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Polish Hyperinflation And Stabilization 1989-1990

Grzegorz W. Kolodko
Introduction

In the latter half of the Eighties, inflationary processesata®d underwent an ever
greater intensification. Their characteristic feature viwes garallel existence of both price
inflation and shortages. In the second half of 1989 near hypenflatas reached. The
economic situation was one of extreme disequilibrium, a recessiomaradpexternal debt
was growing. Against this background - after the politicabktterough of summer 1989- an
economic programme was developed based on two approaches. Themedtad radical
acceleration of previously initiated market-oriented institulionhanges. The second
approach consisted of a fundamental change in economic policy in favdiscalf and
monetary instruments.

Based on these premises, the Polish version of an orthodox stalpiligeagramme
was worked out and received the approval of the International MonEtamg. After
preparations lasting several months, its implementation commenced at ti@rgegf 1990.

In this paper, some of the processes leading to the elaboratiba pfogramme, its
assumptions and implementation, as well as the effects obtairfad soe discussed. These
have been rather unfavourable. A high rate of inflation still persiBie previously
dominating trade-off of inflation versus shortage, typical of reéatsocialist economies, has
been replaced by another dilemma: inflation versus recessionlafibe constitutes the
greatest threat to the success of the stabilisation packagefdrkein this paper some of the
directions and instruments necessary for future modification o$ttimlisation programme
are put forward.

1. Sourcesof Inflation in Poland
1.1 Inflationary Processes in the Eighties

The origins of the intensified inflationary processes in Poland luktk to the mid-
Seventies. The inefficient economic system and wrong policies on ok &ad external
price shocks, on the other, led to an ever greater intensificatitmtbfcost and demand
inflation. But until the end of the decade the inflation rate did not exceed one-digit leve

A marked acceleration of inflation took place at the beginning ohsmi980 as a
result of the simultaneous appearance of a dynamic wage risanamcdonomic crisis. The
inflation rate was particularly high in 1982 but in the following pernisdrate gradually
declined to less than 15 % in 1985. It is also worth noting that thedpieam 1982 through
to 1985-86 was characterised by a relatively high economic grotethatthough this growth
rate was referred to the critical breakdown of 1979-82, when theapéa GDP had dropped
by almost one third.
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But in the latter half of the 1980s inflationary processes visibbglerated once more.
The price inflation (open inflation) rate went up from 15 % in 1985 t&6h 1988. At the
same time, economic growth slowed down. The trend of both these processes becgere stron
and stronger, this being particularly apparent in 1989 (see Figure2).aRais, among other
things, was the source of the mounting tide of social dissatmfiasfiich led not only to the



resignation of the government, which took place in September 1988, buttoaldee
fundamental institutional and political breakthrough in the summer and autumn of 1989.

Thus, in the 1980s, several different periods can be distinguishedthieomoint of
view of the dynamics of price inflation processes. The firsteottended from summer 1980
to the end of 1981. Next, a shock price rise took place in February Iff82omsequences
bearing on the whole year. Then, between 1983 and 1986 a gradual reduthienate of
inflation followed, after which we witnessed a renewed accéeratarting in 1986 and
lasting until mid-198%

1.2 Failed Sabilization Attempts

Throughout the past decade, a number of attempts at stabilisatiofhd®venade.
The most spectacular was the 1982 reform which among other thgujedein a fall in real
wages by up to 25 per cent. The general price level rosstatka by over 100 per cent after
which some adjustment followed, mainly with regard to the householdardéna real
reduction in household sector money reserves and limitation of thessegaidity of
enterprises. But then, starting in August, after a dramatickdogan because of demand
barriers in the preceding months, the economy managed to regamdadwards growth. It
started to grow once more and a process of inflation rate reduction was initiated.

However, in the mid-80s, the reform process lost its original momenhstitutional
changes were insufficient and inconsistently implemented. Econonsequdiibrium
intensified once more, additional inflationary factors appeared (ircpkatia permanent trade
balance surplus from 1982 on), and social support for the reform was.fadso the drive
behind the economy was losing its intensity and this led to recessarting in May 1989
(although viewed on the scale of the entire year the decline in iiradiygbduction was still
insignificant).

It was against this background that successive attempts alisataim and anti-
inflationary measures were taken. In particular, the "Governmem@lementation
Programme for the Second Stage of the Economic Reforms" antPtbgramme for
Strengthening the Currency" were developed in autumn 1987. Theelspierially was a sort
of stabilisation package. However it was not fully consistent viaghformer which focused
mainly on institutional transformations. Insufficient coordination betwhe two plans and
in particular, difficulties in blocking the rise of wages in compéing for the rise of prices
led to the failure of these incoherent attempts at stabdisaflanned to be 44.5 % in 1988,
the inflation rate in effect exceeded 61 %. Shortages wergyatsng worse. In addition, the
dynamics of production continued to decline and the level of external debt grew ingessant

1.3 The Shortageflation Syndrome

A specific feature of inflation in the socialist economy has hieeruality. This
consists in the simultaneous appearance of open and represagdnn®While the former, in
socialist economies typically finds expression in the rise ofytreeral price level, the latter
finds expression in shortages, equally typical of socialist economies phenomenon -
known as shortage-flation [Kolodko G.W. and W.W. McMahon, 1987]- has specific
implications for stabilisation policy, since not only price stahilen, but also the elimination
of shortages must be sought during its implementation. So the prabteore complex than
in market-type economies where shortages do not appear.



The shortageflation syndrome can be interpreted in two wayslyFiestcertain
analogy emerges with the inflation versus unemployment alieendgescribed by the Phillips
curve. In the case of a centrally planned economy with full empmayra similar dilemma
regards the possibility (and scope) of the trade-off betweesctide of the price rise and the
level of shortage. However this sort of trade-off comes into faaghort periods and only
with regard to particular sub-markets, since, over a longer pent@mthe macroeconomic
scale, the shortage will reproduce itself at an even higherdéwests, incomes and prices.
To block this specific process requires certain institutional clsangearket-oriented
restructuring of the economy and re-monetisation of economic relgtiass well as
appropriate modifications of economic policy, especially shifting tocus away from a
"prices and incomes policy” (meaning here also its libextadis) towards a fiscal and
monetary policy [Kolodko G.W., 1990].

Secondly, the shortageflation syndrome is to be interpreted @soe@ess of
simultaneous intensification of both price and repressed inflation. rAsudt of maintaining
soft budgetary constraints for economic agents (especially fentieeprise sector), there is a
simultaneous increase in both the shortage level and the inflaorSrath processes have, in
the latter half of the Eighties been typical of inflation in m&stialist countries, including
China and the Soviet Union.

Since 1985, these have been the type of processes which could be setndh P
Since 1985, the price inflation rate has been rising (from 15 % in d98%4t% in 1989) and
at the same time, shortages have been intensifying. This apjpamadox can easily be
explained given the differential dynamics of nominal and real fldmvsther words, in spite
of an ever lower rate of growth (and in 1989 a decline in absolutes)ef production and
supply, nominal incomes (especially wages) -apart from in 1987- gueegsantly at a more
rapid pace than the level of prices. Since there was no capdikdet which could have
absorbed the excess demand flow, the state of disequilibrium deepespitei of an ever
quicker price rise.

