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ABSTRACT

The crisis caused by the coronavirus pandemic has prompted governments and central banks to take un-
orthodox measures aimed at protecting the standard of living of people and sustaining the production and
service activities of companies. The policy of aggressively increasing the supply of money has entailed a
significant rise in the budget deficit and public debt. It is important to consider the extent of its impact on
the escalation of inflation processes and to formulate suggestions regarding the economic policy. Inflation is
already higher than the official indicators show it, because it is partly suppressed. The increase in the general
price level does not fully reflect the actual inflation rate. We are dealing with shortageflation - the simul-
taneous occurrence of price inflation and repressed inflation accompanied by shortages. It is methodolog-
ically interesting to compare this current phenomenon, 3.0, with the suppression of inflation in the war
economy, 1.0, and in the economies of state socialism, 2.0. Such comparisons highlight not only the sim-
ilarities of these processes but also the differences resulting from the specificity of responses of households
and businesses. This paper discusses five channels of unloading excessive savings, indicating the most
beneficial ones from the point of view of sustainable economic development in the post-pandemic future. It
is particularly important to prompt the conversion of compulsory savings into voluntary savings, and at the
same time, to stimulate the transformation of the inflationary monetary reserves into the effective demand
expanding the use of existing production capacities and investments creating new capacities.
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INTRODUCTION

Are we going to face a significant acceleration of inflationary processes? While some fear this, or
even predict the next cataclysm, others, on the contrary, compete to present minimalist forecasts
of price increases. As is always the case when two different opinions are confronted, it is this
time that first the subject of controversy needs to be properly identified, and then, economic
categories that are at the heart of the debate need to be correctly defined. It sometimes happens
those similar terms are used for various phenomena and processes, while at other times the same
event and developments are called differently, which is the cause of many misunderstandings.
This in turn may lead to erroneous reactions not only in the sphere of theoretical interpretations
but also in economic policy.

When searching for answers to the possible evolution of the situation with regard to inflation
in the context of the global pandemic, which is a humanitarian, but also social and economic
disaster, it is necessary first to propose an appropriate taxonomy of inflation.

Although the syndrome of contemporary inflation is unique in history, it has some features
similar to that through which states, societies and economies have already gone through.
Therefore, it is also worth reaching to comparative analyses, as they can somehow suggest what
to do and what to avoid.

VARIOUS FACES OF INFLATION

Inflation makes itself felt throughout the world, with few exceptions of deflation - the opposite
process. Apart from the countries, such as Argentina and Turkey, where the consumer price
index (CPI), in 2021 is the forecast by the Economist Intelligence Unit (EIU), to amount to
approximately 43 and 12%, respectively, inflation is kept under control at a low, practically
harmless level for the economy. It is a creeping inflation. Naturally, there are exceptions with
galloping inflation or even hyperinflation, such as the economically devastated Venezuela (CPI
of December 2020 to December 2019 of 2,960%) and Zimbabwe (350%), respectively.

In an overwhelming majority of economies, the governments and central banks have issued
record amounts of money in peacetime in response to the COVID crisis. So, if a lot of money
has been “printed” without being covered in a real offer of goods, the question is why inflation
did not accelerate? On the other hand, others believe that it is already substantially higher than
just a few months ago: “The inevitable has begun. America’s consumer-price index (CPI) in
March was 2.6% higher than a year earlier, when prices collapsed as the pandemic struck. The
increase in inflation from 1.7% in February was the biggest rise since 2009, the last time the
economy was recovering from a deep shock. Several more months of high numbers - by rich-
world standards - are coming. The CPI could reach over 3.5% by May” (Economist 2021b).
What is important in this observation is the statement that it applies to the standards specific to
the rich countries, and we should remember, that one-seventh of people living there have been
producing almost half of the world’s production for over a decade.

Well, inflation has already increased, except that we are dealing with inflation that is partly
suppressed. Increased money supply has been, de facto, largely withdrawn from circulation in the
sense that it has been frozen in the form of forced savings caused by the blocking parts of the
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economy in the battle against the pandemic. These economies are in a transitional state and
eventually, these financial assets will make themselves felt through five channels:

1. An increase in the effective demand that will entail an increase in production and
employment;

2. An increase in imports that will lead to an increased supply, but also to the deterioration of
the balance of payments;

3. An increase in voluntary savings;

An increase in prices of commodities and assets, including shares and real estate, and

5. An inflationary increase in prices.

b

We do not know their proportions ex-ante, the less so because the problem is contextual. For
example, the second channel is easier to be used by countries that have previously been char-
acterised by the surplus of the balance of payments or substantial foreign exchange reserves.
From this point of view, Germany and Russia, for example, are in a better situation, while the
situation of the USA and Brazil is relatively worse. However, we know that in any case, it is
worth to maximise the sizes of the first and third channel.

Let us add that, regardless of the exceptional nature of the pandemic, a long-term upward
trend in the overall savings rate can be expected in many economies, especially if the rate was
low, as was the case in the post-socialist European countries. The increased propensity to save,
so to put aside a growing proportion of disposable income, is associated with uncertain pros-
pects for the future, ageing of populations, and changes in the consumption patterns.

The classical economic theory understands inflation as an increase in the general price level.
In the liberalised market economy, it can be caused by the growing costs pushing up prices
(cost-push inflation) or by the flow of excessive demand pulling up prices (demand-pull
inflation). In the economic reality, these two forms coincide, although unevenly. For households
it does not really matter; prices are rising, so the costs of living are rising, and that is why we do
not like inflation. And why the prices are raising is the question addressed to others - econo-
mists and politicians.

