GDP in 1996 and an
even higher share of employment. Many of the de novo activities which dominate this growth
would not have been possible without asset privatization, i.e. the private re-deployment of
chunks of productive assets which has accompanied state enterprise liquidation (see above).
Thenew Strategy, however, involves what can be caled managed privatization — managed,
that is, in such away as to raise sde revenue; improve governance mechanisms through the
commercidization of sate enterprises (see above), ingead of focusing on the purely nomina
transfer of ownership; ease digtribution effects — favouring old age pensioners and employees
(see @ove on the use of state assets to fund the pension reform); reorganize entire sectorsin
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order to srengthen international competitiveness of enterprises. Thus, for instance, in 1995
‘capitd’ privatizations involved only 26 firms, compared to 48 firms in 1993 — a naturd
dowdown once the share of privatized assets rises — but 1.7 billion zlotys were obtained by
the budget in sales revenue compared to 200 million zlotysin 1993.

Commercidization of Sate enterprises, involving their generdized transformation into joint
stock companies regardiess of their privatization prospects (see above), could and should
have been the first step in the transformation of post-communist economies, and could have
been achieved even before stabilization.

Another feature of the new policy of privatization is concern for consensus at the enterprise
level, and the associated powers of initiative attributed to management and employees —which
may sometimes dow down dightly the privatization process but certainly enhance its smooth
implementation. Employee ownership, which previoudy happened spontaneoudy, becomes
part of the new palicy; the adverse side-effects predicted by economic theory (excess labour
earnings and employment, low investment) have not actualy materidized in the Polish case,
confirming the soundness of this policy (see Nuti 1997).

TABLE 6
A CORPORATE GOVERNANCE SCORECARD

Poland Hungary Czech Republic Russia

Disclosure Fohkk *x * *

How strong are requirements making investors
reveal large shareholdings?

Transparency Kk *kk - .

How well do listed share prices reflect
actual market activities?

Corporate results okokk *hk — *

How good are reporting requirements
for corporate earnings?

Protection il *k ** *

How well are small shareholders protected
from abuses by majority owners?

Insider trading Hkx *x *x *

How free is the market from insider dealing?

Key: Excellent *** Good *** Passable ** Shoddy *

Source: Assorted brokerages and fund managers, EBRD, London, from Central European Review IV: 2.
March 1996.

The achievements of the new gpproach to privatization and governance are clear from Table 6
above, illustrating an independent assessment of relative progress of corporate governance in

% Nuti (1997) shows that such side-effects depend on share distribution among employees, which in
Poland was probably sufficiently concentrated to avoid them.

35



Poland, Hungary, the Czech Republic and Russia, with Poland obtaining the highest score
(from the Central European Review March 1996). New impetus has been gained by
privatization in 1997 with the prospective privatization of telecommunications, tobacco and
magor new banks (such as Bank Handlowy). Further acceleration should aso be gained from
the fina resolution of pending reprivetization claims, left unresolved in the early stages of Polish
trangtion.
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IX RESTRUCTURING

The dructure of the Polish economy inherited from both the old-style system and the early
trangtion was ingppropriate from various viewpoints. eg. enterprise capacity, sectoral and
regiond patterns, trade orientation.

9.1 Capacity restructuring

There has been, egpecidly over the last two-three years, considerable restructuring of
productive capacity. This is shown by three mgor indicators. First, industria output has been
growing faster than income, which — especialy when occurring after industria output fell faster
than income in 1990 to early 1992 —isaclear Sgn of structurd adjustment. Second, empirical
studies (such as one by Jo Brada and |. J. Singh, forthcoming in a World Bank publication)
have shown that output has been growing faster in those sectors where labour productivity is
ether higher or hasincreased faster. Third, labour productivity growth (17 per cent in 1994) is
far in excess of the kind of rates which can be attributed to technica progress done; (by
contrast, in 1991-95 labour productivity in the Czech Republic has had an average negative
rate). Even Polish shipbuilding has turned around, though with locd difficulties, with the three
largest shipyards exporting nearly US$1 hillion in 1995 and boasting orders for 100 new
ships, the fourth largest order book in the world.

With growth acceleration in 1994-97, expansion has become increasingly broad-based: from
1994 onwards the state sector, which had been contracting until 1993, bounced back and —
once dlowance is made for privatization — continued to expand (OECD 1997). Leaving
agriculture asde which is subject to large scae fluctuations, differentid growth in the various
sectors has continued to favour services — epecidly financid intermediation, congtruction and
indugtry; within the industrid sector an increasing number of branches has participated in the
overal expanson: out of 62 mgor products the number of those for which output was ill
declining dropped from 36 in 1992 to 16 in 1994-95, with the fastest growth in manufacturing
(13 per cent in 1994, 12 per cent in 1995). High technology such as eectronics,
telecommunications equipment, and precison instruments and machinery are included among
the more dynamic industries (see OECD 1997).

In spite of such regtructuring, which is gill largely to come in the other Visegrad economies
except for Hungary, labour unemployment has been faling sgnificantly from the peek of nearly
17 per cent reached in early 1994 (see above), owing as well to the acceleration of investment
growth (from 2.8 and 2.9 per cent in 1992 and 1993, respectively, to an average 10 per cent
in 1994-96, accelerating further in 1997).
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9.2  Indugtrial policy

In 1990 Tadeusz Syryjczyk, Minister for Industry and Trade in the Mazowiecki governmert,
quipped that ‘the best industrid policy is no indudtrid policy’. But even the least indudtrid
policy possble and efficient may actualy amount to quite a bt, while no indudtrid policy
amply means a resdud indudtrid policy by default, implicit in other policy choices. Thus the
indugtria policy implicit in the governments of the early trangtion conssted of unredtricted free
trade, high interest rates and nomina credit targets amounting to the unintended squeeze of red
credit (because of underestimated inflation), grosdy undervalued exchange raes rapidly
appreciaing in red terms, and discriminatory pendization of the state sector — arecipe for fast
and deep recession only partly offset by reliance on privetization. Syryjczyk's successor in the
Bidecki government, Andrzg Zawidak, decided to resign rather than preside — as he daimed
—over the 'destruction of Polish industry' (see also Poznanski 1996).

