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Grzegorz W. FEolodko

Polish Hyperinflation and stabilization 1988-1850

[ Sumomary)

In the latter half of the eightles, inflatlionary processes In Poland
wiere undergoing an ever greater intensifiestion, Thelr characteristle
feature was the parallel existence of both price {open) inflatien and
shartages. In the second half of 1889 it came to mear-hyperinflation. The
economle situstion was extremsly disequilibrated, 3 recession appeared,
external debk wms growing. Against this background - after the polltical
breakthrough of summer 1889 - a successive ecopoaic program was developed
coensisting of tuo currents, The First one aimed abt a radical acceleration
of previcously inltiated market-orlented imstitutional changes. The second
eurfrent congisted In a fundamental change in economic policy towards
preponderance of fiscal and pometary Instruments,

Basing on these premises, the Polish werslon of orthodox-type
stablilzatlon program was worked oot and galed approval & the
Interpational Monetary Fund, After several-sonth preparations, lis
lmplementaktlon wvas started at the beginning of 1880,

In this paper, some pirocesses leading to the elaboration of the
progras, lts assumptiens and isplementatlion ms well as lis hitherto
obtained effects are discussed, They have been rather unfavourable, A high
inflatfon rate still persists. The previcusly dominating trade off:
Inflation wversus shortage, typlcal of the reformed sccialist economies,
has been replaced by anocther dilemma: Inflatlen versus recesslon, The
latter constltutes the greatest danger to the success of the gstabliization
package. Therefors, In  this paper some necessary directions and
instruments for & future medificatlon of the stabllilzatlion program have
bpen propoged. '



1. Sources of inflation in Poland

1.1. Inflatlenary processes In the elghties

The erlglns of the dntenslfled Infiatlonary precesses in Pelond still
date from the mid-sevenbles. The ipefficlent economic systes and wrong
palicy, on the one ha.ru:l H.E well as exbternal price shocks, op bthe other
band, led ko nn ew:r grenter intensificaticn of beth cost and demand
Inflations. But L1111 the end of the decade the Inllation rate did not
exceed one=diglt level..

A well-marked aceeleratlon of the Inflation teck place beginning with
sumper 1980 as a result of the simultanscus appearance of o dynaslc wape
rizse and econorle orisis. A particularly high inflaticon rale ftook place In
1882 afer which, In the followlng perlod, its roate gradually declined to
less tham 15 percent In 1985, It Is also worth noting that the perlod
after 1982 sl £111 1985786 was characterlzed by o relabtlvely high cenombe
growth rate, though this growth rate was reflerred Lo Lhe orltical
bronkdown of 1970-1203% when Lhe per-caplta GDP hoad dropped by almost one
third.

Bubt In the lstter half of the elghties Inflaticonary prooosses were
wigibly a.-;n:eicral.::rh_- once more, The prlece inflatlon [open inflatlon) rate
went wp from 15 percent In 1985 to 61 percent In 1988, AL the same Clse,
the economle gmﬂb was slowed=-down. The tremds of both these processes
becane stronger and stronger, this belipg partleularly apparent In 1083 [(see
figure 1). This, among others, was the source of the mounbting “tide of
social dlﬂ5at1;faghlun leading mot only to government reslgnatlion which
took place in September 1988, but alse to the fundamental institutlonal and
polibical brequhrqﬁgh in susser and aulusn 1883,

Thus, In t.h.:: #0sz, several different pericds from the polnt of view of
the dynanics of price Inflation processes could be distinguiztot. The
First ane extonded fﬁ:;l gummsr 1900 t111 the end of 1898L. Hexl, .. shock
price rlse of February 1082 took place wlith consequences bearing on bhe
whole year. Then, between 1987 and 1988 a gradual reduction In inflation



Figure 1

INFLATION, ECONOMIC GROWTH AND

REAL WAGES IN 1981

1989
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rate followed, after which we witnessed its remewed accelaratlen starting
with 1986 and lasting tf11 mid-198a".

1.2. Falled stabilizatlon attemplts

Over the whole past decade, a nunber of stabllizatlon abttempls
were made., The most *spectacular cone was the 1982 reform which, asang
others, resulted dn a fall in reall wages by as much as 25 percent. The
general price level fose at ane stroke by over 100 porcent wvpon which some
ad justment followed, malnly with regard te the household demand, roal
reduction in mne; reserves of the houschold seckor and limitatlion of the
excess  Jiguldity of enbterprises. Dut beglonnlng with August, alfter a
dranatlec breakdown because of demand barriers In Lhe preceding months, Uhe
economy nanaged Lo r;,-g:;m a grovih brend., L starled bo grow once more amd
an Inflation rate reduction process was inltiated.

However, in the mld-BOs, the reform process lest ite orliginal
wopentum. Institutfonal changes were Insuffielent and Inconsistently
Implerented, Econamle dlse egullibrium intensified once more, additional
inflatlenary factors appeared [(in particular a permanent Lrade balance
surplus since 1982) and soclal suppert for the reform was fadlng. Alse,
economic dymnlc:ﬁ were running out which led to recession beglanlng with
May 13983 (althoughy In the whole year's scale the declipe In Industrizal
production wvas still Inslgniflcant].

Ib W a,g;..alnst t;hlg background thatl succeszlive stabllizatlon atlempls
and antidnllatlonary measures were taken. In particular, the “"Govermmental
Inplementation Program for the Second Stage of Lhe Economle Refora”™ as
well ms the “"Progrog for Strengthenlng the Currency” were developed in
auturn 1987, Especially the latter was a kind of stablilzatlion package.
Howswver it was not fully consistent with the former which was belng mainly
focussed on Institutional transformations. The Inswfficlent coordination
between both plans and particularly the difflculties in blecklng the wage
rise compensalory lr; relatlon Lo price rise led to the fallure of these
incoherent stabilization atterpts. Planned ab 4.5 percent for 1388, the
infiation rate in reallty excceded Bl percent. The shorlages were also

i e il il e

1 fhe iiterature devoted to inflatisn In soclallst economles |s
getting ever more extensive. See 1.a. Winlecki (1986), Kolodko (1387],
Rosat! and Michalgk!l [1280), Hutkewski (1989) and Topinski (1539). Froa
among the English-language llterature it leg Hutl's sludy (1385) that is
warth quoting in the flrst place.



pggravabting, In addition, the produstion dynamics continued to decline and
the external debt level lpcessantly grew.

1.3, The shortageflation syndrome

A specific feature of Inflation in the scciallst economy has been its
duality. The latter consists In slipultaneces appearance of open and
repregged  Inflations. While Lhe forser, typleally of the soclallst
economles, finds expresslen in the rlse af the general price lavel, the
latter finds expression in shortages equally typlical of the soclallst
econoeles. This phenomenon = called shortageflation [Kolodko-HMcMahon 1S8T)
= hag specific lmplicatlens fer the stabllization polley, since not only
price stabilization, but also elinminatlon of shortages must be sought in
it course, So, the problem s more complex than in karket-type economy
where shortages do not appear.

The shortagellation syndrome can be Interpreted in two ways. Flrstly,
a certaln analogy emerges to the Inflatlion-versus-unceployment alternative
described by the Phillips curve. In the case of & centrally planned
economy with full employment B similar dilemma regards the possibllity
(and scope) of the trade-off between the price rise scale and shortage
level. However, this type of trade-off comes inte play for short parleds
cnly amd with regard Lto partlcular sub-markets. Since, over a longer
pericd and on macroeconomlc scale, the shortage will reproduce ltself at
an ever hlger cost, income and price level. To bleck thls speciflic process
requires certaln institutlional changes [(market-oriented restructuring of
the economy and remoneblization of economlc ralations), as well as
appropriate medificatlons ip economic policy. especially by shifting its
focuss from a "price-and-jncome™ pollcy (here, its liberalization s also
meant} towdrds a flscal and monetary poliey (Eolodko 1830).

Secondly, the shoriageflabtion syndrome §s to be interpreted as a
process of slsultancous intensification of both the price and repressed
inflations. As a result of malptalning soft budgetary constralints for
sconombs  agents (especially for the enterprise sector) there iz a
slmultanecus increase In both shortage level and inflatlon rate. Processes
of this kind have been in the latter half of the elghtles typlca;l of
Inflations in most socialist countries of which also in China and Soviel
Union. .

Since 1985, 1t has been axuctir this type of processes Lhat can be
ocbserved in Poland. After 1985, the price Inflation rate has been rising



ifrem 15 percent in 1985 to 244 percent in 1963) and at the same Lime,
shortages have been intensifled. This apparent paradox can be eashiy
explained glven the ‘differetiutud dypanics of pominal and feal E'ln-wﬁ..
Haml;.r,' in splte of an ever lower growth rate (and, I 1989, even an
absolute deciine) of  productlon and supply, the nominal - lncores
{espocinlly wages) wefle = exeept in 18987 = lncessanily growing ol o mure
rapld pace than the price level. In the face of the lack of capital markel
by which the excess demand Fflow could have been absorbod, the
dizeguillbrlus state was decpenlng -In splte of an evor guicker prlee rlge.
Of course, L?u- abave-described shortegeflatlon syndeome musl nol I.-:I
interprated ag If LRe economlic pollicy were able to arbliraclly sl pelsto
Lhe price or resources Inflatlon rate by alternaktely choosing now higher
prrice lewel, now greater shortage, wWith all the implications in the sphere
of goods, capltal gnd la.b;:-m" allecaklon, Hut, on the oiher hond, there
always have been soge possibilities Lo coptrol the mutual relatlon batween
Lthe repressed and upm; inflatlons. Howaver, an incorrect pollcey with this
regard has flinally ked - becauss n.i‘ existing svstemle and structural
condltlions - to the growth of both forms of inflatlonary processes.