We do not like inflation because it is a rise in the general price level, where the average of this
rise is a result of diversified changes in the prices of individual goods and services. Currently,
this diversification due to supply and demand shocks caused by the aftermath of the pandemic is
exceptionally high and, by the way, annoying. For example, in Poland, according to the official
data from the Central Statistical Office (GUS), the general price level rose by little — 2.4%, last
year, December 2019 to December 2020, and 3.4%, taking account of relations of annual av-
erages. But these indicators hide such drastic differences as an increase in the prices of waste
collection by as much as 51.1% or in the prices of fruits by 17.6%, and a decrease in the prices of
telecommunication equipment by 10.9% or clothing by 3%. Such dispersion of the movement of
prices of various ranges of goods, compared to the process of their growth that is more aligned
with the average, results in a far greater extent of income redistribution which is economically
unjustified, as it does not stem from changes in the workforce productivity.

It is also important to differentiate between nominal incomes, as their level determines the
structure of expenditures, and therefore, the related severity of inflation. If, say, a family of five
has a net income of PLN 10 thousand, then they spend more than a half from two thousand per
capita on food. The prices of food increased in Poland by 5% on average (year on year), so by
half more than the overall consumer price index is. When a family of three has PLN 40 thousand
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at their disposal, then they spend, say, PLN 10 thousand on food, thus they suffer relatively less
due to the hike in the prices of bread by 8.1% or meat products by 9.5%. Such differences in the
dynamics of individual prices cause that inflation in the public perception is estimated to be at a
much higher level than it actually is. We do not know exactly its real level, but the perceived
inflation in several countries is certainly higher than the official indices show.

The pandemic has changed the structure of spending and consumption, and the things
households are regularly buying became more expensive. Nevertheless, opposite trends can also
be observed. In particular, the prices of digital services, whose share is increasing, have dropped
(Reinsdorf 2020). Moreover, the officially calculated index of retail prices of goods and services
acquired by households does not take into account the rising prices of real estate, especially
housing. For instance, in Poland in 2020, housing became more expensive, on average, by 8.9%,
including on the primary market by 6% and secondary market almost twice as much - by 11.2%.
This is fully in line with the international standards, but the reasons of this go beyond the
comprehension of the man of the street.

Yet people are not soulless analysts. They do not calculate averages and do not estimate the
shares and weights, but easily succumb to fragmentary information from their own, not at all
professional, observations, but also - alas — quite often misleading suggestions of media pundits.
The psychological mechanism works like this: A person leaving a hairdresser says “everything is
getting more expensive, by several %!” (in Poland the prices of hairdressing and beauty services
in 2020 increased on average by 11.1%), but when leaving a gas station, the same person does
not claim that “everything is getting cheaper, by more than 10%!” (fuel prices decreased by
10.7%). This subjective aspect is important as it strengthens the inflationary expectations. Since
the public perception is that “everything is getting more expensive” on a large scale, then in the
real world it may continue to get more expensive because prices adapt to some extent to ex-
pectations.

What is more, if the costs of living are going up, the employees require or even demand that
it should be compensated, that is the wages and benefits should also be increased. Preferably in
excess; not by as much as the prices grow according to the government, but by as much as they
“really” grow. This type of wage revindication may prove to be more effective, the more it is
accompanied by labour shortages in certain segments of the labour market. This may exacerbate
inflationary pressure and — worse still - set off the spiral of wages (and hence, costs as well) and
prices. It is therefore so important to take all necessary measures that would cool down the
inflationary expectations.

SUPPRESSING INFLATION

The problem does not end here, by no means. If it did, handling inflation and keeping it under
control would not be very complicated. Unfortunately, it is because again we are dealing not
only with price inflation, also referred to as open inflation, but also with suppressed inflation,
also referred to as hidden inflation. This second type is known from the past (Charlesworth
2003; Kolodko 1984). In the rich countries of the West, it took its toll during World War II. The
administrative, politically imposed by governments, freezing of prices at a relatively low level
that did not balance the supply and demand, was accompanied by forced savings, which
financed military efforts. They took the form of financial resources unintended by people; they
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saved some of their disposable income not because they wanted to, but because they were forced
to do so by the lack of consumer goods in free sale. In the US, nearly everything was rationed —
from coffee to shoes. Due to the conversion of industry to military production, it was forbidden
to produce consumer goods such as bicycles or refrigerators. It is hard to believe that in 1943
only 139 passenger cars were sold (Economist 2021a).

When the war ended, despite the general recession, to which also the business cycle
contributed, there was a boom in the consumer sectors of industries and services. It was
caused by households which rushed in great numbers to the market with their previously
forced savings. Five years after the war, there were more than 8 million cars produced. The
way in which the US recovered from suppressed inflation was creative. They managed to
avoid its escalation into a destructive galloping inflation, although in 1946 and 1947 it was
substantial (Table 1).

It is worth recalling that after World War I, many countries experienced hyperinflation that
was devastating to their economies (Lopez et al. 2018). After World War II, on both sides of the
Atlantic (but by no means in all continental European countries, where for example, Hungary
reported the highest inflation in the history; in mid-1946 the prices doubled every 15 h, growing
by more than 200% per day!), savings generated by the compulsory deferral of a part of un-
satisfied demand were turned into an additional flow of demand, over that created by current
income. This was a great boost to the economy, which rapidly increased the utilisation of the
existing production capacities, co-financed investment expansion forming new capacities, and
supported the conversion of part of the industry into peace-time production. Instead of
providing tanks to the army, tractors were sold to farmers; instead of providing guns to soldiers,
typewriters were sold to journalists; instead of transporting the army to Europe using ships,
passenger ships began to carry tourists.