The kind of indudtrid policy that should be avoided — and was by and large avoided by the
new governments — is one of direct or indirect favour or disfavour for individua enterprises, or
of generd loosening of budgetary congraints. Otherwise, thereis a great deal of scope for 'an
active role of the date in the economy' or indeed in industry: for indance in promoting
investment, especidly in sectors characterized by price-dadtic and income-dadtic internationa
demand, or by faster growing labour productivity; in improving access to credit for smal and
medium Sze enterprises and generdly favouring their formation and growth; in encouraging
innovation; in promoting marketing; in insuring exports through new inditutions of export credit
guarantee; in introducing and protecting sandards, in reclaming and protecting the
environment. In Srategy for Poland such a dtate role is seen as strengthening a market
economy and its growth, as in the experience of al fast growing economies, whether today or
in arecent or distant past. The lesson of the 'developmentd state’ success in the Pecific areais
not logt in the Strategy approach; nor is the commitment expressed to the UK Parliament by
Michad Hesdtine as Presdent of the Board of Trade, ‘I will intervene before breskfast,
before lunch, beforetea ...

In the same spirit the reorganization, financid and capacity restructuring of enterprises and

banks has been begun, in place of the earlier so-caled 'creetive destruction’ of the state sector
(and dl that there was before), so dear to the early promoters of transtion. Occasiondly

enterprise and bank restructuring has been by consolidation and mergers, a process sometimes
interpreted — wrongly — as threatening privatization and competition. For instance, seven state-
owned ail refineries and the main petrol digtribution network have been merged into a holding
company, precisdy in order to raise efficiency and help the industry to stand up to western

competition, with a view to prospective privaization. The refineries and the digtribution
network will maintain their identities as separate companies and will begin to be privatized

within a year, while the holding company will be privatized after two years. Smilarly, bank
mergers are a means to facilitate restructuring while speeding up privetization by deding with a
single larger unit.
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9.3  Agriculture

Like indudtry, in the course of early trandtion agriculture was characterized by an adverse
implict policy, congding of high — retroactive — interest rates on existing as well as new loans
(January 1990); drastic deterioration in rura input/output terms of trade; exposure to the
competition of EC subsidized exports both in domestic and in traditiond export markets —dl
resulting in a ggnificant rurd income fal rdaively to urban levels (in place of the earlier policy
of rurd/urban parity). In Polish agriculture the destructive tendencies of the early trandtion
governments manifest themsdves in identifying modernization with the destruction of the rurd
cooperative movement, as well as family farming, thus weakening the supply response of the
whole sector.

Strategy for Poland has focused on the reorganization and rationaization of agriculture, with
better opportunities for non-agriculturd employment in rurd aress. After some temporary
price support, fractional with respect to European CAP and provoked by the inroads of
subsidized European food into the Polish market, Strategy provides far greater expenditure on
agriculture, and emphag's on multi-track growth of rurd areas, which importantly corresponds
to the latest European Union ‘integrated rura policy’. These policies are linked both with
regiond development policies and crucidly with environmental protection.

Polish agriculture is characterized by an exceedingly large number of smdl productive units
below 2 hectares, which in 1988 were dmost as numerous as in the European Community of
twelve; recently some restructuring has taken place, with the growth both of new, medium-
large size units and of new, amdl but highly productive and specidized, market gardening units.
GUS latest agricultura census, conducted in 1996, shows that since the earlier census of 1988
the number of individud farms has falen by 130,000 to 2,038,000, in spite of privatization.
The public sector area has fdlen from 4.1 to 1.6 million ha, with privete ownership now
covering 90.4 per cent of the land. The average private acreage has increased by 0.35 hato
7.93 ha, larger in the northern provinces averaging 15 ha, biggest in Szczecin and Olsztyn
averaging 20 ha, but Hill low by international standards especidly consdering the tail end of
smal productive units of under 2 ha.

9.4  Regional development promotion

In place of a regiond policy of budgetary transfers, Strategy for Poland promotes regiond
growth through regiond sdlf-determination and a degree of financid autonomy. This approach
mobilizes loca entrepreneurship and other resources, establishes loca control over economic
processes and, by both means, is expected to raise economic efficiency and sdf-reliance. An
example of this gpproach is the regiond restructuring contract negotiated for Slesia. These
policies follow closdy the EU approach, which dso promotes initiative from below, and
integrated approaches, as well asfar deeper interventions by 'regiona development planning'.

While in 1992 gross indudtrid output was risng in less than two-thirds of Poland's 49
voivodships, by 1994 it rose in dl voivodships except one; the dispersion of regiona growth
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rates declined; the proportion of voivodships experiencing double digit growth surged from
one quarter to two thirds (OECD 1997).

95 Tradeorientation

As envisaged in Strategy, foreign trade expanson has been the driving force for growth. In
1993-95 the volume of exports and imports of goods and non-factor services rose by 34 and
37 per cent respectively (including the border trade discussed above), againgt a red GDP
growth of about 12.5 per cent. An increasing share of foreign trade has been accounted for by
outward processing — through which Poland's competitive advantage of low labour costs is
being redized: the importation of inputs processed in Poland and then re-exported reached 24
per cent of exports and 12 per cent of imports (respectively 82 and 62 per cent in light
indugtry). Together with the dominant weight of intermediate and investment goods, this puts a
reassuring complexion on the otherwise worrying recent surge of imports.

TABLE 7
GEOGRAPHIC DISTRIBUTION OF TRADE (TOTAL = 100)

1985 1989 1990 1991 1992 1993 1994 1995

Exports
EU 28.1 321 315 33.7 32.1 39.4 46.0 53.2
CEFTA 8.5 8.4 7.3 5.7 3.7 3.1 4.2 3.1
Rest of the world  65.3 62.6 61.2 60.6 64.2 57.5 49.8 43.7
- of which: FSU 21.4 21.4 25.2 23.0 13.9 9.1 6.6 5.8
Imports
EU 24.2 33.8 425 49.9 50.7 57.3 57.5 65.7
CEFTA 8.1 7.3 4.5 4.2 4.1 3.6 4.3 5.6
Rest of the world  77.0 82.5 70.4 67.8 57.1 73.9 60.8 45.1
- of which: FSU 22.4 35.5 23.6 17.0 14.5 21.8 17.9 18.3

Source: Drabek (1997).

Based on Direction of Trade Statistics (IMF) and national statistics. Note: European Union consists of the
current 15 member states throughout the period. FSU stands for Former Soviet Union.