Of course, the shortageflation syndrome described above must noelpetdad as
meaning that economic policy could have arbitrarily manipulated the inflaierof prices or
resources by choosing alternately now a higher price level,angreater shortage, with all
the implications in the sphere of goods, capital and labour allocatiororBilite other hand,
there were always some possibilities of controlling the muglation between repressed and
open inflation. However, incorrect policy in this regard finally Wmbcause of existing
systemic and structural conditions- to the growth of both forms of inflationarggsoc

1.4 Induced Hyperinflation

The sources of hyperinflatibnin Poland were already accumulating since the
beginning of 1988. Inflation was visibly accelerated by the soetdjdeices and incomes”
operation of February 1988. It was to facilitate the execution ef "tmplementation
Programme of the Second Stage of Economic Reform". This wash@eatase, however.
Instead of the intended reduction in the average wage level by abdstthdse was a rise of
as much as 13 %, while supply was insufficient in real terms. Tgdsto further
destabilisation and considerably strengthened the influence of deammhdost inflation
(excessive increases in labour costs). Price inflation aeteteconsiderably, and shortages
were growing. And the government to an ever larger extent begioge control over
inflationary processes.



Another strong impulse towards hyperinflation was the rapidly evong condition of
the state budget, among other things because the state raibedtwictive effect, purchase
prices for agricultural products. This obviously wrong decision wi® 4many other
economic decisions in Poland- mainly motivated by political considesatand strongly
contributed to the quickening of inflation. Throughout 1989, the budget disequilibvasm
increasing, and for many reasons [Raport, 1990]. Inflationary buelge¢nditure was
growing excessively, especially for subsidies to statesg@cbduction increasingly showing
a loss. On the other hand, because of the adoption of wrong systamignsoand low fiscal
discipline, budget revenues were (in real terms) lower than planned.

Polish hyperinflation was mainly provoked by two decisions takea @sult of the
Round Table negotiations [Kolodko G.W., 1989a]. Here the unprepared, so-called
"marketisation” of agriculture (in August 1989) and the "generglevamd income indexation
system" forced through by Solidarity for political reasons are intended'nfdr&etisation” of
agriculture consisted almost exclusively of the liberalisatioretail food prices and of profit
margins in the food trade, without the necessary previous de-monopolisessures in the
areas of trade in agricultural products and the supply of agnieulith means of production.
This operation contributed greatly to the August price rise of 4 t& in comparison with
July. The accelerated price inflation process was additiofadjed by the effects of full
indexation which gave an extremely powerful impulse to wage imflahnd to current
demand. The first corrections to the faulty and destructive indexatgiam were made soon
after the take-over of power by Solidarity.

Apart from these -and some other- sources of hyperinflation whichmase call
technical, there were also some wider causes. So it is posgblguess that the
hyperinflationary option was deliberately chosen for the following reasons.

Firstly, the conviction that the suffering caused by hyperioftatvould foster the
population's readiness to bear the inevitable cost of a shock therapy fosatialnili

Secondly, the belief that escape from hyperinflation -under nediacumstances,
presumably to be found in Poland- would be relatively easier thapedoom galloping
inflation combined with shortages.

Thirdly, hyperinflation would facilitate (and this did actuatgppen) the depreciation
of monetary resources accumulated by economic agents (parichiathouseholds) and
generally reduce excessive financial liquidity in the economy.

Fourthly, the justified conviction that in a hyperinflationary eorment it would be
easier to lower the real income level of households, although themepiation of this
assumption was not spread equally over different months.

Fifth and finally, the premises defined above as technical having fodgnmet,
hyperinflation was a conscious choice for an interim period becatisearket-oriented
systemic transformations, since on this occasion, certain indisgpenserket options of
economic policy could be initiated which otherwise would have been eiradifficult, if
not impossible. Here we are referring to a reduction in thie e¢asubsidies and budgetary
redistribution, the introduction of partial currency convertibility, the im@etation of capital
and labour market elements, the initiation of the privatisation process, etc.



To sum up, it must be stated that the hyperinflation which startBdland during the
summer of 1989 was to a large extent induced, since its techaicsds alone -in spite of the
price explosion already in August- in September could still haee beought under control
or at least radically neutralised. The choice of using inflatorcurb inflation was also
encouraged by the practical situation, especially the coincidefnaechange of government
and an outbreak of rampant inflationary processes happening at the same time.

2. Economic Disequilibrium

The steady worsening of the situation in the latter half of 1880s found its
expression, among other things, in a deepening economic disequilibriuch afiected
practically all sectors of the economy. In spite of the &iginer inflation rate, disequilibrium
grew in the goods and consumption services markets. In this cagera/éealing with both a
disequilibrium of flows (the inflationary gap opened being "filled'pest by the increment in
compulsory household savings) and a resource disequilibrium in the shdpe suf-¢alled
inflationary overhang i.e. resources reflecting the excgssdity of the household sector at
the given time (with the given real supply, demand and price 1&vels)

In a similar state of pronounced disequilibrium were the investraed labour
sectors. In both these areas, too, a surplus demand typical of thiksseconomy existed
which -in the face of the lack of efficient market allocatioould not be balanced by the
available supply of means of production.

A concise expression of the internal disequilibrium was the Istatget deficit, which
-as stated above- almost led to budget breakdown in mid-1989. Towards tbetkadast
decade, and in particular in 1989, the so-called Oliviera-Tanzitdffaozi V., 1977] made
its appearance. It consists of the fact that, in the face pérmflationary trends, tax
remittances by economic agents are more and more delayedaithikesame time, pressures
for advanced disbursements from the budget, mainly for public rsegfenses, become
increasingly insistent (and often more effective). As a result, the bddfieit becomes larger
and this in turn pushes up the inflation rate. This fact must becylarty stressed, since
during the elaboration of the stabilisation package in Poland the délosuglysindicated the
inflated and ever bigger budget deficit as one of the sourdefiaifon, while neglecting the
fact that there was also a very strong opposite relation sthatsay, it was galloping inflation
turning into hyperinflation that led to the ever growing budget disbgum level. A
unilateral approach to this problem and underestimation of the importdnite above-
mentioned effect greatly influenced the final shape of thelist@imn programme, in which
the necessity of a fully balanced budget was recognised to bef dhe prime intermediate
objectives in combating inflation and this equilibrium was to beexeld by placing a very
heavy fiscal burden of the enterprise sector (including private ers&esjpri

The economic disequilibrium had its external dimension too. Polishgforebt in
convertible currencies doubled in the 1980s. It grew from about US$ 20bn ind &&tre
than US$ 41bn at the end of 1988, and this in spite of repayments which aintmuab®ut
US$ 20bn over this period. It must be stressed that this was poswilig to a sustained
trade balance surplus between 1982 and 1989 as well as to the pamitsfertbalance. At
the same time however, the positive trade balance exerieflaimnary pressure. In 1990, it
will be negative again, or at least the government's economic programme assumes



Apart from the dollar debt, Poland's debt expressed in transtdsleso grew
considerably in the last decade. At the beginning of 1990 it was Rb Jisrdebt is almost
entirely with the Soviet Union.