1.4. Induced Hyperinflatleon

2

The spurces of hyperinflatlen” In Poelend woere pocumoalatbting <]nce ‘the

beginnling of 18988 already. The nflatlon was wisibly accelerabed by the
so=called “prlee-and-income® operatlen of Febpuary 158, It had Lo
Ffactlitate the executlion of the “Implementation FProgram of the Second
Stage of " Econcmlc Reform”. Howewer, thls was pot the case. Inslesd of Lhe

intended reduction+in average real wage level by about 5-6 percent Lhe
latter rose by Mtq&h. 2% 13 percent, while Lhe supply was Insulficient In

e e e

The 1.154:; F the term "hyperinflation” In the context of the Paolish
19891950 inflaflion 1g controversial, slnce It lasted seven months eanly
and, on Lhe :w&rq.gu. amaunted In that peried Yo somewhalt less Lhan 40
percent monthly tahiamcunt to about 5,500 percent wearly. Dornbush (1590
woild cull bt "megainflation”. Cagan [(19568) = uslpe very foreal orilecla -
defines hyperinflation es a process of steady price rlse in excess of 50
percent [why not,  for example, 40 percent?} In eovery censecubliwve monih.
Vhereas to overcome the byperinfiation requires, accordlng to Cagan,
reduclng the inflation rate te loss than 50 percent monthly throughout the
followlng year et least. But In the llght of the above discusslen, 1 stlill
propose te use the term “hypocinflation” here, keeplng fn milnd however
that, Bs will be shown below, p Poland it was of an Indeced character,
Hepce its vehemence, lrreguiwcity (from 19.7 percent In Decerber 1585 to
8.6 percent in Jamwary 1920) -7 short duration.



real terms. This led toe & further destabillzabtion and considerably
strengthened bhe influence of the demand and cost Inflations (excessive
increase 1n  labour costs). The price Inflation wes consldersebly
accelerated; parallelly, shortages were growlng, tm And the gowernment
began to an ever larger extent to loose centrol  over inflatlionary
Processes.

Ancther strong ispulse towards hyperinflation was the rapidly
worsening condition of the state budget, among cothers because of the
retroack ive ralze of state purchase prices for agricultwural preducts. This
evidently wrong declsion was - llke many other economic decislons i
Polnad = mainly motivated by political conslderations and strongly
conbributed to  speed wp  Infletlomn. Throughout 1988, the budget
digsequilibrium was deepening, and that for many reascns (see RBeport 1830},
Inflationary budgebeexpendlture was excessively groving, especially far
submidies to the ever more deficitary state sector production., On the
other hand, because of Lhe use of wrong systemle solutlons and Jow figeal
discipline, budget revenues were [in real terms) lower than planned.

The Faolish hyperinfliation was mainly provoked by bwe decislons made
az & result of the Round Table negotiations (Kolodke 1888al. Fere Lhe
unprrepared so-called "marketization" of the agriculture (In August 1888}
and the “gepneral wage and Income Indexatlon system™ {orced by the
Salidarity for political reasons are meant. The “macketization” of
agriculture almost exclusively consisted Inm the liberallzabtion of retall
prices for food and of profit margins in the Tood trade, without the
pecessary  previous  demonopolization  measures  dn the area of the
agricultural products trade and the supply of agriculture with preduction
mesang, Thiz opsration largely contributed to the price rise In August by
as much as 40 percent fn conparlison with July., The accelerated price
inflation process was additionally fueled by the effects of the full
Indexation which gave an extremely powerful push to wage inflation and to
current demand, First corrections bo the faulty and destructive lndexablon
system were made scon afber bhe power take-over by the Sclidarity.

Apart ot these - and some obther - hyperinflatlon sources which can e
calied technical omes, there alsc were some wider causes. S0, one @Day
gueas the hyperinfliationary option was delibepately chosen for Lhe
followlng reasons.

First, the conviction thiat torment caused by m']:-erinﬂntlbn Wik f o
foster the population’s readiness %o bear the inevitable cost el a shogk
therapy {for astabllizatlen.



Second, the belief that exit from hyperinflatien would be - under
certzin circumstances which presumably were met o Poland = relatively
exsier than from a galloping inflation combined with shorizge,

Third, the hyperinfiation had to facliitate {and this really
heppencd] the depreclatlon of monctary resourses acoumsliated by cconomie
agents [particularly by hbouseholds] and generally reduse the ereeEs i ve
Tinanclial 1iguidity of Lhe ecaonomy,

Fourth, - the Justiflied conviction l;h:l.t in ‘a hyperinflationary
enviranment 1t would be easzler to lower the resal  lncome level of
fmusehelds, although the implementation of this assumptlon wus nobl equally
spread over different months,

Finally, fiflh, its premises wve previously deflned as technléal enen
having been fully met, the hyperinflation was a consclous chaice for an
interim period becauze of market-orieoted systemic transformations. Sinee,
an this cocaslon, Ssomo indispensable mackesl opllons of occonemic polloy
could be initiated shich elherwlise would have been gextremely dl-l‘f'l-r:ult. ir
posalible at all, I!n:'el, a reduction in the scale of subgsldies and budgelary
redisbrlbul jon,  Lhe intpodoctien of o phrbial currensy copverUibiTity,
Igplementatlon of capltal and labour markel eslements, Iniliabion of Lhe
privatizalion process, ele. are meant.

To sum up, It is Lo be stated that the hyperinfiatlon started In
Poland In susmer 1989 was to & large extent induced, since its technloal
cauges slens = In spite of Lhe price explosion bn August already - could,
#till In prttubaﬁ. have been got under contrel or al least radically
neubralized, The bholee of the deflinite way of curblng Inflabtlon by
utiltizing itselfl f‘n::r* Lthis purpose was also promofed by Lhe practical
sltuation, especlally by bhe time colncidence of governeent change and
oulbreak of rampant in[‘lntlnnar}.’ processes,

2. Economic disequilibrium

The steady worsenlng of the situvatlon In the latter half ef the #H0z
found its axpr'll-Eﬁlun, among others, 1ln a deepening eccnomic disequilibrium
which pr'm:ti::-ii]ﬂ}y affected all the sectors of the econcmy. In spite of the
ever hlgher LAl 1at Lon rate, diseguilibrium was growing 1o the goocds sud
consunption serbices market, In this case we had to do &s well with a
disequillibrium of flows foper iInflatienary gap belng ex post *filled” wlkh
the Increment. in compulzary household savinge) as with a roegources

disequliilirium In bhe shape of Lhe so-called Inflatlonary owverhang Loe.
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resources reflectine the excess lliguidity of the household sector at the
given time {with the given real supply, demand and price 15#&1513.

Simitary deoply disequilibrated were the invesiment and  Babour
seclorg, In bBoth these areas, too, a surplus desand typical of the
soclalist coonomy existed which - in the Face of the lack of an efflicient
ket allocation — could nobt be equilibrated by the avallable supply of
mennt of prodoct lon.

A synthetic expresslon of the Internal disequillibrium was the state
budget deflelt which - as stated above = almogt led to budget breakdown 1n
2id-1983. At the end of the last decade and in particular in 1983, the
so-cnlled ODliviera-Tane! effect [(Tanzi 1877) made appearance. It conslsts
Im the fact that, in the face of hyperinfiationary trends, tax remitliances
by cconomic aponts are mote and wore delayed and, at the same tlme,
prosusures  For advanond  disbuergesenls frosm the budgeb, walnly for Lhe
public secter expenscs, bocome ever more  Insistent (and often more
effoctive), As a result, Lhe budget defleit becoses deeper which, in turn,
sends up the Inflatlen rate. This fact must be particularly stressed, as
i the course of slaborabion of the stablillizatlon package In Poland the
dotate stronpgly oxpoued the infiasked and ever blppor budgel deflalt as one
of the inllatton sources, while pogleching the Fact that there alse was a
vory strong opposite relation. Hamely, it was the galloping Inflatleon
burning  Inkto  byperioflation Lhat fed  be  Lhe ewver pgrowlng budget
dlgrgqui Nibrjum level. A unilaberal  appreach  to Lhis  problem  ond
undorestimatlon of Lthe isportance of the above-mentloned effect greably
influsnced the final shape of bhe stabllizatlon program in which the
necesslty of Full budpet equilibration wies recognized to be one of the
prime  Intersediate  objeclives in combatllng the Inflation and thils
equiilbrium was to bo achiewed by @ wery high [lscal encumbrance of the
enterprise sector [including private enterprises),

The ecconomboc discgulliberium bas its external  dimepsion teo. The
Poflsh forcign debt In convertible currencies was doubled inm the BOs. I%
grow from about USD 20 killion in 10BD to more than USD 41 billien at the

= e A e L L

. Scie  economists - o.g.  Tepifski (1830} = try to deny the
applleabiiity of Llhe Inflationary overhang notlon to the rosource
digequllibrlum analyata. I am also afraid that the Incosplete understanding
of the essense of bhe so-called overbang and an overootimatlon of its real
worlume wag one of the ressons of Lhe oxwoesslve dralnage on monelory assobs
of the household sector in the first months of the lsplementation of the
siahl lizallon program.
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cnd of 19439, and that In spite of repayinents which asounled Lo sbouat USD
20 bBllllen ever Lhis perled. L s Lo be sbreossed Lhab Lhis wos poscliblo
avling to suebaloed Lrncde bndiowse gurplos baebuecen 9L mesl TR G w11
Lo Lhe posiblbve bLebmsfegr boabaneee, Howewes,  Lhee pos]Liwe Lreosle bodange
ererted, at Lhe same Lime, an inflatlopaey proscure. In 1990, 10 kb to b
mperabive apaln, nt Feant oz moaus=ad by thaer prawvdprpment’ s coonomic proeram.