Trade dructure has increasingly shifted towards the European Union, though through
differential growth rather than through the decline of trade with other areas. With respect to
1993 the share of the 15 present member states of the EU in 1995 had risen from 39.4 per
cent to 53.2 per cent of Polish exports, and from 57.3 to 65.7 per cent of Polish imports (see
Table 7 above). Another favourable aspect of Polish trade structure is the increasing share of
intrarindudtria trade in overdl trade, the so-cdled Grubd-Lloyd index which is regarded as
evidence of progress from dependence on primary products to a deeper and more mature
degree of integration related to technological relationships rather than naturd endowments. By
1992 the Polish Grubd-Lloyd index had regained the 1989 level of 0.42, risng to 0.45 in
1993 and 0.48 in 1995 (see Badone et al. 1996; Krzesniak and Macigewski 1996).
X SUSTAINABLE GROWTH
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The successful implementation of Strategy for Poland raises naturdly two fundamenta
questions. Firg, what are the main sources of Poland's growth and how is it related to
Strategy's policies? Second, how far, and how confidently, can Polish performance to date be
extrapolated into the future?

The dissection of growth sources by any method is dways farly dependent on somewhat
arbitrary assumptions. On the demand side, Polish economic growth has been led first by
exports and then by investment; in 1996-7 consumption has aso contributed to demand
growth. Supply factors, however, have been dominant: investment — induding FDI — started
growing again only in response to export-led income growth, which in turn would not have
been possible without both exceptiona productivity growth enhancing competitiveness and a
gregter respongveness of supply to the new opportunities. Productivity has been undoubtedly
enhanced by Strategy's policies for encouraging new smal and medium private enterprises,
improving corporate control of state companies (rather than the earlier ‘crestive destruction'
discussed above), establishing a positive feedback between labour productivity and earnings
(againg the adverse motivation induced by popiwek), following a strict and consstent fiscal
policy which has forced upon a reluctant NBP a fal in interest rates; and redirecting public
expenditure towards invessment — directly and indirectly through fiscal incertives. A mgor
source of productivity increases has been enterprise restructuring (Brada and Singh, quoted
above); further, a part of the unnecessary decline generated by early trangition policies has
been more easily recovered in the new climate of 1994-97. The fact that until recently Polish
growth was not dependent on FDI is now an dement of strength, and bound to be an
important factor in its sustainability.

Until now Poland has not faced the externd and domestic imbalances that usualy condrain
emerging economies. The externd congraint has been eased by the dramatic increase in
foreign investment. Possible worries about the trade baance are eased firs by the ill
sgnificant contribution of a surplus in border trade, then by fact that the current account
imbaance is contained, exports are growing fagter than GDP, and there is a high investment
component in imports. With hindsight, the foreign trade postulates of Strategy and Package
2000 were both overly pessmidtic in their belief that a trade surplus was needed to drive
growth, and overoptimigtic in the belief that such a trade surplus was possible,

Can Poland's vibrant economy replicate the Asan Tigers success? Like the high performers of
South East Asia, Poland — now a member of the OECD and WTO and an associate member
of the EU — has a highly educated labour force, proximity to rich markets and Strategic
investors, openness to investment and trade. Relaive endowments of natura resources are
comparable, better than Korea, not as good & Thailand or Maaysa Poland no longer has
difficult relations with a'big brother', such as that the South East Asan countries ill have with
China The Polish labour force grows more dowly — aso reducing investment requirements
without affecting relative prospects of future income per capita

Wages in Poland are rdatively low by European standards, but considerably higher than those
in Asa Aspirations of consumption catching up with richer neighbours make wages harder to
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contain and account for much lower, though rising, saving ratios than those in both Europe and
Asa— ahandicap with repect to Asian high performing economies (World Bank 1994).

In the short-medium, though, Poland gtill has some underutilized capita and infrastructure, and
great potentid for productivity growth from underutilized technology and know-how. In the
longer run, having regained and overtaken historical consumption levels, and with continued
gability and growth of capitad markets, savings ought to take off. While in 1993 Poland had a
saving ratio of 15.5 per cent, the net effect of a domestic rate of 16.5 per cent and a foreign
rate of -1 per cent, in 1996 these rates have risen respectively to 20.6, 18 and 2.6 per cent,
and in 1997 are poised to rise to 22.2, 18.4 and 3.8 per cent. The reduction in the share of
government revenue and expenditure in GDP, postulated in Strategy and being implemented
in the 1997 budget, should gradualy shorten the distance from the standards of high growth
Asian countries, leaving geater room for private domestic saving and investment. Foreign
investment, which could never have kick-started a recovery and the resumption of growth,
nevertheless has been responding very rapidly to growth acceeration during 1994-97;
government projections of cumulative FDI growing from US$14 billion in 1996 to an order of
magnitude of US$30 hillion by the year 2000 are close to the US$27 hillion expected by the
Economig Intdligence Unit.

Higher domestic and foreign savings do not need a policy of artificidly high red interest rates,
which only attract financia investment (with the drawbacks discussed above) and discourage
invesment in capacity expanson and new technology. Domestic and foreign savings and
investment are best driven by improved prospects of domestic growth and increased
integration into the European and the world economy (see next section).

The extraordinary incresse in foreign assets held by the Nationd Bank of Poland and other
finandd inditutions — which, as noted above, are well above IMF prudentia norms — should
enable Poland to meet, without difficulty, baance of payments condraints, at least in the
medium term.

The main obstacles to sustained economic progress in Poland are — as they have been in the
past — mainly political. The government codition, in spite — indeed paradoxically because — of
the lack of dternatives, indulges in frequent disputes. Electora concerns, populist promises,
uncooperative strategies, al make it more difficult to steer a steady course. Inthe discussion of
Package 2000 and the 1997 budget, the proposal to reduce income tax from the old rates of
21, 33 and 45 per cent to 20, 31 and 43 per cent in 1997 and 20, 30 and 40 as of 1998 was
amended by Sejm into a much greater reduction, to 17, 20, 33 per cent , while leaving the
highest rate unchanged at 45 per cent. This would have sgnificantly worsened the budgetary
deficit. The amendment was passed with the vote of the Union for Freedom (UW), despite its
proclamed support for market reform, and of the peasant party, the PSL, a government
codition party. The vote was fortunately reversed by the Senate, thanks to the determined
efforts of the Minister of Finance, but is indicative of the nature of the thrests to financid

Sability.
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Paradoxically, the very resumption and accderation of growth — which should have made it
esse to satidy riva dams — have reawakened those pent-up aspirations and clams which a
atime of deep criss are, at least partly, set asde. Populist temptations have dowed down the
reform of socid security and pensions, which is the greatest long-term problem for Poland,
caught in the scissors of arisng average pension now at 64 per cent of the average wage and
a fdling number of contributors per pensoner (by one-third in the last ten years). In early
1997, however, the reform programme prepared within Srategy for Poland was
provisondly accepted by the partners of the Tripartite Commisson for Socio-economic
Affars— government, employees and employers.