After those experiences - let us call them suppressed inflation 1.0 - apart from the short-
lived and rather unsuccessful incidents of freezing prices and wages, the suppressed inflation
was something unknown in the highly developed capitalist economies, whereas they often
suffered from high price inflation, sometimes combined with rising unemployment and low
production growth. This was the so-called stagflation (Blinder 1979), and in extreme cases,
when the increase in prices was accompanied by a drop in production, slumpflation. The failure
to cope with high inflation, when its index in 1979 was 13.3% in the US, and reached 18% a year
later in the UK, was one of the causes that brought Ronald Reagan and Margaret Thatcher to
power.

Table 1. Output growth and rate of inflation in USA and UK, 1946-1949 (%)

Year 1946 1947 1948 1949
USA GDP -11.6 -1.1 4.8 -0.6
CPI 18.1 8.8 3.0 -2.1
UK GDP -2.5 -13 3.2 33
CPI 3.1 7.0 7.7 2.8

Sources: For US: US GDP 2021 and US Inflation 2021; for UK: Measuring Worth 2021 and Historical UK 2021.
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On the other hand, suppressed inflation, like cancer, was destroying the economy of state
socialism (Kolodko 1986; Nuti 1986)'. We will denote it as 2.0. Naturally, its scale varied. It was
described as inflationary phenomena, the issue of economic imbalance was discussed, and the
changes in the price levels or hidden inflation were addressed (Howard 1976; Portes 1977;
Steiner 1982). It was quite widely assumed that the real inflation rates were by 1-2 percentage
points higher than the official data (Wiles 1982; Adirim 1983).

It is a fact that, to a certain extent, traditionally understood inflation was successfully
concealed by suppressing price rises through political decisions — against the logic of the market
economy, with which the centrally planned economy of that time had little in common - but
this was akin to an ostrich burying its head in the sand. What the government and the official
economy did not want to perceive was seen - or rather felt in the form of severe shortages of
consumer goods — by every housewife and every purchasing officer in a state enterprise.

Later on, the complexity of inflation in the bureaucratic socialist economies was discussed
much more. Undoubtedly, the works of Janos Kornai (1980, 1982, and 1986) were ground-
breaking for academic discussions of this issue. In the 1980s, inflation made itself felt least
sharply in the countries of orthodox state socialism, in the former Czechoslovakia and the
German Democratic Republic, while it was felt most in the economies introducing timid
market-oriented reforms, in Poland and Hungary, and especially in Yugoslavia characterised by
a relatively high degree of decentralization of economic governance. Worse still, as a result of
inconsistent reforms that liberalised trade only partially but did not introduce sufficiently hard
budget constraints and systemic barriers for the creation of excessive demand impossible to be
balanced by the supply-side capacity of the economy (including imports), the lack of goods was
accompanied by the process of price growth. This syndrome is called shortageflation (Kolodko -
MacMahon 1987); although things were getting more and more expensive, they were not always
buyable. It was its escalation, contributing to the deterioration of business efficiency and
increasing annoyance of daily life of people, that was one of the main causes for the collapse of
that economic system.

In contrast to the recovery from suppressed inflation 1.0 in the advanced capitalist countries,
especially in the US and the UK (Hicks 1947), during the post-socialist system transformation,
the recovery from the shortageflation 2.0 was disastrous (Kolodko 1991; Mundell 1995, 1996;
Nuti 2018b). To a great extent, this was a consequence of succumbing to the pressures of
neoliberal economic doctrine (Harvey 2005; Kolodko 2000), which unfortunately became
popular and had a very costly effect on the economic policy and direction of reforms imple-
mented in the countries of Central and Eastern Europe and the former Soviet republics (Nuti
1990; Rosati 1991; Podkaminer 1992). As a result, the so-called transformational recession lasted
from three years in Poland to 10 years in Russia, where the GDP level fell by more than half.

In Poland, the decline in production took place from the second half of 1989 to the first half
of 1992. According to the official data from the GUS, in 1990 and 1991 GDP shrank by 11.6 and
7.0%, respectively. It should be noted that such macroeconomic data - estimated for such a
turbulent period entangled in profound structural changes in production and prices - must be
treated with due caution; in the case of Poland, though, they were positively verified by inter-
national organisations, including the International Monetary Fund. This has by no means

!Commemorating the untimely death of Mario Nuti see Estrin — Uvalic (Acta Oeconomica 2021, 2).
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stopped the apologists of the so-called shock therapy from various manipulations and attempts
to reduce the depth of the recession (Winiecki 1991). Other authors, in turn, point out that the
recession was even deeper, because according to later calculations by the GUS, in 1990-1991 the
fall in GDP amounted to a total of almost 23% (Jakubowicz 2020). In other words, after two
years of the shortageflation 2.0 syndrome, national income was a fifth lower and prices almost 12
times higher! (Table 2).

In fact, in Poland, as a result of the erroneous program assumptions and defective imple-
mentation of the stabilization package, the economy was dealing with a transition from the
shortageflation syndrome to stagflation, and even slumpflation. The stabilization policy of the
end of 1989 and 1990-1991 was based on a somewhat primitive attempt to use the concept of
the Washington Consensus, reduced mainly to the liberalization-privatization-hard financial
policy triad, which did not fit the institutional and cultural realities of that time (Williamson
2005). As a result, open (price) inflation was even higher than in the previous period, while
suppressed inflation (shortages) was replaced with a rapidly increasing mass unemployment
(Kolodko 1992) (Fig. 1).