Apart Ifem it dod b debl, adve Podich debl egercaded In Lranclope
roubles conslderably prow bn Lher Bashk deeeiade, A0 'S Depinebngye e 1000 ik
wen oqual Lo Hbe. E.G bBillion., This debl In alsost cvolicely osed to Lhe
Toviel Unlon.

d. The ovrlhedex sheck = Januvary 1920
o1 Hew enwtLromesend,

The Polish econombc stabi]ization propran beieg Inplesestod siooe the
pinnlng of 1990 con bta recognlezod as o mere or less successlul allempt
to apply the arthedox melhods of Lhe ITnlernallionn] Momelorey Puod te Pellsh
condlbLlonas synlboetbonlly VEDusbeated alwve, Bomecoes 00 cukbbes bo Bhae
applleallon of Lhe MY orthodoexy = Lhiz opplicallon laoebag oo prorouliclle
for slgning & sland-by apecement wilh Lhis orpanleallon whlel, o Luen,
inf luenced thae whole sphere of Polopd’ s Cioanetial relallons with Lhe ket
= eadinly resulted [Deom Lhe peed Lo allow Porr Bhe exbablogn decp
dl.':aequ‘:l.l!l'-rllum. ad o particualoe for Lhe meolfeld shoeriapoes,

Withh all thiz, 1L msush e sieesged ol Lhe coomamlbe pogkage
prosented by Ehe new poveroment owos, Leooo Doepe extent, s oont bl ios of
reasures  Bhioh had  been wleendy enrlier  bakens The beatle difTerence
cons ksbed 151'_::: In ®he ecconcmic ide of the prebleas Lhep It 1o political
pepects; and that In Bath the internal and externnld disconcions, since Lhe
pelitical sktuastion had rodleally  chaoped, What  Peesecly  wer Bordly
conceivable has become possible now, The now aulboriiles bave an Imoepse
pepular support ol thele disposal which makes the Imploementatlon of  the
difficult econemic propram possible, bul, al the zmame i, aicalew bthe
danger of 1ts overheating by applylng an escessively restricltlve Piooecial
palloy.

Whereas, in the external dimension, the Wesbern aliitwle towards
Faland his dizmelileally ebhangod. The West e decldedly  appeoved the
dlrectlon and poace of Lhe Polish roeleems. Whal sepee, Dbs obbLlbtseles Lo L

Follsh debt service has also changed. 1o partloulae, the THE Fos degported

1



from the requirement of the two-year deadline for the equilibration of the
eurrent account balance, while accepting that higher priorlty must be glwven
to jnternal equilibrium. In this connectlen, bthe situabtion with respect to
external ald has also changed. Instead of the net negative ecaplital transfer
amounting to USD 1.5-2 blillion yearly (as in the preceding wears), a USD 2
billion net capital inflow can be expecked ln 1890,

In gum, the implementation of the hard economic program has
encountered, on the one hand, socclal accaptance of a drastic therapy which
reduces Teal wages and the llving standard and, on the other hand,
economic  support by the West for the Implementation of the new
governeent's economic program. Under these clrcumstances, after several
wontha’ preparatlens, the isplementation of the stabillzatlon program was
gat in motlon st the beginning of 1590,

3.2 . Propositions of the stabllizatlon program
2.2.1. State budgel

The stabllizatien progras assuses balancing of the state budget In
1880. It is to be mainly achleved through a radlcal limitation - and in
many cases complele abollshment - of subsldies. There share in the state
expenditure 1z to fall from about 38 percent In 1583 to about 14 percent
in 1850, The state budget equlilbrium la alsc to be helped by lmproved
flscal discipline, ban on contractlon of Interest non-intérest beaclng
loans from the central bank (intersediate crediting on comsercial terms
must mot exceed 4 percent of the budget in the first gquarter of the year
and 2 percent In the folleving gquarters] and substantial reductien in or
elinination of previously numerous tax exerptlons. The Institueblion of
public debt 1s also introduced. An Issue of government bonds amcunting to
Z1 4,1 trillion (as compared with Zi IHT. trililon of the budget on both
sides] has been planned. The bends will be exchanged for shares in
privatized state thtﬂ'pﬂhtq. Alsa, emisslon of shortters treasury bonds

4 The treatment of possible receipts from such bonds as budget
revenues 1s controversial, However, because of the fact that the state is
not obliged to redeen fhese boends In Flpancing this expepditure fros budget
respurces but hes to exchange them for equlties of privatized enteérprlses,
we do not have here to do with a conventliopal lnternal debt. 55, in this
connectlon, receipts from this specific bond issue can be consldered to be
budget revenue rather than budget debt contracted In the open markeb,

13



haz been adaibbted for the case of Insufficlent budgel revenues, bubt thelr
amount must nobt excesd 4 percent of the total budgetb.

3.2.2. Prlces

Prices have been to a large extent llberalized. liowever, at the
beginnlng of 1990, 14 percent of prices (in value teras) were still
directly set by the state. This mainly regarded the prices of energy,
transportation, housing, medicaments, and the cheepest sort of mllk. In
addition, about 10 percent of prices are subject to & kind of indirect
state control. It consists In the obligatien to inform the tax authorities
af intended price raises and the ralses can be postponed, though for no
longer than threec months.

Particularly impertant from the economlc point of wiew - bub at Lhe
sage Llme vgrii palnful from the soclal point of view - have been the
corrective energy price adlustsents. The retall price for coal rose
avernight as much as sevenfold! The electric power price rose Ewoloid, and
prices for llguid fuels were doubled. The price move induced thereby is
called corrective inflatlon. For January, it was planmed Lo amcunt to 45
percent (in ::l.:r.mpu.r'll‘-ann with the average prlce level In December}. As a
matter of course, this inflation index had alse to result from the general
price liberalization as well as from other declsions made under Lhe
stabllizatlien package, especlally with respect to lInterest ralte and
exchange rale.

3.2.3. Mometary policy

It has been assumed that tLhe budget equillbratlon seasures and prlee
liberalization will not lead to hyperinflatien If the whole econcmic and
fipanclal system 1 adequately “anchored®. Under the Follsh stoblllzabtlon
program the following facters are of speclal importance as the so-called
anchors (stabilizers): a) hard budgetary pelicy (both of the side of
rigorous revenwe enforcement and en the slde of severe ecoromical
discipline with regard to expendlbure); b) restrictive monctary pollcy: <)
quasl-freeze of wages; and d) unlform and Flxed exchange rate.

A to the monetary polley, the positive real Ilnterest rate has been
assuned to be the practically sole control instrument of money supply to
the national economy. At the sume time, It was accepted Lhis reallty
requirement would not epply to each indlvidual senth but, in Lhe Initial
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program implementation phase, to the first 1590 quarter as a whole. The
interest rate ls te be changed every month, belng at the beginning kepl as
Iittle as possible below Lhe Inflation rate and, later, somevhat abowve I,
Thuz, the followlng Interest rates (baslic Ilnterest rates on refinancing
credits from the central bank] were adopted for the first three
consecut [ve months: 36 percent for January, 20 percent for Februyary and 10
percent for March, OF course, an inconsistency Is lmmediately evident here
because = given the Interest rates having been adopted for these months -
the averaged Interest rate for the vhole three-month perlod could not be
really positive. This especlally regards the deposits of the household
gector. But another, more sericus oblectlom arlses, simce It §is doubtful
whether, under such clircumstances & positive real Interest rate is really
needed, Because, under conditions of wery high Inflation and currency
substitubtlon, an Interest rate high enough In coppariszon with the expected
inflatlon rate would be quite sufficlent Lo Induce necessary reduction In
eredit demand on the one hand, and Lo maintaln the prepensity of economic
agents for savings on the obher hand.

3.2.4. Wage restrictions

After heated debates at the end of 1883, It was declided there would
be neither & full wage freere nor the use of compensatory Indexatlon
mechanism at the level of 0.8 of the living cost increase, as had been the
case, with certaln modifications, In the fourth gquarter of the last year.
It can be assumed that it was fust as a result of a certaln compromise
between Lthe requests of the trade unlens and the expectations of
international fipancial institutions that Lhe pril.'rclph of wage fund (and
not individual wages) Indexation by the inflaticn index multipled by 0.3
in January, by 0.2 in the three following months and, later, by 0.5 was
adopted.