Despite condderable capacity restructuring there are dill great difficulties, especidly in
coamining, agriculture and banking. In the cod indudry it is ill necessary to close down a
number of mines, modernize the others, dismiss and redeploy 80,000-100,000 workers, at a
total cost of the order of US$2-3 hillion. In the banking sector Poland has dready executed a
successful financid restructuring of enterprises and banks, but further, dow and expensive,
consolidation is needed and is proceeding; the barks dready high share in stock exchange
capitdization is an obstacle to their faster privatization.

It is now widdy recognized, even by the Bretton Woods inditutions, that, in trangtion
economies, moderate inflation of the order of 20 per cent per year is difficult and coslly to
reduce, and is therefore tolerable if it is faling. Here Polish prospects depend on the Nationd
Bank of Poland's ahility to restrain monetary expanson. The combination of the NBPs high
interest rates, exchange rate crawling within afdling band and red revauation, and acquisition
of net reserves, have involved both expensive Sterilization and excess monetary expanson. An
independent NBP will have to give much greater condderation to the internationa implications
of its palicies.

Two conclusons can be drawn from these reflections. Fird, the question is not whether
Poland can rival South East Adan performance, but whether it can do it for the next twenty
years or only for another ten. Second, the obstacles on the way to sustainable growth are
technicaly managegble but politicaly serious; ultimately, the continuation and permanence of
successis subject to the wisdom and determination of Polish political leaders.

The need to fulfil the preconditions discussed above dready maps out the long-term evolution
of the Polish economy, or rather rules out a number of aternative modes. Clearly Poland must
avoid turning into a 'precocioudy mature welfare market economy’, with a stable and open
macroeconomy but with low investment and growth, higher open unemployment, and higher
welfare and pension costs than economies with comparable GDP per capita levels. While
aming a asustained growth performance, Poland cannot smply imitate the Asan tigers due to
the differences stressed above; in particular it cannot be guided by a benign developmenta
date, but be guided rather by what Jerzy Hausner cdls the ‘facilitating’ tate and by the
mobilization of locd initiatives.
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The modd explicitly and implicitly targeted by Strategy is rather a modern, mixed, West-
European market economy, shaped partly by policies already underway, partly by the growing

process of European integration and preparation for membership in the European Union and
European Monetary Union.



X1 EUROPEAN INTEGRATION

Poland, with the other signatories of the Visegrad Treaty of February 1991, led the way in the
gradud rapprochement with the European Union. The closer contacts aready obtained on the
eve of trangtion with a new generation of trade and cooperation agreements, and with the
extenson of the Sysem of Generd Preferences previoudy gpplicable only to developing
countries, were followed by the stipulation and implementation of Association Agreements.*
These acknowledged Poland's and other members unilatera wish to join the Community (asit
then was), without reciprocation, until the June 1993 Copenhagen summit which stated EU
readiness to consder all Associates as potentidl members. Accesson was subject to three
main conditions. implementation of a market economy and plurdist democracy; capacity to
cope with competitive pressure and market forces within the Union, and the willingness and
ability to take on al the obligations of membership, the so-cdled acquis communautaire. In
April 1994 Poland applied for membership in the European Union, together with Hungary and
ahead of al other Eastern gpplicants.

Srategy for Poland reaffirmed and srengthened Polish commitment to re-integrate into
Europe, not only through openness to trade and investment but through progressve
implementation of the conditions for formal and full membership of the EU, including the option
to join the planned European Monetary System in due course.

There are three main obgtacles to Polish membership of the EU — which are dso true in the
cae of most other trandtion economies. First there is the cost of extending to Polish
agriculture the full support of the EU Common Agriculturd Policy (CAP). The cost of
extending to the present ten central eastern European candidates (CEEC-10) the provisions of
CAP in its present form, which aready absorbs dmost 60 per cent of the EU budget, has
been cdculated by the European Commission to be of the order of 12 billion ECU per year
‘after a period of trangtion and adjustment’ (European Commission 1995), on the assumption
of enlargement in the year 2000. Others have estimated a much higher cost (37 billion ECU
per year according to Badwin 1994), which presumably includes the costs of such ‘trangition
and adjustment’. Moreover the extenson of CAP to the CEEC-10 would add, say, some 20
per cent to their consumer price index and raise the overdl average food surplus in the
enlarged EU. For Poland this difficulty implies the need for sgnificant consolidation and
restructuring of ts agriculturd sector — of the kind outlined in Strategy for Poland. On the
part of the EU this calls for an early radica reform of CAP, which is dready under increasing
pressure not only for the otherwise prohibitive cost of EU enlargement to the east but dso for

% These were labelled 'Europe’ Agreements to distinguish them from the looser association agreements
aready existing, for instance, with Cyprus and Malta.
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the next round of negotiations for world trade liberdization. Alternatively, an inordinately long
transition period could be envisaged for extending CAP to new members®

Second, there is the cost of extending to the new members the budgetary transfers for which
they would qualify under structura funds, cohesion funds and other headings. Central eastern
European countries — and Poland in particular — are both populous and relatively poor: in
1993 they represented only 8.6 per cent of tota GDP in the Union of twelve (at purchasing
power paritiesi.e. even without the downwards bias of undervaued exchange rates) againgt a
proportion of 29.4 per cent for their population (Barta and Richter 1996). Therefore the cost
of regiond trandfers would aso be substantid; together with that of the CAP, this would
represent an additiona burden of the order of 1-1.5 per cent of the Union's GDP; hence, the
particular importance of accelerating the growth of income per capita as postulated in the three
Strategy documents and implemented since 1994. In dollar terms a purchasing power parity
rates, during 1994-97 Polish GDP per capita has increased by as much as one third, to
around US$7,000, thus reducing the gap with the EU average. An early catching up will
depend on a continued ggnificantly higher growth rate, as envisaged in the Strategy
programmes.

Findly, EU enlargement raises the question — only too easily neglected — of the new members
readiness to be exposad to the full blast of EU competition, in view of the sheer indtitutional
and dructurd fragility of economies with inherited structurd problems and a 4ill ‘immeature
economic sysem (see Eawdl et al. 1997). The microeconomic and sectorad policies
envisaged by the Strategy documents (reviewed above in sections VI and 1X) are designed
to prepare Poland to meet these challenges.