3. TheOrthodox Shock - January 1990
3.1 New Environment

The Polish economic stabilisation programme which has been undergoing
implementation since the beginning of 1990 can be seen as a niess successful attempt
to apply orthodox International Monetary Fund methods to the conditionsandPobncisely
illustrated above. Numerous difficulties in applying IMF orthodoxy elhis a prerequisite
for signing a stand-by agreement with this organisation whictyrminfluences the whole
sphere of Poland's financial relations with the West- result@dlynfrom the need to allow
for the existing severe disequilibrium, and in particular for the manifold shertage

Notwithstanding all this, it must be stressed that the econpaukage presented by
the new government was, to a large extent, a continuation of meaghiots had already
been taken earlier. The basic difference consisted less in dherec side of the problem
than in its political aspects; and this was true in both tregriat and external dimensions,
since the political situation had radically changed. The new atiésohiave immense popular
support at their disposal which makes the implementation of theculiffeconomic
programme possible, but at the same time, creates the dantgeoweéiheating by applying
an excessively restrictive financial policy.

On the external front however, Western attitudes towards Poland umaergone
complete reversal. The West has decidedly approved the direction@ndfgolish reforms.
What is more, its attitude to Polish debt service also changeparticular, the IMF has
departed from the requirement of a two-year deadline for hatartbe current account
balance, while accepting that higher priority must be givemtiernal equilibrium. In this
connection, the situation with respect to external aid has als@ethainstead of a net
negative capital transfer amounting to US$ 1.5-2 bn yearly (as iropeeyears), a US$ 2bn
net capital inflow can be expected in 1990.

In sum, implementation of the hard economic programme has encounteredonie the
hand, social acceptance of a drastic therapy that reducesages &nd living standards, and
on the other, economic support from the West for implementation of thegoesvnment's
economic programme. Under these circumstances, after sewerdhs of preparations,
implementation of the stabilisation programme was set in motion at the beginning of 1990.

3.2 Aims of the Sabilization Programm.
3.2.1. Sate Budget

The stabilisation programme envisages balancing the statetbndf990. This is to
be achieved mainly by a radical limitation -and in many casmaplete abolition- of
subsidies. Their share of state expenditure is to fall from about 36 per cent in 168atth4
per cent in 1990. The state budget equilibrium is also to be helpechdrgved fiscal
discipline, a ban on the contraction of interest and non-interest péaains from the central
bank, (intermediate crediting on commercial terms must not exceed 4 per cerbuddie¢ in
the first quarter of the year and 2 per cent in the followingtgrs) and substantial reduction



or elimination of previously numerous tax exemptions. The institutiggubfic debt is also
introduced. An issue of government bonds amounting to ZL 4.1 trillion (as cedwwéh ZL

197 trillion of the budget on both sides) is planned. The bonds will be exchamgddhfes in
privatised state enterpri$ed\lso, emissions of short-term treasury bonds must not exceed 4
per cent of the total budget.

3.2.2. Prices

Prices have, to a large extent, been liberalised. However, begiening of 1990, 14
per cent of prices (in terms of value) were still directy by the state. This mainly regarded
the prices of energy, transportation, housing, medicines and thpeshesort of milk. In
addition, about 10 per cent of prices are subject to a sort of indiegetcontrol. This consists
of an obligation to inform the tax authorities of intended price ise®and the increases can
then be postponed, although for no longer than three months.

Particularly important from the economic point of view -but at thees time very
painful from the social point of view- have been the corrective adgrgsrof the price of
energy. The retail price of coal rose overnight by up to seversltilectric power rose
twofold, and prices for liquid fuels doubled. The move in prices induced thésetalled
corrective inflation. In January it was planned to amount to 45 per(icecomparison with
the average price level in December). As a matter of cotlmseinflation rate must also have
been a result of general price liberalisation as well asr alkeisions made under the
stabilisation package, especially with respect to the rate of intexkth@ exchange rate.

3.2.3. Monetary Policy

It has been assumed that the budget equilibration measures and priceéitenalvill
not lead to hyperinflation if the whole economic and financial sysienmadequately
"anchored". Under the Polish stabilisation programme the folloviaetprs are of special
importance as so-called anchors (stabilisers):

a) a hard budgetary policy (both on the side of rigourous revenue enércand on the
side of severe economic discipline with regard to expenditure);

b) a restrictive monetary policy;

c) a quasi-freeze on wages; and d) a uniform and fixed exchange rate.

As for monetary policy, a positive real interest rate has hesamed to be practically
the sole instrument for controlling money supply to the national economy. At the saané ti
was accepted that the requirement regarding this real ratel woubpply to each individual
month, but in the initial phase of programme implementation, torstegliarter of 1990 as a
whole. The interest rate is to be changed every month, being kéet loeginning as little as
possible below the inflation rate and later, somewhat above it. Tlieutollowing interest
rates (basic interest rates on refinancing credits fromeaht&rat bank) were adopted for the
first three consecutive months: 36 % for January, 20 % for Febanary}0 % for March. Of
course an inconsistency is immediately evident here becausa tgeénterest rates adopted
for these months- the average interest rate for the whole rtioet: period could not be
positive in real terms. This especially regards the depositheofhbusehold sector. But
another more serious objection arises, since it is doubtful whetidegr such circumstances,
a positive real interest rate is really needed. Under condibbngry high inflation and
currency substitution, an interest rate high enough in comparisbrtheitexpected inflation
rate would be quite sufficient to bring about the necessary reductiredit demand on the



one hand, and to maintain the propensity of economic agents towards saving, on the other.
3.24. Wage Restrictions

After heated debates at the end of 1989, it was decided that theik medtler be a
full wage freeze nor the use of a compensatory mechanism avileof 0.8 of the cost of
living increase, as had been the case, with certain modiinsatin the fourth quarter of last
year. It can be assumed that it was only as a result om@ €£ompromise between the
requests of the trade unions and the expectations of internatiomaidiinastitutions that the
principle of wage fund (and not individual wages) indexation at the rate of inflatitiipied
by 0.3 in January, by 0.2 in the following three months and later by 0.5 was adopted.

Coefficients constructed in the above way allow the wage fund engamprise to be
raised (as far as allowed by its financial condition in th& eeonomic environment) by the
real inflation rate multiplied by an appropriate index. Thus, mugiemigs on inflationary
expectations and on the credibility of the inflation rate fordoashe government, because if
the admissible wage fund increase is exceeded by less thesn ghrcentage points, the
enterprise will pay a penalty tax amounting to 200 per cent oéssxpayments; if the
permitted limit is exceeded by more than three percentage poamislty taxation is as much
as 500 per cent for each additional point of excess payments. In @adisbmic jargon this
type of solution is usually called the "wane guillotine". Sucholat®n permits either a
greater rise in the wage fund than would result from the offfoi@cast as to the inflation
level (if management of the enterprise can predict with mareracy the general dynamics
of price levels) or an appropriate ex post regulation (coo@ctvhen the real inflation rate
becomes known. It is easy to see that this sort of wage policy tool funictisnch a way that
the higher the inflation rate the greater the reduction in the real waaelteview of the very
high inflation rate during the initial implementation period of steilisation programme, the
extremely restrictive character of this mechanism must be siresse

3.2.5. Exchange Rate

One of the main nominal anchors in the stabilisation programme exttange rate.
For many years, the Polish economy was practically a twormyreconomy and the US
dollar still plays a very important role, especially withpest to households. They still keep
(at the present exchange rate) more than half their moneycbalanhard currency. So the
scope of currency substitution is still very wide. A specifictdea of the economic and
financial system was the extreme, rarely encountered differbetween the market price of
the dollar (until March 1989 i.e. the start of the exchange ratealig&tion policy it was a
black market price) and the official one. On the long-term @eetiaeir ratio was usually 4-
5:1.