The coeffliclents constructed in the above way permlt to raise the
vage fund In the enterprise {as far as alleowed by lts financial condlilon
in the new economlc environment]) by the real inflatlon rate multiplied by
an appropriate Index. Thus, such depends on inf‘iatl.anu‘:r expectations and
en the credibility of the inflation rate faorecast by the government.
Bacause, il the admissible wage fund increase Is exceeded by not more than
three percentage polints, the enterprise will pay a penalby tax amounting
to 200 percent of the excess payments; if the excess wakes sore than three
percentage points over the adaitted limlt, the penalty taxatleon is equal
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Lo as such as 500 porcent for each additlenal polnt of excess paymentis. Im
the Pollsh ccenemic Jargon thls type of sclutlen is uwsually called "wape
gquilletine™, Swch a sclutlen pernlis either a groater rlse in Lhe wage
fund than would result frem the offlcial forecast as te the Infiatlen
level [if the enterprige manogement can better foresee the general price
level dynamics) or an approprlate ex post regulatlen {correctlon] when
bhe real Inflation Index 15 alrondy known. As easily noticeable, this kind
of wage policy tool functions im the wmy that the higher the Inflatlon
rate the greater the reduction In the real wage level. In view of Lhe very
Blgh inflation rate in the Initlal perleod of the stabillzatlon program
ieplamentation, the extresely restrictive charocter of this mechanlsm 1=
to be stressed,

43.2,5. Exchange rate

One of the maln nominal anchors ln the stebilizatien program Is Lhe
exchange rate. For many years., the Pollsh economy wos practlcailly a
Lwo=currency economy and the US dellar sLiEE plays a wery greab role,
especially with respect to househelds. They still keep {with Lhe present
exchange rate) more than one hallf of thelr money balances In hard
currency. Seo, the scope of currency substitutlen iz stiil wvery large. A
speclfic featurs of the economiec and flpanclal system was the exireme,
rarely encountered difference betucen the market price of dollar (L1ll
Morch 1989 l.e. the start of the cxchange rate llberalization pellicy It
was black-market pricel] asd Lhe officlal one. On Lhe leng-lers average
their ratloc usually was 4-5: 1,

St11l In September the ofFlcial [bank) exchange rate was 211,400
only and at t.].-..n an-i.i of the year attalned, because of galloping devaluation
the B,000 level. During this pericd Lhe market exchange rate slightly rose
first, was falling than, and at the end of the year fluctuated around ZL
9,500. That s why the officlal bank exchange rate was sct ab Lhis level
at the start of the anti-infiationary program, on assumption 1t showid be
stable for at least three months. If the parallel (market) rate declined
from the bank rate by more than 10 percent over a perlod defined by "The
Letter of Intent” addressed to the IMF as a “"meore-than-short period”, the
central bank would® be obliged %o Intervene through an Interesi rate
chamge .

It 1s to be added than the introduction of = unifore flxed exchange
rate, alse called “internal convertlbility®, was supplemented, on the one
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hand, with a further [lberalization of externmal trade and, on the other
hand, with the Intreductien of restrletive fmport dutlies and taxes on Some
poods (e, g, the duty on motor cars together with simultanecusly collected
turnaver tax ampounts in total to 44 percent of the foreign pricel. On this
eeoasion, the foreign cuwrency retention accounts (RODs) - expect the
previcusly existing omes = for exportlng enterprises were abolished and,
in thelr place, an cbligatery immediate resale of export recelpts was
introduced along wWith posslbility to finance the lmports with forelgn
currencles bought from commercial banke. The central bank, in turn, would
guarantes by 1ts reseprves, supporbed with the USD 1 billlon stabilizatlon
loan granted by the QECD countries speclally fer curremcy stabllization
purpases, to seet the commerclal banks" demand for forelgn currencles.

3.2, Social dimension of the stabilization

In the case of the Polish stabllization we have to do with many
specific features. With respect to the economle sphere, the abovedescribed
shoptagefiatlon - and later even hypershortegeflation - ayndrome is meant
here: slnce, in thls case, we have to do not only with & classlical-Lype
highinflatien but with shortages too. So, the stabllizetlon program has
been simultarescusly almed at both liaitlng or elimlneting the shorizges
and Etu.hl.li::ln.z the price level. Therefore, as opposed to Latin Amerlcan
stebillzations (Bruno-Di Tella-Dornbush—Fisher 1388), in thls case an
additicnal problem of bringing the pt.'il.-:;as to & level which will clear the
earket itz to be selwved. Thizs reguires, Cirst of all, a slgnificant
scceleration on inflationsary processes in the first periecd, but such a
pollcy can  encounter social barriers 1f almed at bringlng prosph
ant i=inflationary effects.

And bwere, the immense patience and even more - soclal support for the
leplementation of the stablllzatlon pregram is worth potipng. To outslide
observers thlis may seem alpost irratlonal, but at least two clrcusstances
are to be kept 1o mind here. First, the very difficult econoalc program
requiring sacrifices Is being implemented after a fundamental pollitical
turn &5 a result of which the government has been teken over by the
Solidarity movement which enjoys an lmmense polltlcal support. Secomdly,
the intensity of support for the new auvthorities is - as shown by oplnion
polls = proportional to the level of aversion and disllke to the fﬂl‘:ul*
systesm and to policles carried out by its authorities. Therefore, this
fector is intensly utilised by the propaganda which successfully brings
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home to the majority of publlic opinion that the former authoritles are
totally responsible for the present difficult sltuation {(this belog by no
means Lrue)] and ascertalins that there g po alfernative whalisoever to the
pregram belng Implemented ab  present (thls alse belpg not absolutely
truel.

Bub the faci remalns that Lhe lesenss geclal support §o a functlen of
palitical rather than economle factors and has strongly encouraged bhe mew
government ' s approach of the “now-or-never” or “all-or-mothlng® type. OF
course, both these alternatives are false bub, as It appears, soclally
acceptable and polltlieally wlable. Ard thls iz just what counts most In
palitics,

4. Iwplementalion of the progras
4.1. Budget

AL Lhe boginning of January, Lhe shock Lherapy was applled. As Far as
the budgel was cencerped, subsidies to dellcltary productlien, in partlcoular
subventlons to energy prices, were substantially reduced, Alse, many
u_'hilra.r:,.r tax exeaptions and reductlons were abollshed and the collectlan
of budgetary revenues was dlsciplined. There also was a delay iIn the
executlon of a part of payments which boad te compensate the publle sector
and jta workers for the lnflatiosary prlee rlse. Howewver, 1t 1s diffilcult
te evaluate the state budget performoance In the perspective el the short
period of a fevw monbths only. Mevertheless, the fact stands, that over the
Flrst five months of 1580 the budget was npot enly equilibrated bubt a
certaln surplus of revenues over expenses persisied [(Flgure 2}, However, 1t
is to remesbefed that, In the Polish flnancial system, the thred Flrst
!]'I'It.h:ﬂ of the ;nenr have always been somewhat specifle. In January, many
distertions appear r'egulhlng from the sebttlement of cutstandlng duss and
ebligations  from Ehe preceding WRAF, I Fabruory, go=cnl led
“compensat jon=taxes® on high personal Incomes are pald. In February and
March speclial remunerations (se-called “thirteenith pays® and “proflt
shares"} are payed which temporarily ralse the level of the household
sector incomes. Hevertheless, 1t can be stated that: flirst, budgetary
subventlons have been substantisally cut; second, Clscal disclipline has been
ieproved; third, no substantlal savings in the publle sector expendlture
kave been achlewved; fourih, the scale of income redistribution through the
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bipdget has  been  reduced; Fifth, the budget has been  practically
equllibrated throughout the early bBalf of Lthe yepr.

I mentioned above Lhai the 19390 budget assused Lbhe stale would sell
Yong-ters bonds (convertlble Inte shares In privatized ontorprises) for
the amounth of over &1 4,1 trillion, But because of bad organbeatlen of
the operation and as a resubtl of the excessive dealoage of  the
pepulation’'s flinancial resourses and  jbe genaral  pauperlzatlon  the
government managed to sell, during the first half of Lhe yesr, bords for
pot more than 1 percent of the proposed asount, this facl crealing a
threat to bn.u:-lget revenues and to the Ceaglle baedgey oqulllbelus,

But a sLill greater threat comes from bthe huge ecconomic recession. It
was nsgumed Lhat:" a) Industrial productlon wouwld fall by 5 percent (during
the whole 199 in compordiscn with 194048, b) the CUF wouwld be preduced by
2.1 poicent _only, wWherean e} conmusplion - by 1 percent oanly. Soeeh
eptinlstic assumpt ) ong might well be a pemnont of Lhe wishiol Lhinking
typleal ef the central planning perled, slnee they were not backed by any
reliable and convincling economlc caleulatlon,

The iresutllng threals to the budget and the Inflatlonary lmpllcatlons
are twofold. First, revenues {rom lncome taxes will be less because the
cconomic activity {8 very much weakened., The decline in industrial
production (measured by the sale of production of the socliallizad sector)
in the ..lu.nua.r'y—JunE perled by as much as 30 percent must be considered to
be wvery drastic indeed. This 1 an unnecessary cost of the excesslvely
regtrictlive monebary and wage pn-lit:;u's.