The EU has preferred not to diversfy its gpproach among the eastern candidates for
accession, tregting them dl equdly for the time being. Smultaneous eastern accessions,
however, are no more plausible than the earlier presumption that al the countries of the Soviet
bloc would smultaneoudy reach the stage of full communism. On current trends a number of
countries such as Albania, Bulgaria, Romania, are visbly and progressvely diverging from the
fulfilment of the Copenhagen criteria for accesson, not to speak of the Maadtricht criteria for
EMU membership. By following the course mapped in Euro 2006 Poland can confidently
expect to be among the firg to join the EU, a a date that can be redigticaly placed around
2002.

Joining the EU — in the Copenhagen declaration of June 1993 — involves readiness to join the
European Monetary System. Once Poland is fully integrated into the European economy both
in its trade and in factor movements including labour, monetary integration is a relatively smal
sep, especidly for a government that has dready rdinquished any direct control over

% |n practice, this is happening already, with European Commission proposals for the enlargement (by 50
per cent) of tariff quotas and the further abatement (to 10 per cent) of such tariffs. Aslong asthe CAPisin
force, access to the EU market simply displaces EU domestic sales; as tariffs tend to zero and tariff quotas
stop biting, ultimately the costs of this policy tend to be just as high as those of the full extension of the
CAP to those countries.
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monetary and exchange rate polices and that would benefit from lower interest rates and a
more stable currency. Euro 2006 postulates Poland's commitment to be a full member of the
Union, including EMU, but there is no need to pre-empt the decison on when, and on what
terms, Poland should join. 'If Poland wants to fully benefit from membership of the
European Union, at the same time it must attempt to become a member of the deepest
form of its internal integration, which will be the Monetary Union' (emphasisin the text).
Thus Euro 2006 prepares Poland's option to join the European Monetary System — whenever
and in whatever form it will be redized — as soon as feasible which seems to be around the
year 2006. By that time Poland will be in a postion to take a finad decison — on the condition
that its experience with the first seven years or so of EMU operation, and the terms negotiated
by Poland, should be postively judged by the Polish people.

Lack of readiness on the part of either the EU, Poland or other new members, may demand a
particularly long period of trandtion to accession, for both the EU and especidly EMU, but the
posshility of early and full membership is the main concern of Euro 2006. There is no
conceivable merit, for instance, for Poland to opt out of the Socid Charter in return for
agreeing to a postponement of the free mobility of labour (as suggested by Sachs and Warner
1996): from the stance taken by Strategy and Euro 2006 both opt-outs are disadvantageous
to Poland.

The experience of the firgt round of EMU foundation-laying indicates the exceedingly high cost
of forcing the pace of monetary unification, with individua efforts to meet Maadtricht's stringent
criteria leading to a deep competitive recesson; hence the gradud preparations and soft
landing envisaged by Euro 2006.

Poland is aready meseting the Maadtricht criteria for fiscal convergence: budget deficit under 3
per cent of GDP over a year, public (domestic and external) debt under 60 per cent of a
year's GDP.%® Poland is il far from mesting the criteria for monetary convergence, under
which interest and inflation rates are to be kept within srict bounds of the average rates of the
three Union members with the most stable prices, and of a stable exchange rate (which
involves joining the European Monetary Mechanism and daying for two years within its
maximum bounds of variation). By the end of 1996 this would have required an inflation rate
of 2.6 per cent (1.5 per cent over the average rate of Finland, Holland and Germany) and an
interest rate of 8.7 per cent (2 per cent over that of the same countries) instead of over 20 per
cent. The zloty's crawling band exchange rate regime is far from the fixed band of the ERM,
though for a narrower band of variation (7 per cent either way instead of the 15 per cent
gpplicable to ERM members — except Germany and Holland who are committed to a mere
2.25 per cent).

% The Maastricht Treaty allows the fiscal thresholds to be exceeded for a short and even for a longer
period as long as the deficit is falling in a clear and regular manner. The Stabilization and Growth Pact
recently signed in Dublin defines the conditions under which a departure from these thresholds is
acceptable (automatically for adrop in GDP larger than 2 per cent, subject to negotiation for adrop of GDP
within therange 0.75-2 per cent) and penalties otherwise applicable.
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Table 4 maps out a process of continued satisfaction and eventua improvement of the fiscal
criteria, and of the steady decdleration of inflation down to below today's admissible threshold
of 2.6 per cent. Such a performance for the rate of inflation postulates the full cooperation of
the Nationd Bank of Poland and, in turn, given the fiscal stance, should alow the NBP to fulfil
the interest and exchange rate conditions.

A magor question for al prospective EU members from centrd eastern Europe, is

the extent to which adoption of the European Union's body of legidation and
case law — the acquis — will sunt Eastern growth and raise unemployment
rates. After dl, the EU's rules were designed for rich socia democracies with
extensve socia security systlems. They are thus unlikely to be gppropriate for
poorer but rapidy growing Eastern nations.... Quantifying such codts [of
enlargement for the Eadt] isimportant but seemingly impossible (Badwin et al.
1997).

The Polish Strategy postulates that any such costs can be contained and offset by pardlé
gains. Containment can be obtained by a variety of means trangtiond dilution; scaling down
commitments to Poland's income per head; placing caps on public outlays geared to the
acquis; catching up with richer but much more dowly growing members — a processwhich is
dready under way; last but not least, the net transfers from other member dtates, rooted not
only in solidarity but in ther enlightened sdif-interest. Edtimates of centrd-eastern new
members net gains from EU accesson vary from large to very large, but are not in doubt.
According to Badwin et al. (1997), for the 10 prospective members long-term gains range
between 2.5 billion and 30 hillion ECUs, plus farm and structura funds transfers between 23
billion and 50 billion ECUs. Poland's fair share of both the costs and benefits of accession is
till bound to represent an exceptiondly attractive rate of return.

Findly, the very need to meet the membership criteria and adopt the EU's acquis 'has helped
al central European government to resst specia interest calls for bad policy' (Baldwin et al.).
The prospect of accession is, therefore, a mgor factor in the implementation of Strategy-type
policies not only by the present government but aso by its successors, even in the legidature
dueto beginin 1997.
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Xl TOWARDSA NEW CONSENSUS

When the drategies and ideas expounded in this paper were formulated and implemented in
Poland, they were undoubtedly unfashionable and controversid, in contrast with the so-caled
"Washington consensus policies of conventional shock therapy. By 1997 there are widespread
sSgns that a new consensus is emerging, even in officid internationad circles, which is based
precisdly on the ideas implemented in Poland in 1994-96.