Interestingly, only China (Lin 2004; Kornai 2008; Hiibner 2020) and Vietnam (Kolodko
1990; Kolodko et al. 1992; Popov 2006; Kornai - Qian 2009), thanks to their gradual reforms
and prudent policy implemented, found their way out of the nightmare of the shortage econ-
omy, avoiding long-term recession and without provoking the outbreak of hyperinflation

Table 2. Recession and rate of inflation in Poland, 1990-1991 (%)

1990 1991 1992 (1989 = 100)
GDP official data -11.6 -7.0 82.2
Alternative estimation -13.8 -10.3 77.3
CPI 585.8 70.3 1,167.9

Sources: Poland's Statistical Yearbook (GUS 2021b). Alternative estimations from Jakubowicz (2020).

Inflation
(cpr)

Unemployment (U) Shortage (SH)

Source: Author’s own.

Fig. 1. From shortageflation to slumpflation
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(Guitidn — Mundell 1996). Undoubtedly, the authoritarian regime was helpful (Kolodko 2020).
In China, the successful elimination of shortages in a relatively short time was accompanied by
economic growth, while price inflation associated with the release of prices remained low
(Table 3).

The far-reaching effects of those shocks and subsequent macroeconomic reproduction
processes are still clearly visible (Fig. 2), and their consequences — not only economic (Dab-
rowski 2020), but also geopolitical (Bell 2015; Economy 2018) - are wide-ranging.

The prevailing view today is that in the case of the Soviet and East European socialism, the
state ownership of the means of production was the cause of soft budget constraints, and these,
in turn, were the reason for inflation — more or less suppressed, or more or less open, depending
on time and place, so on the systemic and political context. So it was, but have it inevitably to be
that way? While Kornai claims that it did (Kornai 1992), Nuti thought that theoretically
speaking, equilibrium prices clearing the market could be present in socialism without the need
to introduce a regime of hard budget constraints (Nuti 2018a). According to his view that was
not the case, it was not due to the nature of the system, but to the imperfection of the economic
policy.

Whereas in China - as well as in Vietnam and in very underdeveloped Cambodia and Laos -
the policy makers overcame this problem. So, is Kornai not right, because equilibrium prices

Table 3. Economic growth and rate of inflation in China, 1990-1993 (%)

Year 1990 1991 1992 1993
GDP 3.8 9.2 14.2 14.0
CPI 3.1 34 6.4 14.7

Source: National Bureau of Statistics of China.

1400
1200
1000
800
600
400
200

0
1990 1992 1994 1996 1998 2000 2002 2004 2006 2008 2010 2012 2014 2016 2018 2020

=—China Poland Russia

Sources: For 1989-2019 WDI 2021; for 2020 for China and Russia WEO 2021a and for Poland GUS
2021a.

Fig. 2. GDP per capita in China, Poland and Russia, 1990 = 100 (Purchasing Power Parity, in USD
2017)
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clearing the market are possible also in socialism? In places where it turns out well, does it
involve hard or soft budget constraints? What is the result of the evolution of the Chinese
economic system? Is it socialism with a balanced market, and more specifically, with the market
characterised by overproduction and unemployment, as the flow of supply exceeds the flow of
demand, or is it capitalism with still partly soft budget constraints? (Ellman 2021).

I say that neither one nor the other. The contemporary Chinese political system is quali-
tatively different from both state socialism with its inherent soft budget constraints, as well as
from liberal capitalism, where hard constraints generally prevail (Huang 2017). This system can
be referred to as Chinism (Kolodko 2018). It is a specific systemic hybrid, in which multiple
forms of ownership of the means of production co-exist and which, at the intertwining of
authoritarianism and meritocracy, creatively combines the power of the invisible hand of the
market with the power of the visible hand of the state. So Kornai’s thesis that eliminating
shortages absolutely requires a transition to a capitalist market economy is not correct, but
Nuti’s supposition that it is possible to eliminate shortages in the state socialist economy still
remains debatable. In practice, however, nobody has proved this, unless we accept as true the
claim that the prevailing political system in China is socialism, but with “Chinese characteris-
tics” (Hu 2019).

In the countries of Central and Eastern Europe and the former Soviet republics, the initial
phase of the post-socialist political transformation was accompanied by galloping inflation, and
in some cases even hyperinflation, also because they did not manage to make use of the
accumulated forced savings to boost the economy (Blejer — Skreb 2001; Popov 2014). Although
it was postulated, this specific resource was not converted into a completely new genre in the
post-socialist reality — into funds invested in securities. Then their surrogates could be issued in
anticipation of the latter implementation — already after the stabilisation of the economy and the
institutional basis of the capital market - of an extensive programme of privatization of state
assets. Instead, the savings of people — not only those forced but also some voluntarily held
reserves — were drained (Laski 1990; Poznanski 1996).

In Poland, following the so-called shock therapy, which led to a drastic decline in produc-
tion, the real supply from domestic production fell noticeably. This was a consequence of both
an obvious miscalculation of the stabilisation policy - especially the excessive interest rates on
old loans, the repressive taxation of wage increases in state-owned enterprises, the excessive scale
of devaluation of the zloty, and too rapid liberalisation of foreign trade — as well as the activities
deliberately aimed at the state sector, which were motivated ideologically, surely not pragmat-
ically (Kolodko - Nuti 1997). This forced the prices to rise even higher than they would
inevitably rise as a result of price liberalization initiated on a large scale back in 1989. The
decline in the total supply was prevented by the explosion of private imports financed by
previously dormant multi-billion resources of convertible currencies that had been hoarded by
households for years and in the last years of state socialism, when it was made possible by the
gradual liberalization of the economy, including rigours of foreign trade settlement, also by
businesses.