In September the official (bank) exchange rate was still 8hly;400, and at the end
of the year, because of galloping inflation it reached the 6,000 Bueing this period the
market exchange rate first rose slightly, then fell, andhetenhd of the year was fluctuating
around Z| 9,500. That is why the official bank exchange rate was set at thigtlthe start of
the anti-inflationary programme, on the assumption that it wouldinestable for at least
three months. If in comparison with the bank rate the parallekét)aiate declined by more
than 10 per cent over a period defined in the "Letter of Intent" addrdéssthe IMF as a
"more-than-short period”, the central bank would be obliged to intervemagthian interest
rate change.



It must be added that the introduction of a uniform fixed ratxcdfange, also called
"internal convertibility”, was supplemented, on the one hand, byadurdiberalisation of
external trade and, on the other, by the introduction of restrictipert duties and taxes on
some goods (e.g. the duty on motor cars together with the.simultaneollisbted turnover
tax comes to a total of 44 per cent of the foreign price). Gnotttasion the foreign currency
retention accounts (RODs) -except for previously existing or@sexporting enterprises
were abolished and in their place, an obligatory immediate r&dalexport receipts was
introduced, along with the possibility of refinancing Imports wirefgn currencies bought
from commercial banks. The central ank m turn would use its resemygsorted by the US$
1 bn stabilisation oan specially granted by the OECD countriesufoency stabilisation
purses, to meet the commercial banks' demand for foreign currencies.

3.3 The Social Dimension of Stabilization

The case of Polish stabilisation displays many specific feattwith respect to the
economic sphere, the shortageflation -and later even hyper-shiatiagef syndrome
described above is meant here; in effect, in this case waeatimg with not only a classic
case of high inflation but with shortages too. Therefore thiilisi@tion programme was
aimed simultaneously at either limiting or eliminating shortaayes stabilising price levels.
So, in contrast with Latin-American stabilisations [Bruno M., GTBlia, R. Dornbusch and
S. Fisher, 1988], in this case there is the additional problem to bel sleinging prices to
a level which will clear the market. This requires, first bf a significant acceleration of
inflationary processes in the first period, but such a policyeramounter social barriers if
aimed at bringing prompt anti-inflationary effects.

And here, the immense patience and even more -social support forplleenentation
of the stabilisation programme- are worth noting. To outside obsetiviermay almost seem
irrational, but at least two circumstances must be kept in mirel Rest, the very difficult
economic programme requiring sacrifices is being implementest af radical political
change as a result of which the Solidarity movement, which emoyense political support,
has taken over government. Secondly, the intensity of support for theutlesvitzes is -as
shown by opinion polls- proportional to the level of aversion to and dishkeéhe former
system and policies carried out by its authorities. Therefore fégtor is utilised by
propaganda, which successfully brings home to the greater part of ppiolion that the
former authorities are totally responsible for the present diffituation (which is by no
means true) and insists that there is no alternative whatsteville programme being
implemented at present (which is also absolutely untrue).

But the fact remains that the immense social support is aidanat political rather
than economic factors and has strongly encouraged the new goverrimantsr-never” or
"all-or-nothing" approach. Of course, these two alternatives are Ifals as it seems, both
socially acceptable and politically viable. At that is what matters mgusilitics.

4. Implementation of the Programme

4.1 Budget

At the beginning of January, shock therapy was applied. As far asuttget was
concerned, subsidies to production carried out at a loss, in parscigaentions to energy
prices, were substantially reduced. Also, many arbitrary xamptions and reductions were



abolished and the collection of budgetary revenues was disciplined. wagi@so a delay in
the execution of part of the payments which were to compensateultfie pector and its
workers for the inflationary price rise. However it is diffictd evaluate performance of the
state budget from the short-term perspective of just a few moNthsertheless the fact
remains that over the first five months of 1990 the budget was nobalalgced but a certain
surplus of revenues over expenses persisted. However it must bebverad that in the
Polish financial system, the first three months of the yeae rways been somewhat
specific. In January, many distortions appear resulting from dlteerment of outstanding
debts and obligations from the previous year. In February, so-cathegpénsation taxes" on
high personal incomes are paid. In February and March special nramong (so-called
"thirteenth month bonuses" and "profit shares") are paid, which tenlgaeases the level of
household sector incomes. Nevertheless it can be stated thdtuitgetary subventions have
been substantially cut; second, fiscal discipline has been improvied, tlo substantial
savings in public sector expenditure have been achieved; fourthscdle of income
redistribution through the budget has been reduced; fifth, the budget hagpraetcally
balanced throughout the first half of the year.

I mentioned above that the 1990 budget assumed the state would selkhorpitels
(convertible into shares in privatised enterprises) for an amountces of ZI 4.1 trillion.
But because of bad organisation of the operation and as a resultexctssive drainage on
the population's resources and its general pauperisation, the govewmlicherdt manage,
during the first half of the year, to sell bonds for more than 1 pegroehe proposed amount,
thus creating a threat to budget revenues and to the fragile budget equilibrium.

But a still greater threat comes from the huge economissamn. It was assumed
that: a) industrial production would fall by 5 per cent (during Wieole of 1990 in
comparison with 1989); the GDP would be reduced by 3.1 per cent only; asheye
consumption would be reduced by 1 per cent only. Such optimistic assummptgirisvell be
a remnant of the wishful thinking typical of the central planniegaal, since they are not
backed by any reliable and convincing economic calculations.

The resulting threats to the budget and the inflationary implicatiom$wofold. First,
revenues from income taxes will be less because economicadigteatly weakened. The
decline in industrial production (measured by the sale of productitime socialised sector)
in the January-June period by up to 30 per cent must be considered wtiyiddeed. This
cost of the excessively restrictive monetary and wage policy is unnecessary

Second, the unemployment resulting from such a deep recession can pobvenane
costly for the budget in pushing its expenditure far above the ¢&ehed, since resources
were set aside in the budget to cover the costs of an expectaglayment level of about
400,000. In July, unemployment was already in excess of half a m#lrehunemployment
is bound to grow rapidly m the latter half of the year becafigbe lag effect i.e. a time-
shifted adjustment of employment to the level of demand for labouespamding in the
recession. In other words, while in the recession phase industqmltdali by as much as
30%, employment diminished by a "mere" 7%. But in the depressasewhich practically
has continued since February following the January breakdown), with timedef
production practically stopped in absolute terms, the employment level wilhedgtther.

In other areas -especially in agriculture which has a veryelahare of total
production (over 15 per cent) and employment (about 28 per cent), buildinguasplart- the
scale of recession caused by implementation of the stalfigatbgramme and by the critical



situation as a whole is more difficult to assess because ofdbasonal character. In my
opinion, these side effects of the anti-inflationary shock theraghguajh unavoidable, could

have been less if the level of different anchors (stabilisergarticular the interest rate and
real wage reduction coefficients, had been more aptly chosenthBufear that these

coefficients might prove insufficiently restrictive and hence irogiffe induced the authorities

to exaggerate in the opposite direction. And it is precisethignrespect that the programme
has overshot.