On the early recession, a digpassionate and authoritative source such as Bob Munddll states
unambiguoudy that 'early denids that the contractions were occurring have proven to be
incorrect’, and that in genera these contractions were due to ‘a bungle of economic policy on
an unprecedented scale (1995). Even an early supporter of the 1990 policy package,
Stanidaw Gomulka, by 1996 recognizes that, 'The percentage fdls in tota measured output in
mogt trangtion economies ... are much smaler but gill remain formidable after reasonable
corrections of the official data are made'; Poland is not claimed to be an exception.

On the rdlatively minor importance of privatizetion of State assets, relatively to the ‘organic
growth of the private sector, even Gomulka now accepts that, "'The single most important
factor underlying the congderable variation in the pace of recovery in the few countries which
experienced it by 1995-96 has been, on the supply sde, the initid size and the subsequent
growth of the de novo private sector...' (1996). Konings et al. (1996) dso find that Polish de
novo private firms account for the mgjor share of employment creation athough they represent
a gnd| fraction of existing employment. In this respect Poland has imitated a pattern familiar
from Chinese and Vietnamese experience. Why then the earlier rush to ‘creatively' destroy the
State sector and to give it away? Thanks to its multi-track approach, Poland is now recognized
to have avoided the adverse experience of other trangtion economies, such as the Czech
Republic and Russa, which have 'ended up with cloudy, crony-dominated sysemsin which
banks and company bosses keep each other comfortable, but create little vaue for
shareholders (The Economist 15 February 1997).

The earlier gpproach to inditution building, documented above (section 111), has given way to
much more informed and considered views. After central planners move out, Street traders
may move in, establishing those markets which Mancur Olson (1996) cdls 'self-enforcing
eementary markets — basicaly characterized by nonrecurring spot exchange. But those
markets associated with economic growth, involving long-term contracts and a transfer of
resources to risk-taking entrepreneurs, are different. These take both time and active
government policies, and a new role for the state: There cannot be private property without
government’ (Olson 1996). 'No-one messured the true depth of the collapse of dl
adminigrative dructures, the decomposition of the state which accompanied the collgpse of
the communigt system’ (IMF Managing Director Michd Camdessus, referring to Russig;
Financial Times 10 January 1997). Yet Eatwell et al. (1995: ch. 2) hed given ample and
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prominent space to that issue. These propositions presume not just less government a any
cost, but better government.

The EBRD Chief Economist, Nicholas Stern, also recognizes that,

The building of inditutions takes time. Clear exanmples are the financid and
legd indtitutions. Banks depend on specid sKills incdluding accounting, credit
andysis and the like. These depend on the establishment of relationships, track
records and working methods. Lega systems have to be first established and
then implemented. The anayss (ch. 6) of the Trandtion Report for 1995
shows that the implementation has been much wesker than the setting of legd
sructures themsdves. Smilar considerations gpply to competition policy and,
more generdly, to the changing role of the Sate ... (Stern 1996).

The latex EBRD Transition Report Update sresses that, 'Strengthening of exiging
institutions and policies, augmented by behavioural changes of private agents and
authorities, is essentid to yield sustained improvements in the investment dimate of the region’
(EBRD 1997: 23; emphasis added).

The importance of corporate governance — as opposed to the sheer transfer of property titles
— isnow being recognized even by the early supporters and practitioners of mass privatization,
such as Frydman and Rapaczynski (1994). Estrin (1996) reports that in Poland, as in
Hungary, the Czech Republic and Russia, there is no clear evidence that privatized enterprises
perform better than state enterprises which have not yet been privatized. 'For enterprises,
effective corporate governance will take time to establish.’ ... 'Restructuring itself will be a
maor and fundamentd task involving investment, hard decisions and didocation. It will be
much less painful if economic growth, effective corporate governance and well-functioning
safety nets are established' (Stern 1996). Konings et al. (1996) argue that good corporate
governance is essentia for recovery.

After the extreme laissez faire of the early trangtion, vaues of cooperation and solidarity are
being rediscovered. By January 1997, the billionaire financier George Soros, who played a
dgnificant rale in financidly supporting the transformation of communist into open Societies,
writes,

Although | have made a fortune in the financid markets, | now fear that the
untrammeled intendfication of laissez-faire capitdism and the spread of
market values into dl aress of life is endangering our open and democratic
society. ... Too much competition and too little cooperation can cause
intolerable inequities and ingtability (Soros 1997).

In the 1996 World Development Report, devoted to the trangtion, the World Bank now
emphasizes very strongly the need for socid consensus, 'Egtablishing a socia consensus will be
crucid for the long-term success of trangtion — cross-country analyses suggest that societies
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that are very unegua in terms of income or assets tend to be politically and socidly less sable
and to have lower rates of investment and growth'.

Intid fiscal overshooting had long been recognized even by the IMF: 'In some eastern
European countries there were substantia budget and current account surpluses in the early
dages of the reform programs, which might, ex post, suggest that macroeconomic policies
could have been less regtrictive’; (1992: 46; but there had been abundant ex ante warnings,
recalled by Kolodko 1992).

It is now widely accepted (for instance, in the World Bank 1996) that, in economies — like the
Polish economy — which are dill affected by structurd rigidities, such as formd and informal
indexation, and duggish supply response, once inflation has fallen well below a threshold of
about 40 per cent, attempts at gpeeding up disinflation would have had significant, perhaps
intolerable @S in any case higher than those of the moderate and fdling inflation actualy
experienced by Poland in the last years. What counts is that inflation should continue to fall
steadily and noticesbly, without ever accderating again.

The need to target a postive red interest rate, an unwarranted dogma in the early trangtion
and aruinous policy especidly when held during the later necessary stage of redl revauation, is
now forgotten as a determinant of savings in favour of more important factors such as
demographic trends, nationa pengions (retirement) policy, and overdl fisca and regulatory

policies. A consderate neglect of red interest rates is digplayed by Buiter et al. (1996) who
dress the importance of the permanent income and life-cycle hypothesis®’ Equally the 1996
EBRD Transition Report, which is actualy devoted to infrastructure and savings, stressesthe
role of rasing government savings (especidly through the overhauling and reform of socid

security and penson systems, and more broadly based taxation at lower rates) and the
development of contractua savings and life insurance. In this perspective, the early (and later)
trangtion stress on high and positive red interest rates is grosdy misplaced, with respect to the
more appropriate macroeconomic policy framework developed in Strategy for Poland.