2For further readings on the interpretation of the recent Chinese economic developments, see Acta Oeconomica’s recent
Special Issue (2020, Vol. 70) including papers of Csaba, Dabrowski, Kolodko, Mihalyi - Szelényi, Szunomar, Tanzi,
Torok - Nagy and Wojciech.
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As a result, in 1990, the inflation rate reached the staggering level of 586%, and a year later
still more than 70%. The shock without therapy transformed the monetary overhang into an
inflationary avalanche with its dire consequences both for the real economy as well as for the
redistribution of wealth and income of people.

ECONOMICS OF FLOWS AND ECONOMICS OF RESOURCES

The American way of recovering from suppressed inflation 1.0 was commendable, the Chinese way
of recovering from shortageflation 2.0 was good, if we limit ourselves to assessing purely economic
aspects, while the Polish way of recovering from the same was very bad. Now, in a way the re-
appearance of inflation was difficult to predict, yet it had been imaginable. More precisely, sup-
pressed inflation has reappeared; this is its 3.0 version. We should be surprised by the economists
who cannot see this and are startled that “printing money” did not intensify the waves of inflation.
Some of them point out the situation from the years 2008-2010, when the supply of money was
also rapidly increased, and it did not result in accelerating inflation. This happened because the
supply side effectively absorbed the additional mass of money, saving the real economy from
depression after a brief, only a year-long recession, through positive adjustment processes; the
gross world product declined by 1.7% only in 2009, to increase again by 4.3% in the following year.
With those unconventional reactions of the economic policy, the practice has been enriched with a
new instrument of state interventionism, and the economic theory with a new term - quantitative
easing (Blanchard et al. 2012). Central banks acquired substantial amounts of government bonds,
issued to finance additional anti-crisis public spending, on the secondary market.

Yet, the current situation is different from that several years ago, as inflation is already higher
than it can be read only from the analyses of price indices, both from the Consumer Price
Indices as well as Producer Price Indices. What is worse, it can become even greater, if the
current monetary and market situation is incorrectly interpreted, which may happen if the
economics of flows is mistaken with the economics of resources. In the crisis we are going
through now, a significant part of the flow in the form of an inflation gap, meaning a surplus of
effective demand over the flow of aggregate supply, has transformed into savings forced by the
market situation, that is the inflationary overhang.

As the pandemic begins to subside and the situation begins to improve, part of this resource
will turn back into the flow. Given that in practice, inflation-free offset of demand growth by a
hypothetical conversion of the entire resource is not possible, the smaller the converted part, the
better, as the milder the inflationary impulse will be. The economic policy must bear this in
mind. There is little that can be achieved here simply by raising interest rates, but there is no
escape from resorting to this monetary policy instrument either.

After all, attempts to counter inflation using this method must be approached very prudently
this time, because, in the economic sphere, the coronavirus pandemic has created not only a
considerable inflationary potential but also serious unemployment. If central banks decide to
raise interest rates too rapidly in the wake of accelerating price inflation, it may - but does not
have to - block price increases, but at the expense of slower recovery of old jobs, lost as a result
of the crisis, and the creation of new ones. In the short term, an alternative clearly manifests
itself: inflation versus unemployment. Until now, after the unpleasant experience of high
inflation of the 1970s, a monetarist doctrine has prevailed together with a resulting practice that

Unauthenticated | Downloaded 12/06/21 03:18 PM UTC



Acta Oeconomica 71 (2021) S1, 13-34 23

required that inflation was counteracted even at the expense of weakening economic dynamics
and increasing unemployment.

It is different now and it is no longer possible to treat high unemployment and the
accompanying growth of poverty and various pathologies, from social exclusion to crime, as
inevitable side effects of the battle against inflation. There is already a change in the approach of
some central banks visible, which emphasises the imperative of tackling unemployment by
stimulating the economy in parallel with mitigating inflation. According to the new rules of
monetary policy adopted last year, the US Federal Reserve has moved to the so-called average
inflation target as a reference point of its policy. The Fed now emphasizes maximizing
employment also as an important objective, suggesting that inflation may temporarily exceed the
previously set target of 2%, as long as it helps more people find employment. A similar departure
from the previous practice has been announced by the Bank of Japan, and it was introduced
even earlier by the Reserve Bank of New Zealand, perhaps the most orthodox central bank in the
world in this respect after 1980. The monetary policy should follow such road in the difficult
mission of simultaneously overcoming the effects of the pandemic crisis in the sphere of pro-
duction and employment, on the one hand, and the rational curbing of inflation, on the other.
The answer to the question of what is “rational” is contextual and depends on the specific
situation of the country.

Central banks can be expected to exercise restraint in raising interest rates also because
keeping nominal interest rates below the rate of inflation, and thus, persisting with negative real
interest rates, will depreciate household and corporate financial reserves. Of course, for political
reasons, such behaviour will be justified as a concern for the stimulation of investments and
production as well as employment. Either way, a relatively long period of negative real interest
rates is to be expected, far longer than was the case with the 2008-2010 crisis and its aftermath.