4.2 Prices

At the beginning of January, the greatest price shock in Polandts/@okistory took
place. Far-reaching price liberalisation on one hand, and centrattee price rises on the
other, provoked a price explosion of nearly 80 per cent in comparisbrDecember. And it
must be stressed that since October 1989 the inflation rate hasgitzkrally falling
amounting in the months of the last quarter of the year to 55, 22 and datchopercentage is
in comparison with the month before).

Equally alarming is the fact that progress towards pringctsire improvement has
been less than originally assumed [Frydman R., G.W. Kolodko and Ss¥Vdl890]. The
higher than expected price rise has meant that real energg dittnot grow as much as was
assumed in the programme - with all the resulting consequenckgling the need for
repeated corrective raiesince the stabilisation programme assumed that real prisefaise
coal and other fuels would be sufficiently high to anticipate theas& in costs which would
follow general price level growth, which however was expeatetach only 45 %. But in
reality, it proved to be increased by 80 %.

Neither can the remaining changes in price structure be f@viguevaluated, since in
the initial phase of the programme almost all prices wellef@tned according to the cost-
based pricing formula rather than the demand/ supply-based formulljsout any case had
been foreseen. Finally, the impact of price changes on the oradrag sphere also cannot be
judged favourably, since from the very beginning, negative adjustmentisei shape of
reductions in production (because of the demand barrier) took plassdrs positive real
adjustments in the shape of production cost reduction, the streamtihieghployment,
guality improvements, etc.

After the January price explosion, the dynamics of prices yisildakened in the
following months. The inflation rate measured by the CPI amount@8.% in February
and to 4.7 % in March Unfortunately, in April it took off again -up to 8.1 % monthly i.e. as
much as 155 % yearly- in May the inflation rate was 5 % and in dlose to 4 %. The
government target of the monthly rate of inflation in July was 5.3r¢4amy opinion, the
reversal of a favourable trend over several weeks towards theessigor of inflation was the
result of several factors.

First, a very high statistical increase in real wages amcll as a result of the existing
wage policy rules and its false sequencing in the initial pesfatie implementation of the
stabilisation programme. Just as there was no need for suchtia drdsction in real wages
as was the case in January, so there was no need to "make up" in March.

Second, the use of the US dollar exchange rate as a nominal anchgint about an
increase in the cost of imports paid in other currencies which @pfe@ during this period.
As a result, this factor also constituted a certain cost-driven inflation seapul



Third, the enterprises continued to use -of course within the frarkes@ radically
reduced demand- the so-called cost-plus pricing formula wherever possible.

Finally, fourth -and this is the most important conclusion here-tioflacannot be
brought under control by the exclusive use of regulative tools. Recésslins -through an
abrupt reduction in real supply- the strongest inflationary fatiermore so because in our
case it has affected more than proportionally the branches of the consumptioty.industr

PRICES AND WAGES RATE ON INFLATION
(in August 1989 prices)
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4.3 Interest Rate

The interest rate has been one of the basic instruments in plamentation of the
stabilisation programme. It was assumed that it would, withirfiteethree-month period,
come as near as possible to a real positive rate. Howevemthsra very large deviation in
January. The basic interest rate was set at 36 per cent (ypodifierentiated appropriately
for different credit and deposit categories.

But the real inflation rate in January was much higher thaginatly assumed: it
reached 78.6 %, the highest level in the world that month (alomganstmilar inflation rate
in Argentina). So the real interest rate in the first montitoaling to the programme's
authors the key one for the success of the entire operation- wiaedlgmegative. But
despite the intentions, it was a good thing, since the interesvaatbigh enough -even more
than enough-to radically reduce the demand for credit from both thprsgeand household
sectors and to encourage the trend to locate free monetary resou@mestic currency
accounts rather than in hard currencies. The interest rakee datter has not been changed (it
amounts to 3-10 per cent annually according to the deposit categasii)l. Wigher nominal
interest rate level would not bring any additional advantages, Veaithng to a still deeper
and longer lasting recession.



In February -in the face of an expected inflation rate in tderasf 20-25 per cent- the
basic interest rate was set at 20 per cent. This timeealslevel was already mush less
negative, since the real price rise index amounted to 23.9 %, whdreasasured by the
point-to-point method, the real interest rate would prove substantialiyvposiowever the
restrictive monetary policy, sheltered by such a high intes#st contributed to sustained
recessionary trends.

In the third month of implementation of the programme, after a nestgpression of
inflationary processes, the basic interest rate was redacHd % which already secured -for
the first time in a long time- a positive real level, sintdlarch inflation amounted to only
4.7 %. In April already, in turn, there was a visible deteriomatin comparison with the
repeated growth of the inflation rate to 8.1 %, the interest oatenost deposits of the
household sector (except two- and three-year deposits) was oncsubetantially negative
in real terms. This situation does not encourage the most desiaplef reducing demand -
I.e. through increased savings. In May, the situation is similarbésic interest rate is 5.5 %
i.e. not more than the rate of rise in prices. Since July theat&aink's discount rate has been
fixed on a yearly basis at the rate of 34 %.

So when evaluating the impact of the restrictive monetary policy on implemeantét
the stabilisation programme, we can state as follows: firegg brought the expected results
in the area of a reduction in the demand for goods and at thetsaenstrengthened the
demand for Zloty in comparison with the demand for hard currencysa§&sstond, it has led
to a huge recession, unnecessary on such a scale, in the real Bpingdyenoney balances in
the household sector have been subject to a steady deep deprecitdtifurtiver and already
negative repercussions in the sphere of excessive restraintsnandjancluding a shortage
of financial resources needed for the implementation of the privatisation programm

In the light of the above considerations, some more general concluaiahs
recommendations with respect to sequencing the steps of the tim@meegpolicy under
conditions of fighting the hyper-shortageflation syndrome canréerd Here, four distinct
phases must be distinguished. The first one is characterisedhinfiation accompanied by
vast shortages and soft budgetary restraints, the latter phenomengnirsitutionally
connected with the former two. In such circumstances, the followtogoenic law is
functioning: in a shortage economy, any attempt to decree a nomimasintate above the
inflation rate (i.e. at a positive real level) strengthensetkisting trends with respect to the
price inflation rate. If, in the given period, this rate is growsgy rise in the interest rate will
intensify even more the inflationary processes, sité versa. Therefore this so-called
"making the interest rate real” would have been justificegrathe 1982 stabilisation,
especially in 1983-1985, while being pro-inflationary in the laterngad [Kolodko G.W.,
1989a]. Also a real positive interest rate should have been morelyadought after in the
fourth quarter of last year, when a descending trend of monthly anflatites had been
successfully achieved. However this was not done, and the monefamngdsaof households
were intentionally depreciated and severely redimensioned on thef ¢lre shock therapy
which was delayed until the beginning of the following year.

In the second phase i.e. the corrective inflation phase -whith wéry nature was of
short duration- the positive interest rate principle does not applg. rébé must only be
sufficiently high to radically and abruptly reduce the demand for gnénoen all sectors of
the economy and to prevent the destabilising effects of currarustitsition. In Poland,
January and the early part of February 1990 correspond with this phase.



In the third phase -and in Poland this phase is still continuing dhdasti until the
end of the third quarter at least- positive real interest matest be used, while the interest rate
on loans (granted in the first place to enterprises of the smradiector) must be lower than
the interest rate on deposits (this particularly applies toehmid sector deposits). A policy
of this type will be anti-inflatory as it contributes to a redut in the scale of recession,
strengthens the propensity for savings and stimulates investmiaife, the differences in
interest rates are financed through low interest rates omgtet access deposits and zero-
interest on current accounts in the enterprise sector. So in ttus, ghe following relations
must hold:

rd > rc > p where:

rd = interest rate on household deposits
rc = interest rate on credits
p = inflation rate.