Second,, the unemployment resulting from such a deep recesclon can
prove much more costly for Lhe budget in augeentling ils expendlture much
aver the pla}md level:; since, tn the budpet rescurces were rescerved for
covering the doste of the expected wnemployment level of about 400, 000
porsons. In Jul;'. the uneaploymenl bas been aleeady In exdesn of Lthe level
af half ailien persons. And the unemployment s bound to rapldily grow In
the latter half of the year because of the lag effect l.e, a tlme-shifted
employment ad,.j:.;stnent. to the level of demand for labour corresponding with
recesslon. Tn other words, while In the recesslon phase Lthe lndustrial
output fell by as much as 30 percent, the employesnt dimipished by “pere”

I

5 Sepe economlsts use farther-reachlng deflipitlons tn this context.
Basatl (1900) righty remarks that the slsoeitanecus wse of & certasln
conbinat lon of (lnancial, msonealry and wage restrictlons brings Lhe economy
autright to rFuln.
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T percent. But In the depression phase (which has been practically lasting
from February following the January breakdownl, with productlen decline
practocally stopped in absolute terms, the employment level will Ffurther
dacline.

In other areas - especially in the agriculture having a wery large
share In tobal productisn (over 15 percent] and snployment (about 28
percent}, bullding end tramgpert - the scale of recesslon caused by Lhe
implementation of the stabillzation program and by the critlcal situatlon
as & whole 13 more difficult to be assessed because of thelr seasonal
character. In my cpinion, these side effects of the anti-inflationary shock
therapy, though inaveldable, could have been less IF Lhe level of different
anchorsz (stabllizers) in particular bthe interest rate and real wage
reduction coefficlents, were more aptly chosen. But the fear these
coefficients might prove Insufflelently restrictive and hence ineffective
induced the authorities to exaggeration In the opposite direction. And it
is Just in this sense that the program has been overshooted.

4.2. Prices

At the beginning of January 18350, the greatest price shock in
Poland's postwar history took place. The far-reaching price llberallzation,
on the one hand, and central corrective prlee rises, on the other hand,
provoked = price explesion by nearly B0 percent Iin comparison with
December, And 1t s to be stressed that since Octeober 15983 the Inflatlion
Index was gradually falling (see figure 3] amouting in the consecutive
months of the last gquarter of that year 55, 22 and 17 percent respectively
{in comparison with the preceding menth).

Az equally alaralng must be recognized the fact that progress towvard
price structure Improvesent bas been less than originally assumed
{Frydman, FKolodko, Welllisz 1830). The higher -than-expected price rise has
caused that real energy prices did not grow so much as assumed in the
program - with all the resulting consequences Including the need for
repeated corrective raiausls, since the stabllization program assumed the

8 They were partly performed In  May already. mainly through
1lberalization of btrade margins and by shifting the bransportation costs on
the buyers. The prilce ss such were on the average ralsed by about 5
percent. But from the buyers® point of view - and alsc as implleation for
production costs - the ralse 1n really pald coal prices wes considerably
more. The coal prices were liberalized entirely since July 1380,
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real price rlses [or coal and cther fuels showuld be sulfficlently high to
anticlipate the lncrease In costs which would follow the general price level
growth thab, however, wag expected. Lo attaln 45 percent only. Bul, in
reallity, it proved Lo b by BD peroent hilghes. ’

Heithor can  the resaining changes 1m the price structure be
favourably evaluated;, .sipce  in " the l:nitlal phase uf: the program
Iil.plunentatll:rn almost 111. proces. were Etill l;‘nrt-,-d. m::-u:nrding ta  the
cosl-baged pricing formela rather than the demond/supply-based Formula,
this anyway having been foreseen. Flpally, Lhe lmpact of price changes cn
the real econemy sphere too can not bn.:l'hv-n-urnh!r Judged sinow, frem the
- wery beplnning, mgatii;é nd justments In the shape of productien reductlions
{becavge of Lhe derand  barrler) Look place  Ipstead “of positive real
Cood justments  in o the sh:.pe afl - productlon  cosbt  redoctlon, emplayment
streamlining, quallty Improvements, ele. ' )

After the price oxploslen of January, the prlce dynamics were visibly
dying out In the following menths. The inflation rate measured by the CPI
amounted te 23.9 percent In February and to 4.7 percent In :l-hrch.
Unfortunately, in Aprll It was dynamized once more - up to 8.1 percent
monthly l.e. Yo ms much as 155 percent yearly, ln May Lthe Inllation rate
wig 5.0 percent, and in June close Lo 4 percent. One to expect that the
monthly rate of Inflatlon In July will 'h_-l around 8 percent, although the
gu-.-érmcnt bargel has been 5.5 percent. In.my opinlon, the reversal of the
several seaks® Pavourable trend towards Inflation suppression resulted
from several factors. '

First, a very high statlstical ipcrease In real wages In March ag a
result of the existing w-gt'pnllcy rules and itg false sequencing In Lhe
Cinltlal period of the laplementatlion of the stabllization program. Since,
Just as there was no need for such a drostiec reductlen In real wages as
was the case In January, there alzo was no need to “make up® In March.

Lecond, the use of the US dollar exchange rate as nomlnal amchor has
brought about an [ncrease in the cost nf.'inpnrt_: pald in other currencles
which were appreclated durlng. this peried. As a result, this factor, too,
constituted a -:urt_nin cost-push fnflation impulse.

Third, the enterprises continued to’use - of course In the frasework

o S B S e

 Here, mean sonihly levels In comparison wlith each precedlng month -
©oare meant, ©  The So-ciilled “point-to-polint® indlces  l.e.
end-of -month-to-end-of-month indices are presented In flgure 3.
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of & radlcally reduced demand - the so called cost-plus pricing formula
wherever posslble.

Finally, fourth - and this l= the most important concluslon here =
tnflation ecan mol be gob under control by an exclusive use regulatlive
tools. Recession in itself ig - through an abrupt reduction in real supply
= the strongest inflationary factor, the more so because In our case 1t
has aoverproportionally affected the consumptleon industry branches.

4.3, Interest rate

Interest rate has been one of bagle fnatruments of the stabilizatlon
program laplementation. It was assumed 1t should, in the scale of the
firat threes-month perliod, come as near as possible te a really positive
rate. However, a wery large deviation tock place In January. The baslc
interest rate wag sSet at 36 percent  (monthlyl belng, of course,
appreprlately differentlated for different credit and deposit calegories
fig. 4). o

But the real Inflation rate in January w=ms m@uch hlgher than
n:rigl.mily assumed; it attaiped as mech ms TH.6 percent, this belng the
world's highest level for that month {(along with simllar inflatlon rate In
Argentinal. So, the real interest rate ip the Clrst month - according to
the program acuthors, the key one for the success of the entlire operatlon -
was decldedly negablwve, But desplte the Intentloms, It was & good Lhing,
since the Intersst rate was hlgh encugh - even more than encugh - to
radically reduce the desmand for credits from both the enterprise and
bouaeheld sectors and to epcourage the trend to locate free monetary
resources 1n demestic currency accounts rather than In hard eurrenclies.
The interest rate onm the iatter has not been changed (it amounts to 3-10
percent annually in dependence on deposlt category). A still higher
nominal Interest rate lewvel would not bring any addltlonal asdvantages
while leading to a still deeper and longer-lasting recession.

In February - in the face of expected Inflatlon rate of 20-25 percent
ordar = the baslic interest rate was set at 20 percent. This time, already,
ites peal level was much legs megative, =since the real price rise index
amounted te 23.9 percent. Whereas, If measured by the polnt-to-peint
method, the real interest would prove substantially pesitive (see Tlg . d4).
However, the restrlctive monetary policy sheltered by such a high interest
rate contributed to sustained recesslionary trends.
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In the third month of program lmplementatlion, eafter & certaln
suppresslon of the Inflatlionary processes, the baslc interest rate was
reduced to 10 percent which already secured - for the first time since a
long time - its positive real level; since, In March, the Inflation
amcunted to 4.7 percent only. April, in turn, already brought a wvislble
deterioration. Im comparison with the repeated growth of the inflation
rate to B.1 percent, the interest rate op most deposits of the household
sector (except on two- and three-year ones) was once more substantially
negative in real terms. This situatlon does not foster the most desirable
way of demand peductlen - 1.e. through lncreased savings. In May, the
situation has been eimilar; the baste lnterest rate is 5.5 percent 1.e.
not more than the price rise rate. Sinece, July the discount rate of
cantral bank has been Fixed on yearly bazis at the level of 34 percent.