Negative real interest rates on a significant portion of bank deposits should also be seen as a
kind of substitute for raising taxes. Their higher rates imposed on current income would drain
part of this flow, which could encourage the affected economic entities to reach to their accu-
mulated resources, meaning savings, including those of a forced nature, on a much larger scale.
To some extent, it is not only the accumulation of funds for major investments and social
programmes, as announced by President Joe Biden, but also this is the intention of the White
House’s policy, aiming to seriously increase the fiscal burdens, especially on business and the
wealthier groups of people. In other words, in a particular situation, higher taxes may contribute
to a lower price inflation. This is a much more complicated issue than a simple either-or
alternative, as the policy must also take into account other objectives, especially income redis-
tribution, employment and unemployment, production activity and its profitability, and in-
vestments.

The circumstances are particularly interesting, as more information on the issue of possible
changes in future inflation can be provided by behavioural economics (Thaler 2016), rather than
by monetary economics, especially the knowledge of psychological factors affecting human
expectations and the rationale of decisions on how to use the financial resources held (Thaler -
Sunstein 2009). It may happen that a rapid increase in interest rates — even once by 100 and
more basis points — will not stop the growth of the inflation rate if the nature of expectations will
encourage the economic entities to spend the money. Moreover, in the initial period of recovery
from the pandemic crisis, real negative interest rates can still be expected, and it discourages
saving.
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In the year of the pandemic cataclysm, gross world product fell by 3.3%, with the magnitude
of changes in the level of production varying widely; for the economies of major importance to
the global average, it ranged from a decline by 8.0% in India to an increase by 2.3% in China.
Among the rich countries, the rate of decline in GDP in 2020 fluctuated between 3.5% in the US
and 11% in Spain. The EIU estimates that globally retail sales in total fell by around 2%, while
online sales rocketed up by as much as 30%. It was online trading that has saved us from an even
greater scale of increase in forced savings. We could not spend money in shopping malls, we
could buy online; we could not go to the cinema, we could subscribe to Netflix; we could not
search for interesting books through the shelves of bookstores, we downloaded e-books onto
Kindle; we could not go to a restaurant, we ordered home delivery of dinner. The structural
changes that have taken place in this field as a result of the pandemic shock will largely prove to
be permanent (Kolodko 2021).

It is estimated that in 21 countries of highly developed capitalism excessive savings in 2020
amounted to over 3 trillion US dollars (Economist 2021a). They are excessive in the sense that
they are so much greater than they would be if the pre-pandemic trends would have continued
(Fig. 3).

Despite this, classical price inflation was low, ranging in 2020 in the group of the major
Western economies, the G7, from a negligible 0.4% in Italy to 1.4% in the US. In Japan, prices
fell by 0.6%. The average for the member countries of the OECD was 1.5%. For 2021, it is
forecast (this time these are the EIU’s estimates) to be still low: from 0.2% in Japan and 1.1% in
France to 1.9% in the USA, and 2.1% in Canada. The optimism of these forecasts is striking, but
I will not be surprised if inflation turns out to be higher.

This optimism is also reflected in the exceptionally strong growth in global world product
assumed by the IMF in spring 2021 - by as much as 6% (and by 4.4% in 2022). It is thus
assumed - again, very optimistically, but is it realistic? — that after a one-year recession, the
economy will more than recover (Table 4).

If things turn out this way, it will mean that the first channel is decisive for absorbing excess
savings, that it is the additional demand generated by the conversion of a resource into a flow of
effective demand that fuels the economy, increasing production and employment by the better
use of production capacities. This is the best possible scenario, but will it come true?
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Source: Economist (2021a).

Fig. 3. Excessive savings in large, advanced economies (in % of GDP)
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Table 4. GDP contraction and growth forecast in selected countries, 2020-2022 (%)

Year
Country 2020 2021 2022
Canada -5.4 5.0 4.7
China 23 8.4 5.6
Euro Area -6.6 4.4 3.8
France -8.2 5.8 4.2
Germany -4.9 3.6 3.4
Great Britain -9.9 5.3 5.1
India -8.0 12.5 6.9
Japan -4.8 3.3 2.5
United States -3.5 6.4 3.5

Source: WEQ (2021b).

In Poland, the financial resources of both businesses and people have also increased
considerably. In the first case, despite the drop in GDP by 2.8% in 2020, they increased by
around PLN 70 billion, that is by some 25 billion more than the year before, according to the
National Bank of Poland. This amount — more than 1% of GDP - is, in simple terms, their
forced savings. What is more, of the amount equivalent to about PLN 70 billion (about 3% of
GDP) held by the business sector in banks in the foreign currency accounts, some part - perhaps
more than half - is also forced by market realities. Such significant unwanted savings, stemming
from the lack of sufficiently attractive production and investment spending opportunities in the
eyes of business due to the periodic freezing of the economy and the downturn, suggest that
once unfrozen, the spending pressure may cause a relatively high level of price inflation in the
production sphere. Over time, the resulting additional increase in production costs will be
passed on to consumer prices.

In the second case, in relation to households, a great of the special protective measures
transferred by the government in the successive phases of the anti-crisis policy also turned into
forced savings. According to the National Bank of Poland (NBP 2021), transferable overnight
deposits of households grew despite their negative real interest rate of -3.4% and amounted to
about PLN 827 billion at the end of Q1 2021, that is more than PLN 180 billion, as much as 30%
more than a year earlier when COVID arrived and the economy freezing began. For comparison,
in 2019, the year preceding the pandemic, analogous deposits increased by PLN 80.4 billion, i.e., by
15.4%, while during just the first three months of 2021 they grew by 42.2 billion. In other words,
during the pandemic, these funds grow roughly twice as fast as in the period preceding it (Fig. 4).
And we should remember that the amount in question is only the money held in banks, but there
is also quite a lot held on the stock market, in various investment funds, insurance policies, and in
cash. Some of these funds are the modern equivalent of the inflationary overhang.
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the first quarter of 2021 compared to the fourth quarter of 2020.