Finally, in the fourth phase, when stabilisation effects begirtake on a more
permanent character, transition to the interest policy typical of meckaebmies is necessary,
where:

re >rc>p.

It is evident that neither the months preceding the stabilisatiogrggmnme nor its
implementation so far have been subordinated to the above sequencitigatasdvhy the
desired stabilising effects could hardly have been expected.

4.4 \Wages

The wage indexation system in force in the course of implementaif the
programme is undoubtedly of a very restrictive, deflationary cteardes short-term impact
IS unquestionably anti-inflationary and stabilising. But, in the longer, its influence is
demotivating and supply-reducing and hence pro-inflationary. In addittomain drawback
Is that it treats all enterprises in a practically ideaitway irrespective of their production
trends. Worse still, the restrictive wage policy has, in the fitace, affected enterprises
which deliver to relatively equilibrated partial markets, since it has beere that the demand
barrier has appeared first, limiting production which so far hah lpeofitable and selling
well.

In January, the demand reduction caused by fiscal and monetaryreseass so
great that in many cases, the enterprises did not raisesvezga by the permitted (free of
penalty tax) coefficients. They simply lacked the necessamdity. Thus, wages grew only
by 1.3 %, this being equivalent to an enormous fall of over 45 per marai terms. But
already in February these indicators looked quite different,riagbaFebruary's payments
constituting delayed partial compensation for January's inflatiamseyin the cost of living.
With a price rise lower than in January, the rise in wagessulastantially greater. In March
in turn, there was a considerable increase in real wages, masujting from so-called
profit-share payments, whereas in April, real wages felldy %. But as we have already
pointed out, the sequencing of variations in the cost of living asawdibth nominal and real
wage changes was controversial.



Nor did this wage policy contribute to a wage structure improvemenindtine
implementation of the stabilisation programme all wages wkesmging in a converging
direction and at a similar pace. Thus neither in intergroup nor ratezb relations did the
desired change take place and adjustments in this respect, withibe necessary in future,
will once more exercise inflationary pressures.

4.5 Exchange Rate

The exchange rate policy in the early months of 1990 can be comsgilereessful. In
spite of the controversial choice of the US dollar as the nominhbargince in Poland's case
it would have been better to use a currency basket the compositionabf @drresponded
with the share different currencies had in Polish foreign trdmeexchange rate level was
correctly anticipated, although in this case, it was not a n@tfgnecise anticipation, since in
reality it was a devaluation of the Zloty to the level of tentcurrent market rate (i.e. to the
level of ZI 9,500 for one US dollar) that was carried out on January 1st 1990. The introduction
at the same time of a high nominal interest rate on bank depoZiisty and of prohibitive -
maybe even excessively high and sometimes harmful- impas,tas well as the selling off
of previously accumulated dollar assets by a pauperised populatioof, emdencies kept on
the above-mentioned ROD accounts by enterprises, were the fabiohsasntributed to the
maintenance of a stable and uniform exchange rate. On one handdihesdréne demand for
dollars and on the other, increased their supply.

In the first six months of implementation of the programme, the Iphi@harket)
exchange rate deviated only slightly from the bank (offi@ajhange rate, the deviation not
exceeding 3 % (see Figure 4). It was assumed a change inithe eftchange rate would be
necessary only after the first quarter of 1990, but such a need digpppedr. For the sake of
price stabilisation, the stand-by agreement with the IMF enstsdlgat in the case of an
excessive exchange rate divergence an intervention through imegesatljustment should be
used first, but thus far no intervention has been necessary. The @bjeicstabilising the
exchange rate for a protracted period is to make this rate dhe edminal anchors, although
in the case of the Polish economy the importance of this factesssthan in developed
market economies.

Also the utmost psychological importance of a stable, uniform exchateyés worth
stressing, since, for the great majority of the Polish populathug,is an entirely new
situation. On the other hand, it is to be noted that the radical chatiye ratio between the
market and official exchange rates directly affects manydimlids, as at least every fourth
household owns foreign currency assets. There are more thanahrhdiid currency bank
accounts alone, in Poland. Their owners have been deprived of the prersultimgerom
the margin of difference in the exchange rate, and consequently maga become poorer.
Wealth accumulated in hard currencies has shrunk considerabypeHmst time under long-
lived Polish inflation, which has lasted from the second half of gweBies all through the
Eighties, considerable economic losses were suffered by houseleelidsg) flhe Zloty for the
US dollar.

What is more, in the course of implementation of the programmareveealing with
high inflation in the market served by convertible currencies. Triteeases the scale of
inflationary processes in the economy as a whole, since amestir20 per cent (in terms of
value) of all transactions are carried out in US dollars. In Jlome dahe prices in so-called
dollar shops have increased by an additional 20-30 per cent.



OFFICIAL AND PARALLEL RATE OF EXCHANGE
(at constant July 1989 prices)
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5. An Attempt at Evaluation

It is clear from the above explanation that implementation ofptegramme can
hardly be evaluated favourably (see Figure 5). In spite ofajpeelof more than ten months
with respect to systemic changes and seven months with régpgketimplementation of the
stabilisation programme, the condition of the economy is far from smttal expectations
and what policy promised, the former being, incidentally, to a lexgent provoked by the
latter. In particular, the following areas in which implemeptatf the programme has failed
must be pointed out.

First, implementation of the basic objectives of the systemit qgdathe economic
programme is being very greatly delayed. In particular, thvmeoship transformation
programme has not yet been started and the chances of theeslosoadlll privatisation have
been greatly diminished by the excessive reduction of incomes anelymesources of the
household sector. The excess liquidity of this sector of the economyaleady greatly
reduced in 1989, but its complete elimination could have been achievedblyetter sale of
different small assets rather than by the inflationargusei of a considerable portion of the
population's monetary balances. Moreover, because of erroneous solbhdodisahce has
been missed to institutionalise the public debt. It previously ekistehe form of the so-
called inflationary overhang, which in reality was a certain, thowgitivilised" sort of
internal public debt, and constituted compulsory rather than voluntary housakoidgs. The
problem could have partly been solved through an internal exchantfee gfopulation's
surplus monetary balances for shares in privatised enter@ises.was precisely the purpose
behind issuing government bonds convertible into shares in privatised e@=i{ponds with
a privatisation option of a sort of internal-debt-for equity swipias a result of the lack of a
secondary market, uncertainty as to the real possibilitiescfjuiring equities in the near
future, and the prospect of a lottery redemption of outstanding bonds a1 8®4, people
did not show interest in these bonds in spite of their very advantageeussintate in
comparison with any other investments in the nascent financial tharket



HYPERINFLATION AND RECESSION
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Second, the stabilisation policy missed the opportunities resulongtire descending
trend of both forms of inflation, which showed up in the fourth quart@©8f. At that time,
both open and repressed inflation were visibly slowing down (surpludiliguof the
enterprise and household sectors diminished and shortages were reduced).