So, when svaluating the impact of t-he restrictive monetary pelicy on
the implementation of the stabilizatlon program, it can be statet that:
first, 1t has brought bthe expected results in the area of demand reduction
for goods and, at the sane time, strengihened the demand for Zleoty In
comparison with demand for hard currency asgets. Second, It has led 1o a
huge, not necessarily needed onm such & scale, recesslon In the real
sphere. Third, money balances of the household sector have been subject to
a steady deep depreciatlien, this having further, this tlwe already
negatlve, repercusglens In the sphere of excessive demand restralnls
including s shortage of flpancial rescurces needed for the implementatlon
of the privatization program. ' '

In the 1lght of the above copsliderations, some more general
concluslions and recommendations with respect to the seguencing of the
interest rate policy steps under copditlens of fighting ‘the
[hyperlshortageflatlon syndrome can be drawn, Here, four distinct phases
must be distinguished. The first one Is characterized by a high infiatlon
ascompanied by vest shortages and soft budgetary restraints, the latter
belng Institutlonally connected with the two former phenomena. Under such
circusstances, the following economic law is functloning: In a shoriage
economy, any attempt to decree & nominal interest rate above the inflation
rate {i.e. at a positive real level) sirengthens the exisiing tremds with
respect o the price Inflation rate. If, In the given pericd, this rate
is groving, any rise In the interest rate will =till Inlensify the
inflatlonary processes - and wvice versa. Therefore, the so-called “making
the Interest rate real™ would have been Justified after the 1982
stabllizatlon, especially Iin 1983-15685, while belng pro-inflatlonary In



the later perlod [(Kolodke 1925a). Also, & really positlve intersst rate
was to b omore sclively scught In the fourth guarter of the last year,
when & descending trend of monthly Inflation rates had been successfully
achleved. Howewver, this was not dome and monetary balances of the
houwseholds were Intentlonally depreclated and severly wiped-out on the eve
af Lhe shock therapy which was delayed t111 the beglnning of Lhe next
YR, .
“In the second phase 1.e. the correcilve inflatleon phase = b=lng, by
its very nature, of short duratien — the posltive interest rate principle
doos not apply. This rate must conly be sulfficlenily hlgh to I‘ldri*."-l.l]f nnd
u.hrupil:,r. reduce the demand for money from nll economy sectors and Lo
prevent the destabllizing effecis of currency substitution. In Poland,
January and the early part of February 19590 corresponded wllh thls phase.

In the third phase - and In Foland thls phase is stlll golng en and
will last till the end of the third guarter at least - positive real
interest rates must be used, while the interest rate on loans (granted in
the first plece to enterprises of the socliallzed sector] sust be lower
than interest rate on deposits (thls particuelarly applies to the deposits
of household sector). A polley of Lhis Lype wlll be antl-infllatlonary as
it contributes Lo a redecktlon in recesslon scale, strengthens the
propensity for savings and stinulates invesiment. -mur:u the differences
In Interest rates sre bto be [lnanced Lhrough low interest rates on the
sight deposits and Zero-lnterest on current accounts of the enterprise
seckor, 52, In this phase, the [olloving relatlons must functlon:

where:

r, - loterest rate on household deposits,

r: = interest rale on credits,

p - lmflation rate,

Flmally, im the fewurth phase, when stablllizatlon effects begln te
assuyme A& more permanent character, transitlon te the Interest policy

typical of markelt economles s necessary, whers:
r I o > p

It 1z ewident that neither the monkths preceding the stabllizatlon
prograan nor 1ts hitherto isplementation have been subordinated Lo the



above sequencing, and that is why the deslrable stablllizing effects could
hardly be sxpected.

4.4. Wages

The wage Iindexatlon system belng in force In the course of the
program implementation undoubtedly iz of a very restrictive, deflatlonmry
character. Its short-term lmpact Is unguestlonably anti-inflationacy and
stabilizing. But, in the longer run, lts influence 1s demobivating and
suppl y=reducing hence pro-inflationery. In additlonm, its ilmportant
drawback conslsts In a practically egual treatment of all enterprises
Irrespective of their preduction trends. Worse still, the restrictive wage
policy has, in the first place, affected the enterprises which deliver
goods to relatively equllibrated partial markets, since It has besn there
that the demand barcler has appeared Cirst, In limiting the productien
which o far has been profitable and well selling. '

In January, the demand reduction caused by fliscal n.nl:l mo e bary
moasures was s5¢ deep that, In many cases, the enterprlises did not ralse
the wages even by the admlssible (free of penalty tax) coefflclents. They
siaply lacked the necessary llquidity. Thus, the wages grew by 1.3 percent
aply, thlis belng tantemeunt to thelr sorabrous fall by as much as over 45
percent in real terms. But already In February these Indicaters looked
gulte differently, a part of February payments constlituting a delayed
partial compensatlen for the inflatlionary rlse in the cost of living In
Japuary, With a lewer bthan In January pr!.r.;e rise, the rise In wages was
substantially greater. In March, In bturn, & copslderable lncrease in real
wages took place, mainly resulting from so-called profit-share paymonts.
Whareas In April real wages [ell by 14.5 percent (see flg. 5). Bub, as
already pointed oubt, the sequencing of cost of llvlhg movements as well as
of both nominal and real wage changes was conbtroverslal,

Hor did this wage policy contribute to a wage strusture improvement.
During the implesentation of the stabllization program all wages were
changlng In cenverglng directions and at sisilar pace. Thus, nelther in
intergroup nor interbranch relatlons, the desired change took place and
ad fustments with thls respect which wlll be pecessary in future will once
wore exerclce Ilnflatlonary pressures.
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4.5. BExchange rale

The exchange rate policy 1n Lhe early month of 1390 can be consldered
te be successful. In spite of the controverslal cholce of the US dollar as
the nomipal anchor, since in Poland's case It would be better to use a
currency basket the composition of which would correspond with the share
of different currenclez in the Polish forelgn trade, the exchange rate
level waz correctly anticlpated. Although, 1n thls case, it was ot a
matter of anticlipation precision, because in reallty it was a devaluation
of the Zloty to the level of the then actual market rate (l.e. to the
level of Z21. 9.500 for cne US dellar) that was carried out on January ist
1980, The synchronous Introduction of a high nominz]l interest rate on bank
deposlits depominated In Zloty and of prohibitlve - may be even excessively
" high and sometimes harmful - Import taxes as well as the selling out of
previously accumulated dollar assets by the pauperized populabticn and of
currencles kept on the above-mentloned ROD accounts by enterprises, where
the fectors whleh contributed to the malntenance of a stable and unifors
exchange tate. On the one hand, they reduced the demand for dollars and,
on the ether hand, Ilncreased thelr supply. .

" In the early glx sonths of the program implementation, the parallel
{market) exchange rate only slightly deviated from the bank (officiall
exchange rate, the deviation not exceeding 3 percent (fig. B}, It was
assumed & change In the of ficlal exchange rate would be necessary after the
first quarter of 1930 only, but such a need did not appear. For the sake of
price gtabliization, the stand-by agreement with the IMF provided that In
the case of en excessive exchange rate divergence an intervention through
interest rate adjustment should be wsed first, but thus far no interventlon
has been necessary., The objective of stabilizing the exchange rate for a
protracted perlod is to make this rate one of the nomlnal anchors, although
in the case of ther Pollsh econosny the lmportance of this factor Is less
than In developped market economies.

Algo, the utmost psychologieal lmportance of & stable, wunifora
exchange rate is worth stressing. Since, for the great majority of the
Follsh population this !s an entirely new situatlen. On the other hand, 1t
is to be noted that the radlcal change In the market-te-official exchange
rate ratio directly affects many households, as at least every fourth of
them owns & foreign currency assets, In Poland the nusber alone of bank
accounts denominated in hard currency is over 4 million. Thelr owmers have
bean deprived of the premium resulting from the exchange rate difference
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BACRER Rpd,  connayguently, many boave Legoes poorer. Weallh sccusalated in
mardl  cwrrenchios bk conftiderably chroenk, Foe Lhee first tice wprler the
Topgr-boe ot b Poltete TP Tl Lo el Peae Cever Ul Banl Leps Bie T T aof Bhon fzeowepd 8aees
el Lheonpboul Lhee ciphtied, cowsiderable cconoale losses were suffered by
bourehiclds Flecing Frem Plobty Lo US dollore,

Wieeh e, dn fhe courte g Lhe progeam ieplemenbalion we alas baes
Boo ol Witk o hipgls bnl et o 15 Lher pewckeel smerwedd b cropeep 1 efee
eurrernt b, Bhin dummetls Lhe seale of  foflstleosry provessesn o Lhe
iy dee B wlea e, sl o enlismaled D0 pepgent {In value Leems) of all
Lrammagbioms are coareled oul §a WS dolinrd. Osly In June f b prics in
to-ealbed dal bar shops ivve Inereased by additional 20=30 peprooent,
@, Ewalualion atlempl

T pesultey oo Lies adwewrs soceal il Son Uhnk Lhe Ioplepsntal o of the
voonemic progeius can hardiy Le favourably evaluated [see Plgues 71, I
aplte of Lhe lapue of more than Len menlhs with respect be systenlc choneas
and sovens moanths with respect Lo Lhe Seplesenlatllion of Lhe stabilislien
pefteptedatn, Bhe sapndi L bon of Lhe eognomy 15 Fare from bolh "oocial wrsgpanet ook Prnn
wred peelicy promises,  the foermer belng, by Lhe way, to o laspe exbtend
prroakaed by the fatbero in pacbicubare, Lhe Collowlngr arens mesh e podonded
crd 1 whibeh the progasam aplesepblaf bon Bne: Faided,