Recently the fiscd and quas-fiscd activities of centra banks, notably in emerging economies
and especidly in post-communist economies, have attracted consderable attention (Fry
1993). In particular, the cogts of gterilization policies, which are the results of excessve interest
rate differentiads and/or of undervaued currencies, have recently come to the fore — for
ingance in the OECD country study of the Czech Republic (1996). It turns out that for a
consderable time the centrad banks of both Poland and the Czech Republic have wasted
about 1 per cent of GDP in their unfortunate sterilization policies (Nuti 1996; OECD 1996).
Thus what may have appeared to outsde observers as a chdlenge to the Nationa Bank of
Poland's independence on the part of the Polish Ministry of Finance turns out to be a well

" Within this framework, it is plausible for some 'target' savers to respond negatively to a higher interest
rate, which dlows them to achieve a given consumption transfer to the future at the cost of lower current
sacrifice; indeed this may be likely in an ageing economy like Poland. With higher real incomes and the
further fall ininflation, the real rate required to raisesavingsis bound to fall considerably.
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founded disagreement about both targets (inflation versus unemployment) and instruments
(interest rate versus monetary aggregates, exchange rate policy).

All these propogtions are now widely accepted. They are often offered as theoretica
propositions, while Poland has had and offers the advantage of direct operational experience.
Poland has now a great ded to give to other post-communist and emerging economies; an
initiative for setting up a 'Polish Know-how Fund' has dready attracted international attention
and support.

Myths may help men to bear and accept uncontrollable naturd adversties, but successful

srategies and experience — such as Poland clearly has today — are essentid to avoid, control
and overcome man-made adversities such as the avoidable costs of systemic transformations
which are gtill taking place € sewhere, and to make these transformations equally successtul.

52



REFERENCES

Amsden Alice, Bogdan Kochanowski and Lance Taylor. 1994. The market meets its
match. Cambridge, Mass.: Harvard UP.

Baka, Wlacydaw. 1995. On the question of central bank independence. Economic
Discussion Papers no. 10. Warsaw University Faculty of Economics Sciences. March.

Balcerowicz, Leszek. 1992. 800 Dni: Szok kontrolowany. Warsaw: BGW.

Badone, S, Fabio Sdogati and A. Zucchetti. 1996. 'From integration through trade in goods
to integration through trade in production processes? Evidence from OPT dtidtics.
Conference paper, Politecnico di Milano. 12-13 July.

Badwin, Richard E., Joseph F. Francois and Richard Portes. 1997. The costs and benefits of
eastern enlargement: The impact on the EU and centrd Europe. Economic Policy April.

Barta, Vit and Sandor Richter. 1996. Eastern enlargement of the European Union from a
western and eastern perspective WIHW Research Reports no. 227. Vienna. March.

Berg, Andrew. 1992. The logistics of privetization in Poland. In The transition in eastern
Europe, edited by O. Blanchard et al. Cambridge and Chicago: NBER and University of
Chicago Press.

Berg, Andrew and Jeffrey Sachs. 1992. Structurd adjustment and Internationa trade in
eastern Europe: The case of Poland. Economic Policy 14: 117-55. April.

Bhaduri, Amit and Kazimierz Laski. 1992. 'The relevance of Michd Kaecki today.' Vienna
WIIW. Mimeo.

Blanchard, Oliver, Kenneth Froot and Jeffrey Sachs. 1992. The transition in eastern
Europe. Cambridge and Chicago: NBER and University of Chicago Press.

Bofinger, Peter. 1994. Macroeconomic transformation in eastern Europe: The role of
monetary policy reconsdered. In Macroeconomic problems of transformation, edited by
H. Herr, S. Tober and A. Wedtfa. Aldershot: Edward Elgar.

Bokros, Lajos. 1996. Stahilization without recesson: the success of a long awaited financia
adjustment in Hungary'. Conference Paper. Helsinki: UNU/WIDER, November.

Bordes, Christian, David Currie and Hans Tson Soderstrom. 1993. Three assessment of
Finland's economic crisis and economic policy. Hesinki: Bank of Finland.

Brezinski, Horst and Michadl Fritsch. 1995. Transformation: The shocking German way'.
ASSA Conference paper. Washington, DC.

Buiter, Willem H., Ricardo Lago and Nicholas Stern. 1996. Promoting an effective mar ket
economy in a changing world. CEPR Discussion Paper no. 1468. London. October.

53



Cavo, G. A. and F. Coriceli. 1993. Output collapse in eastern Europe. IMF Staff Papers
vol. 40 no. 1: 32-52.

Currie, David. 1993. The Finnish economic crigs andyss and prescription. In Three
assessment of Finland's economic crisis and economic policy, edited by Christian Bordes
et al. Hesnki: Bank of Finland.

Czyzewski, Adam B., Witold M. Orlowski and Leszek Zienkowski. 1996. 'Country Study for
Poland — A comparative study of causes of output decline in trangtion economies. Third
Workshop on Output Declinein Eastern Europe. Prague. April 12-13.

De Crombrugge, Alain and David Lipton. 1992. The Government Budget and the Economic
Transformation of Poland. The transition in eastern Europe, edited by O. Blanchard et al.
Cambridge and Chicago: NBER and University of Chicago Press.

De Mo, Martha, Cevdet Denizer and Alan Gelb. 1995. 'From plan to market: patterns of
trangition. Conference paper. Dubrovnik. June.

. 1996. 'From Plan to Market'. OECD/CCET Colloquium. Peris. 29-30 May.

Drabek, Zdenek. 1997. 'Regiona and sub-regiond integration in centra and eastern Europe:
An overview'. Conference Paper. Prague. 13-14 January.

Eatwell, John, Michael Ellman, Mats Karlsson, D. Mario Nuti and Judith Shapiro. 1995.
Transformation and integration: Shaping the future of Central Eastern Europe. London:
IPPR.

. 1997. Solidarity and the National Interest: The Political Economy of EU
Enlargement to the East. London: IPPR.

EBRD-European Bank for Reconstruction and Development. 1996. Transition Report 1996
— Infrastructure and Savings. London. November.

. 1997. Transition Report Update London. April.
Estrin, Saul. 1996. 'How to privatize. LBS. Mimeo.

Fry, Maxwell. 1993. The fiscal abuse of central banks. IMF Working Paper 93/58.
Washington, DC.

Frydman, Roman and Andrze Rapaczynski. 1994. |s privatisation working? Open Society
News. New Y ork. summer.

Gerschenkron, A. 1947. The Soviet indices of indudtria production. The Review of
Economic Satistics XXIX 4: 217-26.

Gomulka, Stanislaw. 1993. 'Economic and political congtraints during trangtion’. LSE. Mimeo.