Source: NBP (2021).

Fig. 4. Increase in current deposits and other liabilities of banks to households in Poland,
2017-2021 (%)

Thus, when comprehensively estimating the extent of shortageflation 3.0, current inflation
taking into account both open and suppressed inflation —its rate oscillates around 5%, which is
one and a half times higher than the official rate announced by the GUS. In other words, this is
how high - and perhaps even higher, while it is a greatly fluctuating number given the emotional
and not always rational decisions of people regarding the management of their own financial
resources — price inflation could be if, in the face of the anti-crisis “printing” of money, the
significantly increased demand was not suppressed and compulsorily deferred in any way.

Any such estimate must be based on partly arbitrary assumptions, since it is impossible to
accurately assess the size of the second component of the shortageflation rate, i.e., the hypo-
thetical additional increase in the price level in the face of full liberalisation of production and
distribution. Such an attempt was once made for the 2.0 case. This requires first to quantify the
savings forced by the shortages and to express them in percentages so that this rate can be added
up with the rate of price inflation.

The estimate of the rate of shortage deducts the sum of the stock of savings held for
retirement and of liquid asset balances held for transaction and precautionary purposes from the
population’s total liquid asset balances:

Ry — (Sy +Ty)

SH —
r Y

where

rSH = the rate of shortage, expressed as a fraction of GNP, (Y),

R;, = population’s total liquid asset balances,

S, = financial assets other than money and savings accounts, assumed to be held largely for
retirement,

T, = money and savings account balances desired for transaction, and precautionary (and
speculative) purposes.
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Table 5. Average rate of shortageflation in selected socialist countries, 1977-1984 (%)

Country Shortageflation rate
Bulgaria 6.9
Czechoslovakia 5.1
East Germany 3.1
Hungary 8.9
Poland 29.4
Romania 8.3
Soviet Union 4.6

Source: Kolodko - MacMahon (1987).

After adding price and suppressed inflation rates, the average price and repressed inflation
rates, shortageflation, for the European socialist countries over the eight years of 1977-1984,
ranged from a modest 3% in East Germany to a significant 30% in Poland (Table 5).

Although under no circumstances should it be underestimated, the phenomenon of current
shortageflation is far less inconvenient to people and less damaging to the economy than its
earlier versions. Back then the suppression of inflation was accompanied by pathologies in
market relations: queues, rationing, forced substitution, the black market, barter transactions,
corruption of suppliers and sellers, and selling under the counter. Formerly one could bribe a
seller of a washing machine that was supposedly out of stock but was found in the back of the
store; nowadays, it is impossible to get the desired air ticket if the plane is there but does not fly
because of the lockdown. In the past, the authorities organised a narrow network of special well-
stocked points of sale for the privileged few, nowadays, you cannot get tickets for an opera
premiere using your informal connections, if the theatres are closed to everyone due to the
lockdown. Now these pathologies, with all their important differences and specific nuances,
manifest themselves to a negligible extent, mainly due to the short duration of the phenomenon
and the specificity of supply constraints.

Of course, in the wider world today there are also exceptions, like the extreme case of
totalitarian North Korea, where symptoms of all three types of shortageflation - 1.0, 2.0, and
3.0 - converge, or the anachronistic state socialism in Cuba, where the 2.0 variant couples
with 3.0. Such contemporary comparisons in space, just like looking for analogies in time, not
only show the similarities of all three types of inflation suppression in the form of the
accumulation of forced savings by producers and consumers but also highlight their differ-
entia specifica.

Shortageflation 1.0 was caused by administrative orders and prohibitions breaking the rules
of the free market economy. There were enough raw materials, capital and labour to ensure a
sufficient supply of consumer goods under normal conditions, but by political decisions, these
were periodically, for the abnormal times of war, transferred to fulfil other purposes. The
shortageflation syndrome inherent to the economy of the state socialism, variant 2.0, was, in
turn, a systemic feature. The economy, by its very systemic nature, when faced with the
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procedure of politically motivated price controls, was unable to supply enough goods and
services to balance the flow of demand it stimulated. It was supposed to be cheap so that things
would be there for everyone, over time it was relatively cheap, but not enough for many.

Hence, the phenomenon of 3.0 version is different from the previous two. By the very nature
of the capitalist economy, production capacities are excessive from the point of view of an
insufficient effective demand, but the additional constraints on their use imposed by the un-
orthodox anti-crisis policy instruments in pandemic conditions cause that more could be
produced, sold, bought and consumed at the same time, but it is prohibited to do so. Thus,
similarly as in variants 1.0 and 2.0, there are forced savings, but in addition - and this is a major
difference - there are reserves of production capacities. In the 1.0 variant, it was negligible; the
war economy was in full swing. In the 2.0 variant, they were virtually non-existent, and if they
existed somewhere, it was because of the structural imbalance of the economy. A part of the
factory was at a standstill because it had just been affected by shortages of the components
required to maintain the continuity of production while at the same time another company was
hoarding such components and had excess inventory.