Flrob, bende objectives of the pystemic pact of the econumle poropras
e Ll deploewepted with wory poenl delay. In p:L.r*L!It:—ul-.\r, Lke ownershlp
Lranslorsation prupras b nob o sel been sbacted seel Lhe gharees el Lhe
po=cnlded T1LLLe pdvalieation hove been bo o Ioepe estent dininbohod Ly
Liew wmeerinbwe vodugallen o bncomes sad maney ponowrees ol Ll fouselo ]t
segber, "The ewcens Nguidity of Lhis sector of the cconomy wen Jerpsiy
reduzesd b FEHED abready; bul Lbn complete ollminatlon could bav- Leen
bl Ly twchiieswend Ly thee mnler o dliTeren® seall asoetss Lk by LB
el it lonpnry  eelvore aof o con iderablao portion of the jopuleaticn’sa
monstonry e baneed (oo Fig 51 Moreswver, boeonuse of erroncocs solut Tess
Lhe chance hive Leen slused o leslitubiesalize publlie debt, IbL previoundy
eolubed I Ll Form of the So-colled Eeflisblopsry overbong whichk, o
reality, ws o eertain, thouph “uncivilized”, kimd of Internal poblic debd
and onnabltabodd nther  coppulsory Lhin wvoluntary  =aviegs of Lhe
Besericbea bl Thie penblivn could have boen parkly solved threugh an 1ot eenad
vxebauge: ol sl peeeelary Lalioeses ol Ll peejenliation o wlor-g b

PrAval bired capbeigdToomd, Sach esact Iy wies Lhe purpose of fooulepn poverooaont



bonds convertible into shares 1n privatized enterprises (bonds with
privatizatlon option or & sort of intermal debt-fer equlty-swapsi, bul as
a result of the lack of secondary markel, uncertalnty as Lo real
possibilities of equity acqulsition in the near future and the prospect of
a lettery redemptlen of cutstanding bonds after 1954 only, prople did not
show interecst in these bonds in splie of their most odvantagoous Inbteresl
rate In comparigon ujl:h‘n}q,.r other lovesblsents in the arising fipoenclol
market®, ' "

Secord, the stabllization palicy misced Lhe opportunities resulting
from the decsending trend ef both inflation forms which showed up in the
fourth guarter of 1983, AL that time, bolh cpen and represses inflablons
{zee figure 3) were vislbly sloving down (surplus  liquidity of the
enterprlse and household scctors disinished and shortages were reduced).

Third, that fact was neglected that adjustments by cconomic agents
{especially by production enterprises) would Initlially almost exclusively
be of non-market nature l.e. the processes would be dominated, on Lthe anc
hand, by the so-called cost-bosed pricing formula and, on the ciher hand,
by & reductlion in production voluse because of Lhe decllne In real demagd.
In the face of such negative ndjustment processes the objectlives assumed
by the government fer the economic program as a whole, and  the
stabllizotlon progras In particular, simply could not be achleved. Above
nil, objectives such ns 1 percent ind'lation rate Lo be achlewed b June
1990, & percent fall In individual predustion, 3.1 percent declline in GO¥
ard 1 percent in per-caplts consumphion with 2 20 percent reduction 1n
real wages, were from the very beginning considered to be tllusery. In the
1lght of facts 1t Is only the latter Indlcalor Lhat can - and should -
continue to be the goal of economic policy.

Fourth, the much hlgher than ewxpected so-called correctlive inflatlon
in Jonuary mnd F-r:'nrl.mry,.m_-'; well as its echo in Aprll and May, resulted in
much greater effects 'UH.h respect to  Inflatlenary wealth amd  Income
redlstibutlon f see fhgur;e 5) than originally assumed by the government. on
the one hand, and than necessary from the point of wview of Lhe
stabllization pr:rc;s“s. on Lthe other hand,

i L kW

8 & milllion Zloty ef the end of the last year represented at the end
ef Lhe Flrst quarter of 1990 the following nomlnal wvalueew {inking Into
account the exchange rate changes, moninal interezt rates and premium Ln
Ehe cacse of bonds): 2496 millifon if lpvested in bonds, 1.00 million in
case of bank deposit in US deollars, and 1.277 =mllllen In case of
three-month deposit st the Natlenal Savings Bank (FRDD.
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Fifth, the “side”™ effect of the stoblllzatlen measures In Lhke shaps
of real processes, espocially of an exceptlonally deep recessiom, must be
univocally nopatively evaluated. The deciine in industrial produstlen by
abowut A0 peorcont over bhe Flrst kell of 1990 wouwld be 'a hardily accoplable
cost even 1F the slubiliseblen polley were sdccessluel, It peoves all Lhe
more folled o Lhe roceeslon has been Lo a larpe exbtent unfroitful. This
resulizg from the fact that the producticn Talt has nol beoen accompanicd by
the elimimnation of the most inefficlent enterprises nor by the deslrable
restrecturing, bub on bhe eonbraey,  the recession has  medl  severcly
affected the enterprlses which sapply the necds of household consumphblon.
€, 1t lz not that productlon which constitutes the heaviesl burden on the
budget, Lhe balunee of poyment and the cconomy as o whole which in being
eilmlnated from the market, but 1o many cnscs production is belng reduced
in the saintensnce of which we ore interested (Lhis malnly regards soms
branches of the focd-processing and consumpllon goods lndustrics, o.g. the
textile Industery]

Sixth, the prisary ebjective of  the stabllizetlen pelley 1l.e. Lhe
poductlen of L !.|1!"I.'|.Ll.-e:ln pate to 1 prroont senthly Lill Lhe slddle of
Lhe  year  wis ot pehieved beesose,  under Lhe extstiog sbtrocturod ﬂ:nd._
gystowle conditlons, St could nobt b achioved, Simply, this goal wan Lo
boldly set. in the inilial debale phage, 1 delflped such optinistlc vislons
of Inflatlen being curbed within a very short perlod as an expression of
lack of imaginallen and rr.~5p¢nlslu1;ilkt.rg. upleas, 1o ape of the succeosive
pliasen, froeluge wig Lo Lbe takon to some Dreezing measuros, the Inlter bolng
however, at is well-known, Inconsisztent with the philosophy ef ihe new
.E}'EI..l]'mEE wnd politieal princlples. Still worse, the price Infiabtlon hos
been stabilitzed ab o Jevel belng Lhe hiphost §n Furepe and such has to bBe
Cglgme ip opder Lo make Lhls stebilizatlen as sherl as poselble, sknce the
mean montly Inflatien rato For bhe Mapch - July 1800 perlod amounted Lo as
much as aboutl B percent, this belng tantamount Lo & yearly luflation level
ef 100 percent. It 1s worlh adding that im April and In July the inflation
level was similar to that of the early hall of 1582 (H.1 ln Aprll in
comparlson with 8.3 percent). But there is a difference comslsting ln the
fact that, mow, the lndustrial predustion is by J0 percent lower.

Soventh, these negatlive fackls sust be, however, percelved apnlnst a

o ol e o il L B

T o0 this gubfect  seo 1o arpswents set forth at Lhe E¥Eh Congress
af the Polish Fconomic Soclely tn Ledd lu Hovember 1970 (Rolodke 100UE) as
well 25 In the deboate with Jeifrey Sachs [(Kolodke, Sachs 1889).
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background of the favourable phenomenon that, as a result of the
stebilization program and systemic transformations, shortages have been
radically reduced, though mot fully eliminated. And that in all the
narkets, because it regards as well the consumption goods market as the
procurenent goods and investment goods markets.

Eight, a wvery favourable effect from the polnt of wview of the
stabillzation goal has been the maintenance of the flxed bank [official)
dollar exchange rate over seven consecutive months, with the warket
exchange rate only slightly deviating from the officlal cne (see flg.B).
Although its impact on different economic activity spheres - especially on
forelgn trade, trade balance and transfer level - §s different, there is
ne deubt that the exchange rate stabilization contributes to lower the
inflatlonary expectations ef economlc agents and, hence, supports the
process of stabillzing the whale sacial and economic Syslem.

To sum up, the hitherte Implementation of the economle program in
Poland shows that within the alternative: “cold turkey" therapy (not to be
confused with shock therapy) versus gradual approach, the cholce should be
the gradual approach. At the same time, I Insist, and that since a leng
time, that the pradunlity does not exclude a shock blew at some sore
polnts of the system structure and economic agents® behaviour. But it is
not poszible to solve - as proposed by some people = Loo many problems
simulteneously or within a teo short pericod. Anyhow, the life itself and
the experlence of the last few months Irrefutably Show that there 1s a
need for a second push = beling, may be, only one of many successlve moves
-~ towards stabilizatleon and simultaneous transformation of the economy
inte a market ome. Bub it 1% to be regretted that this cencluglien has to
be drawn & new st A high social cost the scale of which could have been
much less.