Third the fact was neglected that adjustments by economic a¢gspscially by
production enterprises) would initially almost exclusively be of amarket nature i.e. the
processes would be dominated on the one hand, by the so-called cost-masgdgomula,
and on the other, by a reduction in the volume of production because of time deckal
demand. In the face of such negative adjustment processes thevebjesst by the
government for the economic programme as a whole, and the stailipabgramme in
particular, simply could not be achieved. Above all, objectives suchL&% anflation rate to
be achieved in June 1990, a 5 % fall in individual production, a 3.1 % detl@eRr and 1%
in per capita consumption with a 20 % reduction in real wages, veeretfie very beginning
considered to be illusory. In the light of the facts it is onlyl#ter indicator which can -and
should- continue to be the goal of economic policy.

Fourth, the much higher than expected, so-called corrective inflatidanmary and
February, as well as its echo in April and May, resulted in much gretdetsefvith respect to
inflationary wealth and income redistribution than originally assubyethe government, on
the one hand, and than necessary from the point of view of the prooéssaisilisation, on
the other.

Fifth, the "side" effects of the stabilisation measures instiegpe of real processes,
especially of an exceptionally deep recession, must receivenbig@ously negative
evaluation. The decline in industrial production by about 30 % over tstehfalf of 1990
would hardly be an acceptable cost even if the stabilisation gadidybeen successful. Even
greater proof of its failure is the fact that the recesham been to a large extent unfruitful.
This is a result of the fact that the fall in production has noh lEEEompanied by the
elimination of the most inefficient enterprises nor by the ddsrestructuring, but on the



contrary, the recession has most severely affected thepesésr supplying household
consumption needs. So production which constitutes the heaviest burden on thethaedget
balance of payments and the economy as a whole is not beingagiichfrom the market,
while in many cases production which we are interested in nramgas being reduced (this
mainly regards some branches of the food-processing and consummidsiggdustries, e.g.
the textile industry).

Sixth, the primary objective of the stabilisation policy -i.e. wue the inflation rate
to 1 % monthly until the middle of the year- was not achieved, beoander the existing
structural and systemic conditions, it could not be achieved. To pumly, this goal was
too boldly set. In the initial phase of debate, | defined such ggitonwisions of inflation
being curbed within a very short period as an expression of a lagkagfination and
responsibility, unless, in one of the successive phases, refuge was to bentdtesre-type
measures, which however it is clear are inconsistent with tHespphy behind the new
systemic and political principles. Still worse, price inflatios baen stabilised at the highest
level in Europe, and much has to be done to make this stabilisatstrdsas possible, since
the mean monthly inflation rate for the period March- July 1990 reached about 6 %jnigis b
equivalent to a yearly inflation level of 100 %. It is worth addimag in April and in July the
inflation level was similar to that of the first half of 1988 (8o0lin April in comparison with
8.3 %). But there is a difference: now industrial production is 30 % lower.

Seventh, these negative facts must however be perceived againatkigeound of a
positive phenomenon: as a result of the stabilisation programme asig@mgy
transformations, shortages have been radically reduced, though notlifallyated. This is
true of all markets, because it regards the consumption goods tneerkeell as the
procurement and investment goods markets.

Eighth, a very positive effect form the point of view of the gwiastabilisation has
been the maintenance of the fixed bank (official) dollar excheatgeover seven consecutive
months with the market exchange rate only slightly deviating frenofficial one. Although
its impact on different spheres of economic activity -especailyforeign trade, the trade
balance and the transfer level- is different, there is no doubetichbinge rate stabilisation
contributes towards lowering the inflationary expectations of econageats and therefore
supports the process of stabilising the whole social and economic system.

To sum up, implementation of the programme so far in Poland showsgiteat a
choice between the "cold turkey" therapy (not to be confused with ghec&py) and a
gradual approach, the gradual approach should be chosen. At the sanh@awvedpng since
insisted that graduality does not rule out inflicting a sharp lalibsome unwholesome aspects
of the structure of the system and of the behaviour of economicsagentit is impossible to
solve -as some people propose- too many problems simultaneouslyoorshart a period.
Anyway, life itself and the experiences of the last few memtrefutably show that there is a
need for a second thrust -maybe only one of many successive movasds@tabilisation
and at the same time transformation of the economy into a nerkedmy. But it must be
regretted that this conclusion has to be drawn anew at asbaél cost, the scale of which
could have been much less.



6. Elementsof the" Second Gear" of Stabilization

In the light of past experience and the resulting conclusions, it lescemdent that
the economy must "change gear”, although by no means must it ctienfendamental
direction of the market- oriented institutional (systemic) stmatt and political
transformation of the whole economy. The essence of the "secondngestr'be an active
interventionist state policy oriented towards supply-inducing stralcttansformations, since
otherwise, if the economy does not regain its capability for growttvill remain in a
condition of protracted depression without any likelihood of permanent is&ioih. We
cannot continue to delude ourselves that the problems of structural claamfjesonomic
recovery will be solved by the market itself. And there am@ t®asons why. First, it has not
been achieved anywhere else in the modern world, even in very developetiadure
economies, by any market which is not supported by a sound state peoond, in Poland's
case, we are still dealing with market mechanisms which aygustlcoming into being and
must be (and sometimes -even contrary to official statemdnésdy are) supported by an
enlightened state interventionism.

The particular difficulty of the stabilisation policy "second ¢esutthe need to solve a
sharp contradiction between recession and inflation. The trade off of(ppe®) inflations
versus repressed inflation (shortages) typical of the econonmg iprévious period has now
been replaced -and this is an important achievement of economic-gdnjidhe dilemma:
how can economic growth be stimulated while preventing depressirorvén a further
recession) without a renewed acceleration of price inflationtHerreturn of shortages)?
Against the background of this question, | would like to formulate some proposals.

First, while the stabilisation policy is running in "second geeard the systemic and
structural changes intrinsically coupled with this policy are oomntg, one should not lay
down any too- far reaching objectives with regard to the scale of inflatiorechtetion.

It seems that bringing the inflation rate down to about 2 % mof(itely26.8 per cent
yearly) while keeping up the trend towards the formation of ntankaring (shortage-
eliminating) prices is sufficient at this phase of the fighaiast inflation, since otherwise, -
e.g. if a goal in the order of 1 per cent monthly were laid down, pateyd have to be much
more restrictive, thus sustaining the recessionary trends inelleeconomy sphere and
threatening it with further destructibn

Second, economic recovery must be mainly induced by stimulatingnmeets, since
only investments can contribute to structural changes having an daiiinf character.
Without new investments a trend towards economic growth cannot be patipaustained.
Investments must be stimulated, among other things, by a les&tines fiscal policy,
especially in combination with transformations in ownership.

Third, monetary policy must, as up to the present, remain -becausés of
restrictiveness- the main element of the continuing stabilisaffort. But for an intermediate
period, until permanent stabilisation is achieved, the interesbrahousehold deposits must
be higher than that on loans, since that is the third phase in the aboxibatkmterest policy
sequence. Only under such conditions -and not with a negative inteeesinrat part of
deposits- a substantial increase in the propensity of households teasavee expected,
without which a non-inflationary growth of effective investment willdhabe imaginable, all
the more so because foreign aid in this respect can only expgecelimited extent. In my



opinion, particularly important in this area is a perceptible pesital interest rate on short
and medium-term deposits. One of the serious errors in the int@eegolicy so far followed
has been the lack of appeal of three and six month deposits. Wmdktians of aggressive
stabilisation measures, three months and even more six monthdorgy geriod. The
refinancing credit rate must catch up with the interestoatthe deposits of households, not
only in the case of 12-month deposits but even with respect to thrab-gheposits. Such
measures will of course contribute to a relative reduction indémand of households
(without a need to limit their real incomes) and at the same time, to noneinéatigrowth of
the demand for investment, thus oriented towards a long-term inaég@seduction. It is
only later that the fourth phase of the interest rate policy brigtitiated, during which both
interest rates must be positive in real terms, with cpailies exceeding the interest rate on
deposits.