1996. 'Causes of output decline, sources of recovery and prospects for
growth in trangtion economies. L SE. December. Mimeo.

Gray, John. 1994. 'Post-communist societies in trangtion: A socid market perspective. The
Socia Market Foundation. London. February.

Hausner, Jerzy. 1996. Jaki Ustroj? Gospodarka i Przyszlosc April.



Hayek, Friedrich. 1992. The Fatal Conceit. London.

Herr, H., S. Tober and A. Westfa (eds). 1994. Macroeconomic problems of
transformation. Aldershot: Edward Elgar.

IMF. 1992. World Economic Outlook. Washington, DC. October.

Kaufmann, Danid and Aleksander Kdiberda 1995. 'Integrating the unofficid economy into
the dynamics of post-socidist economies. a framework of analysis and evidence. Mimeo.
World Bank. Kiev. December.

Kolodko, Grzegorz W. 1989. Reform, stabilization policies and economic adjustment in
Poland. WIDER Working Papers WP 51. Helsinki: UNU/WIDER.

. 1992. 'From output collapse to sustainable growth in trangtion economies -
the fisca implications. December. Washington, DC: IMF.

1993a. Kwadratura pieciokata - Od zalamania gospodarczego do
trwalego wzrostu, Warsaw: Poltext.

. 1993b. Stahilization, recession and growth in post-socialist economy. IF
Working Paper no. 29. Warsaw.

1994. Strategia dla Polski. Warsaw: Poltext.
1996. Poland 2000 - The New Economic Strategy. Warsaw: Poltext.

1997. Euro 2006. Poland on the path to European Monetary Union. IF
Working Paper no. 53. Warsaw.

Konings, Jozef, Herbert Lehmann and Mark E. Schaffer. 1996. Job cregtion and job
dedtruction in a trangtion economy: ownership, firm sze and gross job flows in Polish
manufacturing 1988-91. Labour Economics 3: 299-317.

Krzesniek, Arkadiusz and Wojciech Macigewski. 1996. ‘Implications of trade policy
liberdization for Poland's trade with the European Union'. Conference Paper. Politecnico di
Milano. 12-13 duly.

Munddll, Robet A. 1995. 'Great contractions in trandtion economies. First Dubrovnik
Conference on Trangtion Economies. 8-9 June.

Nijsse, Erwin and Elmer Sterken. 1996. Shortages, interest rates, and money demand in
Poland 1969-1995. CSSO Series no. 25.

Nuti, D. Mario. 1990. Internad and internationa implications of monetary disequilibrium in
Poland. European Economy. CEC Brussals no. 43 March: 169-82.

1991. Lessons from Polish dabilization programme, 1-1-90/30-6-91.
Florence: EUI; shorter Polish version 'Dekaog i antydekadog' in Zycie Gospodarcze no.25:1
and 4. 23 July 1991.

1996. Inflation, interest and exchange rates in the trangtion. The Economics
of Transition 4 (1): 137-58.

55



1996. European Community response to the Trangtion: Aid, Trade Access,
Enlargement. The Economics of Transition 4( 2): 503-11. October.

Nuti, D. Mario. 1996. 'Exchange rate and monetary policy in Poland, 1994-96 — OR The
case for privatising the National Bank of Poland'. Conference Paper. Helsinki: UNU/WIDER.
13-15 November.

1997. Employee ownership in Polish privetizations. In Privatization surprises
in transition economies - Employee ownership in central and eastern Europe. edited by
Milica Uvdic and Danid Vaugham-Whitehead. Aldershot: Edward Elgar.

Nuti, D. Mario and Richard Portes. 1993. Centra Europe: the way forward. In Economic
transformation in central Europe, edited by Richard Portes. Officid publications of the
European Communities. Luxembourg, and London: CEPR.

OECD. 1992. Poland, OECD Economic Surveys. Paris.
1996. Czechodovakia, OECD Economic Surveys. Paris.
1997. Poland, OECD Economic Surveys. Paris.

Olson, Mancur. 1996. Capitdism, socialism and dictatorship.

Osband, K. 1992. Index number biases during price liberalization. IMF Staff Papers vol.
39: 287-309. June.

Portes, Richard (ed.) 1993. Economic transformation in central Europe. Offidd
publications of the European Communities. Luxembourg, and London: CEPR

Poznanski, Kazimierz Z. 1996. Poland's protracted transition. Cambridge: CUP.

Rapacki, Ryszard and Susan J. Linz. 1992. Privatization in transition economies. Case
study of Poland. Econometric and Economic Theory Papers, no. 9011. Department of
Economics, Michigan State University.

Robinson, Anthony. 1997. Socidism of Left and Right. Financial Times Supplement on
Poland. 26 March: iv.

Rosti, Dariusz. 1994. Output decline during trandtion from plan to market: a recongderation.
The Economics of Transition 2 (4): 419-41.

Sachs, Jeffrey D. 1991. 'Accderating privatization in eastern Europe: the case of Poland.
World Bank Conference on Development Economics. Washington, DC. April.

1993. Poland's jump to the market economy. Cambridge, Mass.: MIT
Press.

Sachs, Jeffrey D. and Andrew W. Warner. 1996. Achieving rapid growth in the transition
economies of central Europe. Ostekonoska Ingtitutet Working Paper no 116. Stockholm.
November.

Schaffer, Mark E. 1992. The enterprise sector and emergence of the Polish fiscal crisis
1990-91. CEP Working Paper no. 280. September.

56



Somogyi, Laszlo. 1993. The Political Economy of the Transition Process in Eastern
Europe. Aldershot: Edward Elgar.

Soros, George. 1997. The capitalist threat. The Atlantic Monthly. February.

Stern, Nicholas. 1996. The trangtion in eastern Europe and the former Soviet Union: some
strategc lessons from the experience of 25 countries over 6 years. OECD/CCET
Collogquium. Paris. 29-30 May.

Uvdic, Milica and Danid Vaugham-Whitehead (eds). 1997. Privatization surprises in
transition economies - Employee ownership in central and eastern Europe. Aldershot:
Edward Elgar.

Walker, Rachadl. 1996. The problems of measuring output decline during the trangtion in
central eastern Europe. London: The City University. Mimeo.

Williamson, John. 1993. Why did output fal in eastern Europe. In The Political Economy of
the Transition Process in Eastern Europe, edited by L. Somogyi. Aldershot: Edward Elgar.

World Bank. 1994. The East Asian economic miracle: Economic growth and public
policy. World Development Report. Washington, DC.

. 1996. World Development Report 1996 — From Plan to Market.
Washington, DC.

57