CONCLUSIONS

The situation is special because the nature of the crisis caused by the COVID coronavirus
pandemic is unprecedented. This time, the turbulences in the reproduction process are taking
place both on the supply side — mainly in the form of broken supply chains, whose transnational
role has increased enormously in the age of globalisation, and temporary bans on production
and especially on services — as well as on the demand side. The orthodox economic thought
often fails to provide suggestions on how to minimise the costs of micro- and macroeconomic
adjustments to specific challenges, which overlap with other ills, especially those related to the
protectionist practices that spread under the new nationalism and populism. Economic, social,
and political realities, different from what we know from the past, confront us with the
imperative to seek innovative theoretical interpretations. The more accurate they are and the
earlier they appear; the more effective corporate management and pragmatic economic policies
can draw on them.

We know that, given the situation resulting from the pandemic, economies will recover from
the syndrome of shortageflation 3.0 through five channels:

D s = dw + ding + dvs + dap + depr

where

Xps — forced savings arising under pandemic perturbations,

dy - an additional flow of demand stimulating the production and supply growth,

dim - financing additional imports from reserves previously compulsorily held,

dys - an increase in voluntary savings as a result of a change in the preferences of the holders of
previously compulsorily unspent funds,

dap - financial resources absorbed by an additional increase in the prices of raw materials and
assets,

dcpr - funds drained by an additional inflationary price increase.
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Now, ex-ante, we do not know the proportions of these five components of the equation. We
do not know to what extent and at what pace, in the post-pandemic economy, the stocks of
compulsory savings will be transformed into a flow of additional effective demand, and this -
along with the scale of production growth in subsequent periods - will be crucial for the
intensification of inflationary processes, those already entirely open.

A significant part of the compulsory savings has arisen as a result of the drastic reduction in
the possibility of enjoying services, especially travel, tourism, leisure and entertainment.
Countries where the hospitality sector accounts for a relatively large part of employment and
national income, such as Mexico, Kenya, Italy and Thailand, are particularly hard hit. Money
unspent in 2020 on airline tickets, hotels, restaurants, concerts, museums and galleries has
already become voluntary savings to a considerable but unknown extent. Still, as soon as these
service sectors gain momentum again, after an initial period of discounts to encourage spending,
prices will rocket. Airline tickets to exotic countries will be more expensive, we will pay more for
the next Beyoncé concert, the owner of our favourite restaurant will make it up on us, a masseur
will charge us appropriately, a plumber will take more money, shopping in a bookstore will cost
us more.

It can be assumed that New Zealand and Australia in the Spring of 2021 were closest to the
state that can be described with some approximation as a post-pandemic reality. It is worth
noting that in New Zealand restaurants, cafés, shopping centres and amusement parks were
visited more frequently than before the pandemic, and in Australia, in the first two months of
2021, the number of restaurant visitors was 65% higher than a year earlier (Economist 2021b).
In both cases, such a large increase in the effective demand intensifies inflationary pressures and
can result in higher prices.

We also do not know how much demand will go abroad and, by stimulating the economy
elsewhere, worsen the domestic balance of payments. This is already evident in the case of the
US, where a sizeable portion of the extraordinary budget spending, which sustains the pop-
ulation’s consumption levels and intentionally supports US businesses, finances imports,
especially from China (Hessler 2021), on which the Americans otherwise impose economic
sanctions, how ineffectively. The globalised economy is a system of interconnected vessels, and it
is worth to understand how its mechanisms work (Wolf 2004; Galbraith 2014). Nowadays, it is
necessary to act very prudently so that, with all the obvious differences, there would be as many
similarities as possible to the American way of recovering from the suppressed inflation 1.0, and
as few as possible to the Polish case of 2.0.

What we do know is that an important part — although we do not know how large - of the
additional flow of money that has flowed into the market and got temporarily immobilised as an
inflationary overhang is activated in the market of assets. Their prices are already going up and
will continue to do so for some time. This additionally reinforces inflation expectations and
stimulates speculation. The beginnings of a speculative bubble can already be noticed in some
segments of the asset market, especially in the housing market. Inevitably, the time will come
when it will burst causing further crisis phenomena. This can be countered by the targeted
taxation of speculative transactions to temper their scope. The prices of other assets, above all of
many raw materials, especially petrochemicals and metals, shares on some stock exchanges, and
cryptocurrencies will continue to behave chaotically, although with a tendency towards strong
increases. There is no doubt that the relative excess of money in circulation is the grist for the
mill of the nascent cryptocurrency market, where the drops will be as spectacular as the rises.
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Syndrome 3.0 is, after all, qualitatively different from the previous cases of 1.0 and 2.0. It is,
therefore, necessary to tone down the inflationary expectations; also, in the professional public
narrative. Above all, entrepreneurs must be encouraged to invest in production by various
means. This can be facilitated by increasing complementary public investments, which, in the
case of the US, the administration of President Joe Biden intends to do on a large scale, running
into trillions of dollars. The European Union plans to spend by the end of 2026 EUR 750 billion
from the common funds as part of the Recovery and Resilience Plans. These funds, in the form
of loans and grants, in specified proportions, are planned to go to 27 Member States, which will
distribute them under the National Recovery Plans. This public spending will undoubtedly
attract private investments which, if well-targeted by the market, will create new production
capacities absorbing the growing flow of demand.

The population, on the other hand, needs to be continually convinced about the sense of
sustainable saving. If we have involuntarily saved some money under a kind of temporary
pressure, we should not run with them to the unblocked market as soon as better times come —
because they will - but convert it into voluntary savings through sheer willpower: for better
holidays, for home improvements, for continuous education, for additional financing of our
future standard of living, for topping up our pensions. Just in case.
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