Fourth, owing to the increased propensity of households to save, litewplbssible -in
keeping up the restrictive fiscal and monetary policy- to unblbekanti-motivational wage
limitations and eliminate the pathologies which sometimes résult these limitations, e.g.
making it impossible to employ workers dismissed from the s&ttor in the private sector.
At present, the maintenance of wage rise limitations mainlysléa recession and further
decline in the real wage level rather than to a curbing oftioflary processes. Wage policy
needs radical flexibilisation through liberalisation, and thid)efd¢onditions | have mentioned
above are met, should exert a supply-promoting influence.

Fifth, price liberalisation must continue gradually. The fundamental gmolobnsists
in the requirement that prices should rise as slowly as possible and at thensayhe tkept at
a market-clearing level. Only then should the subsidies stdtiegibe eliminated; as long as
the budget is balanced, subsidies will not necessarily feed inflation.

Sixth, the exchange rate policy must also be made more flekibi@k that the high,
still persisting inflation to a certain extent results froéhe fact that the fixed uniform
exchange rate was anchored to the US dollar. In view of the myehate risk, the structure
of Polish external trade and the balance of payments, | thinlouldnbe better -on the
occasion of a possibly indispensable currency rate correctionehomiine exchange rate to a
currency basket (e.g. ECU) which reflects our external tratigions better. At the same
time, this would stimulate import-induced inflation to a lesser extent.

Seventh, one should constantly strive to create a competitive enviror@oedbning
off the economy with restrictive import tariffs in realityvérs the opposite situation.
Domestic producers often continue to avail themselves of the domiffomonopolistic
positions undisturbed by competitive imports. Here the most typicahmgga are our
automotive and electronic durables industries. In this connection, radawation, and in
most cases even abolition of import duties, and a further liberalisation mfiforade seem to
be justified, since only under such conditions will the positive &ffet a supply-inducing,
outwardly open policy be attainable. The fear of a cumulative dbfereign currency out of
the country, presumably leading to a failure of the nominal anchorseryesl by the fixed
exchange rate seems exaggerated. This view is based on the asstimaptunder conditions
of greater liberalisation of external trade, it is the ifprecurrency turnover and not
necessarily the foreign currency outflow that will acceterdahe resultant of all adjustment
processes which could be set in motion should, in this case, be advantagadusld up of
nominal foreign currency balances, especially those of the houssécidr. This is also
corroborated by the experience of many other countries which lake® tmeasures to
stabilise and reduce the scale of currency substitution [Pinto B., 1990].



So in the light of the sum of the above considerations, it cah beeseen what
indispensable systemic, political and structural measures shouldeof@tm what | call the
"second gear" of stabilisation. In my opinion, the economic situatiorsuificiently
complicated -and destabilised- to justify concentrated antidiofiaty and equilibrating
measures being taken right now. The fact of the matter istbabmic pressures are, by their
very nature, continuous, and this cannot be changed by even the mostagglioach of the
"now-or-never" of "all-or-nothing"” type. The point is that it ista@ly a question of "now",
but surely not of "everything", since the present stabitisapolicy is, on one hand, the
continuation of measures already taken earlier and on the other, the begirpriogeeses we
will have to struggle with in the future.

Notes

! Literature devoted to inflation in socialist ecamies is becoming increasingly extensive. See alsuiedki
(1985), Kolodko (1987), Rosati and Michalski (198Rutkowski (1989), and Topinski (1989). From theglsh
language literature, it is primarily Nuti's studhat is worth citing.

2 The use of the term "hyperinflation" in the contek Polish 1989-90 inflation is controversial, &nit only
lasted for seven months, and on average in thab¢gp@mounted to somewhat less than 40 per centhiyont
which is equivalent to about 5,500 per cent on alyebasis. Dornbusch (1990) would call it "meghitibn".
Cagan (1956) -using very formal criteria- defingpdrinflation as a process of a steady rise inggrio excess
of 50 per cent (why not 40 per cent for examplePeach consecutive month. But according to Cagan, t
overcome hyperinflation calls for a reduction oé timflation rate to less than 50 per cent montlilyjeast
throughout the following year. Nevertheless, Il $titend to use the term "hyperinflation" here, fieg in mind
however that as will be shown below, in Polandais fan induced character. Hence its vehemenceuiariy
(from 17.7 % in December 1989 to 78.6 % in Jand&§0) and short duration.

% Some economists [Topinski A., (1989)] try to dehg applicability of the inflationary overhang rmtito the
analysis of resource disequilibrium. | fear alsatttncomplete comprehension of the essence ofdkhmaked
overhang and an overestimation of its real volunas wne of the reasons behind excessive drainagbeon
monetary assets of the household sector in thenfiosiths of implementation of the stabilisationgraamme.

* The treatment of possible receipts from such basdsudget revenue is controversial. However, dineestate
is not obliged to redeem these bonds in financimg éxpenditure from budget resources but has ¢thange
them for privatised enterprise equities, we are dwdling here with a conventional internal debt.iBdahis

connection, receipts from this specific bond issaie be considered to be budget revenue ratheibtldget debt
contracted on the open market.

> Some economists use farther-reaching definitionghis context. Rosati (1990) rightly remarks thiae
simultaneous use of a certain combination of fir@nenonetary and wage restrictions brings the eopnto
outright ruin.

® They were already partly enacted in May, mainljotigh liberalisation of trade margins and by shifti
transportation costs onto buyers. Prices rose eratierage by about 5 %. But from the buyers pdinview -

and also as an implication for production costg ftise in actual cash prices paid for coal was idenably
more. Coal prices were liberalised completely ity 1990.

" Here, mean monthly levels in comparison with epvious month are meant. The so-called "pointeim
indices, i.e. end-of-month to end-of-month indiees presented in Figure 3.

8 One million of 1990 year-end Zloty had the follogr nominal values at the end of the first quaded990

(taking into account changes in exchange rate, malnmterest rates and premium in the case of Ho2g96

million if invested in bonds, 1.06 million in theage of bank deposits in US dollars, and 1.277 anilin the case
of a three month deposit with the National SaviBgak (PRO).

9 On this subject see also arguments set fortheaXlV Congress of the Polish Economic Society inlz.in
November 1989 [Kolodko G.W., 1989b], and also ia tlebate with Jeffrey Sachs [Kolodko G.W. and ¢hSa
1989].

10 Rudiger Dornbusch (1990) thinks that goals @& #ero-inflation type for countries trying to egtte
themselves from mega or hyper-type inflation areeatlistic, because they can lead to so a deepsieaahat it
will in its turn become a pro-inflationary fact@nd destroy the whole stabilisation effort. | wooldy like to
add that, as in Poland also in Yugoslavia, unréalgoals as to the expected inflation rate werepéed. In
Yugoslavia it was assumed it would amount to 1 %tiny on the average throughout the year. In ngaiit
amounted in the consecutive months of the first
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