6. Elements of the "second gear” of the stabilizationm

In the light of past experience and the resulting conclusiens it Is
evident that the economy must “shift the gear® in which 1t Is running,
though by no means change the fundamental directicn of the market-orlented
ingtitutional (systemic) structural and political transformation of the
whole weeonomy. The essence of this "second gear”™ wmust be an actlive
iptervent lonist state policy orlented towards supply-inducling structural
transforsations: since, other wise, IF it does not resume 1tz growth
capablllity, the economy will stay in the conditlon of protracted



depression without likelihood of permanent stabilizatlon, We campob
continue to be steoped in §llusion the problems of structural changes and
economlc recovery will be solved by the sarket bbgelf, And Lthat for twe
fundasental reasons. Flrst, It bas not yeb been achieved by sarkebl belng
not cupporlod by Che sbale sownd pedley o the sodern world anywhere, ewdn
In very developed and mailure economies. Second, [n Foland's case we sLill
have to do with market mechanises which are only Jjust coming to 1ife and
mrust b {amd somcilmes - owven contrary Lo offlcial declarations - already
bsb o supporied by an enlighteped slate Inlervonl lonlam,

The paalboulor diffbeully of Lhe sblabllizatlen polley o Tba “gooord
pear®  eensists In the peed to solve a sharp contradictlon  bBebweoen
recesalen and inflation. The trade—ofl: open {pricel Inflatlen wversus
reprossed inflation {shortages? typlcal of Lhe econcay in the preceding
perbod hes now been = and Ehis s an importast achlevement of the economle
pelicy - reploced by Lhe dllesma: how bto sbimulabte economic growkth while
preventing depression for even o further recesslon} withoul a repealed
acceleration of price inflation (or reproduction of schortapes)? Agalinst
Lhe backpround of this questlon, 1 would like Lo Formuliasle Some propoinls,

First, whille rumning In “"the secomd gear™ of the strabliltzatlonm
poellicy and continoing the sustesie and structural changes Intrinslcally
couples with this peliey, one should net leay dewn ooy too Cear-reachlng
obdect lves with regord Lo the seale of Inflatlon rate redoct lon,

It seemns that curklng the Inflation rate to aboul 2 percent monihly
fi.e. 26.8 percent yearlyl while keepimg wup the trend to  form
n#rhutﬁclnarlng (shortage-ellminating) prices 1s sufflicient at this phace
of Inflatlon fighting. Becouse otherwlise - o.g Il o gonl of the order of
1 percent monthly 1s lald down, the poalley must be much more restirictive,
thur puclaintng the recesglonnry tpondn in Lhe real sconomy sphere and

Lhreatenlng 14 wilh furthes thLruct1unID.

L Pudlpgor Dorpbusch (i980) thinks that poals of the zoero-inllaklon
Lwvpe for countries Lrying Lo extclcate themselves Fraon megin- of hyper-Lya

Infiation are wnreallstic. Beocause Lhey can Just ledd te fush & deep
recession that the latter will, In turn, become o pro-inflaticnary Fackor
end desteoy Lhe whole stabhilisation effort. 1 would anly 1ike La add thaet,

like tn Polarnd, alse in Yugostaviae unrealistle goals as to Lthe expecstied
Infinution rate wotoe depled, In Yuposlavia, b was assumed to asount to X
percent  manthiy on Lhe average fhrouphtout  the year. o oreallity, Lt
amountad in the consecutive months of the {irst guarier to 17, B. 5 and 2.6
pereent respectively, bul in second gquartes It was brought down to zero
tafter the hyperinflatlonary index of B4 percent in Decepber (283}, In
Wietnom, bthe gos]l wis wore peallsbleslly set, nasely as 2 percent monthliy.
And  in Mexloco which already flinds litself at a much pore advanced
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Second, the economic recovery sust be mainly induced by stimulating
the lnvestments, since only lInvestments can contribute to structural
changes of anti-inflationary character. Without new Iinvestmentz an
economle growth trerd can nobt be permanently sustained. Investments must
e stimulated, among others, by & less pestrictiwve {liscal polley,
especlally n comblining 1t with swnership tramsformatilons.

Third, the monetary pollcy must, as to date, remaln - because of lts
restrictivity - the main element of continued stabllization effort. Bt
for an intermediate pericod, until A permsneont stabllization is achleved,
the Interest rate on houschold deposlits must be higher than that an loans,
since that s the third phase in the above-described Interest poliey
sequence, Only under such conditlomzs - and not with a megative interest
rate on a part of deposits [see figure 4) - & substantial lncrease in the
households' propensity for savings can boe expected without which a
non-inflaticnary growth of effective Iinvestments will herdly be
Imaginable, the more =0 because foreipgn ald with thiz respect can be
expected to a limited extend oniy. In =y cpinion, particularly important
in this area ls a perceptible positive real interest rate on short- and
middle-term deposits. One of serlcus errors of the hitherte applied
interest rate pelicy has been the deflance of three- and six-month
deposits. Under conditfons of aggressive stabilization measures, three
monthe and all the sore o 2ix months make & long period. The reflpancing
credit rate must cateh up with the Interest rate on househalds' deposits
mot in the case of 1Z2-month deposits only but with respeect to three-month
deposits already. Swuch measures will, of course, contribute to a relative
reduction in the households' demand (without necessity to limbt thelr real
incomea) and, at the zame time, to & por-inflatlonary growth of the
frvestment demard, Lhus oriented towards & lofng-term productlion lnerease,
It 1z later only that the fourih [nterest rate polley phage must be
initiated during which both interest rates sust be really pasitive, with
credit prices exceedling the Interest rate on deposits,

Fourth, owing to the increase in the households' propensity for
savings It will be possible ~ In keeping up the restrictive fiscal and
monetary polley - to unlock the entil-motivetional wage limitatlons and
elimlnate bthe patholegies which someblimes result from these lLimltatlons,
e.g- making impossible to ¢mp1n~5.r in the private sector workers dismlssed

atabliization phase the Inflation rate for 1930 has bBeen set abt 15,3
percent i.e., on the average, 1.2 percent monthly.
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from Lhe stato sector. At present, the malntenance of wage rilse
limitaticons malnly leads to recesslon and further decline in the real wage
level rather than to curbing of infiatlonary processes. The wage polley
pocds & radical flexibilizatlon through Its liberallzation which should
~ewert, I the conditions 1 have mentioncd abowe are mel, =2
supply-promoting influence.

Fifth, prlece liberalization sust be gradeally continced. The
Tundamential problem conslzls In the requirement the prices should rise as
slowly as posslble amd, st the same Else, be kept ARt n market-clearlng
level, Only mext, the still existing subsidlies should be eliminated; as
long as the bwigel 1s eqguilibrated, subsidles will nor necessarlly nourlsh
inflation.

Slxth, Lhe cxchangr rate pollcy must be mode more Plexlble, too, 1
think that Lthe hlgh, still perglstent inflatlen resulis, te a certaln
extent, From the fact that the lxed uwnifors  exchange rate has  been
anchored In the US: dellpr. In view of the exchange rate risk, the
siructure of thoe Pollsh external trade and the balance of payeent, I think
1t would be better = on cccaslon of a possibly Indlspensable exchange rate
correction - Lo anchor the exchange rate In a currency basket (e.g. ECU)
better relleclting our external troade relatlons. AL the samo bLime, Lhils
will to n losser oxtent stimelole the import - induced cost inflation.

Seventh, one should constantly strive after creaticn of a competlblve
envirenment. Cordonbng of f Lhe economy by restrictlive Import tariffs
servag, In reallty, opposite sltuations, Demestle prodecers often continus
ta avall Lhemselves of the cosfort ef monopolistle positlons not disturbed
by wocompetitive lmporls. Here, the most classlical examples are our
auvtemative and electronle durables Indestrles. Inm thls connection, =
radical reduction, and in post cases even abal lshment of Import dutlies and
a further llberallzation of forcign trade seems bo be justifled, slnce L
iz under such conditlons only that postitive effects of the ﬂuppiy;inducln.g
outwardly apen polley will be atizinable. The fear of & cumulated Coretgn
currency flow oul of the country which could presumably lead to a fallure
of the nominal anchor represented by the Cixed exchange ralte seops
exaggeraled. This view Is based on assusplion thabt, under condlilons of a
greater extrernal trade llboralization, it is the feorelgn currency
turnover and npot necessarily the forelgn ecurrency oubkflew that will be
accelerated, The resultant of all adjustrent processes which could be set
in metion should, In this case, he advantageous to bulldling-up nominal
forclign currency baloances, espocially those of the household secter. This
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ig also corroborated by the B:KPE;‘!.ETI.E.E of many ather countpies which have
taken measures to stabillze and reduse the seale of currensy substitutlon
(Pinto 1850].

S0, in the light of the ensesble of the above considerations, 1t can
be well seen which Indispensable systemic, political and structural
measures  should  Jolntly form what I call the “second gear®™ of
stabllization. In my opinlen, the economic situatlon fs sSufficiently
copplicated - and destabilized - bo Justify concenbtrated anti<€dnflatlionary
and equilibrabtling measures Lo be Laken Just now. The Fact of the matter is
that economic processes are, by thelr very nature, continuous and Lhis can
not be changed by even sost radical approach of the “pov-or-never”™ or
"everything-or-nothing” type. The point is that it Is certalinly now, but
surely not everything. Since, the presenl stabilizallon policy ls, on Lthe
one hand, & contlnuatlen of measures having been alresdy earller taken
and, om the other hand, an initiation of processes we wWill have to
struggle with In future,
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